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Preface

The corporate and financial scandals of the late 1990s and early 2000s
in the United States have elicited a broad range of reactions. “A few
bad apples,” said some, “that have distorted the picture of the world’s
best performing economic and financial system.” “An unfortunate leg-
acy of the greatest financial bubble in history,” said others. Still others
suggested that the conduct of major American corporations revealed
fundamental weaknesses at the heart of the free market system—flaws
that have always lurked just below the surface of the country’s overly
triumphal, self-absorbed capitalist approach to economic organization.
The truth surely contains elements of each. What is certain is that
the faith most people had in the integrity and discipline of market-
based finance and capital deployment was severely shaken. The mag-
nitude of the losses and the extent to which these losses reached ordi-
nary citizens, along with the cynical disregard by senior business and
financial leaders of legal or ethical constraints pressed home a need for
reform. A sense of public outrage developed that motivated govern-
ment officials and regulators to move quickly to “restore confidence”
in the markets and prosecute some of the most visible offenders.
Before the 1930s, neither government regulators nor the courts had
much of a role in enforcing checks and balances in the U.S. economic
and financial system. Boards of directors were appointed by knowl-
edgeable investors and constrained by fiduciary duties. The boards
would select people to manage their firms and achieve the objectives
the board had established. If they failed, they could expect to be re-
placed. Such enlightened self-interest might not be a sufficient restraint
on management under some circumstances, so both companies and
investors could be expected to exercise discipline upon each other.
Powerful figures in business and finance sought the support of banks,
insurance companies and other investors, who in general would avoid
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or liquidate positions in companies run by those whom they did not
trust. Key investors would also monitor corporate executives to be sure
they were performing up to expectations. The executives had to ne-
gotiate loans, stock issues, and credit facilities. Financial intermediaries
sought to provide these facilities, and to be appointed to manage in-
vestments for large public institutions such as municipalities, univer-
sities, and charitable endowments. Senior representatives of many of
the intermediaries involved at the time—bankers, brokers, insurers—
were appointed to boards of directors or were otherwise sufficiently
well plugged into the system to be able to use their vantage point to
look after their own interests, which focused on steady and predicable
results.

The system essentially consisted of a self-regulating cohort of knowl-
edgeable insiders that was based on the old doctrine of caveat emptor.
The government’s role was largely one of establishing fiduciary and
property laws. What derailed the system in the 1920s turned out to be
a fantastic stock market bubble, in the course of which rising share
prices drew thousands of unsophisticated investors into the market,
where, in search of quick and sure profits, they could be relied upon
to make unwise and ill-informed investment decisions. Under such
circumstances, there were plenty of opportunities for them to suffer
serious losses, often promoted by people and firms who were well
entrenched in the inner circle of the time.

The “modern” corporation was defined during this era by Adolph
Berle and Gardiner Means in their classic 1932 study of the business
organization model of the large publicly owned company that was
managed by professional executives who owned very little of its stock
but had great incentives to maximize its profits. Such corporations,
they reported, dominated the economic landscape of the time, and their
governance represented a potential problem for society that only the
federal government was powerful enough to address.

After the market crash in 1929 and the Great Depression that fol-
lowed, the federal government, acting in the public interest, became
heavily involved in regulation of both corporations and markets. The
government imposed a variety of laws on corporations affecting market
shares and competitive structures, labor relations, workplace safety,
and periodically even prices and output. The government’s regulatory
powers peaked during World War II, after which they were gradually
(sometimes very gradually) withdrawn. The heavy regulatory role on
the part of the government had two immediate effects. It bureaucra-
tized broad reaches of the national economy, suppressing growth and
initiative, and it shifted attitudes away from self-regulating checks and
balances to widespread mistrust of corporate management who, it was
thought, needed to be watched carefully to be sure they did not abuse
the public trust.

Financial market regulation at the time was based on a simple con-
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cept of accountability for full disclosure of material information, to-
gether with “fair” trading practices, with the intent of protecting un-
sophisticated investors who were inadequately prepared to look after
themselves. However, from the very beginnings of key legislation, no-
tably the Securities Act of 1933 and the Securities Exchange Act of 1934,
there were exemptions from the disclosure laws for sophisticated in-
vestors who were thought not to need them. Government securities
(including municipal bonds) were exempt from Securities and Ex-
change Commission (SEC) registration; so were securities of govern-
ment agencies and certain bank stocks. Corporate securities had to be
registered only if they were to be offered through public distributions.
If not, they could be sold to sophisticated investors as “private place-
ments” without complying with the disclosure rules. Mutual funds sold
to public investors had to be registered, but private investment funds
investing in venture capital, leveraged buyouts, real estate, or other
“private equity” investments did not. Caveat emptor still applied for
sophisticated, wealthy investors able to look after themselves, but full
disclosure had become the necessity for all stocks initially sold or resold
in the public markets.

The SEC believed that transparency would be the best approach to
fair and efficient markets, and by insisting on full, accurate, and timely
disclosure of large quantities of corporate information, the market play-
ers could check and balance themselves. The large institutional pur-
chasers of publicly traded stocks would keep their eyes on aggressive
corporate executives to be sure they were credible and honest enough
to merit their trust. In response, a “golden era” developed in the stock
market in the 1960s that greatly encouraged the development of mutual
funds and pensions, and greatly increased the importance of institu-
tional investors in the stock markets, making the checks and balances
seem even more secure.

The 1970s, however, were the most difficult years in the stock market
since the 1930s. Many things went wrong then, discouraging investors.
Corporate scandals were plentiful, some of them tied in with senior
government officials, some involving bribing foreign governments, and
some involving juicy cases of fraud and misconduct. New laws were
passed, adding to the layers of regulation that corporations had to
comply with, and enforcement was tightened. The economy was
caught in a low-growth inflationary spasm that pushed interest rates
to 20 percent and threw almost the entire corporate community on to
the defensive. Corporate expansion and development was no longer
the objective. Survival was.

The government’s grip began to relax at the end of the 1970s decade
of abysmal economic performance, and government regulation was
increasingly portrayed as clumsy and an impediment to growth. An-
titrust rules were relaxed in the 1980s and regulations were withdrawn
in transportation, broadcasting, telecommunications, and other key sec-
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tors. Resistance to hostile takeovers and leveraged corporate reorgan-
izations (very unpopular at the time) was suppressed, and such trans-
actions were permitted to flourish, offering renewal to much of the
corporate landscape that had been devastated in the 1970s. The federal
government—under great pressure from record fiscal deficits—ne-
glected regulation in general, especially in the banking sector, which
helped create a wave of banking and savings-and-loan failures that
devastated those industries and resulted, after massive taxpayer losses,
in much more intensive regulation. The banks recovered in the 1990s,
and used their experience as evidence of the need for extensive dereg-
ulation and consolidation in financial services, a view that was ulti-
mately ratified by congressional action in 1999.

Indeed, in the 1990s, during an eight-year Democratic presidency,
transportation, energy, telecommunications, and health care, as well as
all forms of banking and financial services, were fundamentally dereg-
ulated in order to attract the stimulating—if disorderly—effects of in-
creased competition. The deregulation was not accompanied by suffi-
ciently alert market and institutional oversight, perhaps contributing
both to the stock market bubble of the late 1990s and to the bust of the
early 2000s.

By the 1990s, world financial markets had been revolutionized by a
heady mix of technology advances, globalization, and a decade of sig-
nificant growth in household wealth. The market value of financial
assets and real estate, minus mortgage, credit card, and other house-
hold debt, grew from $8.2 trillion in 1980 to $37 trillion in 1999 in the
United States alone. Financial markets expanded at an exceptional rate,
about twice the rate of nominal economic growth. Not only did they
grow rapidly but they also had become “democratized” by extensive
participation on the part of ordinary people, not just skilled financial
practitioners. By 2000, half of all American households owned stocks
in one form or another, and the same households participated fully in
the market crash of 2000-2002. While deregulation was in vogue, mil-
lions of new investors were pouring into the markets with little idea
of what to do. Most purchased mutual funds, which had become more
numerous than the number of stocks available in the market. Some
tried their luck as on-line day-traders—Ilargely without much invest-
ment knowledge at all—at deeply discounted commission rates. As in
the 1920s, many of these individuals fell victim to the half-baked or
fraudulent investment schemes that usually surface in the excitement
of an ever-rising market.

The corporate and financial scandals that emerged in the bubble and
were subsequently revealed unleashed a public uproar that called for
action, immediate action to address the outbreak of “corporate greed”
that had created such havoc across the American financial landscape.
With this came an urgency for corporate governance reform unseen in
the United States since the 1930s. A variety of actions were taken, first
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and most important by market investors, who corrected prices of all
financial assets quickly and stubbornly kept them in the grip of a bear-
market decline for three years, forcing everyone to share in the pain.
Despite a decade of diminishing regulatory activity on the part of
Congress and the Securities Exchange Commission (SEC), the system
responded with a vengeance to punish those who had allegedly trans-
gressed, and to warn off those who might be tempted in the future, by
requiring complex procedural reforms in the way corporations, finan-
cial institutions, and markets are governed.

The effort was understandably politicized, uncoordinated, and
rushed, driven by breathless media reports. So it was no surprise that
the collective efforts contained many flaws. The 2002 Sarbanes-Oxley
Act led to a wave of rule-tightening and enforcement actions that
placed all of America’s public corporations on the defensive, with a
heavy burden to adapt to new and costly compliance standards and to
review their own internal corporate governance practices. Nor did it
stop there. Legal actions were taken by prosecutors and regulators in
an effort to punish a variety of financial intermediaries, advisers, and
investment managers. Some of these actions contained provisions de-
signed to bring about reforms, but how effective many of them might
be remained in doubt. The pendulum had swung, but the law of un-
intended consequences hovered in the background.

By 2004, the stock market had recovered much of its loss of the
previous three years and returned to more or less normal operations.
But there was a lingering suspicion that not enough had been done to
identify the causes for the avalanche of corporate and financial mis-
conduct that occurred in the late 1990s and early 2000s, or to prevent
them from reoccurring down the road. Standing back a bit from the
drama of rapidly unfolding events following the Enron collapse, almost
anyone could recognize that things had been allowed to run amok for
a few years, and that those who allowed them to do so included the
market’s key “gatekeepers”—its experts, advisers, intermediaries, and
regulators—who seemed to disappear entirely during much of the
period, along with sound judgment among supposedly savvy, well-
informed institutional investors. What could they have been thinking?
What happened to the checks and balances? What happened to market
discipline?

In this book, we examine the central dimensions of effective gover-
nance, monitoring, and control of corporations and financial markets,
both with an eye on the lessons of history and a firm focus on the
future. We argue that the effective functioning of the market-driven
financial system basically rests on a number of assumptions.

First, the market-driven system assumes that managers consistently
strive to maximize risk-adjusted total returns to shareholders, and that
they do so within an accepted set of legal, regulatory, and ethical
constraints. It also assumes that boards of directors, as elected repre-
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sentatives of the shareholders, supervise management effectively, see
to it that they are compensated appropriately, and assure that a com-
pany’s accounts fairly reflect the financial reality of the business as a
going concern. The critical managerial issues are shareholder value and
discipline in resource allocation, incentive-compatibility of manage-
ment contracts, and organizational and financial transparency.

Second, external to the firm, the market-driven system assumes that
effective monitoring by auditors, investors, analysts, bankers, and oth-
ers takes place, and that material developments are communicated to
the market in an accurate and timely way, so that they can be reflected
in the “correct” price of the firm’s securities held by investors.

Third, the market-driven system assumes that both business firms
and their financiers, advisers, and monitors are in compliance with
laws and regulations, and are subject to private legal redress to assure
appropriate business conduct—and that these constraints are fair and
reasonable, set in the realm of politics and anchored in the overall
social context. The rules of the marketplace should center on safety,
soundness and fairness of the financial and business system, balanced
against its ability to deliver economic efficiency, and therefore regula-
tory constraints should evolve in a deliberate way to help concentrate
the power of the marketplace in achieving the greatest good for the
greatest number. This, after all, is an essential requirement for main-
taining a market-based economic system within a popular democracy—
it is what is meant by “democratic” free market capitalism, which its
advocates are fond of recommending to virtually all societies in order
to foster sustainable economic development.

Some of those who had long placed their bets on the superiority of
the market-driven system against competing models—as well as those
who had been more skeptical of the proposition—were taken aback by
the size and frequency of the revelations of corporate wrongdoing that
surfaced beginning in 2001, following the most dramatic stock market
bubble of all time. Suddenly all of the assumptions of how things are
supposed to function were called into question. The market seemed
less an institution than a game, one that was neither fair nor efficient.
Management seemed shocked by the growing public revulsion toward
business practices that were widely known and accepted yet were now
seen as treacherous and untenable. A maelstrom had developed that
would die out in time, as maelstroms invariably do. But its ferocity
and political resonance invited a serious review of the operation of the
public corporation in the modern free-market economy.

The objective of this book is to provide a useful framework for
thinking about these issues after the dust has settled. We focus in
particular on the role of financial markets and their respective institu-
tions (asset managers, banks, securities firms, advisers, lawyers, audi-
tors, and others)—the key intermediaries in capital allocation, gener-
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ating and distributing information, and setting securities prices—and
the fault-lines in the system that have come to light.

All financial intermediaries have somewhere in their statements of
business principles or mission statements words to the effect that “Our
reputation is our most important asset.” Yet many ended up in trouble
with the regulators, their clients, and their own shareholders—and in
some cases were accused of aiding and abetting serious corporate mis-
adventures. How could this happen to supposedly independent, so-
phisticated, reputation-sensitive institutions?

A number of regulatory or legal solutions to such problems have
already been put in place, and these need to be examined as well in
order to determine how effective they are likely to be and what effect
they may have on the free-market system. We shall explore just how
robust the new regulatory initiatives are likely to be in the thick of the
hypercompetitive financial markets that are sure to dominate going
forward.

We have written on these subjects before. Virtually all of the prob-
lems enveloping financial firms today were discussed in our 1997 book
Street Smarts: Linking Professional Responsibility and Shareholder Value in
the Securities Industry. That book was written to lay out many of the
performance-tensions that confront management of financial interme-
diaries and to suggest the key managerial and leadership requirements
for creating valuable and durable business franchises in tough and
volatile financial markets. This book is intended to focus on how cor-
rections in the market and regulatory environment and within the
sphere of corporate governance can restore the healthy balance needed
between firms pursuing their own objectives and the overriding inter-
ests of the public.

We are grateful to William Allen, Paul Brown, Charles Ellis, Sy Jones,
George Smith, Richard Sylla, and Lawrence White for helpful com-
ments and suggestions on various chapters during the course of writing
this book, as well as to Gayle DeLong, Vivek Pradhan, and Neela
Saldanha for help with data, analysis, fact-checking, background
research, and preparing the index. Research support from the R&D
Committee at INSEAD in Fontainebleau, France, is gratefully acknowl-
edged. The authors alone are responsible for any remaining short-
comings.
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Part |

Corporation, Governance, and
Capital Markets in Perspective

In 1932 Adolph Berle and Gardiner Means described the “modern”
corporation as one owned by public shareholders but controlled by an
elite group of managers empowered to run the corporation largely at
their own discretion. Much of the American economy at the time was
made up of such corporations, which Berle and Means believed needed
to be restrained by regulation and enforcement, not necessarily by
relying on internal practices that have come to be known as “appro-
priate corporate governance.” The abuses of power they feared were
broadly economic, not financial: monopolies, restraint of trade, price-
rigging, and union-busting.

In the 1930s, many abuses of the previous decade were revealed and
hotly debated. But these were largely financial, not economic, issues.
And they were blamed mainly on financial market intermediaries—
much more than on corporate executives. So in due course, the financial
market was subjected to an entirely new, tight-fitting regulatory regime
that was naturally resisted in some quarters. But in time it was ac-
cepted, and for 50 years the financial market regulation set in place
during 1933-1940 seemed to work effectively in providing a safe, trans-
parent environment for financial transactions of all kinds, including
many new financial instruments that came along. Large corporations
continued to dominate American business. Occasionally they would
tap the financial markets by issuing stocks or bonds, but the daily lives
of senior managers were not especially affected—certainly not mes-
merized—Dby capital market activity. Executives were seen as respected
professional managers, wielding great responsibility generally in a re-
sponsible way. Most were not entrepreneurs or (with a few exceptions)
business tycoons, and most owned very little stock in the companies
that employed them.

All of this changed in the early 1980s, when a 20-year era of financial
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prosperity that fundamentally changed how American corporations
conducted themselves got underway. More wealth was created in this
time than during any other period in history, and most of it was driven
by the stock market, which for nearly two decades grew at twice the
rate of gross domestic product (GDP). Many factors contributed to this
unique dynamic, as a result of which the capital markets exploded in
power and importance—and enormously impacted the opportunities
and strategies of business executives, who remained fully empowered
to run things more or less as they liked. The executives, of course,
responded to the changed environment and the signals it was sending.
Their conduct changed in many ways, and so did the managerial qual-
ities needed to get to the top and stay there.

Then came the “bubble”—like a hurricane rising up from a vast and
turbulent ocean. There have been plenty of other financial bubbles. But
the impact of this one, because of the enormous capital market energy
from which it developed, was by far the most powerful. The collateral
damage eventually extended to the reputations of all the principal
players of the time—corporations, auditors, bankers, and investors—
forcing the public to seek changes in the rules of the game and assur-
ances about the future.

Part I of this book consists of two chapters. The first considers the
nature, effects, and consequences of the bubble of 1995-2000. The
second chapter assesses the more fundamental effects related to the
evolving dominance of capital markets, which has changed the way
corporate executives perceive their role and the expectations they are
required to meet.



Irrational Exuberance

The buzz from Silicon Valley was that Netscape was the newest thing—
a real “killer application.” It would popularize and democratize the
Internet, allowing anyone to have instant access to websites that would
connect to all the world’s information sources. True, the Internet had
already existed for a while, but it was mainly confined to universities
and the military. Now, by making this new form of communication
available to anyone with a personal computer, it could change the way
business was done—all business: wholesale, retail, services—because
everything depended on information, and now information would be
delivered differently, in an architecture available to everyone. Netscape
offered a free “browser” to “surf” the Internet over telephone lines,
and was building a network that would attract millions of users, and
businesses would pay to access it.

Netscape was offering shares of stock to the market in an “initial
public offering” (IPO) to be priced in August 1995. All of the proceeds
would be new money to be invested in the business. No shares were
being offered by existing investors—who included Jim Clark, a founder
of Silicon Graphics, a previous Valley money-maker, and backed by the
famed venture capitalists Kleiner Perkins Caufield & Byers. So all the
right people were involved. And the deal was to be underwritten by
one of the country’s most prestigious investment banks, Morgan Stan-
ley, whose technology team was headed by Frank Quattrone.

Morgan Stanley was really taking a chance with this issue. Netscape
was less than two years old. It had no profits and no immediate ex-
pectation of profits. Its most recent 12-month revenues were less than
$25 million. It was run by an unknown, 24-year-old Illinois computer
science graduate, Marc Andriessen. But Quattrone believed the deal
would jumpstart the market for technology stocks, which had been
listless for a year or so. Total U.S. IPOs had amounted to only $46
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billion in 1994, down from $64 billion in 1993, and technology deals
had hit a three-year low of $8.5 billion—only 18 percent of all 1994
IPOs. Morgan Stanley had a new technology stock analyst, Mary
Meeker, who was enthusiastic about Netscape but admitted that val-
uing such companies was very difficult. It was really a “concept stock.”
Morgan Stanley said it expected to offer stock at about $12 per share,
which would make the Netscape offering the third largest IPO in the
history of the National Association of Securities Dealers Automatic
Quotation system (NASDAQ.)

A BUBBLE FORMS

Netscape aroused a broad range of interested investors, notably the
most aggressive, performance-driven mutual and hedge funds and the
technology-investing world as a whole. Some would plan to acquire
shares from the underwriters and sell them later the same day if the
stock spiked, although such immediate IPO gains as a whole had av-
eraged only about 15 percent in recent years. Others, like Microsoft,
watched carefully as a new player ventured into its PC software do-
main. The buzz fed on itself, and indications of orders flowed into
Morgan Stanley. Afraid the deal would be greatly oversubscribed and
that they might not be allocated many shares, investors tried to exert
pressure on Morgan Stanley by reminding the firm of what good bro-
kerage clients they were. Netscape and its advisers saw what was
happening as well, and pressed for an increase in the offering price.
Morgan Stanley, recognizing the building market for the new company,
agreed to increase the price to $28, based on the unusually strong order
book. But the firm knew that it had endorsed an almost indefensible
price for the stock, based on classic valuation approaches. It also knew
that a great deal of Netscape stock would be dumped by the lucky IPO
investors as soon as a significant price premium was reached, and
Morgan Stanley would essentially have to sell the offering all over
again to keep it from collapsing entirely under the selling pressure.
Morgan Stanley’s worries proved unfounded. The stock opened at
$58 and rose from there. At the close of trading on the first day, the
tiny, profitless company was valued by the market at $2 billion, and
its young CEO was worth more than $80 million. Those who were
allocated shares by Morgan Stanley had made a profit of more than
$30 per share on a one-day investment that had required putting up
no money of their own, since both their purchases and sales would
close on the same day. Suddenly, the whole financial community—
investment bankers, analysts, brokers, mutual and hedge funds, and
venture capitalists—began a rush to find other Internet companies. If
it could work for Netscape, it could work for others. Perhaps another
hundred companies could similarly capture the imagination of inves-
tors. The Internet was perceived as being able to change the world, like
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the automobile, or electric power, or television had done. Besides soft-
ware suppliers, it would turbocharge demand for various types of
computer and telecommunications equipment, including digital high-
speed networks—*“broadband” that could carry all of tomorrow’s in-
formation over cable and wireless communications systems. A “new”
economy was seen as being fashioned by fusing these technologies
with the media and entertainment, advertising, and retail sales indus-
tries, and it was not long before the market had other Internet stocks
to consider. Search engine companies came next—Lycos, Excite, and
Yahoo in 1996, followed by a seemingly endless series of dot-com “B
to B” or “B to C” companies. Virtually all had hot, wildly over-
subscribed IPOs.

About the same time as the Netscape IPO, another new “concept
company” was making a move. Long-Distance Discount Services
(LDDS) was formed in the early 1980s to take advantage of the newly
deregulated long-distance telephone market, following the breakup of
AT&T, by offering steep discounts in phone rates. LDDS acquired sev-
eral similarly entrepreneurial telephone service companies and, as a
result of one of these acquisitions, had become publicly traded in 1989.
Four years and several additional acquisitions later, LDDS operated
the fourth largest long-distance network in the country. In 1995, after
further acquisitions of network companies and fill-ins, it acquired the
voice and data transmissions company Williams Telecommunications
for $2.5 billion in cash. Later than year, LDDS, based in Jackson, Mis-
sissippi and run since 1985 by Bernie Ebbers—a former high-school
basketball coach who had owned a string of local motels before joining
the company—changed its name to WorldCom, Inc.

Within the next three years, WorldCom would make several more
large acquisitions of local access facilities, fiber-optic cable networks,
and Internet access providers for businesses, culminating in a $40 bil-
lion acquisition of MCI Communications, Inc. in 1998. The acquisitions
were made possible by a rising stock price—from $8 in early 1995 to
$50 after the MCI deal—and access to substantial credit facilities from
banks.

Ebbers was assisted in developing and executing his strategy by an
enthusiastic PaineWebber Group, Inc. telecommunications analyst, Jack
Grubman, a former AT&T employee who understood the basic model
of challenging the behemoth and enthusiastically recommended first
LDDS shares, and later WorldCom shares, to investors. In 1994, Grub-
man left PaineWebber, a retail brokerage, to join Salomon Brothers,
Inc., a major investment bank. He was soon encouraged both to do
stock analysis work, as he had before, and to assist Salomon’s invest-
ment bankers with their mergers and corporate finance activities. Soon
thereafter, Salomon Brothers became the principal investment bank to
WorldCom, advising on various mergers and arranging the financing
for them while continuing to recommend the stock to investors.
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In 1997, Salomon Brothers was acquired by Travelers Group, Inc., and
was merged with Smith Barney & Co., a large stock brokerage business.
Travelers was controlled by Sandy Weill, a former Wall Street star, who
the following year engineered the merger of Travelers and Citicorp
Inc., the country’s most successful commercial bank. A major objective
of the merged businesses—now called Citigroup Inc.—was to cross-
sell products and services across the two units. Citigroup soon formed
a corporate banking division that combined the lending capacity of its
banking unit, Citibank, with the investment banking and brokerage
ability of the combined Salomon Smith Barney. It was a merger made
in heaven for Jack Grubman, who now had enormous financial re-
sources to offer an insatiable client, Ebbers, and to his other telecom
industry favorites, including Global Crossing Ltd. and Qwest Com-
munications International Inc.

BUBBLES, PAST AND PRESENT

The market capitalization of all publicly traded common stocks in the
United States on December 31, 1999, was $16.7 trillion, up from $1.3
trillion, its 20-year low point, in 1981.* The gain over the period—$15.4
trillion—reflected an 18-year compound annual increase in the value
of stocks of 15 percent. This was over twice the 7 percent nominal rate
of U.S. GDP growth, indicating the extent to which this nearly four-
teenfold increase in stock market capitalization had created wealth in
excess of underlying economic activity.? As one observer of the 1990s
put it, it was the “greatest flood of liquidity since Noah,”? and people
all over the world plunged into the action in search of investments in
the new economy—what was also being called the next industrial
revolution.* The technology component of the boom was dominant. A
nearly seventeenfold increase in market capitalization of technology-
laden NASDAQ stocks occurred from 1991 through 1999, changing
what was a mere bull market (as represented by the fourfold increase
in the market capitalization of all NYSE listed companies) into a “bub-
ble,” a runaway euphoria about the future of the stock market driving
speculation to extraordinary levels.

The NASDAQ index was a little over 900 in August 1995, and it
would close the decade, the century, and the millennium on December
31, 1999, at 4,069, on its way to an all-time high of 5,048 in March 2000.
Much of this rise in the index occurred in 1999, when it jumped 85
percent, contributing to a compound growth rate during this four-and-
a-half-year period of nearly 50 percent. In 1999, the S&P 500 index,
much less concentrated in technology stocks, rose 19.5 percent.

During the twentieth century there were four exceptional stock mar-
ket booms in the United States that in retrospect have been called
“bubbles.” Economist Richard Sylla describes these periods (1905, 1928,



Irrational Exuberance 7

1958, 1998) as times when the 10-year moving averages of real rates of
return on stocks reached peaks from which they rapidly descended (or
“crashed”) a year to two later.® The crashes, of course, involved large
losses and other forms of collateral damage, although the losses were
calculated using inflated market values registered at the market’s peak.
Of these four bubbles, the ones that peaked in 1928 and 1998, leading
to crashes in 1929 and 2000, respectively, were the ones of greatest
significance.

The 2000 crash involved more financial wreckage—however it is
calculated—than earlier crashes, even the crash of 1929, given the ex-
traordinary levels stock prices had reached. Although the Dow Jones
Index fell about 90 percent from its peak in 1929 to its low in 1933, the
total amount of market capitalization lost was about $70 billion, or
about 59 percent of 1929 GDP. By contrast, the loss of market capitali-
zation in 1987, following the celebrated 22.6 percent Dow Jones one-
day crash on October 19 of it year, was about $585 billion, only 12.4
percent of 1987 GDP, and most of that was restored by a swift market
recovery in the following months. However, even though the S&P 500
index plunged by 48.9 percent from its high in September 2000 to its
low in October 2002 (the Dow Jones, now a less used index, dropped
by 29.4 percent), the estimated loss in total U.S. market capitalization
was over $8 trillion, or 80 percent of GDP in 2000. These figures rep-
resent only the loss in equity values during a period when bond mar-
kets also shed about $100 billion in value and bank loan losses were
estimated at more than $50 billion.

The difference in loss experience between 1929 and subsequent
crashes largely reflects the growth of securities markets as repositories
for savings and investments of American financial institutions and
individuals. In 1929, institutional investors were just developing and
had not become powerful, important players in financial markets. In-
dividuals, for the most part, kept their savings in banks. During the
1930s, $1.3 billion of deposits were wiped out as a result of some 9,000
bank failures (40 percent of all banks). Such an enormous financial
collapse was a major cause of the Great Depression and the high levels
of unemployment that followed for nearly a decade.

Another indicator of the magnitude of the effect of bubbles bursting
is the amount of public attention and regulatory and legislative re-
sponse that was generated. Lost market values, bankruptcies, and scan-
dals lead to cries for punishment of the “guilty” and improved regu-
lation to prevent future recurrences. The 1929 crash was a watershed
event because it was seen at the time as the cause of the ruinous
economy that followed a decade of prosperity. It led to the election in
1932 of Franklin Roosevelt, who promised extensive reforms. The Roo-
sevelt administration pushed through Congress (among many other
measures to reform the American economic system) the Banking Act
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of 1933 and the Securities Act of 1933 and the Securities Exchange Act
of 1934, which instituted a totally new regulatory and enforcement
regime, one that fundamentally changed the way American capital
markets would operate in the future. The emphasis of reformers in the
1930s was to prevent a recurrence of the situation rather than to seek
retribution and punishment for those held to be responsible.

In the 1960s, there was no government response to that decade’s
bubble, other than the passage of the Williams Act to slow down the
pace of hostile takeovers (discussed in chapter 3).

In the 1987 crash, the federal government only formed a commission
to look into the causes of the large one-day price collapse on October
19, and some technical reforms were later adopted by the New York
Stock Exchange and by the stock futures markets.

In 2000, however, the market crash and the scandals that soon fol-
lowed were front-page stories for months. Public interest in the market
collapse and its causes and consequences was intense—public owner-
ship of stocks had reached an all-time high in 1998, when the Federal
Reserve announced that 48 percent of all American households owned
stocks, either directly or through mutual funds and pension funds.
Congress hurriedly passed the Sarbanes-Oxley Act in the summer of
2002 to substantially reregulate corporate activities and securities mar-
kets; the Justice Department appointed a high-profile corporate fraud
task force; the attorney general of the state of New York organized an
omnibus $1.4 billion settlement of charges to be brought by various
regulatory bodies against the leading Wall Street investment banks;
and the Securities and Exchange Commission (SEC) and its designated
self-regulatory cohorts, the New York Stock Exchange (NYSE) and the
National Association of Securities Dealers (NASD), began to introduce
a number of new regulations to be followed by all 15,000 publically
traded corporations in the United States and by the financial services
community. The principal stated objective of these efforts was to restore
investor confidence in the financial system, which many observers be-
lieved required the apprehension and punishment of those responsible
and some far-reaching changes in how the system functions.

ANALYSIS OF A MARKET COLLAPSE

The 2000-2002 crash had several causes. There was growing recogni-
tion that the high-growth economy of the 1990s was slowing, that
stocks—particularly technology and new economy companies—were
overvalued, perhaps by a great deal. But there was also considerable
public anxiety reflected in the markets after the attack of September
11, 2001, about international terrorism, global instability, and the ap-
parent rapid unraveling of relatively benign conditions in longtime
trouble spots. Further, there were charges of fraud and serious abuses
of corporate governance practices at many large and respected com-



Irrational Exuberance 9

panies that made many investors very skeptical of all investment in-
formation and advice they received.

Overvaluation or a Change in Risk Premium?

Peter Lynch, the famous manager of the Magellan Fund at Fidelity
from 1978 to 1990, frequently reminded viewers of television ads for
the mutual funds group during the late 1990s that “earnings drive the
stock market.” They do, but not entirely. Corporate earnings (measured
by analysts’ forward-looking estimates) in fact increased only about
threefold between 1981 and 1999. Interest rate changes are also im-
portant. The future earnings of companies are capitalized by the stock
market at discount rates that are determined in part by government
interest rates—the lower the rates the better the stock prices. Interest
rate changes indeed played a very important role in the 1990s because
of their significant decline beginning in December 1981, when two-year
government bonds traded at a yield to maturity of 14.5 percent. On
December 31, 1998, two-year Treasuries traded at a yield to maturity
of 5.1 percent. (A year later, interest rates rose, and the two-year Treas-
uries traded at 6.3 percent.) The overall decline in rates was almost
two-thirds by the end of 1998 and almost 60 percent by the end of 1999.

The increased earnings, together with the lower interest rates, should
explain all, or almost all, of the large increase in stock market values
during the 18-year period ending in 1999. But they don’t quite. Ac-
cording to one study, these two variables only explained 70 to 80 per-
cent of the growth in the S&P 500 index between 1981 and 1998. The
20 to 30 percent of market value increase that was unexplained was
attributed to “overvaluation.”® However, by this the author meant to
include all the many other things that might affect the market but had
not been directly measured in the study. Such things as (1) the dramatic
decline in inflation, (2) improvements in productivity and generally
strong and continuing growth across all sectors in the economy, (3) a
very positive outlook for increased business in the newly deregulated,
privatized, and integrated global economy, (4) structural imbalances in
the supply and demand for equities that can affect pricing, and (5)
changing attitudes about risk on the part of investors. According to
some observers—one of whom predicted a Dow Jones level of 36,000—
the so-called overvaluation might simply be explained by a reduction
in the amount of risk that equity market investors perceived themselves
to be taking when they bought stocks, possibly because of the consid-
erably lowered difference in the volatility of stock prices as compared
to the volatility of debt prices, which were presumed to be less risky.
Investors in stocks during the 1990s seemed to treat the market as if it
were less risky than in earlier periods, and therefore they were willing
to pay higher prices for stocks and bought more of them. This change
in attitude toward risk (called a “risk premium”) might be enough,
some said, to explain all the supposed overvaluation.
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However, some other more traditional market observers noted that
as much as 60 percent of the stock market’s gains were the result of
one-time events (tax cuts, the end of the Soviet Union, corporate merg-
ers and restructuring, low inflation, etc.) that probably would not be
repeated in the future. Many investors, despite the euphoria, became
convinced that the market had leapt into unreality and that a strong
correction was due. Indeed, a sharp correction in stock prices did occur
in the summer and fall of 1998. The market shuddered with concerns
about future corporate earnings, debt default in Russia, and worrying
economic conditions in Japan and Brazil. Stock market indices dropped
almost 20 percent as a result, but recovered by year-end to midyear
levels, where the S&P 500 was presumably overvalued again, but some-
what less so, because, in the meantime, more earnings had been real-
ized and interest rates had dropped a bit more. But after the short,
sharp drop and a rapid recovery, many of the more experienced inves-
tors wondered whether indeed a new set of forces now set market
levels.

Even if stocks were still overvalued at the end of 1998, and due for
a further correction, they experienced just the opposite in 1999, a year
in which the technology-laden NASDAQ composite nearly doubled,
while the yields on two-year Treasuries actually increased. In the first
quarter of 2000, some correcting took place, but it was still overwhelm-
ingly clear that an extraordinary amount of personal wealth had been
created by rising stock prices during the previous two decades. This
wealth was the reward for individuals willing to take greater risks (by
staying invested even when “experts” were sounding dire alarms) and
for institutional investors who felt they too had to stay invested because
their competitors were and they could not afford to look bad relative
to them for fear of risking major fund withdrawals.

Excitement of New Technologies

With the rising market came many stories of the period about the new
alchemists of the times—the entrepreneurs of the new economy who
had created dynamic new companies, such as Microsoft, Cisco, Dell,
and now Netscape, Amazon, and a variety of other “dot coms.” The
Internet had only become available for public use in 1995, and the
extraordinary usage that developed exceeded the velocity of all pre-
vious technological introductions. The economic potential of the Inter-
net seemed unlimited, and although it was well understood that many
of the early companies would fail in the bloody competition among
them that was to come, a few would survive to become the Microsofts
of tomorrow. To find those companies now, one had to invest in a
variety of possibilities and to expect some casualties and do so in a
market of constantly rising prices. However, the investment returns
enjoyed by the early investors were staggeringly good, and these at-
tracted other investors to try their luck as well.
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There were at least five different types of new economy stocks in
the late 1990s. First, there were the “backbone” stocks, that is, the
companies that had a strong manufacturing base to supply the hard-
ware needs of those utilizing the Internet. These companies did not
have to be located after long searches; they were obvious, existing high-
tech manufacturers (Cisco, IBM, Intel, Hewlett Packard, Lucent, Mo-
torola, etc.) who were going to benefit from the Internet revolution no
matter which companies led it. Second and third, there were the Inter-
net marketing companies—those that set up special websites to sell
directly to the growing number of web users. The companies were the
“B to B” (business-to-business) and “B to C” (business-to-consumer)
companies that made up the bulk of the new Internet startup compa-
nies with revolutionary new ideas, such as web-based supply chain
management, online retailing, and a variety of free information and
services. Fourth, there were the “old economy” businesses that found
ways to transform themselves into the stars of the new economy. Such
companies would include not only old-economy adapters such as Ford,
General Electric, and WalMart but also former public utilities such as
Enron, WorldCom, and Qwest. The telecom industry suddenly entered
the technology field because it had to adapt existing systems to enable
and utilize Internet capability for others, and to compete on the basis
of faster, cheaper communications for their customers. But this indus-
try, and subsequently the power industry also, had only recently been
turned loose from nearly a century’s rule by public (i.e., government)
commissions, to compete with one and all in the free market. Finally,
there were companies proposing to use the Internet to do things that
had not been done before—such as using auction sites to allow custom-
ers to bid for unsold hotel rooms and airline seats and to buy or sell
miscellaneous items all over the country.

One result of this investor excitement was the availability to many
new economy companies of capital at a very low cost. If a company
could raise substantial amounts of equity at generous prices in the
stock market, despite its lack of earnings, then the cost of that equity
capital (and of any debt capital the equity might enable) was very low.
The lower the cost of capital, the less the return on the investment
would have to be for new projects demanding investment. And these
companies had plenty of projects.

Computer companies were investing heavily to bulk up for the In-
ternet and to address the special problems of adapting old software to
accommodate the new 2000 dates of the millennium (“Y2K”). Equally,
the telecom companies went on a building spree of historic proportions.
By the time the Internet bubble burst, there were 40 million miles of
fiber-optic cable installed in the United States alone—enough to make
80 round trips to the moon.”

Most of the “new” technology companies (i.e., not the reworked old-
economy companies) became available to the public only after initial
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public offerings of stock. Before that they were expensively funded by
venture capitalists who helped season and develop the companies be-
fore bringing them to the market, a process that a decade before took
about seven to ten years and required a history of at least a year or
two of profits to accomplish. However, the investor demand for IPOs
by the mid-1990s was off the charts. Not only was the underlying
investment potential thought to be great (because of the potential of
the Internet) so too was the potential gain from buying an issue and
reselling it almost immediately at a much higher price to investors
unable to accumulate any shares in the initial offering. Realizing the
premium available to investors favored by generous IPO allocations
became a way to lock-in solid investment profits, and as a result, most
large institutional investors began to demand IPO allocations from the
investment bankers handling the sales. The value of technology IPOs
offered in 1994 was $8.5 billion. In 1996, it was $25 billion and repre-
sented about a third of all IPOs; another third was from health care,
and the last represented all other sectors. In 1999, tech IPOs were valued
at $40 billion, and in 2000 at $55.6 billion, before falling off sharply in
2001.

As demand for IPOs surged during the 1990s, the underwriting
standards declined for companies going public. By 1999, they no longer
needed to demonstrate earnings at all—or even revenues. With such
low standards, almost any company with a connection to the Internet
could be taken public, and as a result, investment bankers looked
everywhere for companies they could feed into the virtually mindless
demand for IPOs that developed at the market’s peak (see table 1.1).

In the 1990s, much of the “mindless” demand for securities related
to the Internet and the new economy came from sophisticated financial
institutions. To get into the better opportunities, they often had to rely
on the IPOs underwritten by particular investment banks. Most of the
companies launching IPOs were young and had not developed a stable,
profitable business, but because the excitement about the technology
sector was so great, investors were willing to buy these companies even
well before they had matured. Many of these companies were still in
venture capital stages, but the Internet itself was doubling every year,
and investors did not want to wait. To satisfy the large demand for
technology IPOs, the investment banks had to develop capability
within new industries that no one really knew very well, and to locate
companies that otherwise were invisible to the market because they
were not public.

As the IPOs that were brought to market in the late 1990s were in
great demand, and almost all went to a large premium in the after-
market, as noted in table 1.2.

To gain mandates for IPOs, the banks had to promise the new com-
panies that they would wholeheartedly sponsor the IPO, by making
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Table 1.1. IPOs in the 1990s

13

Tech IPOs
Value Value
Total 1POs (US$ Tech IPOs (Us$ Percent of total  Percent of total
Date  (number) millions) (number) millions) number value
1991 457 26,872 167 5,857 36.5 21.8
1992 742 45,652 240 10,487 32.3 23.0
1993 945 64,370 236 8,945 25.0 13.9
1994 855 46,302 238 8,518 27.8 18.4
1995 656 33,711 308 11,858 47.0 35.2
1996 1028 55,146 469 24,809 45.6 45.0
1997 785 46,557 326 14,107 41.5 30.3
1998 609 58,412 231 16,843 379 28.8
1999 707 68,248 487 40,361 68.9 59.1
2000 764 72,228 631 55,581 82.6 77.0

Source: Thomson Datastream

an extra effort to distribute the shares to investors all over the world,
by following the company in research after the issue, and by making a
secondary market (for block trades) in the stock for institutional inves-
tors. Often mandates for IPOs were only awarded after extensive
“beauty contests” among investment banks, in which these and pos-
sibly other promises were extracted. Without question, the high level
of competition for IPOs resulted in unusual advantages for companies
seeking to go public, including many that would not under normal
practices have been deemed to be ready for public ownership, and that
later proved not to be.

Table 1.2. Average First Day Return on

IPOs

Year of filing First day return (%)
1991 16.4
1992 12.3
1993 13.9
1994 18.9
1995 26.0
1996 18.1
1997 21.1
1998 53.3
1999 99.5
2000 47.0

Source: Thomson Datastream
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Supply and Demand for Shares

With such powerful market conditions—falling interest rates and ris-
ing stock prices and trading volumes—corporations raised an abun-
dance of capital in the 1990s: nearly $17 trillion, more than during
any other decade by far. Of this amount, the bulk was in the form of
debt securities, but $1.2 trillion was from the sale of common stock, of
which somewhat more than one-third ($470 billion) represented the
volume of initial public offerings during the decade. Although only a
modest portion of all capital raised, this was by far the largest vol-
ume of IPOs ever handled in a 10-year period. During the 1990s,
however, corporations were also very active in repurchasing their
own shares in the market (despite rising prices), usually to acquire
shares to be reissued under employee stock option plans without in-
creasing the total number of shares outstanding. As a result, the net
new issues of common stock during the 1990s was nil—new issues
had been completely offset by repurchases.

In addition, approximately $5.2 trillion of U.S. mergers and acqui-
sitions were completed in the 1990s. The peak year for mergers was
2000, when $1.8 trillion of transactions were completed, more than five
times the volume of the peak year of the merger boom of the 1980s. In
the 1990s, very large mergers took place in transactions involving ex-
changes of shares. Approximately 65 percent of the larger deals done
in the 1995-2000 period involved the issuance of new shares, and the
rest were for cash.

Thus, at a time when new money was flowing into stock market
investment pools such as mutual funds, the actual supply of shares
available to purchase in the market was diminishing from cash mergers
and corporate repurchases, and these retirements significantly, on bal-
ance, reduced the supply of shares, just when the demand for them
was soaring. As suggested in table 1.3, this dynamic had an effect on
stock prices, further forcing prices upward.

Table 1.3. Supply and Demand for Equities, 1997-2000 ($ Billions)

1997 1998 1999 2000
Gross New Issues 161 207 284 351
Corporate Demand for Shares (Stock —247 —432 —395 —470
Repurchases, Cash Acquisitions)
Net Change in Supply of Shares —86 —225 —112 —118
Net Acquisition of Equity Securities 213 169 292 453

by Institutional Investors

Source: Federal Reserve Board, Flow of Funds Accounts
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Media Attention and Public Relations

The stock market was rising fast enough in the mid-1990s to begin to
attract considerable attention in the media—which had expanded to
include extensive broadcast and cable television reporting. But also
there had been a great expansion of the print media covering mutual
funds and other investment topics since the 1980s. All of this coverage
intensified with the commercialization of the Internet and the many
changes in the telecommunications sector. Biotechnology, medical de-
vices, and wider healthcare service businesses also excited public at-
tention. The appetite was satisfied by interviews with CEOs and market
analysts and by talk shows with portfolio managers and market watch-
ers. During the late 1990s, it was possible to fill one’s day with live
market information and commentary put on by 24-hour televised cov-
erage, or by information posted on the Internet or published in news-
papers or magazines. The media would bring the “experts” to the
attention of the public, and the public would join in the excitement of
investing in a rising market by purchasing mutual funds, or individual
common stocks they had heard about, or by undertaking a program of
day-trading using their desktop computers, the Internet, and the serv-
ices of discount brokers. Most individual investors relied on others to
suggest stocks or funds to buy—usually their brokers or friends with
good access to advice. Most did not bother to read the lengthy legal-
offering documents provided to them. They were relying on others to
manage their investments and trusted these others to do as well for
them as they did for themselves. People believed they had little choice
if they wanted to invest in the stock market but to do so through the
advice or agency of others. Some of these advisers were well known
to the investors as longtime investment counselors, or brokers, but
others were people they had just met or seen on television. Many
individual investors in the 1990s were simply free-riders who did little
to protect themselves through independent research or inquiry.

Analysts, Brokers, and Underwriters

In the late 1990s, the securities industry was nearing the end of a 25-
year period of deregulation, consolidation, growth, and competition
that changed the industry beyond all recognition. Chapter 8 discusses
these changes and the subsequent creation of a globalized capital mar-
ket of enormous size, scope, and capacity to provide low-cost capital
financing for many thousands of corporations.

In general, by the end of the twentieth century these markets were
dominated by highly sophisticated financial institutions—both inves-
tors and service providers (who were often investors themselves)—
that were largely regarded by regulators as being able to look after
themselves. Institutional investors (principally pension and mutual
funds, insurance companies, banks, and investment advisers, both do-
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mestic and foreign) were the decision-makers in the markets—the larg-
est players that tended to set prices for trades. These institutions un-
derstood the power of competition (they themselves were under
considerable competitive pressure for accumulation of assets to man-
age) and played financial service providers off against each other when-
ever possible.

To earn a portion of an institution’s commission business, a broker-
dealer would have to struggle to make a short-list of preferred ven-
dors—instead of what had once been a lengthy list to provide access
to all sorts of ideas. Most investment institutions had culled these lists
to concentrate on the most important brokers who could, and would,
be motivated to help them the most. To earn a disproportionate share
of the institutions” business, the broker-dealer had to be willing to do
three things: (1) provide analytical research on hundreds of companies
whose stock the institutions owned (to spare the institutions the effort
of doing this work for themselves and by economizing on the broker’s
ability to offer the research to hundreds of different investors); (2) trade
large blocks of stock at competitive prices; and (3) offer its best invest-
ment ideas—either for new stocks to buy or sell, or advantageous
trades to make—to the institution before offering these ideas to the rest
of the market, which would spoil the opportunity. Institutions referred
to this as providing the “first call” to them. The broker-dealers did their
best to satisfy these demands, and in doing so substantially increased
the level of competition in the market for stocks and other securities.

Broker-dealers were thus required to maintain large investment re-
search organizations at their own expense, to use a portion of the firm’s
capital to underwrite block trades, and to be sure that their sales rep-
resentatives were in instant contact with institutions as soon as any
new development or idea occurred. The requirement to supply so much
research (the major firms by 2000 had research department budgets
nearing $1 billion per year, covering hundreds of individual companies,
along with fixed income, commodity, and foreign exchange markets
around the world) to some extent imposed an economic hardship on
the brokers. This was because the direct return on their investment in
high-caliber personnel and support systems paid in commissions on
trades in the stocks they covered was often meager at best. Indeed, it
was usually less after applying the net gains or losses on facilitating
block trades for the institutions, which were often losses. But these
institutions did trade in large volume, and they traded often, so the
brokers could make money from institutions if they secured a large
enough piece of their business. However, most firms realized that re-
search analysts were useful in their investment banking business as
well—in advising on the future prospects of a potential client, and in
providing research coverage for important companies that needed such
coverage for their shares to be traded at their full potential. Analysts
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were also helpful to investment banks that were advising on mergers
and acquisitions and in identifying potential IPO candidates. Most
firms believed that assisting investment banking was an appropriate
part of the job of the analyst and that individual analysts should be
compensated for their investment banking contribution. The average
analyst might expect 10 to 30 percent of his or her compensation to
come from assistance to investment banking efforts, but the analysts
whose sectors were hot and involved in numerous, large investment
banking transactions (such as Internet and telecom) could expect a
much greater compensation from their investment banking contribu-
tion. In a small number of cases (a handful, perhaps, out of thousands
of analysts), the individual analyst was so well known and regarded
by clients as to become more important than the firm’s own investment
banking team.

The requirement of analysts to notify clients first became more im-
portant to institutions, as many found themselves increasingly follow-
ing a “market momentum” investment strategy. In a market environ-
ment such as that of the late 1990s, when average stock prices might
rise by 25 percent and favored technology stocks by 75 percent, few
mutual fund managers felt they could afford to ignore the technology
stocks, because only through them could their funds deliver the high
returns that investors expected. To protect themselves against with-
drawals from their funds (“redemptions”), they stayed invested in the
most volatile parts of the market—knowing that the slightest disap-
pointment in quarterly earnings could cast a company off the high-
valued favorites list and plunge its stock into a one-day free fall of 20
to 30 percent. Investment managers had a difficult task: to stay in-
vested, but not too long, and to be prepared to get out of certain stocks
at the first sign of trouble. Thus the importance of the “first call”
requirement was greatly increased. An analyst covering a technology
sector would closely watch for trouble signs and be prepared to call
up his or her best clients as soon as anything was known. Such analysts,
however, to get the jump on other analysts and on the company’s own
announcements, had to be plugged in to the company’s chief executive
officer (CEO) and chief financial officer (CFO) closely so as to receive
information that not everyone was getting. Many CEOs believed that
such close information sharing with star analysts would be to their
advantage. On the other hand, sharing price-sensitive inside informa-
tion with a favored few could be against the law—the insider trading
rules expressly forbid such conduct on the part of both executives and
analysts. The “first call” requirement also imposed conflicts of interest
on the broker-dealer. Who actually should get the first call? Was speed
more important than the validity of the idea communicated? Was the
trade to be made to be satisfied from the firm’s own inventory? Could
the firm trade first on the information, before the client could act on
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it? The SEC detected the practice of offering first calls to preferred
clients and in October 2000 imposed “Regulation FD” (for fair disclo-
sure), which required companies to release no investment information
without simultaneously posting it to a company website that would
make it available to all investors at the same time.

ASSESSING THE DAMAGES

Beginning in mid-2001, for about a year, public attention was drawn
to series of corporate disasters that are probably best evoked by the
bankruptcies of Enron and WorldCom?® and the liquidation of Arthur
Andersen, one of America’s five largest and most distinguished ac-
counting firms, following criminal conviction for obstructing justice by
destroying documents.” Enron and WorldCom, however, were only two
of many large corporate bankruptcies that occurred in 2001 and 2002.
Others included Global Crossing, Kmart Corporation, UAL Corpora-
tion, Adelphia Communications Corp., The Finova Group, Inc., Reli-
ance Insurance Company, and Consolidated Freightways Corp. Some
of America’s most highly paid executives were among the leaders of
the bankrupt companies.!® Further, executives of several of these and
other high-profile companies were arrested and faced criminal charges.
Other companies that have avoided bankruptcy also underwent
criminal investigations—AOL-Time Warner, Computer Associates,
HealthSouth, Imclone Systems, Rite-Aid, Tyco International, Qwest,
and Xerox among them, followed later by AIG, Marsh & McLennan,
and others.

Bankruptcies, Accounting Failure, and Litigation

The problems of failed or wounded corporations extended much fur-
ther than these high-profile cases. In 2001, there were 171 large corpo-
rate bankruptcies involving liabilities of $230 billion, more than twice
the level of bankruptcy liabilities in 2000, the previous record year for
bankruptcies. During 2002, 122 bankruptcies involving liabilities of
$338 billion occurred, thus establishing a three-year series in which
American bankruptcies—the ultimate form of corporate failure—broke
all previous records.!!

In addition, instances of accounting failures (in the form of “restate-
ments” of prior audited financial results due to accounting errors)
nearly quadrupled in the four-year period 1998-2001 to 616 cases.'
Restatements continued to occur at a record level during 2002, when
330 cases were reported, 22 percent more than in 2001). As a conse-
quence of these failures, federal securities-fraud class-action lawsuits
seeking damages from officers, directors, and advisers of the companies
exploded. In 2001, 493 such suits were filed (of which 312 were related
to initial public offerings), and in 2002, 270 more, as compared to an
average of 194 filings per year during the three years prior to passage
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of the Private Litigation Reform Act of 1995, a bill that was designed
to substantially limit the number of such class-action lawsuits.’* Many
of these lawsuits were the consequence of stock prices that fell rapidly,
causing losses (damages) to investors, when such stock price declines
followed sudden news of changed financial information.

Market Losses

Although the number of corporations associated with investigations,
restatements, and litigation was comparatively small as a percentage
of all 15,000 publicly traded corporations (the number reflected a much
higher percentage of those companies included among the S&P 500),
the losses they caused were disproportionately large. Bank loan write-
offs for 2001-2002 were in the tens of billions of dollars. Publicly traded
noninvestment grade bond defaults for 2002 were (at par value) $96.9
billion—the highest level of such defaults then recorded—representing
12.8 percent of all such outstanding issues. In 2001 the default rate of
these bonds was 9.8 percent, the highest since 1999. On the assumption
that the bond defaults would result in recoveries (through bankruptcy
or other work-out arrangements) equal to the 10-year historical average
of about 30 percent, then the expected losses from loan loss write-offs
and from bond defaults for the two-year period would be about $100
billion.

Equity market losses in 2001-2002 attributable to fears of corporate
failures were even greater: the S&P 500 index peaked at 1527 in March
2000 and then fell steadily to 966 in September 2001, but it recovered
by year-end 2001 to nearly 1200. But, even after clear signs of recovery
in the economy and in corporate earnings were evident early in 2002,
the influences of the Enron bankruptcy in December 2001 and other
corporate surprises affected the market, and the S&P 500 index reversed
direction and fell further. Unlike the periods following recovery from
previous recessions, the stock market continued to sag, with the S&P
500 index reaching a five-year low of 798 on July 23, 2002, down 33
percent for the year (reflecting a loss of $4 to $5 trillion of market
capitalization) and down more than 47 percent from its all-time high
two and a half years earlier. For many industries suspected of account-
ing or governance shortcomings (e.g., telecom, health care, energy serv-
ices, and technology), share price declines were greater. By the end of
July 2002, the NASDAQ index had declined more than 75 percent from
its peak, and the Chicago Board of Options Exchange’s stock market
volatility index (VIX) reached a 14-year high. The storm continued to
blow through the rest of the year. By the end of 2002, the stock market
had experienced three consecutive years of negative returns for only
the second time since the 1930s. These losses, of course, were mainly
absorbed by sophisticated, well-informed institutional investors, but of
course they were ultimately passed on to the nearly half of American
households that owned stocks in 2001-2002.
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Regulatory Failure

In addition to corporate failures during this time, there were associated
failures in the accounting profession (see chapter 7) and failures on the
part of the SEC, the regulatory agency empowered by Congress to
monitor and enforce fair market conditions. The SEC has the power to
decide what adequate auditor independence is, and to refuse to accept
financial statements certified by firms deemed to be inadequate. It also
has the power to set accounting principles and standards, which it had
delegated to the Financial Accounting Standards Board (FASB) but
could take back if it found the FASB to be too slow, too vague, or too
influenced by others. The SEC has similar powers to refuse to allow
mutual funds that are inappropriately controlled by their management
companies to be sold to the public. Its powers are potentially vast, and
perhaps for this reason they are rarely fully employed—the Commis-
sion and its chair are appointed by the president and are not beyond
the reach of political considerations. Arthur Levitt, SEC chairman dur-
ing the latter 1990s, claims that the SEC’s failures to catch all that was
going on was because of insufficient budgets, inadequate staff, and a
lack of will to battle severe political pressure from members of Congress
influenced by vigorous lobbying efforts by corporations and account-
ing firms. Altogether, the events of the late 1990s and early 2000s,
according to Levitt, caused “an emerging . . . crisis of confidence in our
[financial] market [system]. What has failed is nothing less than the
system for overseeing our capital markets.”4

Further, a decade of deregulation in financial services had increased
competition to levels that were beginning to both outgrow and to strain
the existing regulatory system. Many of the abuses alleged in the 1990s
were related to conduct that was not clearly covered by existing regu-
lations and regulatory precedent.

For example, banks and investment banks were no longer separated,
and many had merged together to form large lending and underwriting
institutions with a great appetite to use their balance sheets to increase
the volume of transactions they managed even though, at the time,
such “tied” lending by banks was to some extent prohibited. The banks
found ways to get around the existing rules.

Accountants were now engaged in a broader range of financial serv-
ices businesses, but conflicts between these businesses and the firms’
essential independence from auditing clients were left to a vigilant
market to detect and correct, which it did not do.

Unregulated derivative financial instruments had developed to al-
low trading in a variety of totally new investment vehicles involving
contracts in electric energy, oil and gas, telecom bandwidth, and credit
risk. But regulatory and accounting measures lagged well behind these
powerful innovations.

There was a confluence, therefore, in the late 1990s of opportunistic
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corporate actions that were rewarded by rising stock prices, of dereg-
ulation that had introduced new competitors and ways of transacting
business with the corporations, and of a laxity by regulators due to
underfunding, political interference, and possibly insufficient under-
standing of all that was going on. This confluence ended in a “perfect
storm” that did great damage, for a time, to the American corporate
and financial market system.

Effects on the Market System

The numerous business and accounting failures of the 1990s, when
they became known, were subjected to severe price changes—as
market-based systems are supposed to produce when they need cor-
rection. Market failures occur from time to time in the United States,
where robust economic activity sometimes results in excessive levels
of speculation, careless investing, or misconduct, even by sophisticated
investors. Such ebullient periods preceded the corrective market activ-
ity of the 1930s and the 1970s and the stock market crash of 1987.
Despite the damages and scandals in such periods—including the re-
cent one—that embarrassed (if not surprised) American capitalism’s
many supporters, the essential principles of free-market activity and of
rewarding managers for delivering shareholder value have been suc-
cessful in creating the growth and prosperity in the modern American
economy that exceeds that of all other countries. Indeed, Federal Re-
serve chairman Alan Greenspan delivered an address at New York
University in the spring of 2002 on the subject of corporate governance,
a topic he normally did not discuss. Because some excesses had oc-
curred that affected the quality of financial markets, he said, he felt he
needed to speak out. Despite many imperfections that need to be ad-
dressed, he said, the American system of market capitalism still clearly
worked better for the economy and society than any other. And Amer-
ican financial markets, characterized by openness, fairness, active com-
petition and the efficient distribution of information, have for many
years set the standard for the world. But they can go awry and, when
they do, cause a lot of damage.

Ultimately, the burden of restraining corporate actions falls upon
investors themselves—those who buy and sell corporate securities.
They, after all, are the ones who gain or lose directly from the market’s
actions, and they must look after themselves. Credit markets in Amer-
ica are almost entirely made up of banks and sophisticated bond market
investors. Approximately 80 percent of stock market trading is per-
formed by equally knowledgeable institutional investors. These inves-
tors not only have access to information and analysis sufficient to warn
them of deteriorating investment conditions in many companies in
which they were invested in the 1990s but also, collectively, they pos-
sess massive amounts of share voting power with which to express
their wishes for correct corporate governance actions and procedures.
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It is clear now that these banks and institutional investors, sometimes
conflicted by relationships with corporations in which they invest, did
little to protect themselves or their clients and shareholders during this
chapter in financial history.!> The responsibility for the failures is not,
therefore, that of errant corporations alone.

It is also clear that the bubble of 1995-2000 distorted much of the
clarity of vision and efficiency of markets that people have come to
depend on to preserve fairness and integrity in their financial system.
Bubbles are fundamentally psychological events that turn skeptical
individuals into crowds of true believers. Apparently we are not im-
mune, even today with our vast marketplace dominated by profes-
sional investors, from the effects of bubbles. But bubbles can perhaps
be prevented from forming by sensible and well-enforced regulation,
and by ensuring that the markets we rely upon to defend us from
irrational exuberance are themselves cleansed of the harmful viruses
of conflicts of interest and self-dealing.

Not least is the recognition that capital markets have achieved a
power and importance in economic life that is vastly greater than at
any time in history. Twenty years ago, depository institutions claimed
this distinction, but now as a result of many factors, the dominant
financial resource for large corporations has moved to capital markets.
Huge amounts of money move daily into and out of securities traded
actively in at least a dozen major locations around the world. Corpo-
rations seek access to this stream of investment demand, and hope to
capture a share of it to boost share prices and to empower corporations,
and their managers, to expand their strategies and dreams for enrich-
ment well beyond anything that was available to them before financial
markets became so large and powerful. The bubble of 1995-2000 was
the first to occur in such a vast and global marketplace, and although
it contributed its own distortions, the marketplace itself demonstrated
that it could host, or tolerate, elements of market failure under severe
stress. This enormous, ebullient, ever-shifting marketplace needs to be
better understood if we are going to rely upon it as our first line of
defense against fraudsters, manipulators, and spin doctors.
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The New Financial Markets

During the last two decades of the twentieth century, financial market
activity expanded at a pace nearly twice that of nominal economic
growth in the United States—nearly 15 percent per year. This expansion
was reflected in stock market prices both in the United States and
Europe, in stock trading volumes and the volume of mergers and
acquisitions, corporate restructurings, and related transactions. Sus-
tained rapid growth in financial markets was in part an accident of the
times that developed into a speculative frenzy before the bubble it
formed burst in 2000.

But the times were not simply a bubble, to be dismissed not long
afterward. These were the times when the forces of economics and
history combined in an unprecedented period of disintermediation,
deregulation, globalization, innovation, and confidence in market-
oriented economic policies. They were also times when financial mar-
kets, not banks or insurance companies, came to be relied upon to
supply the bulk of the world’s finance.

By the end of the twentieth century, the proportion of all financial
assets held by banks had declined to approximately 30 percent from
45 percent in 1980, and the difference had shifted into global financial
markets that had developed to an extraordinary, completely unprece-
dented size—with market capitalization of stocks and bonds exceeding
$72 trillion in 2000." These markets contained powerful forces that
could quickly move funds in large quantities around the world to jump
into (or out of) a suddenly discovered investment opportunity. These
forces were energized by enormous turnover volumes—the value of
consolidated world stock trading in 2000 was more than $47 trillion,
one and a half times its market capitalization. About half of this trading
occurred outside the United States, in stock markets in Europe, Asia,
and Latin America.

23
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Table 2.1. Global Market Capitalization, 2000 (US$ Billions)

Bonds Total
Market

Domestic International Total Equities Cap
USA 14,500 1,845 16,345 16,635 32,980
Europe 7,174 2,765 9,939 8,408 18,347
Japan 6,014 105 6,119 4,547 10,666
Rest of the World 2,471 1,651 4,122 6,441 10,563
Total 30,159 6,366 36,525 36,031 72,556

Source: BIS, IFC

In 2000, more than $4.4 trillion of new corporate debt and equity
securities were issued, including some $2.3 trillion of investment grade
debt securities, $460 billion of asset-backed securities, $800 billion of
medium-term notes, and $100 billion of high-yield debt securities, as
compared to $1.9 trillion of new syndicated bank loans and note issu-
ance facilities. In 2000 as well, gross purchases and sales of U.S. secu-
rities (stocks, bonds and government securities) by foreigners totaled
$7 trillion, and gross purchases and sales of foreign securities by U.S.
investors exceeded $3.6 trillion. Foreign investors, in the aggregate,
owned about 10 percent of all U.S. stocks in 2000, the third highest
ownership after mutual and pension funds. Markets were well con-
nected internationally and were linked by arbitrage opportunities and
financial derivative instruments, such as interest rate and currency
swaps, of which $66 trillion in notional amounts were outstanding in
December 2000, and by a daily turnover in foreign exchange markets
of more than $1.5 trillion, over 80 percent of which was attributed to
financial transactions, as opposed to trade.

The growth of the financial markets, as well as the scale they
achieved, was well beyond anything imaginable a generation earlier.
In most of them, the volume attributed to transactions completed out-
side the United States was 30 to 50 percent of the world total, indicating
that the rest of the world was quickly catching up with American
financial market capacity. Overseas markets today provide virtually
unregulated, fully competitive “alternative marketplaces” that can be
easily used by U.S. corporations. The existence of such large, global
financial markets, their trading power, and their changeable demands
and whims make them a challenge for all corporations seeking to utilize
their sources of low-cost capital, and to banks and others seeking to
provide access to them.



Table 2.2 Nongovernment Capital Market Activity—1993-2004 ($ billions)

2004 2003 2002 2001 2000 1999 1998 1997 1996 1995 1994 1993
U.S. Domestic New Issues
US MTNs 57.6 370.6 357.0 429.2 372.8 397.9 308.6 284.7 255.3 404.9 282.8 260.3
Investment Grade Debt 2,086.8 2,323.6 19441 18515 1,579.6 1,195.8 504.2 726.1 518.9 417.3 342.5 389.2
Collaterialized Securities 1,394.8 1,359.1 1154.2 841.1 479.0 559.0 560.9 378.0 252.3 154.1 252.5 4789
High Yield Debt 141.0 147.5 77.1 109.0 70.3 108.7 149.9 125.3 121.4 30.2 36.4 69.5
Municipal Debt 264.4 331.5 346.1 320.8 204.0 219.3 279.7 214.8 181.7 154.9 161.3 287.8
Total Debt 3,944.6 4,5323 3,878.5 3,551.6 2,705.7 2,480.7 1,803.3 1,7289 1,329.6 1,614 1,0755 1,485.7
Preferred Stock & 52.1 93.1 66.5 137.9 87.6 68.3 74.5 91.3 45.6 16.3 15.5 22.4
Convertibles
Common Stock 170.1 121.1 117.8 128.6 206.9 171.9 114.8 120.1 115.4 81.7 61.6 101.7
Total Equity 222.2 214.2 184.3 266.5 294.5 240.2 189.3 211.4 161.0 98.0 77.1 124.1
Total U.S. 4166.8 4,746.5 4,062.8 3,818.1 3,000.2 2,7209 1,992.6 1,940.3 1,490.6 1,259.4 1,152.5 1,609.8
Domestic
International Issues
Euro MTNs 609.9 514.2 390.9 484.0 440.2 607.8 598.0 420.0 392.6 251.6 257.2 149.8
Euro Investment Grade Debt 1979.2 1,641.6 1,0445 910.3 779.8 815.5 553.4 573.4 563.3 398.2 385.9 4214
Euro Collaterialized Securities 341.6 243.7 146.8 130.8 78.9 103.4 60.6 65.6 31.5 8.4 21.3 8.3
Euro High Yield Debt 102.6 66.4 32.6 34.0 50.6 46.1 41.0 40.7 27.0 17.6 6.9 6.3
International Equity 151.9 59.4 53.7 82.8 98.9 181.0 74.1 75.0 51.0 32.1 324 27.7
Total International 3,185.2 2,55253 1,668.5 1,641.9 1,4484 1,753.8 13271 1,174.7 1,065.4 707.9 703.7 613.5
World-Wide Total 7,352.0 7,271.8 5,731.3 5,460.0 4,448.6 44747 3,319.7 3,1150 2,556.0 1,967.3 1,856.2 2,223.3
Global Syndicated Bank
Loans & NIFs 3,076.0 2,166.3 1,860.2 23590 1,789.2 1,750.0 1,223.0 1,265.8 1,400.0 1,098.0 785.6 555.4

Source: Thomson Financial Securities Data, Investment Dealer’s Digest
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Table 2.3. Financial Derivative Instruments Outstanding

Notional Principal Amount (US$ billions)

1998 1999 2000 2001
Exchange Traded Instruments 13,932.4 13,5621.7 14,303.2 23,717.3
Interest Rate Futures 8,020.0 7,913.9 7,891.9 9,234
Interest Rate Options 4,624.0 3,755.5 4,734.2 12,492.6
Currency Futures 317 36.7 744 65.6
Currency Options 49.2 22.4 21.4 27.4
Stock Index Futures 290.7 334.3 393.2 334
Stock Index Options 916.8 1,458.9 1,187.1 1,563.7
Quwer the Counter Instruments 38,515.0 46,380.0 51,962.0 62,839.0
Interest Rate Swaps 36,262.0 43,936.0 48,768.0 58,897.0
Currency Swaps 2,253.0 2,444.0 3,194.0 3,942.0
Source: BIS

AN EXTRAORDINARY TIME

Events came together in the 1980s and 1990s in ways that provided an
unusually fertile environment for the global financial marketplace to
develop.2 These consecutive decades were the only time in the twen-
tieth century in which the United States was not at war, or in economic
crisis, or just recovering from one or the other. And some special con-
ditions did materialize during these two decades that significantly ac-
celerated financial market developments: (1) changes in economic pol-
icy initiated by governments; (2) the release of market forces resulting
from these changes; and (3) technology developments that not only
occurred simultaneously and greatly extended the effects of the other
two developments but also created myriad institutional changes.

New Economic Policies

A new set of economic policies emerged in the United States during
the 1980s and 1990s, the essence of which was that the government’s
intervention in the economy would be less than before. The private
sector was recognized as the principal source of job and wealth crea-
tion, and the free market was acknowledged as the best of alternative
mechanisms for allocating economic resources. These policies were ac-
cepted by both of America’s major political parties, mainly because
people believed they worked. Unless some large problems requiring
government intervention arose (and they do), the consensus appeared
to be that arm’s-length government involvement in economic affairs
works well, so the market should mainly be left to its own devices.
But it was not always so. The role of the federal government in the
prosperous Kennedy-Johnson years loomed large in American eco-
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nomic life, and was very hands-on. The government’s role, it was
thought, was to promote balance and fairness in the economy by in-
terventions that would assist and encourage some sectors (e.g., labor,
the poor) while restraining or constraining others (business, finance).
This was to make society more democratic, but not necessarily more
efficient. Such policies resulted in large government budgets that were
extremely difficult to manage. Accordingly, economic policy initiatives
were almost impossible to fine-tune. Toward the end of the 1960s, the
government had simultaneously become committed to a war in Viet-
nam and to a wide range of expensive new social policies. It was
struggling hard to control inflation and defend the value of the dollar,
ultimately without success. The stock market, which enjoyed strong
performance during the first half of the decade of the 1960s, was much
less confident during the second half. Despite outstanding performance
in some sectors of the economy, the Dow Jones Industrial Average did
not quite double during an 11-year period, encompassing a low of 536
in June 1962, and a high of 1,053 in January 1973. During this time, the
index flirted with 1,000 on several occasions, only to fall off again.
Things were much worse in the 1970s, a period of economic difficulty
not experienced in the United States since the Great Depression. Infla-
tion, seemingly out of control, rose into double digits for the first time
in anyone’s memory. After the decade’s effects of inflation averaging
about 8 percent, an investment made in the stock market in 1970 had
lost more than 40 percent of its economic value by 1981.

Ronald Reagan ran for the presidency in 1980 at a time when the
country had lost confidence in the government’s ability to manage the
economy and to maintain its position in the world. He was elected
because of the appeal of his basic values and a well-communicated,
popular platform of economic renewal, a reduced government role in
the personal and corporate lives of Americans, and a robust and con-
fident stance against the Soviet Union. Reagan’s skillfully conducted
campaign offered images of a new “morning in America,” and it was
successful. In 1984, he was elected again. Reagan’s simple economic
ideas appealed strongly to those faithful to the conservative school of
the Nobel laureate economist Milton Friedman, the reigning prince of
monetarism and laissez-faire. His supporters believed that govern-
ments were incapable of managing the economy to maximize growth
and prosperity, because the political arena required too many compro-
mises and economically wrongheaded detours. The country should
leave growth and prosperity to the private sector, a natural market-
place, and everyone would be better off—including the poor, who
would benefit from more jobs and other opportunities that would
“trickle” down to them.

Reagan came into office with a landslide victory and a powerful
mandate for economic change. Much of his work, however, had already
been done for him by Paul Volcker and the Federal Reserve Board,
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which had turned inflation around by an extraordinary, Friedman-like
tightening of the money supply in 1979. But the country was still in
recession in 1981, so the first action of the new Reagan economic team
was to offer an economic stimulus program that included a major tax
cut—not unlike the Democratic Kennedy-Johnson plan that had
worked so well 20 years before.

The tax cut was a large one, and it was accompanied by an increase
in defense spending, and no appreciable reduction in the rest of the
budget, so a large deficit was unavoidable. However, the first effect of
the 27 percent personal income tax cut enacted in 1982 was the en-
couragement of a sudden burst of consumption, which, combined with
a steady lowering of interest rates, enabled the economy to grow at
real rates above 4 percent for four years. The early Reagan years were
heady ones, and created conditions that pushed stocks and other fi-
nancial markets into sudden recoveries. The economic success would
last for several years, until the stimulus wore off and the heavy burden
of the deficits started to take hold, by which time Reagan’s time in
office was about to end, and George H. W. Bush’s presidency was about
to begin.

The economy briefly fell back into recession as Bush, Sr., was run-
ning for reelection in 1992. Conservatives Reagan and Bush were crit-
icized for having wrecked the country’s financial position by over-
borrowing, and putting the burden for repaying the national debt on
their children and grandchildren. A lack of confidence in Bush’s ability
to regain control of the economy surfaced, and he was beaten by Bill
Clinton, who, predictably, promised—as John Kennedy had done in
1960—to “get the economy moving again” and to undertake significant
spending programs that were popular with the voters. Clinton was
easily able to ride out the recession, which ended before he was inau-
gurated. But he had no convincing mandate and soon found his leg-
islative ideas blocked by Congress. He nevertheless made a significant
contribution to the economy by focusing on interest rates, not the
budget.

All Bill Clinton had to do was stay away from all the temptations
that had beset Democrats from the days of Franklin Roosevelt. With
reducing the deficit being seen as the necessary and patriotic thing to
do, there was no room for new social programs or reforms, even if the
Republican Congress would have allowed them. Clinton did narrowly
pass a tax increase for further deficit reduction, and reappointed con-
servative Republican Alan Greenspan as chairman of the Federal Re-
serve, on whom he relied to keep interest rates down. But mainly he
just waited for the deficit to reduce itself, as economic growth, respond-
ing to the check on the money supply, began to resume. Economic
value popped back into the system and helped to fuel a continuous
period of growth in the economy that was even longer than the 106
consecutive months of the golden years of the 1960s. But unlike the
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earlier growth period, the Reagan-Clinton expansion was not accom-
panied by a prolonged war or ambitious spending programs that
would reignite inflation. The Clinton stock market (1993-2000), in
which the Dow Jones tripled, was able to do so well because no such
big spending programs loomed ahead and, in any case, any major
Clinton spending programs would be blocked by a Republican-
dominated Congress. To many, Clinton’s economics seemed to be about
what one would expect from a steady, mainstream Republican. The
stock market felt it had nothing to fear from Clinton’s administration,
and it continued to expand until his last days in office.

The 1980s and 1990s were also important years in Europe, and in
many other parts of the world, for the amount of radical changes that
occurred in political-economic systems. As unpleasant as the 1970s
were in America, they were perhaps worse in Europe—trade union
disputes became increasingly common, productivity declined, inflation
and unemployment rose, and in many countries, concern about the
increasing influence of the “Euro-communists” was expressed. The
“mixed-economy” plan of the early postwar years had been very dis-
appointing, and finally provoked a response from the Right, as Mar-
garet Thatcher was chosen to lead the Conservative Party in Britain
and soon afterward, in 1979, became prime minister—a position she
held powerfully and influentially for 10 years. Thatcher was an admirer
of Milton Friedman and Ronald Reagan and wasted no time imple-
menting plans both would approve. She abolished Britain’s foreign
exchange controls, which had been in place since 1914—an astonishing
85 years—and lowered taxes. She immediately challenged the principal
trade unions and successfully endured their strikes. She initiated ac-
tions that completely reformed the ancient ways of the City of London’s
financial district, and paved the way for a decade of privatizations—
the sale of government-owned shares in industrial corporations that
were being denationalized and returned to the private sector. Before
long, Britain’s economy began to respond, and its economic indicators
began to rise, and with it the stock market.

On the European continent during this time, many were watching
Britain in quiet disbelief. By the mid-1980s, enough of Thatcher’s magic
had worked to cause the other countries of the European Union (EU)
to take a fresh look at the 1958 Treaty of Rome, which had fallen well
short of its goals of creating the unified and transparent market for
goods and services that had once been envisioned. A study was com-
missioned, supported by many important business and academic lead-
ers, that recommended that the EU remove the national restrictions on
the free flow of goods and services that were impeding European
growth and dissipating the principal advantages of membership in the
EU. They resolved to create a unified market, which would establish,
in a Europe of 325 million people and combined GDP equal to that of
the United States, an “area without internal frontiers in which the free
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movement of goods, services, persons and capital is ensured.” The
“Single Market Act” was approved by European heads of state in 1985
and by national legislatures in 1986, and went into effect in 1992.

But before it did, many other reforms were gathering steam. Follow-
ing Britain’s lead, privatization programs were undertaken by virtually
all European countries, and a great many outside Europe as well. Pri-
vatizations became the rule in many countries in the 1980s and 1990s;
they raised funds for governments in developed and developing coun-
tries, enabled improvements in the operating results of the former state-
owned enterprises that were being privatized (thus becoming part of
the taxpaying economy), and spread ownership of the shares widely
among the investing public, thereby helping to build up national cap-
ital markets.

There were other reforms, too. In 1986, the central bankers of 12
leading financial powers agreed on a system for assuring a risk-
adjusted minimum level of capital for banks that went into effect in
1992. Stock exchanges in Europe, Japan, and other countries entered
into major technical reforms to be able to keep up with the advances
in London, since its dramatic financial overhaul in 1986 (“Big Bang”),
which had uniformly lowered commission rates and improved trading
and settlement arrangements.

In 1989 and subsequently, the Soviet Union and its eastern European
satellites disintegrated, creating an end-of-the-Cold-War optimism in
Europe that had not been seen for decades. The regime had imploded
bloodlessly as a result of the failure of its economic system, and the
new governments rising up afterward chose to rely on a free-market
capitalist system to replace it. Watching closely, the governments of
China, India, and many Latin American countries decided to adopt
their own forms of market capitalism as well. By the mid-1990s, it could
be argued that nearly half the world’s population had experienced a
nonviolent, voluntary conversion of their underlying economic systems
from a socialist to a free-market orientation. Nothing like this had ever
happened before. Next came the Economic and Monetary Union within
the EU, in which initially 11 (and later 12) of the 15 member countries
elected to exchange their currencies for the euro; the launch took place
at the start of 1999.

Releasing Market Forces

Beyond the budget, a fundamental belief of “Reaganomics” was that
the government should get out of businesses and functions it had no
good reason to be involved with. The idea, originally called “deregu-
lation,” actually began during the Carter administration, when airline
rates and routes and a number of other industrial sectors subject to
direct government regulation were set free. Reagan’s policies went
further, and were more vocal. America would participate in “privati-
zation” efforts, just as Margaret Thatcher was beginning to do in Brit-
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ain. Unlike Europe, however, the United States owned relatively few
commercial businesses that could be privatized—Conrail was one, and
it was privatized in 1988. Americans instead settled for deregulating a
number of industries in the transportation, telecommunications, and
defense sectors, in which a great deal of merger and acquisition activity
subsequently took place. But foremost among the affected sectors was
financial services.

The Reagan administration also extended its deregulatory reforms
to accommodate a significant relaxation in antitrust enforcement ac-
tions by the federal government. Since the 1950s, even during robust
Republican years, the government’s view of antitrust violations was
much more restrictive than it has since become. Bigness was bad in
itself, because it might restrict competition. This forced companies that
wanted to grow by acquisition to become conglomerates instead—
mostly inefficient ones—by buying a large variety of smaller, nondom-
inant companies in vastly different businesses. In the early Reagan
years, however, the government reset its antitrust positions, and sub-
stantially reduced its objections to business combinations on the
grounds of market dominance. When it did intervene, it allowed com-
panies to negotiate a solution based on selling off businesses in over-
lapping sectors. This policy was eroded a bit during the Bush and
Clinton administrations but not substantially. Huge transactions in-
volving direct competitors with large market shares (Exxon and Mobil,
for example) were allowed to go ahead all through the 1990s, although
the government did try (unsuccessfully) to break up Microsoft. Nev-
ertheless, the lessening of antitrust policy restrictions on corporate com-
binations created many restructuring opportunities for larger compa-
nies in the 1980s and 1990s, undoubtedly to a far greater extent than
might have been imagined at the beginning of the period.

In 1980, a great many American companies were in need of serious
restructuring. They had lived through the 1970s, when it was difficult
to make any money—Ilet alone grow their businesses—and the markets
had been especially cruel to their shareholders. Domestic economic
conditions worsened, and they lost ground, encountering tough com-
petition at home and abroad from Japanese and other foreign rivals.
They did what they could in the context of the prevailing management
model they were used to—in bad times, reduce debt, hunker down,
and avoid big risks or major changes in the business unless absolutely
necessary. By 1980, corporate debt, as a percent of total capitalization,
had dropped to its lowest level since the Eisenhower years. At many
companies, executive stock options had not been worth much for years,
and the CEOs—who owned little stock anyway—were not thinking
like aggressive institutional investors looking for high returns on in-
vestment. The managers were trying to protect the great American
companies and the environment they knew (including their own jobs
and perks) from external dangers, such as “unfair” foreign competitors
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and corporate raiders seeking to rip apart and destroy them. Many
such companies were thought to be cheap in 1980—the price—earnings
ratio of the S&P 500 composite of publicly traded companies at the
time ranged between a high of 9.5 and a low of 6.6. (In 1970, the S&P
500 p/e ratio ranged between 18.2 and 13.5. By 1990, it would return
to and exceed these levels.)

But a company could be considered cheap only if an investor knew
how it might be returned to fair value. A takeover could be an oppor-
tunity only if there was a plan for changing things so significantly that
the company could come to trade at a maximum valuation—a level
reflecting what it would be worth if the best reorganization plan imag-
inable was adopted, and implemented effectively and completely. The
trouble was, existing management groups were not about to undertake
such drastic reorganizations without being absolutely sure that the best
plan had been identified and that it could be implemented without
damaging the company or its managers. Such plans were subjects of
endless meetings and debates that often were left unresolved or ended
in debilitating compromises. Indeed, little might have happened to
change things if the corporate raiders had not appeared.

The raiders were a group of opportunistic capitalists—bright, inso-
lent, confident individuals responsible only to their financial backers—
who didn’t much care if corporate America liked them or not. They
bought stock in companies they thought could be improved, issued
press releases criticizing management, made threats and trouble at
annual meetings, and sometimes launched tender offers to achieve
control. The idea was that the targeted companies had been badly
managed in the past and, if new management was brought in, could
be completely restructured in the interest of increasing shareholder
value. “Restructuring”meant selling off divisions and other assets that
no longer fit into a highly focused, “back-to-basics” strategy. The raid-
ers also wanted to increase leverage, run companies for cash (not just
accounting profits), milk all possible tax benefits, and provide substan-
tial incentives to management to work hard to make all this happen.
And they insisted on layoffs of unnecessary personnel, a process later
called “downsizing.”

At first, the business establishment reacted negatively to these ideas,
suggesting instead that stockholders accept that management knew
best and criticizing the motives, reputations, and integrity of the raid-
ers. But stockholders were often bought out for cash, at a substantial
premium over the market value of the company before the offer. Insti-
tutions saw the value in these deals right away, but it took longer to
convince the general public. But ultimately people began to see the
raiders as actually doing some good, in their much-publicized quest to
uphold shareholders’ rights. Before long, a consensus was formed that
all companies needed to examine shareholder value issues and either
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initiate self-restructuring measures themselves or otherwise expect a
hostile group, with shareholder support, to come after them.

MERGERS AND RESTRUCTURING

From 1982 through 1988, more than 10,000 mergers took place in the
United States, valued at over $1 trillion, including the largest ever
completed, the acquisition of RJR Nabisco by KKR for $30 billion in
1988. About a quarter of the merger transactions during this period
were initiated by a hostile bid, and one in six was in the form of a
leveraged buyout. The vast majority of transactions were neither hostile
nor leveraged. But all the corporate combat going on around them
made managers and boards of directors distinctly nervous. This led to
an increase in self-initiated actions to cure the problems that made
companies attractive to others. Some observers believed that more
overdue corporate restructuring took place during this time as a result
of management’s own efforts than in response to takeover attempts.?

Arguably, the strong stock market performance during the 1990s
was a result of the large-scale corporate restructuring (and accompany-
ing increases in productivity) that began during the 1980s. Improved
corporate profits had certainly been helped along by the takeover strug-
gles and threats of the 1980s. By the 1990s, it was well understood that
companies were required to produce returns on investment that would
be acceptable to investors, or face the consequences. The stock market,
in fixing new price levels, was in fact capitalizing expected future
earnings improvements, which for many companies were now a per-
manent, systematic recurring event. In 1980, the return on equity of the
S&P 500 index of companies was only 11 percent; by 1998, it had
increased to 18 percent.

During the first years of the 1990s, the pace of merger-and-
acquisition activities fell off sharply. The junk bond market collapsed
in 1989, and banks became much more cautious about making highly
leveraged loans, so financing for deals became scarce, and the “financial
entrepreneurs” who were acquiring companies quit the scene. In light
of the rising stock market values, there were no longer many low-
priced, easy restructuring deals to be found. By 1994, however, the
merger market was back in business, at an even faster pace than before.
This time financial entrepreneurs played only a small role. The big
deals were being done by companies seeking strategic partners, or
repositioning themselves for the future in their changing industries. In
the five-year period from 1996 through 2000, $3.1 trillion of U.S. do-
mestic and cross-border merger-and-acquisition deals involving more
than 10,000 companies took place, making this the most merger-
intensive period of all times—in terms of five-year combined merger
volume as a percent of GDP. The activity in the 1996-2000 period
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eclipsed the much acclaimed merger intensity of the 1898-1902 period,
which had never been equaled even during the heyday of the 1980s.*
The merger boom reached its peak in 2000, when nearly a trillion
dollars of domestic transactions were completed in the United States,
the record year by far. It fell precipitously thereafter.

Outside the United States, market forces were also mounting. In
Japan, the 1980s was a boom decade, in which money poured into
financial markets from the country’s enormous depository institutions
and from pension funds beginning to set aside the assets needed to
care for the aging population. Many of these assets were directed into
Japanese stocks and real estate, creating a bubble that burst in late 1989,
followed by economic flame-out and a decade of efforts to restart the
economy that did not begin to bear fruit until the early 2000s. In the
1980s, Japanese overseas investments had been highly visible, but by
the 1990s they largely dried up. The stress on the underlying system
bankrupted many companies and financial institutions and forced Ja-
pan to adjust, restructure, and redeploy assets.

Meanwhile, in Europe, the need to adapt to the new economic

Table 2.4. Completed M&A Transactions 1985-2004 (US$ Billion)

US Domestic Non-US Transactions

%LBOs %Hostile  Value Completed %LBOs(a) %Hostile

1985 192.3 13.4 22.3 24.8 8.7 13.1
1986 200.9 16.5 17.7 54.6 3.8 8.0
1987 203.9 19.7 25.0 96.2 9.9 8.5
1988 293.2 31.1 19.8 140.3 12.1 10.6
1989 250.1 11.2 20.9 227.8 14.5 10.1
1990 124.9 6.6 24.0 236.2 111 8.4
1991 108.5 4.6 19.3 202.4 8.5 6.5
1992 119.3 6.6 14.1 163.8 15.0 7.0
1993 101.1 54 12.4 125.8 79 10.1
1994 199.8 3 14.4 148.7 10.0 10.1
1995 218.5 1.4 14.2 227.8 72 7.4
1996 330.7 0.3 15.1 298.6 5.8 8.6
1997 488.3 1.3 7.2 388.3 14.6 6.3
1998 801.8 0.4 6.1 505.6 8.1 7.0
1999 588.7 1.3 4.2 797.5 15.2 11.3
2000 930.9 2.6 35 1,143.90 7.5 15.9
2001 379.0 1.9 2.5 713.0 13.6 7.8
2002 2209 4.8 32 546.6 13.2 13.3
2003 264.1 5.0 3.3 564.0 8.8 41
2004 474.5 8.2 2.5 719.1 8.9 4.6

(a) based on European sellers
Source: Thompson Financial Securities Data
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realities of the single market of 1992 required that companies restruc-
ture as well, and Europe’s first merger boom began in about 1985.
Within the next 15 years, during which mergers valued at $9.9 trillion
were completed globally, Europe became as active a venue for mergers
as the United States, with almost half of the deal volume. In 1985, only
$25 billion in mergers occurred outside the United States, about half of
that in Europe. In 2000 alone, $1.1 trillion in mergers were completed
outside the United States, of which about two-thirds involved intra-
European transactions. This greatly expanded level of activity accom-
panied growth in European stock, bond and bank financing markets
enabling them to grow in capacity and in capability and sophistica-
tion.

NEW TECHNOLOGIES

The bull market of the 1990s occurred during times of major change in
technology, which greatly improved productivity in large sectors of the
economy and also created entirely new industries and applications.
Three new industry groupings, in particular, emerged as a result—
electronics and related fields (hardware, software and applications);
the telecommunications field (embracing cellular systems, cable, and
the Internet); and the reconfigured healthcare industry (drugs, biotech-
nology, and healthcare delivery systems). Together, these industries
made up about a quarter of the stock market capitalization of all of
American industry at the end of 1998.

The computer industry was especially expansive, particularly in
terms of new companies, products, and services being introduced to
the market. A Goldman Sachs study of the industry in June 1998 sug-
gested that 56 companies in this industry group accounted for almost
$1 trillion of market capitalization.® Of this, less than 22 percent was
made up by the eight companies that had been market leaders in the
industry in 1981 and were still independent. The rest of the group’s
market capitalization was attributable to new companies like Cisco
Systems, Compaq Computer, Dell, Microsoft, Oracle, and Sun Micro-
systems. Of the 30 largest computer/communications companies by
market capitalization in June 1998, only 5 were listed on the Fortune
500 list in 1981. IBM was the leading computer-technology company
in 1981, and its market capitalization at the end of 1998 was $170 billion.
Microsoft’s was $343 billion. Dell Computer’s was $93 billion. The
bubble saw technology valuations soar even further—Microsoft was
valued at $550 billion and Dell at $141 billion, on December 31, 1999,
after the NASDAQ index had risen by more than 80 percent in that
year.

Similarly, in the high-tech sectors of the telecommunications indus-
try (leaving aside the traditional telephone businesses), 31 companies
contributed $340 billion of market capitalization in 1989. This did
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not include another $133 billion of market capitalization of MCI
WorldCom, which came together that year in an exchange of shares.
Of the 31 companies, more than three-quarters of the market capitali-
zation was contributed by companies that were either nonexistent or
insignificant in 1981, such as AOL, Comcast, Netscape, and Yahoo!

Similar high-tech communications companies were sold in an effort
to pass their market capitalization on to larger, long-established com-
panies. Examples included the purchase of McCaw Cellular Commu-
nications by AT&T in 1993 for $12.6 billion; Time-Warner’s acquisition
of Turner Broadcasting for $6.7 billion in 1995; and U.S. West’s acqui-
sition of Continental Cablevision for $5.3 billion in 1996. In 1999, Bell
Atlantic merged with GTE in an $89 billion transaction, and Airtouch
Communications, the West Coast cellular phone company, was merged
into the British communications company, Vodafone, in an exchange
of shares valued at $58 billion. Olivetti, an Italian manufacturer that
had converted itself into a telecommunications company, acquired con-
trol of the much larger Telecom Italia for $60 billion. Later in the year,
Vodafone-Airtouch made a surprise hostile takeover attempt to acquire
Mannesmann, a German cellular company, which finally agreed to a
friendly merger for a price of $180 billion, the world’s largest deal up
to that time. In January 2000, AOL organized a friendly merger with
Time Warner in a transaction valued at $165 billion. AOL, one of the
country’s first Internet portal companies, had already acquired Nets-
cape and Compuserve, two star performers of the Internet era.

All of these mergers, of course, were affected at high valuations, re-
flecting very high price-earnings ratios by ordinary standards. Accord-
ingly, they created and released a great wealth to founders, key em-
ployees, and initial investors of the companies involved. They also
provoked a substantial amount of postmerger restructuring, manage-
ment changes, and asset sales. The merger wave of technology deals
continued unabated into 2000, with dozens of deals completed.

The healthcare industry was another to explode in the 1990s. At the
end of 1997, this industry, which was loosely defined as consisting of
pharmaceutical companies and healthcare service providers, repre-
sented more than $900 billion of market value. The 11 pharmaceutical
companies among the Fortune 500 contributed most of this value, but
in 1997 there were also 13 health-care service companies, such as hos-
pital management companies and HMOs, among the Fortune 500,
worth more than $60 billion in market capitalization. None of these
companies were among the 500 largest American companies in 1981.
In 1999 and 2000, massive mergers occurred between the leading phar-
maceutical companies, such as the $93 billion combination of Pfizer
and Warner-Lambert, and the $75 billion merger of Smith Kline-
Beecham and Glaxo-Wellcome in January 2000.
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TRANSFORMATION OF THE FINANCIAL SERVICES SECTOR

In the mid-1960s, the U.S. financial services industry consisted of three
solid and separate parts—insurance, banking, and securities. Insurance
was divided between property and casualty and life insurance, al-
though some companies offered both. Banking consisted of deposit
taking and commercial lending, and included savings institutions as
well as commercial banks. The securities business was focused on bro-
kerage, underwriting, and advice. All three managed pension and non-
pension assets, as did independent fund-management firms. These in-
dustry segments were all highly regulated, usually by both state
regulations and federal statutes enacted in the early part of the Roo-
sevelt administration. They were generally thought of as low-growth,
conservative businesses.

All of this changed as the separate segments began to experience
both growth and convergence, and a firestorm of competitive disloca-
tions took hold that entirely transformed the old regime. Among
the reconfigured firms that emerged were some that not only origi-
nated and distributed loans, securities, derivatives, and a variety of
other financial products and services but also traded in them on be-
half of clients and for their own account and managed large pools of
assets for others. These “integrated” financial firms acted as both
agents and as principals as they performed the functions of the mod-
ern “lender-broker-dealer-adviser.” The single-function (“monoline”)
firms of the past—which acted uncomplicatedly as bankers, or brokers
or underwriters—were no longer considered by some to be viable in
the fluid and highly competitive financial markets that developed in
the 1980s.

By the end of the 1990s, fewer than a dozen integrated firms domi-
nated the industry, accounting between them for market shares of well
over 80 percent in capital raising, wholesale lending, and merger ad-
vice, expanding their activities to a very large range of securities, com-
modities, and derivatives and operating all over the world (see table
2.5). Firms that were not so integrated acted mainly as “niche players,”
offering a specialized set of products and services. But they too had to
compete in the broader market with the integrated firms.

By the end of the 1990s, financial services had evolved into two large
and distinct markets—retail (consumers and local or regional busi-
nesses) and wholesale (corporations, banks, and governments with
access to capital markets). Some firms endeavored to address both
markets. Others preferred specialization in one market or the other.
The major developments that have transformed the wholesale financial
services industry, and thus the financial marketplace, consist primarily
of institutionalization, deregulation, and consolidation over a period
of three decades.



Table 2.5 Global Wholesale Banking Origination Rankings, 2004

Global Global
Debt U/W Equity U/W M&A
Sydicated & Private & Private Advisory MTNs
Firm Rank 2004 Bank Loans Placements Placements Completed Arranged Total Market Share
JP Morgan 543,021.0 341,091.6 31,890.1 594,936.0 1,000.0 1,511,938.7 13.25%
Citigroup 376,028.0 461,421.3 50,565.9 525,611.1 1,413,626.3 12.39%
Goldman Sachs & Co 34,395.9 207,530.4 48,588.2 688,087.4 978,601.9 8.58%
Morgan Stanley 16,473.1 305,881.0 52,657.5 495,562.4 870,574.0 7.63%
Merrill Lynch & Co Inc 29,826.6 269,804.7 56,222.9 404,864.2 17,410.0 778,128.4 6.82%
Deutsche Bank AG 122,304.3 298,896.8 25,087.5 259,108.5 705,397.1 6.18%
Lehman Brothers 30,377.6 300,945.9 29,750.8 320,268.1 6,000.0 687,342.4 6.02%
Banc of America Securities LLC 319,643.3 222,419.9 11,532.9 73,749.1 627,345.2 5.50%
Crédit Suisse First Boston 63,644.4 306,437.1 32,1194 208,086.3 610,287.2 5.35%
UBS 24,520.8 244,668.2 33,314.7 233,464.0 535,967.7 4.70%
ABN AMRO 70,425.7 111,162.6 7,800.0 166,133.1 11,380.0 366,901.4 3.22%
Barclays Capital 139,249.3 189,190.1 575.3 2,497.5 331,512.2 2.91%
Bear Stearns & Co Inc 192,587.2 6,194.7 102,830.5 301,612.4 2.64%
BNP Paribas SA 100,261.5 89,957.8 5,950.6 96,864.2 293,034.1 2.57%
Royal Bank of Scotland Group 80,877.6 186,640.9 267,518.5 2.34%
Rothschild 242,236.4 242,236.4 2.12%
Lazard 940.7 240,699.9 241,640.6 2.12%
HSBC Holdings PLC 61,531.1 123,286.8 3,008.5 45,949.9 233,776.3 2.05%
Wachovia Corp 85,112.6 66,448.7 3,290.9 39,549.7 200.0 194,601.9 1.71%
Societe Générale 50,529.0 77,534.3 7,158.8 135,222.1 1.19%

Note: Full credit to bookrunners only, and named advisors to merging companies. Completed deals only.
Data: Thomson Financial Securities Data.
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INSTITUTIONALIZATION

This transformation had its origin in the rise of the importance of
institutional investors in the stock market during the 1960s. These in-
stitutions—banks, insurance companies, foundations and endow-
ments, pension funds and investment managers—were large enough
to employ professional investment managers using modern portfolio
concepts that had become the foundation of their profession. The cen-
tral idea was to find the optimum balance between risk diversification
and return on investment, or perhaps, put another way, how to invest
aggressively but safely. A Ford Foundation study of university endow-
ments in the 1960s concluded that too few of them invested their en-
dowment funds aggressively enough, and the Foundation threatened
to cut off future funding until they did. Corporate pension funds also
became interested, knowing that the better the investment returns, the
less the parent companies would have to contribute to their pension
plans in the future.

Once some of the institutions became known for investment perfor-
mance, it was not long before all of the rest had to emulate them. Many
in-house managers decided to hire professional firms specializing in
equities to take over for them. Trustees and directors of all sorts of
fiduciary institutions began to look for investment performance that
could balance risks with rewards. These trustees and directors, in turn,
began shopping around for better investment managers. In 1959 three
recent Harvard Business School graduates founded the firm of Donald-
son, Lufkin & Jenrette & Co. to provide institutional managers with
the detailed, analytical company research reports that they would use
to make investment decisions. Soon similar research efforts were un-
dertaken by other securities firms that were pursuing the institutional
business.

In 1974 Congress passed the Employees Retirement Income Security
Act (ERISA), which compelled corporations that had fallen behind in
making contributions to their pension funds to bring them up to date
and to reduce the share of assets in the pension funds that were rep-
resented by their own company stock. This increased the flow of funds
going into managed pension plans. Congress also allowed a variety of
tax-deferred individual retirement accounts, which added to this flow.
By 1989, institutional holdings of equities accounted for 49 percent of
all American equities, and half of these were owned by private and
public pension funds. In 2001, combined institutional holdings ex-
ceeded 61 percent of all equities, although pension funds only ac-
counted for about a third of these holdings.

Institutional holdings of equities were further boosted by the rapid
expansion of mutual funds in the 1980s and 1990s. Although mutual
funds had existed since the 1920s, they only became popular in the late
1960s when individuals became aware of skilled money managers
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whose talents they could purchase for the price of a management fee
through a mutual fund. Still, mutual funds did not amount to more
than 5 percent of household liquid assets until 1986, after which they
began to rise in popularity, reaching a peak of 49.9 percent of household
liquid assets in 1999.

This extraordinary acceleration in the role of mutual funds was
partly caused by the shift by many corporations to defined contribution
plans—including 401k programs that allowed pension plan partici-
pants to select mutual funds for investment—which grew to 55 percent
of all private pension assets in 2000. Mutual fund growth was also
assisted by an exceptional effort to distribute and market such funds,
which were being offered in the mid-1990s not only by the original
mutual fund management companies but also by banks, Wall Street
broker-dealers, independent financial advisers, and market-index fund
managers. By 2000, mutual funds owned 18.4 percent of all equities
outstanding in the United States; private pension funds 12.5 percent,
public (i.e., state and municipal) pension funds 7.6 percent, life insur-
ance companies 5.4 percent, and bank trust companies 1.6 percent. The
institutions were often not buy-and-hold investors. They were active
traders, frequently buying and selling stocks, as new funds had to be
invested and new opportunities pursued. As a result, institutional in-
vestors dominated the trading markets in stocks, and were most influ-
ential in establishing the prices at which stocks traded.

DEREGULATION

Until the mid-1970s, block trades generated exceptionally large com-
missions for the brokers handling them under the NYSE rules that
prohibited discounting of commissions, regardless of the size of the
trade. Some institutions objected and sued the NYSE to abandon prac-
tices that restrained trade, and the Justice Department joined the suit,
ultimately ensuring its success. Fixed stock-brokerage commissions
were ended on May 1, 1975—remembered as “Mayday,” a maritime
distress call—and dropped sharply as they were quickly cut by com-
petitive firms eager to gain institutional business. They hoped to make
up the lost revenues from greater trading volume, and many did. Not
all firms could manage this well, and many failed as price competition
intensified. The result was a number of mergers and takeovers in the
securities business to create larger firms capable of integrated opera-
tions in which one firm’s brokerage, research, trading, back-office, and
underwriting and corporate finance businesses could be managed ef-
fectively under one roof.

The brokerage business, however, had become commoditized, and
for a broker to succeed, it was necessary to come up with new ideas,
new insights, or new forms of access to information about companies
they were recommending. What the institutions valued most was a leg
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up in the ongoing battle for performance so one firm could distinguish
its investment management process from that of its many competitors.
For some brokerage firms, being first to call with new information or
some other service or benefit could determine whether an institutional
investor traded with the firm or not.

Securities researchers became increasingly important to institutional
investors. In the late 1970s, Institutional Investor magazine devised the
first effort to rank research analysts according to their popularity with
institutions in an “All-American” poll. Once the list was created, every
analyst aspired to be on it. Emphasis was also placed on building up
distribution power with retail customers (for whom higher commis-
sions could be maintained), especially as these customers began to
become acclimated to investing in mutual funds, whose business could
not survive without distribution, no matter how good or bad their
investment management skills.

In the search to replace income lost to lower commissions, many
Wall Street brokers also became dealers—that is, both market-makers
and proprietary traders. With the savings-and-loan crisis of the 1980s,
soaring fiscal deficits and the developing merger boom provided a
large field of opportunity for traders. Some simply accommodated
clients in providing liquidity. Others devised techniques for taking
advantage of market anomalies with arbitrage trades for their own
account. Trading activities substantially increased the capital require-
ments of broker-dealers and also increased the risks that the firms had
to learn to manage.

In 1982, two other changes occurred to increase competition in the
integrated securities business. After 1979, exchange controls affecting
cross-border capital flows were removed in most of the European
Union countries, and markets became globally integrated again for the
first time since before World War 1. By 1982, a rising dollar and falling
interest rates attracted European investors to Eurodollar bonds offered
through subsidiaries of well-known U.S. and foreign corporations and
public-sector entities. Indeed, because Swiss investors, for example,
saw an advantage in the rising dollar, they and other Europeans bid
up the prices of Eurodollar bonds, encouraging United States-based
issuers to float new issues in the Eurobond market instead of the U.S.
domestic bond market. Issuers could access the unregulated market
instantly, unlike issuers in the United States, who had to wait for the
SEC to process a registration statement, requiring about three weeks.
Instant access meant that issuers in a seller’s market could auction off
their securities to the highest bidders, and a truly competitive offshore
market developed. In the United States at the time, companies selected
their bankers before the securities were registered, severely limiting
their ability to generate any sort of competition for the bonds when
they were issued. Eurobond interest rates, therefore, fell well below
corporate bond rates in New York, companies flocked to the unregu-
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lated London market, and regulators at the SEC wondered what had
happened. Now that markets had become global, investment bankers
had to be competent in the Eurobond market or they could not offer a
full set of services to their clients. They had to be prepared to bid for
their clients’ business in an open market or lose it to someone who
was.

The SEC intervened, with what was possibly an unintended dereg-
ulation, by introducing its Rule 415, permitting registration in advance
(“shelf registration”) so companies could access markets without a
registration delay, and could auction their issues to the highest bidder
if they wanted to. Many did, and the U.S. bond market was trans-
formed quickly into one resembling (and keeping up with) the Euro-
bond market. This change (and a vigorous merger-and-acquisition
market, discussed earlier) brought about the end of the practice of
appointing one or two investment banks to be a company’s “exclusive”
bankers, and brought a premium to the bond business for those firms
that were capable of moving quickly and had good knowledge of
foreign markets and the latest innovations. No longer could broker-
dealers rely on traditional relationships or provide indifferent client
coverage, or fail to be on top of all markets anywhere in the world
where it might matter. To be fully competitive was much more costly
than before, and the profits earned on individual deals were much
lower. The underwriting business had to rely on lower rates and better
service to clients, which often meant absorbing more of the clients’ risk.
The best way to make money involved innovative ideas, and often
these were the result of introducing a new accounting or tax feature
that had not been tried before. The clients expected such service, and
extracted it from those with whom they did businesses. Underwriters,
like the brokers, became accustomed to giving their clients what they
wanted, and what they wanted was lower costs of capital, less risk in
raising it, and new ways to use it.

CONSOLIDATION

After being prohibited for more than 70 years, interstate banking was
again allowed by repeal of the McFadden Act, and after 60 years, the
Glass-Steagall Act was repealed by Congress in 1999. There was a
period of about five years during which the Federal Reserve Board
allowed banks seeking to engage in businesses otherwise prohibited
by the Glass-Steagall law to carve out a permitted amount of such
activities that they could engage in. The repeal of these two laws en-
abled healthy banks to grow into much bigger, more diversified busi-
nesses by entering new markets in different areas of the country and
by capturing cost savings through mergers with other large banks in
their principal markets. Some entered previously prohibited busi-
nesses, exemplified by the landmark 1998 combination of Citibank,
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Salomon Smith Barney, and Travelers Insurance into a massive financial
conglomerate, Citigroup.

As a result of finally being permitted to do just about anything, and
because of serious competitive threats in their industry that many felt
required banks to be bigger and more streamlined, the banking sector
began to consolidate in the early 1990s. Indeed, the banking industry
was one of the most active of all U.S. industries in mergers and acqui-
sitions activity and general corporate restructuring since then. As a
result, the banking industry was able to offer one of the highest returns
to investors during the 1990s. Citicorp stock, which traded at $8.25 per
share in December 1991, was valued at $168 when its $74 billion merger
with Travelers Group was announced. Chase Manhattan, which was a
veteran of several large mergers since the 1980s, and traded at a low
of $9.63 per share in 1991, reached a high of $149.50 in 1998. Although
many banks that have had aspirations to secure a major share of the
securities business have failed to do so, a few, like Citigroup and JP
Morgan Chase, have succeeded, and others, like Bank of America and
Wachovia, have aspirations.

The repeal of Glass Steagall has certainly added further to the inten-
sity of competition in investment banking. This was one of the reasons
justifying repeal preached by its supporters for many years, and it has
come to pass. However, in the process, investment banks have been
forced to rely on different activities to rebuild the profits lost to the
competitive pressure—for commissions, for underwritings, and for
challenges from new entrants into the business—by increasing their
trading risk exposures, and being more innovative in developing new
products, such as derivatives (which brought Bankers Trust to its knees
in 1995) and “structured” products.

Deregulation did not make these things happen by itself. But it did
remove barriers that had stultified the banking industry for many years
before the bad loans and poor management caught up to it in the 1980s.
Altogether, $558 billion in banking industry mergers took place in the
United States from 1985 through 1999. There was a further $187 billion
of mergers in the insurance industry, and $57 billion of mergers in the
(global) investment management industry. Altogether, the 1980s and
1990s saw more than $800 billion of mergers in the U.S. financial serv-
ices industry. As a result, the firms that survived were bigger and
stronger and are now competing intensively to offer lowest prices and
newest ideas to customers and to find ways to accommodate new
customers that might have been excluded before.

The massive shift of wholesale banking to the capital markets is one
example of this. Another is the increase in consumer credit facilities
being extended by banks and other providers. The result is that access
to capital has expanded enormously, and financing costs to end-users
has declined significantly. Needless to say, a large, low-cost, flexible
capital market is indispensable to changing the performance of an
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entire economy and fueling future growth. As interest rates declined
and stock prices rose during the 1980s and 1990s, the corporate cost of
capital dropped to historically low levels. But this did come with some
baggage. Competitive conditions became tight enough to encourage
firms to take more risk—both with regard to the positions they put on
their books and with the schemes they devised for giving their clients
what they wanted and for making what was left on the table into as
profitable a business as possible for themselves. In both areas, corners
were cut, and some standards were lowered.

SYSTEMIC CHANGE

By the end of the 1990s, financial markets were vast, innovative, ag-
gressive, and highly competitive. Pension and mutual fund managers
had melded into giant investment management companies that com-
peted fiercely for assets to manage. They devised new funds aimed at
exploiting the trends of the times, and paid handsomely to have them
distributed by broker-dealers searching for more volume to turn over
to their highly “incentivized” sales forces. Hedge funds had developed
for wealthy individual investors to back bold investment managers
who might try just about anything.

All of these players depended upon short-term results to continue
to attract the assets from which they could draw fees. Investment re-
sults were published by numerous periodicals and by professional
consulting companies with access to information about all competitors’
performance. Performance was the key—and to gain the necessary
performance, increasingly aggressive fund managers were appointed,
and these managers looked increasingly for special “edges” that re-
search analysts and underwriters with technology IPOs could provide.
Indeed, the market became obsessed with quarterly performance to
such an extent that any company (including Fortune 100 companies)
“missing” targets—that is, failing to post the quarterly earnings result
expected by the Street—might see its stock tumble instantly by as much
as 25 percent or more.

For CEOs of companies benefiting from market attention, the 1990s
were a perilous paradise. Market valuations and low interest rates
combined to produce extremely low costs of capital for companies with
access to the markets, and many individual CEOs were privately worth
many hundreds of millions of dollars as a result of compensation ar-
rangements tied to stock price performance that their boards had of-
fered them. It was also perilous because the market might be disap-
pointed and the stock might drop into free fall, possibly resulting in
the dismissal of the CEO. No matter how philosophical and long-range
the thinking of individual CEOs, the market environment in which he
or she worked was what it was. Great incentives were in place to
motivate all CEOs to maximize their stock prices by pleasing market
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analysts, reporters, and an increasing number of financial broadcasters
that the 1990s had produced, and to make sure that these relationships
did not turn sour.

Operating within the capital markets of the 1990s were scores of
vendors and service providers seeking to please their clients. Any cor-
poration or investment manager could turn to a different vendor if the
service wasn't up to par, and the way to gain more of a client’s business
was to be creative, responsive, optimistic, and willing to take risk and
to offer packages of some important services bundled together that tied
the client to the vendor. The vendors included banks, broker-dealers,
and underwriters of course. But they also included accounting firms,
law firms, consultants, lawyers, and various other professional service
providers. These professional service providers were captivated by a
system in which consistent double-digit growth was expected from the
best companies, the rewards of which to investors and the managers
could be enormous. But the ability to sustain double-digit growth was
well beyond the essential economics of most companies; only those
with better ideas, more aggressive acquisitions, and special rapport
with investors could be expected to survive this difficult challenge.
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Part Il

Corporations and Their Governance

The invention of the corporate form of business organization was a
development of singular importance. Corporations could raise per-
manent capital by selling shares to the general public. These investors
could sell to others in a market for shares if they wanted to exit the
business, something that partnerships or proprietorships could not do.
And investors’ liabilities are limited to the investment itself—the cor-
poration might fail, but creditors could not pursue individual investors
for the repayment of debts beyond their stake in the company. Cor-
porations became the principal vehicle through which the vast Amer-
ican railway industry was financed, and around the turn of the twen-
tieth century had become a common form of organization in most other
capital-intensive industries. Because of the corporation, American “big
business” was born.

By the early 1930s, public corporations, as the dominant players in
American industry, had concentrated great economic power into the
hands of a few professional managers who themselves were not sig-
nificant owners of the companies they led. They served as “agents” for
the public shareholders who owned the company but did not manage
it. A growing segment of American economic life, and the risks asso-
ciated with it, had become subject to “agency conflicts”—potential
conflicts of interest between corporate managers and their owners.

The corporate form of organization, however, anticipated such con-
flicts. Corporations were authorized when a business entity applied to
a state government for a license. Under that license, the corporate entity
would agree to abide by and “incorporate” the state’s business laws
into its charter. All U.S. corporations today are incorporated under state
laws—there are (with a very few exceptions) no federally incorporated
corporations. The state laws all require that a corporation’s sharehold-
ers elect a board of directors that is required to bear fiduciary duties
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of care and loyalty to the shareholders whom they represent. The board
of directors then appoints a chief executive, to whom it delegates a
great deal of the corporation’s powers to set and execute policy and
strategy.

Corporations and their officers and boards are subject to many ad-
ditional laws and regulations, both federal and state. These laws were
enacted over the years to limit corporate freedom of activity in areas
where it might come into conflict with the public interest. Corporations
and their officers and boards are also subject to civil litigation that may
be brought by private parties with complaints against a corporation.
And they are subject to pressure from the news media and “public
opinion,” which can affect their business franchise. As was not the case
in the days prior to the 1930s, American corporations are now required
to satisfy a broad constituency of so-called stakeholders, and they are
regulated and scrutinized more intensely than ever before.

This being so, how could the events of the 1990s that spawned a
host of corporate scandals have occurred? Many corporate failures can
be attributed to suddenly changed economic conditions, which can
drive even well-run businesses into bankruptcy, honestly if not hon-
orably. But we have also seen an uncomfortable array of corporate
failures that resulted from fraud, malfeasance, or obfuscation, caused
by management, that was approved, tolerated, or undiscovered by
boards of directors.

The vital role of governance of modern corporations in the avoid-
ance of agency problems can be examined both internally and exter-
nally to the firm. Part II of this book consists of three chapters that
explore the internal governance function of corporations. First, we trace
the development of the “modern corporation”—as the dominant insti-
tution for raising capital and conducting business—and the parallel
development of ideas about how that structure should be governed.
Next, we examine the two key agents of corporate governance, the
board of directors and the chief executive. What are the duties and
responsibilities of directors with respect to the corporate owners and
to other stakeholders in the firm, and where have the principal failures
occurred? And, how do modern CEOs define their role in corporate
governance and their relationships to boards of directors, and how is
this reflected in their power and their compensation?



3

Legacies of the Corporation

Corporations have a long history in the English-speaking world. They
were originally conceived in medieval times as a means by which a
group of private citizens could combine their interests under a royal
charter to differentiate (and protect) themselves from the changeable
interests of the government. The formation of municipalities and other
public-interest entities was often accomplished through corporations.

Early in the seventeenth century, the concept was broadened to
permit individuals to combine resources into a single entity to exploit
opportunities made available to them by a government concession or
license, thereby creating “corporate charters.” Early examples of char-
tered corporations include the East India Company, formed in 1600 to
hold a monopoly on trade with India, and the Virginia Company,
formed in 1606 to develop the land and trade opportunities in North
America. Valuable monopoly provisions were included in a charter
granted to the original founders of the Bank of England in 1694, which
was quickly capitalized by public subscription of shares in the London
market. The overriding idea was to let private money fund investments
necessary to develop economic and financial activity while retaining a
royalty interest for the Crown. The investors were well-known, influ-
ential figures who could be relied upon to “get things done,” a phrase
associated with corporations ever since.

The incorporated form of business organization was soon copied in
various other trading cities in Europe. For example, the Bank of Am-
sterdam was founded in 1609 to help finance corporate trade with the
East Indjies.

By the late seventeenth century, a variety of commercial corporations
were being formed and successfully capitalized in financial markets to
pursue all sorts of ventures beyond those with state-granted monopoly
rights. English trade, merchanting, and finance began to outdistance

49



50 Corporations and Their Governance

much of the rest of Europe and other economies around the world,
partly because of the use of corporations to organize and capitalize
new ventures. These ventures included water companies, toll roads,
treasure-ship recovery projects, and light manufacturing companies
(metal works, glass, linen) and some that were more far-fetched and
speculative.

In 1711, the South Sea Trading Company was formed to exploit such
opportunities as might be found in South America. This company was
all illusion but nevertheless generated an overwhelming response from
investors—the euphoria became known as the great “South Sea Bub-
ble” after it collapsed in 1720. There were many other failures of com-
panies traded on stock exchanges at the time, and much anger and
recrimination developed in their aftermath over the role of the public
corporation as a form of business organization. As a consequence, the
corporation—as a legal form under which to do business and subscribe
funds was suppressed and did not resurface in England for the next
hundred years.

Indeed, Adam Smith was highly critical of the East India Company
and other incorporated monopolies in The Wealth of Nations, published
in 1776. He saw the corporation then as a creature of privilege that was
able to ignore the laws of market economics and to depend on taxpayer
bailouts when it faced financial failure. In fact, a large bailout of the
East India Company was undertaken in 1773, after which the govern-
ment intervened more extensively in its management. The East India
Company was dissolved in 1858 after the Indian Mutinies, which led
the British government to step in and assume direct governance of the
colony.

The corporate form of organization was revived in Britain later in
the nineteenth century, during the Industrial Revolution, in order to
raise the large amounts of capital that industrialization required. With-
out corporations to attract that capital, organize management, and fi-
nance the opportunities envisioned, it is doubtful that the process of
industrialization in Britain or the United States during the nineteenth
century would have been much of a revolution at all.

AMERICAN CORPORATE CAPITALISM

Colonial charters (and land grants) were abolished after the American
Revolution. Although few colonial corporations existed at that time,
they were subsequently encouraged, especially by Alexander Hamil-
ton, as a way to establish and finance the private sector of the American
economy. Initially, corporations were local, intrastate enterprises, and
were not thought to be important enough to rise to the level of federal
attention and supervision. So they were left by the Constitution to the
individual states to authorize and control. Corporate forms of business
organization—chartered by the states—were utilized in America by
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banks, insurance companies, transportation companies, and public util-
ities before 1800, by which time there were about 300 in total.

The New York Stock Exchange was founded by merchants in 1792
to trade corporate securities. Industrialization came almost immedi-
ately afterward—the textile industry was formed in New England in
the 1790s, the steam engine was produced commercially in the United
States in 1805 and the steamboat in 1807, the Erie Canal was opened
in 1825, and the first (of a great many) railroads appeared in 1830. Gold
was discovered in California in 1849 and attracted a vast migration of
prospectors and settlers, who opened a new market in the West that
was connected to the east by a pioneering transcontinental railroad 20
years later. Oil was found in Titusville, Pennsylvania, in 1859, and
kerosene was produced as a cheap illuminant, replacing whale oil. The
Rockefeller-controlled Standard Oil Company was set up not long af-
terward. Private businesses flourished throughout the country. In Penn-
sylvania, for example, more than 2,000 business corporations were
chartered from 1790 to 1860, of which 65 percent were in transportation,
11 percent in insurance, 7 percent each in general manufacturing and
banking, and 3 percent each in water, gas and other utilities.! Much of
the new investment in transportation involved railways or steamships,
each requiring large quantities of coal, iron, and steel, and the corporate
form of organization dominated.

After the Civil War, American industries sought to become national
by combining with other businesses. But state corporate law at the time
did not permit interstate holding companies, so acquisitions for stock
were difficult to execute. John D. Rockefeller invented the “trust” as a
workable interstate alternative to the federally chartered corporation.
He formed the Standard Oil Trust in 1882, and issued trust certificates
to acquire other oil companies around the country. Rockefeller’s move
was copied in several other industries and by 1889, when the last of
the trusts was formed, there were 350 of them, including several other
large, consolidated national commodity trusts in sugar, beef, tobacco,
and so on. Trust certificates soon became the most actively traded
securities on the New York Stock Exchange. In this way, the trusts
gained an “acquisition currency” with sufficient liquidity to appeal to
shareholders of companies they were seeking to buy out (or squeeze
out) as part of their aggressive consolidation strategy. As their market
power increased, so did their opportunities to capture economies of
scale, bulk purchases of raw materials, discounts on rail shipping rates,
and the ability to influence prices. Sometimes this meant selling below
cost to force a competitor out of business, or into selling out to the
trust.

During the 1880s, public opinion in America turned sharply against
trusts, although the offenses they allegedly committed were against
other businesses (albeit smaller ones) rather than against the public
itself. The public in fact benefited by investments made by the trusts,
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by the economies of scale they achieved, and by their price wars. But
to a great many, the trusts seemed unfair and un-American. They
smelled of great and dark powers being preserved for the privileged
and the rich at the expense of everyone else—complaints that were
amplified by journalists and politicians who spoke out against them as
evil monopolies. Fearful of such large concentrations of power and
wishing to constrain or reverse them, Congress for the first time inter-
vened directly in business activity by passing the popular Sherman
Anti-Trust Act in 1890.

The Sherman Act outlawed “restraint of trade” and the attempt to
form monopolies, but it took a while to work its way through Congress.
In anticipation, New Jersey in 1889 passed a new, flexible corporation
law permitting interstate holding companies. To avoid the Sherman
Act, most of the trusts in the 1890s transformed themselves into New
Jersey corporations by exchanging their trust certificates for shares of
stock.2 Nevertheless, it is customary in American economic history to
refer to these New Jersey companies also as “trusts,” and for trusts in
general to mean a very large consolidation of many companies in the
same industry into a centrally managed enterprise with considerable
market share and market power. In 1910, Woodrow Wilson became
governor of New Jersey and began a series of legal reforms that made
many companies that had recently incorporated in the state nervous.
Soon many of them had reincorporated across the river, in Delaware,
where the original New Jersey holding company law had been adopted
but where there was little pressure to change the rules of the game.
Delaware has remained the preferred state for incorporation of large
businesses ever since.

The “Premodern” Corporation

By the end of the nineteenth century, a few hundred large corporations
ruled the economic landscape in the United States, and had amassed
powers that were unimaginable just 25 years before. In 1877, Cornelius
Vanderbilt, the founder and principal owner of the New York Central
railroad, died and left a fortune of $100 million to his son William,
making him the richest man in America. But beyond the railroads,
corporations were at that time much less developed. “Before 1880, the
largest manufacturing companies were capitalized at less than one
million dollars, yet within a single generation all of this had changed,”
noted business historian Thomas McCraw. The American Tobacco
Company completed a series of mergers in 1904 that took it to a capi-
talization of $500 million (up from $25 million in 1890), more than three
times the size of Standard Oil.? In 1901, J. P. Morgan organized a merger
of Carnegie Steel into a group of other steel companies to form U.S.
Steel, with a value at the time of $1.4 billion, making the deal (in terms
of current dollars) the largest merger ever done in the United States



Legacies of the Corporation 53

until the $30 billion RJR Nabisco leveraged buyout that was completed
in 1986.

Corporations were understood to be vital to American economic
development, in part because they provided entrepreneurs with a
means to secure needed financing but also because they offered choices
to investors and thus a value-based system for allocating private cap-
ital. Investors outside the control group, of course, had no influence on
corporate policies or conduct. They were only interested in securing
profitable returns by backing new industries early, or by free-riding on
the coattails of the great industrialists. In the nineteenth century, the
investors were largely wealthy individuals (some of them industrialists
in their own right) looking to risk their savings in dynamic new ven-
tures. Large numbers of these investors were European, as were many
of the engineers, managers, and other professionals and the thousands
of low-cost laborers who migrated to America during this period. The
business environment at the time was totally opportunistic and laissez-
faire—the rough rules of the unregulated marketplace prevailed, and
these included bribing corrupt state and local officials to assure a be-
nign regulatory climate. The federal government at the time was
thought to be constitutionally above most business and commercial
issues.

By the end of the nineteenth century, a great deal of credit for eco-
nomic development but also blame for economic brutality were attrib-
uted to corporations. They engaged in epic battles with other busi-
nesses to assemble the parts of their large, dominating national
enterprises. They also battled with their employees over worker’s
rights and wages, and there were many reports of price gouging, mis-
representation, and abuses of consumer health and safety by the some
of the large firms.

It became clear that if there were objections to the exercise of the
power of corporate entities, these would have to be met by the power
of the federal government to legislate and enforce new sets of laws to
regulate private-sector economic activity. There were no other powers—
in the market itself or at the state level—that could do this. So the issue
fell to the federal government by default. Of course, not everyone
agreed that federal intervention was called for. Corporate activity was
left to the states by the Constitution, but the country and its economy
were nothing like what they had been when the Constitution was
ratified. There were also many who wondered how the government—
however well-intentioned—could accurately assess what was wrong
with the system and how to fix it without seriously harming the ex-
traordinary economic engine that had accomplished so much for Amer-
ican society as a whole.
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The Beginnings of Regulation

The great corporations at the time were controlled by hard-driving,
self-made tycoons with reputations for ruthlessness who became the
world’s richest men. The last quarter of the nineteenth century was an
unprecedented time of growth and prosperity, but it was also a time
referred to by Mark Twain in The Gilded Age as a period of exceptional
glitz, greed, and immorality. Monopolies with the power to squeeze
both consumers and competitors were widely thought to exist every-
where. The singularly bare-knuckled capitalism of the era was domi-
nated by a handful of men like Rockefeller, Carnegie, and Morgan,
whom Matthew Josephson, writing during the Great Depression, called
“robber barons.” But it was also the period of rugged individualists
described by Horatio Alger, the bestselling author in the 1890s whose
rags-to-riches stories offered a new notion of what it was like to be
American—to pursue self-advancement and individual economic op-
portunity with perseverance and determination in a land of liberty. If
entrepreneurs like Rockefeller, Carnegie, and the others who started
with little could do so well, why not everyone? Such opportunities
were uniquely American, a key reason why so many had migrated to
America from Europe, where such opportunities were scarce and the
mentality far different.

As the contrast between Twain and Alger suggests, the public had
mixed feelings about corporations at the turn of the century, but the
accumulation of so much power in a few hands and the forceful, and
sometimes irresponsible, application of that power increasingly drew
unsympathetic public attention. Labor disputes involving strikes, re-
pression, and violence had already broken out in the 1880s. The deadly
workers” uprising against Carnegie Steel’s Homestead Mill occurred in
1892, and against the Pullman Company in 1894.

Morgan’s U.S. Steel deal outraged many—here was yet another trust
being formed, a much larger and more dangerous one (as some said at
the time) arrogantly engineered by Wall Street’s most powerful banker,
who didn’t seem to realize that the public strongly opposed such en-
terprises and that the government (in the Sherman Act) had attempted
to constrain them. Newspaper criticism of the steel merger was exten-
sive, even in London. The president of Yale University said that unless
the abusive power of large corporations was soon restrained, there
“would be an emperor in Washington within 25 years,” suggesting that
the American democracy itself would be overthrown by revolt.*

These views encouraged investigative journalists to publish exposés
of the business practices of some of the country’s largest corporations
in popular newspapers and magazines with large audiences. Early in
the1900s, articles on the beef trust, Amalgamated Copper, Standard
Oil, and the life insurance industry did much to create public demand
for regulation of these and other great business combines. In 1906,
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Theodore Roosevelt labeled the journalists “muckrakers,” saying he
agreed with many of the charges but thought some of their reporting
was sensational and irresponsible.

In 1900, the railroad industry had been the most important sector in
the economy for 50 years—many of the larger railroads employed over
100,000 workers>—and, as such, it attracted not only determined en-
trepreneurs and financiers but also an endless supply of market spec-
ulators and corrupt and disreputable characters. By the 1880s, the
industry’s economics had become very uncertain, buffeted by over-
investment, duplicate facilities, cutthroat pricing, and predatory (fre-
quently dishonest) activities. By then, railroads were typically operat-
ing across state lines, confusing whatever regulatory controls states
may have been able to apply. In 1886, a seminal Supreme Court ruling
(Wabash, St. Louis and Pacific Railroad Co. v. Illinois) held that commerce
originating and terminating outside a state’s borders could not be reg-
ulated by the state, even though the federal government had no capa-
bility at the time to regulate such commerce. Largely as a result of this
ruling, the Interstate Commerce Commission (ICC) was created in 1887
(to require “just and reasonable” rate-making by the railroads) and
served as a prototype for other forms of government regulation by
commission that would follow. The ICC got off to a slow start, as
subsequent court rulings reduced its powers to little more than those
of a recordkeeper. When the national economy sank into depression in
1893-1897, the ICC had done little to improve the industry, and 169
railroad corporations—nearly 25 percent of the industry—were forced
into bankruptcy.

After the railroads were reorganized, Congress attempted to inject
new life into the ICC, passing five laws from 1905 to 1935 to increase
its powers and the scope of the firms it regulated to include, in addition
to the railroads, roadways and waterways. Never an effective body, the
ICC was torn by its political mandates to attempt to be fair (i.e., “just
and reasonable,” as the statute required) even at the cost of impeding
efficiency. In effect, however, the government, through the ICC, was
setting prices for transportation in the United States, which in turn
affected the allocation of transportation between the different modes,
without a good economic understanding of what it was doing. But the
popular idea had arisen that railroads were abusive and unstable, and
had to be controlled. This control was achieved by setting freight rates,
which in turn affected other competitive industries, so these industries
and their pricing were thrown into the expanding regulatory pool as
well.6

Antitrust Actions

Meanwhile, the Sherman Anti-Trust Act got off to a very slow start.
The Act did not create an enforcement agency. Instead, it relied on the
Justice Department to bring suits against offending parties. There was
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no clear idea of how to define some of the illegal monopolization
activities, or to measure trade restraint, so the attorneys general of the
1890s did not prosecute aggressively. When they did, they picked cases
they thought they could easily win—mostly against weaker, peripheral
companies, not those at the center of the industries that were thought
to be monopolized. In that sense, some economists suggested that the
government was suing the victims of monopoly rather than the per-
petrators. Then, in 1893-1897, a severe economic depression occurred,
which the public to a large extent was encouraged to blame on the
trusts. Although enforcement was initially ineffective—between 1890
and 1904, only 22 Sherman Act cases were brought by the Justice De-
partment—the issue did not die away, and the trust question domi-
nated public debate until the beginning of World War 1.”

Theodore Roosevelt helped to energize an era of proactive federal
intervention in the affairs of business. President from 1901 t01909, he
encouraged the formation of the U.S. Bureau of Corporations to gather
information and to conduct industry studies to identify cases of sys-
tematic restraint of trade. As a result, 130 Sherman Act cases were
brought between 1905 and 1914. Roosevelt also urged Congress to
authorize the ICC to regulate rates charged by railroads and to pass
the Pure Food and Drug Act in 1906. The Supreme Court had begun
to hear Sherman Act cases and by 1903 forced the dissolution of the
Northern Securities Company (a railroad holding company). Perhaps
most important, after many years of litigation, it forced the dissolution
of the Standard Oil Company and the American Tobacco Company in
1911. The ruling was considered a great victory for the government.
Standard Oil was required to distribute shares in 33 large subsidiary
oil companies directly to its shareholders, an event that in the end only
made them richer.® In 1914 the Federal Trade Commission was estab-
lished to consolidate antitrust activities.

The “New Economy” of the Early Twentieth Century

While these efforts to harness the power of large, consolidated corpo-
rations were underway, some of the greatest technological develop-
ments of all time were beginning to affect American business, and new
corporations were being created that would change permanently the
character of the American economy. Electric light and power had be-
come an industry in 1890. Spindletop, the greatest of Texas oil wells,
began to gain traction in 1901. The Wright brothers took off in 1903,
and in the same year the first motion picture telling a complete story,
The Great Train Robbery, was produced. Life insurance was a big busi-
ness by 1905. Transatlantic radio communications were launched in
1905. The first hotel with private bathrooms was built in 1907, and the
Model T Ford was introduced in 1908. These and many other devel-
opments, such as the growing use of telephones and business machines,
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would change the pace and the character of private business in ways
that could hardly have been imagined before. The catastrophic war of
1914-1918 in Europe enabled America to emerge as the world’s leading
economy, and its financial markets proved to be robust and deep
enough to finance government requirements from all over the world,
including those of the Allied powers in the war.

By 1920, it was generally thought that the sort of abuses attributed
to corporations in the last quarter of the previous century had been
successfully curtailed by government intervention in the public inter-
est, so it seemed that the new century was off to a good start. The U.S.
market-based system had been strengthened by the curtailment of cor-
porate monopoly power and through the regulation of interstate com-
merce. The rapid growth of important new industries was further di-
luting the economic power of the old trusts. But powerful new
monopolies, under regulatory control, were already starting to emerge.

In 1892, Thomas Edison merged his Edison General Electric Com-
pany (a manufacturer of turbines and electric transmission equipment
formed in 1889) into the Thomson-Houston Company to form the Gen-
eral Electric Company. Three years later, Edison’s protégé, the English
immigrant Samuel Insull, resigned from the new company to become
president of Chicago Edison Company, one of a hundred power sta-
tions franchised by Edison all over the country to promote the sale of
electricity. This new industry, Insull knew, was too capital-intensive to
avoid consolidation. But consolidation would subject the major com-
panies almost immediately to the Sherman Act, or might result in the
government’s nationalizing the industry to protect the public’s interest
in the availability of low-cost power. Insull successfully promoted the
idea of consolidation being permitted under the aegis of a state or local
public utility commission that would allow but control local or regional
power monopolies. Insull’s company, renamed Commonwealth Edison
in 1907 after several mergers, became the largest regulated public utility
monopoly in the Chicago region. In 1912, he formed Middle West
Utilities, which owned or controlled several regulated utility compa-
nies all over the country. From then on, through the bull markets of
the 1920s, Insull acquired more companies, often doing so by issuing
bonds or preferred stock against expected cash flow. During the 1920s,
the utility holding company became the norm, accounting for approx-
imately 80 percent of the national electric power industry. Insull was
the industry’s most important and admired figure, and Middle West
Utilities one of the bluest of the blue chips. However, the increasing
use of leverage to affect these mergers turned the largest of such com-
panies into financial “pyramids” that sank in the aftermath of the stock
market crash of 1929.
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The Great Crash

The market collapse that started in October 1929 closed a decade of
financial activity in the United States that had never been experienced
before. During this period financial markets boiled with activity—with
new issues stocks, bonds, and emerging market securities, a “new econ-
omy” mentality as new technologies were absorbed, consumer prod-
ucts supplied in abundance, and individual investors flocking in to buy
“investment trusts.” These were closed-end investment companies
(mutual funds) that were first launched in substantial quantity in 1927.
Many of these investment trusts were leveraged several times and
invested in holding companies that were themselves highly leveraged.
These were times of “exuberant expectations” and “infectious greed.”
Financiers and speculators did what they could to pool resources and
manipulate markets through bull or bear strategies. Throughout it all,
the Dow Jones Industrial Average rose 15 to 20 percent per year from
its low point in 1921 to mid-1928, after which the index doubled by
August 1929 to reach a high of 381. Three years later, it would stand
at 41. Investors in leveraged investment trusts, of course, did much
worse. One popular fund, the Blue Ridge Trust, which invested in
pyramided utility holding companies, plunged from a price of $24 in
September 1929 to about $3 on October 29, before sagging to a price of
$0.63 in July 1932.°

The stock market crash was held at the time to be responsible for
the Great Depression that followed during the 1930s, although many
subsequent studies have by and large concluded that structural imbal-
ances in the economy and missteps by the Federal Reserve and the
White House were as much to blame for the general economic collapse
that followed the crash as was the sudden loss of confidence in the
market and the capitalist system it represented.

This was not the first market crash in American history, or the first
one that was followed by a depression, but it was the first time that
millions of ordinary citizens, enticed into the markets by the attraction
of investment trusts in a time of bull market speculation, lost substan-
tial amounts of their assets—compounded by losses in their (uninsu-
red) deposits during the widespread bank failures that followed in the
early 1930s. These events, added together, amounted to an economic
and political disaster for the United States, one that assured a change
of political leadership and a long train of new laws and regulations to
prevent a recurrence of the events that had been so destructive. Many
of the principal figures of the euphoric 1920s lost their wealth and their
reputations, and some took their own lives. But few were convicted of
criminal activity.

Samuel Insull, as chairman of the failed Middle West Utilities a
highly visible public villain, was charged with securities fraud three
times but acquitted in all three cases. The heads of New York’s two
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most powerful banks, Albert Wiggin of Chase National Bank and
Charles Mitchell of National City Bank (a predecessor of Citigroup),
were found to be engaged in speculation in concealed investment pools
(including one that shorted the stocks of their own banks) and benefi-
ciaries of large undisclosed compensation arrangements. Wiggin was
urged to step down from his position in 1933 at the age of 65 and
granted a salary for life of $100,000 per year, although under pressure
he later renounced it. Mitchell, a much more flamboyant, publicly vis-
ible, and notorious character, was even more deeply involved in the
shady, complex deals of the times. He was arrested in 1933 by assistant
U.S. district attorney Thomas Dewey (later governor of New York and
opponent of Harry Truman for the presidency in 1948) on charges of
tax evasion. He was subsequently acquitted on all counts. Richard
Whitney, once president of the New York Stock Exchange, went to jail
in 1938 for embezzling funds (not for fraud or market manipulation)
but the rest of the corporate and financial crowd of the times could not
be charged with activities that were legal at the time.

EARLY NOTIONS OF CORPORATE GOVERNANCE

Before 1900, there was no sense that corporations served any purpose
other than to make money. Before the creation of the trusts, corporate
directors were frequently seen as swashbuckling financiers, jumping
into and out of deals and schemes with great ease and dexterity, but
risking only their own fortunes and prospects. The trusts were more
orderly, professional, and systematic. They organized their businesses
to maximize their market power, and attempted to use that power
effectively—and legally—to make money. Still, industry in the nine-
teenth century was very unevenly developed, and major business cy-
cles periodically resulted in crashes and recessions that dried up
business for everyone. Most businesses were more concerned with
survival than with growth, and competition was plentiful in most sec-
tors (despite the ideas of monopolies dominating in particular indus-
tries), sometimes triggering price wars and discounting that caused
losses for producers but benefited consumers. The unstable, boom-bust
character of business was broadly discouraging to investors, creditors,
employees, suppliers, and customers.

Surveying the wreckage of the railroad industry during the late
1890s, J. P. Morgan must have thought that there had to be a better way
for business to function. As Morgan (then in his sixties) immersed
himself in the restructuring of the railroads his clients had invested in,
he attempted to undo some of the excessive overlaps in rail lines and
to leave the industry in a more orderly state from which to work itself
into recovery. The restructuring was regarded as a great success, and
made Morgan’s name. Years later, when he considered the fragmented,
underperforming steel industry, Morgan believed that the sad condi-
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tion of the industry was the result of the same sort of excess competition
and profiteering that had earlier affected the railroads, and that the
appropriate remedy for this was for the financial community to rescue
the industry from itself by forcing consolidations and sensible industry
discipline. He must have thought that he would be doing the nation a
favor by rationalizing this important industry so that it could operate
safely and at its full potential.

Morgan’s offer to buy out Andrew Carnegie (on behalf of a large
syndicate of banks that would finance the transaction) and merge the
company with a dozen or so lesser steel companies to form a dominant
player, U.S. Steel, was no more than another effort to reorganize an
industry in the public interest. Morgan thought the consolidation of
the steel industry would preserve it from the fate of the railroads. He
backed the $1.4 billion deal with his own money, and his fee, paid in
the stock of U.S. Steel, was $12 million. Morgan was well aware of—
but rather contemptuously dismissed—public criticism of the deal.

Equity ownership of early American corporations was relatively
concentrated in the hands of founders and early-stage entrepreneurs.
Carnegie, for example, owned 59 percent of his company at the time
of its sale to Morgan. But as the companies grew and needed more
capital, or merged into larger units, the shareholdings of the original
capitalist entrepreneurs declined, and board seats were filled with a
more diverse set of investors and advisers. Indeed, for railroads and
other capital-intensive industries, seats on boards of directors were
often occupied by representatives of past and future bondholders. J. P.
Morgan and his partners, for example, sat on the boards of many of
the railroads that went bust in the 1890s. Morgan and his partners
developed such a reputation on behalf of bondholders that they had
the power to deny access to the bond markets to companies they dis-
liked, and as such were very influential. One academic study showed
that the market value of companies on whose board a Morgan partner
sat significantly outperformed comparable companies.

Legally, corporations are created with an infinite life and limited
liability for their shareholders. The corporation exists as long as the
shares are outstanding, and these shares may be sold or exchanged, so
shareholders come and go over time, but the corporation itself persists.
Corporations may raise new money by selling shares to the public.
Shareholders are only liable for their own investment, however, unlike
a partner in a partnership whose liabilities are unlimited. Founders and
major investors in corporations may sell their shares to public investors
when they want to cash in or retire, and over time their share of the
corporation is reduced. New managers of the corporation eventually
are appointed who become successors to their founder’s powers—that
is, the exclusive right to control the company—while at the same time
having limited ownership of shares themselves. Professional managers
operate as agents for the shareholders as a whole.
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This creates an asymmetry between the power of controlling share-
holders (and/or their management agents) and all the rest of the share-
holders.

Economists call conflicts between owners and their agents (manag-
ers) “agency conflicts.” Controlling agents may not themselves own
more than a modest percentage of the stock, but by controlling the
board (and denying control to others), such individuals can appoint
and remove directors, management, and advisers and can allocate cor-
porate resources. Those in control are inclined to favor their own in-
terests, policies, or points of view in all things that touch the corpora-
tion. They may believe that the actions they take on behalf of the
company are in the company’s best interest and that as a result minority
shareholders without board representation should have no complaint.
The interests of minority shareholders may therefore be ignored by the
majority. After all, they might say, minority shareholders can always
sell the stock if they don’t like the way the controlling parties manage
things.

Some managers, however, make major strategic errors or allocate
company funds inappropriately—actions that the minority sharehold-
ers are powerless to prevent. However, in a landmark 1919 case, the
Dodge brothers in the auto industry sued their business partner, Henry
Ford, the principal founder and then chief executive of the Ford Motor
Company, to force payment of dividends from a great cash horde that
Ford had accumulated. The brothers believed that the dividends where
the natural entitlement of investors, but Ford wanted to save the cash
to reinvest in the company. The Michigan Supreme Court upheld the
Dodges on the grounds that the primary duty of the corporation was
to its investors, and neither principal stockholders nor management
could unreasonably divert funds for any other purpose.' This was the
first important ruling that constrained powers of management in public
corporations.

The “Modern” Corporation

In 1932, Adolph Berle and Gardiner Means first called attention to the
concentration of American industrial power that had come to be con-
trolled by large publicly owned corporations. They undertook exten-
sive statistical work to ascertain that in 1930 the top 200 publicly owned
industrial companies controlled about 50 percent of all corporate
wealth, representing 38 percent of business assets in the country; that
these 200 companies were vastly larger than all the rest of America’s
corporations combined; and that they were generally controlled by
groups or individuals owning only a small minority of shares. The
Rockefellers, they noted, in 1930 owned only 14 percent of Standard
Oil (and a much smaller share of almost all the other publicly traded
oil companies created when the Standard Oil Company was broken
up) but fully controlled the corporation and its subsidiaries. The man-
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agement group at AT&T owned only a small percentage of the stock,
yet governed a company with more than 400,000 employees.

Berle and Means termed such large, publicly owned enterprises with
widely dispersed shareholder influence “the modern corporation.” The
potential for conflict between the owners of these modern corporations
and their agents was considerable. Giant public companies not only
were already dominant, but as a group they were also growing faster
than the rest of the economy.'? The new controlling groups of managers,
Berle and Means argued, were not like the capitalists of earlier times,
whose personal interests and corporate wealth were one and the same
and whose business appetites were held in check by both competition
and the fear of losing money, friends, and reputation. The modern
corporations, lacking these inhibitions, Berle and Means feared, would
be interested only in business efficiency and making profits, and thus
(because of the concentration of national economic power in their
hands) they represented a new, potentially very powerful force in
American society.

There may be said to have evolved, a “corporate system”—as
there once was a feudal system—which has attracted to itself a
combination of attributes and powers, and has attained a degree
of prominence entitling it to be dealt within as a major social
institution. . . . We are examining this institution probably before
it has attained its zenith. Spectacular as its rise has been, every
indication seems to be that the system will move forward to
proportions which would stagger imaginations today. . . . For that
reason, if for no other, it is desirable to examine this system,
bearing in mind that its impact on the life of the country and of
every individual is certain to be great; it may even determine a
large part of the behavior of most men living under it.!®

They further pointed out that the purpose of the corporation is such
as to cause it to resist regulation that might interfere with its economic
objectives, but equally, the duty of the state was to put in place regu-
lations that would protect society from corporate excesses. Berle and
Means thus looked forward to the development of a robust corporate
law, one that could be as important to the country as constitutional
law. They recognized that no law could prevent every possible abuse,
but as long as investors had the good sense to be alert and keep them-
selves well informed, they could avoid abuses by selling their shares
in a liquid public market. The governing law they envisioned for the
modern corporation was one that would also assure effective, accessi-
ble, honest financial markets into which dissenters would always have
the option to sell their stakes. No such federal law existed then, and
state laws that governed securities markets were limited, ineffective,
and seldom enforced.

Berle and Means’s view was that the emerging system of public
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corporations, as good as it was as an engine of economic growth, would
have to be restrained for its own good and for the good of society. They
saw the issue much as Morgan did, but did not believe an elite of
wealthy insiders would invariably act neutrally for the benefit of so-
ciety, so that the government had to step in. However, they also held
that shareholders of public corporations did not have the same (more
protective) legal rights as did the beneficiaries of a trust—and indeed,
by knowingly and voluntarily forgoing managerial power by investing
in a public corporation for the investment benefits alone, the share-
holder was acting as a free-rider—and therefore had only a diminished
claim to insist on profit-making as the only justifiable activity of the
corporation.

Berle and Means thus saw the modern corporation as an entity solely
devoted to maximizing its own power and profits, regardless of the
public interest, and as an entity that had to be restrained by powers of
equal magnitude, powers that only government could exercise. There
was no suggestion that the directors of the corporation should change
roles and begin to restrain themselves in the public interest. By being
solely devoted to maximizing market power and profits, the corporate
officers and directors were only doing their jobs. Berle and Means called
instead for the federal government to use its powers to check the forces
of capitalism, which, by evolving into an economy of large, interstate
public corporations, had escaped the bounds that more than a century
of local governance had placed upon them. They were well aware that
the power of the federal government was subject directly to the vicis-
situdes of American politics, and that neither appropriate legislation
nor its accompanying enforcement powers could be guaranteed. But in
the end, they were connecting the restraint of corporate power to Amer-
ican democracy itself, as inefficient, uneven, and unpredictable as it
was. Berle and Means believed that in the long run, if corporate power
was thought, rightly or not, to be abusive to society as a whole, then
the people, exercising their political rights, would take that power away
from the corporations.

In 1932, Austrian-born Joseph Schumpeter joined the economics de-
partment at Harvard University, bringing with him a rich academic
resume along with the experience of having served as finance minister
of Austria and president of an investment bank. Schumpeter was a
powerful teacher, with two Nobel Prize-winners among his students,
and a dominant figure at Harvard during the depression years. In 1942,
he published Capitalism, Socialism and Democracy, in which (surpris-
ingly, for a champion of capitalism) he noted that “the capitalist order
tends to destroy itself and centralist socialism is a likely heir apparent.”

Schumpeter did not believe, as some of his colleagues did, that
capitalism would wear itself out according to a theory of “vanishing
investment opportunity,” as returns on investment were worn away
by competition. He believed instead that there would always be a
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supply of new opportunities and entrepreneurial energies to challenge
the established players, and create a beneficial condition of “creative
destruction.” However, he did believe that the structure and pace of
corporate capitalism was its own enemy. There were three phases to
its development: (1) the entrepreneurial phase in which values and
new opportunities are created, and then (2) the bureaucratic phase that
succeeds the first as the successful companies become large and insti-
tutionalized. In this phase, the corporation absorbs and threatens its
competitors and their infrastructure—small businessmen and propri-
etors who were historically the source of entrepreneurial energy—as it
evolves the kind of modern corporation with diffused ownership that
Berle and Means observed. As all this happens, Schumpeter suggested,
the corporation destroys too much of the social and political support
for capitalism in society, and little by little, (3) “an institutional pattern
in which control over means of production and over production itself
is vested in a single authority” emerges in the third phase. Socialism,
in other words, was not an ideology but a form of institutionalization
of a controlling role of government in the economic affairs of the private
sector.

Schumpeter died in 1950, having observed 20 years of economic life
in America that he believed justified his views. Not only were corpo-
rations hamstrung by antitrust enforcement from the early part of the
century but also, during the depression, the war, and the postwar
recovery, the government’s role in economic life became swollen be-
yond the recognition of someone who had operated a business before
1930.

That this development might actually be a good thing was suggested
in 1952 by Schumpeter’s younger Harvard colleague, John Kenneth
Galbraith. In his book, American Capitalism, Galbraith described how
as a result of their wartime experience, American corporations had
become successful because they had consolidated into powerful oli-
gopolies that represented a formula for growth because the large cor-
porations had the resources necessary to enable technical innovation.
Galbraith insisted that this power had to be balanced by a “counter-
vailing power” against potential abuse, in the form of labor unions,
consumer groups, and the government; he repeated some of these
themes—and suggested that the countervailing force was not up to the
job—in his book, The New Industrial State, published in 1967.

Perhaps the countervailing force was falling behind Galbraith’s ex-
pectations, but certainly by the end of the 1960s and the long period of
economic growth enjoyed during that decade, the essential ideas of
Berle and Means, Schumpeter, and Galbraith had become a large part
of the public understanding of how corporations did and should op-
erate in America. They should operate in a free market for goods and
services, although they did have to be large, powerful, and profession-
ally managed to be able to be effective in contributing to national
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economic growth. But by being restrained through countervailing
forces that transferred authority away from corporate managers, they
were compelled to behave in a way that would be acceptable to dem-
ocratic society, even if that meant a sacrifice of some portion of the
potential contribution to growth. This uneasy equilibrium seems to
have emerged today in the United States as a system of “democratic,
free-market capitalism,” one that is paralleled in various ways in most
successful economies around the world.

The Rise of Government Power over Corporations

Berle and Means seem to have correctly predicted the future interven-
tion by government in corporate matters in the 70 years that followed
their seminal book. Following the market crash and the numerous bank
failures in the early 1930s, the Roosevelt administration pushed
through Congress an entirely new legal and regulatory regime to con-
trol corporations. The emphasis was placed on creating a federal system
for protecting ordinary citizens from abuses or misconduct of powerful
business and financial interests. The Banking Act of 1933 instituted
deposit insurance, strengthened the regulatory powers of the Federal
Reserve System, and, in its “Glass-Steagall” provisions, separated in-
vestment and commercial banking to prevent abuses of corporate lend-
ing being tied to mandates to issue new securities (they were recon-
nected by the “Gramm-Leach-Bliley” Act in 1999). The Securities Act
of 1933 and the Securities Exchange Act of 1934 required truthful,
complete disclosure of corporate information and audited financial
statements for new securities issues, a level playing field in secondary
financial markets, and created and empowered the Securities and
Exchange Commission to regulate the system and enforce the rules.
The National Labor Relations Act, which affirmed the rights workers
to organize in unions, was passed in 1935. The Public Utility Holding
Company Act of 1935 redressed many of the problems of the pyra-
mided utility holding companies, and the Investment Company Act of
1940 attempted to apply the same principles to the investment man-
agement business. To this body of law was added the 2002 Sarbanes-
Oxley Act, the most extensive piece of federal securities legislation
since the 1934 Act. This newest of comprehensive federal laws was
presumed to assure good corporate governance by the specificity and
clarity of its dozen or so implementing regulations requiring actions of
corporations and their boards and by insistent pressure for greater
transparency.

All of these laws and regulations, however, aggravate an old and
serious dilemma—the dual system of federal and state laws affecting
corporations. The duties of corporations and their directors are estab-
lished by the law of the state in which the corporation is incorporated.
Yet all the new laws intended to restrain corporations were federal.
The federal corporate laws—centered on antitrust, labor relations,
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banking and securities—were justified as being within the scope of
constitutional powers provided to the federal government to regulate
interstate commercial and financial activity. As such, these laws and
powers gradually crowded the states out of the corporate governance
picture. Notwithstanding this crowding-out, the federal laws were not
underpinned by the basic statutory fiduciary duties of corporate offi-
cers and directors to their investors, a key link needed to enforce laws
related to corporate conduct at the level of the individual director.

The economic malaise of the 1930s provided few opportunities to
test the new federal regulations that had been imposed. Corporate
opportunities revived with the coming of the world war in Europe in
1939 and U.S. entry in 1941. The 1940s and 1950s were times of war
and emergency that increased and centered economic power in Wash-
ington as never before. Defense mobilization and production, rationing
and price controls, and massive, sudden shifts in the labor market were
necessitated by the war effort. After the war, Americans expected their
larger, much more powerful federal government to return the economy
to peacetime conditions, arrange employment for returning veterans,
and encourage global economic recovery and reconstruction in the war-
devastated areas. This challenge was compounded by another war in
Korea in 1950-1953, to be followed by nearly 40 years of national
security concerns related to the Cold War struggle with the Soviet
Union—which by then had emerged as a rival power to the United
States—and yet another war, in Vietnam.

The Cold War conflict was partly ideological, pitting the merits of
free-market capitalism and centrally planned socialism against each
other. By the 1950s, the two systems—often described as being the
fruits of the philosophic labors of Adam Smith and Karl Marx, respec-
tively—were already very far from their founders’ ideals. Capitalism
had been very substantially curtailed by government regulations put
in place by democratically elected representatives who interfered with
the natural forces of the free market and its invisible hand in the public
interest. And the crude and cumbersome economy of the unelected
Bolsheviks behind the Iron Curtain appeared to have all the disadvan-
tages of socialism with few of the advantages, but was nevertheless
capable of developing and supporting formidable military power to be
reckoned with.

In 1959, the Harvard University historian Alfred Chandler published
a seminal article, “The Beginnings of Big Business in American Indus-
try,” emphasizing the unheralded importance of the development of
business organization systems and a managerial class to American
economic growth.* To Adolph Berle, also writing in 1959, the modern
corporation he had described in 1932 had evolved into a tamer, less
rapacious, “institutionalized” version. “Slowly,” he said, “or perhaps
not so slowly, industrialized United States is moving toward a form of
an economic republic, without historical precedent. The system [is] in
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effect new, leaving [both] nineteenth century capitalism and European
socialism behind.”?* Schumpeter might have added, however, that the
system may actually have left capitalism behind—with its vibrant en-
trepreneurialism acting as the true source of economic growth—as it
descended further into de facto socialism.

But there was no doubt in Berle’s mind as to which system—capi-
talist or communist—would ultimately prevail. The American system
of market capitalism had matured and evolved to accept a natural
tension—a sort of benign, permanent conflict—between competitive
corporations looking out for their own economic interests and a pow-
erful government seeking to advance a balanced social and economic
agenda, partly at corporate expense. Berle’s 1959 essay was one of
several included in an influential book edited by the Harvard professor
Edward Mason, The Corporation in Modern Society, in which most of the
writers took a similar view. Mason himself observed that it had become
de rigueur for managers “to deny . . . exclusive preoccupation with prof-
its and to assert that [they] are really concerned with the equitable
sharing of corporate gains.” Corporate power was potentially vast, but
the institutionalization of “big business” that these essayists observed
made it socially acceptable and beneficial. Such policies might smooth
the hardest edges of pure laissez-faire economics, but would they un-
acceptably interfere with optimal allocation of economic resources
within the society to maximize growth and “opulence” (Adam Smith’s
term for national wealth)? This was a question that would be put back
on the table in the 1970s and 1980s.

The 30 years from 1930 to 1960 were economically abnormal in
almost all respects, and corporate power relative to the power of gov-
ernment shrank to a mere shadow of what it had been in the 1920s.
That power was a long time recovering. The government had become
accustomed to directing a planned wartime economy, and vestiges of
that central planning persisted throughout the 1950s. Government re-
tained the earlier tradition of reliance on enforcement of tough antitrust
policies (Alcoa’s control of primary aluminum production was broken
up in 1945) and expanded industrial regulation (in the manner of the
Interstate Commerce Commission; such regulation was extended to
railroads, public utilities, banking and finance, shipping, airlines, oil
and gas, broadcasting, and food and drugs). Labor relations also were
delicate during this period, when union power was at its peak (the
manufacturing sector employed about 40 percent of American workers
in 1940).

Most large corporations responded by participating in the system
rather than opposing it. The new institutionalized corporations Berle
described were poised to exploit postwar business opportunities at
home—there was a vast demand for consumer products, and many
new technologies developed during the war, waiting to be commer-
cialized—and abroad, where entire economies had to be rebuilt and
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serious local competition had yet to mature. There was plenty of good
business for everyone, as long as everyone knew how the game was
played—avoid being too greedy or too radical or too conspicuous, and
things will take care of themselves. And there were still plenty of
government contracts in defense, transportation, telecommunications,
and other sectors, available through friendly connections, subsidies for
favored industries (such as oil and gas), and other forms of trade and
regulatory intervention (steel, textiles) that increased competitive bar-
riers and protected the competitive positions of American corporations.

These companies were now run by invisible, grey-flanneled, salaried
men, who usually worked their way up in the company over a long
bureaucratic career in time to run it as chief executive for five or six
years before a dignified and comfortable (if not especially enriched)
retirement. Economic growth in the United States was robust in the
first Eisenhower term, and sluggish in the second. President Eisen-
hower warned Americans of the growing threat of the “military-
industrial” complex. John F. Kennedy, as a candidate to succeed Eisen-
hower in 1960, spoke repeatedly of the need to “get the economy
moving again.”

The Emerging “Postmodern” Economy

In the 1960s, during the Kennedy-Johnson years, which featured two
substantial income tax cuts and a recovery of world trade and invest-
ment, the U.S. economy experienced another boom, one that some
economists at the time called a “golden age.” Growth averaged over 5
percent for nearly a decade, and productivity and family incomes grew
at rates not since equaled. Unemployment declined to 3.4 percent in
late 1968, even after the economy had expanded for a record 106 con-
secutive months. Confidence emerged in the ability of the government
to keep the economy growing and prosperous, with the help of estab-
lished business management systems and top executives, two of whom
were in President Kennedy’s cabinet. Government economic planning,
regulation, and intervention were still prominent in an era when it was
assumed that output could be managed by a combination of enlight-
ened, government-directed fiscal and monetary policies.

A series of “voluntary restraints” on cross-border funds transfers
were imposed in the early 1960s to protect the balance of payments.
Large corporations were expected to defer to government requirements
in the national interest, and if they were unwilling to do so, they were
subject to public shaming by officials and the press. Roger Blough, then
chairman of U.S. Steel, received a severe public dressing-down from
President Kennedy for introducing a price increase at a time when the
government was trying to reduce inflation. President Johnson repeat-
edly intervened in labor disputes by inviting the parties to the White
House where he could lock them in a room until they settled things in
a way acceptable to him.
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Meanwhile, the stock market discovered young nonlegacy corpo-
rations with new technologies (Polaroid in photography, Xerox in cop-
iers, as well as a variety of players in semiconductors and pharmaceu-
ticals) and growth strategies (Litton Industries, ITT, Textron) that were
exciting to investors. Wall Street enjoyed its first bubble market since
the 1920s—the 1960s were dubbed the “Go-Go Years,” for their youth-
ful, uninhibited style. However, antitrust enforcement remained in-
tense. It seemed to have a nonpolitical momentum of its own, flourish-
ing in the 1950s and 1960s regardless of which political party controlled
the White House or the Congress, and probably fathered the decade’s
newest technique for creating wealth through mergers and acquisitions
of unrelated businesses—the “conglomerates”—as one of the only
ways for large corporations to be able to grow faster than the economy
as a whole. The pace of mergers and acquisitions accelerated, fueled
by conglomerates run by sophisticated financiers who were much ad-
mired at the time. Some of them were able to attract funding for ag-
gressive takeover exploits and became known as corporate “raiders,”
who threatened established public corporations with surprise cash
tender offers to purchase control on a first-come, first-served basis.
These “hostile” takeover bids were sometimes called “Saturday Night
Specials,” and in time they attracted a mild form of federal regulation
(the Williams Act of 1968, the first new federal securities law since the
1934 Act) that was designed to slow hostile bids down so their defend-
ers could act before it was too late.

Also during the 1960s, the stock market was fueled by increased
funding for corporate and state pension funds, and by the rapid growth
of mutual funds. Together these “institutional investors” were man-
aged by younger, bolder, smarter, and more demanding people than
their predecessors, who still had vivid memories of the 1930s and 1940s.
They were active, dynamic traders who bought and sold shares in large
blocks (10,000 shares or more) and soon became the dominant figures
in the investment world. In 1965, institutions owned 16 percent of all
outstanding stocks, and block trades comprised a negligible portion of
total NYSE volume. By 1975, when the same institutions pressured the
New York Stock Exchange to discontinue fixed (minimum) commission
rates, they controlled 41 percent of outstanding shares, and block trad-
ing had grown to 25 percent of total NYSE trading. The fund manage-
ment institutions recruited even younger, more aggressive portfolio
managers to compete with each other in order to attract still more funds
to manage. It was not long before these new portfolio managers, called
“gunslingers” by some (they shot first, asked questions later), attracted
the attention of senior corporate executives whose stocks they were
buying and often pushing to premium prices. Suddenly corporations
discovered that they had a new set of constituents to please, ones whose
importance was tied to their abilities to affect stock prices.

The market, however, reversed direction in 1969, and the next de-
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cade began with a stock market slump, followed by a brief recovery,
and then a fall into a deep malaise caused by the wars in Vietham and
the Middle East, the Nixon political crisis and resignation, a sudden
quadrupling of oil prices, and a withdrawal by the United States from
the gold standard to allow for a freely floating exchange rate system
in which the dollar depreciated against the currencies of major trading
partners. These were times of low economic growth in the midst of
high inflation (called “stagflation”), low productivity growth, penetra-
tion of imported products such as automobiles from Japan, and a gen-
eral sense of economic discouragement. The Republican Nixon admin-
istration responded with wage and price controls that made matters
worse. Not surprisingly, one of the worst bear markets since the 1930s
developed, severely reducing confidence in the government’s ability to
manage the economy.

Corporations suffered economic and competitive pressures that
forced many of them to lay off employees, shut factories, curtail social
programs, and reduce pension and healthcare benefits. The institution-
alized corporations of Adolph Berle’s new economic era became con-
servative, stagnant, and apparently more concerned (as their predeces-
sors had been in the 1890s and 1930s) with mere survival than in
increasing growth. Some large corporations, including several well-
known companies, turned to illegal political contributions (at home)
and bribery (abroad) to obtain business and to acquire favors and
privileges. This period was also the beginning of the environmental
movement, in which protesters publicly objected to various “irrespon-
sible” forms of corporate activity, especially those related to natural
resources (logging, mining, oil and gas) and called for companies to be
more socially responsible.

Milton Friedman was one of several famous economists (others in-
cluded Kenneth Arrow and Friedrich Hayek) who jumped in to oppose
this line of argument. In a short 1970 essay, “The Social Responsibility
of Business Is to Increase Profits,” Friedman maintained that, although
corporations must follow the law and “ethical custom” in the manage-
ment of their businesses, the essential argument of Berle that a corpo-
ration has inherent social obligations is false, and he asserted that if it
did, it was not at all clear who should decide what and how extensive
these obligations were. He added that the cost of meeting social obli-
gations would necessarily come out of the pockets of owners or cus-
tomers or employees, and would thereby reduce the corporation’s abil-
ity to perform its free-market economic functions. Friedman did not
explain what he meant by “following ethical custom,” or whether that
involved some degree of permissible board-determined social respon-
sibility. Notwithstanding Friedman and the other economists, however,
the idea of social obligations of public corporations by this time had
developed in the public mind and in the law, although it was still
ambiguous, and outcomes in contested cases seemed to be based more
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on any particular circumstances than on the application of particular
social or legal doctrine.

Jimmy Carter, a Democrat, served as president during the last four
years of the 1970s. The economy continued in its doldrums, and Carter
was unable to do much about it. He did, however, appoint Paul Volcker
as chairman of the Federal Reserve Board. A few months after taking
office in 1979, Volcker reversed monetary policy and doubled interest
rates over just a few months, beginning a slow turnaround of the
inflationary spiral of the 1970s that had peaked at about 13 percent in
the consumer price index. When Ronald Reagan was elected president
in November 1980, some of the economic and political effects of the
prior decade had reached their worst point. Iran and Iraq were waging
an all-out war, with Iran still holding American hostages. The Soviet
Union had invaded Afghanistan, and gold reached an all-time high of
$850 per ounce in January 1981. The prime interest rate quoted by
banks rose to 21 percent after Reagan’s election, and the price of oil
exceeded $40 per barrel. But the economic turnaround began to be
reflected in stock prices by mid-1982. The market also admired Rea-
gan’s intent to continue Carter’s policies of reducing government reg-
ulation of industries (begun with the passage of the Airline Deregula-
tion Act in 1978, the first ever deregulation law) and to be more tolerant
in antitrust enforcement. So stock prices reversed direction and began
a 20-year rise that would lift the Dow Jones index from 821 to a high
of 11,723 in January 2000. The dismal 1970s were over, and brighter,
more optimistic times—inspired by a major tax cut in October 1981—
lay ahead.

The Dominant Influence of Financial Markets

In the two decades after Ronald Reagan took office, American capital
markets surged as never before. The market capitalization of all out-
standing corporate stocks and bonds in 1981 was just under $2 trillion,
and the total value of all U.S. government securities outstanding was
$1.4 trillion. In 2001, corporate securities outstanding were valued at
about $21 trillion, and government securities stood at $8.3 trillion. In
1999, the high point, stocks alone were worth nearly $20 trillion, and
the value of all outstanding corporate securities was $24 trillion. From
1981 to 1999, stock prices rose at a rate exceeding 14 percent per year,
more than twice the nominal growth rate of the GDP. Thousands of
new millionaires were created during this period, a great many of them
corporate executives benefiting from mergers and compensation pro-
grams that were generously laced (as should be expected in a bull
market) with stock grants and options. The boom became the specu-
lative bubble discussed in the last chapter, and stock prices rose to
unsupportable levels—from which they sharply fell away in 2000,
when the market began its downward adjustment of about 30 percent.
Some of the more overheated sectors—Internet technology and tele-
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communications companies in particular—plunged by much more,
and many firms slid into bankruptcy.

This was the most extraordinary period of capital market expansion
in American history. It was driven by several factors unrelated to the
bubble itself. There was the continuing rise in ownership of stocks by
financial institutions, which exceeded 60 percent of all equities in 2001.
There was the growing ability of the capital markets to offer lower cost
financing than traditional bank or insurance company lenders, thus
leading to disintermediation of funds from traditional savings institu-
tions to financial market instruments. There was the development of
all kinds of financial derivatives allowing investors and corporations
to better manage risks related to interest rates, stock prices, and
exchange rates. There were technology advances that allowed trading
volumes to reach record levels (well over a billion shares traded every
day just on the NYSE). And there was globalization and deregulation
abroad that created instantaneous linkage of major foreign investors to
markets in the United States through a foreign exchange market of
almost $2 trillion per day, with about 90 percent of its volume identified
with cross-currency investment transactions.

Financial markets today play the vital roles of reflecting—instantly
and globally—values of companies and their securities and in deter-
mining the success or failure of management teams and corporate
policies. No public company can operate successfully without taking
financial market pricing information into account. So the corporation
has to be attentive to all of the market’s requirements and to satisfy
them, whether they seem foolish or not. These requirements differ over
time, and always reflect fashionable notions and trends, which is what
markets do. But they always involve, at minimum, an evaluation of
corporate performance over a measurable time period against investor
expectations.

Consequently, corporations at the start of the new millennium had
become very different from what they were at the beginning or the
middle of the twentieth century. They now had a new constituency to
satisfy—the fluid and demanding financial market—and this new con-
stituent had shown itself to be unavoidable, exceptionally demanding,
mercurial, and quick-acting. More than anything else (except perhaps
a criminal indictment) the markets determined a CEO’s success or
failure, and there have been many who have been turned out of their
jobs because of it. Satisfying the market is difficult to do, and sometimes
had to be accomplished by suppressing long-term corporate plans and
objectives to favor more immediate results. Sometimes it required ap-
pearing to “go with the flow” and to comply with a latest trend, and
by continually and professionally promoting the company to investors.
In extreme cases, the perceived need to satisfy the market even affected
the truthfulness of financial reports or resulted in deliberate actions of
fraud to cover up earnings shortfalls of balance sheet problems.



Legacies of the Corporation 73

When Berle and Means described the “modern” corporation in 1932,
they meant the large, publicly held corporation managed by profes-
sional managers who were subject to agency conflicts but whose pur-
pose nevertheless was to run the company to maximize its profits and
not necessarily its share price. They did not expect the corporation as
they conceived it to restrain itself through corporate governance efforts
to conform to unwanted noneconomic pressures. But they did expect
(and predicted) that the federal government would step in to regulate
corporations so that corporate operations would be consistent with the
wider public interest. After 25 years of regulations aimed at controlling
corporations, and a much larger economic presence of the federal gov-
ernment, Berle concluded that corporations had become “institution-
alized.” They had become good citizens and cooperated with govern-
ment in their own interest. This, he felt, was likely to be the way the
story would end—in an unprecedented new arrangement with a strong
government and benign corporations working together to bring pros-
perity and stability to the country in the next century (then still 40
years away).

Today it is clear that the “postmodern” corporation must face two
different and powerful constituents at the same time, the government
and the market. Their interests may frequently collide and conflict with
one another. Both can affect the corporation in truly meaningful ways—
and both are subject to their own inefficiencies, distortions, and cor-
ruptions. Both have multiple elements. The government constituent
operates at both state and federal levels, and includes not only regu-
lators and administrators but also law enforcement agencies that use
the courts, civil or criminal, to bring actions against corporations. The
government constituent is subject to political influence and the confu-
sion and unpredictability of competing ambitions, as well as the lob-
bying power of corporations themselves. The market constituent is
made up of national and international credit and equity markets, which
in turn consist of institutional and individual—short- and long-term—
investors. These investors can be acutely sensitive to trends and fash-
ions, and can sometimes set unreasonable expectations. They can also
be volatile, and both overreward companies and overpunish them,
causing stock prices to jump or fall by 30 percent or more on the basis
of a quarterly earnings report. The dilemma of the postmodern cor-
poration is learning to manage these difficult and conflicting constitu-
ents—the regulators and the investors—without giving up the essential
energy and purpose of a corporate organization to maximize long-term,
risk-adjusted returns for shareholders.



4

The Role and Duties
of Corporate Directors

A corporation is formed to allow a number of investors to do business
together with their individual risk-of-loss limited to the amount of their
investment. The corporation raises capital by selling shares of stock to
other investors, who may resell them to yet others. The interests of the
corporation are entrusted to a board of directors, who are the elected
representatives of stockholders (the members of the corporation), who
in turn appoint senior management who direct the business of the firm.
Generally, stockholders owe each other few legal duties, unless they
assume a controlling position in the firm. There is no U.S. federal
corporation law applicable to private-sector corporations, although
there are a small number of special-purpose federally chartered cor-
porations. The federal government does, however, seek to regulate and
protect “interstate” commerce in a variety of ways—particularly
through extensive regulation of the capital markets—and these affect
state-created corporations significantly.

STATE AND FEDERAL CORPORATION LAWS

Generally, state corporation laws were never intended as regulations.
Instead, they provided a legal framework within which business people
may structure semipermanent private enterprises. The idea of corpo-
rate directors having a fiduciary duty to stockholders developed, but
this meant little more than a director’s being obligated to be careful in
discharging the duties of the office, and in not putting his or her own
interests ahead of other shareholders. A substantial body of state case
law has developed to clarify directors’ duties of care and of loyalty. These
have their origins in English common law and in the notion of the
prudent man rule, that is, that the standard of conduct used to judge
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negligence or disloyalty should be the same as a wise and experienced
person would employ in managing his or her own affairs.

Many years ago, the Delaware Chancery Court adopted the idea of
the business judgment rule, which held that in cases where a board had
acted carefully and in good faith, the court would not second-guess
the board’s judgment on business matters. Thus the burden of proof
rested on plaintiffs to demonstrate negligence, bad faith, or unreason-
ableness in the process of decision-making by a board of directors. In
most instances of conflict, this was difficult to prove.

Directors’ Liabilities

Prior to the late 1920s, when investment trusts began to be sold to
individuals, stockholders were understood to be sophisticated, wealthy
people who knew those they were dealing with and had accordingly
chosen to invest voluntarily, despite a lack of full information about
the companies involved. However, as the market evolved and ex-
panded, it became possible to sell securities of an increasingly diverse
set of companies to a broader range of investors. The “modern” cor-
poration described by Berle and Means in 1932 came into being, and
as the extent of public ownership increased, the position of the minority
stockholder in general became so diluted as to have little influence on
the managers who controlled the corporations. Moreover, the power of
corporations—lacking any serious restraining influence from major in-
vestors—grew to the extent that abuses of minority shareholder inter-
ests occurred. The only legal remedy available to them was to sue for
restitution of losses caused by the breach of fiduciary duties of the
board, based on a demonstrable violation of the business judgment
rule. But only very large shareholders could justify the expense and
time for such litigation, and as a result very few suits were brought by
individual investors.

Things changed after 1966, when change in federal rules allowed a
new device for obtaining relief for general shareholders to develop—
the shareholders” “class action” that permitted the aggregation of hun-
dreds or thousands of claims into a single, large, and powerful plaintiff
that could motivate, finance, and manage a highly professional lawsuit.
These suits were organized by law firms prepared to finance the liti-
gation themselves in exchange for a contingency fee, an agreed per-
centage of the judgment or settlement received. The law firms would
have to identify the claim (from some perceived misconduct by officers
or directors), organize the class (often in competition with other law
firms doing the same thing), and manage the litigation (and the public
relations) until the case was tried or settled. The plaintiffs would have
their eyes focused on the amount of insurance carried by the corpora-
tion against litigation and settlement expenses, and on the depth of the
pockets of other parties involved in the disputed transaction, such as
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bankers and accountants. The process might take a year or two to
complete, but could be very lucrative for the law firms that bore the
full expense and risk of the litigation from the beginning.

Unlike the lawyers’ fees, the settlements received by individual
shareholders in class actions are usually modest relative to the amounts
lost. Plaintiffs” attorneys, however, are not regulators and have no ob-
ligations to anyone other those who sign up for their suit, and other
shareholders are not obliged to participate in the suit at all. The plain-
tiffs” lawyers benefit only when they have organized a substantial class
and can settle or prove misconduct in court, so law firms are always
on the lookout for such misconduct, and many corporations under-
stand that they should avoid conduct that might provoke such lawsuits.

In the period after 1980, shareholder class-action suits flourished.
There were many suits alleging losses caused by the failure of man-
agement, and the volume of settlements achieved increased consider-
ably. The business community in general thought many of these suits
were frivolous and unfair and significantly raised the cost of doing
business in America. The law firms involved in bringing (and in de-
fending) the suits and many influential academics and politicians held
that securities class actions helped to police the marketplace. Frivolous
and unfair suits would most likely be unable to meet the standards
required to secure a successful judgment, so the law firms would be
unlikely to risk their own capital in bringing them. Still, the volume of
these suits and the settlements or judgments they produce have become
so large as to be a significant force of their own in constraining the
actions of corporations, their boards, and their management.

Corporate directors are the individuals responsible under the law
for corporate conduct. Suits therefore typically name individual officers
and directors in their complaints. The directors, of course, are not eager
to personally bear the burden of any judgments or settlements, or legal
expenses incurred in the course of carrying out their duties to the
corporation.

Director Indemnification

Anyone becoming an officer or director knows that he or she may be
sued for a variety of alleged offenses. In America, such suits are an
ordinary part of business, although occasionally they can become ma-
jor, expensive issues for corporations and the individuals named in the
suits. Neither officers nor directors can be expected to be willing to
meet these frequent challenges—some of which are spurious or minor,
but some are not—at their own expense. Such a burden would include
payment of judgments, settlements, and legal expenses incurred by
them in the course of carrying out their duties to the corporation. They
are entitled to expect the corporation to indemnify (or shelter) them
for any and all such costs, except in the case of negligence on the part
of individual directors.
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For directors, the indemnification (and insurance to back it up) has
thus provided a necessary safety net that limits personal damages any
individual director might incur to those that could be attributed to his
or her negligence. Further, directors have succeeded in persuading their
corporations to set the level of negligence at “gross negligence,” which
is defined in such a way as to mean a very high degree of personal
negligence, not merely negligence resulting from unintended careless-
ness or neglect.

The Federal Role in Corporate Securities Law

The crash of 1929 changed the state and federal roles in securities law
profoundly. Great financial losses resulted from the crash, mostly ex-
perienced by sophisticated individuals of sufficient wealth as to be able
to absorb them. Other investors, however, generally a rash of specu-
lators trying to participate in the rising market as best they could, lost
more than they could afford. There were many stories of suicides and
families thrown into distress by the crash, some of which suggested
that the responsibility for these tragic events lay with the ways in which
securities were created and distributed by Wall Street brokers and deal-
ers. Such stories often made the case for greater government involve-
ment in the securities markets to protect the public from dishonest
corporations and brokers, as noted in chapter 3. But the association of
the crash with the general economic depression that followed gener-
ated a fundamental shift in political-economic thinking from one that
was essentially laissez-faire to one that accepted that the federal gov-
ernment was the only power capable of repairing the economic damage
done by the crash, and preventing its recurrence in the future. The
Roosevelt administration that took office in 1933 entered the fray by
recruiting some of the best legal talent in the country to draft the new
securities laws.

The regulatory philosophy behind the Securities Act of 1933 and
the Securities Exchange Act of 1934 was brilliantly conceived and an-
ticipated future developments by many years. This philosophy held
that the federal government cannot (under the Constitution), nor
does it want to, regulate everything that companies do. If it tried, it
would probably make the cost of regulation prohibitive, and business
activity (the source of almost all the country’s growth and prosperity)
would certainly suffer. However, if it regulated only very selectively,
too many things would get by. So government decided to use its
powers to regulate one thing, but to regulate it thoroughly. It would
ensure a fair and honest market in which investors could buy and
sell securities. To do so, it would force companies to disclose, at least
annually, all information that a reasonable investor would need to
make a well-informed investment decision. As markets grew and
there were more and more transactions, the ability of the market to
absorb material information—and to assess the correctness of this in-
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formation—would be central to assuring fair and honest prices for
traded securities.

To assure this fairness and honesty in the financial markets, the
securities laws were constructed in two parts. The 1933 Act focused on
“truth in new issues,” requiring prospectuses to be distributed contain-
ing all material information about the company issuing securities, and
making underwriters and accountants share the liability for the accu-
racy of prospectus information with the company, in order to increase
the scrutiny they would give their clients. The 1934 Act required fair
and honest secondary market conduct that would prevent market rig-
ging and manipulation, and created and empowered the SEC to enforce
both the 1933 and 1934 Acts. Officers and directors are required to
direct their companies to comply with these laws, but otherwise they
were not required by the Acts to be good directors or to discharge their
fiduciary duties responsibly.

Over the 70 years since the passage of these federal securities laws,
the SEC has continually interpreted the 1933 and 1934 Acts, tried
thousands of cases to enforce them, and issued hundreds of rules es-
tablishing correct procedures and practices for companies to follow in
complying with them. Congress has also, on the whole, supplied the
SEC with a sufficiency of funds to provide for a comparatively thor-
ough enforcement capability, something state securities regimes and
many foreign countries acutely lack.

The body of laws, procedures, and practices is broad, and also covers
accounting matters that affect audited financial statements required by
the Securities Acts to be published annually. The SEC may refuse to
accept audits prepared by particular firms that it does not believe
practice high standards, and will publish what auditing and accounting
standards it regards as acceptable.

Over the years, the SEC has adapted to financial innovations and
market changes in a variety of ways. It has issued rules to increase the
volume of corporate information and the speed at which it reaches the
market in takeover cases. It has defined and proscribed insider trad-
ing. It has forced more extensive disclosure of complex securities. It
has allowed preregistration of securities, so companies can bring
issues to market whenever it is opportune, and has allowed exemption
from registration for certain private placements. The SEC’s powers
have also enabled it to prevent new issues from coming to market, stop
transactions in process, and bring civil (not criminal) cases for infrac-
tion of its rules in federal courts or negotiate settlements with those
involved.

The SEC also certifies stock exchanges, credit rating agencies, and
“self-regulatory organizations” (SROs), to which it delegates some of
its powers. In the 1930s, certain regulatory powers and functions were
delegated to the New York Stock Exchange and the National Associa-
tion of Securities Dealers. While federal law is supreme in areas where
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it overlaps with state laws, such as laws defining corporate organiza-
tion, the SEC must respect the state laws, and in practice it does not
bring suits in state courts, or attempt to enforce or modify state cor-
poration or securities laws.

The Concept of “Due Diligence”

In 1968, an important legal case was decided in a federal court in New
York state that affected the duties of directors of public corporations
(Escott v. BarChris Construction Corp.).! The case involved fraud and
false accounting in a company selling securities to the public, and the
court found against the company’s independent directors, accountants,
and investment bankers. Under the Securities Act of 1933, underwriters
share liability with the company and its advisers for the accuracy of
all offering documents. The defendants claimed they had been lied to
by management and therefore did not know, and could not have
known, of any fraud. The 1933 Act does prompt underwriters to per-
form independent investigations responsibly but does not establish
how directors of issuers subject to the law are to do so. The court held,
however, that the defendants had failed to demonstrate that they had
made a significant effort to discover the facts for themselves. Therefore,
they had not been “duly diligent” in making all appropriate efforts to
inform themselves of the true facts in the case, thereby breaching their
duties of care under the 1933 Act.

This case, very importantly, put the burden of proof as to satisfactory
due diligence on the defendants. BarChris changed the securities un-
derwriting business fundamentally and lastingly by putting directors
and advisers directly on the line. The ruling made them fiduciaries
with a federally imposed duty to investors for the first time. In the
future, they would have to be able to demonstrate a due diligence
defense if a prospectus should turn out to be defective. This was a
worrisome thing to many professionals. What exactly was satisfactory
due diligence? How often did it have to be conducted? To ease the
difficulty, board members and underwriters began to insist on indem-
nification by the company for any costs or damages borne by a director
while fulfilling his or her duties (except in the case of gross negligence).
To ensure that this protection was available even if the company was
unable to satisfy its indemnification obligations, companies began to
acquire liability insurance for directors and officers (“D&O insurance”).
Although the due diligence standard remained, the availability of in-
demnification and insurance actually meant that, to protect themselves,
officers and directors only had to meet the gross negligence test, a
comparatively easy one to satisfy.

As a result, very few corporate officers or directors have personally
suffered any kind of financial damage as a result of class-action liti-
gation in the last 40 or 50 years. Some in the corporate governance
community have suggested that directors should forego or be pre-



80 Corporations and Their Governance

vented from receiving such extensive indemnification from the corpo-
rations they serve, as an incentive to keep them alert and concerned.
Such an incentive might be welcome, the corporate community has
observed, but it would no doubt come at the cost of removing the most
competent and experienced corporate directors from those willing to
serve.

EVOLVING STANDARDS OF DIRECTOR CONDUCT

Neither state nor federal law has much to say about corporate gover-
nance. The presumption has always been that the two sets of laws are
there to be complied with, and if there is compliance, then the gover-
nance of corporations will be satisfactory. Ethical issues have always
confronted corporations, and have changed and developed along with
American culture, social values, and principles. Failure to meet contem-
porary ethical standards might result in some degree of customer or
investor rejection, or, if the situation were serious enough to receive
high levels of media attention, it could attract litigation or adverse
legislation. But corporate and securities laws do not impose require-
ments to comply with ethical standards of any sort—whether a com-
pany does or does not do so is the company’s own business, for which
it may be rewarded or punished by the markets it serves.

On occasion, however, Congress has become convinced that existing
rules and regulations do not provide the level of protection needed to
assure that the public is not exploited by out-of-control market practices
that may be legal but do not seem to be ethical. The spate of new laws
following the crash of 1929 and the ensuing depression is an example
of government intervention to fix a problem that was not understood
to exist before. In 1968, Congress passed the Williams Act to affect the
pace and processes of unsolicited (i.e., unwanted, or “hostile”) tender
offers, the first federal law affecting securities markets in 34 years.

Thirty-five years after the Williams Act, Congress passed the
Sarbanes-Oxley Act of 2002 to address a public perception of serious
corporate governance failure after a series of scandalous cases of cor-
porate bankruptcies, investor losses, and executive self-enrichment.
This intervention was driven as much by media attention and politics
as it was by conclusions drawn from careful economic and financial
analysis. Still, the effort was to protect the “level playing field” that
Congress wants public securities markets to be. But new regulations
always have economic costs, and sometimes these added costs can
exceed the benefits that are realized.

Corporate Performance, Takeovers, and Entrenchment

“Corporate governance” became a term in general public use (perhaps
for the first time) in the 1980s, when the evolution of capital markets
and institutional investors described in part I of this book permitted
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the appearance of so-called corporate raiders (for the third time in the
twentieth century). These raiders sought to acquire companies that
were underperforming, and therefore undervalued. There were many
of these around at the time—business conditions had been very diffi-
cult in the preceding decade, and many large public corporations had
become more survival oriented than growth oriented. Boards of direc-
tors rallied behind their CEOs in loyal opposition to virtually all such
efforts. But many raiders—persistently calling for new management
and increased “shareholder value”—succeeded nonetheless, through
unsolicited cash tender offers made directly to investors (at a price
reflecting a premium over the prevailing market) sufficient to purchase
a majority of the stock and vote in a new board. The Williams Act did
not prevent any of these offers, but it did require bidders to adopt
procedures other than sudden, first-come, first-served tenders.

The 1980s represented an era of colorful tactical maneuver—but it
was an era in which shareholders began to see more clearly that a
challenge to management (however prestigious and well accepted)
might be in their own interest. A bidder could be expected to offer a
premium over the existing market price, or a change in management
might result in increased earnings that would be reflected in the value
of their shares. Interest rates were declining during much of the decade,
stock prices were rising, new financial instruments were being created
(notably junk bonds), and even unknown operators seemed to be able
to secure financing for takeover bids. Many tactical and strategic in-
novations were devised to help win battles for corporate control—and
there were many in the 1980s, one of the largest merger booms in
American history.

At the beginning of this period, the attacker would select a company
with a comparatively low stock price that was thought to be performing
poorly and decide what could be done to improve both its competitive
performance and the company’s stock market value in the future. The
attacker would quietly buy stock up to 5 percent of the shares outstand-
ing (at which point such holdings must be made public) and arrange
financing based on plans to acquire and restructure the company. A
maximum offering price, reflecting a significant premium over the pres-
ent market price, would be agreed, and a bid would be made for
something less than this price. The announcement of the bid would be
accompanied by a press release that criticized the company’s perfor-
mance, its management, and its board, and insisted on shareholders’
having the right to a choice. If management attempted to block this
choice, then management was obviously entrenching itself to protect
its privileges, but was doing so at the expense of the interests of its
own shareholders.

The classic defense against hostile bids was for management to do
whatever it could to slow the process down to provide time for a well-
considered defense to be communicated to investors. The 1968 Williams
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Act provided more time (all offers must remain open for a minimum
of 20 days) but not always enough. To gain the time needed, defenders
would counterattack with a battery of lawsuits, often on antitrust
grounds, sometimes on the basis of alleged violations of securities law.
The defender would then try to persuade its investors that the price
offered and the bidder’s true motivations were exploitative and socially
unacceptable. Efforts were made to scandalize bidders, and to inflame
employees, customers, suppliers, politicians, and others among the
company’s constituents to protest what was characterized as a repre-
hensible, greed-driven attack on “one of America’s great corporations.”

Very often the defense failed, and the defender was either forced to
accept a somewhat higher final price or to sell out to another company
(called a “white knight”) instead. By the end of the 1980s, hostile bids
no longer had the fiercely pejorative tint to them that they did when
the Williams Act was approved. These battles simply became “con-
tested bids” in which one side would make an offer, the other would
try to block it, usually by producing a shareholders’ rights plan, or
“poison pill,” that would prevent an offer being accepted by share-
holders without first obtaining the consent of the board.? Thus dead-
locked, the two parties would sue each other, usually in the state court
in which the company was incorporated. As a result, a decade of in-
tense litigation ensued, which helped to create guidelines for the take-
over activity that would assure a level playing field for the market for
corporate control.

Delaware Makes the Rules

As many important public companies were incorporated in Delaware,
that state’s Chancery Court heard and decided a large number of these
cases. The Delaware court soon developed the ability to receive com-
plaints, conduct a trial, hear from all sides, and then produce a ruling
(often with a completed appeal) all in the course of a month or two.
These rulings frequently focused on the powers of boards acting on
behalf of shareholders to obstruct offers to acquire control of their
companies. During the 1980s, hundreds of such cases were heard and
resolved, and a pattern of case law establishing the rules for takeovers
(limiting the powers of boards to obstruct them) was developed.

The Delaware Chancery Court applied state laws regarding direc-
tors’ fiduciary duties, along with their standards of care and loyalty, to
these cases and relied upon the business judgment rule in formulating
its opinions. But these issues proved to be much more complex, and
contradictory, than anyone had expected at the beginning of the period,
and the cases came fast and furiously as the takeover boom reached
full stride in the mid-1980s. In the end, the court had occasion to revisit
and refine all of the basic concepts of fiduciary duties of corporate
directors. The rulings it produced were often based on previous rulings,
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so that the system of board governance that emerged a decade later
was both progressive and cumulative.

In 1984, the business judgment rule was put to a test, in a case (Moran
v. Household Finance) in which a poison pill issued by Household Fi-
nance Corporation (HFC) was contested for the first time. A poison
pill was created by the HFC board (without a shareholder vote) when
it decided to issue shareholder rights to all stockholders to buy addi-
tional HFC shares at a large discount from the market price, but only
if activated by the accumulation of a threshold level of ownership (e.g.,
30 percent) by another party without the consent of the HFC board.
The rights, however, would not be made available to the threshold-
crosser, whose ownership position would be so diluted by the newly
issued shares as to prevent indefinitely acquisition of a control position.
The idea was that the raider would have to negotiate with the board
to get it to lift the pill, and therefore would be blocked from approach-
ing shareholders directly—presumably with an inadequately priced
offer.

At first, the poison pill was seen by other companies as a kind of
last-ditch, scorched-earth effort to entrench management. But soon they
began to see it as a workable device to protect a company from oppor-
tunistic takeover efforts. Institutional investors were not especially op-
posed. They saw it as a way to gain higher prices (through a subsequent
negotiation process, the defending company could force the buyer to
pay more) when a takeover bid was contemplated, not necessarily as
a method to entrench management or an impediment to a free market
for corporate control.

There was only one problem—the pill severely discriminated against
the threshold-crosser, denying it the principle of one-share, one-vote
that the New York Stock Exchange and the SEC (enforcing federal
securities laws) had endorsed for years. So, when the issue reached the
Delaware Chancery Court, the question was whether the business judg-
ment rule would be applied even if the judgment in question was unfair
to a single shareholder and contrary to the public interest. The court
decided that it did indeed apply—under Delaware law, the board had
acted in good faith and without self-interest, which was all that had to
be demonstrated to allow its judgment to go unchallenged. HFC had
won.

The ruling resulted in a cascade of poison pill adoptions, and it
became much more widely employed as a takeover defense. By 1992,
over a thousand publicly traded companies had adopted poison pills
in one form or another. Respectability had been gained by popularity,
even though it was understood that a company could sit behind its
poison pill and “just say no,” which became the colloquialism to de-
scribe a no-negotiation defense that could logically be considered man-
agement and board entrenchment.
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Next, the issue turned to determining the conditions under which
the Delaware Chancery Court would not allow the poison pill to remain
in place. The court did not have long to wait. In 1985, Mesa Petroleum
launched an aggressive, two-tiered, front-end-loaded offer for Unocal
Corporation, in which cash was offered for a controlling position that,
when achieved, would be followed by a forced issue of junk bonds for
the remainder of the shares. Unocal’s defense was to offer to buy back
its own shares at a higher price in cash, except that Mesa’s shares would
not be accepted. Mesa sued (Unocal Corp. v. Mesa Petroleum), asserting
that the action unfairly discriminated against it, and denied Unocal
shareholders any choice in the matter. The SEC, reflecting the federal
point of view, objected to the defense at the time, and would subse-
quently disallow selective self-tenders.

Despite the SEC’s position, the Delaware court upheld Unocal, ar-
guing that the business judgment rule applied, but adding that it must
be applied differently depending upon whether the contested matter
was an enterprise issue or an ownership issue. If it was deemed to be an
ownership issue, then a higher standard—an enhanced business judgment
rule—would have to be applied. The higher standard involved a dif-
ficult determination of balance and proportion. Henceforth, the court
decided, in a contested ownership situation, the takeover defenses em-
ployed by the target company’s board must be “reasonable in relation
to the threat to shareholder interests posed by the challenge,” which in
the Unocal case the court found to be the case.

This ruling changed everything. Before, the plaintiff had to prove
that the defendant failed to meet the prerequisites for the business
judgment rule to get anywhere, even if the business judgment taken
by the board might be demonstrably unreasonable. After the ruling,
the burden of proof fell upon the defender. The target corporation
would have to demonstrate (and quantify) the threat, and convince the
court that its actions were not disproportionate in the light of that
threat. For example, if a defender had good reason to believe its stock
was worth $60 a share, but a bidder had offered only $40, then vigorous
no-holds-barred defenses could be justified. However, if the offer were
at $56 a share, the defenses had to be more moderate. If the enhanced
business judgment rule was not to apply—because the company could
not satisfy these rather obscure proportionality tests—then the court
would be required to determine for itself whether the actions taken by
the board to defend the company in fact reflected good business judg-
ments, based on whatever standards it wanted to adopt.

The consequences of the imposition of the enhanced business judg-
ment rule were several. First, it resulted in almost automatic litigation
in all takeover cases in which a poison pill and certain other defenses
existed. The defender has 10 days in which to respond to the bid, and
it must do so in the presence of legal and financial advice from outside
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the company (which diminishes the board’s own role in deciding the
company’s destiny).

Second, in defining the threat posed by the bid, the company must
rely on the adequacy of the bid price relative to the long-term potential
value of the stock if the company were left alone. Investment bankers
had to be recruited to give “fairness opinions” as to the future value
of the stock, and these bankers could be deposed and cross-examined
in court.

Third, once the theoretical difference between the future value and
the bid price was established, the company had to decide what mag-
nitude of defense was proportionate to the differential. Clearly, this
was a very convoluted task, but most executives believed that the
ruling limited the flexibility and ferocity that they could employ in
defending their companies. The court, in the end, would judge for itself
whether or not a defending company complied with its requirements.
Because they were so abstract, this meant that the court could decide
any way that the judges chose, based on whatever factors impressed
them the most. If they did not, then the court could go into—and
perhaps repudiate—bona fide business judgments made in good faith
by a properly constituted board. The enhanced business judgment rule
effectively nullified the traditional business judgment rule whenever a
takeover of a company incorporated in Delaware occurred.’

The next case to come along clearly demonstrated that the powers
of directors to decide a company’s future had been curtailed by the
Delaware court. Ronald Perelman was a successful but dreaded cor-
porate takeover specialist, and when he announced a bid in 1985 for
Revlon, the cosmetics giant, its board invited a leveraged buyout (LBO)
firm to organize a management-led buyout of the company. The board
committed itself to dealing with the LBO firm exclusively, and to sell
to it certain key assets of the company if Perelman acquired as much
as 40 percent of Revlon. As the transaction progressed, Perelman’s bid
price was always somewhat higher than the LBO price. Perelman
claimed (Revlon v. McAndrews & Forbes) that the Revlon board inappro-
priately showed favoritism to its own LBO, even though it was priced
lower than Perelman’s offer. He also claimed that the various side deals
that locked Revlon into the LBO were illegal under the enhanced busi-
ness judgment rule. The court agreed with Perelman (and the Delaware
Supreme Court upheld the decision on appeal), disallowed Revlon’s
defenses, and threw the victory to Perelman. The court noted that once
Revlon “put a ‘For Sale’ sign on the firm” by deciding to take the
company private through an LBO, then the role of the directors
changed from defenders to that of auctioneers, in which the duty of
loyalty to shareholders required that the main goal be to secure the
highest price for its shareholders, not to favor a deal in which man-
agement had an interest.
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Another case in the same year reexamined directors” duties of care
in takeover situations. In a landmark (and highly controversial) case,
the board of Trans Union Corporation was sued by a shareholder plain-
tiff group (Smith v. Van Gorkom, 1985) for having agreed too readily to
a merger proposal that was presented suddenly and would expire
within a few days.® The board reasoned it could always accept a higher
bid if one came along, and if none did, it could claim to have got the
best possible price at the time. The Delaware Supreme Court, however,
held that the board had failed to perform its duties of care by failing
to conduct a thorough analysis of the “low-ball” takeover proposal
with the assistance of professional advisers and experts. How could
they know what the company was worth without undertaking such an
analysis? If they did not know what it was worth, how could they
accept an offer for the company? Indeed, the court went further, hold-
ing that the board had so neglected its duties as directors that it voided
Trans Union’s officer and directors’ indemnification and D&O insur-
ance policies. In the end, the buyer paid the individual judgments
against the board members, so none of them suffered personally. Still,
for all future takeover cases, the board of a target company would have
to be able to demonstrate that it had performed its duties carefully by
seeking expert advice and conducting a thorough analysis of the pro-
posal. The new rules had to be followed, whether boards agreed with
the ruling or not. It also guaranteed that every merger proposal from
then on would be carefully studied by boards and their advisers—and
that all companies would have to engage such advisers.

Three years later, a 1988 case of a contested takeover similar to the
Revlon case occurred in which the defender—the publishing house
Macmillan—attempted to escape the clutches of a distinctly unwanted
and unsavory suitor by organizing an LBO. In this case, Macmillan
was being pursued by the notorious British rogue entrepreneur Robert
Maxwell. An intense battle ensued, in which the board of Macmillan
backed a management-led LBO and a bidding war followed, with Max-
well’s price always a bit higher. In the process, Macmillan engaged in
a number of actions that Maxwell claimed were unfair and corrupted
the auction process, such as spying on Maxwell and leaking mischie-
vous information. The Chancery Court did disallow Macmillan’s poi-
son pill but left a one-sided asset-sale defense intact. This defense
would probably have been enough on its own to block the Maxwell
deal from proceeding. However, the Delaware Supreme Court was so
offended by the conduct of the Macmillan board that it threw out the
other defense, too, leaving the victory to Maxwell. In its decision, the
Delaware Supreme Court said: “There must be the most scrupulous
adherence to ordinary principles of fairness in the conduct of an auc-
tion” for the auction to be legal in Delaware.

For the first time, the court was requiring that standards of “fairness”
also be applied in determining the legality of a takeover—in the past,
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it was understood that vigorous, hard-knuckle tactics were part of the
free-market system and should not be interfered with in contests be-
tween professionals. The court in the future would look not just to
proportionality in defense but also to fairness, another abstract concept
that added to the discretion of the courts at the expense of that of the
boards.

Within just a few years, the Delaware Courts had cut deeply into
the freedom of boards of directors to utilize their powers as they saw
fit. Their rulings affected not only the thousands of companies incor-
porated in Delaware but also companies incorporated elsewhere. Many
states adopted Delaware law in corporate matters, but the high level
of publicity the court’s rulings were getting was entering the minds
and expectations of institutional investors around the country. The
Delaware decisions were having a major affect on corporations all
across the country by limiting the freedom and independence of boards
to govern themselves as they wished and by introducing abstractions
to the process of determining a fair response to unwanted takeover
efforts. Corporate sentiment began to build against Delaware as the
preferred state of incorporation. If corporations abandoned Delaware
(has they had New Jersey earlier in the century), the move would have
a devastating impact on the state’s economy.

But the court managed to offer corporations a break in 1989, just
before the overheated market exhausted itself and brought the merger
boom of the 1980s to an end. At the time, there was still a great deal
of concern about excesses in the financial markets, which crashed in
October 1987 and later recovered. Treasury secretary Nicholas Brady
was worried about America’s loss of international competitiveness if
the country’s great corporations were going to be destroyed as a result
of the excessively “short-term profit motivations” of the merger craze.

An announced plan to merge Time Incorporated and Warner Com-
munications on a friendly basis was challenged by a competing offer
from Paramount Communications. A protracted struggle followed, and
the Delaware Chancery Court, in a decision noted for its puzzling
inconsistency with the prior pattern of its decisions, decided in favor
of Time-Warner, disallowing a higher valued offer from Paramount.
Time, the Court held, had not put up a “For Sale” sign. Instead, it was
carrying out a long-term business strategy to merge with a company
like Warner Communications. In such cases—when the ownership is-
sue was unexpectedly raised as a challenge to a bona fide, long-term
strategic move—the board was authorized by the court to set aside the
(short-term) ownership issue in favor of the boards’ long-term plans to
develop the company’s future vitality and shareholder value by pru-
dent strategic development. Normally the court ruled in favor of pri-
vate property rights, wrote William Allen, former chief judge of the
Delaware Chancery Court. But occasionally, as in the Time-Warner case,
it decided in favor of the merger, construing the corporation as an
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entity with many interests, not just property interests. In this case, the
“long-term” interests of Time and its shareholders justified a decision
by the board that might not have been superior to its “short-term
interests.”®

Many institutional investors objected to the Time-Warner decision,
which deprived them of an opportunity to tender their shares at a
higher stock price than they had ever seen for the company. But board-
rooms welcomed the idea that they might rely on long-term strategic
plans to avoid unwelcome takeover efforts. However, it was still up to
the court to decide what a defensible long-term strategy was and how
it was to be weighed against all other factors. And the court had become
very hard to read.

The Changed Scene for Class-action Litigation

During the 1990s, when technology stock prices were soaring, many
executives chose the opportunity to cash-in stock options to extract
some of their wealth from the company they had helped build. They
did this by converting options into shares, selling the shares and re-
taining for themselves the often substantial difference between the ex-
ercise price of the option and the market price. Virtually all companies
did this, and it was thought to be normal. However, many of the
companies involved were both speculative and fragile, and the stock
prices were subject to huge swings, especially if disappointing news
was released. Sometimes, just at the moment when an executive would
be selling his or her own shares, an adverse event or disclosure would
occur that caused the stock price to drop suddenly.

Specialist law firms began to pursue such cases by filing lawsuits
against the company and its executives in federal court for securities
fraud, or in a state court for breach of fiduciary duties. The charge
would be that the executives or directors knew or should have known
of the coming adverse events and discontinued trading in their own
stock, or otherwise acted to prevent the adverse event from occurring.
These cases would be handled with as much publicity as possible so
as to keep the burden of proof on the defendant, and usually the case
would be settled, both to dispose of it and to avoid an uncertain jury
trial. The law firm bringing the action and organizing the plaintiff class
would then attempt to convince the judge to approve an appropriate
legal fee, usually between 10 and 20 percent of the amount collected,
but sometimes more.

Reported settlement amounts in such cases may seem large to the
public, but they represent only a token recovery for individual share-
holders, often less than a dollar a share. From 1991 through 1995, an
average of approximately 180 federal securities class-action suits were
brought each year (representing about 2 percent of all publicly listed
companies, but a very much higher percentage of high-tech compa-
nies). The smaller, entrepreneurial technology companies complained
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to their political representatives (to whom they also made campaign
contributions) that their industry, vital as it was for America’s future,
had enough troubles competing successfully without being ravaged by
plaintiff lawyers.

The result was the passage in 1995 by Congress of the Private Se-
curities Litigation Reform Act, which was designed to make it much
more difficult for trial lawyers to bring such suits against corporate
officers and directors. The law was reinforced in 1998, by another law
that required that all securities-fraud class-action suits be brought in
federal court (not state courts), which effectively eliminated the ability
to charge breach of fiduciary duties to shareholders. The two laws were
thought to have done their jobs of discouraging such suits, until 2001
and 2002 and the overlapping cases of alleged corporate fraud and
misconduct in the accounting and investment banking industries,
which included cases charging misallocation of IPOs.

In the period after the Litigation Reform Act in 1995, the average
annual number of class-actions suits actually increased only modestly
(if one adjusts for an extraordinary 312 filings in 2001 related to alle-
gations of abuses by underwriters in the initial public offerings of high-
tech companies in the late 1990s). As of March 2, 2005, according to a
report prepared by Cornerstone Research, 620 cases had been settled
since the 1995 Reform Act, with settlements totaling $5.5 billion in 2004,
$2.1 billion on 2003, and $4.5 billion in 2000, the previous record-setting
year. These settlements include a number of very large cases involving
high-visibility defendants, such as WorldCom and Enron, more than
65% of all settlements in 2004 were for less than $10 million and 80%
were for less than $30 million.”

These settlements motivated law firms to be more aggressive in
bringing suits, and in pursuing deep-pocketed parties connected to
fraudulent transactions (such as banks and accountants) through
agency or principal relationships. Several such banks were required to
reserve funds for possible litigation settlements from these suits. They
also experienced substantially increased costs (and tightened the terms)
for D&O insurance, and have made corporations operate their business
with an even keener eye to the details of compliance with both the
spirit and the letter of regulations.

State Antitakeover Statutes

In 1989, Armstrong World Industries, a Pennsylvania corporation
founded in 1860, was a leading manufacturer of flooring materials and
one of Pennsylvania’s most important companies. When it was sud-
denly subjected to a raid by the Belzberg Brothers of Canada, the
company chose to call in its local political chips and lobbied for a state
law that would block any takeover effort of a Pennsylvania corporation
that did not have the support of its board. Such a bill (which neverthe-
less allowed Pennsylvania corporations to opt out of its provisions)
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passed in the legislature and became law in April of 1990. Soon after-
ward, many other states followed suit, and by 1990, 42 states (including
Delaware) had enacted similar laws, effectively incorporating the poi-
son pill into the charters of corporations under their jurisdiction. These
laws immediately became controversial. Businessmen, institutional in-
vestors, and academics argued that by taking the company out of the
free market for corporate control, or the market to acquire companies,
the firm would depress its own share price, unless it chose to opt out
of the law.

A number of academic studies demonstrated this point, but no state
has attempted to remove the law from its books. State officials are
determined to protect the large employers that are chartered in their
states (and contribute to election campaigns) and are less interested in
share prices. Like the poison pill, these statutes are effective in deterring
takeovers. But they also interfere with the free-market process, and by
the end of the 1990s, such interference was seen to justify a lower share
price. Since then, many companies have opted out of state antitakeover
laws, guided by their boards or by pressure from institutional investors,
to return their shares to normal trading.

Independence of Directors and Other Reforms

During the last two decades of the twentieth century, some institutional
investors and corporate governance experts have tried to restrict ex-
cessive concentration of powers in management by increasing the pow-
ers of nonexecutive directors. They attempted to do this by insisting
that a majority of the members of boards be independent directors, by
tightening the duties and standards of the audit and compensation
committees, and by increasing disclosures concerning management
conflicts of interest, compensation, and benefits. After the cataclysmic
events of the failures of Enron and WorldCom, some of these ideas
were incorporated in provisions of the Sarbanes-Oxley Act and in new
standards for director independence and conduct promulgated by the
New York Stock Exchange and the National Association of Securities
Dealers.

Although efforts to increase director independence have been under
way for many years, a 2002 study by the Investor Responsibility Re-
search Center indicated that two-thirds of all New York Stock Exchange
companies (about 4,000 companies) would have to make changes to
their boards to meet the new standards, which require a majority of all
directors and all members of audit, compensation, and nominating
committees to meet elevated standards for director independence.®

A variety of other governance proposals have also surfaced over the
years to augment these provisions (although few have been adopted),
including the separation of the jobs of chair and chief executive, des-
ignation of a “lead” outside director, performance reviews and term
limits for outside directors, and solicitation of feedback and suggestions
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from institutional investors. The heart of the effort is to minimize
agency conflicts by having all important corporate activities be moni-
tored and supervised by disinterested and competent directors who
are truly independent of management. If this single requirement for
true independence could be assured, many governance experts have
insisted, the balance of power necessary for good corporate governance
would be achieved, and the rest of the reforms would be comparatively
unimportant.

In the “premodern” corporation discussed in chapter 3, directors
were rarely independent. They all had stakes or otherwise vested in-
terests in the companies they directed. By the time Berle and Means
published their classic work in 1932, some independent directors had
appeared—as an effort to obtain adjunct talents and resources that the
company would need. Bankers, lawyers, suppliers, and customers were
recruited, as were others with useful connections—all had an interest
or stake or some sort in the company. Such nonmanagement directors
were well represented on the boards of the larger, “modern,” and
“institutionalized” corporations by the 1960s. The trend was largely
driven by an effort to satisfy institutional investors, the New York Stock
Exchange (which had urged more independent directors since the
1960s), and the companies’ various public audiences. However, during
the 1970s, an outbreak of weak corporate performance and corruption
led to demands for greater independence and a reduction in cronyism.
Increasing competition in the financial services industry also resulted
in a reduction in boards on which bankers were represented. Never-
theless, by the beginning of the 1980s, when the great takeover boom
began, most directors were thought to be part of the system of en-
trenchment. Takeovers were a persistent threat to management, which
wanted to be able to address the threat, if one arose, with all the
resources available to the company.

Indeed, most analyses of director independence fail to recognize the
social dynamics of corporate boards, which often serve to persuade
their members that the real purpose of outside directors is to support
management and the company as good team players. Board members
usually have little contact with each other outside the boardroom, but
each has a personal and carefully cultivated relationship with the CEO,
who usually has recruited some of the board members—often selecting
those who have reason to appreciate the appointment. The CEO can
usually influence which committees board members are assigned to,
and can set the agendas and the style of committee and board meetings.
Any board member who may prove to be difficult can be isolated,
given less information than others, or not nominated for reelection.
Few CEOs would prefer a truly independent but potentially trouble-
some board over one that was more supportive, compliant, and reliable.

But the effects of Delaware takeover litigation in the 1980s changed
all that for many companies. To protect themselves against charges of
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unreasonable entrenchment and adverse court rulings, boards were
required to make major changes in the ways they governed themselves
during takeover bids. Independent directors, not CEOs, would make
crucial decisions, and to do so they would have to be afforded their
own outside counsel and financial advisers. The outside directors prob-
ably did not want or ask for this additional power, but found it forced
on them by court rulings. The Delaware rulings reduced the agency
conflicts by shifting authority from CEOs and management to inde-
pendent, professionally advised, outside directors.

After the 1980s, a vocal and vigorous corporate governance advo-
cacy developed in the United States to discourage such agency abuses
as entrenchment, excesses in compensation, and other problems that
might endanger the welfare of the corporation. This community, made
up of academics, journalists, and public-interest officials, has long sup-
ported the idea that the greater the percentage of independent directors
on a board, the better, although there is no factual evidence to support
the belief that independence improves either economic performance or
ethical conduct, or that any kind of generalized requirement for board
composition would be effective for all of the country’s several thousand
public companies.

Indeed, there may be contrary evidence in the abundant history of
successful startup companies and partnerships that have been gov-
erned entirely by insiders prior to becoming public companies or ma-
turing into institutional corporations. In theory, independent directors
are free of management pressure and powerful enough to remove a
CEO, so they can have a controlling influence. In practice, however,
many independent directors do not have significant enough invest-
ments in the companies on whose boards they serve to really care about
performance, and have difficulty following company operational de-
tails. Many are not experienced business executives, or if they are, they
may be too busy to keep themselves well informed.

CEOs also have a great deal of influence on independent directors,
even those who have served a long time, and can influence their loyalty
and support. Moreover, it has been widely observed that in a rising
market, CEOs have very few critics—even the most vocal of indepen-
dent directors are silenced by the immediacy of success. And, of course,
rational CEOs are inclined to get rid of troublesome, overly critical
directors by arranging for them not to be reappointed. So it may be
that the theoretical benefits of independence are fully offset by their
practical limitations. Such arguments notwithstanding, after the cor-
porate scandals of the late 1990s, the public policy position of the
Congress, the SEC, and the New York Stock Exchange was to insist on
independent directors as one of the most important steps to prevent
future abuses.

Finally, there is an issue of jurisdiction. Does the Congress (in pass-
ing the Sarbanes-Oxley Act) or the SEC have the constitutional author-



The Role and Duties of Corporate Directors 93

ity to impose regulations concerning the composition of boards of di-
rectors of companies legally incorporated by the states? Is the purpose
of federal intervention the improved regulation of interstate commerce,
and not to intrude into the very nature of the corporation’s organization
for the purpose of performing its functions? This is an argument that
is yet to be heard in court.

Federal Regulation and Boards of Directors

The SEC must restrict itself to civil lawsuits in federal court to enforce
only federal securities laws. In pursuing this mandate, the SEC has
brought and won many lawsuits over the years, and been awarded
disgorgements of profits (turned over to the U.S. Treasury) and pen-
alties (retained by the SEC).

The SEC’s effective (if checkered) record in bringing such actions to
court has sometimes produced important rulings, such as BarChis,
which then create new standards of compliance. On other occasions,
the SEC has won its case only to be overturned on appeal. Two signif-
icant insider trading cases that were tried and won by the SEC were
overturned by the Supreme Court in the 1980s, and in 1990 an impor-
tant shareholder voting case brought by the Business Roundtable and
won by the SEC in federal court was reversed on appeal. These were
cases that the SEC thought were important tests of the law, but the
reversals (which still helped establish the law, although in a different
way) brought criticism of the SEC, either for excessive enforcement zeal
or incompetence. During the late 1990s, the SEC preferred to avoid
testing its authority in court, and instead pressured corporate defen-
dants into settlements, hoping these would act as deterrents in the
future. These cases have not involved individual directors.

In other instances, however, the federal government has pursued
corporate directors for failure to perform their duties. In the 1980s, the
Federal Deposit Insurance Corporation (FDIC) and the Federal Savings
and Loan Insurance Corporation (FSLIC) were required to expend more
than $100 billion (a net figure, after substantial recoveries) to fulfill
deposit guarantees for a multitude of failed U.S. savings-and-loan as-
sociations and banks. A public furore resulted, and Congress in 1989
passed the Financial Institutions Reform, Recovery and Enforcement
Act (FIRREA), which tightened regulations, increased deposit insur-
ance premiums, and established new enforcement and financial recov-
ery machinery. Among these was the creation of the Resolution Trust
Company (RTC) to recover funds advanced by the FDIC to insure
deposits.

Over a six-year period, the RTC liquidated banks, sold assets, and
routinely sued officers and directors of the failed savings-and-loans
and banks, on the grounds that they had failed in their fiduciary duties
to depositors and the FDIC. According to L. William Seidman, chairman
of RTC during this time, approximately 1,000 such directors of savings-
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and-loan corporations were sued, and substantial sums were collected
from them, mainly by “outsourcing” the legal work to private-sector
law firms.!® Many of these cases resulted in settlements with directors
who feared they would be unable to convince juries that they had been
duly diligent in informing themselves about the affairs of the financial
institutions on whose boards they served. Some were also charged with
putting their own interests ahead of the depositors and shareholders.
This is one of the few times when federal law has been successfully
applied to fiduciary duties—but banks insured by the FSLIC and FDIC
were “special” and in many ways different from nonfinancial corpo-
rations.

RETHINKING THE ROLE OF DIRECTOR

Within a period of about six months in 2001 and 2002, the two biggest
corporate bankruptcies ever to occur in the United States—Enron and
WorldCom—galvanized public opinion into a powerfully negative
view of all boards of directors, as well as accounting and banking firms
dealing with corporations. The media—particularly the cable television
and network shows—broadcast the views of angry critics of American
business who were quick to blame the high-visibility bankruptcies, the
sudden collapse of the Internet and telecom industries, and the corre-
sponding drop in stock prices on corporate greed, arrogance, and dis-
regard of public investors.

There were about 15,000 publicly traded companies in the United
States at the time, about half of which were listed on the NYSE or
NASDAQ. Perhaps three dozen of these companies became the subject
of criminal fraud investigations—an unprecedented number. Many
more companies—a few hundred or so—had been named in class-
action suits, most of which had not been resolved by the time the
Sarbanes-Oxley Act was signed into law in mid 2002. Some of these
cases would be thrown out by unsympathetic judges. Others would
advance but have to await resolution until other investigations and
charge-making by the SEC or other government bodies were com-
pleted.

Nevertheless, it would be very difficult to compile a list of as many
as 200 public companies that could be seriously accused of abusing the
public trust by their actions (beyond making business mistakes and the
practice of overpaying their executives). Perhaps a finer net would pick
up as many as 2 to 3 percent of all traded companies for some form of
misconduct or other actions for which boards of directors might be
held responsible, if not punished. So only a small percentage of public
boards could be said to have gone astray during the latter years of the
1990s, one of the most speculative and overheated times in all financial
history. This may actually suggest that 20 years of discussion of cor-
porate governance and enlightened regulation has produced an essen-
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tially well-behaved and compliant corporate sector, rather than a sav-
age and fundamentally unethical one. Of course, among those
companies that imploded after the bubble were some gigantic failures
that cost investors many billions. Failures of this magnitude could
hardly go unnoticed or, in the bright light of intense public scrutiny,
unpunished.

After Enron

Sarbanes-Oxley was passed at the height of the public corporate gov-
ernance frenzy and was reinforced by new rules issued by the SEC, the
NASD, and the NYSE (see chapter 9). Among other things, the law
tightened standards for directors’ independence, imposed require-
ments for “financial literacy,” and enhanced the duties of members of
audit committees. It was observed, however, that the boards of several
of the companies that had failed, including Enron, would have met
even these higher standards of qualification for board membership.

The climate in the early 2000s also called for regulators and officials
to demonstrate that they had the public interest at heart and would act
accordingly (and some cases dramatically). The Justice Department
created a new task force devoted to prosecuting corporate fraud, and
brought criminal charges against several managers of well-known com-
panies (including WorldCom, Enron, Xerox, Adelphia, HealthSouth,
and Rite Aid, among others). It also moved against Arthur Andersen,
a leading accounting firm that (with other auditors) had a 15-year
history of losing class-action suits for improper accounting (see chapter
7). In a 12-month period, the Justice Department task force announced
that it had obtained more than 250 corporate fraud convictions, includ-
ing those of 25 former CEOs." Conspicuously absent from such suc-
cesses, however, for the first two years following its collapse, were the
chairman of Enron (Kenneth Lay) and its CEO (Jeffrey Skilling), neither
of whom by that time had been charged with an offense by the Justice
Department or the SEC, though both were later indicted on criminal
charges. No one who served as an independent director of any of these
companies was charged by the Justice Department.

There was, however, considerable pressure on the SEC, at the time
chaired by a highly experienced corporate lawyer, Harvey Pitt, to bring
civil charges against board members of companies that had collapsed
because of fraud or corporate wrongdoing. The public appeared to be
disappointed when the SEC announced that it would not bring charges
against the Enron board, despite several credible reports (including a
report by the Enron board itself) of only halfhearted efforts by its
members, and members of the company’s audit committee, to identify
and correct the accounting practices that were said to have misrepre-
sented Enron’s true financial position. But the SEC would have had a
hard time bringing a case against these individuals, because it could
not prove that they had themselves personally committed or condoned
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fraud as it was defined in the securities laws. The SEC could not charge
the directors for any failure to perform their fiduciary duties in a dili-
gent and prudent manner since this is a matter of state law. Conceiv-
ably, the SEC could have invoked BarChris to get a broad-minded and
sympathetic federal judge to accept a case based on the audit committee
members’ failure to be duly diligent in assuring that financial infor-
mation reported by the company to investors (and to the SEC) was
accurate and provided a fair picture of the company’s situation, as
required by federal law. After all, if they are not going to be responsible
for the accuracy of financial information they oversee, what were they
good for?

The SEC’s announcement, however, suggested that Pitt was giving
a pass to responsible directors. Overwhelmed by negative press and
unable to deal with it skillfully, Pitt resigned in late 2002. To date, the
SEC still has brought no charges against any outside board member of
companies that it investigated for fraud or other violations of securities
laws.

Meanwhile, plaintiff lawyers had to bring class actions on behalf of
equity owners in federal court, and to demonstrate a violation of fed-
eral law. One such firm brought a suit on behalf of Enron creditors (but
not a class action) in state court, where fiduciary charges could be
pursued. Often all of the companies” board members would be named
in such suits and their indemnification and D&O insurance provisions
would kick in. But quite frequently in such cases, the main targets of
the litigation were the large banks and accountants and others with
deep pockets whom the plaintiffs hoped to make responsible in some
way for their damages. Compared to the banks and accounting firms,
individual directors were far less lucrative targets for plaintiff’s law-
yers, especially when the suits had to be brought in federal courts and
either fraud or a violation of securities law had to be proved.

In one such case, however, a different result occurred, with signifi-
cant consequences for all directors in the future. In March 2005, a class-
action suit brought by Alan Hevesi, Comptroller of New York State
and sole trustee of its pension funds, against the bankers, accountants,
and directors of WorldCom was finally settled. The suit was based on
violation of federal securities law in connection with underwritings of
WorldCom bonds in 2000 and 2001, and Hevesi was able to achieve a
settlement of about $6 billion from more than a dozen banks, a record
sum for a securities class action. The settlement, however, upon the
insistence of the New York Comptroller, included a requirement that
individual board members of WorldCom pay a total of $25 million
from their own pockets, and that the company’s liability insurers pay
an additional $35 million. The board members might have refused to
settle, but then they would have been forced to go to trial as the only
defendants not to have already settled, a proposition they considered
too risky. So they agreed to the unprecedented settlement. Indeed,
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board members have almost never paid money in settlements from
their own pockets in the past. They may not have in this instance either
(a $25 million contribution in a settlement of $6 billion is insignificant)
had not the plaintiff Alan Hevesi (an elected official) insisted on it.

The Future of Corporate Directors

The regulatory changes in the post-Enron era will certainly affect the
role and the impact of outside directors in the future, at least for a
while. Sarbanes-Oxley, the SEC, the NYSE, and probably the D&O
insurance companies are all asking for more independence among di-
rectors, and charging them (particularly regarding accounting issues)
with enhanced duties and reporting obligations. Sarbanes-Oxley also
provides boards with additional resources to accomplish their duties—
such as requiring that outside counsel and financial expertise be made
available to audit committees. This is similar to the expanded role of
outside directors in merger situations that developed for Delaware
companies, which enhanced their independence. For most companies,
of course, the enhanced powers will be unnecessary, since there are no
accounting irregularities to detect and rectify. For those that have them,
the enhancement of independence and resources available to audit
committees should help in rooting out and correcting problems.
However, none of the new laws and regulations make independent
directors any more liable to penalties for misconduct than they were
before. The Sarbanes-Oxley Act did not require directors to bring their
fiduciary duties into the federal realm. Nor were any new standards
applied to the performance of duties by nonmanagement directors.
Indeed, directors’ liabilities for failure to perform their duties is likely
to remain minimal and may be reduced further by extra efforts on the
part of management teams to comply with new standards that affect
them. Whereas the regulators have called loudly for more indepen-
dence on boards, they have not required any increased accountability.
As this reality sets in, corporate directors will most probably breathe
easier and revert to their pre-Enron willingness to serve on boards. A
year after the passage of Sarbanes-Oxley, the National Association of
Corporate Directors reported a registry of 2,000 potential candidates
for board seats, and the Financial Executives Institute had a list of 300
“financially literate” individuals willing to serve on audit committees.'?
Perhaps an attitude change caused by enhanced financial powers of
independent directors will occur and pass over into nonaccounting
areas as well, but in general the sociology of boards is not likely to be
transformed by the new requirements. Directors continue to have per-
sonal, sometimes beholden, relationships with CEOs that put a pre-
mium on loyalty to the management team. Many directors have very
limited business experience, and all are dependent on management for
the information they receive about the company’s business. The dy-
namics of board meetings are more passive than active—directors listen
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to reports without subjecting them to vigorous challenge, they ratify
and endorse resolutions put forward by management, often with little
discussion. Directors do not insult management or each other by public
challenges. Individually, some directors give advice to the CEO pri-
vately, but in general the only time true independence is felt as a
restraint on the powers of the CEO is when something has already
gone wrong and the board is called upon to do something about it,
including possibly the replacement of the CEO. Most individual mem-
bers have little ability to influence the future actions of the company,
if it requires opposing the CEO and other board members publicly. To
expect boards to function otherwise would be unrealistic. Board mem-
bers do the job required of them by their corporate charter simply by
showing up and voting on matters that require board approval. The
corporate governance community places great weight on the role of
boards in assuring effective as well as ethical actions by corporations,
but this confidence may be unrealistic—the dynamics of board com-
position and relationships with CEOs just don’t work that way.

Over the years some states, like Delaware, have charged boards with
the additional task of “monitoring” the actions of managers, but what
this means or how it is to be accomplished has not been made clear.
Federal law requires due diligence on the part of directors, but only
when issuing securities. If American investors want their independent
board members to be responsible for corporate conduct, then they
should look to a change in the laws that now tolerate a confusion of
state and federal jurisdiction and effectively limit directors’ liabilities.
Before doing so, however, it would be wise to consider the conse-
quences of such actions—transferring more power to part-time inde-
pendent board members may also nullify the authority of executives
to act quickly and opportunistically in the shareholders’ best economic
interest. Boards may deny this authority to competent CEOs while they
argue over merits of particular actions and consider their personal
liabilities. Perhaps more can be achieved by better understanding the
CEOQO, the one individual to whom shareholders entrust all forms of
corporate action and conduct.
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Evolution and Powers of the CEOQ

U.S. corporations are not required by law to have a chief executive
officer. They are required to have a board of directors. How the board
arranges things beyond that is up to it. In the “pre-modern” days, most
large corporations were dominated by their founders. But these people
had a loyal cadre of assistants, associates, and protégés whom they
relied upon to manage their businesses. Many became rich and suc-
cessful in their own right. By the time of the “modern” public corpo-
ration described by Berle and Means in 1932, most of the old magnates,
entrepreneurs, and promoters who had built successful companies be-
fore the 1920s had left the scene and been replaced by hired professional
managers.

EVOLUTION OF THE MODERN CHIEF EXECUTIVE

Perhaps the best known hired manager before World War Il was Alfred
P. Sloan, a precocious MIT engineer who in 1916 sold a roller-bearing
business he and his father had bought to General Motors. This was not
long after GM had been organized, by a dazzling but unreliable and
erratic business booster, William Crapo Durant, who persuaded Sloan
to join the GM management team as a vice president. Sloan described
himself as well-to-do but not rich—but certainly not one of the “Alger
boys” (self-made successes glorified in the novels of Horatio Alger).
Sloan was dry, controlled, extremely rational, and a workaholic with
no outside interests or bad habits. He shunned personal attention and
publicity, and in many ways seems the prototype that Berle and Means
had warned of in 1932—the faceless professional manager with no
interests beyond the company and its profits. Serious reversals occurred
at General Motors not long after Sloan joined the company. Durant was
thrown out, and Sloan was made president of the company at age 48,
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serving under nonexecutive chairmen until 1937, when he was desig-
nated “chairman and chief executive officer”— one of the first uses of
the term, which was adopted to indicate that he was not being “pushed
upstairs.” He served in that capacity until 1946, and afterward as chair-
man of the board until 1956.

Throughout most of this time, Sloan was an extremely powerful
man in American business, but he was never flamboyant or excessive;
he quietly went about his business and kept himself out of the limelight,
just as a hired employee should do. His ownership of GM stock enabled
him to become very wealthy, and he became extremely active as a
philanthropist. With the exception of his contemporary, Herbert Hoo-
ver, who chose to purse a career in public service after a career in
business, neither Sloan nor any of the other professional managers of
the time before World War II were well known to the public. Sloan
founded a school of industrial management at MIT in 1952 to help in
the development of more professional managers like himself.!

The Establishment Corporation

During World War II, businesses learned to work closely with the
government under the auspices of the War Production Board, which
was established in 1942 by executive order and assumed sweeping
powers over economic activity. The board controlled access to raw
material and other resources and could prohibit nonessential industrial
activity in the interest of maximizing war production. It soon became
by far the largest customer of all major industrial companies. War
production greatly increased the scale of manufacturing operations and
reliance on sophisticated management practices.

After the war, a great reorganization of American industry was
required to shift from military production back to consumer products
and capital goods, imposing a need for managers to navigate treach-
erous channels of change in the demand for their products and services.
Five years of warfare had also introduced a new style of effective
leadership in corporations—the Eisenhower-like “commanding offi-
cer” who could strategize, organize, delegate, appoint and remove
subordinates from powerful positions. Generals had to be tough and
results-oriented. They had to deliver or be replaced.

After the war, a number of former generals—Omar Bradley, Lucius
Clay, and James Gavin, among many others—became heads of corpo-
rations, or members of their boards of directors. The wartime experi-
ence of generals and their civilian counterparts in business had em-
phasized cooperation and teamwork (and penalties for those who did
not go along) and created a “military-industrial complex” of the sort
that President Eisenhower had warned Americans about in his 1961
farewell address. Eisenhower was concerned about excessive influence
on the part of the defense industry on American foreign policies, but
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in another context, his warning suggested a business-political “estab-
lishment,” which developed as large businesses recognized that they
had to deal not only with competition to succeed but also with the
war-expanded powers of the U.S. government, powers that were not
likely to recede very quickly. Members of the establishment, therefore,
needed to be patriotic, cooperative, connected and influential both in
government and corporate circles, and sensitive to publicimages. These
were new additions to the skill set required of top management.

The large corporations of the late 1950s and early 1960s became the
“institutional” corporations that Adolf Berle described at the time.
Their existence was not only defined in economic terms—maximizing
returns on investment for shareholders or competing successfully to
gain market share—but also in terms of preserving their places in the
pantheon of great American corporations (such as the Fortune 500 list)
that signified success, respect, and importance. Often such distinction
was associated with government or other establishment support, con-
tracts, subsidies, or legislation that favored and protected the compa-
nies. To some, perhaps, this was considered as valuable as high returns,
dividends, and growth.

For a generation, business executives followed similar career paths.
They would join major corporations as management trainees or as
personal assistants to senior executives. Engineers would be sent off to
make things, but the rest of the intake pool—liberal arts graduates,
lawyers, and a few MBAs—would spend several years rotating
through different jobs and gaining exposure to various executives as
they did so. Some would be selected for accelerated promotion, but
most generally remained through a fairly predictable career that led to
a well-pensioned retirement at the age of 65. Those who succeeded and
rose in the ranks often became members of the company’s board of
directors. Businessmen understood that success at higher altitudes in-
volved a lot of committees, reports, planning and staff work, and deft-
ness at operating within the company’s political and social environ-
ment. Top jobs, including that of CEO, were usually awarded to those
from within the company, often as a result of orderly succession plan-
ning. The skills required for advancement were largely those of pre-
serving the corporation’s place and position, and of sensible, well-
planned development of new business and investment opportunities.
These skills would be applied across the various constituencies that the
company’s activities included—to customers and suppliers, labor
unions, and community groups in the locations where the company
had facilities, and in government and media circles. To assist them in
developing the necessary behavior and contacts, many companies en-
couraged their chief executives to participate in business leadership
associations, and to serve on boards of directors of other corporations.

Many institutionalized corporations fostered a practice of upward
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mobility that produced new leadership at the top every six or seven
years or so. It took a long time to get to be named CEO of a large
company, but not very long after that, one was required to retire and
make way for a successor. The retired individual would remain on the
board for a few more years, perhaps serving as chairman. But it was
quite unusual for hired managers of institutionalized corporations to
rise to the top at a young age and remain there for a long period. Most
companies during this time (from the 1950s through the 1970s) recog-
nized the president as the chief executive. Many of them had different
individuals serving as chairman of the board, sometimes yet another
as chairman of an executive committee (the function of which was not
clear but implied great importance), with the two respected individuals
serving as a pair of wise uncles who could guide, but also restrain, the
CEO'’s actions. The board would certainly reflect any large family own-
ership, but otherwise it would comprise a cadre of rising executive vice
presidents or other senior executives and a selection of outside directors
chosen because of their close association with the company (as bankers,
suppliers, or customers) and a few chief executives of other corpora-
tions. When new directors were needed, board members would look
to their own connections to suggest replacements.

Not all companies in this era were establishment corporations. Many
were new enterprises exploiting technologies or business ideas that
had not been around long enough to become institutionalized—com-
panies that were focused on internal growth and expansion. Other
companies were controlled by their founding families, or by brash
financial entrepreneurs and wheeler-dealers. Companies were either in
a high internal growth mode, or they were not. Those that were not
included many of the older, more established companies that were
limited in their opportunities to grow because of continuing tight an-
titrust policies left over from the 1920s, which precluded most major
companies from acquiring others within their own industry. There were
very few mergers of any size until the late 1960s. Many companies
attempted to grow overseas instead, which turned a number of them
into multinational corporations, a term that reflected the projection of
corporate power and resources into markets around the world. But
wider international activities of corporations also increased their com-
plexity and dispersed their authority in ways that required even more
professional management which inevitably increased the corporate bu-
reaucracy. There seemed to be an understanding that large corporate
organizations, like the government or the army, could only be managed
through well-organized administrative layers.

Whiz Kids and Corporate Raiders

The preferred phrase for management of a business bureaucracy was
“business administration,” which was thought to be a set of skills
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performed by educated business managers. The Harvard Business
School was founded in 1910 just for this purpose—to train a group of
young men to become business administrators who might rise to pro-
vide the leadership needed to head large corporations in the future.
These managers were trained in top graduate schools of business ad-
ministration. The model of the successful modern professional manger
was Robert McNamara, a 1939 honors graduate of the Harvard Busi-
ness School who served as an analyst in the army air force during
World War II and was subsequently part of a group of “whiz kids”
recruited by Ford Motor Company to reorganize its operations after
the war. There he rose to the presidency of the corporation in 1960,
soon after which he was selected by President-elect John Kennedy (to
whom he was not previously known) to become secretary of defense
of the United States at the age of 44.

Business conditions changed dramatically in the 1960s. The economy
had entered a high-growth phase again, averaging over 5 percent for
a decade, with GNP expanding each month for nearly nine years. New
business opportunities were emerging, and the Dow Jones Industrial
Average reflected them, nearly doubling during the decade. Growth
was what investors were looking for, particularly growth in earnings
per share. Those companies that could show annual earnings per share
growth of 15 percent of so could aspire to see their stocks trade at 15
or 20 times earnings, a significant improvement over price-earnings
multiples of the past. Institutional investors for the first time had be-
come a significant factor in setting stock prices, and mutual funds
managed by professionals proliferated to an extent not seen since the
1920s. The stock market went into an exuberant period, and soon af-
terward the long-dormant mergers-and-acquisitions market entered a
boom period as well. Mergers, of course, were the way for companies
to grow faster than they could from internal growth alone. Large cor-
porations were still restricted by antitrust policy from participating in
the merger boom in a significant way, so the real opportunities were
left to a new kind of entrepreneur who appeared at the time and started
the multibusiness enterprise, or “conglomerate.” One of the earliest of
these, Litton Industries, was founded by Charles “Tex” Thornton, a
contemporary and fellow whiz kid of Robert McNamara.

Thornton’s idea was to create a company that could grow annually
at 15 percent more or less indefinitely. It would do so through a holding
company structure that would acquire a variety of unrelated businesses
at a pace sufficient to reach its growth objectives. Once acquired, the
companies would be subject to operational discipline and cost-cutting
to improve performance and eliminate any activity that would be du-
plicated by the holding company, which itself would be run in a lean
way by a group of highly talented, well-educated, young and energetic
business professionals. With appropriate marketing effort, Thornton
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was able to persuade investors to buy into his idea, and Litton’s stock
price rose in anticipation of his achievements. With a higher stock price,
Thornton could acquire other companies (any kind of company) that
traded at lower price-earnings multiples than Litton, and in doing so
would enable Litton to consolidate the acquired company’s earnings
on a basis that increased Litton’s earnings per share, and thus justified
its stock price. The technique seemed to work. Litton’s stock price rose
dramatically in response to the strategy, and various other conglom-
erate companies were formed to do the same thing.

Many of the companies that followed Litton were inclined to make
takeover offers whether they were welcome or not. They came to be
seen as “corporate raiders” and “asset strippers” and were considered
the pirates of modern commerce, many of whose victims were in-
stitutionalized, establishment corporations. The raiders created the
suddenly announced cash takeover bid—called the “Saturday Night
Special,” named for a cheap handgun used by muggers—which, after
the large and powerful institutionalized corporate community rallied
its supporters, resulted in the passage of the relatively benign Williams
Act in 1968. Nevertheless, the raiders were successful in getting share-
holders of their targets to tender their shares, despite mighty efforts
by target companies to persuade them not to. Institutional investors,
devoted to achieving the best investment results they could, were
particularly deaf to the pleas of corporate targets. In a short time, be-
tween 1963 and 1969, a new force had emerged that corporate execu-
tives would be required to deal with: the financial marketplace—one
that would reward or punish companies as it saw fit, through the in-
creasingly visible and important measure of the share price. The mar-
ket would determine whether a company’s prospects were worth a
great deal or not. If so, a rising stock price could make investors
wealthy, and if not, a lowered stock price could make a company vul-
nerable to a raider. Executives had to listen to the market. They had no
choice.

Hard Times and New Leadership

The spirit of the 1960s, however, could not last. It survived political
assassinations and urban riots. But the Vietnam War proved to be its
undoing. Lyndon Johnson declined to run for reelection in 1968, but
even a new president, Richard Nixon, could not end the conflict until
1973. Meanwhile, some of the economic consequences of the war were
felt at home, where inflation rose into double digits, carrying interest
rates with it and killing economic growth. This led the Nixon admin-
istration to embark on a series on policies that operated entirely against
the free market, such as wage and price controls, capital controls, and
unlinking the dollar from gold. None of them worked. To make matters
worse, oil prices suddenly quadrupled after the outbreak of war be-
tween the Arabs and the Israelis in 1973, followed by Nixon’s Watergate
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resignation, trade disputes with Japan, the ascent of the Ayatollah Kho-
meini in Iran, more oil price rises, and the Russian invasion of Afghan-
istan during the ineffective Ford and Carter administrations.

American corporations were embarrassed by a variety of scandals,
ranging from illegal political contributions at home to bribing foreign
heads of state to gain export business. It was a very tough time for
American businesses—many well-known companies like the Penn
Central Railroad (the largest railway company in the U.S.), Chrysler
Corporation, and Lockheed Corporation failed or had to be rescued by
government bailouts. An investor purchasing a share of the Dow Jones
index in January 1973, just before Nixon’s shortened second term,
would have to wait 11 years, until December 1983, for it to get back to
where it started. In real terms, however, after the effects of inflation
averaging about 8 percent for those 11 years, the investment would
have lost more than 40 percent of its real value. Most companies found
stock options to be of little value, and many, including IBM, were forced
to lay off workers for the first time in their corporate existence. Most
establishment companies then were being managed for survival, not
for growth or to maximize profits.

One major corporation that failed during this time was Chrysler,
and in 1978 the company endeavored to restructure itself and to renew
its future prospects. This meant new management, and Chrysler’s
board selected Lee Iacocca, then president (but not CEO) of Ford Motor
Company. Iacocca had been at Ford all his business life, and had risen
to the top on the basis of the success of products and models he intro-
duced. When he arrived at Chrysler, he found it sinking, and was able
to arrange a $1.2 billion loan guarantee provided by the U.S. Treasury
(justified at the time as being necessary to keep the American car
industry at least minimally competitive).

Tacocca cut the template for at least one style of CEO that later was
copied repeatedly—the rough-edged, results-driven, ruthless, cost-
cutting executive whose sole interest was in returning the company to
high levels of profitability so he could benefit from the generous stock
options and other compensation arrangements provided when he
agreed to take the job. The Chrysler board was desperate to get some-
one as experienced as lacocca, and agreed to whatever he demanded.
Helped by lower interest rates and a turnaround in the national
economy, lacocca did succeed in turning Chrysler around within four
years by cutting costs and reducing employment. He was extremely
well paid for his effort, and became a role model for the pay-for-
performance school of executive compensation. Iacocca himself became
a popular celebrity, by appearing in company advertisements, and on
television shows and at celebrity events, by giving interviews, and
by making news with tough talk and attitude. lacocca was, after all,
restoring shareholder value. He was little interested in committees,
cooperation, or hobnobbing with the establishment elite. He was a
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dynamic but picaresque character whose language could be foul, who
drove people hard and treated them poorly, ignored good manners,
and unashamedly wanted to make all the money he could. He was
the first antiestablishment CEO of a major corporation in years,
and the public seemed to love him for it. The more approval he re-
ceived, the more outlandish he became. He remained at Chrysler until
retirement in 1993.

ITacocca shook things up and got things done. Many large, institu-
tionalized companies could see a need for an lacocca in their own
organization. Several such firms, after struggling through the 1970s,
decided to make management changes to find young, dynamic,
Iacocca-like figures to shake things up as well. Anthony J. E. O'Reilly,
once a star rugby player for the Irish national team, took over as CEO
of H.]. Heinz Company in 1979 at the age of 43. Roberto Goizueta, a
Cuban-born engineer, took over as CEO of ultraestablishment Coca-
Cola in 1981 at the age of 48. Jack Welch, a tough, Boston scholarship
kid, took over as CEO of General Electric in 1981 at 45, and Michael
Eisner became Walt Disney’s CEO at 42 in 1984. By 1997 (the year
Goizueta died), these four had established themselves among the most
successful and most highly paid corporate executives in the United
States. They were all recruited to mend troubled, but still powerful and
important, American companies that had been founded generations
earlier. There were many such companies among the Fortune 500 in the
early 1980s.

THE POSTMODERN CORPORATE CEO

The 1980s were years of corporate restructuring—either by takeover,
leveraged buyout, or self-imposed internal effort. Conglomerates were
broken up, diversified manufacturing companies slimmed down and
refocused, and many businesses were acquired by leveraged financial
investor groups to operate as private companies. Investors were willing
to purchase risky subordinated debt of these companies, hoping to
make large gains from the reissuance of the stock in a few years’ time.
A merger boom developed (the first since the 1960s) to accommodate
these trends, and the Dow Jones Index rose steadily, tripling from 1981
to 1989, despite a major market crash in October 1987.

The market was rewarding performance in achieving companies’
basic objectives of increasing their returns on investment and market
share. This performance was attributed by the market to companies’
underlying strategies and executive leadership, and information about
their strategies and leadership came from security analysts, press arti-
cles, and fund managers’ interviews with CEOs. Companies with char-
ismatic, results-oriented chief executives with bold strategies and good
media skills were rewarded with higher stock prices, and their CEOs



Evolution and Powers of the CEO 107

were in turn rewarded with more generous compensation packages.
CEOs recognized the pattern, and many adapted themselves to benefit
from it. They hired public relations experts to portray their actions as
favorably as possible, they cultivated the analysts who reported on
them, and they hired lawyers and consultants to assist in negotiating
their compensation packages.

New Compensation Practices

Prior to the 1980s, most CEOs of large corporations were paid a salary,
a modest cash or stock bonus, and a contribution to a retirement fund.
There were perquisites as well, of course, and some had generous stock
option programs. For the most part, however, stock options had been
a disappointing form of compensation during the 1970s, when equity
markets failed to perform well. Forbes published its first list of the
richest 400 Americans in 1982, and no CEO who had neither founded
a company nor inherited his position was on the list. At the peak of
the stock market in 1999, however, several such CEOs were included
on the Forbes 400, which then required at least $600 million in net worth
to be listed, and many more had accumulated fortunes large enough
to make them near-term possibilities.

The changes in compensation practices began in the early 1980s,
when hostile takeover efforts began again. Boards began to provide
CEOs and a few other key managers with packages that anticipated a
change of control. Such a package, called a “golden parachute” in the
market, provided for payments to be made to compensate the execu-
tives for their loss of office in the event of a takeover. The packages
were justified by boards as being fair payment to executives to ensure
that they would not unreasonably discriminate against a takeover offer
by suppressing it or misrepresenting it to the board. Some boards also
felt that as the payments would be made by the acquiring company,
they would not cost their own shareholders anything.

In time, the definition of a change of control for compensation pur-
poses became very soft (for example, a “change of control” event might
occur if an offer for the company was made, even though it was not
accepted by the board, or even when the offer was only for a modest
amount of the stock, such as 25 percent). A golden parachute might be
worth three or four years of future compensation, but it could be what-
ever the board wanted and was often more. Ross Johnson, the CEO of
RJR Nabisco at the time of its LBO in 1987, had a parachute valued at
$53 million.

Critics argued that the parachutes represented unreasonable pay to
executives just for doing the job they were hired for—that is, to maxi-
mize shareholder value. Before long, however, the CEOs of most large
corporations had been issued parachutes, partly because their boards
believed that they were in the shareholders’ interest and partly because
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so many other companies had offered them to CEOs that it became
difficult to refuse.

The leveraged buyout boom in the 1980s was a temptation for many
managers. In some cases, LBOs were arranged by professional firms,
such as Kohlberg, Kravis and Roberts (KKR), and the firm inserted its
own CEO to manage the company after the takeover. Other times, a
management group, perhaps financed by KKR or other LBO operators,
would arrange the deal. Those CEOs selected for such work—or in-
serting themselves by initiating the LBO process—could make multi-
ples of their current compensation by the ownership and other incen-
tives offered to managers in buyouts. The LBO business placed the
pay-for-performance standard on the top of its list of ways to succeed
as a CEO. And it set up a marketplace for chief executives eager to put
themselves into a higher risk-reward position than they had with an
establishment corporation. Lou Gerstner, for example, left a high po-
sition at American Express to become CEO of the post-LBO RJR Na-
bisco, succeeded in making a fortune while there, then was hired away
in 1993 to successfully turn IBM around after being granted a great
deal of IBM stock.

For most companies, it was easier to issue stock in the form of
options because they did not have to account for the compensation
expense right way, while immediately taking tax deductions for them,
because for tax purposes they could recognize the expense. Options
were also hard to value—many executives in the 1980s and 1990s
resisted the idea that stock options could be properly valued well in
advance of their being exercised—and as a result were frequently un-
dervalued when offered by companies to employees, who therefore
received more actual value from the options than the company had
intended. The more options were used and the higher stock prices rose,
the greater were the cumulative distortions in executive compensation,
including the balance-sheet and earnings-dilution effects of compen-
sation practices, especially among technology and other growth com-
panies. These distortions did not favor the stockholders of the com-
panies.

Most company boards think they have capable CEOs. It is, after all,
the board’s job to select someone who is highly capable. They do not
relish the thought of losing a CEO to an LBO operator willing to pay
him or her a great deal more than he or she was already earning.
Relatively few CEOs ever received such offers, but most boards thought
their CEOs were good enough to get one—and just might. So they
altered compensation packages to provide munificent golden para-
chutes, plus stock options, just to be sure they were meeting market
standards for CEOs, even though it was highly unlikely that their CEOs
would actually drift away. Just to be sure they were meeting market
standards, they retained compensation consultants, who conducted
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surveys of the compensation arrangements at comparable companies
and reported back to the board. They might show the median compen-
sation for a CEO was $4 million, the upper quartile was $6 million, but
their own CEO was receiving $3.8 million, less than the median and
much less than the upper quartile, where the board thought their CEO
should really be ranked. So the CEO got a raise to adjust his or her
compensation to where the board thought it should be, on the basis of
the consultant’s analysis. The adjustments raised the median for the
group to, say, $4.2 million, and the consultants reported this informa-
tion to other companies, and the level of compensation required to
keep one’s own CEOQ in line continued to rise—all by itself and without
any direct contribution from the CEO.

If, however, a board resisted this insidious process and took the view
that there were probably others in the global executive talent pool who
would take the CEO job if the incumbent left, it may have been sur-
prised when it came time to renegotiate the CEO’s contract, an event
that happens every three years or so. The CEO might (as many did)
have retained an agent to negotiate for him or her who was well aware
of the consultant’s data. If the board still resisted and the CEO left, it
was usually required to conduct an executive search to obtain the best
person it could for the job. To do this, the company normally employed
an executive recruiting firm to advise it on the compensation package
needed to attract the best candidate, who in any event would appear
with his or her own agent. It was very difficult to escape this process
of self-reinforcing inflation in CEO compensation, and very few com-
panies were willing to do so, for fear of appearing to be out of step
with the pay-for-performance ideal.

For companies having to replace a CEO—especially those needing
one for a difficult turnaround assignment (such as IBM’s)—the latitude
for negotiating with the candidate was often quite narrow. The candi-
date’s agent would not only be well informed about the market for
CEO talent but also would have drafted an employment contract that
was very favorable to the candidate. Often these would require some
sort of signing-on bonus, a guide for how the executive would be
compensated once on the job, a list of perquisites, privileges, and titles,
and a detailed arrangement for severance payments in the event the
individual should be terminated. The board’s first priority was to find
the best possible candidate, and then to negotiate a contract to ensure
the candidate would come on board. It was a sellers” market for CEOs
in the 1980s and 1990s, and CEOs could largely write their own tickets.
Often it was “golden hellos” when CEOs arrived, “golden handcuffs”
while they served, and “golden goodbyes” when they resigned or were
terminated. This was a far cry from the dedicated, professional man-
agers of the establishment corporations of the past.

The executive compensation process was subject to some moderat-
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ing influences, however. Pay arrangements have to be disclosed to
stockholders, albeit in a format required by the SEC that misinforms
the reader. This format cumulates the value of current salary and bonus
payments with the value of share options from the past that were
exercised in the current period and reports no value for recently issued
shares or those with exercise prices below the stock price. However,
annual media surveys and analyses of executive compensation data—
almost invariably suggesting that compensation levels were excessive—
by corporate governance commentators, academics, and regulators
somewhat improved the available information about compensation. A
company must report its stock market performance and contrast it to
an index of share price performance for a group of comparable com-
panies among its industry peers. Some companies have also responded
to requests that compensation be tied not simply to stock price appre-
ciation—as in the case of fixed-priced stock options whose value in-
creases directly as the stock price rises—but to other indices that more
appropriately reflect the success of the management group. Such in-
dices, for example, may only reward stock price rises above the market
index, or that of a peer group. Otherwise, a market fueled by, for
example, interest-rate declines would still be the source of reward for
a CEO of a company that otherwise did nothing to justify it.

The Imperial CEO

In the 1960s, the concept of the officially designated “chief executive
officer,” initiated by Alfred Sloan in 1937, began to spread among large
corporations, though slowly at first. By designating a single individual
as chief executive, it became clear that the board had vested ultimate
decision-making authority in this individual. The roles of chairman,
vice chairman, president, or other officers who may have shared this
power were downgraded. This individual, in order to avoid any ques-
tion as to who was in charge, frequently occupied the offices of chair-
man of the board, president, and CEO simultaneously and was given
freedom to take such action as was needed to pursue opportunities
without being impaired by first having to achieve an internal consen-
sus. The idea was to give greater authority to more dynamic leaders
who would accordingly produce better results for shareholders. The
effect of this change was the selection and empowerment of an indi-
vidual who would be charged with making the company and its stock
price grow, and who therefore needed the loyalty and support of the
rest of the board. This helped establish the notion that, to be worthy of
selection, a CEO had to be a person with great leadership ability and
charisma who could utilize the power granted to good effect. Board
members, in turn, were expected to be “team players” in their support
of the CEO.

The chief executive, whose de facto powers grew with this allocation
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of authority, was usually able to control, directly or indirectly, all the
elements of governance in the company, along with his or her own
remuneration. Such elements included (1) control of the content, fre-
quency, and information supplied at board meetings; (2) approval of
nominees to the board and board committees, and of those to be re-
nominated; (3) compensation, benefits, and perquisites of executives
and board members; (4) selection of outside service providers, includ-
ing bankers and lawyers; (5) press relations, including personal press
coverage; and (6) political and charitable contributions and lobbying
efforts. The CEOs would have the ultimate authority to determine how
shareholder’s interests were to be perceived and served. Most CEOs
accepted this responsibility as a matter of course, used it appropriately,
and also exercised an appropriate amount of self-restraint. But for
others, it was an enormous amount of power that could be used to
advance an executive’s personal ambitions and avarice—transferring
wealth from shareholders to management—and, when mistakes were
made, to destroy shareholder value rather than enhance it.

In the 1960s, many companies that had allocated special powers to
the CEO, including several companies that were admired for their
aggressive, sometimes hostile acquisition practices, including the ear-
liest “conglomerates,” enjoyed strong success in creating economic
value and stock price appreciation for their companies.? They were
seen as charismatic, successful (even ideal) business leaders and were
fully supported by their boards. As these companies established pat-
terns that seemed successful, others emulated them. Even properly
independent directors began to believe that they were not supposed to
quibble, oppose, or openly question the CEO’s actions unless drastic
circumstances were involved, and usually they were not. Throughout
this period and into the 1970s, however, there was one restraining
element that CEOs had to face—the availability of professional legal,
financial, and accounting services. Senior lawyers, commercial and in-
vestment bankers, and accountants were a conservative lot, not unduly
troubled by competition for their large clients” business. They were
very loyal to their clients but spoke freely to them and were uninhibited
in telling them what they thought.? This changed dramatically in later
years, as competition in the financial services, consulting, legal, and
accounting businesses intensified, relationships were played off against
one another, and once-exclusive relationships nearly disappeared.

Growth by Acquisition

The merger and stock market boom of the 1980s was mainly focused
on restructuring and value creation from streamlining, cost-cutting,
and what was then called a “return to basics.” The takeover market
burned out by the end of 1989, and this was followed by a recession
and a bear market in stocks and in junk bonds, after the collapse of
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Drexel Burnham and the arrest and trial of Michael Milken, the leading
figures in the junk bond business. The slump was enough to win Bill
Clinton the presidency. But Clinton did not substantially change the
Reagan-Bush economic policies that had preceded him, although he
did make a greater effort to reduce the national budget deficit through
tax hikes, and as interest rates fell, this helped trigger a stock market
recovery in 1992. From then on, throughout the Clinton presidency, the
stock market powered ahead—despite corrections in 1994 and 1998—
to complete the decade and the millennium at record levels. The market
of the 1990s appeared to be influenced mainly by peace (the sudden
end of the Soviet Union and the apparent end of hostilities elsewhere),
globalization (the rise of the European Union and economic liberaliza-
tion in Asia and Latin America), technology (the Internet, telecommu-
nications and healthcare booms), and continuing economic growth,
which in the United States had lasted even longer than in the 1960s,
producing a stellar expansion pace of 108 consecutive months.

The merger market also recovered, and the 1990s saw a record level
of transactions in both the United States and in Europe, where the
continent’s first merger boom was underway. In the 1990s, the empha-
sis was on large-scale strategic acquisitions, designed to achieve strong
future market positions in industries that were consolidating or oth-
erwise subject to competitive reorganization. These acquisitions re-
quired the cooperation of the antitrust authorities, which had backed
away from preventing large mergers in the Reagan administration in
the interest of deregulation. The Clinton Justice Department essentially
left the Reagan position on antitrust enforcement alone, although it
was tightened somewhat toward the end of the 1990s. The Europeans
took a somewhat tougher approach.

Such large-scale mergers, however, were too large to be cash deals.
They required a stock market that would accept huge stock-for-stock
deals, and this market was prepared to do so. Mergers occurred in
many industries, not just technology and telecommunications, includ-
ing the financial services industry, entertainment, defense, and the
pharmaceutical industries.

Merger policy was almost exclusively the domain of chief executives.
For the CEQ, it was a way to continue to grow the company at a pace
faster than that which could be achieved internally. The higher growth
would be recognized by the market as strategically important if a
merger resulted in the capture of a unique brand name, offered oppor-
tunities for severe cost-cutting to reduce redundancies or promote mar-
ket power, and could be shown to produce accretion to earnings per
share in the near future. Using stock for the acquisition usually pro-
vided a favorable accounting treatment of goodwill, and there was no
need to approach bankers to borrow money to finance the deal. After
such a strategic combination, the firm would be very much larger, and
the institutional and personal power and importance of the CEO of the
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acquiring company was greatly increased. Such a boost in importance
was usually the occasion for compensation increases or special bonuses
at the time of the deal, not necessarily after the deal had proved to be
valuable to shareholders.

Still, for an acquisition to be successful, it must satisfy the investment
objectives of the acquiring company and in fact be in the best interests
of its shareholders. Just becoming bigger is not enough—bigness comes
at a price, and the ultimate question is whether the price is worth the
result achieved. Most acquirers exchange their shares for shares of a
target company at a ratio that somewhat favors the target (reflecting a
“merger premium”). The premium is paid for the right to control the
combined postacquisition enterprise, and is roughly worth the present
value of all discernible future “synergies” resulting from joining the
two businesses. If the synergies are disappointing, or managerial prob-
lems from integrating two large, independent companies result, then
the benefits of the acquisition may be insufficient to justify the cost, in
which case the original shareholders of the acquiring company would
have been better off if no deal had been made. And ill-advised acqui-
sitions can cost shareholders twice—once through above-market prices
paid to sellers and once again through above-market remuneration of
deal-making top managers and their advisers.

Sometimes, markets detect bad marriages and sell off the stock of
the acquiring company, making the economics of the transaction even
more difficult. Management usually responds by saying the market is
short-sighted and that the combination of businesses has great value
but this will be achieved over many years in the future. Many deals,
however, prove to be mistakes, and steps must be taken by boards to
repair the damage once the CEO who made the deal in the first place
is removed. CEOs are removed when such mistakes are recognized,
but only afterward. Board members who vote to remove an offending
CEO are often the same ones who enthusiastically supported the CEO
when the ill-fated merger was proposed in the first place.

AGENCY CONFLICTS AND COSTS

Transferring so much managerial power to one individual, and with-
drawing board restraints, has the potential to inflame agency conflicts
between the interests of a corporation’s manager (CEO) and its owners
(shareholders). Both would like to see the share price rise, of course,
but they may disagree on how much expense to incur, and how much
risk to expose shareholders to, in order to achieve the desired increased
share price. If a corporation pays more in managerial compensation
and related expenses, for example, than an informed group of share-
holders would believe to be reasonable, then the overcompensation
becomes an agency cost, one that results either from error or intentional
misappropriation of resources.
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If the manager subjects the corporation to unusually high risks (from
a faulty growth strategy, excessive leverage, or insufficient internal
vigilance) in order to achieve an increase in stock price from which the
manager benefits more than the shareholders, then the manager has
subjected the corporation’s owners to moral hazard. For example, a
manager may propose a high-risk acquisition strategy to satisfy the
company’s growth objectives and be “incentivized” to accomplish the
strategy by a generous stock option package. If (or while) the strategy
works, the manager prospers more than the other shareholders (not
having had to risk any capital). However, if the strategy fails, then the
manager only fails to make money, while the other shareholders incur
losses. The corporation experiences a drop in market value, may incur
penalties and legal costs in defending itself in class action litigation,
and may suffer damage to its reputation and business franchise, while
the manager only loses his or her job and often is able to leave the field
with substantial personal wealth intact.

Misappropriation is difficult to establish. Reasonable people can dis-
agree over how much incentivization a particular compensation pack-
age contains, or should contain—especially when the packages have
to compete in a sellers’” market. Nevertheless, in the 1990s, a large
number of mischievous, complicated, and obscuring compensation
practices quietly worked their way into the system and were rapidly
copied elsewhere in the purported interest of remaining competitive.

Many of these contained a number of overlapping compensation
elements and benefits that made actual compensation totals difficult to
understand, such as: (1) option programs that were created without an
understanding or disclosure of their economic cost to the company; (2)
the resetting of stock option exercise prices at lower levels after a major
drop in the stock price; (3) allowing options to replace themselves
automatically when exercised; (4) making large personal loans to CEOs
to invest in company stock or homes and other noncompany assets
and allowing company stock to be sold back to the firm to repay the
loans;* (5) payment of large “special bonuses” to top executives for a
one-off corporate action (such as a large merger) taken before any value
to shareholders was demonstrated; and (6) and extensive postretire-
ment consulting payments and other perquisites. Such practices re-
ceived a great deal of unfavorable public attention, but there was little
anyone could do about it. Shareholders were not required to vote ap-
proval of compensation plans, but even if they were, there is little
evidence to suggest that they would have rejected them. The compen-
sation practices were seen to be necessary to attract and motivate a
high-powered team that would lead the company to a higher stock
price.

Again, these various compensation mechanisms were said to follow
the conventional wisdom of aligning manager’s interests with those of
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the shareholders. The more invested in the company’s stock a manager
was, the greater would be his or her interest in seeing the stock price
rise, to the benefit of the rest of the shareholders. But the manager was
not putting any money up for stock options. And if options were
granted frequently, they would mature and be exercised frequently,
allowing executives to take cash out of the company on a regular basis
while maintaining their investment positions, something shareholders
could not do. Consequently, many executives who were striving to
expand their businesses and cause the stock price to rise, and who were
constantly promoting the stock to analysts and employees, were at the
same time hedging their bets by exercising options and selling stock
on a regular basis.’ There were a variety of options programs for com-
pensation committees of boards to choose from, but generally they
wanted “the best” for their people, even if it was very difficult for these
directors to know just how much the options they were handing out
were worth (see chapter 7 for a discussion of the accounting and val-
uation issues associated with options). Stock options were said to pro-
vide around 80 percent of the final compensation of executives during
the 1990s, and because the market rose so considerably during those
years, for many companies the values associated with the options
soared.

During the 1990s, the reported total compensation of senior corpo-
rate executives rose by 442 percent in eight years, to an average of $10.6
million. At this level, the average CEO was being paid more than 500
times the wages of the average employee, up from 85 times at the
beginning of the 1990s, and 42 times 20 years before.® Perhaps boards
really believed that their CEOs deserved the compensation they re-
ceived, even if this belief was arrived at naively. Or maybe they didn’t
care very much, but in any case, their decisions were protected by the
business judgment rule in their state of incorporation (discussed in the
previous chapter). In any event, the agency cost to shareholders of
excessive CEO compensation was almost never more than a small part
of the company’s cash flow, and never more than a few tenths of a
percent of the market value of the company, and consequently was
usually not considered to be material, especially as compared to the
far greater agency costs to which boards had exposed their sharehold-
ers through erroneous acquisition or other strategies.

CEOs, for their part, were encouraged to risk shareholders” capital
aggressively, sometimes recklessly, because their diverse shareholders
appeared to want them to do so. During a bull market, shareholders
are not inclined to call for caution and restraint. They want the com-
panies’ boards of directors to continue to pour it on and make the most
of opportunities. But with the corporate failures at the beginning of the
2000s, many such strategies were abject failures. They had catastrophic
consequences for the companies involved. Most were the result of busi-
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ness strategies that could not or did not work (Enron, WorldCom,
Global Crossing, AOL-Time Warner and many financial services com-
panies) or involved improper or illegal efforts to rescue the situation
with accounting tricks or coverups. The loss in market value alone (in
stocks and bonds) from these and other disasters like them amounted
to several hundreds of billions of dollars in the early 2000s.

Recent studies suggest that more than half of the large strategic
mergers of the late 1990s were destructive of shareholder value in the
acquiring company. Indeed, one such study concluded that acquisitions
from 1998 through 2001 destroyed 12 cents of acquiring-company
shareholder value for every dollar spent, or $240 billion in all, as com-
pared to only 1.6 cents per dollar spent by acquiring firms during the
1980s.” A similar analysis was published by Business Week in 1995.
Another showing even worse results was published in 2002.5 Of 302
mergers valued in excess of $500 million from July 1, 1995, through
August 31, 2001, 12 months after announcement:

» Average return for all buyers was —4.3 percent compared
to the buyers’ peers

* 61 percent of buyers lost shareholder value relative to their
peers of an average of 25 percent

» 80 percent of these buyers continued to show negative
returns relative to peers after 24 months

* Buyers paid an average premium of 19.3 percent over av-
erage return of sellers’ peers

* 65 percent of buyers made acquisition with stock; their
returns lagged buyers’ issuing debt by 8 percent

The AOL-Time Warner combination, valued at $166 billion when
announced in January 2000, was a classic example of a failed merger—
and required a write-off of $54 billion on the deal two years later. Such
results suggest that boards of directors were unwilling to develop an
independent view of the deals proposed to them for approval, and
would not or could not contain the moral hazard that the CEO’s actions
reflected. Evidently, moral hazard was a lot more costly to shareholders
in the 1990s than excessive compensation.

As in the 1920s, the speculative market bubble of the 1990s created
serious distortions in the systems of corporate governance. The Dow
Jones Index increased about fivefold during the decade of the 1920s,
and nearly fourfold during the 1990s. In the 1920s, much of the mar-
ket’s enthusiasm was justified by extraordinary new technologies
(radio, electric power, automobiles), by financial engineering (pyra-
mided utility holding companies), and by tapping into the retail inves-
tor pool (leveraged unit trusts). These themes were repeated in the
1990s, with the Internet and broadband, wireless telecommunications,
and off-balance-sheet financing, and by tapping again into the retail
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investor pool, through both mutual funds and 401k pension investment
funds.

In neither period were the regulations and governance programs in
place adequate to the situation, and each ended with a crash that had
lasting economic effects. But conditions in the 1990s were different from
the 1920s and all other periods of American financial history in one
important respect: the power of the integrated global financial market-
place—valued at more than $72 trillion ($36 trillion in equities) at the
end of the 1990s, or more than seven times the GNP of the United
States—had become so enormous that corporations had to recognize
that their association with it had become one of, if not the most im-
portant relationship that it had to maintain. Little else would so affect
their future success and value than being well regarded by the market,
and this, of course, was a task assigned to the CEO.
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Part IlI

Corporate Governance and Capital
Market Institutions

Corporate management is responsible to boards of directors, and di-
rectors are responsible to shareholders. In publicly traded companies,
this process functions through and within the capital markets. The
owners of modern public corporations are predominantly represented
by institutional investors, who act in a fiduciary capacity on behalf of
their clients, a large body of individuals who own corporate shares
though mutual funds, pension funds, and other money-management
institutions. Over the years, the power of institutional investors has
grown to control the voting rights of the bulk of all shares in public
corporations. Institutional investment institutions are managed by pro-
fessionals who are competing for assets and who are supervised, as
corporations are, by boards of directors. However, just as there are
agency conflicts between corporate managers and their owners, there
are also agency conflicts between institutional financial managers and
their investor clients. The capital markets also rely on experts and
intermediaries for accurate information, timely dissemination of that
information, and fair and efficient execution of financial transactions.

These elements—the investors and the intermediaries—represent
the “external” factors affecting modern corporate governance that are
as important to the enduring health of the system as the “internal”
factors described in part II of this book. All of these external roles and
activities are as subject to agency conflicts as are the internal roles of
managers and boards.

The three chapters of this part of the book examine the modern roles
and practices of institutional investors, auditors, and banks and bro-
kerages in conducting the fiduciary and governance functions allocated
to them in the capital-market system. How they monitor companies,
evaluate governance issues, exercise their voting power on behalf of
the ultimate owners, and act to maintain their independence so as to
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minimize agency conflicts is of central importance to how well the
system does its job within a large and active global capital market.

We examine each of these key external agents in the governance
process in turn, finding that failures of external governance have often
been as serious as the failures of internal governance. Together these
failures have had a compounding and corrosive effect on the modern
corporate governance function as a whole and demonstrate the need
for corrective action, either by the markets themselves or by sensible
regulatory initiatives.



6

Institutional Investors

In 2001 more than 60 percent of all outstanding shares of U.S. publicly
traded companies were owned by funds controlled by professional
asset managers, a share that has been rising for years, in part as a result
of growth in pension funds and, especially during the 1990s, of mutual
funds. Most of the these shares are managed by a couple of hundred
teams of independent professional investment managers, all of whom
are sophisticated, well informed and capable—backed by access to the
best of Wall Street’s trading and research capabilities. The vast majority
of these funds are actively managed, as opposed to being set aside for
passively managed index funds or exchange-traded funds. Actively
managed mutual funds and pension funds aspire to outperform market
indices of one sort or another, and their managers participate in far
more trading than average individual investors. Consequently, insti-
tutionally managed funds account for the vast bulk of all equity trading
in the United States, and have by far the greatest influence in price-
setting among all investors. In some important ways, the institutions
are the market.

In a transparent market environment, professional investors are able
to know what goes on in the companies they choose to invest in. In a
liquid, orderly, and well-regulated market, these investors all have
access to the same information and are able to act on it at about the
same time. Informational advantages tend to be very limited, so to
succeed in what they do, the managers must develop views as to which
companies will perform better over time, on the basis of a variety of
judgments they must make. These managers are trained and paid to
detect faulty business strategies, note differences in performance versus
objectives, and be able to smell out flaky schemes and concepts hyped
by corporate promoters. The market, in other words, has the capacity
to protect itself against the promotion of unsuitable investments. In-
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deed, one reason pension fund trustees and individuals select these
investment professionals is to do just this—to be more able to avoid
foolish mistakes and capitalize on good ideas and sound business strat-
egies than those less skilled or less well trained in investing.

During the latter years of the 1990s, it was clear that institutions on
the whole were falling well short of their obligations to keep their
investors out of trouble, as the asset management institutions them-
selves were seen to be major investors in all parts of the stock market
that were subject to fraud or overvaluation. Consequently, much of the
blame for the bubble, and the episode of corporate governance failures
that accompanied it, can be left on the doorsteps of the institutional
investors, who failed to see the dangers of the period and failed to
protect their clients from them.

The fiduciary duties of asset managers are clear in both U.S. state
and federal law, and have been for some time. English common law
provided the concept of the “prudent man rule” as a test of satisfactory
fiduciary conduct. A prudent man will manage the money of others
just as he would manage his own—that is, carefully and wisely. The
principal idea is that managers of other people’s money must always
put the interests of their clients first—ahead of their own interests—
and act prudently. This often was taken to mean that fiduciaries such
as pension fund trustees should seek the advice of professional invest-
ment experts, or entrust the management of the assets to the profes-
sional directly, in which case the fiduciary duties pass to the profes-
sional investor.

Professional managers not only buy and sell shares on behalf of their
clients but are empowered by their clients to exercise shareholder vot-
ing powers to encourage sound corporate governance practices on the
part of the companies in which they invest. Fund managers usually
vote with management, with exceptions where management is clearly
in the wrong. These exceptions have been increasing, but do not reflect
the assertiveness expected of real owners. The law has not (yet) ex-
tended the fiduciary duties of institutional investors to their voting
practices. However, their voting power—especially when acting in con-
cert with their peers, as permitted under the law—can be considerable
and influential. Institutions clearly have had the power to make a
difference to companies like Enron, WorldCom, and Tyco either by not
buying the stock or selling it or by voting shares against management
when it was overreaching or engaging in practices that were not seen
to be in the interests of long-term investors. It is not evident that
institutional investors have regarded themselves as responsible for cor-
porate governance. Yet investors whose money they manage have en-
trusted their voting powers to them and, it would seem, ought to be
entitled to see these powers utilized in their own best interests.

Moreover, it has become clear in recent years that there are a variety
of agency conflicts between institutional fund managers, for the most
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part operating profit-making businesses for themselves, and the inter-
ests of their fiduciary clients. Asset managers want to increase assets
under management (AUM) and fee income. Their investor clients want
best possible risk-adjusted investment performance and minimum fees
and expenses. Are these two sets of objective compatible? Certainly the
potential for conflict is apparent, and for years the institutional asset
management industry persuaded the market that it was in its own self-
interest to handle conflict situations responsibly. It recent years, how-
ever, it became apparent that the conflicts in fact tempted many insti-
tutional investors into abuses of clients in ways comparable to the
abuses attributed to overly aggressive corporate CEOs. Indeed, as the
funds ultimately supporting the equity market are owned by house-
holds and individuals, these individuals have been forced into a state
of double jeopardy. They are exposed to both agency conflicts of cor-
porate managers as well as agency conflicts of investment managers.
These conflicts are not costless—to the ultimate investors, to corpora-
tions operating in the capital markets, and to the national economy as
a whole.

This chapter explores the critical role of institutional investors as
fiduciaries and in the governance of public companies. These institu-
tions have more frequently encountered agency conflicts as the com-
plexities of their businesses (managing pension funds, mutual funds,
and 401ks of various types for both corporate and individual accounts)
and competitive pressures have increased. They are powerful players
in exercising (or failing to exercise) control rights. As an industry, they
can make the difference between governance successes and failures.
During the 1990s and early 2000s, excesses and misconduct on the part
of institutional investors were as prevalent as they were in other vital
sectors of the system. Indeed, many of the agency conflicts among
professional fund managers have become embedded in the system
itself, and appear to have weakened the overall ability of the market
to defend against value-destroying behavior on the part of corpora-
tions.

THE ASSET MANAGEMENT BUSINESS

As of January 2004, the global total of assets under professional man-
agement worldwide was estimated at over $70 trillion, made up of
some $18 trillion in pension fund assets, about $11 trillion in nonpen-
sion mutual fund assets, and another $10 trillion in fiduciary assets
controlled by insurance companies, as well as some $32 trillion in assets
of wealthy clients (i.e., those with more than $1 million under man-
agement). In the United States alone, there were some $7.5 trillion in
fiduciary assets in the form of common stock in professionally managed
portfolios that carries with it voting rights.

Assets under professional management have grown rapidly in the
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United States and around the world—in the form of mutual funds and
other types of collective investment vehicles—as a way of reducing
transaction and information costs for the individual client, as well as
improving portfolio returns and reducing risk through diversification.
Portfolios have extended beyond domestic financial instruments to-
ward a greater role for foreign asset classes, which can promise addi-
tional portfolio benefits for the investor, while extending the fiduciary
role of fund managers into foreign domains.

Around 1970, the asset management business in the United States
consisted of traditional fiduciaries such as individual trustees, banks,
insurance companies and corporations managing assets on behalf of a
great variety of different types of clients, including beneficiaries of large
pension funds. Investment counselors were also becoming significant
players. The passage of the Employee Retirement Income Security Act
(ERISA) in 1974 raised the standards to be met by trustees of pension
funds, and as a result, many corporations and government entities
(pension fund sponsors) began to retain independent advisers and
investment managers to assure the best risk-adjusted performance pos-
sible for the funds under their care. A whole industry developed to
provide investment services to pension funds.

Investment performance was essential for most pension funds,
which, at the time, usually guaranteed lifetime income and other ben-
efits to retirees (“defined benefit” [DB] plans). If the value of the assets
in the fund were less than the actuarial value of the liabilities of the
fund, the pension fund sponsor was obliged to make up the shortfall.
If there was a surplus, the sponsoring company or government entity
was entitled to withdraw it, and many did so.

In due course, many corporations came to prefer offering to em-
ployees another type of retirement benefit in which funds would be
invested in a tax-free individual account for the employee (a 401k or
similarly designated account) with the entire value of the assets in-
vested accruing to the individual, but with no outstanding liabilities to
be guaranteed by the corporation. This was called a “defined contri-
bution” (DC) plan, and by 2005 such plans amounted to about 60
percent of all pension plans in the United States. These plans rely
mainly on mutual funds to manage the funds entrusted to them by
employees, choosing from a company-approved list of investment al-
ternatives. Employees check off how they want their money invested—
for example, in one or more different stock or bond or money market
mutual funds—and are free to change these instructions periodically.
They receive a statement every so often showing the exact net asset
value of the investments, which are subject to visible market appreci-
ation or decline.

In 1974, institutional investment managers consisted of banks and
insurance companies, dedicated investment management companies
focused on pension funds, and mutual fund management companies.
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Figure 6.1. Who Owns Asset Managers? Ownership shares in percent. Source: Oliver, Wy-
man, 2002.

ERISA was intended to restrict managers to those who were entirely
unconflicted. As a result, some broker-dealers who believed they might
not be considered appropriate for the management of pension funds
withdrew from the business. Others succeeded in staying in the busi-
ness by persuading their clients that they would act in good faith.

By 2000 virtually every type of financial firm had become involved
in asset management (see fig. 6.1). These include commercial and uni-
versal banks, investment banks, broker-dealers, trust companies, in-
surance companies, private banks, captive and independent pension
fund managers, mutual fund companies, and various types of specialist
firms and boutiques managing venture capital, real estate, private eq-
uity and hedge funds. Also competing for this business were “family
offices” of the very wealthy, in-house fund managers at large corpo-
rations (General Electric, General Motors) and index funds. These play-
ers divided the market into four segments—pension funds, mutual
funds, endowments and assests of wealthy families. The objective was
to “gather” as many assets as possible to be managed by their teams
of professional investors.

Industry Schematic

Figure 6.2 presents a schematic diagram covering the organization of
the professional asset management industry and how it relates to the
exercise of shareholder voting rights.

Various types of individual investors buy shares directly in the mar-
ket (A), normally through broker-dealers (F). In the process, they may
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Figure 6.2. Organization of the Asset Management Industry

obtain the advice of the brokers themselves or from independent fi-
nancial advisers (B), and—if they are wealthy enough—from private
bankers or high-wealth asset managers (C). Individual investors may
instead purchase shares of mutual finds (D), and may use the advice
of financial advisers, brokers, or bankers to do so (E). The mutual funds
then purchase shares in the market (G).

Individuals may participate in pension plans sponsored by their em-
ployers, labor organizations, or governmental entities. Defined benefit
pension funds may be managed in-house (H) by their corporate spon-
sors and trustees, or they can be managed by institutional asset man-
agers, who in turn may be selected and tracked with the help of pension
fund consultants (I). Such internally or externally managed DB pension
funds will normally hold substantial amounts of equities, as well as
fixed income and other assets, as part of their overall asset allocation.

Defined contribution pension assets are normally invested in a va-
riety of approved mutual funds—usually equities (J), fixed income,
and money market funds are offered—short-listed by the employer,
from which the individual employee may make a choice. Mutual fund
management companies may therefore combine pension assets with
nonpension assets in the same equity fund.

Finally, in countries such as the United States, there are many foun-
dations, endowments, and other financial pools (K) whose assets need
to be managed either internally or by external fund managers, some-
times including large equity holdings.
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Figure 6.2 also depicts the share-voting arrangements involved (dot-
ted lines). Individuals who own shares directly have a right to vote
those shares, or to designate a trustee or broker-dealer to vote them on
their behalf (V). The same is true of institutional asset pools such as
foundations and endowments and employer-managed DC investment
plans (W), where share voting will normally be undertaken under the
auspices of fund trustees, as is the case in DB plans (X). This leaves
share voting by mutual funds (Y), where the right to vote is vested in
the fund itself and normally executed by the fund management com-
pany. Voting practices of asset mangers are a key issue, and are dis-
cussed in depth later in this chapter.

Pension Funds

The pension fund market has become one of the most rapidly growing
sectors of the global financial system, and promises—due to global
aging of populations—to be dynamic in the years ahead. Pension fund
and retirement assets in the United States amounted to some $12 trillion
in 2003 (perhaps half the global total), of which $2.7 trillion (22 percent)
were invested in mutual funds. Equity securities owned by retirement
funds made up about 20 percent of all shares outstanding in the United
States.

Pension funds are regulated in the United States by ERISA and
enforced by the U.S. Department of Labor. DB plans are true pension
funds and as such are guaranteed by the U.S. government through the
Pension Benefit Guaranty Corporation (an institution somewhat similar
to the Federal Deposit Insurance Corporation) to insure defined benefit
plans under ERISA. The government’s guarantee of DB funds clearly
entitles it to a seat at the table in regulating how the funds are operated.
Pension funds offering DB plans, following modern portfolio manage-
ment practices, hire professional money managers to allocate portions
of their portfolios. This was and is a very competitive business. So
corporations, unions, and other fund sponsors apply their considerable
bargaining muscle to cut fees and expenses proposed by the managers.

In contrast to DB pension plans, DC plans are essentially not pension
funds at all. They are tax-deferred personal retirement accounts, crea-
tures of the income tax code, and as such are not guaranteed by the
Pension Benefit Guaranty Corporation. However, corporations have
been able to offer them to their employees in lieu of true pension plans.
DC plans are less complex than DB plans. They require substantial
administration, they do not require corporations to stand behind the
pension liabilities. DC plans arrange for asssets to be invested in one
or more managed funds (or in the company’s own shares), allow for
changes to be made from time to time, and periodically provide infor-
mation about their performance to the participants.

The growing role of DC plans has led to strong linkages between
corporations and mutual funds, which seek to be selected as one of the
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investment choices available to company employees. Some of the major
equity mutual funds have benefited from large DC fund inflows. At
the end of 2004, about a third of all mutual fund assets represented
retirement accounts of various types, as compared to a negligible per-
centage in 1980. These retirement accounts were about equally divided
between Individual Retirement Accounts (IRAs) and 401ks.!

Mutual Funds

Mutual funds are collective investment vehicles in which individual
investors are invited to purchase shares to be invested in securities of
various types. They are “mutual” in the sense that the investors own
all of the assets in the fund, and are responsible for all of its operating
costs. The funds are usually organized by a particular fund-
management company that undertakes the legal registration of the
fund, nominates a board of directors for the fund, and arranges for the
distribution and sale of fund shares to the public. The fund’s board of
directors contracts with an investment adviser (usually the same fund
management company) to manage the assets and to handle ongoing
operational details such as marketing, administration, reporting, and
compliance.

In the United States at the end of 2003, there were more than 6,000
mutual funds available to the public, with total assets of $7.4 trillion,
about half the value of all mutual funds around the world. The number
of U.S. equity mutual funds rose from 126 in 1951 to over 4,600 in
2003—many more than the 2,750 individual stocks listed on the New
York Stock Exchange. These stock mutual funds were valued at $3.7
trillion, or 18.4 percent of all U.S. equities at the end of 2003. Mutual
funds accounted for about 21 percent of U.S. household net financial
wealth in 2003, more than life insurance companies and about equal to
the total household deposits in commercial banks.

In the United States, mutual funds have traditionally been invested
in equities—in 1975, over 82 percent of the fund assets under manage-
ment were allocated to equities, with only 10 percent to bonds and 8
percent to money market instruments. By 1985, this picture had com-
pletely changed, with the equity component declining to 24 percent
and money market funds capturing 49 percent—due mainly to the
substitution of money market mutual funds for bank savings products
by households searching for higher yields. By 2003, the pattern of
mutual fund investments had shifted yet again, with equities account-
ing for 46 percent of the total, money market funds 31 percent, bond
funds 18 percent, and hybrid funds 5 percent.

Mutual funds were created as successors to the investment “trusts”
of the 1920s that suffered such great losses after the crash of 1929. They
have grown in popularity ever since. The principal legislation govern-
ing the industry is the Investment Company Act of 1940. The Act covers
both the qualifications and registration of management companies of
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mutual funds sold to the public, and the disclosure of pertinent infor-
mation to investors (as corporations are required to do by the Securities
Act of 1933 and the Securities and Exchange Act of 1934). A mutual
fund’s investment adviser must also comply with terms of the Invest-
ment Advisers Act of 1940, and various state laws. The National Se-
curities Markets Improvement Act of 1996 made the Securities and
Exchange Commission responsible for overseeing investment advisers
with over $25 million under management (accounting for about 95
percent of U.S. mutual fund assets), with state regulators responsible
for investment advisers with smaller amounts under management.
Threat of regulatory action and civil liability lawsuits are supposed to
keep the pressure on mutual fund boards to take their obligations to
investors seriously and to ensure that the fund objectives are faithfully
carried out.

Competition for asset-gathering by mutual funds can be among the
most active anywhere in the financial system, heightened by advertis-
ing efforts and intensive media coverage. Such coverage includes an-
alytical services that track and rate performance of funds in terms of
risk and return, and against benchmarks, over different holding peri-
ods. These fund-rating services are important to fund marketing be-
cause the vast majority of new investments tend to flow into highly
rated funds. Despite clear warnings that past performance is no assur-
ance of future results, a rise in the performance rankings often brings
in a flood of new investments and management-company revenues,
which are based on the quantity of assets under management. Star
asset managers and fund marketers are compensated commensurately,
and the more successful are sometimes recruited to move to larger and
more prestigious funds. Conversely, downgrading and serious perfor-
mance slippage causes investors to withdraw funds, taking with them
a good part of the remuneration available for managers’ bonuses. Mu-
tual funds have become increasingly mass-market instruments.
“Branding” and public performance ratings are key factors in asset
gathering, which is crucial for competitive performance in the industry.
Well-known brands (Fidelity, Vanguard, and others) have always at-
tracted funds. Investment returns matter also—they are what the rank-
ers are ranking—but many successful fund management companies
have been able to increase total assets under management on the basis
of their reputation, by aggressive advertising and by introducing new,
different, or rebranded funds even in the face of asset withdrawals due
to performance disappointments. In any event, sustained bull markets
such as existed over the 1980-2000 period provided satisfactory per-
formance results for almost all funds, regardless of their performance-
ranked quartile, and some funds provided truly superior results.

In addition to promoting their performance, mutual fund manage-
ment companies have added banking-type services such as checking
and cash-management accounts, credit cards, and overdraft lines. Se-
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curities firms (broker-dealers) have also penetrated the mutual fund
market, and so have insurance companies reacting to stiffer competi-
tion for their traditional annuities business. Commercial banks, watch-
ing some of their deposit clients drift off into mutual funds, have
responded by launching mutual fund families of their own, or mar-
keting those of other fund managers. Such cross-penetration among
strategic groups of financial intermediaries, each approaching the busi-
ness from a different direction, makes mutual fund markets highly
competitive.

The management of mutual funds has been an attractive business
economically for the major firms participating in both the mutual fund
and the pension management parts of the business for many years.
One such participant, Alliance Capital Management, noted in its annual
report for 2003 that its revenues from mutual fund management, per
dollar of assets under management, were 3.5 to 4.5 times larger than
its revenues from management of institutional assets (pension funds;
see table 6.1).

The mutual fund business, with its need for mass-marketing and
distribution, was more expensive to conduct, but mutual fund investors
reimbursed Alliance (from their own assets under management) for a
significant portion of these expenses.

Other Institutional Investors

Pension fund and mutual fund shareholdings, between them, account
for nearly 40 percent of all U.S. equity securities. Of the approximately
20 percent of institutional investor equity holdings remaining, approx-
imately 10 percent are owned by foreign investors (mostly institutions),
and the other 10 percent are divided among foundations, trust ac-
counts, insurance companies, and hedge funds (which have experi-
enced extraordinary growth since the late 1990s). These investors are

Table 6.1. Performance of Alliance Capital Management (assets under management
and revenues)

1999 2000 2001 2002 2003

Revenues ($billions)

Institutional 0.409 0.514 0.669 0.628 0.65

Retail 1.334 1.744 1.598 1.364 1.277
AUM ($billions)

Institutional 198.8 2374 2414 211 269.5

Retail 165.5 176.9 171.5 135.9 153.8
Revenues/AUM (basis points)

Institutional 20.6 21.7 27.7 29.8 24.1

Retail 80.6 98.6 93.2 100.4 83.0

Source: 2003 Annual Report
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similar to those who manage pension and mutual funds, but they are
not subject to such high levels of regulation and scrutiny as to year-
by-year (indeed, quarter-by-quarter) performance as the others.

Fund Managers in the 1990s

The fund management industry began a period of extraordinary
growth early in the 1960s. By the 1980s, net assets of mutual funds
alone increased more than seven times, and in the 1990s another four
times. The annual rate of growth of net assets for the 20-year period
from 1980 to 1999 was over 20 percent, reflecting not only the unusually
large increases in stock prices during this period but also an exceptional
rate of new fund sales. Individual investors did not want to be left
behind when the stock market took off, and they also enjoyed the
convenience of investing with funds groups that could offer stocks,
bonds, hybrid (or mixed) funds, and money market funds. In 1999,
stock funds accounted for 59 percent of all mutual fund assets, and
money market funds were 24 percent—by the end of 2002, after several
down years in the stock market and record redemptions by mutual
fund investors (many to reinvest in other asset categories), stock funds
made up only 42 percent of total fund assets.

INDUSTRY CHANGES

Many things about the mutual fund business changed since the 1960s.
Distribution efforts became intensive, as intense competition for retail
asset gathering broke out in the industry. Competition for assets ex-
panded to include players previously content to service the pension
fund market, and a variety of other newcomers to the mutual fund
business, such as broker-dealers, banks, insurance companies, and
other manufacturers of retirement assets. These competitors were at-
tracted by the profile of the individual investor, with vast sums in
aggregate already invested in homes, savings accounts, and pensions.
By offering improved returns and the safety of a reliable brand name,
these investors, it was believed, could be attracted away from the tra-
ditional banking and savings institutions. They wanted to participate
reasonably closely in the strong overall stock market in order to enjoy
attractive returns and were not very sophisticated about the fees, costs,
and expense reimbursements that the fund management companies
charged.

To succeed in the scramble for assets, fund management companies
would have to offer a range of different types of funds, catering to the
latest fad or style and having enough runners in the ranking tables so
that at least some of their funds would be favorably ranked. To this
had to be added investments in technology that would enable the
administration, custody, and reporting functions of the fund to operate
efficiently and in a customer-friendly manner. And new funds had to
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be marketed to investors as soon as they were created. Distribution
was key to the industry—few funds groups had their own sales forces
until the broker-dealers got into the business, and most had to rely on
a network of other firms, mostly investment advisers and individual
stockbrokers, to sell their funds. The major firms could also afford to
spend large amounts on media advertising. Meanwhile, the profes-
sional managers of funds groups were changing as well. Skills in stock
picking and analysis were no longer the most important; designing and
distributing new funds were. Sales was eclipsing investment in many
fund management companies.

This meant that the fund management groups were rapidly building
new funds—many companies today manage 80 to 100 different funds—
and other investment vehicles aimed at wealthier clients, such as hedge
funds and private equity investments. By 1999, the approximately 4,000
equity funds that existed were probably managed by no more than 100
different funds groups, although competitive pressure was intense.
Funds groups had to track the Dow Jones or S&P 500 indices fairly
closely, or their investors might redeem their shares and buy compet-
itors” funds. Indeed, mutual fund shareholders redeemed about 40
percent of average assets in the 1990s, as compared to only 6 percent
in the 1950s. During the late 1990s, the high-tech sector and IPO activity
pushed these indices into a five-year period of more than 20 percent
annual growth, something that had never happened before. Mutual
fund managers who feared or disdained tech stocks in the belief that
they were overvalued reported annual gains during some of those
years in the low single digits. To be competitive in the battle for assets,
fund managers had to be where the market action was, regardless of
their views about valuation.

This dynamic further eroded the role of the professional investment
manager relying on basic investment principles. Many mutual fund
management companies, responding to competitive pressures, thus be-
came “momentum investors.” That is, they bought what everyone else
was buying, hoping to be able to get out before the others when they
had to. But the good times lasted for a number of years before they
had to get out, and by then they had become true believers in what
they were doing and had changed the way they managed their busi-
nesses. Few avoided the massive losses that came with the end of the
bubble.

Among the changes in fund management was trading activity. The
median holding period of investors in mutual funds in the 1950s was
6 years; in the 1990s it was 11 months. The overall equity fund portfolio
turnover in the 1950s was 17 percent per year; in 2000 it was 108 percent
and averaged over 100 percent for the preceding four years. Such high
turnover generated problems for investors—one was that the
tax burden of fund investing rose sharply (high turnover generated
regular income, not capital gains), and the other was that investment
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managers, expecting to hold on the stocks for only a few months, had
no incentive to consider corporate governance issues of the companies
they invested in.

Such aggressive fund marketing catering to short-term results, of
course, led to many funds that failed once the exuberant market dis-
appeared. Failed funds were abandoned by their sponsors by either
liquidating them or merging them into other funds. In the 1990s, the
fund failure rate was 55 percent, as compared to 14 percent over the
decade of the 1960s. Also in the 1990s, the costs to investors of owning
mutual funds increased, despite the opportunities for scale economies
coming from extraordinary growth in the size of the pool of assets
devoted to mutual funds. The cost to investors of the average equity
mutual fund rose from 1.10 percent of net assets in 1980 to 1.57 percent
in 2000, a 40 percent increase.?

Despite these developments, the SEC as chief regulator of the in-
dustry was relaxed about mutual funds throughout the 1990s. Chair-
man Arthur Levitt believed the industry was respected and well be-
haved on the whole, and not in need of any form of special attention.
Levitt did institute one reform in the industry, however, which was to
insist on clearer, less legalistic language in fund prospectuses, which
perhaps helped sell even more of them.

Competition

As noted, an array of financial firms emerged during the 1990s to
perform asset-management functions. In broad groupings, these in-
cluded domestic and international commercial banks and savings in-
stitutions, securities firms (full-service investment banks and various
kinds of specialists), insurance companies, finance companies (includ-
ing financial subsidiaries of nonfinancial companies, such as General
Electric), investment and financial advisers, private banks, and inde-
pendent mutual fund management companies. Members of each stra-
tegic group compete with each other, as well as with members of other
strategic groups. Success or failure depends heavily on portfolio man-
agement skills and service quality, as well as economies of scale, capital
investment, as well as transaction systems and information technolo-
gies.

Not unexpectedly, the fund management industry worldwide has
seen a host of strategic initiatives among fund managers—including
mergers, acquisitions, and strategic alliances—as well as between fund
managers and commercial and universal banks, securities broker-
dealers, and insurance companies. In general, the effect of competition
in the industry has been to make it more customer-friendly, technology-
sensitive, and adaptive—and more concentrated. The number of share-
holder accounts in the U.S. mutual fund industry increased almost
fourfold in the 1990s, to 245 million at the end of the decade, mainly
due to 401ks.?
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The basis of competition in fund management is made up of five
elements—perceived performance, management fees, expenses, direct
and indirect costs of marketing and distribution, and service quality
and technology.

First, investors must select from an array of investment types or
styles based on asset classes (stocks, bonds, etc.). Fund managers are
expected to remain true to their proclaimed investment objectives and
attempt to optimize asset allocation in accordance with modern port-
folio management concepts. Gathering assets to be managed is the chief
marketing objective of all participants in the fund management busi-
ness. Creating a “brand” and marketing it extensively, providing tele-
phone and Internet-based access to the funds group, and providing
assistance in fund selection and other services is a considerable expense
for fund management companies. In addition, in the most competitive
parts of the pension sector, access to fund trustees often relies on con-
sultants. Company-sponsored retirement plans often seek advice from
pension investment consultants before awarding pension mandates, or
to include particular mutual funds or fund families in the menu they
offer to employees in 401k plans. Fund management companies may
and sometimes do provide fee or expense reimbursement to consult-
ants, a practice that has increased in recent years.

Second, fund managers incur a variety of operating costs and ex-
penses in running their businesses, notably for personnel and facilities,
commissions, and other costs. In the case of pension funds, the invest-
ment manager quotes a single, all-in expense to be charged for services
that is sufficient to cover expenses and the manager’s profit. The pen-
sion fund, of course, is able to apply its bargaining power to the ne-
gotiation process.

In the case of mutual funds, the fund management company retained
by the fund enters into a contract for services in which it charges a fee
for managing the assets, and its expenses, in part, are reimbursed.
Combined, these fees are charged against the assets of the fund and
make up the fund’s “expense ratio.” Fund investors may also be subject
to a sales charge when they invest (a “front-end load”) or at a later
point when they exit (a “back-end load”), as well as a charge for mar-
keting the fund to its investors—called “12b-1” fees in the United
States, for the SEC rule that permits them. Marketing fees are justified
on the theory that successfully increasing fund size will bring down
expense ratios per dollar of fund assets, and maintaining a “stable”
investor base (which may require continuous marketing) is beneficial
to the fund and its shareholders.

Funds generally subject investors to higher expense ratios when the
fund size is smaller, the turnover is higher, or the relative fund perfor-
mance is better. Depending on tax liabilities, mutual fund investors
may incur regular income or capital gains taxes when trading profits
are realized—the higher the fund turnover, the higher the tax drag.
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Regulations in the United States require that fees and expenses be fully
disclosed, but industry practice has been allowed to obscure such dis-
closures by making the investor hunt for each element within the pro-
spectus and annual reports of the funds.

Third, service quality in fund management involves ease of invest-
ment and redemptions and the quality and transparency of statements,
cash management, tax computation, and investment advice. Mutual
fund management companies tend to invest heavily in information
technology infrastructure in order to improve service quality and cut
costs—investments that are paid for in the form of fees and expenses
reimbursed by the funds.

Charges, Conflicts, and Scandals

Faith in mutual funds as transparent, efficient, and fair investment
vehicles was undermined with the uncovering of extensive industry
scandals in 2003 and 2004, involving “late trading” and “market tim-
ing” in the shares of mutual funds, with the knowledge and sometimes
active participation of the fund managers. The disclosures, legal pro-
ceedings, and settlements reached with the SEC and other regulators
led to extensive further investigations of mutual fund practices and
governance procedures.

Late trading allowed a favored investor to improperly execute trades
at the fund’s 4 p.m. daily closing net asset value (NAV) well after the
closing time, sometimes as late as 9 p.m. the same evening, enabling the
investor to profit from news released after the closing. Ordinary fund
investors are obliged to trade at the 4 p.m. price until it is reset at 4 p.m.
the following day. Such a case came to light in 2003, when N.Y. Attorney
General Eliot Spitzer’s office was tipped that a hedge fund called Ca-
nary Capital had been engaged in late trading with certain mutual
funds in exchange for investing a sizeable sum in a hedge fund being
launched by the mutual fund’s management group. The practice, in ef-
fect, transferred wealth from ordinary shareholders to the sophisticated
hedge fund investor so that the funds management group could benefit
in launching a new fund, the earnings from which would accrue to the
management group itself, not to the investors in the fund in which the
late trading took place. In other words, the management company
agreed secretly to skim off returns from one of its retail funds to help set
up a lucrative (that is, incorporating high-performance fees for the fund
manager) hedge fund of its own to be sold to sophisticated buyers. For
a funds management group to allow late trading is a violation of the in-
vestment company regulations and, further, a serious breach of fiduci-
ary duty owed to the group’s investors.

The investigation by the New York State attorney general also un-
covered “market-timing” trades in mutual fund shares—a practice not
in itself illegal but involving rapid-fire trading by favored investors in
shares of international mutual funds across time zones in order to profit
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from “stale” or old prices. This practice skims the returns from the
mutual fund shareholders, increases mutual fund expenses, and re-
quires them to hold large cash balances to meet withdrawals—costs
that have to be borne by all investors, not just the market-timers.

The New York State attorney general alleged that there was a benefit
received from the favored party that was permitted to trade this way,
and that benefit offset a quid pro quo received by the fund management
company that permitted the trades. What was the quid pro quo? The
investors favored by the fund managers promised to park assets with
the fund management companies in their own hedge funds, in effect
kicking back some of their questionable market timing gains to the
fund management companies, not to the shareholders of the mutual
fund. And in some surprising cases, it was learned that individual fund
managers engaged in these practices for their own accounts, the gains
simply going into their pockets. Market timing is illegal, the SEC held,
if the mutual fund’s prospectus declared that they were discouraged,
when in fact they were not.

The Canary Hedge fund reached a $40 million settlement with the
New York State attorney general, representing a disgorgement of illicit
profits from both late trading and market timing in shares of mutual
funds managed by Bank of America. The investigation was extended
to other fund managers, and soon included some of the better known
names in the mutual fund industry: Alliance Capital Management (a
subsidiary of France’s Groupe AXA), FleetBoston Financial (since ac-
quired by Bank of America), Janus Capital Group, Massachusetts Fi-
nancial Services (a unit of Canada’s Sun Life Financial), Putnam In-
vestments (a subsidiary of Marsh & McLennan), Strong Capital
Management, BancOne (since acquired by JP Morgan Chase), Pilgrim
Baxter, Janus Capital Group, Prudential Securities (now owned by the
Wachovia Group), PIMCO (a subsidiary of Germany’s Allianz AG), the
Invesco Fund Group, and Merrill Lynch Investment Management,
among others. Altogether, the fund managers in question represented
a total of 287 separate mutual funds with $227 billion in assets under
management, or about 3 percent of the industry’s total net assets. The
damages done, however, were estimated to be rather small. One study
suggested that late trading cost investors about $400 million per year,
or .005 percent in annual returns for international mutual funds and
0.006 percent for domestic funds since 2001.* Market-timing trades,
however, have had a much larger, impact. According to different study
in 2002 by the same academic author, market timing cost investors
about $4 billion per year and the practice was going on for at least 20
years without any intervention by regulators.®

In all, by July 2004 regulators and law enforcement officials prose-
cutors extracted over $2.5 billion in fines and penalties from some 24
mutual fund management companies in out-of-court settlements in
which those charged admitted no guilt. Further settlements were ex-
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pected. Over 80 fund managers were fired, and several individuals
were brought up on criminal charges. Bank of America alone agreed
to pay $675 million to settle charges, Alliance Capital agreed to pay
$600 million, and MFS Investment Management paid $401 million. In
many cases, the mutual fund firms were forced to cut future fees to
clients as part of the settlements as a way of channelling some of the
penalties back to those who were damaged.

For example, in the case of Putnam, the sixth largest U.S. mutual
fund manager, the firm agreed to pay $110 million to settle federal and
state charges. The CEO was fired, as were 15 other employees, includ-
ing four fund managers who had engaged in market-timing trades for
their own account. Putnam agreed to “statements of fact” that the firm
knew about but failed to halt market-timing trades. Putnam lost almost
$60 billion in redemptions in the fall of 2003 alone, or about 22 percent
of its total assets under management, and by mid-2005 had declined
to about $100 billion from a peak of $250 billion in 2000. The firm cut
fees to mutual fund clients in advance of the settlement and agreed to
certain management reforms. These included requiring employees to
hold their investments in Putnam mutual funds for at least 90 days
and fund managers for at least a year, and redemption fees were im-
posed to halt rapid-fire trading. Moreover, the firm agreed to subject
itself to an independent compliance review every two years going
forward. Some of these measures were voluntarily applied by other
mutual fund families as well.

The scandals were a surprise to the investors in the industry, and
many fund redemptions occurred as a result. However, the industry
had in any case experienced exceptionally high levels of redemptions
after 1999, following the market decline, and scandal-induced redemp-
tions in 2004 were less than post-bubble redemptions in 2002. The
funds managed by the investment groups that were named in the
scandals, such as Putnam, suffered considerably more redemptions
than firms that were not charged, including the industry’s three largest
fund managers. Indeed, a number of mutual fund investors inter-
viewed in televised news programs expressed no concern that the in-
dustry was unsafe, and a professor of finance (not ethics) observed tol-
erantly that the aggregate amount of skimming from all of the cases
that had surfaced amounted to well under 1 percent of the assets un-
der management.

Some observers have argued that such conflicts between interests of
managers and owners are inevitable in all but mutually owned fund
managers (such as Vanguard and TIAA-CREF), and index funds, and
therefore it should be seen as an unwelcome but natural friction to be
endured in an industry that benefits millions of people otherwise un-
able to invest safely in the markets. For all profit-making fund man-
agers, earnings are a function of the volume of assets under manage-
ment, so there is relentless pressure to grow those assets by offering an
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increasing variety of fund products to investors who benefit from their
liquidity and investment ideas.

In June 2005, a jury acquitted Theodore Sihpol, a junior executive at
Bank of America engaged in facilitating the Canary hedge fund trans-
action, of charges of aiding illegal trading, partly on the grounds that
it was unclear whether late trading was a violation of New York se-
curities laws. This was the first case of an individual accused by Eliot
Spitzer going to trial, and the acquittal was seen as casting doubt on
the New York state attorney general’s charges.

The late-trading and market-timing scandals were not seen to cause
enough damage to inflame mutual fund investors in general, but
they did raise among regulators, policy advocates, and prosecutors
serious questions of conflicting interests. These questions soon em-
braced the larger subject of governance of the funds management
companies.

Conflicts of Interest in Mutual Fund Management

The Investment Company Act of 1940 requires that mutual funds be
organized as corporate entities, and that a majority of the members of
fund’s boards be “independent”—individuals not associated with the
fund’s investment adviser or management company. Indeed, most mu-
tual funds have a “supermajority” (i.e., two-thirds) of independent
directors. Directors have fiduciary duties of care and loyalty to the
investors in the mutual fund, and therefore are responsible for safe-
guarding their interests. Inevitably, however, a variety of potential con-
flicts of interest face the mutual funds industry.

There are at least eight basic conflicts of interest that characterize
the fund management industry:

1. Fund managers prefer independent directors who comply with
the rules but are cooperative, supportive, and not difficult to
work with. Investors prefer directors who will robustly per-
form their fiduciary duties to the mutual fund shareholders.

2. Fund managers want maximum fees and expense reimburse-
ments. Investors want their fund directors to negotiate mini-
mum total costs and for these costs to be fully disclosed.

3. Fund managers want to ensure that they are reappointed. In-
vestors want boards that act vigorously in selecting the best
managers they can find who are capable of top-flight, risk-
adjusted performance.

Fund managers nominate directors of new mutual funds. They are
subsequently elected by shareholders, and then assume the responsi-
bility for future board nominations. Often, managers nominate the
same board members to many different funds within a funds group,
for each of which compensation is paid. Mutual fund directors are
charged with representing the interests of their shareholders in the
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selection of the fund management company and in negotiating fees
and expense reimbursements. If the directors are dissatisfied with a
fund management company, they can pick a new one. Yet, in practice,
that almost never happens (although individual portfolio managers are
frequently fired to rectify deficiencies), no matter how poor the fund
manager’s performance or how high the fees. Partly this is out of
loyalty to the fund management company that nominated the directors,
and partly also because comparisons to other financial advisers or fee
practices are made against peers who have very similar profiles. Such
comparisons can be very complex and depend on details supplied by
management. And everyone knows that a fund is part of the fund
management company’s group, and investors would not expect any
changes, so why make an issue out of something that might be handled
quietly by requesting changes in individual portfolio managers or some
relief in fees or expenses? In any case, investors are always free to move
their money:.

Independent directors of mutual funds enjoy exceptionally lucrative
conditions of employment. Directors often serve on the boards of sev-
eral funds that have been batched together—sometimes involving be-
tween 100 and 200 such funds—under a common board, and the in-
dependent directors receive full directors’ compensation for each fund.
According to one study critical of mutual funds, the average total
compensation of the directors of funds run by the major U.S. fund
managers in 2000 was $386,000, as compared to $47,000 for directors
of the fund management companies themselves.® Meantime, the work-
load of mutual fund directors is limited to day-long meetings several
times a year, and after indemnification from the funds and director
liability insurance, there is little exposure to personal liability. No won-
der such plum assignments provide little incentive to rock the boat. As
investor Warren Buffett has said, the reality of the independent mutual
fund directorships is “a zombie-like process that makes a mockery of
stewardship. ... A monkey will type-out Shakespeare before an ‘in-
dependent’ board will vote to replace management.””

So it is hardly surprising that mutual fund directors have rarely
made major changes in the funds they govern and have allowed ex-
pense ratios to grow, despite an extraordinary increase in assets under
management in the industry. In 1978, mutual funds held $56 billion of
assets, with an average expense ratio of 0.91 percent; in 2004, mutual
funds had more than $7,500 billion of assets and an average expense
ratio of 1.36 percent.® In 1978, equity funds (requiring higher expenses)
represented 58 percent of total fund assets, and in 2004, they were 50
percent.

To address these issues, the SEC in 2003 proposed a series of new
governance rules for mutual funds, in part based on the controversies
that had surfaced in the industry over several years. The principal
provisions of the new proposals were:
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* Seventy-five percent of mutual fund board members must be
independent of the management company, up from 51 percent,
as provided in the Investment Company Act of 1940, and the
chair of the mutual fund board must be an independent director.

* Mutual fund boards must meet at least quarterly in the absence
of nonindependent members, that is, those affiliated with the
management company.

* Boards have the right (but not the obligation) to hire their own
attorneys and auditors, and must have a compliance officer
reporting to them, not to management.

* Boards must inform shareholders how they determine mutual
fund performance and compare fees and expenses with other
funds, including pension funds.

Most of the mutual funds industry was agreeable to these proposals,
but there was considerable disagreement over the requirement that the
chair of the mutual fund board be one of the independent directors.
Overall, 80 percent of all U.S. mutual funds in 2004 were chaired by an
executive of the fund management company, with Fidelity’s Edward
C. Johnson III chairing 292 funds, Vanguard’s John Brennan chairing
126 funds, and T. Rowe Price’s James Riepe chairing 57 funds.’ In each
case, as chair, the individual owed his or her undivided loyalty to both
the mutual fund(s) and to the fund management company, yet with
shareholders of each having incompatible objectives. Once again, War-
ren Buffett noted (regarding fee negotiations between the chair of a
mutual fund and the chair of its management company), “negotiating
with one’s self seldom produces a barroom brawl.”1

Fund management companies mounted a massive effort to resist the
SEC on this issue. In a spirited defense of his role as chair of each of
the Fidelity funds and chair and CEO of the management company,
Ned Johnson wrote:

I have an interest, which I am proud to disclose. I am not only
chairman of Fidelity Investments’ mutual funds; I'm also part
owner of the management company that invests these funds’
assets. In addition, my family and I have made considerable in-
vestments in these funds for over half a century. Far from consti-
tuting a conflict, these dual roles mean that my personal, profes-
sional and financial interests are directly aligned with those of
Fidelity shareholders. . .. Knowing that I have a significant per-
sonal and professional stake in the company’s success or failure
is highly relevant to the judgment made by Fidelity’s shareholders
that I will devote the time and energy necessary to make sure the
job is done correctly, to the best of my ability. ... If this rule is
adopted, the immediate result will be to reduce the expertise and
hands-on “feel” of mutual fund board chairs across the industry,
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whose long experience equips them to detect subtle nuances in
fund operations.™

Despite these appeals, in June 2004 the SEC narrowly voted to re-
quire all mutual fund boards to be chaired by an independent director.
In doing so, it rejected the argument that market discipline and the
reputation of the fund managers would be adequate protection against
the reduction in vigor and negotiation effort brought to bear by a board
chaired by a fund management company executive. Neither the fact
that the Johnson family holds at least $100,000 in each of the 292 Fidelity
Funds or that John Brennan’s Vanguard is a mutual company (i.e., the
management company is itself owned by the mutual fund sharehold-
ers) was enough to change the SEC’s resolve on the issue. The record
was too fouled by misconduct by one fund manager or another to
allow the entire industry to avoid the regulatory tightening that the
inappropriate conduct brought about—despite the fact that major fund
managers like Fidelity and Vanguard had not been caught up in the
problems and had retained their reputations for integrity and trust-
worthiness throughout the industry’s scandals.

The SEC ruling prompted a lawsuit by the U.S. Chamber of Com-
merce claiming that the SEC did not have the authority to overrule the
Investment Company Act of 1940 by requiring 75 percent of mutual
fund directors to be independent and their chairperson to be an inde-
pendent director, and had not followed its own rules in not requiring
a cost-benefit analysis of the changes and by not responding to an
alternative proposal submitted by the dissenting commissioners. A
federal appeals court in June 2005 rejected the charge of inadequate
authority but upheld the other claims, and required the SEC to conduct
a cost-benefit analysis before proceeding with the new rule. In the
meantime, the SEC chairman, William Donaldson, a Republican ap-
pointee who sided the Democratic appointees on the proposed rule,
had resigned and been replaced by a conservative republican chairman
thought to be unsympathetic to the proposed rule.!?

4. Fund managers want to increase assets under management.
Investors want optimum investment returns, after expenses
and taxes.

When fund managers are following a strategy to keep up with the
market’s momentum to protect their performance rankings, they are
not necessarily achieving optimal performance, which is the best return
over the probable life of the client’s investment after expenses and
taxes. Many retail investors, however, define optimum performance
differently—to be limited to the greatest gross quarter-to-quarter in-
crease in net asset value—and are not aware of, or are indifferent to,
fees, expenses and taxes that will have to be taken out of the returns,
they expect to earn.
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John Bogle, a lifetime mutual funds manager and founder and for-
mer CEO of the Vanguard Group, which specializes in low-cost indexed
funds, has been the industry’s sharpest critic. As he has done for years,
Bogle argues that the actively managed mutual fund industry does not
offer a fair deal to its many investors. He is especially critical of the
industry’s high fees and high portfolio turnover, which passes high tax
liabilities directly to fund investors. Bogle calculates, for example, that
in the decade ending in 2003, “the stock market returned an average
of 11.1 percent to investors, but the average equity mutual fund has
delivered just 8.6 percent—a 2.5 percent shortfall that was roughly
equal to the drain of heavy sales charges, management fees and oper-
ating expenses, and the portfolio turnover cost incurred.”** The noto-
rious tax inefficiency of high-turnover funds would extract several
additional percentage points. The shortfall was actually another 2.4
percent worse, Bogle claims, when one calculates the actual dollar-
weighted returns received by investors. Over the decade ending in
2004, the investor in the average equity mutual fund saw more than
half of the gains disappear in fees, expenses, and taxes.

Still, retail investors in funds may not feel capable of managing their
own small portfolios in competition with sophisticated institutions, and
think their best chance to share in stock market gains is through the
purchase of mutual funds. But at the very least, they certainly do not
want to see their assets preyed upon by others, such as preferred in-
vestors who are making payments of one kind or another to the man-
agement company in exchange for benefits to them, or management
company officials who may be tempted to overtrade or overcharge the
fund for expenses.

In April 2004, the SEC adopted the first in a series of new rules for
mutual funds based on the record of market-timing and late-trading
abuses. Funds are now required to provide elaborate disclosure of the
consequences of frequent trading in fund shares, their policies and
procedures in this regard, how and when they provide fund portfolio
information to individual investors, and to use “fair value” pricing to
reduce the possibility of investors being able to trade at “stale” prices.

In June 2004, the SEC also began a series of investigations into
payments made by mutual funds and their advisers to 401k plans they
manage, wanting to know whether the lucrative DC corporate pension
plans had “pay-to-play” environments in which management compa-
nies, in order to be included in a list of fund choices for employees,
rebated or “kicked back” some of their fees to the pension fund spon-
sors. The SEC had detected that the practice existed—some fund com-
panies helped the 401k plans offset administrative costs by sharing a
portion of the management fees paid to them—and wanted to deter-
mine who got the money and why. Put another way, the fees and
expense ratios for retail funds are several times greater than fees paid
by corporate DB pension managers, so why should DC programs be
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so much more expensive? Shouldn’t corporations use their bargaining
power for the benefit of their employees? Such arrangements have been
described in part as a way to bid competitively for the 401k business
of a corporation by offering to reimburse the company (or the fund)
for some of the costs of administration.

Another issue came to light with such inquiries. When a fund man-
ager solicits the business of a large corporation, what is expected when
the business is awarded? Is there an expectation, for example, that the
fund manager will not disparage or become an aggressive seller of the
company’s stock? Is the assumption that the fund manager will vote
with the company management on important governance and com-
pensation issues? If this is the case, how can the fund investors’ interests
not be compromised in the process?

5. Managers want to push their funds through brokers and fi-
nancial advisers who need to be compensated by charging 12b-
1 fees. Investors do not want to pay these fees if they receive
no benefits from them.

12b-1 fees amounted to approximately $10 billion in 2004. These fees
are to reimburse fund management companies for the costs of distrib-
uting the funds to the investors who buy them, and pay the fee. These
fees appear to benefit management companies at the expense of mutual
fund investors, especially in the case of those funds that have declared
themselves closed to new investment and where no further distribution
is occurring. Changing the regulations providing for these fees, how-
ever, could encounter substantial resistance from members of Congress
lobbied by the mutual fund industry, based on the recent experience
of the SEC in changing other regulations in the face of strong industry
lobbying efforts.

6. Managers want to lower unreimbursed costs through soft dol-
lar commissions from broker-dealers. Investors want best-price
execution of trades and lowest commissions.

Charging “soft dollar” commissions (brokerages reimbursing vari-
ous costs of fund management companies in return for their busi-
ness)—notably with respect to their purpose and requiring full disclo-
sure to investors—would encounter the same political difficulties as
changing 12b-1 fees.!* However, in 2004, the SEC proposed requiring
brokers to disclose fees they are paid by mutual fund companies for
distributing their funds. Given the complexity and extent of such fee
arrangements between brokers and fund managers, one estimate sug-
gested that compliance costs for new rules in the first year alone could
approach $9 billion and perhaps $7 billion annually thereafter.!® Such
high compliance costs could cause some brokerages to exit the mutual
fund business or restructure their fund management business to focus
only on the best performers.
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7. Managers want to favor their own funds by obtaining “shelf
space” in distribution channels, while investors want access
through brokers to the best and most appropriate funds for
their own needs.

How widespread such conflicts had become was evident in an SEC
investigation of mutual practices in 2003 involving 13 mutual fund
management companies and eight broker-dealers who distributed
them. As a result, Morgan Stanley was fined $20 million for pushing
its own in-house mutual funds over third-party funds, and another $50
million for allowing advice based on hidden compensation and for
selling funds carrying high fees without adequate disclosure. Both Mer-
rill Lynch and Citigroup also became targets of class-action suits charg-
ing them with not disclosing broker’s sales incentives to push selected
mutual funds.

8. Managers want to be able to organize funds to assist other
business interests of the firm, such as investment banking, and
promoting investments in particular stocks. Investors want all
investment decisions by the managers to be arm’s-length and
objective.

In a 2004 court case, Merrill Lynch was alleged to have omitted
disclosure, in promotional materials for its Global Technology Fund,
that the firm performed investment banking services for more than
one-third of the companies whose stocks made up the Fund. Merrill
argued that its investment banking relationships with these firms were
public knowledge to which investors had access via the Internet and
news reports, absolving the firm from disclosing them in mutual fund
materials. Investors sued Merrill on grounds that the absence of an
explicit conflict-of-interest warning represented inadequate disclosure,
an argument that was rejected by the trial judge. Alarmed that this
signaled a green light for future conflicts of interest regarding mutual
fund disclosure, the SEC joined the plaintiffs in a friend-of-the-court
brief on appeal.’®

Institutional Investors and Corporate Governance

A key issue with respect to shareholder voting patterns is how the
corporate governance role (and proxy voting process running along
the designated control channels depicted in fig. 6.2) is in fact carried
out. Do ordinary investors bother to understand the issues and vote
proxies in an informed way? Even though they have little individual
power, understanding the issues presented in proxy statements is
costly, and the free-rider option beckons. It is a fair bet that shares held
directly in individual portfolios are either not voted or, for convenience,
voted with management. The cost of informing oneself, understanding
the issues, and voting on the merits may not be worth the trouble,
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although this does not preclude a few active small investors—so-called
corporate gadflies—from raising matters of principle in annual meet-
ings, sometimes to the chagrin of management. Nor does it preclude
individual investors participating in class-action suits against manage-
ments and boards in cases of allegedly questionable behavior. For the
most part, it is likely that individual shareholders, like the nonvoting
public in the political arena, are a passive lot. Such investors in the
United States control about 40 percent of the outstanding shares of
publicly traded companies.

How active, then, are the institutional investors in exercising their
voting power? Some DB pension funds (such as the high-visibility
California Public Employees Retirement System [CalPERS]) are now so
large and broadly invested that they have no choice, they say, but to
become active in governance matters. For others, however, it is easier
to sell problem stocks than to seek redress of issues through the gov-
ernance process, especially if the institutions” portfolios are subject to
high levels of investment turnover, as most mutual funds have been in
recent years. But if they do not participate in governance issues, are
they failing to exercise their fiduciary duties to those who invest in
their funds? And do fund management companies encounter conflicts
of interest with the mutual fund shareholders whom they represent
that may impede their exercise of an effective governance role?

If the corporate governance process runs from company manage-
ment to boards of directors to shareholders, then it is of more than
casual interest how the governance power vested in share ownership
is in fact exercised. And it is also of more than passing interest how
the 60 percent of U.S. shares whose corporate control rights are vested
in institutional investors are voted. As noted, corporate board members
are elected by the shareholders after being nominated by a committee
of the board (which is sometimes influenced by management), and the
board selects the chief executive and approves the firm’s business strat-
egy and objectives. Board members are responsible for corporate gov-
ernance, and periodically present shareholders with the opportunity to
vote on matters of substance proposed by management or perhaps by
shareholders themselves. How shareholders actually vote therefore
takes on great significance. Shareholder passivity—based on lack of
information, inconvenience, or just plain lethargy and disinterest—
increases the likelihood that agency problems will emerge in ways that
work against their basic interests, occasionally cumulating with the
kind of unsatisfactory results seen in the early 2000s. So who exactly
votes the shares in public companies controlled by institutional inves-
tors, and how do they actually vote?

Institutional Voting Practices

There are several ways in which institutions exercise the voting rights
of their clients and investors:
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1. Voting rights of shares belonging to all mutual funds, including
index funds, are delegated by the boards of the funds to their
financial advisers or mutual fund management companies,
which vote them.

2. Voting rights in pension funds are exercised by the trustees of
the funds, who delegate them to those professional managers
they have retained to manage portions of their portfolios.

3. Individuals may become owners of voting shares in public
companies by participating in a DC program. The bulk of such
funds are invested in mutual funds, and the mutual fund man-
agement company will normally be delegated to vote the
shares. Employees may also choose to invest in the stock of
their own company in a DC plan, in which case the employees
are free to vote those shares themselves.

4. Shares owned by individual investors may be held in “street
name”—that is, in the name of the client’s brokerage firm,
which must pass along company information and proxy ma-
terials. In the United States, brokerage firms have the authority
under the New York Stock Exchange rules to vote customers’
unvoted shares—called “broker nonvotes”—on certain “rou-
tine” matters including the election of directors, assuming
proxy materials have been sent to the clients at least 15 days
before the meeting. Shares represented by broker nonvotes are
counted as “voted” by the brokerage firm in the election of
directors, but may not be counted for other corporate matters
to be voted on (such as mergers, consolidations, or other ques-
tions that may affect the rights of a stock) because these are
not considered “routine” under the applicable rules."”

5. Shares held in trust by a bank or trust company normally are
voted by the trustee.

Institutions thus vote almost all of the shares entrusted to them.
Each has its own policy for determining how to vote, and these policies
are sometimes disclosed. Some funds appear to follow recommenda-
tions for proxy voting prepared by Institutional Shareholder Services
(ISS), a private business that maintains databanks and staff to research
voting issues, and has prepared guidelines for good-governance vot-
ing. But it seems unlikely that very many mutual fund management
companies or their financial advisers put a lot of expense and effort
into careful monitoring of management conduct and governance issues
in corporations whose stocks they hold, or into more proactively pres-
suring boards to avoid actions that harm investor interests. Why? Be-
cause most of the time it simply is not economically reasonable for
them to do so.

A fund’s success depends mainly on its net investment performance
(i.e., performance after fees)—performance that is highly transparent
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and endlessly discussed in the media. Individual portfolio managers
are expected to make the key asset allocation choices, and live or die
by the results. Investors can buy or redeem funds and select others at
any time. Everything is marked to market, everything is out in the
open, and investors get what they see. No fund manager today claims
to offer corporate monitoring or assertive governance, and if they did,
it is not clear that their customers would pay much for it.

So why invest effort and expense in corporate monitoring and gov-
ernance? The benefits of successful governance efforts, in any case,
accrue to all investors (not just the firm’s own clients), while the asso-
ciated costs drive up expense ratios that are passed on to an individual
fund’s investors and thereby burden fund performance. Especially in
today’s competitive market, clients have become increasingly fee sen-
sitive, and it is logical that even mutual fund investors who may benefit
from monitoring and governance activity would prefer not to pay for
it. It seems preferable to be a “free-rider.” “Let someone else take care
of the problems, and we’ll enjoy the same benefits if he succeeds.”

The “free-rider” issue, in combination with the basic mutual fund
business model, conspires to encourage apathy in most elements of
corporate governance. And to the extent that mutual funds have their
own governance problems, with emphasis placed on the independence
of directors who do not act independently, pressure on these same
management companies from such fund directors to be more proactive
in monitoring and governance matters is certain to be minimal. In the
case of low-cost index or exchange-traded funds, which likewise hold
shares with voting rights, there is virtually no participation in the
governance system. Mutual fund investors may forsake managed eq-
uity funds for passive funds due to excessive fees or poor performance,
but from a governance perspective, doing so gains nothing.

So how do the mutual fund fiduciaries, large and small, actually
behave in matters of governance? In the past, few people knew—
certainly not mutual fund investors, although they may not have cared
much. A good guess, based on the foregoing logic, is that proxy votes
have been cast with corporate management virtually all of the time.
Nothing else really makes much sense, in terms of the resources that
would have to be committed, investor apathy, the lack of a clear payoff
to fund boards and fund management companies, and finally, the lack
of transparency in how funds voted. No one would know anyway.

In 2003, the SEC promulgated a rule requiring mutual funds and
other investment advisers (as defined in the Investment Advisers Act
of 1940) to disclose how they voted their shares. Specifically, the rule

requires an investment adviser that exercises voting authority
over client proxies to adopt policies and procedures reasonably
designed to ensure that the adviser votes proxies in the best in-
terests of clients, to disclose to clients information about those
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policies and procedures, and to disclose to clients how they may
obtain information on how the adviser has voted their proxies,
and to maintain records of such actions.®

The fund management industry fought a vigorous rear-guard action
against the SEC plan, with critics’ attention focused on conflicts of
interest embedded in fund managers’ business ties to corporations. But
the real issue is probably much simpler and more fundamental than
that. The industry had little to gain by disclosing its votes, and faced
considerable costs to comply with the requirement. The expense was
likely to be passed on the investors, which may not be seen by any of
them as being a good use of their money. However, the SEC rule
promised a wealth of data on the voting practices of institutional in-
vestors, and should these data—as one would suspect—show full sup-
port of management proposals, they could be embarrassing to the fund
managers and require some sort of public defense or explanation. As
a result of the SEC voting-disclosure initiative, future voting patterns
may change to become more investor-friendly, or at least more neutral.

The new rule, which went into effect in August 2004, was called the
“mutual fund equivalent of food nutrition labels.” All votes are
uploaded to the SEC’s public website, describing each resolution voted
on and whether the fund voted for or against the board’s recommen-
dations. This permits special-interest investors, such as labor unions or
environmental groups, to evaluate how all funds voted on issues of
concern to them. It also allows fund monitors like Morningstar, the
credit rating agencies, and corporate watchdogs to score mutual funds
on their diligence in governance matters. The SEC initiative soon pro-
duced parallel moves in Canada, the United Kingdom, and the Neth-
erlands, among others.

Notwithstanding this development, our assumption, based on the
evidence of past behavior of these institutions, is that corporate boards
and managements will still be able to count on the great majority of
votes of the trillions of dollars of shares held by mutual funds, active
and passive, for most issues of importance to them. This is not about
malfeasance. It is simply rational “nonfeasance,” or economically im-
posed indifference. Whether such a position can endure against a rising
concern for dutiful fiduciary conduct is yet to be seen. The experience of
the late 1990s suggests that the institutions failed to exercise the powers
to monitor and control that they had, and as a result they and their in-
vestors suffered losses that might have been in large part avoidable.

Given their massive market presence, the institutions collectively
carry an enormous burden for shaping the governance role in corpo-
rations. To the extent that this role is not effectively carried out, bene-
ficiary shareholders have effectively ceded their monitoring and gov-
ernance rights to agents whose own interests (to gather assets and
improve profits) may have been inserted ahead of those whose money
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they are managing. This results in a failure, either through market
actions or voting, to impose discipline on boards, which are then vul-
nerable to being hijacked by dynamic, aggressive, and fully empowered
corporate managers. Some of these managers have clearly operated on
the principle that the only thing that matters is raising the stock price,
no matter what the long-term risks to the company, and if they succeed,
shareholders should have no complaints about anything else.

Institutions collectively seem to share a responsibility to their inves-
tors to preserve and apply their powers to control corporations through
voting and other actions. But do individual fund management com-
panies legally have this responsibility? It is not clear that courts have
understood them to have this duty so far. But the law evolves, and if
institutions persistently fail to exercise their control rights as share-
holders, they may cause injury both to the capital markets (a broad
social cost) and to their clients, for whom a fiduciary duty to discharge
voting rights competently can be inferred.

Activism

In contrast to mutual funds, there is plenty of anecdotal evidence of
other types of fiduciaries investing substantial resources in their mon-
itoring and governance role. CalPERS and TIAA-CREF do this in the
United States. Major institutional investors in the United Kingdom,
and continental European banks and insurance companies that have
close long-term ties to companies in which they hold stakes (and often
supervisory board memberships as well), also make efforts to stay on
top of things. If mutual funds have dropped the ball as effective cor-
porate monitoring and governance agents, perhaps this is not the case
for pension funds, which, in the case of U.S. defined benefit plans, have
been required to vote their shares since 1988.

As noted, DB pension funds sponsored by private-sector employers,
labor unions, state and local governments, and other institutions hold
equities in self-managed portfolios, or they contract with external asset
managers, often with the advice of pension fund consultants. If the
equity portfolios are self-managed, the pension fund votes the shares,
and has substantially more incentives than mutual funds to hold cor-
porations to high standards of governance. Turnover in such funds
tends to be relatively low, and fund managers have relatively long-
term investment horizons.

Sometimes pension fund shareholdings are so large that they basi-
cally “hold the market,” which further limits their incentive to sell
shares of companies that are economically sound but whose gover-
nance problems has led to poor performance. Funds are more or less
stuck with what they own, so if improved governance leads to im-
proved performance, they ought to have a vital interest in monitoring
things and exercising their control rights.

Thus DB pension funds are less susceptible to the “free-rider” prob-
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lems of mutual funds, and so the asymmetry between the cost of mon-
itoring and governance and its benefits is less—raising the incentive to
perform these roles. Pension funds may also be under less quarter-to-
quarter performance pressure at the plan sponsor level (but perhaps
not at the manager level) and therefore have more leeway to devote
significant financial and human resources to monitoring and gover-
nance issues.

For these reasons, independent pension fund trustees have an incen-
tive to become interested in governance matters and, when appropri-
ate, to take up direct contact with managements or boards of corpora-
tions, especially when things are not going well. Not all do this,
especially corporate funds that outsource management of assets to oth-
ers and where the temptation to become free-riders reasserts itself. Cor-
poration executives, on the other hand, have an unwillingness to take
public positions that may complicate important business relationships
and are generally unwilling to speak out publicly on governance issues.

Some state or municipal pension executives, especially those ap-
pointed to office by politicians, are very vocal on current political or
social topics that they believe are reflected in governance issues. By
doing so, they may become involved in social issues, albeit with little
direct, near-term economic value.

A number of U.S. state, municipal, and labor union pension funds
have been especially active in exercising their governance rights. In
May 2004, for example, CalPERS expressed serious concern about the
governance of Safeway Stores, and joined in a vote of no confidence
against the company’s chairman and CEO, saying:

Today’s vote is a substantial showing of dissatisfaction by Safe-
way shareholders. . . . Safeway’s recent corporate governance re-
forms are not enough. ... Shareholders have delivered a clear
message that the Board should strip [the CEO] of his chairman-
ship position. We will keep a close eye on how Safeway’s board
responds to this vote, and hope that they quickly act in the best
interests of shareholders.®

In another high-profile case, the 2004 annual meeting of Walt Disney
was marked by longstanding investor dissatisfaction with company
performance, executive compensation, and governance practices,
against the backdrop of an unsolicited takeover bid by Comcast. The
March meeting involved a large percentage of withheld votes, signaling
no confidence in management proposals on the table, including nom-
inations of directors. In response to the vote, TTAA-CREF noted:

During [the] shareholder meeting, TIAA-CREF withheld its sup-
port for Michael D. Eisner and the entire board of directors of
Walt Disney. This vote reflects TTAA-CREF’s view that corporate
boards must be independent and fully accountable to meet their
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fiduciary obligations to shareholders. At present, there is consid-
erable question as to whether this is the case at Walt Disney Co.
Boards of directors must play their required oversight role. To
enhance shareholder value over the long term, we believe the
board of Walt Disney needs to meaningfully examine and analyze
its structure and board leadership to give the company the cred-
ibility it needs on issues such as CEO succession, company strat-
egy and executive compensation. We think our vote, together with
the votes of other concerned investors, sends the right message.
Now that the vote is in, we urge the board at Walt Disney to
incorporate legitimate shareholder concerns into their delibera-
tions, consistent with the goals of openness and transparency.

We are pleased that the board split the positions of CEO and
Chairman. It is a step in the right direction. However, it is im-
portant to note that shareholders withheld significant support
from all board members, including the new chairman, [former
U.S. senator] George Mitchell [who was previously lead director
and himself showed an extraordinary withhold rate of 24 per-
cent]. Going forward, it is important that George Mitchell and the
board explain what these changes mean in real terms, not just
formalities, and how the company expects to regain its credibility
with shareholders.?

Two months later, Sean Harrigan, then CalPERS President, after
meeting with the Disney board said:

Today’s meeting was about the monumental withhold vote
against [CEO] Michael Eisner and the performance of The Walt
Disney Company. I think the first step was made by shareholders
in March when 53 percent of shareholders, excluding the broker
vote, told the Disney Board that they had no confidence in Mr.
Eisner. Today was an important second step for us. Now the ball
is in Disney’s court.

One example of the international dimension of governance by pen-
sion funds involved Royal Dutch/Shell in 2004. The firm found itself
in the center of an accounting and governance scandal that involved
the overstatement of crude oil reserves by some 22 percent, which led
to a massive restatement of 2002-2003 earnings and cost both the CEO
and the chairman their jobs. A raft of lawsuits were filed against the
firm seeking reparations for investors, as well as monetary damages
from its current and past boards and senior executives and its account-
ants, PricewaterhouseCoopers and KPMG. A suit filed in New Jersey
Superior Court on behalf of the United National Retirement Fund and
the Plumbers and Pipe-Fitters National Retirement Fund charged those
named with constructive fraud, abuse of control, breach of fiduciary
duty, and unjust enrichment and sought monetary disgorgement and
reimbursement of the company, as well as major governance changes,
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such as increased accountability, the right to nominate directors, and
combination of the United Kingdom and Dutch boards.?!

Problems of Institutional Investor Self-Governance

Professional investment managers compete for business on the basis of
performance in making money and managing risks for their clients.
But some are more exposed to competition than others. In the case of
pension funds, trustees can and do get plenty of advice on the perfor-
mance of a variety of fund managers, and they do change the ones they
use reasonably often. Fees are kept to a minimum, and fund managers’
feet are usually held firmly to the fire. By contrast, managers of mutual
funds with widely dispersed share ownership enjoy greater job security
and receive much higher fees.

Nonetheless, mutual funds’ management feel the pressure for short-
term performance. There were over 4,000 equity mutual funds in the
United States in 2003, and each of these had to prove itself in a highly
visible, highly regulated industry that is full of “league tables” that
report performance against various benchmarks.

Managers do what they can to outperform their peers. They try to
steal a march on other investment managers by obtaining sensitive
information first, by insisting Wall Street analysts call their portfolio
managers when new information, sometimes based on conversations
with insiders, comes into the market. Such information was especially
important to portfolio managers in the 1990s, focused as many were
then on quarter-to-quarter performance of stocks that could rise or fall
very sharply on the basis of how likely they were to meet their coming
quarterly earnings expectations. This practice was substantially cur-
tailed in 2000 by the SEC’s regulation entitled “Fair Disclosure,” which
restricted companies from talking to favored analysts without simul-
taneously informing the entire market of the information passed.

Many funds followed a “market momentum” trading strategy for
generating short-term profits while investing in all of the market’s most
active stocks so as to track the market indices closely and look good,
or at least not bad, in the next quarter’s mutual fund performance
rankings. It was sometimes a frenetic strategy for investing—one de-
signed perhaps to appeal to the hot-money mutual fund investors who
only cared about short-term performance rankings that attracted assets
to be managed albeit with high trading costs (and associated tax ex-
penses) for investors. Such strategies showed no interest in corporate
control and governance issues, unless a takeover was in process, but
they were consistent with the basic mutual fund economics driven by
asset growth and mass-marketing. Mutual funds’ role as effective mon-
itors and governors of corporate conduct was especially eroded during
this period, and their investors, concentrating on asset growth perfor-
mance and little else, did not seem to mind.

What were mutual fund management companies to do? A bubble
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was on, markets were roaring, and there was a lot of money to be
made. The market was irrational and causing fund managers to do
things differently, but what they were doing was what their investors
seemed to want. The investors were willing to pay for it, as well. Did
fund management companies or mutual fund boards really have some
obligation to cool off or shut down individual funds because of fidu-
ciary obligations to investors? Both boards and fund managers took
the view that they were participating in a free-market activity, only
doing what others in the market did, and owed no duties to anyone
beyond that.

Sensible self-governance, however, implies skirting dangerous ter-
ritory, such as allowing favored clients to trade advantageously, putting
corporate interests ahead of investor interests, and overcharging or
concealing fees and expenses. Mutual fund boards have not developed
into objective agents of self-governance, so the issue has mainly been
left to the funds management companies. These companies may have
been able to avoid criticism or regulatory interference because of gen-
erally good reputations and the carefully cultivated appearance of a
well-ordered industry. The disclosures of many unseemly and repre-
hensible actions and the public furore that followed certainly changed
the climate for the industry. The adverse publicity, legal penalties, new
regulations, and class-action litigation have shattered the industry’s
reputation for effective self-governance, and it will be a long time
getting it back.

Conglomeration

The agency conflicts of the asset management industry are potentially
greater when mutual fund managers are part of large financial con-
glomerates, which have investment banking, commercial banking, or
insurance relationships with corporations whose shares they hold in
their mutual funds. Pressure to perform may be greater in the context
of a financial conglomerate situation, in which divisions are expected
to compete with each other or be subject to sanction. It may be no
surprise that 7 of the 12 largest mutual fund management companies
involved with market-timing abuses were parts of large financial con-
glomerates. Such conglomerates do most of their business with cor-
porations or other financial institutions, and their clients are unlikely
to do business with “difficult” investors who subject them to “unhelp-
ful” governance pressure. Such clients might easily direct banking or
advisory or securities business to rivals. In the highly competitive busi-
ness of corporate financial services, there are plenty of fish in the sea.
It is unlikely that corporate management will forego this power of
coercion among financial services providers, especially in highly con-
tested corporate actions requiring shareholder approval.

In one prominent example—the 2001-2002 Hewlett-Packard effort
to acquire Compaq Computer—the merger was bitterly opposed by
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William R. Hewlett, the son of one of the cofounders. Hewlett thought
the merger was ill advised and had assembled sufficient shareholder
backing to force a very close vote. Hewlett-Packard began to urge one
of its large institutional shareholders—the investment arm of Deutsche
Bank, which had opposed the merger—to change its vote. Other Deut-
sche Bank units, notably the corporate finance division, supported
Hewlett-Packard management in the merger. But the Chinese wall be-
tween the dealmakers and the asset managers apparently held firm,
and the investment managers at the bank resisted. Shortly before the
proxy vote, Hewlett-Packard CEO Carly Fiorina was quoted as saying:
“We need a definite answer from ... Deutsche Bank . .. and if it’s the
wrong one, we need to swing into action. . . . See what we can get, but
we may have to do something extraordinary to bring them over the
line here.”?2 Deutsche Bank, after some heated internal debate, changed
its vote to favor the merger, which was approved by shareholders,
although just barely. The vote switch was later investigated by the SEC
and the U.S. Attorney’s Office for the Southern District of New York.
The SEC fined Deutsche Bank $570,000 in July 2003 for not disclosing
its conflict of interest in the matter. In the event, the merger was widely
regarded as a failure and Fiorina was fired as CEO in early 2005.

Mutual fund management companies can face conflicts of interest
similar to those facing the accounting, banking, and securities indus-
tries. These are conflicts that threaten their ability and willingness to
manage client assets carefully and loyally, the two key requirements of
a fiduciary duty. Such conflicts can make it less likely that mutual fund
managers will object to risky merger strategies, excessive executive
compensation, or other aspects of inappropriate governance. The or-
dinary investor relies on the “professional” to look out for such dan-
gers, and to respond to them when they are detected. Yet few mutual
funds have exercised this role during the recent turbulence in corporate
governance. Indeed, several of them were among the biggest investors
in the business disasters and corporate scandals of the early 2000s.

Partly out of concern for these conflict issues, Citigroup announced
in June 2005 an asset swap with Legg Mason, a broker-dealer, to
exchange its Smith Barney asset management business, worth about $4
billion, for the brokerage business of Legg Mason, which would hence-
forth operate only as an asset manager. Citigroup would thereby forego
the asset management business and concentrate instead on brokerage
activities. Among other benefits, exiting the asset management business
confronts Citigroup with one less conflict.

Voluntary and Involuntary Reforms

Pressure for change within the asset management business has focused
on the involvement of the mutual fund industry in the pension sector
and in applying appropriate standards of governance to the corpora-
tions in which they invest.
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TIAA-CREF voluntarily altered its self-governance practices in 2003—
2004, adopting both Sarbanes-Oxley accounting requirements for pub-
licly traded companies and NYSE listing requirements concerning
board and committee composition, although (as a mutually owned
company) it was not required to do so. It appointed an independent
chair for CREF (its equity investing arm) and each of its fund boards;
it established annual elections for all members of TIAA-CREF boards.
And it now holds regular board meetings without management pres-
ent. In announcing these policies TIAA-CREF said; “We want to help
lead a debate and discussion, and by applying best practices to our
own environment . .. create a groundswell among other investment
companies. . . . We intentionally established these principles to be as-
pirational. We’re moving ourselves in that direction, and we hope other
companies will go there too.”*

TIAA-CREF, of course, is a noncorporate pension organization with
apparently more latitude in making changes of this type. So are the
large state and municipal pension funds, who have preferred to show
their independence, power, and spirit by undertaking a large number
of activist governance interventions. Corporate pension funds, how-
ever, are mostly unable or unwilling to make comparable changes, and
they may be subject to some involuntary regulatory prodding. This is
especially true of the DB funds regulated and guaranteed by the U.S.
government.

At the same time, another aspect of pension fund management (un-
der discussion since the 1970s) has again come under scrutiny—the use
of “independent” pension fund advisers. Major firms include Frank
Russell (owned by Washington Mutual), Mercer Investment Consulting
(owned by Marsh & McLennan), Callan Associates, Wilshire Associ-
ates, and Segal Advisors. Almost half of all U.S. pension funds with
more than $100 million in assets use fund consultants. Their key role is
to provide pension fund trustees with recommendations on the use of
fund managers, tracking performance, and investment styles and other
useful services for which pension funds pay fees. At the same time, they
provide fund managers with performance reporting software, market-
ing consulting, and conference organization, for which they also receive
fees. They thus receive fees from both sides, and must report fees paid
by fund managers to both their pension fund clients and to the SEC—
nevertheless raising the “play to pay” issue of whether their recommen-
dations to pension funds are tainted by compensation they receive from
fund managers. In addition, pension fund consultants are sometimes in
the fund management business themselves. An SEC investigation
launched in 2004 focused on “practices with respect to advice regarding
selection of investment advisers to manage plan assets, selection of
other service providers such as custodians, investment research firms
and broker-dealers, and services other than investment consulting pro-
vided to plan sponsors, investment advisers and mutual funds.”*
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In the mutual fund sector, it is now clear that the SEC has decided
to take an aggressive, “show-me” position with respect to the industry.
Almost all of the changes in rules governing the mutual fund industry
imposed by the SEC have been resisted. In the past, the industry had
great influence in both the administrative and legislative branches of
government, and could hold off the SEC. However, the cascade of
scandals following the collapse of the stock market in 2000, including
the Enron and other corporate failures and the mutual fund late trading
and market timing debacle that followed, changed the scene. Not many
politicians want to step out to oppose calls for reforms and punishment.
True, this particular moment in mutual fund history will pass, and the
industry will revert to normal. But for now, many regulators, enforcers
and public critics are not wasting the benefits of the “crisis” in order
to make durable changes in the industry.

Lasting Improvements

Lasting improvements will require regulators to continue to point the
tips of their spears at fund management concerns, which are not very
disposed to voluntary efforts to clean up their own houses. Rather than
opposing reforms, they should understand that clearing out malignant
agency conflicts may be the best thing they can do to protect their own
interests. Few are willing to do more than they consider necessary, so
progress requires the regulators to establish appropriate changes in
what is necessary.

The SEC’s 2000-2004 regulations for mutual funds are steps in the
right direction, but no one should believe that director independence,
as defined by regulators, even now, means anything of the sort. Beyond
these regulations, large fund groups and multibusiness financial con-
glomerates should recognize that Chinese walls between potentially
conflicting areas need to be hardened. If this is impossible, they should
make them unnecessary by selling those businesses that present resid-
ually dangerous conflicts. Relations between corporations and fund
management companies also need to be examined, preferably by influ-
ential people unaffected by business relations with either of them. And,
for their own benefit, fund managers can make an effort to educate in-
vestors to avoid overly speculative short-term behavior in favor of solid
longer term (and hence lower cost) holdings, to reveal all costs and
charges in a user-friendly manner and support that effort by advertis-
ing and promotion, and by being willing to turn away quick infusions
of hot money that might contradict these efforts. In the end, actions like
these will be most likely to accelerate the road to recovery of the repu-
tations of the entire industry, following a particularly unattractive time
in its history—one that is not unlike the experience of the 1930s.

Following the 1930s, a tidal wave of financial regulation occurred
that changed the fund management industry forever, making it both
more expensive to operate and more trustworthy (because of the gov-
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ernment’s regulatory role) than ever. Recapturing of trust enabled the
industry to grow, indeed to explode with opportunity. Today, the gov-
ernment has intervened extensively in the industry, adding expense
and inconvenience to operational tasks. Aside from individuals like
John Bogle, few mutual fund leaders have stepped forward to act as
change agents. That is probably normal. The danger is that regulatory
cost can be a great burden to the industry and its investors. Unneces-
sary or duplicative regulation wastes resources. If industry leaders
participate more actively to put in place long-lasting changes in the
way funds work—lowering agency conflicts, despite the fact that some
revenues may have to be sacrificed to do so—then the whole industry
will be better off than if the government believes it must keep things
tight in order to keep them safe.

ASSET MANAGEMENT AND MARKET DISCIPLINE

We believe there are at least six conclusions that can be drawn from
the discussion presented in this chapter.

1. The asset management industry has been one of America’s great
financial achievements. Half of all U.S. households now participate in
the stock market, mainly through retirement and mutual funds, the
largest proportion ever. Ordinary individual investors are able to invest
with results, and at costs, not greatly different from what wealthy
investors experience. The industry itself has attracted a vast amount of
capital, and is likely to grow substantially in the years ahead. Institu-
tional investors increasingly are the market and, accordingly, have po-
tential to be major factors for the imposition of market discipline on
corporate management and boards. However, they also have the ability
to allow the markets to drift away from rational valuation of companies
by introducing or tolerating distortions caused by an accumulation of
significant agency conflicts. Major players in the industry have shown
that they have been reluctant, unwilling, or unable to discipline them-
selves to ameliorate these conflicts.

2. The structure of the asset management industry reflects a high
degree of competition among traditional and new players. On the one
hand, this should bring lower costs and greater value to investors,
especially if the players begin to respond to stiffer regulatory pressure
to provide greater transparency in fees, costs, and after-tax results. On
the other hand, the industry already has hundreds of competitors, and
these have apparently preferred to continue practices that have enabled
them to keep fees and investor costs higher than they were 20 years
earlier. The SEC now seems to recognize that part of its duty is to
pressure the industry with new rules to remove these practices and tip
it toward competition based mainly on greater value for investors.

3. The mutual fund industry, in particular, is vulnerable to regula-
tory and legal action to suppress agency conflicts, of which many have
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been identified but largely explained away by the industry. After years
of tranquility with respect to fiduciary duties, the industry has headed
into a stormy and dangerous time, which can continue unless the basic
agency conflicts are persuasively removed.

4. The fund management industry is in the process of being required
to deal with governance issues of its own. These include the indepen-
dence, leadership, and functioning of fund boards, how funds are mar-
keted, the transparency and level and nature of fees, and its increasing
complex relationships with corporations and consultants. The industry
has resisted almost all of these changes. But since about 2003, the SEC,
taking advantage of a crisis-induced, proreform environment, has per-
sistently pressed for changes without being fatally challenged by pol-
iticians sympathetic to the fund management firms.

5. Self-improvement can make a difference. Mutual funds have a lot
to clean up, and they should be able (and incentivized) to get on with
it. All institutional investors can become more proactive about corpo-
rate governance issues and, if they fail, may be pressured by regulators
and litigators to do so. Pension funds, especially corporate pension
funds, need to become more active (or at least supportive) of gover-
nance issues.

6. There is a strong likelihood that unless the industry reforms itself,
it will be vulnerable to substantial change. New competition may enter
the business and displace those of yesteryear unwilling to admit the
need for change. Already, indexed funds have taken away about 20 per-
cent of the market from actively managed funds. Competition from
new players, such as those with trusted brand names like WalMart,
Costco, Microsoft, or General Electric, could set up funds groups
owned by investors and pledged to total transparency and avoidance of
conflicts. Such new sponsors would find ways to benefit from money
flows and economies of scale and scope. Their job would be to evaluate,
monitor, and employ the best active money managers, to lower costs,
and to remove any conflicts of interest that might affect investor re-
turns, fully exploiting the sponsor’s marketing capability and bargain-
ing power. Most of today’s big mutual fund managers are likely to have
too much riding on the old business model to offer anything like this.
Some of the big consumer marketers are already in the mutual fund
business, and they too may not be quite as committed to the old models.

Financial history is replete with new models. Money market funds
developed because banks and their regulators exploited the retail de-
posit market, opening the door to new competitors from the securities
industry. Index funds developed as a more cost-effective way than
actively managed funds to invest in broad market aggregates. This is
the way free markets are supposed to work, after all. When leaders
remain mired in the status quo, innovators find a better way.
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The Auditors

The free-market-based economic system is heavily reliant on transpar-
ency. Bad information and bad dissemination can distort capital mar-
kets and lead to bad investment decisions. Distorted information can
allow capital to flow to the real underperformers that ought to be
subject to market discipline and forced to adjust. Equally, healthy cor-
porations under such circumstances can find access to capital more
difficult and expensive than it should be. The aggregate impact of such
distortions of the efficiency of the market economy as a whole can be
significant.

Accounting firms and auditors play a critical role in delivering trans-
parency to capital allocation decisions involving public corporations.
Indeed, although the source of financial information is the company
itself, in the United States, a public company is required under federal
securities laws to retain an independent accounting firm to audit (i.e.,
to examine) its accounts, and to certify that the company’s financial
statements “present fairly, in all material respects, the financial position
of the company in accordance with generally accepted accounting princi-
ples applied in the United States of America.”! The appointment of
auditors must now be approved every year by the audit committee of
the board of directors and by a majority vote of shareholders at the
annual meeting.

The operative words in the regulatory requirements are “indepen-
dent,” “fairly,” “material,” and “generally accepted accounting princi-
ples” (GAAP).

* “Independence” suggests that the auditor’s objectivity in ren-
dering an opinion is not compromised by conflicts of interest—a
condition that did not prevail in all of the large auditing firms
in the 1990s.

159
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* The notion of “fairness” suggests a financial report that is fair
in the overall context, not one that is only technically fair in the
sense that items on the checklist have been ticked off, while
nevertheless the resulting report may be not-fair in the context
of the business as a whole.

* The word “material” is not precisely defined—it is generally
thought to mean that deviations in reporting individual items
should not change overall results by more than, say, 5 or 10
percent (i.e., an amount that should not change the minds of
interested parties).

* GAAP represent a set of accounting principles and standards
adopted by the profession and updated periodically to represent
best practices.

Although the authority for setting accounting principles and stan-
dards was vested in the SEC by the Securities and Exchange Act of
1934, the SEC has for many years allowed the accounting profession to
self-regulate principles and standards, subject to its oversight, and the
industry has long maintained a board of standards staffed and directed
by senior accounting professionals and more recently by the Federal
Accounting Standards Board (FASB), which includes public members.
The FASB proposes updates and changes in accounting practices, airs
them for public comment and then, after any revisions, adopts them
as requirements going forward.

The standard-setting process, however, is subject to pressures and
resistance from the business community and through it from the ac-
counting industry itself. Sometimes opposition to accounting changes
is so severe as to involve intensive lobbying (even at the SEC level and
through members of Congress) and political campaign contributions.
Controversial accounting changes, such as off-balance-sheet account-
ing, accounting for derivatives and corporate stock options, have gen-
erated sufficient opposition to delay the adoption of new accounting
rules by as much as a decade, during which time the industry could
report financial data in any of a variety of ways.

Recent history has shown that there have been widespread failures
in the auditing function, leading to substantial amounts of wrong in-
formation being used in financial analysis and investment decisions.
These failures have included the evolution of such severe conflicts of
interest in the auditing profession as to render the term “independent”
questionable. There have also been abuses in assessing fairness and
materiality, and out-of-date accounting principles and standards have
been used to formulate audit opinions, contributing significantly to
some of the corporate governance disasters of the early 2000s.

This chapter traces how the accounting industry has evolved, how
the accounting profession operated in the late twentieth century, lead-
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ing to its virtual collapse in the early 2000s, and the regulatory reforms
and measures aimed at assuring its recovery.

HOW THE INDUSTRY EVOLVED

Auditing has been in existence almost as long as accounting itself.
Ancient clay tokens found in the region known as Mesopotamia (today
mostly contained within the country of Iraq) attest to a viable system
of recordkeeping.? In ancient Egypt, bookkeepers were motivated to
maintain accurate records for fear of punishment by fine, mutilation,
or even death during the royal audit.®> Greece in the fifth century B.c.
had its official “public accountants,” citizens who maintained control
over government finances. In Rome, the quaestors, who managed the
treasury, were regularly examined by an audit staff and were required
to account to their successors and the Roman senate when they left
office.*

The principles of modern accounting were established with the pub-
lication of a treatise dating back to 1495, Summa de Arithmetica, Geo-
metria, Proportioni et Proportionalita (Everything about Arithmetic, Ge-
ometry and Proportions), by the Italian monk Fra Luca Pacioli. In 36
short chapters, the treatise explained the system of double-entry book-
keeping, “in order that the subjects of the most gracious Duke of Urbino
may have complete instructions in the conduct of business.”> The book
was immensely popular, and few of the basic principles were changed
dramatically over the next 500 years.

Today’s professional accountants evolved from the “chartered” (li-
censed) government accountants practicing in Scotland in the mid-
nineteenth century. Early accountants often worked in law offices. In-
deed, typical assignments of a Glasgow accountant might include
serving as a factor, or trustee, in sequestered estates, managing prop-
erty, and making statements and reports to file legal claims in court, in
addition to typical accounting and auditing work.¢ The first accounting
bodies were regional in nature—in 1854, the Institute of Accountants
in Edinburgh was the first to be granted a royal charter.” Over the next
few years, accounting bodies proliferated—in London, Liverpool, Man-
chester, and Sheffield. The latter half of the nineteenth century saw the
rapid growth of auditing work in Britain, as more companies came to
be traded on stock exchanges.

There are varying theories that attempt to explain the emergence of
the professional auditor in Britain. One theory suggests that there has
always been a demand for auditors as long as there has been a sepa-
ration of ownership and control, since the auditor brings the solution
of an honest intermediary to the agency problem. During the nine-
teenth century, this demand developed rapidly, and soon there was a
supply of suitable professionals, along with chartered accounting bod-
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ies. Firms with chartered professional accountants could offer their
clients the benefit of economies of scale, and this encouraged other
firms to use chartered accountants as auditors as well.?

Another argument suggests that the growth of the chartered auditor
was shaped by the economic and legal climate of nineteenth-century
business and by the self-promotion strategies of the profession itself.

Toward the end of the nineteenth century, the profile of shareholders
of firms began to change from wealthy investors, with insider knowl-
edge and contacts, to public shareholders concerned about reporting
and distribution of profits. At the time, the law was largely ineffective
in resolving corporate disputes, especially those related to dividend
payouts. So directors preferred not to appeal to the law to settle con-
flicts with shareholders about such matters. Instead, the chartered,
independent auditors stepped in as key players in the determination
of solutions to issues of corporate governance.

Chartered accountants seized an opportunity and gradually began
to take over the profession. They became involved in new-company
formation, and in advising managements. They touted the benefits of
the chartered accountants as professionals whose specialized expertise
could be invaluable in such thorny matters as the distribution of profit
in comparison to the amateur, nonchartered accountant. Thus, account-
ing firms began to dominate auditing and, in turn, transformed their
main source of business from handling insolvencies as representatives
of creditors into public company auditing.® The auditing profession
received institutional sanction and legitimacy slowly—in 1900, the
Companies Act was passed in the United Kingdom, which required
the presentation of an audited balance sheet. But the Companies Act
did not stipulate that the auditor had to be a chartered accountant until
1947.

In the United States, the auditing profession was led by the migra-
tion of Scottish and British accountants to the New World to audit
accounts of American enterprises in which British investors had ex-
posure. In 1890, for example, the British firm of Price Waterhouse es-
tablished its first office in the United States, in New York, to audit
American breweries. Accounting firms banded quickly to form an ac-
counting body, the American Association of Public Accountants, in
1887, and New York State in 1896 passed the first law to recognize the
qualification of Certified Public Accountant (CPA), the approximate
equivalent of the British chartered accountant.'

As in the United Kingdom, professional auditing developed infor-
mally faster than did legislative actions requiring it—by 1926, more
than 90 percent of industrial corporations listed on the NYSE were
already being audited," although there was no formal requirement for
doing so. The big thrust for the accounting profession came in the
aftermath of the Great Depression, when President Franklin D. Roo-
sevelt signed into law the Securities Act of 1933 and the Securities
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Exchange Act of 1934. The 1933 Act provided for registration of new
issues of securities, and the 1934 Act provided for the formation of the
SEC and annual reporting requirements of public companies.

The SEC was empowered to set financial disclosure and accounting
and auditing standards in the United States, which were required to
be followed by all corporations using public securities markets. The
key accounting feature of these laws was that all public companies had
to retain professional accountants as auditors to certify their financial
statements, and that these auditors had to be independent of the com-
panies being audited. Subsequent to the Securities Act of 1933 and the
Securities Exchange Act of 1934, financial disclosure in the United
States became extensive, detailed, routine, and periodic, and was tied
to common national accounting and auditing standards. Such disclo-
sure provided the necessary transparency required for a fair and free
market in securities trading. The Acts also paved the way for the rise
of professional accounting firms in the United States, and their subse-
quent spread globally.

Setting the Standards

The accounting profession today follows two broad sets of standards,
those related to auditing (or examining of information) and those re-
lated to accounting (organizing information into financial statements).

Audit Standards. Issuance of exacting auditing standards was precipi-
tated in the United States in 1937 by a massive auditing scandal at
McKesson & Robbins, a wholesale drug company with sales at the time
of $174 million and assets of $87 million.? The firm had inflated re-
ceivables and merchandise inventory by creating a fictitious Canadian
subsidiary. The firm’s auditors, Price Waterhouse—then the largest
organization of public accountants in the world—had signed off on the
accounts without inspecting the Canadian subsidiaries. The event led
to an SEC inquiry in which the commissioners concluded that while
Price Waterhouse’s audit procedures had conformed to what was man-
datory, “they failed to employ that degree of vigilance, inquisitiveness
and analysis of evidence available that is necessary.”** Prompted by the
scandal, the American Institute of Accountants (the predecessor of the
American Institute of Certified Public Accountants [AICPA]) in 1939
created a standing committee to develop audit procedures. Over the
next few years, the committee published several independent pro-
nouncements, which were consolidated in 1972 into a single document.
The standing committee was renamed the Auditing Standard Executive
Committee (AudSEC) in 1972 and once again renamed in 1978 as the
Auditing Standards Board (ASB)."* The ASB is the entity within the
AICPA that until recently set the standards by which auditors deter-
mine how the information reported in financial statements is to be
accurately collected and verified—recognizing that the auditors are not
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expected to duplicate the financial books and records of companies but
rather to set up procedures for systematically determining that the
information being used in the financial statements is fairly stated in all
material respects in accordance with generally accepted accounting
principles. As for the auditing standards themselves, they have their
origin in various sources—through members of the ASB, through other
divisions of the AICPA, through initiatives outside the profession, and
through litigation.” Today, in accordance with the Sarbanes-Oxley Act,
such standards are determined by the Public Company Accounting
Oversight Board.

Accounting Standards. The development of accounting standards—
GAAP in the United States for the private sector—has followed a sim-
ilar path. The creation of the SEC in 1934 gave it the power to establish
accounting standards in the United States that had to be followed by
public corporations. The SEC chose instead to delegate this function to
the accounting profession, in particular to the AICPA’s Committee on
Accounting Procedure (CAP). In 1938, the CAP issued an initial 51
proclamations—the so-called Accounting Research Bulletins—that
formed the basis of GAAP. The CAP was replaced in 1959 by the
Accounting Principles Board (APB), which issued 31 additional prin-
ciples over the next 14 years, with a mandate to attack some of the
more controversial accounting issues. In 1972, the Financial Accounting
Standards Board (FASB) replaced the APB, and the term “accounting
principles” was replaced by “accounting standards,” to reflect the new
role of FASB as the system’s committed independent accounting stan-
dard setter.

Today, the FASB has seven full-time members and operates under
the Financial Accounting Foundation (FAF), which funds it. The FAF
is made up of a number of sponsoring organizations, among them the
AICPA, the Securities Industry Association, and the Institute of Man-
agement Accountants.'® The problematic issues of FASB dependence
for funding on the accounting firms themselves, and on sponsoring
financial intermediaries and corporations, long remained below the
surface. During the 1990s, it became clear that accounting principles
(and standards) involved significant economic interests, especially to
corporate managers attempting to legitimize certain otherwise prob-
lematic transactions by fitting them under the benign umbrella of
GAAP. Such managers, especially when they operated collectively, had
great influence on their auditing firms, on other intermediaries and on
legislators and regulators through the power of the purse to direct
business and to make political contributions.

International Standards. The development of international accounting
standards is less clear. Every nation has its own accounting conven-
tions. The International Accounting Standards Board (IASB) was
formed only in 1972 and, with 140 professional accounting bodies in
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101 nations, has an arguably tougher task, in terms of harmonizing
and issuing accounting standards worldwide. There are 13 member
countries on the Board, as well as the Nordic Foundation, Swiss com-
panies, and financial analysts. Also on the Board is the International
Organization of Securities Commissions (IOSCO), of which the SEC is
a member.

The first 10 years of the IASB’s history were devoted to codifying
best practices. Accounting principles were “descriptive, rather than
prescriptive,” and member countries could use one of many accepted
practices. For example, inventory could be accounted for under “Last
in First Out” (LIFO), “First In First Out” (FIFO), or any of the other
principles used by member countries. During its initial decade of ac-
tivity, the IASB worked on strengthening the original standards and,
like FASB, addressed an array of difficult and contentious issues. The
IASB today identifies its mission as gaining recognition in the key
capital markets, working on an interpretation program of accounting
standards, and establishing working relationships with national stan-
dard setters. It has amended a number of its own international account-
ing standards and issued some standards where none existed before.

Harmonization of Standards

With the globalization of capital markets, the issue of harmonization
of accounting standards has become important. Harmonization, in an
accounting context, can be defined as the “process of increasing com-
parison of accounting practices by setting bounds to their degree of
variation.”"” It is widely acknowledged that harmonization of account-
ing standards can play a key role in reducing capital costs and costs of
preparation of financial statements for multinational companies and in
enhancing capital flows by improving international comparability in
financial statements.!® Recognizing the importance of harmonization,
both FASB and IASB in April 2001 announced a short-term convergence
project aimed at ensuring a “single set of quality, understandable and
enforceable global accounting standards.”

It remains to be seen whether full harmonization, in the form of a
single set of global accounting standards, can indeed be implemented.
Many barriers stand in the way of full harmonization—economic, cul-
tural, and political forces within each country, together with the lack
of enforcement authority surrounding the “official” international stan-
dard setter (the IASB), as well as continuing differences between the
IASB and the FASB, the other powerful standard setter.

Economic, political, and national factors make harmonization not so
much an accounting process as a cultural and political process. In
continental European countries such as France and Germany, for ex-
ample, accounting has tax and commercial implications, and French
and German commercial and tax laws contain detailed accounting
rules. Legislators and governments in these countries thus retain con-
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trol of the accounting standards.?® In addition, political factors, such as
the strength of user interest groups (foreign versus domestic users of
financial statements, for example), and economic factors (such as the
country’s reliance on international capital markets) can also have a
profound effect on national accounting issues.?

A key conflict in harmonization is that while the beneficiaries tend
to be international firms, the cost is borne mainly by local players,
adding to the political ramifications of harmonizing accounting stan-
dards.

In this context, unless the standard setter has the recognition and
compliance authority that, for example, the FASB has in the United
States, ensuring compliance with a set of international standards is a
nearly impossible task. For example, French banks in 2003 lobbied
furiously to oppose the new IASB standard on financial instruments
and hedging, designed to provide greater transparency in accounting
for structured and derivative transactions. The argument was that the
new standards would increase the volatility of bank earnings, and
thereby threaten both share prices and the stability of the French finan-
cial system. Counterarguments focused on the need for up-to-date val-
ues of financial contracts, with the implied conclusion that if standards
failed to provide an adequate level of transparency, an increasing num-
ber of banks and corporations would opt for conversion to GAAP,
which would then become the de facto global accounting standard.?!
An alternative would be for firms to adhere to market value accounting
for derivatives, even if not required to do so. The improved transpar-
ency, it was argued, would boost share prices and lower the cost of
capital of such firms, ultimately encouraging the recalcitrant firms to
go along.

There are also potential areas of conflict between the IASB and the
FASB, reflecting differences in their approach to accounting standards.
The corporate scandals of the early 2000s reignited a longstanding
debate about “rules-based” versus “principles-based” accounting. The
U.S. rules-based approach reflected in GAAP seems to have provided
little protection to investors in light of the myriad ways for smart
managers, lawyers, and accountants to evade them in substance while
remaining technically in compliance. GAAP accounting has been char-
acterized by detailed checklists and high levels of precision that some
times, taken together, yielded misleading financial information. At the
same time, defining compliance with principles-based accounting rules
is often difficult and subjective, as appealing as these principles may be.

What the market really requires is a full and fair portrayal of the
financial condition of companies. This may mean starting from a GAAP
base with a “comply or explain” or “true and fair override” provision.
That is, in cases where GAAP results may fail to provide a true and
fair picture of the condition of the business, or of the economic sub-
stance of transactions, management would be required to explain the
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use of alternative approaches taken to make the presentation true and
fair. Such a requirement, however, would undoubtedly introduce a
wealth of subjective judgments and complications, and may become
the sources for exploitation by aggressive litigators. Efforts to minimize
damages in class-action suits have indeed led U.S. auditors to rely on
checklist approaches, and although shifting to a more principles-
oriented form of accounting might prove to be theoretically desirable,
doing so may be impracticable for those operating within the U.S. legal
system.

The current status on harmonization is not promising. In December
2003, the FASB proposed changes to bring American rules nearer to
international norms, while the IASB in turn presented rules of account-
ing more in line with American practice.? The proposals met with
resistance on both sides. One of the new proposals of the FASB requires
firms to restate earnings for prior years after any accounting changes,
rather than have the traditional one-time adjustment. Businesses say
that in the wake of several scandals and restatements, investors are
wary of even innocent earnings revisions. In Europe, the new account-
ing rule for derivatives proposed by the IASB met with aforementioned
resistance from European banks and insurance companies, who com-
plained that the new rules would make their earnings too volatile.
Even more resistance was expected as the FASB and the IASB move on
other subjects, such as revenue recognition or treatment of mergers and
acquisitions.?

The Business Model

Prior to the 1980s there were eight large, international auditing firms,
and 10 to 12 firms with an important national or regional presence. In
addition, there were hundreds of small public accounting firms spe-
cializing in accounting and auditing services for midsize and small
businesses. In order to sell new issues of securities, underwriters would
require companies to secure the services either of one of the “Big Eight”
or a respected and known member of the next tier.

Emphasis on Auditing

An SEC audit was a much more expensive service than an ordinary
audit, because of the more extensive disclosures and higher standards
required. As every publicly traded company had to supply an SEC
audit once a year, plus unaudited quarterly reports—whether or not
the firm undertook to sell securities in the market—the auditing busi-
ness was oligopolistic (the Big Eight firms audited more than 90 percent
of all public companies) and quite profitable. The firms also offered
some additional services, such as management consulting (mostly re-
lated to IT systems such as payroll, inventory, and bookkeeping) and
tax advice. But the basic accounting work was the bread and butter of
these firms, amounting to 89 percent of revenues for the Big Eight in
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1975. Globalization helped expand the businesses the firms audited or
advised, and by the late 1970s half of Arthur Andersen’s offices, for
example, were located abroad.

Most firms were organized as professional partnerships, as required
by the SEC in 1934, when it declared that independent auditing firms
could not have outside investors, and because of a long tradition of
having partners stand accountable for the firm’s work as a whole. To
maintain independence, the partners of auditing firms were expected
not to own any securities issued by clients of the firm. International
associations, mergers, and other combinations were complicated for
partnerships, and the usual solution was to join separate partnerships
of each national entity under an international umbrella structure that
would to provide global direction, marketing, and controls.

During this period, accounting firms strongly believed that their
respected names conveyed reliability and integrity to the companies
they audited. This was a benefit for which they should be paid in the
form of higher fees. To assure that their “brand names” were protected
by stellar reputations, the partners established procedures for ensuring
high-quality professional standards in their auditing practices. In each
firm, there was a senior partner assigned to chairing a technical group
or “practice committee” that would have to approve any deviation
from the standard accounting principles and auditing practices used
by the firm. A different way to recognize income or to treat a new
financial instrument had to be presented to the firms’ practice com-
mittees and, so it was believed, the auditors would pronounce their
decisions without regard to client economics or other issues. The prac-
tice committees were willing to hear arguments, but they were gener-
ally regarded as very difficult to convince—none more so, during this
time, than Arthur Andersen’s practice committee.

Industry Consolidation

A factor that was important in driving growth in the accounting in-
dustry prior to 1990—closely related to the transition of accounting
firms to full-service professional organizations—was the consolidation
wave within the industry. At the start of the 1980s, the Big Eight firms
consisted of Arthur Young, Price Waterhouse, Coopers & Lybrand,
Arthur Andersen, Deloitte, Haskins & Sells, Peat Marwick Mitchell,
and Ernst & Whinney.

The consolidation drive began in the 1980s with the merger of Peat
Marwick Mitchell and KMG Main Hurdman, the U.S. affiliate of the
European firm Klynveld Main Goerdeler, in 1987. This resulted in the
creation of KPMG Peat Marwick, and the merged entity became the
second-largest U.S. firm until 1989, when fourth-ranked Ernst & Whin-
ney and sixth-ranked Arthur Young formed Ernst & Young, which
became the largest accounting firm in the United States. In the same
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year, seventh-ranked Deloitte Haskins & Sells and eighth-ranked To-
uche Ross merged to form Deloitte & Touche, then the third-largest
firm in the United States. At the end of the decade, the “Big Eight” had
shrunk to the “Big Six"—KPMG, Price Waterhouse, Coopers & Ly-
brand, Arthur Andersen, Deloitte & Touche, and Ernst & Young.?* In
1998, sixth-ranked Price Waterhouse merged with fifth-ranked Coopers
& Lybrand to become the second-largest firm, called Pricewaterhouse-
Coopers. The Big Eight had been reduced to the Big Five.

The consolidation drive was the result of multiple factors that can
be broadly divided into economies of scale and economies of scope.
Economies of scale refer to the notion that the average cost of produc-
tion decreases as a result of increasing production volume. Economies
of scope refers to the notion that average total cost of production de-
creases as a result of increasing the number of different products or
services, and that cross-selling these products or services generates
higher volumes or prices.

Audit firms established economies of scale and scope through inter-
national consolidation. In doing so, they were driven by their clients’
own growth. Some of the aforementioned mergers were motivated by
region-specific strengths. For example, in the late 1980s, Ernst & Whin-
ney had an established network in the Pacific Rim countries, while
Arthur Young did not. Similarly, Price Waterhouse had a network in
South America, while Coopers & Lybrand’s principal network was in
Europe.® As they consolidated, the firms gained access to a larger
capital base, a critical ingredient to growth, since they were limited in
raising capital by virtue of their partnership structures. A larger capital
base attributable to mergers gave the firms the resources to expand in
staff training and development and to bring down costs, thus improv-
ing operating efficiencies to offset declining margins, as auditing fees
remained flat or decreased (in inflation-adjusted terms) in the late 1980s
and 1990s.%

Consolidation led to further economies of scope, as firms expanded
into new areas of industry-specific and technical expertise in audit
services, and into nonaudit services—especially management consult-
ing. The Ernst & Young merger brought together two firms that spe-
cialized in health care (Ernst & Whinney) and technology (Arthur
Young). Similarly, the Price Waterhouse and Coopers & Lybrand
merger brought together two firms that dominated the market for audit
services in utilities and telecommunications, respectively. In addition
to gaining specific industry expertise in audit, some mergers also
helped firms to build nonaudit services in management consulting. For
example, the Deloitte Haskins & Sells-Touche Ross merger brought
together a firm with a substantial audit and tax consulting practice and
a firm with a strong management consulting business.?”
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THE AUDITING PROFESSION IN THE 1990S

The business models of the auditing firms were affected by several new
but very powerful market forces during the 1990s. There was an ex-
plosion in the use of corporate information technology, which greatly
expanded demand for the kind of IT systems consulting work done for
clients by the auditors. Before long the consulting businesses became
as important, then more important, than the auditing business. There
was an equally dramatic explosion in new forms of financial securities,
practices, instruments, and derivatives (and their tax treatment) and in
financial services regulation—all requiring rapid development of new
accounting principles and standards. Financial markets boomed in the
1980s and 1990s as never before, but they also went through several
corrections, market reversals and bankruptcies that inevitably resulted
in litigation aimed at auditors, which the auditing firms were often
compelled to settle for large sums. By the end of the 1990s, all auditing
firms were continuously involved in class-action litigation for alleged
violation of professional or fiduciary standards. However, the combi-
nation of auditing and consulting revenues was growing rapidly, and
the associated profits available to accounting professionals became very
tempting. The firms themselves began to feel the need for greater scale
and scope, as well as better management to take advantage of these
developments.

Each, by then, was a vast, multinational organization (most operat-
ing as a collection of national partnerships) serving thousands of clients
all over the world. The increasing complexity and competitiveness
caused serious quality control issues to emerge. By the end of the 1990s,
market failures attributed to faulty auditing and accounting had be-
come commonplace, and all major U.S. firms suffered considerable loss
of reputation and prestige. One, Arthur Andersen, was forced into
liquidation.

The State of Independence

The growth of nonaudit revenues began to conflict with the auditing
firm’s core attribute—their independence. Over the decades after 1975,
accounting firms steadily began to increase the provision of nonaudit
services, and by 1998 revenues from management consulting had
grown to an average of 45 percent of revenues, ranging among the
major firms from 34 to 70 percent.® A study of more than 4,000 proxy
statements on the SEC’s EDGAR database filed between February and
June 2001 showed that nonaudit fees averaged two-thirds of total fees
billed by the Big Five auditors, as compared with less than half for
non-Big Five auditors. The purchase of nonaudit services was wide-
spread—96 percent of audit clients in 2001 had contracted for nonaudit
services. However, a relatively small number of clients accounted for
a disproportionate amount of nonaudit fees.?
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There was also a growing tendency for nonaudit fees to exceed audit
fees—in 2001, at least half the Big Five firms’ clients paid nonaudit fees
in excess of audit fees.** Anecdotal evidence brings these numbers into
sharper focus. One of the most striking examples is the case of Enron,
which in its SEC filings indicated that it paid Arthur Andersen (its
auditors) a total of $52 million in one year, of which $25 million was
in the form of audit fees. This number was contested by Andersen’s
CEO in testimony declaring that the audit fees were in fact $13 million
and the nonaudit fees approximately $34 million, with another $4 mil-
lion going to the firm’s consulting arm.** Whatever the exact number,
there is no doubt that Enron paid its auditor exceptional amounts in
fees for nonaudit services. In another case, a 2001 filing showed that
Walt Disney had paid PricewaterhouseCoopers, its auditors, $8.7 mil-
lion in auditing fees and $32 million in nonaudit fees.>

Not surprisingly, the growth of nonaudit services changed the busi-
ness models of many accounting firms. Audit services, by the late 1970s,
had become commoditized. The liberalization of the accounting indus-
try by order of the Federal Trade Commission (removing restrictions on
advertising and solicitation of business), and competitive bidding in-
creased competition in the accounting industry and served to drive
down prices. Audit services became loss leaders used, in some cases, to
gain entry to more lucrative nonaudit opportunities. Suspicions of com-
petitive “low balling”—offering deliberately underpriced audit fees in
order to obtain a new client, from which additional fees might be gen-
erated from nonaudit services—became widespread. Cuts in audit fees
of between 25 and 50 percent were widely reported in the industry.®

With the traditional professional accounting business becoming
more competitive than ever before, and the competition being driven
by opportunities to perform in the lucrative consulting business, the
classic business model of the accounting industry was transformed. The
firms adapted by reorganizing themselves into two generally separate
parts—accounting and consulting—operating under a worldwide par-
ent organization. The two groups often clashed over management is-
sues and division of profits, but the reality emerged that the auditors
were used as marketers of consulting services, and their compensation
and promotion opportunities reflected their success in doing so.

In line with this dynamic, Arthur Andersen established its Andersen
Consulting subsidiary to become the consulting division of the group.
It was so successful that by 1983, Andersen Consulting was the leader
among all U.S. consulting companies in terms of revenues.* By then,
the revenues from Andersen’s consulting business began to catch up
with its accounting arm, and surpassed them for the first time in 1984.
By 1988, Andersen Consulting was generating 40 percent of the entire
firm’s profits. In 1989, as part of a restructuring process, Arthur An-
dersen and Andersen Consulting were set up as two stand-alone busi-
ness units, charged with providing separate and complementary ser-
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vices. Arthur Andersen supplied tax and audit services, while
Andersen Consulting provided management and technology consult-
ing services. The two business units were linked by a parent organi-
zation, Andersen Worldwide, whose mission it was to ensure that the
two entities performed compatibly. In July 2001, after an acrimonious
divorce, Andersen Worldwide spun off Andersen Consulting (as Ac-
centure) in an initial public offering of shares.

The move toward nonaudit services increasingly raised the question
of auditor independence. The SEC defined independence not just as
“independence in fact”—the state of mind that permits performing of
an audit service without being affected by external influences—but
also “independence in appearance,” the avoidance of circumstances
that would cause a reasonable third party to conclude that the firms’
integrity or independence has been compromised.®® This definition
takes into account that over the years, there had been persistent debate
about whether auditor independence was in fact compromised by pro-
vision of nonaudit services, or whether there was only the appearance
of auditor independence that was being compromised by nonaudit
services.

Research and public opinion focused on whether audit quality had
in fact been affected by auditor independence issues. Audit quality is
defined as the “probability that the financial statements are free of
material errors.”* If they are (free of material errors), then indepen-
dence no longer has the importance it once had; it doesn’t really matter,
appearances notwithstanding. Competing arguments over this issue
have been heated for many years.

On the one hand, there were academic studies suggesting that there
was no evidence that provision of nonaudit services impaired auditor
independence. In one study, in only 3 of 610 claims against auditors
was there an allegation that independence had been impaired.®” An-
other study of 944 firms that issued proxy statements and that disclosed
audit fees for 2000 found that issuing “going-concern” opinions (a sign
that a company may not remain in business; issuing such an opinion
would suggest auditor independence) increased as audit fees in-
creased.®® Such findings can perhaps be explained by assigning impor-
tance to the reputational capital that an auditor builds. Although it
would seem that auditors have an economic incentive to accede to their
client’s wishes by not reporting errors, there is a counterincentive for
auditors to maintain high levels of quality—a lower quality audit may
be discovered, and this could drive away clients who value higher
quality.®* The auditor, in becoming more dependent on all its clients,
becomes more independent of any one.*

At least one study concluded that provision of nonaudit services can
actually increase the quality of audit, due to productive economies of
scope (economies of scope arising from the fact that both types of
service need to utilize the same set of information and professional
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qualification) and contractual economies of scope (the economies con-
nected with the fact that cross-selling of professional services involves
high transaction costs, and therefore it becomes worthwhile to make
use of safeguards, such as brand name, reputation, and client confi-
dence, already developed, when contracting for new services).*!

Accounting firms, of course, strongly attempted to justify the pro-
vision of nonaudit services by maintaining that these actually enhanced
audit quality. One such study, conducted by the Panel of Auditing
Effectiveness, indicated that in no instance did the panel find that
provision of nonaudit services reduced quality, and that in a quarter
of the cases, it actually enhanced audit quality.? Such studies were
typical of those commissioned on behalf of an industry by its lobbyists.

On the other hand, studies in the accounting literature suggested
that provision of nonaudit services increased the auditors’ incentive to
acquiesce to client pressure.** Such studies seemed to indicate that the
more the firms paid their auditors for nonaudit services, the more likely
they were to engage in “earnings management”—that is, in meeting
or beating Wall Street analysts’ forecasted earnings per share.** Another
study, commissioned by Congress in the late 1970s (and never acted
upon), noted that an auditor’s ability to remain independent was di-
minished when the firm provided both consulting and audit services
to the same client.** In 1987, the Journal of Corporation Law observed that
“as accountants today are expanding into business and investment
consulting and tax planning areas, questions of independence can
arise.”** Academic inquiries usually presumed that if a conflict can be
proven to exist, then it is likely that the parties involved will succumb
to its temptations, regardless of the concurrent need for the parties
concerned to maintain reputational capital and abide by high profes-
sional standards that would provide an effective safeguard against
exploitation of conflicts of interest.

In a 1994 review, the SEC concluded that its staff should continue to
be “aware of problems” of independence that might be caused by
nonaudit services. The Special Committee on Financial Reporting (the
Jenkins Commission) noted that

users [of financial statements] are concerned about current pres-
sures on auditor independence. They also are concerned that au-
ditors may accept audit engagements at marginal profits to obtain
more profitable consulting engagements. These engagements
could motivate auditors to reduce the amount of audit work and
to be reluctant to irritate management to protect the consulting
relationship.*’

Despite these studies, and conviction by the then SEC Chairman Arthur
Levitt that conflicts were threatening auditing and reporting accuracy,
the SEC was unable or unwilling to act meaningfully on auditor in-
dependence issue at the time.
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Through the end of the 1990s, the debates on auditor independence
were largely held to be academic, although the arguments persisted—
despite increasing numbers of accounting failures, evidenced by the
restatement of audited financial statements (over 500 cases from 1997
to 2000) and hundreds of regulatory and class-action suits aimed at the
major auditing firms. The SEC, empowered by the 1934 Act to refuse
to accept certifications provided by auditors deemed not to be inde-
pendent, made various pronouncements about the independence of
auditors but actually did little or nothing to assure it. It took the spec-
tacular collapse on Enron in 2001 and WorldCom in 2002 to focus public
attention on the issue. In both cases, Arthur Andersen was the failed
company’s auditor and provided substantial consulting services. An-
dersen would not survive the aftermath of these events.

The State of the Standards

Meanwhile, if the auditors were less independent than people expected,
there had to be a mechanism to transmit their willingness to please
their clients that would not at the same time place the auditors in
jeopardy for fraud or misrepresentation. The auditors were willing, as
a matter of policy, to be client friendly, but not that friendly.

The mechanism that emerged was the capacity to interpret GAAP
in a manner that would be favorable to the company. Generally this
seemed difficult to do. GAAP was well established, and there were
hundreds of bulletins, research studies, and other documentation of
what generally accepted accounting principles were and how they were
to be applied. Still, there were a number of loopholes in GAAP, caused
by changing business practices and technologies that introduced new
factors that had to be rendered into acceptable accounting. And the
process of finalizing a new accounting principle could be extremely
long while argumentation, foot-dragging, and strenuous lobbying ef-
forts played out. In the interim, ersatz forms of accounting treatment
were applied, often inappropriately or carelessly, because there were
as yet no hard-and-fast rules.

The FASB was charged with keeping accounting principles up to
date, but it was limited in what it could do in the face of opposition
from its own industry (FASB members were seconded to the Board by
the accounting firms themselves), or from the FAF’s corporate sponsors,
or from the business community at large, which could mount public
relations efforts and lobby for support among politicians whose cam-
paigns they helped finance.

In the late 1990s, the biggest unresolved issues relating to accounting
principles were (1) the treatment of off-balance-sheet liabilities for “spe-
cial purpose entities,” or SPEs, (2) the valuation and accounting for
financial derivatives, and (3) the accounting for the issuance of em-
ployee stock options by corporations. These issues were all awaiting
action by the FASB to establish standards. There were other unclear
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issues as well, related to revenue recognition (rules establishing proper
treatment already existed, although they were always susceptible to
imaginative or novel approaches to evade them) and the reporting of
“pro forma” earnings in company financial statements to reflect the
effects of mergers, reorganizations and other “one time” events.

In short, during the 1990s there were many companies that operated
aggressively to exploit opportunities in financial and merger markets
that needed favorable accounting treatment of their actions to make
the most of them, and these corporations were accommodated by their
auditor/consultants and strongly urged them to be more “creative”
and “responsive.” Some companies projected themselves as “new econ-
omy” corporations that were doing things that were unprecedented,
claiming that therefore newer and more tailored accounting methods
had to be developed to give investors a true picture of their efforts.
Certainly Enron and WorldCom, and many others, were among these
companies, and used their considerable leverage with the accounting
firms to persuade auditors to find a way to go along. There were four
domains that covered most of the problems.

First was the accounting treatment of SPEs. In Enron’s case, what
was demanded of the auditors was favorable treatment of off-balance-
sheet SPEs, of which the company had created more than 800. It needed
to exploit a loophole in the ersatz accounting treatment of such trans-
actions—which enabled off-balance-sheet treatment for liabilities of an
SPE if only 3 percent of the equity and debt of that SPE was owned by
an independent third party—and to provide a source of new ideas for
similar treatment of more and larger transactions. Enron also wanted
broad tolerance of issues of “materiality,” in which, for example, a
transaction that failed to qualify for off-balance-sheet treatment might
be overlooked because it was not itself “material” in the context of
Enron’s overall financial position.

A second issue related to accounting for derivatives—an issue that
raged on for years during the 1990s, especially in the financial services
industry. These issues migrated to the telecom industry late in the
decade, when “swaps” of capacity were made between two fiber-optic
cable operators (Enron and Global Crossing, among others) that placed
unrealistic values on the properties.

Revenue recognition issues resulted in many cases of earnings re-
statement by corporations in the late 1990s. GAAP provided that com-
panies could book expected revenues on certain long-term contracts
before the revenues were realized under specific circumstances. This
not only helped offset high front-end costs associated with such con-
tracts but also allowed substantial leeway in earnings reporting. In one
example, Electronic Data Systems Corporation (EDS) signed a $9 billion
contract with the U.S. navy and booked a substantial portion as up-
front revenue. When subsequent political delays raised questions about
when the cash flows would actually be received, EDS had to take a
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$2.2 billion charge in the third quarter of 2003 and wait for the funds
to actually arrive.

Such practices clearly reduced the transparency of company ac-
counts for investors, which probably more than offset the benefits to
companies in smoothing earnings.*® Revenue recognition usually re-
quired the consent of the auditor, as it was difficult to conceal such
information. And auditors were frequently cooperative in setting up
“creative” ways to treat revenue-recognition issues during the latter
1990s. Often these resulted in later financial restatements that shocked
the markets, as occurred among such major corporations as Lucent and
Xerox and later AIG. Expense recognition became a testing ground for
the human imagination. For example, WorldCom managed to persuade
its auditor, Arthur Andersen, that a portion of its operating expenses
were in fact eligible to be capitalized as long-term assets.

A third issue involved employee stock options, which under GAAP
were not required to be expensed when granted, so long as they were
executable at market value at issuance. Economic understanding of
options was poorly developed when their accounting treatment was
initially adopted, but at the time employee stock option grants were
very modest in relation to most companies’ capitalizations. During the
1990s, both of these factors changed. It was widely accepted among
financial academics that options had determinable, underlying fair
value when granted, and that this value necessarily represented a cost
to the firm’s shareholders. And the relative importance of employee
stock options ballooned to hundreds of times what it had been. A
Federal Reserve study at the time indicated that U.S. corporate earnings
per share as a whole were significantly overstated, perhaps in the range
of 2 to 4 percent, as a result of the failure to expense stock options
when granted. Another study in 2003 suggested that the cost of stock
option grants at Cisco Systems (a major issuer) was likely to be as much
as 20 percent of the company’s earnings per share in the 2004 and 2005
fiscal years.®

The FASB attempted to reform the treatment of such options but
was prevented from doing so by very determined lobbying efforts on
the part of corporations and their accounting firms. The SEC opposed
the lobbying effort initially, but Chairman Arthur Levitt noted that he
was compelled by members of Congress to drop his resistance or see
the SEC’s operating budget drastically reduced.

A fourth issue was the use of “pro forma” earnings, which became
widespread during the stock market bubble and merger boom of the
1990s—and did a great deal to camouflage what was actually going on
within corporations. Often derided as “earnings before the bad stuff,”
pro forma numbers generally exclude such costs as restructuring ex-
penses, which often appeared later as special one-time charges, result-
ing in earnings restatements. With investors focusing on price-earnings
ratios, comparisons were obviously highly sensitive to earnings defini-
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tions. One study calculated that the S&P 500 index in April 2003 was
trading at around 32 times GAAP earnings, but only 19 times “oper-
ating earnings”—a difference explained by costs that are ordinary busi-
ness expenses under GAAP but treated as nonrecurring extraordinary
items under “operating earnings” that were often restated later.** An-
other study by security analysts at UBS traced the difference between
pro forma earnings and GAAP earnings and showed them to be 19
percent higher during the 1991-2001 period, and almost 50 percent
higher in 2001 alone. The largest differences between pro forma earn-
ings and GAAP earnings were among companies being investigated
for accounting irregularities by the regulators.

In sum, by the end of the 1990s it was clear that the major accounting
firms had lost their ability to affect accounting discipline among their
clients. The internal accounting practice groups were becoming tooth-
less. In many cases, the economic interests of the firm (and the com-
pensation and promotion opportunities of certain partners) were
weighed alongside the firm’s reputation for professional integrity—
and the economic interests prevailed. The consequence was the gradual
contamination of the markets by incorrect or misrepresented financial
information on corporations whose securities were, accordingly, mis-
valued. Because of the massive size and trading volume in the equity
markets during the late 1990s, the quantity of misvalued securities was
vastly greater than ever before. So a very important degree of respon-
sibility for the bubble and the damages associated with its subsequent
collapse may be attributed not only to management but also to the
auditing profession, which contributed significantly to the market fail-
ures.

Some, however, claim that the more sophisticated financial analysts
actually knew of the distortions when they occurred and never did rely
excessively on the auditors for what they needed to know. If this is the
case, then the responsibility associated with the market failures of the
late 1990s spreads to other parts of the system, to the intermediaries
and investors whose activities are discussed in the previous chapter of
this book. And it raises the question whether, in a world dominated by
highly knowledgeable and sophisticated financial intermediaries, au-
dited financial statements of corporations are needed at all.

Litigation Explosion
Through the 1990s and early 2000s, auditors’ liabilities related to pro-
fessional conduct became very large, expensive, and contentious. Partly
this is a result of the increase scope of the class-action lawsuit and
greater enforcement efforts by regulators, but it is also evidence of a
lowering of standards in the industry.

Many accounting industry professionals believe that their exposure
to lawsuits has expanded to insufferable levels because of tricks and
manipulations available to skilled trial lawyers. Whenever there is a
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sizeable bankruptcy or significant restatement of corporate earnings,
lawsuits alleging responsibilities of auditors are a near certainty, they
believe, regardless of fault. Some in the accounting industry have ar-
gued that accountability and responsibility can go too far. To quote one
such view:

The Big Four accounting firms are asked to take responsibility for
all the failings of public companies around the world. The system
ought to be like a shop—if there is a problem you get your money
back. If you buy a television and it doesn’t work no one suggests
you should get back 400 times the price [through lawsuits].>!

Others, including their pursuers in the law firms, claim that the
accountants have made themselves vulnerable by unacceptably low-
ering professional standards and failing to enforce quality controls.

Either way, the reality has been that accounting firms and their
insurers have participated in a constant and extensive transfer of
wealth to trial lawyers and their collective clients for at least a decade.
The cost of insuring against such expenses and losses became a part of
doing business, most of which was passed on to clients. This resulted
in increased audit fees, and a system for forecasting litigation risk,
which enables firms to charge higher fees to clients thought to be high
risk, if indeed such clients are retained at all. Enron, for example, was
classified as a high risk by Arthur Andersen, and accordingly, the audit
fees charged to Enron were materially higher than to lower risk clients.
Once the risks were covered by differential fees, however, the tempta-
tion on Andersen’s side may have been to become indifferent to them.

Whereas class-action suits have been the most expensive form of
litigation, actions brought by regulators such as the SEC have grown
as well, and they have indeed been fatal. The U.S. Justice Department
was outraged that Arthur Andersen—under a restraining order from
a prior case—had continued to engage in practices that were supposed
to be prohibited. So it brought criminal charges against the firm for
obstruction of justice. These charges resulted in a conviction, and the
almost instantaneous bankruptcy and liquidation of the firm in 2002.

QUESTIONS OF LIABILITY

Two main questions are associated with auditor liability: (1) who the
auditor is liable to, and (2) what the auditor is liable for. In the United
States, three broad standards are commonly applied by the courts to
decide who the auditor is liable to, although no one standard is uni-
formly applied: (1) the privity standard, (2) the known and intended class
of beneficiaries (also called the near-privity standard), and (3) the rea-
sonably foreseeable standard.®

The privity standard is the narrowest standard, holding that the
accountant should not be held liable to third parties for mere negligence
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in civil suits that do not involve gross negligence or fraud. Over the
years, accountants’ liability has been extended, and now some states
in the United States adopt the “reasonably foreseeable” standard for
third-party liability. This extends liability to reasonably foreseeable
third party users of financial statements.>® (Third-party liability is rel-
atively recent in other countries—it emerged in the United Kingdom,
Canada, Australia, and New Zealand only during the 1960s.)

Accounting firms argue that third-party liability leads to a large
number of frivolous or weak-claim lawsuits against them that are none-
theless long and expensive to settle. Research on litigation in the 1990s
against U.S. accountants showed that around 40 to 50 percent of cases
involved weak claims, but that these cases nevertheless took an average
of 3.7 years to settle.”® There is also the danger that with the existence
of third-party liability, persons who used a variety of risk assessment
tools before deciding whether to transact now claim to rely exclusively
on audited financial statements.>® All this, accountancy firms argue,
makes it increasingly difficult and expensive for them to procure lia-
bility insurance.

Not surprisingly, the accountancy profession has lobbied strongly
for a narrowing of liability, as well as other measures, to ensure that
auditors are not the only ones held responsible. In the United Kingdom,
for example, the profession has pressed for director liability insurance,
capping of auditor liability and proportionate rather than “joint and
several” liability.”” In countries such as the United Kingdom, Canada,
New Zealand, and Australia, these efforts (other than for the capping
of liability) have been fairly successful—there has been a consistent
narrowing of the “duty of care” definition back to privity or near-
privity standards. Court judgment in the United Kingdom have held,
for example, that in general, auditors only owe a “duty of care” to their
corporate client (as a legal person) rather than to any individual share-
holder.5®

The second area of auditor liability deals with what the auditor can
be sued for. Auditors can be sued for: (1) breach of contract, (2) ordinary
negligence by their clients, and (3) gross negligence, constructive fraud,
and fraud by third-party users of the financial statements. Breach of
contract is defined as the failure to provide contractual duty, such as
the failure to produce an audit report on time, failure to discover a
material error or irregularity, or withdrawal without justification from
an engagement. Negligence involves the failure to exercise due care
and is distinguished from gross negligence or constructive fraud, which
involves the failure to exercise even minimal care. Fraud involves the
intentional misrepresentation of facts. The definitions make it clear that
it is difficult to draw the line between what constitutes negligence and
what constitutes fraud.

The audit industry claims that increased litigation is due to an audit
“expectations gap,” the gap between the auditors’ required standards
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of performance and public expectations of their standards of perfor-
mance. The auditors have a responsibility to search for errors that may
have a material effect on financial statements, but the auditor is not the
guarantor or ensurer of the accuracy of the statements. On the inves-
tors’ side, it is often difficult to distinguish between auditing failures
and business failures, so auditors may be taken to task when the firms
they audit run into business trouble. A study of 472 cases involving
the 15 largest public accounting firms in the United States showed that
156 suits were brought against accounting firms during the period from
1970 to 1974, while 133 were brought from 1980 to 1984—both periods
corresponding to major business slumps.*

Not all legal action against auditors is brought by the investing
public. In the United Kingdom, for example, where class-action suits
are not permitted, some of the largest lawsuits involve accountancy
firms: one firm, in its capacity as a trustee in bankruptcy, taking action
against another, in its capacity as auditor. For example, Touche Ross
initiated a legal action involving an $8 billion claim in 1993 against
Price Waterhouse,® the auditors of the failed Bank of Credit and Com-
merce International (BCCI). Price Waterhouse launched a £1 billion
lawsuit against Touche Ross over the collapse of Atlantic Computers
in 1994. In the same year, Coopers & Lybrand launched a £400 million
lawsuit against BDO Stoy Hayward, the auditors of Polly Peck.®? Coo-
pers & Lybrand, in turn, was sued by Price Waterhouse, the liquidator
of the failed merchant bank Barings, in 1996.% Yet another accounting
firm, KPMG, sued Coopers & Lybrand in 1997 for £120 million over
alleged audit failures at Wallace Smith Trust.*

Besides lobbying for measures to reduce auditor liability, accounting
firms use a number of mechanisms to minimize litigation costs. Mech-
anisms can: (1) Be preventive or defensive—such as peer reviews or
defensive auditing; (2) Be risk-protection oriented—usually involving
liability insurance; or (3) Involve out-of-court settlements. Self-
regulatory bodies such as the AICPA have long held to a tradition of
elaborate peer reviews and quality control mechanisms aimed at en-
suring audit quality. The auditing industry has evolved its own system
of defensive auditing, which includes use of carefully worded engage-
ment letters, client acceptance policies, and risk assessment of client
firms.

Auditing firms also routinely get liability insurance, although they
claim that insurance premiums are excessive. Moreover, accounting
firms actively pursue out-of-court settlements, which reduce litigation
costs through quicker settlement and often cut the original litigation
amount. For example, in the United Kingdom, Ernst & Young faced
lawsuits of $10 billion over its involvement in BCCI, but various court
judgments reduced the damages, and it is estimated that the actual
settlement has been a fraction of the original amount, in the area of $2
billion.%
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Triggered by the Arthur Andersen meltdown, the accounting indus-
try reopened the lobbying for reform in two key areas: (1) a return to
proportionate liability from joint and several liability, and (2) a cap on
auditor liability. Joint and several liability statues say that damages are
to be awarded in the proportion to the amount of injury caused. When
the client firm is in bankruptcy, the audit firm—as the remaining entity
with financial resources—can be held liable for the entire penalty as-
signed to the bankrupt firm, as well as that assigned to the auditor.
Accounting firms claim that they have neither the capital nor the in-
surance coverage to protect against joint and several liability. This could
prevent them from taking on audit assignments, leaving whole sectors
of the economy unable to obtain appropriate auditors.®® The account-
ancy profession has also lobbied for capping auditor liability at some
multiple of audit fees.

These proposals have met with mixed success. While there has been
a positive reaction to joint and several liability proposals, there has
been far less sympathy for a cap on auditor liability. Countries such as
Australia introduced proportionate liability in 2002 while rejecting calls
for cap on auditor liability.5”

THE SYSTEM BUCKLES

In 1984, the Supreme Court, in United States v. Arthur Young & Co.,
assigned to the accountant the role of a “public watchdog” who owes
“ultimate allegiance” to the corporation’s creditors and stockholders,
as well as to the investing public.%® Such a role is more in line with the
public’s perception of the auditor as a sentinel to detect fraud and
malpractice than it is with auditors” own perceptions of their role. In
either case, during the 1990s, there was very little barking by watch-
dogs.

As noted, it was a decade marked by large-scale bankruptcies such
as those of Enron and WorldCom, and more earnings restatements than
ever before. So the auditor’s role was called into question fundamen-
tally. Especially the years 1997-2001 saw an avalanche of financial
restatements due to accounting irregularities—an increase of 145 per-
cent during the period, with the sharpest growth occurring post-1999.
The proportion of listed companies on the NYSE, the American Stock
Exchange, and NASDAQ identified as restating their earnings reports
tripled from less than 1 percent in 1997 to around 2.5 percent in 2001
and around 3 percent in 2002.% Another study identified 523 restate-
ments from 1997 to 2000, with a significant increase in restatements
from 1997 to 1998 and continuing increases in 1999 and 2000.7

Enron and Andersen—The Catalyst for Change?

One of the most significant and high-profile accounting cases involved
Enron, which filed for bankruptcy on December 2, 2001. The Enron
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story had begun to unravel publicly less than two months earlier, when,
on October 16, 2001, the company issued a press release announcing a
$618 million third-quarter loss because of a $1.01 billion write-off on
various investments related to Enron’s broadband, telecommunica-
tions, and other businesses. That same day, although it was not part of
the press release, the company announced a reduction in shareholder
equity by approximately $1.2 billion. Less than a month later, on No-
vember 8, 2001, the company issued a restatement of earnings for 1997
to 2001, following a retroactive consolidation of some of its special-
purpose entities. Enron indicated that there would be a reduction in
reported net income of more than $580 million for the years 1997-2001
and increases in the company’s debt of $711 million in 1997, $561
million in 1998, $685 million in 1999, and $628 million in 2000.

Enron’s stock already had been under pressure and in decline since
May 2001. Following the October announcement, in the next three
weeks, Enron’s stock price fell from over $33 per share to $9 by No-
vember 2001, the day before management announced that the firm
would restate earnings. The stock had been at more than $80 only six
months earlier. The shares lost 85 percent of their remaining value over
the next three weeks, after a buyout offer by an industry rival fell
through.”? As the value of its stock fell, rating agencies downgraded
Enron’s debt, which triggered additional major liabilities and led to a
bankruptcy filing in December 2001—the largest since Texaco’s bank-
ruptcy filing in 1987.

Arthur Andersen had been Enron’s independent auditor for 16
years, and after Enron’s bankruptcy, public scrutiny fell on the auditors.
Several charges were levied against Andersen related to the quality of
its Enron audit. These centered around the fact that the firm had taken
no action on Enron’s questionable accounting practices, especially those
related to its SPEs, even after being warned by employees at Enron
and Andersen’s own professional standards group.

The Andersen case took on an entirely different life when the De-
partment of Justice alleged that Andersen’s Enron team began the
wholesale destruction of documents relating to Enron in October 2001,
under orders from Andersen partners. So in March 2002, the Justice
Department charged Andersen with deliberately destroying evidence
related to its audit of Enron while an investigation was already under-
way, and in May 2002, the trial began. Although Andersen argued that
the shredding of documents was part of a routine document retention
policy, the firm was found guilty, less than a month later, of criminal
obstruction of justice by shredding evidence related to the Enron affair.
That same day, the firm notified regulators that it would cease to prac-
tice before the SEC, and on September 2, 2002, Andersen announced
that it had surrendered to state regulators all licenses to “practice public
accountancy” and was out of business. Nevertheless, Andersen ap-
pealed the conviction and the case was ultimately accepted by the U.S.
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Supreme Court which unanimously overturned the judgment in May
2005 because of unclear jury instructions as to what constituted guilt.
The reversal was a technical victory for Andersen, but of no practical
value to the firm which by then was defunt.

The Enron and Andersen cases brought out some of the issues that
had long been building in the auditing industry. First, they highlighted
the issue of compromised auditor independence. Enron’s SEC filings
indicated that Andersen had been paid large fees for nonaudit services,
in addition to its significant audit fee. Andersen also took on (outsour-
ced) internal audit work for Enron. In addition, the relationship be-
tween Enron and Andersen was seen as a revolving door, leading to
several Andersen employees crossing over to Enron to work in key
positions. Although Andersen denied that provision of nonaudit serv-
ices had affected the quality of its audit and indicated that it had
repeatedly warned Enron’s board that its accounting practices were
high risk, Andersen had not documented its objections.

Andersen’s own collapse also raised important issues of auditor
liability, especially how it should be determined what liabilities large
accounting firms have when clients go bankrupt, and whether these
should be proportionately allocated among various parties to prevent
firms from collapsing under the weight of class-action liabilities. And
the breakup of Andersen indicated how much the major accounting
firms had changed over the years.

Andersen to the end remained one of the champions of central con-
trol and had retained the motto “One firm.” When trouble came, how-
ever, it found that its divided and self-interested partners could not
agree on appropriate actions, and the firm became helpless to keep the
worst from happening. Subsequently, its international partners across
the world sold their individual practices separately to Andersen’s com-
petitors.

Auditor malfeasance at Andersen, although under intense scrutiny
in the Enron debacle, was not a new phenomenon. At least two other
cases were cited in court as evidence of a pattern in Andersen’s his-
tory—Sunbeam and Waste Management. Sunbeam Corporation was a
consumer appliance manufacturer marketing such brands as Mr. Cof-
fee, Mixmaster, and Powermate. In the 1990s, the Sunbeam CEO,
“Chainsaw” Al Dunlap, used accounting tricks such as recording con-
tingent earnings and booking revenue months ahead of actual ship-
ping. In 1998, Sunbeam announced that its audit committee had deter-
mined that Sunbeam was required to restate its financial statements
for previous years, and that the adjustments would be material.”> A
few months later, in October 1998, Sunbeam announced a restatement
of its financial results for a six-quarter period from the fourth quarter
of 1996 to the first quarter of 1998, and dismissed its CEO. In February
2001, the corporation filed for bankruptcy. In 1999, a consolidated class-
action suit was filed against Sunbeam, Arthur Andersen, and certain



184 Corporate Governance and Capital Market Institutions

Sunbeam principals.” The total settlement was $141 million, and An-
dersen paid $110 million of this amount—an action that surely en-
couraged further accounting industry class-action suits. The SEC
charged the Andersen engagement partner with aiding and abetting
violations at Sunbeam” but later dropped the fraud charges, and al-
lowed him to settle with the SEC without admitting guilt, although he
was barred from practicing accounting for three years.”

The second Andersen case involved Waste Management, which in
1998 issued the largest corporate restatement prior to Enron. The SEC
charged Waste Management with perpetrating a massive fraud for five
years. Andersen was named in the case for aiding the fraud by issuing
unqualified approvals on materially misleading financial statements,
which exaggerated earnings by $1.7 billion. The SEC fined Andersen
$7 million in June 2001, and the firm settled with Waste Management
shareholders for $220 million. Andersen was forced to promise not to
sign off on spurious financial statements in the future, or be barred
from practicing before the SEC. Its failure to do so in the Enron context
prompted the Justice Department to charge Andersen with criminal—
rather than civil—offenses, which, upon conviction, led to its instant
liquidation.

Following Enron were two more large accounting scandals involving
Andersen: the largest nonprofit bankruptcy in U.S. history—the Baptist
Foundation of Arizona (BFA)—and the largest commercial bankruptcy,
WorldCom. Both suggested that Andersen’s reputation as a serial per-
petrator of auditing malfeasance had continued right up until its de-
mise. The BFA was formed in 1948 to raise funds for the church. It had
invested heavily in real estate, and when the market took a downturn
in Arizona, its managers remained under pressure to produce profits.
Foundation officials allegedly took money from new investors to pay
off existing investors in order to keep the cash flow going. As the story
began to unravel, the BFA filed for bankruptcy, with debts of around
$640 million against assets of around $240 million. Investors took An-
dersen to court, alleging that the firm had approved the false financial
statements that perpetuated the fraud. Andersen stood by its audit and
blamed BFA management for providing misleading information. In
May 2002, after two years of investigative activity showed that Ander-
sen had been repeatedly warned of the fraud by BFA employees, the
firm agreed to pay a $217 million settlement to the foundation and its
creditors.

In the same year, Andersen’s largest client, WorldCom, announced
that it had wrongly accounted for nearly $3.9 billion of expenses and
had overstated earnings for 2001 and the first part of 2002, and that
earnings would be restated. The WorldCom stock price plummeted,
and the firm fell into bankruptcy, one that was twice as large as Enron’s.
Andersen blamed WorldCom management for the irregularities, while
WorldCom's bankruptcy trustees and its new board faulted Andersen
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for not finding the misbehavior that it claimed had been perpetrated
by previous management right under Andersen’s nose.

Other Andersen clients also ended the 1990s in serious trouble, in-
cluding Global Crossing, which filed for bankruptcy, and Qwest Com-
munications, which admitted that it had used improper accounting
methods and indicated that it would have to restate earnings for 1999,
2000, and 2001. Lawsuits were filed against Andersen in those cases as
well, which maintained that it had conducted its audits properly. But
by the time these cases came to court, Andersen was gone.

Other Audit Problems

There were many other instances of auditor malfeasance against the
Big Five. In the 1980s, KPMG gave Penn Square Bank in Oklahoma a
clean bill of health just before it collapsed under the weight of bad
energy loans that helped take down Continental Illinois as well, Amer-
ica’s largest bank failure. It turned out that the firm had audited only
15 percent of the banks’ portfolio. KPMG also paid $75 million in 1998
to settle a group of lawsuits charging that its audits of bankrupted
Orange County, California, had failed to warn about the dangers of
risky investments. And in 2003, the SEC charged KPMG and its part-
ners with allowing Xerox to manipulate its accounting to close a $3
billion gap between actual and reported results. Ernst & Young was
one of the chief accounting firms embroiled in the collapse of savings-
and-loan associations in the 1980s, and paid a settlement in 1992 of
$400 million in connection with a dozen failed S&Ls. Ernst & Young
was also embroiled in litigation over financial fraud at Cendant Cor-
poration. In July 2002, the SEC announced action against Pricewater-
houseCoopers and its broker-dealer affiliate PWC Securities for viola-
tions of auditor independence rules.

Meanwhile, in Europe, the accounting firm of Grant Thornton came
in for heavy criticism in the 2004 Parmalat financial fraud in Italy. The
Parmalat case came on top of two other major bankruptcies in Europe—
Royal Ahold in the Netherlands and Adecco in Switzerland. Grant
Thornton was the Parmalat auditor for eight years, until the firm was
replaced by Deloitte & Touche in 1999, as per Italy’s auditor-rotation re-
quirement. But Grant Thornton continued to audit Parmalat’s offshore
financial activities in the Cayman Islands. The Parmalat fraud surfaced
after revelation of a fictitious $4 billion deposit with Bank of America,
and the head of Grant Thornton’s Italian business and a partner were
arrested and charged with falsifying the Cayman audits. As Deloitte
had relied on Grant Thornton’s subsidiary audits for its own audit of
Parmalat, its audit unintentionally perpetuated the fraud. Given Par-
malat’s use of complex SPEs to disguise its true condition—evidently
structured by aggressive banks and securities firms—the similarity to
the Enron, WorldCom, and other major failures in the United States
might have been picked up by the auditors. But this was not the case.
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The financial market participants compounded the failures of the
auditors—banks, securities firms, credit rating agencies, and institu-
tional investors. Why a company such as Parmalat that claimed to have
massive cash reserves would undertake large successive bond issues
was never properly explored, nor, apparently, was the required due
diligence performed by underwriters of the bonds, who were subse-
quently sued in both Italy and the United States.

Signs of regulator crackdown on accounting firms began to appear
early in the new century. In April 2004, Ernst & Young, one of the (now)
Big Four, was temporarily banned by the SEC from taking on new
public audit clients in the United States due to issues of auditor inde-
pendence. Ernst & Young had to pay $1.7 million and to “cease and
desist” from future regulatory violations. The ban related to Ernst &
Young’s work with PeopleSoft, where it was auditor from the mid-
1990s to 2000, while it had at the same time a business agreement
involving software and consultancy that compromised the indepen-
dence of its audit work. More damning were the words of Judge Brenda
Murray, who wrote: “Despite Ernst &Young’s strong denials, the evi-
dence shows that the firm paid only perfunctory attention to the rules
on auditor independence in business dealing with a client.”””

THE SYSTEM STABILIZES

Prior to the Arthur Andersen indictment, the firm retained former
Federal Reserve Board chairman Paul Volcker to attempt to mediate
with the Justice Department to avoid criminal charges. Volcker imme-
diately took the position that the string of accounting failures associ-
ated with Andersen was principally the result of the serious conflicts
of interest that developed when audit firms compromised their inde-
pendence by conducting a large nonaudit consulting business. He pro-
posed that Andersen should voluntarily agree to withdraw from the
consulting and to focus only, as it had in its earlier days, on auditing.
The Justice Department did not commit to anything, but was thought
to be amenable to discussions.

The partners of Andersen, however, were unwilling or unable to
follow the Volcker course of action—thinking it inappropriate, unecon-
omic, and unnecessary—and instead followed a course that went right
over the cliff. This may have been a poor call by the Andersen partners,
but the issue of conflicting interests in the auditing profession that was
once again highlighted by Volcker received much attention, including
in Congress, where testimony was being taken by several committees
seeking to redress the wrongs exposed by Enron’s collapse. Within six
months of Enron’s bankruptcy came WorldCom’s collapse, and the
conflicts of interest in that case mirrored those exhibited in Enron and
indeed extended them further. These events combined to give an im-
petus to efforts in Congress to pass new legislation that would reform
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corporate accounting, finance, and governance to prevent similar
abuses in the future.

Sarbanes-Oxley on Accounting

The Sarbanes-Oxley Act of 2002, the result of this effort (the Act is
examined in greater detail in chapter 10), was allowed to run its course
unimpeded by the usual frictions and delays in passing controversial
laws. There was overwhelmingly public support for Congress to insert
itself into the picture, which was portrayed as one of corruption, greed,
and exploitation of little people by corporate giants. The Act, which
was pulled together in less than six months, was the most important
piece of legislation to affect public securities markets since 1934. It
contained 11 “titles” (sections). The most important of these dealt with
the auditing and accounting issues and with broad corporate respon-
sibilities for enhanced governance practices by boards of directors.

The accounting issues included in Sarbanes-Oxley were essentially
two. First, a new Public Company Accounting Oversight Board would
be formed under the direction of the SEC to establish auditing, quality
control, and independence standards for the public accounting indus-
try and to supervise and discipline firms in the industry, and there was
a requirement that auditors reestablish independence by withdrawing
from (most) nonaudit services businesses. So, with a single piece of
legislation, a set of embedded conflicts of interest that had been grow-
ing for a least a decade and thought to be out of control was remedied.
Auditors could not be significant consultants to their audit clients.
Period. And they would be watched and checked closely by the new
Oversight Board.

These constraints on the accounting industry, it is worth pointing
out, were well within the existing powers of the SEC. The Securities
Act of 1933 and the Securities Exchange Act of 1934 gave the SEC the
authority to require and accept audited statements, which it could have
refused to do if these did not meet its standards. But the de facto powers
of the SEC had been weakened considerably over the years, and it was
not (according to Arthur Levitt) able to withstand concentrated efforts
to lobby Congress to threaten the SEC if it acted too powerfully or
arbitrarily. So, although the new law was not really required to achieve
the necessary accounting reforms, the realities of government were
such that the new law was in fact needed to enforce powers already in
the hands of the SEC.

Accounting Industry Regulation after Sarbanes-Oxley

The Sarbanes-Oxley Act essentially signaled that the self-regulation of
the U.S. accounting industry was over.

Before, the trade organization of accountants, the AICPA, had used
its own system of peer reviews, quality control procedures, and an
oversight board—the Public Oversight Board (POB)—to regulate the
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accounting profession. The POB was set up to be an independent
body—but in reality it was funded by the AICPA, thus raising ques-
tions of objectivity and independence. With the collapse of Enron and
Andersen in 2001-2002 and the wave of accounting scandals, the SEC
proposed moving away from self-regulation, specifically replacing peer
review with independent scrutiny of standards and replacing the POB
with an independent public board. Sarbanes-Oxley adopted this pro-
posal in its requirements for the Public Company Accounting Over-
sight Board.

According to the Sarbanes-Oxley Act, the five members of the Pub-
lic Company Accounting Oversight Board are appointed by the SEC
(after consultation with the Federal Reserve and the Treasury) for five-
year terms, serve on a full-time basis, and are supposed to be “finan-
cially literate.” Two of the members must be (or must have been)
certified public accountants (CPAs), and the remaining three must
not be (and cannot have been) CPAs. The chair may be held by one of
the CPA members, provided that he or she has not been engaged as
a practicing CPA for five years. None of the members can “share in
any of the profits of, or receive payments from, a public accounting
firm,” other than “fixed continuing payments” such as retirement ben-
efits.

The Board’s mandate is to (1) register public accounting firms; (2)
establish or adopt “auditing, quality control, ethics, independence, and
other standards relating to the preparation of audit reports for issuers”;
(3) conduct inspections of accounting firms; (4) conduct investigations
and disciplinary proceedings, and impose appropriate sanctions; (5)
perform such other duties or functions as necessary or appropriate; (6)
enforce compliance with the Act, the rules of the Board, professional
standards, and the securities laws relating to the preparation and is-
suance of audit reports and the obligations and liabilities of accountants
with respect thereto; and (7) set the budget and manage the operations
of the Board and the staff of the Board. The mandate covers both U.S.
and foreign accounting firms auditing U.S. companies. It is required to
cooperate with professional accounting bodies such as the FASB and
may adopt or reject accounting standards adopted by such bodies. The
budget of the Board is covered by registration fees paid by public
accounting firms.

With respect to company audits, the Board must require second-
partner reviews (with both the lead and reviewing partner required to
rotate every five years), must require record retention for not less than
seven years, and

must require the auditor evaluate whether the internal control
structure and procedures include records that accurately and
fairly reflect the transactions of the issuer, provide reasonable
assurance that the transactions are recorded in a manner that will
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permit the preparation of financial statements in accordance with
GAAP, and a description of any material weaknesses in the inter-
nal controls.

The Board functions as a self-regulatory organization (SRO), under the
auspices (and sharing the statutory authority of) the SEC. Any account-
ing rule changes accepted by the Board must be approved by the SEC,
which also has the power to review sanctions imposed by the Board
on accounting firms.

Board-supervised entities such as the FASB (previously an SRO)
must (1) be a private entity; (2) be governed by a board of trustees (or
equivalent body), the majority of whom are not or have not been
associated persons with a public accounting firm for the previous two
years; (3) be funded in a manner similar to the Board; (4) have adopted
procedures to ensure prompt consideration of changes to accounting
principles by a majority vote; and (5) consider, when adopting stan-
dards, “the need to keep them current and the extent to which inter-
national convergence of standards is necessary or appropriate.”

Audit firms must be engaged by and be accountable to audit com-
mittees of clients” boards of directors (not just to management) and
must report to the boards” audit committees all “critical accounting
policies and practices to be used . . . all alternative treatments of finan-
cial information [within GAAP] that have been discussed with man-
agement . . . ramifications of the use of such alternative disclosures and
treatments, and the treatment preferred by the firm.”

The Sarbanes-Oxley Act requires only periodic auditor rotation, not
rotation of audit firms, as in the case of Italy. This suggests that it is
individuals who need to maintain independence, not entire firms, but
ignores the fact that dysfunctional incentive structures and manage-
ment practices were at the root of the Andersen debacle. This is a key
issue. There is a great deal riding on auditor independence, notably
the honesty of information upon which investors most rely in global
financial markets.

Internationalizing the Sarbanes-Oxley Provisions

In the wake of the Enron scandal and the U.S. response to ending the
era of self-regulation of the accountancy profession, other countries
took a hard look at their own accounting bodies. It has been argued
that the increased scrutiny attributable to the Sarbanes-Oxley Act may
have led auditors to apply greater scrutiny that brought to the surface
severe financial problems at various firms. As one observer noted,
“these scandals serve to underline the way that the culture of the
accountancy profession and the techniques of modern investment man-
agement have not helped the auditor’s role as a guarantor of the integ-
rity of the numbers on which the capitalist system relies.””

Europe’s accounting industry has been largely self-regulated—a
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1988 study showed that countries followed a broad spectrum of regu-
lation in the accounting industry: self-assessment by firms (Austria,
Italy), peer review by a panel of auditors (Belgium), peer review on a
firm-on-firm basis (Denmark), monitoring of individual auditors
(France, Norway), external regulation (Germany, Czech Republic) and
self-regulation by the accountancy bodies (Spain, Finland, and the
United Kingdom).”

The United Kingdom accounting industry maintains that its self-
regulation is more robust than in the United States. The director of the
Accountancy Foundation Review Board cited several provisions of the
Sarbanes-Oxley Act as mirroring those already existing in the United
Kingdom—the need for working papers to be retained for seven years
(the United Kingdom already requires papers to be retained for six
years) and the need for second partner reviews (already required in
the United Kingdom), among others. He also argued that the United
Kingdom already goes further than the rigorous clauses of the
Sarbanes-Oxley Act. For example, while the Sarbanes-Oxley Act re-
quires that firms with more than 100 audit clients be examined annually
(a figure he believed would cover only five such firms in the United
Kingdom), the Joint Monitoring Unit (Britain’s oversight board) in-
spects the top 20 auditing firms, which cover 95 percent of the listed
companies, on an annual basis.®

Despite such sentiments, the fallout of the Sarbanes-Oxley Act in
terms of ending the self-regulation of the accountancy profession can
be seen in the United Kingdom as well. A poll conducted in July 2002
by the Co-ordinating Group on Audit and Accounting Issues (CGAA)
showed that auditors were split down the middle in terms of whether
monitoring of auditors should remain with the accounting bodies or
transferred to an independent regulator.®* In 2003, the CGAA recom-
mended the creation of a single, authoritative regulator responsible for
setting, enforcing, and monitoring accounting and auditing stan-
dards.®2

Other countries are following suit. In Australia, the profession itself
has come up with a proposal for external oversight through a separate
unit overseen by the Financial Reporting Council (FRC).#* The German
audit profession envisages a more ambitious, pan-European version of
the U.S. Public Company Accounting Oversight Board, with five mem-
bers registered by the European Commission and all European auditing
firms to be registered.® In March 2004, the European Commission pro-
posed that individual countries set up regulators similar to the U.S.
PCAOB.%

Long-Lasting Measures

Sarbanes-Oxley will force many changes in the public accounting sys-
tem in the United States and other developed countries, removing toxic
conflicts of interest that had become embedded in the fabric of financial
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markets and removing the powers of self-regulation from this impor-
tant industry. It will add considerably to the expense of maintaining
public financial markets, force new duties and responsibilities on var-
ious participants, and resolve yet another issue of market failure by
increasing the depth and breadth of government regulation—which
has rarely been seen as the sharpest and least expensive method of
maintaining free markets. In the long run, the costs of Sarbanes-Oxley
relative to the value of improved market efficiency will have to be
assessed. This cannot be done now. But what is clear is that one of the
single most important causes of market failure—false, misleading, or
unclear accounting information—has been substantially removed from
the system. Other matters await resolution, such as how effectively the
FASB will be able to operate in determining and updating GAAP, and
how much interference by corporations and legislators sympathetic to
them on accounting issues will be allowed in setting accounting stan-
dards. But for now, the profession appears to have been reset to its
default position, in which fair and accurate financial reporting is ex-
pected and provided.



8

The Bankers

Monitoring and influencing the way companies are governed in a mar-
ket economy assigns an important role to financial intermediaries—
firms that function as the “middlemen of finance.” They are agents for
investors and corporations using the markets, and they sometimes act
as principals (using their own money) to facilitate short-term trades
between clients, or to make speculative investments of their own. They
are not asset holders so much as asset users in the pursuit of financial
transactions. They are paid in commissions or spreads between the
buy-and-sell prices on trades.

Intermediaries are proactive. They are supposed to stimulate trading
and investing by their clients, and do so as best they can. They represent
both sides of the capital market, the users of capital and those who
supply the funds. Intermediaries operate in both retail and wholesale
markets (the latter being the kinds of operations with which this study
is concerned).

Prior to 1933, most large, money-center banks had subsidiaries that
acted as intermediaries in wholesale finance. They acted as underwrit-
ers of new issues for corporations and (foreign) governments and en-
gaged in brokerage and trading generally with large, wholesale market
players. These banks competed with specialist securities firms (“in-
vestment banks”) that avoided the banking business as being too cum-
bersome and capital intensive for them. After the stock market crash
of 1929 and allegations of serious (but not illegal) financial market
misconduct by banks, followed by massive bank failures and the onset
of the Great Depression, Congress was induced to pass the Banking
Act of 1933, which incorporated many banking industry reforms and
included the Glass-Steagall provisions, which required banks to divest
most of their securities operations to avoid risk and conflicts of interest.

192
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After 1933, the U.S. securities industry emerged as distinctly separate
from banking. Banks were to act in the financial system as deposit
takers and commercial lenders, and investment banks were to act as
advisers, underwriters, and traders. This functional division remained
that way until the 1990s.

INDUSTRY CHANGES

The securities markets were relatively inactive until the 1950s, after
which a steady increase in volume of trades developed. There was a
stock market boom in the 1960s, followed by a slump in the 1970s,
mainly caused by the inflationary effect of the Vietnam War, the col-
lapse of the international monetary system, two oil crises, and years of
political turmoil. The 1980s saw another stock market recovery, to-
gether with a merger boom, as overdue corporate restructuring oc-
curred through market transactions plus two important elements of
change affecting financial intermediaries. One was the boom in secu-
rities trading that resulted from the dramatic increase in the supply of
government bonds during the Reagan Administration. The other was
the collapse of savings-and-loans and numerous commercial banks
because of market-risk mismatches between loans and deposits and
overeager lending practices that produced major write-offs. The col-
lapse required the U.S. government to intervene as a guarantor of
deposits, which cost the public about $300 billion before recoveries.
The commercial banks that failed and had to be sold or rescued by the
Federal Deposit Insurance Corporation. Others that did not fail were
deemed to be so weak as to be placed on a special watch-list and
restricted from doing anything that might make their financial condi-
tions worse.

The Banks Decline

Major banks such as Citibank, Chase Manhattan, and Bank of America
were on this list during the 1980s, and essentially prevented from
expanding or exploiting new business opportunities during what was
otherwise a market boom. The investment banks benefited greatly from
the condition of the banks during this time. Deposits were drawn away
to money market mutual funds, which invested the proceeds in trea-
sury bills and commercial paper and which constrained the banks in
an important line of business—short-term working capital loans. Term
loans were replaced by lower cost bond issues or medium-term notes
in the markets. Lucrative merger and restructuring transactions had
little room for banks, except as providers of lines of credit and high-
risk leveraged buyout loans. Hemmed in by government restrictions
on their activities, banks watched helplessly as much of their business
disappeared into the capital markets. The investment banks, fattened
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by profits from trading, mergers, equity issues, and restructuring trans-
actions, rolled their operations overseas and began to invest their cap-
ital in new ways, including in making loans to corporations.

THE BANKS RECOVER

In the 1990s, the banks had worked their way out of their “penalty
box.” They were recapitalized and streamlined under new and more
rigorous management. They merged and acquired each other at a rapid
pace—more banking acquisitions occurred in the 1990s than in any
other industry—consolidating some of the major players into much
larger entities. The distress of the 1980s allowed many banks to get
around legal restrictions on interstate banking that had existed since
the 1920s (and have since been repealed), so many banks decided to
stick to consumer and regional banking, which they understood, as
opposed to following the wholesale business into the capital markets,
which they did not. Still, a few banks, the largest, chose to try to
compete for leadership positions in the wholesale finance sector as well,
which meant that they had to devise strategies to enable them to do
s0.

There were three legs to these strategies. First, the Glass-Steagall
restrictions had to be reduced or eliminated so these banks could legally
enter the business. The large banks lobbied hard for this, claiming that
they were being prevented from offering competition in a market dom-
inated by a handful of investment banks, and that foreign banks were
not similarly restricted. They also challenged the complex regulatory
limits and found a number of loopholes. Most important was Section
20 of the Glass-Steagall provisions of the 1933 Banking Act, which
allowed the Federal Reserve to permit a limited amount of otherwise
prohibited transactions to occur. The Fed gradually opened the door
to banking participation in the capital markets in the early 1990s, and
several banks set up special Section 20 subsidiaries to function as in-
vestment banks.

The second leg was to hire experienced teams of investment bankers
and have them effect the culture changes necessary to enable their
Section 20 subsidiaries to compete effectively. This approach was found
to be difficult, and produced mixed results whenever it was tried. So
the third approach was attempted—to acquire investment banks and
let them compete from the powerful platform of a financial conglom-
erate. This strategy was seen most dramatically in the acquisition by
Travelers Group of Citicorp in 1998—despite the fact that combining
of banking, insurance, asset management, and broker-dealer businesses
was prohibited at the time. The transaction turned out to be a catalyst
for the ultimate repeal in 1999 of Glass-Steagall and the Bank Holding
Company Act, which had been working its way through Congress for
years, in the form of the Gramm-Leach-Bliley Act.
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This regulatory liberalization triggered a number of other securities
firm acquisitions by banks, especially by Chase Manhattan (which had
itself been acquired by Chemical Bank in 1996 and acquired JP Morgan
in 2001 and Bank One in 2004), Bank of America, Bankers Trust (ac-
quired by Deutsche Bank in 1999), First Union (now Wachovia), UBS,
and Crédit Suisse. These acquisitions usually resulted in a form of
integration between the bank’s corporate lending business and its in-
vestment banking activities, and at the end of the 1990s (the height of
the bubble), the new banks were aggressive in lending money to clients
whose investment banking business they coveted. They promoted
themselves as “multiline” financial service firms with a lot more to
offer clients than “monoline” investment banks because of their “big
balance sheet” capabilities. This strategy required finding companies
that needed bank financing and at the same time were generating
substantial investment banking business. Such companies included the
“new economy” firms of the bubble period, including the technology,
telecommunications, and restructured “old” economy giants that were
aggressively auctioning off their businesses to the highest bidders.
Once in the door with these companies, the banks hoped there would
be a great deal of investment banking fee business to pick up—merger
advisory, stock underwriting, brokerage, and one of the banks’ spe-
cialties, organizing “special purpose entities” and structured (off-
balance-sheet) financing, using aggressive and innovative new ideas.

INVESTMENT BANKING IN THE 1990s

Meanwhile, the clients for wholesale financial services were enjoying
a buyers’ market. There were always several contenders for every large
transaction, and rates and commissions began to show the effects of
more vigorous competition, some of which was supplied by the newly
enabled commercial banks. Corporate clients began to auction their
business. Some insisted that, if the banks and investment banks wanted
their fee business, they should extend credit to them, and in addition
should be shown favorable treatment by banks’ research analysts and
stock traders, and by its most creative corporate finance thinkers. The
firms did want the business, and did aim to please. Competition was
intense. Corporations were not loyal to their bankers if they could find
a better deal, and the big-balance-sheet strategies put pressure of the
less heavily capitalized investment banks. Business volume was high
and the fees to be earned potentially enormous. In the process, the
banks lost whatever ability they once had had to discipline their clients.
Someone else would do the deal if they criticized too much. As the
bubble inflated, these issues became ever more compelling.

By the end of the 1990s, some of the larger banks had acquired
significant securities and insurance business capacity. They had become
multiple business platforms, often by acquiring other, low-growth fi-
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nancial businesses at high prices, and hoped to recover their invest-
ments by cross-selling the new services to both old and new customers.
They were not only lenders but market-makers, principal investors,
underwriters, advisers, brokers, asset managers, insurance underwrit-
ers, and sometimes also private bankers to members of corporate man-
agement. They were involved in selling many services and products to
many different types of customers in many different roles. The tradi-
tional, stand-alone investment banks were not quite so complex, but
they likewise offered many types of services to a variety of customers
in different roles, all of this under unusually stiff competitive condi-
tions.

Competition was often imposed by clients hoping to squeeze sup-
pliers as much as possible. “Your competitor offered me X, so you
should too.” In time, X came to include, implicitly, analyst “buy” rec-
ommendations on the company’s stock, help in organizing tricky off-
balance-sheet deals in which the bank took a piece itself, margin loans
and allocations of hot IPOs to top management, and, perhaps most
important, showing the good sense not to raise objections or ask too
many questions. Existing regulations and laws did not appear at the
time to preclude these competitive responses, as long as the bank itself
was not deliberately engaging in fraud or deception. Indeed, the gov-
ernment had just deregulated the banking industry to increase com-
petition in finance, bankers may have thought at the time, so the ad-
ditional competition was just what was wanted and expected.

The 1990s were active for investment bankers in all parts of their
domain, but after 1995 (the year Netscape went public), the technology
sector began to dominate and caught the imagination of investors like
nothing since the Tulip Bubble centuries earlier. Far more important
technologies—electric power, the telephone, the automobile, the air-
plane, and television—had been introduced without a comparable re-
action by the stock market. But this time heads were turned as never
before. Institutional demand for Internet-related securities (i.e., hard-
ware, software, and applications) became intense—no fund manager
wanted to miss this thing—and this demand passed through the in-
vestment bankers to the companies themselves, many of them just a
few years old (if that) with hardly any revenues and large operating
losses.

Before the mid-1990s, major investment banks would have rejected
any request to take such companies public. After all, the firms had
standards for initial public offerings that they would manage, including
that the companies must have had at least a few years of profitable
operations.

The New World of Wholesale Banking

The larger and more traditional banks hung back, while some of the
smaller, more technology-oriented investment banks jumped in to
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make large profits on late-stage private equity investments and bridge
loans, IPOs, follow-on equity issues, and merger-and-acquisition ad-
visory work, as the companies followed their natural maturation and
progression. It became clear that there was a lot of money involved in
such progressions, so the major firms began to rethink their positions.
The business would make sense, they thought, if banks could identify
very good companies early on, take a supportive and sponsoring stake,
and then manage all their subsequent financing requirements.

The key to this business lay with finding the very good companies
early, and wrapping them up. Neither was easy. Internet technology
was new, amorphous, and sometimes hard to see in terms of the com-
mercial possibilities. The companies themselves were often organized
by peculiar young computer “nerds” with no business experience or
leadership qualities. They usually had some venture capital backing,
but even this was often from newcomers to the startup business who
seemed to be willing to bet on anything. No one employed at major
investment banks in the early 1990s had any idea about the Internet.
So the search began for Internet “experts,” who were usually supplied
by the banks by converting equity analysts who volunteered. A few
were solicited from Silicon Valley businesses, but for the most part,
Wall Street trained its own research analysts, who were then encour-
aged to go bounty-hunting for Internet companies. And, since almost
any company that made it to market did well during the euphoria, it
was hard to find an Internet company the analysts did not like.

One reason was that analysts were paid for any business they dis-
covered or helped to bring in. This followed a longstanding Wall Street
practice—one that had never produced significant problems before—
of paying analysts a “teamwork bonus” for services rendered to other
departments or divisions of the firm. An analyst in the forest products
industry might come across a privately owned timber company and
refer it to the firm’s investment bankers. Or, in order to evaluate a
potential timber company stock issue, the investment bankers might
ask the opinion of the experienced forest products analyst, who would
thereafter be restricted from writing about or recommending the stock
for a considerable period of time, to his or her professional disadvan-
tage, which required that a bonus be awarded. After all, no Wall Street
research department directly contributed any revenues to the firm at
all, so everything the analysts did was seen as contributing to revenues
at units elsewhere in the firm. It seemed natural to reward contributions
for what they were, although prior to 1990 the contributions of other
business units to analyst compensation were comparatively modest.

Once a promising Internet company was identified, the firm had to
get itself retained. In the beginning, the bankers were shown prospec-
tive Internet issuers by venture capitalists or other advisers, who val-
ued the sponsorship role to be played by the banker. But after a few
issues soared to extraordinary post-offering price levels, and institu-
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tional demand filtered in, the banks started to look for companies
earlier in their development. But even then, they often found several
other banks already on the scene. The companies were frequently ad-
vised by sophisticated investors or advisers who knew which banks
would be good sponsors, and what to press these banks for: (1) A
strong institutional commitment to achieve broad distribution of the
issue and to keep the aftermarket from skyrocketing and then plunging;
(2) Favorable after-offering research coverage by a respected analyst,
which was critical in maintaining institutional interest; (3) Market-
making, to provide liquidity for investors going forward; and (4) The
ability to assist the company in the merger market later on. Sometimes
the bank would be allowed to buy some stock in the company six
months or so before an IPO was decided. There were many tests to
pass to be selected as manager of an IPO. And even then, the banks
aspired to be appointed as “lead” or “bookrunning” manager in order
to control the highly lucrative distribution and sales of the issue and
the allocation of shares to investors.

Most of the firms believed they had established a rational process
to pursue this business. They would hire and appropriately compensate
good people to find the top companies. Then, already convinced of a
company’s potential, they would readily sponsor and recommend the
company to investors, and become a loyal part of its advisory team for
the future. This is the way business had been done with IPOs before
the bubble—although the companies were never quite so undeveloped
and fragile, nor was there such an inexplicable demand for their shares
from institutional investors. Those investors were assumed to know
what they were doing and to be able to look after themselves.

Once selected as lead manager, the bank would begin the process of
bringing the company to market. This involved solid due diligence to
be sure the prospectus information was accurate. Indeed, prospectuses
were written in a highly conservative manner, listing every conceivable
thing that could go wrong with the company in the future, such that
they would have been a great discouragement to marketing had anyone
read them or took their warnings seriously. Under the securities laws,
underwriters share prospectus liability equally with issuers. But in the
1990s, very few cases were brought against underwriters for this rea-
son, despite the technology mania and the long period during which
it lasted.

Pricing an IPO was complex; there was no market price to base it
on, nor could the companies be easily valued, because they had no
earnings and no immediate prospect of earnings. In most cases, the
companies were selling new stock (not stock owned by insiders) in the
IPO to raise additional capital. Sales of insider stock could occur in
follow-on offerings at what was expected to be a significantly higher
price. A sharp first-day boost in price was seen to favor the insiders as
much as the investors, so “underpricing” was usually not resisted too
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much. Underwriters knew, however, that the issue would have to be
approved by state securities regulators in order to be sold to the in-
vesting public, and some of the regulators were skeptical of prices that
did not seem justified by the facts, and this also contributed to IPO
underpricing. Arguably, the toughest state securities regulators had
more to do with setting the price than did the salespeople and bankers
managing the issue. The higher the price, of course, the greater the
underwriting risk that attends an unsold issue. Bankers looked to the
precedent of other issues to set their initial price thinking, and refined
it as purchase orders came in.

Finally came the task of allocating a finite number of shares in a hot
IPO to the many investors who wanted them. In an underwriting, by
agreement, the underwriters as a group purchase the shares from the
company at a price and commission (for arranging and distributing
the issue) fixed just before the offering. The shares then belong to the
underwriters, to do with as they see fit, while abiding by securities
laws that require, among many other things, that the underwriters sell
all the shares (and not retain any for themselves) and do so only at the
price agreed in the underwriting agreement. If the issue rises in price
right away, the underwriters benefit only to the extent that their hold-
ing (at risk) period is shorter. The investors clamoring for shares, how-
ever, benefit greatly—especially if they choose to “flip” the stock as
soon as they get it after the initial price “pop” has occurred. If they do
flip the stock, then the shares have to be sold again to another investor,
and so on, until the issue comes to rest at some price and some sort of
ultimate distribution has been achieved. Underwriters do their best to
affect a sensible final distribution, but this can be difficult in hot mar-
kets with many flippers.

To illustrate the economics of an IPO allocation, assume a company
issues 1,000,000 shares at $20 per share for $20,000,000. For transactions
of this size, underwriters usually charge 7 percent for their work
($1,400,000), half of which is paid as sales commissions and the other
half is divided—although not equally, since it is the lead manager who
does all the work—among all members of the underwriting syndicate.
An investor receiving an allocation of, say, 5,000 shares (0.5 percent of
the deal) may sell it later the same day at $100 if the deal is very hot,
for a one-day profit of $400,000. The first-day seller (the “flipper”)
probably does not have to put up any money, because both trades
occur and are settled at the same time a few days later. Needless to say,
in the late 1990s, when the average IPO was valued at much more than
$20 million, and there were many IPOs each year, everyone wanted
to be a flipper, though some thoughtful institutional investors wanted
to accumulate shares for the long term. To do this, they often had to
acquire additional shares in the aftermarket (not having been allocated
their requested amount in the initial offering). Bankers knew who they
were and tried to get shares to them. But sometimes getting a large
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IPO allocation meant that the institutional investor was required by
the banker to make several additional purchases at rising prices in the
aftermarket. This is a process called “laddering,” which may be inter-
preted as a market-rigging violation of securities laws, since the in-
vesting public is unaware of the private aftermarket purchase agree-
ments.

The IPO lead managers (of which Crédit Suisse First Boston was the
technology market leader) were under great pressure to accommodate
investors” demand for IPO allocations. Some investors were grateful
for what they received, appreciating the underwriters’ problems in
trying to effect a broad distribution of the shares. Many, however, were
not at all grateful, and inferred that they would cut off commissions
or other business with the underwriter unless they were allocated more
shares. Some of these, notably hedge funds and big mutual funds, were
important customers of the investment banks. Some were wealthy fam-
ilies who had entrusted the firms to manage their money for them.
Some offered inducements to the investment bank to accommodate
them, some cajoled and pleaded, others threatened. The firms wanted
to do right by their important customers and resist being bullied, but
it usually meant that no one would be happy with the bank’s IPO
allocation performance. Of course, if the bank had a pre-IPO equity
stake in the firm and expected to do other business for the issuing
company in the future, it would stand to make quite a bit more than
its share of the 7 percent underwriting commission.

Telecommunications

The telecommunications industry was likewise experiencing enormous
upheaval during the 1990s as a result of deregulation, new technolo-
gies, and large mergers, acquisitions, and divestitures. A new set of
entrepreneurs had risen to the top of the industry, and they were in a
race with each other to secure a dominant share of the market. There
were many different types of players, from very different domains
(land-line telephone, cellular, cable, Internet, and satellite). The largest
merger-and-acquisition deals of the decade were all done in this sec-
tor—AOL’s acquisition of Time Warner ($165 billion), Vodafone’s ac-
quisition of Mannesmann ($180 billion), MCI-WorldCom ($133 billion),
and Olivetti-Telecom Italia ($60 billion). The industry is very capital
intensive, which is ideal for large banks seeking to secure investment
banking mandates by aggressively offering bank credit. Many telecom
companies saw themselves as the “new economy” firms because they
had taken tired old businesses and converted them into high-growth,
entrepreneurially driven companies that were capitalizing on massive
restructuring of the telecommunications industry. The CEOs of the
leading telecom companies were well known for being aggressive and
hard-driving and demanding a lot from bankers. The CEOs wanted
three things from the bankers: (1) Help with achieving a high stock
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price with which to be able to acquire other companies; (2) Favorable
access to debt capital markets; and (3) Assistance with “structured” (or
off-balance-sheet) financing that would preserve their credit standing
in the capital markets. They expected loyalty and company support,
quality service at short notice, and creative thinking and innovation to
enable them to do new things differently.

Jack Grubman, at Citigroup’s Salomon Smith Barney investment
bank, was an experienced telecommunications industry analyst who
had converted enthusiastically to “new telecom.” He could offer com-
panies like WorldCom what it needed most, an endorsement of their
strategies and activities to boost the stock price, which would in turn
validate these strategies and activities. Grubman also had influence
with the bankers who controlled Citibank’s balance sheet, and he be-
came a favorite of WorldCom CEO Bernie Ebbers.

Because of the business he brought in, Grubman quickly became a
star at Salomon Smith Barney, and began to exercise some of a star’s
prerogatives. As a valuable employee, he became known to Citigroup’s
CEO, Sandy Weill, and they exchanged favors with each other. Grub-
man played a much bigger role in the relationship with WorldCom
than a security analyst normally would. He was entrusted with confi-
dential information, he attended board meetings as a friend and adviser
of the company, and he continued to write up the company favorably.
Such relationships are not necessarily illegal or inappropriate—it all
depends on what the analyst does with the information made available
by the firm.

Meanwhile, Citigroup was busy lending money to the telecommu-
nications industry and assisting its leading players. Citibank made a
personal loan to WorldCom CEO Bernie Ebbers to buy a $60 million
property in Canada and funded a $500 million loan to a company
controlled by Ebbers to buy timberland, along with margin loans to
buy additional WorldCom stock. Citibank syndicated other WorldCom
loans, and sold its bonds to investors, while promoting its stock activ-
ities, which continued until not long before the largest corporate bank-
ruptcy in American history.

Other firms in the banking industry preferred to emphasize ingen-
ious transactions that would enable telecommunications companies to
remove or revalue assets on their balance sheets. For example, two
companies might swap holdings of “dark fiber”—unleased fiber-optic
cable—at an arbitrarily established price that was reported as a prof-
itable sale of the asset by one company to the other. Banks, after all,
were supposed to be competing aggressively to acquire investment
banking market share by using their big-balance-sheet strategies. As
they operated multiple lines of business with many different types of
customers and counterparties, they were performing multiple trans-
actions that involved potential conflicts.
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Structured Finance

Banks began to offer “structured finance” in the 1980s to assist LBO
transactions and to create “synthetic securities” through the use of
swaps and other derivatives contracts. Before that time, banks had long
helped organize sale-lease transactions of various sorts to take advan-
tage of tax and accounting wrinkles that would, for example, enable a
corporation to exchange on-balance-sheet debt for off-balance-sheet
lease obligations, or to create a new security that would have the tax
advantages of debt while retaining the balance sheet advantages of
equity. Such highly technical transactions are dependent on current
interpretation of accounting principles and on tax rulings or opinion
letters. The rules changed continually, as tax and accounting positions
changed, but corporations believed that they had the right to use what-
ever favorable tax and accounting treatments were legal at the time.
Bankers, of course, could earn large fees by arranging such transactions.
They could earn an even larger fee if they were able to invent the new
way to do things. And they could earn still more by directly providing
the funding for such deals.

Many large corporations engaged in some form of structured fi-
nance. Such deals were common in highly leveraged and capital-
intensive industries such as energy. Enron, of course, was a chronic
user of structured finance deals, having set up several hundred SPEs.
If handled strictly by the rules, these transactions were legitimate, even
if poorly understood by shareholders. The stock analysts and rating
agencies did understand them, when they were properly disclosed, so
that the information about them did reach the market, even if all market
participants did not necessarily follow the details.

Some deals were made overly tempting. For example, Merrill Lynch
was actively involved in structuring and financing an SPE for Enron
called LJM2, which conducted energy trades with Enron (and whose
CEO was simultaneously Enron’s CFO). Merrill, perhaps inappropri-
ately, was both a lender to and an investor in LJM2—as were, no less
inappropriately, a number of senior Merrill executives and unaffiliated
private and institutional investors advised by the firm. Merrill also
structured a repurchase transaction for Enron involving a number of
power-generation barges in Nigeria. Allegedly, the sole purpose of the
LJM2 and Nigerian barge transactions was to enable them to be treated
as off-balance-sheet transactions, and thus potentially misrepresent En-
ron’s financials to the market.! At the same time, Merrill performed a
range of other advisory and underwriting services for Enron, provided
equity analyst coverage, and was one of Enron’s principal derivatives
trading counterparties. Merrill’s relationship with Enron provided an
array of incentives for the firm to make money from the company by
going along with questionable transactions or arrangements promoted
by the corporation, all at the expense of investors in various Enron



The Bankers 203

securities. Eventually, four Merrill bankers were convicted on conspir-
acy and fraud charges in the case, while Merrill paid an $80 million
fine on Enron-related transactions.

Conflicts of Interest

Potential conflicts of interest are and long have been a fact of life among
the financial firms that help direct the many-faceted flow of capital in
the modern economy. Most firms endeavor to ensure that the conflicts
that arise in their business are not exploited or otherwise allowed to
endanger clients. They can do this by withdrawing from transactions,
by waiting until the conflict has been resolved before proceeding in the
pursuit of their own interests, and by being very careful to gather all
information about the existence of conflicts so that potentially dam-
aging transactions are not taken on inadvertently. Firms routinely take
legal advice on potential conflicts, and act to ensure that confidentiality
of all client information is maintained.

Nevertheless, conflicts of interest emerged in the banking and bro-
kerage industries in the 1990s with greater frequency and complexity
than ever before. This is partly because of the massive increase in
market volume in the 1990s, and because of a far greater tendency than
in the past for banking firms to act in the market with their own money
as market-makers, proprietary traders, and lenders. In addition, as
noted, the deregulation of the banking industry prompted several large
commercial banks to engage vigorously in the securities business, ar-
guably without building into the system adequate safeguards against
abuse of conflicts caused by combining banking and securities activi-
ties—that is, the very conflicts that helped give rise to the 1933 Glass-
Steagall provisions in the first place. As consolidation occurred in fi-
nancial services, almost all of the leading investment banks became
publicly traded businesses as well—Goldman Sachs went public in
1999, the last major investment bank to do so. The banks had access to
inexpensive public-market capital, but this invariably came with per-
formance expectations. Meeting those expectations often meant taking
more risk; accordingly, some of the risk was taken by permitting the
magnitude of conflicts to grow and become more complex, which they
did throughout the 1990s, until they reached levels that were nearly
impossible to control. In a pay-for-performance environment as intense
as it was in the late 1990s, even when conflicts were known, they were
frequently ignored or skirted.

THE SYSTEM RESPONDS

In December 2001, Enron filed for bankruptcy under Chapter 11, de-
claring on- and off-balance-sheet liabilities of more than $60 billion.?
As a consequence, the banks and securities firms that had helped de-
sign and execute some of the structured finance transactions (and in
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some cases marketed them to other clients) were charged with assisting
Enron in committing securities fraud. In July 2003, JP Morgan Chase
and Citigroup agreed to pay $193 million and $127 million, respectively,
in fines and penalties (without admitting or denying guilt) to settle
SEC and New York State charges of financial fraud, which in turn
encouraged civil suits and risked some of the banks’ loans being ex-
posed to “equitable subordination” (to other lenders) in the Enron
bankruptcy proceedings.® According to the report of the Enron bank-
ruptcy examiner, Citigroup alone was associated with over $3.83 billion
in Enron financing. The report concluded that both Citigroup and JP
Morgan “had actual knowledge of the wrongful conduct of these trans-
actions, helped structure, promote, fund and implement transactions
designed solely to materially misrepresent Enron’s financials, and
caused significant harm to other creditors of Enron.”*

Bankruptcy Liabilities

In the $103 billion WorldCom bankruptcy in 2002, Citigroup was iden-
tified as having had many roles and relationships with the company.
It was serving simultaneously as research analyst recommending pur-
chase of the stock, it advised WorldCom management on strategic and
financial matters, it maintained an active lending and underwriting
relationship (including making large loans to the CEO), and it served
as exclusive pension fund adviser to WorldCom. It executed significant
stock option trades for WorldCom executives as the options vested,
while at the same time conducting proprietary trading for its own
account in WorldCom stock. All at the same time, Citigroup was rep-
resenting the company, independent investors, and the bank itself in
transactions that generated substantial earnings for the firm.

The broader the range of services that a financial firm provides to
an individual client, the greater the possibility that conflicts of interest
will compound in any given case, and the more they compound, the
more likely they are to damage the firm. This is particularly so in the
wholesale banking industry, which is both heavily regulated and sub-
ject to civil litigation, and where transactions are large and highly
visible. The agency costs generated by such exposure to conflicts are
ultimately paid for by the firm’s shareholders.

Certainly Citigroup, and JP Morgan Chase, the country’s two largest
banking groups in 2000 and the most active banking competitors in the
investment banking business, paid a heavy price for their activities in
the late 1990s. These banks had roles in almost all of the major corporate
bankruptcies of the period, and most of the other corporate scandals.
They were sued by regulators, by law enforcement officials, by other
banks, by major debt holders, and by stock investors. Citigroup an-
nounced a $5 billion after-tax write-off in the second quarter of 2004,
related to settlements of WorldCom and other litigation. This followed
a $1.3 billion after-tax write-off in 2002. Similarly, JP Morgan Chase set
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aside $2.3 billion for litigation reserves in 2004, following a $1.3 billion
write-off in 2002. Citigroup alone was estimated at the time to be likely
to experience pretax loan losses, fees, fines, and expenses related to
defending itself against alleged regulatory, criminal, and civil infrac-
tions in excess of $10 billion in total. These charges are not a large cost
relative to the banks’ net worth or market capitalizations, but it is about
half of what they earned from their investment banking activities dur-
ing the years 1998-2001, when most of the damage was actually done.
This must be viewed as a major setback to the big-balance-sheet, full-
service strategies espoused by both banks during the late 1990s.

In the postbubble period, there were many similar efforts to extract
fines and penalties from those thought to have shared in the respon-
sibility for investor losses from corporate bankruptcies or other failures.
It is understandable that investors with claims to make will bring them
to those who still have money—which bankrupt companies and their
managements do not. In the case of WorldCom and Enron (and there
were a great many more bankruptcies in this period), the big losers
were invariably the lenders and bond investors as well as the equity
holders.

Among the losers were numerous public institutions, such as the
University of California and other institutional investors, who were
prepared to organize class-action suits against the banks involved. Such
suits are commonplace in American finance and, once vetted by ajudge
and allowed to proceed to trial, are usually settled privately out of
court. But there has to be merit to the cases for the settlements to be
large, or indeed for them to be brought at all. In the years after the
bubble, billions of dollars of financial class-action suits were settled,
with each bank standing on its own record. Some paid a lot, some very
little, depending on individual circumstances. Those paying the most
were the most deeply committed to multiline business platforms and
strategies, from which the banks had developed seriously conflicting
interests with their clients and counterparties.

Internationally as well, the role of the major banks came into ques-
tion. In the Parmalat case, for example, the company’s bankruptcy
administrator in 2004 filed suit in New Jersey (where both Parmalat
and the banks had substantial business interests) against Citigroup for
helping the Italian dairy group to obscure the company’s financials
through structured transactions, while helping to sell its bonds and
channeling company funds to executives through its private banking
relationships. The suit was filed one day after Parmalat settled an SEC
suit that did not fine the company but required it to institute far-
reaching governance reforms after it emerged from bankruptcy in 2005.
Parmalat’s suit argued that its $10 billion in losses were a “direct result”
of activities in which Citigroup participated by “knowingly structuring
financing . . . with the intentional purpose of disguising Parmalat’s
debt and artificially increasing its cash flow from operations.”® The suit
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was thought to be the forerunner of additional suits against Bank of
America, UBS, Crédit Suisse First Boston, Morgan Stanley, Deutsche
Bank, and Banca Intesa, among others.

Public Prosecutions

The market failures after the 1990s were so substantial that they in-
flamed the public—at least as expressed in the media. The inflamation
was such that politics necessarily got involved—terrible things had
happened, and somebody had to pay. The Justice Department ap-
pointed a special high-level Enron task force to bring charges against
corporate executives, which later changed direction and evolved into
a more generalized task force on corporate crime. Ultimately, federal
prosecutors brought charges of “obstruction of justice” (not fraud)
against Arthur Andersen, Frank Quattrone of CSFB, and (unrelatedly)
Martha Stewart. These cases were all largely circumstantial, but they
resulted in convictions by juries and, for the latter two, jail time. Crim-
inal charges of fraud were subsequently brought against some of the
most visible corporate executives of the time, including the CEOs and
other top executives of WorldCom, Enron, Tyco, Adelphia, and
HealthSouth. By June 2005, criminal convictions had been obtained of
the CEOs of WorldCom, Tyco, and Adelphia; one CEO, Richard Scrushy
of HealthSouth, was acquitted of all charges.

The SEC has the power to bring civil charges against any corpora-
tion, accounting firm, or bank that it believes may have violated federal
securities laws. These laws (which include SEC “rules” issued by its
staff) are extensive and complex, and are generally thought to require
a good understanding of the securities business and the industry con-
cerned in order to investigate allegations comprehensively, and to bring
charges fairly. The federal laws operate alongside state securities laws,
which are usually not involved with major financial market matters,
and state corporation laws that address the duties of officers and di-
rectors. Securities law is a special subset of the corporate legal profes-
sion. In 2002, the SEC was headed by Harvey Pitt, a distinguished
securities lawyer who had, however, represented accounting and bank-
ing firms before being appointed to the SEC. Pitt was inclined to stick
to the laws and regulations at his disposal, and was seen by some at
the time as being too methodical and studied to respond with the
urgency demanded by the public—and maybe too tied-in with the
accounting and securities industries from his previous career to pursue
them appropriately.

Nevertheless, the enforcement division of the SEC had been active
all along. In late 2001, it received a tip that IPO allocations managed
by Crédit Suisse First Boston were improperly conducted. Newspaper
reports followed that CSFB, the leading manager of technology IPOs
during the late 1990s, had taken kickbacks from investors begging to
be allocated shares in the issues. It was said that CSFB had asked some
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investors—hedge funds, apparently—to return a portion (between a
third and two-thirds) of the profits that had been made on the IPOs
through overpriced brokerage transactions in other securities, or by
purchasing more of the IPO in the rising aftermarket through laddered
transactions to “support” the deal. Later it was suggested that CSFB
may have used the power of allocating the IPOs to reward corporate
clients and potential clients with generous grants at the offering price,
hoping for and expecting investment banking business in return. This
process was called “spinning.”

In January 2002, the SEC announced a settlement with CSFB of kick-
back and related charges associated with its IPO business, in which the
bank would pay a fine of $100 million. The full details of CSFB’s con-
duct, and any defense it might have, were not released. CSFB, by then
under a new CEO, agreed—without admitting guilt—to pay the fine in
order to settle the issue, and the SEC was happy to avoid a trial in which
it would have to prove that what CSFB did was actually illegal. Since
underwriters have a great deal of leeway in allocating shares in an IPO,
and since damages are hard to assess, the case might have been difficult
for the SEC to win. The settlement, however, triggered an avalanche of
class-action litigation against underwriters of IPOs, with over 300 such
suits being filed. In June 2003, the lawyers involved in these class ac-
tions reached a proposed settlement between the issuer-defendants
(and their officers and directors) and the plaintiffs that would guarantee
at least $1 billion in payments to investors. The case against 55 invest-
ment bankers was subject to continuation without settlements.

In early 2002, a new party entered the lists on behalf of those alleg-
edly victimized by bank actions. Eliot Spitzer, attorney general of the
state of New York, was armed with a state statute dating back to 1921,
the Martin Act, which provided extraordinary powers to state officers
prosecuting a criminal or civil case of securities fraud, the essence of
which was that motivation did not have to be proved, only that there
were damages. (By contrast, the SEC could not bring criminal charges.
Only the Justice Department could do that under federal law, and it
had to establish a motive or purpose.) Under the Martin Act, the simple
fact that something had happened could be enough to bring a case,
even a criminal case, to trial. Any financial services firm charged with
a criminal offense could suffer devastating consequences, as was dem-
onstrated by Arthur Andersen’s experience. Even a criminal indictment
could be seriously and possibly fatally damaging to a financial firm,
which could expect instantly to lose both clients and credit facilities as
a result.

Spitzer announced that he was investigating the high-tech research
recommendations of several broker-dealers, looking for cases in which
analysts falsely promoted stocks in exchange for investment banking
business. He began by issuing subpoenas for all of the e-mail files of
several firms. Then he put these through a search process that was
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programmed to look for key words. Through this, he was able to review
many thousands of e-mails quickly, and harvest those of relevance to
his investigation. Some were leaked to the press. Henry Blodgett of
Merrill Lynch was embarrassed by comments that revealed in salty
language that some of the stocks he recommended were not worthy of
his own recommendations. Jack Grubman, of Citigroup’s Salomon
Smith Barney, was surprised to find his deep involvement with
WorldCom’s CEO and his relationship with Citigroup’s chairman, San-
ford Weill, fully revealed. This relationship was described by Grubman
to suggest that Weill, a director of AT&T, wanted him to revise his
negative stock rating on AT&T so as to enable Citigroup to receive a
mandate for a coming stock issue. Spitzer then began investigating
Weill, and although no charges were brought, Weill abruptly resigned
in 2003 as Citigroup CEO while remaining as chairman.

Spitzer’s information set off a furore of press commentary about the
insincerity of Wall Street analysts, and in turn a number of legal actions
against analysts and their firms were filed. In July 2003, however, two
federal judges in New York dismissed suits against several major firms,
noting that investors eager to take on risks of investing in technology
stocks were responsible for their own investment losses. These cases
were the first in which the tide against Wall Street was rolled back.

However, Spitzer’s bold and dramatic actions quickly seized control
of the headlines and made him appear to be the voice of government
in bringing justice to the badlands of the securities markets. Harvey
Pitt of the SEC, himself already under pressure for appearing less active
than Spitzer, was taken aback. The SEC, not New York State, had
jurisdiction over the federal securities markets. Spitzer’s actions were
not only interfering but also were making the SEC look ineffective. To
the public, Spitzer seemed like a courageous public servant protecting
the small investor. To the industry, Spitzer seemed to be an unpredict-
able demagogue, willing to do anything that worked for the headline
value (he soon became a candidate for governor), who was seeking to
blame Wall Street because the market went down and people had lost
enormous amounts of money. Spitzer, especially with the Martin Act,
was far more dangerous to the industry than Pitt, who in any event
was replaced by the Bush administration in 2003 by William Donald-
son, a former Wall Street executive.

In early 2003, Spitzer, surrounded by SEC officials and other regu-
latory figures, announced an agreement in principle between regulators
and the investment banks to resolve conflicts of interest in their research
activities. There were many details to be worked out, and it was not
until late April 2003 that Spitzer and his cohort of other regulators
announced that a “global” settlement had been reached with the 10
largest securities firms for $1.4 billion, part to be fines and penalties,
part to be set aside for shareholder claims, and part to fund reforms in
Wall Street research.
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This was the largest such settlement in the history of Wall Street,
and in some ways the least likely. Conspiracy is always hard to prove,
especially when the conspirators are vigorous competitors for every
scrap of business that comes along, and no individual executives were
named as having conspired or otherwise committed fraud. For all the
research complaints published in the media and mentioned in press
conferences, only two out of thousands of industry analysts—Blodgett
and Grubman—were identified and sanctioned, while several other
high-profile high-tech analysts of the period were never criticized. Con-
duct related to IPOs was also singled out, but again with no specific
individuals mentioned or charges brought.

Citigroup, burdened with Grubman and the legacy of WorldCom,
had the biggest share ($400 million) of the fines, followed by Merrill
Lynch and CSFB ($200 million each), but all of the top firms paid a
share of the settlement. The settlement also required that the industry
accept 10 structural reforms in their business practices, provide en-
hanced disclosure, and agree to contract with independent research
providers to deliver alternative research opinions to the banks’ clients
for five years, and that $80 million of the settlement to used for “in-
vestor education.” Apparently, the idea of integrating reforms with
penalties was Spitzer’s, and, contrary to prior experience, the SEC and
the others went along.

The industry’s view of the settlement was that it was bludgeoned
through unfairly and without much due process, by the threat of crim-
inal charges under the Martin Act. Going to trial in New York state
against Eliot Spitzer, where the verdict might be unfavorable no matter
what defense was presented, was not attractive to any of the firms.
Agreeing to the settlement, however, allowed all of the firms to admit
no guilt (helpful in the inevitable class-action litigation to come) and
to close the books on the matter and get on with business.

The media and the public in general seemed to believe that justice
had been done. Maybe the firms did not conspire or commit fraud
according to the technicalities of the law, some said, but the popular
view seemed to be that the firms had made unconscionable amounts
of money during the bubble period, when they were really just out for
themselves, not their clients: “It is only $1.4 billion divided up among
the lot of them, so they can certainly afford it.” For legal experts and
scholars, this settlement would have to be regarded as a form of reg-
ulation by threat of prosecution, or as application of “public justice,”
or trial by the press, without regard to niceties of the law.

There was little time or interest in the spring of 2003 to consider the
legal principles and philosophies of the global settlement. The public
was satisfied, and Spitzer and the others were ready to move on, and
began next to investigate the spinning of IPOs to favored customers or
prospects. In June of 2003, the regulators questioned more than 50
CEOs and investment banking executives. In September 2003, Eliot
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Spitzer filed a civil lawsuit demanding that five officials of telecom-
munications companies return the profits they had made in IPO shares
allocated to them by Citigroup Salomon Smith Barney. Spitzer accused
them, including billionaire Phillip Anschutz, of commercial bribery.

In October 2003, the House Financial Services Committee, which was
also interested in spinning, released a list of executives at 21 companies
who were allocated IPO shares by Goldman Sachs (including shares of
its own IPO). Anschutz settled with Spitzer by agreeing to donate $4.4
million in IPO profits to charity. William Ford, then chairman of Ford
Motor Company, also agreed to donate $4.7 million of IPO profits to
charity, although no charges were brought against him or Goldman
Sachs.® Ford and others on the House Committee’s list were longstand-
ing, important clients of Goldman Sachs who occasionally received al-
locations or similar benefits in recognition of their relationship to the
firm. In 1999, however, the gains from IPOs were exceptionally large,
and favored clients made large profits. Spitzer was not impressed with
Wall Street’s past practices, and proceeded with his charges, which
were also settled without a trial, usually involving contributions to
charity to affect at least a symbolic disgorgement of profits.

Spitzer was able to move on after the Wall Street research settlement
(two more firms accepted the terms of the settlement later) to pursuing
mutual fund misconduct (discussed in chapter 6), and the former chair-
man of the New York Stock Exchange, Richard Grasso, for allegedly
defrauding the Exchange by manipulating its board into over-
compensating him. Grasso claimed that his compensation, which in-
volved approximately $190 million over several years, was not inap-
propriate under the circumstances of his employment, and that the
board of directors of the exchange (which included CEOs of several
Wall Street firms) knew all about it and had authorized it.

The NYSE is authorized by the SEC to act as a self-regulatory orga-
nization, and as such is entrusted with regulatory powers over key op-
erations of the exchange and its member firms. Several of the NYSE
board members were senior officers of member firms, subject to NYSE
regulation. Other board members were officers of listed companies or
distinguished public figures, neither of which could be very familiar
with the complex and arcane operating practices of the Exchange.
Grasso, who had been at the Exchange for more than 30 years, was an
operations expert. He had been paid large bonuses in the midst of the
market bubble, when stock prices and volumes were soaring and com-
petitive electronic exchanges were hiring capable executives for large
sums. Grasso’s board believed he was an excellent manager and
wanted to keep him at the Exchange—a nonprofit organization with no
stock options to grant—and paid him accordingly, some board mem-
bers argued. Once the bubble burst, however, and the compensation de-
tails were released, the contract seemed absurd and possibly criminal.

Some observers argued that the board was really paying him to
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fight a rear-guard battle against change—against encroachment by
NASDAQ and upstart electronic exchanges that would erode the value
of entrenched NYSE floor brokers and specialists—while others turned
the argument around, suggesting that Grasso used his power to keep
technology at bay to bludgeon their board representatives to go along
with his compensation package.

Whatever the case, the issue became a public relations disaster, and
in September 2003 the board decided that Grasso had to go. He was
replaced by a retired CEO of Citicorp, John Reed, who reorganized the
board and governance structure of the Exchange, recruited a permanent
chief executive, and took legal steps to recover for the Exchange some
of the “excess” compensation paid to Grasso. Although normally such
a dispute would be addressed by the parties directly, in this case Spitzer
intervened on behalf of the NYSE to press its claims. And in the end,
the underlying market economics reasserted themselves for the good
of the Exchange when John Thain, the new CEO, announced major
technology initiatives that would improve efficiency and immediacy in
trading and encroach on the NYSE’s legacy trading platform.

This initiative was probably helped along by a NYSE investigation,
in consultation with the SEC, of the five leading “specialist” firms
(floor-traders) for improper trading, three of which were owned by
large financial firms. A newspaper report in early 2003 suggested that
the specialists had systematically overcharged NYSE customers for
trades to the extent of $155 million over three years. The activities of
specialists are subject to complex rules of the Exchange, and are difficult
for outsiders to understand. The specialists denied the claims, but the
appearance of the charge in the press, particularly under the circum-
stances of financial scandals elsewhere in the system, more or less
forced the issue to a settlement. In October 2003, the firms settled with
the NYSE for $150 million. However, the matter did not end there,
because class-action suits against the firms were being readied, as they
had in 1996 when NASDAQ—the national over-the-counter equities
market—agreed to a $26 million settlement with the SEC and its reg-
ulator, the National Association of Securities Dealers. This settlement
became the basis for class-action litigation against NASDAQ that in-
volved another settlement in 1998, this time for nearly $1 billion. In
April 2005 15 NYSE specialists were charged with fraud by the SEC
for manipulating orders and illegally pocketing $19 million in profits
over 4 years, while 20 specialists were cited for front-running their
customers. The NYSE itself was censured for failing to police its mem-
bers, fined $20 million, and subjected to external supervision for the
first time in its 213-year history.

The Dust Settles

In the 1930s, when the aftermath of the soaring markets and crash in
1929 was being sorted out, a number of figures were charged with
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federal offenses. A high-profile case, noted in chapter 1, involved Sam-
uel Insull, CEO of a vast public utilities group that failed (the Enron of
its day), who was tried three times for securities fraud and acquitted
each time. The bankers and investment pool operators were not tried
at all—there were no laws yet in place prohibiting what they had done,
although their conduct proved to be the inspiration for the Securities
Act of 1933 and the Securities Exchange Act of 1934 that followed, the
real watershed of that period.

The bubble of the 1960s did not involve much regulatory reform or
litigation at all. And in the 1980s, a number of Wall Street bankers and
lawyers were found to be guilty of insider trading or market manipu-
lation, a major investment bank (Drexel Burnham Lambert) was forced
into liquidation, and several highly visible players of the period went
to jail. All were events that were sobering to bankers at the time, and
caused the firms to be much more careful with price-sensitive infor-
mation and banking and trading relationships. Significant compliance
efforts were applied to controlling the risks associated with insider
trading, and have been kept in place ever since.

The postbubble events in the early 2000s, reflecting the relative mag-
nitude of market losses of the time, resulted in an extensive set of
regulatory and legal interventions affecting financial intermediaries.
There were three main reactions: criminal prosecutions of Arthur An-
dersen and about 25 senior corporate executives and bankers; the pas-
sage of the Sarbanes-Oxley Act to tighten regulations related to ac-
counting and governance of corporations; and the Global Settlement
orchestrated by Eliot Spitzer.

The Global Settlement was not only aimed at punishing the whole
industry for the faults of some firms and individuals, but it was also
meant to reform it. For over 70 years, reforms had been left to the SEC
to effect through rules, which it published routinely. This time, because
of the unusual powers of the Martin Act (uncontested as a constitu-
tional matter) and the aggressive role played by Spitzer, the relative
influence of the SEC diminished. By his intervention, the New York
state attorney general had politicized securities regulation, possibly
setting a very awkward precedent. This time, reforms were incorpo-
rated into the settlement, but did not reflect a keen understanding of
how the securities industry really worked. To the industry, a $1.4 billion
settlement was expensive but affordable. Still, the new rules—requiring
separation of research and investment banking and disclosure of any
contacts between bankers and analysts, and the provision of indepen-
dent third-party research to clients—would involve considerable ad-
ditional cost to implement and maintain. Ongoing compliance costs
would add to these, but the benefits to be derived from them would
be modest, at best. Added to this was the potential for class-action
liabilities—the harvest of plaintiff victories would encourage other
suits to the filed, and the plaintiffs would have longer checklists of
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compliance items to find defective. Thus, the financial market had
probably experienced a net increase in regulatory costs, which ulti-
mately would be reflected as a higher cost of capital, or lower returns
for investors.

After the settlement, Wall Street banks set about doing what they
had to. Few doubted that they could comply with the requirements
and still handle the mergers, underwriting, and brokerage business
they had been doing. But the economics of investment banking would
undergo change. The implementation and compliance costs would be
about the same for all firms, regardless of size and market share. The
smaller firms would be harder pressed, and might decide to abandon
parts of the securities business to their larger competitors, further in-
creasing concentration in the industry. There were also questions as to
whether firms not included in the settlement would have significant
competitive advantages over those who were, or whether markets in
Europe unaffected by the settlement (or Sarbanes-Oxley) might become
more attractive to clients than they had been before and cause a shift
of business into less heavily regulated markets. Accommodating or
even arranging such shifts would not be difficult for the largest Amer-
ican firms, which were already extensively global.

There was also concern that the cost of research, including the need
to provide third-party research, might become prohibitive relative to
the solely commission revenues it could generate, and the benefits of
research to the marketplace might be lower. True, Wall Street had been
known to generate large volumes of research that often went unread,
but the availability of research in general added to market transparency,
even through the 1990s, judging from the small number of analysts
actually sanctioned. Many midsized and smaller companies believed
after the Global Settlement that they might be denied research coverage
altogether if the economics made it unattractive for the banks. By mid-
2003, a year of market recovery, one major Wall Street firm said it had
reduced the number of U.S. companies receiving research coverage by
about 20 percent, and was then covering only 800 out of about 7,500
listed public companies. Most other firms made similar adjustments.
In the end, the direct and indirect costs of the underlying research
reforms would be paid by the market and its users.

There was also the long chain of expensive civil litigation and class
actions that would consume a large portion of the industry’s earnings
from the associated transactions. The litigation affected mainly banks
and other intermediaries and would take several years to resolve. The
litigation experience of the banks would not only considerably raise
the costs but also bear on the stock prices of many banks that were
believed, given the nature of the business, to be unavoidably exposed
to it. The firms would also begin to realize that class-action suits were
increasingly hard to defend against, and strict compliance with the
letter of the law would not necessarily be enough—especially if a sud-
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den market collapse caused widespread losses among investors. This
would make managing a large investment banking business and train-
ing new employees very difficult: What should they be told when
merely following the rules may not be enough?

In retrospect, however, there can be no doubt that Wall Street bank-
ers frequently and carelessly exposed themselves to situations in which
conflicts of interests were tilted to be resolved in their own favor.
Clients were denied nothing, even if what they wanted was unwise or
dangerous. Loans and advice were provided that jeopardized the in-
terests of other market participants. Research was tainted to curry
favor. Techniques were improvised to transfer value in IPOs back to
the firms underwriting them. Practices that in ordinary markets are
acceptable may not be when markets overheat. In too many situations,
senior executives did not restrain their paid-for-performance employ-
ees from reaching for the easy money by putting the firm’s reputation
for integrity at risk, to the point where the costs of settling charges and
class actions could threaten some firms’ solvency. The bubble distorted
judgments, but even without the bubble, other forces had led the largest
financial intermediaries into believing that multiline platforms and big
balance sheets were strategic necessities, even if the banks” executives
could not convincingly demonstrate that they could consistently man-
age the business safely for their own shareholders.

Banks and brokers may have been clobbered with a blunt instrument
by Spitzer and the SEC and a battery of plaintiff’s lawyers during the
period, and suffered considerable costs and damages, but few tears are
shed for them by knowledgeable observers or by the public at large.
Their reputations have been so damaged by revelations of exploitative
conduct and unfair play that few outside the industry appear to care
very much. The market, of course, needs financial intermediaries to
make it function effectively at low agency cost. But it may not need
firms, however sizeable and powerfully connected, that impose high
agency costs on their clients. Such firms cannot function successfully
for their own shareholders without public support and confidence. If
they choose instead to rely on invisibility, complexity, or technical com-
pliance as necessary with the rules and regulations to justify their
conduct in pursuit of profits, they will ultimately lose.

Such revelations today lead immediately to adverse publicity, which
now quickly exposes a firm to harsh and arbitrary regulatory settle-
ments that are followed by expensive class actions, and these costs in
aggregate can be enough to drive firms from the business altogether.
Wall Street history is rich with such examples—Drexel Burnham in
1990, Salomon Brothers in 1994, Kidder Peabody in 1994, Bankers Trust
in 1996—all firms that did not survive as independent concerns once
they were caught up in questionable activities.

A financial system that depends on market discipline to help ensure
appropriate corporate governance relies on the institutions active at
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the interface between the firm and its ultimate owners (accountants,
asset managers, and financial services firms) to transmit that discipline.
The previous two chapters have suggested that accountants and insti-
tutional investors have been found wanting, and that regulatory
change has been underway that may help improve their performance.
We have suggested in this chapter that financial intermediaries have
likewise dropped the ball, assuring a regulatory response. Indeed, they
have proven to be poor monitors, purveyors of misinformation, and
designers and facilitators of corporate transactions ultimately damag-
ing to shareholders. As in the other domains, the pendulum has swung
back, and financial intermediaries will have to live with the conse-
quences and try to avoid the next area of excess, when the process is
likely to repeat itself.
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Part IV

Governance, Restraints, and
Conflicts of Interest

In the corporate marketplace envisioned by the authors of the new
financial regulatory regime enacted in the 1930s, great reliance was
placed on the power of a marketplace of independent investors and
their advisers and intermediaries to restrain corporations from under-
taking actions that the market might perceive to be contrary to its
interests. But to be sure that corporate officials and market profession-
als did not attempt to hijack the system, they established and empow-
ered the SEC to become the principal on-field referee. This approach
worked well for a great many years, during which people have di-
verted a substantial portion of their savings to the capital markets, and
the development of these markets has become an important national
resource, lowering the cost of capital to corporations and providing a
safe, efficient, and creative venue for both individual and institutional
investors.

So it was thought, until 2000 and the great unraveling that followed.
Much of the failure was blamed on inappropriate, exploitative activity
by corporations, encouraged or at least unrestrained by boards of di-
rectors. Much of the blame, too, was directed to the market institutions,
both investors and intermediaries. And indeed, a significant share of
the blame has been placed on the regulators themselves for inattention
and inaction.

This part of the book addresses the evolution of the legal and reg-
ulatory system supporting the markets, and focuses on its troubling
impotence as a consequence of modern political realities. It then takes
up the principal malady of the system—conflicts of interest—and an-
alyzes how these have become a more serious threat to the well-being
of the market system than before.

The common thread in failures of corporate governance, both inter-
nal and external to the business firm, is indeed the issue of conflicts of
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interest. Some of these conflicts are fairly easy to monitor and resolve,
while others require either the application of powerful market disci-
pline (often aided by aggressive media reporting) or effective regula-
tory intervention. We contend that conflicts of interest in the external
domain of corporate monitoring, as exercised by institutional investors
and financial intermediaries, have become the most important gover-
nance problem that still needs to be addressed. The reason is that the
dynamics of competition in their own industry has the potential to
push them in the direction of tolerance of questionable actions by
clients, or even malfeasance in aiding and abetting serious corporate
misconduct.

Conflicts of interest between owners and managers have been well
understood for many years. A transparent marketplace should auto-
matically adjust prices to reflect dangerous conflicts where they exist,
and to force changes. Markets, however, are neither moral institutions
or necessarily efficient in exercising such discipline. They can be indif-
ferent to agency conflicts in some cases and punitive in others. Even in
the broadest and deepest of today’s capital markets, scrutiny of agency
conflicts may merit only a passing glance—at least while things are on
the way up—and the markets’ own institutions may suffer from agency
conflicts as severe that those of corporations.

In the late 1990s and early 2000s, rapidly expanding capital markets
were exceptionally permissive of agency conflicts. As long as stock
prices were rising, the conflicts didn’t matter very much. Inevitably, of
course, a correction would have to be made. Some of the agency prob-
lems identified in this book have since been addressed. Some have not.
As the storm recedes, so will the preoccupation with governance issues.
Yet there is a residue of important blemishes that remain unattended
and that may reappear with a vengeance down the road.

In the final chapter, on the future of governance, we offer an analysis
of, and a prescription for, addressing these as yet untreated issues that
uphold an “uneven” or “tilted” system of responsibility for the proper
discharge of fiduciary duties that all agents in the financial system bear.
The “tilt” to the system has emerged over the last 20 years or so—as a
result of legal constraints, passive regulatory enforcement, and the
common American practice of indemnification and insurance of officers
and directors for all but “gross negligence.” We believe this trouble-
some tilt can be removed, but first it needs to be recognized and un-
derstood.
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Government Regulation and
Corporate Governance

Some 200 years after his death, Adam Smith’s ideas today dominate
the organization of economic activity more strongly than ever. Markets
emerge to allocate labor, capital, intellectual, and natural resources in
the most efficient possible way—if they are allowed to do so by keeping
them free of influences that distort them, such as monopolies, govern-
ment interference, and excessive regulation. Free markets are guided
by an “invisible hand” that takes into account all the forces acting in
the market at the time and creates a balanced outcome that produces
the greatest good for the greatest number.

Adam Smith predicated his views on the idea of free markets and
perfect competition in which lots of self-interested players interact,
with none sufficiently powerful to affect prices and competition. He
acknowledged that markets were not free in the Britain of which he
wrote in 1776, because of royal prerogatives, ancient practices that
interfered with the mobility of labor and flexibility of wages, and be-
cause of parliamentary actions taken to protect special interests. A key
theme was to clear out all these interferences in the market, to make it
freer, and the result would be a large increase in British “opulence,” or
national wealth. Smith’s belief that the market would regulate itself,
together with similar thoughts by French economic theorists of the
time, gave usage to the term “laissez-faire.”

The world described by Smith and his laissez-faire disciples, such
as Walter Bagheot, Alfred Marshall, Joseph Schumpeter, Friedrich
Hayek, and Milton Friedman, has been remarkably robust, repeatedly
beating back challenges from alternative visions of economic society,
ranging from the Fabian socialists of the nineteenth century to the
Marxists and fascists in the twentieth century. Even milder forms of
centralized government planning and control, such as those employed
by the French, the Swedes, and the Indians have had to be bolstered
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by a shot of free-market capitalism from time to time, by allowing a
robust private sector to develop and periodically using it to “privatize”
unwieldy state-controlled businesses.

Even when an alternative system is imposed for a very long time,
as Marxism-Leninism was over a good part of the world for well over
half a century, the invisible hand creeps in again through black markets,
minicapitalism, work-minimizing behavior, and a host of other ways
now thoroughly familiar in the history of Soviet-style command econ-
omies. The success of “emerging markets” in Asia, Latin America, and
eastern Europe really reflects little more than Smith’s invisible hand
being allowed more room to apply its touch.

If the invisible hand so dominates the landscape of economic ideas,
then laissez-faire must certainly be the essential anchor of national and
international policy toward the business sector. Market-users should
be left to their own devices, to do what they perceive is best for them-
selves, and to create the kinds of organizations that hold the best prom-
ise of moving in that direction. Measures that distort markets should
be absent altogether, or at least be as nonintrusive as possible. In any
case, if governments are too intrusive, human ingenuity will find ways
around them. Certainly government intervention should be calibrated
against its market impact in the cold light of how people are most likely
to respond, not according to some theoretical view as to how they ought
to respond. Any such intervention needs to be tested as to whether it
is effective in making the market work more efficiently, and then, if it
is not, whether it works with market incentives or against them, and
ultimately whether the social gains achieved by the intervention out-
weigh the cost—that is, the loss in market efficiency. Where free mar-
kets have been permitted, they have usually left powerful performance
benchmarks behind, and recent history certainly suggests that policies
that deviate too far from them are doomed to eventual collapse.

Periodic market failures—which are to be expected in an essentially
laissez-faire system—are a means to punish error and reward caution,
both necessary ingredients of a self-regulatory mechanism. Investors
who risk their wealth should be careful and demand information suf-
ficient to evaluate adequately the progress of the investment. If they
fail, they will presumably be more careful in the future. They will learn
whom to trust and rely upon, and whom not to. In the long run, the
market adapts to its own experience, and as the Romans said, “caveat
emptor” (let the buyer beware).

Laissez-faire notwithstanding, markets must operate within a soci-
ety that appreciates their value and safeguards their freedom. The more
democratic the society, the greater will be the demand for the assurance
of orderliness, equal access, and fair play. Too free a market, some
argue, produces excessive swings and cycles, which can imperil the
public welfare. Too exclusive a market keeps ordinary citizens from
benefiting from the opportunities. And markets that are widely consid-
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ered “unfair” or “exploitative” eventually give rise to rules and stan-
dards to deal with the issues.

Adam Smith’s notions of efficient markets have been subjected over
the last 230-odd years to the claims of a politicized society that insists
on a stable set of rules of conduct. Indeed, when such rules are absent,
as in the “Wild West” of yesteryear, or the roaring 1920s, and in some of
the “transition economies” of the 1990s, the market is clearly subject to
distortions of lawlessness. When there is a lack of law and order, when
sanctity of contracts and private property are called into question and
there is no recourse to courts of law and no protection from extortion,
the functioning of free and fair markets collapse. Institutions to provide
such protection eventually must be created in order to achieve a high
level of sustainable economic performance. The process of creating such
institutions may itself go through phases of vigilantism, self-regulation,
and informal market rules before arriving at its destination. Even then,
once regulatory and enforcement institutions have been created and al-
lowed to function, they remain subject to further regulatory enhance-
ment as citizens exercise their rights of protest and their votes.

THE ECLECTIC REGULATORY FRAMEWORK

The American economic system was conceived not long after Adam
Smith’s work The Wealth of Nations was published in London, a work
destined to ensure his celebration as one of the leading figures of the
Enlightenment and the founding father of economics. The work was
meant to offer suggestions to the rich and powerful in England as to
how the national prosperity—already one of the highest in the world—
could be improved further. The rich and powerful benefited from many
of the economic restrictions on market freedom of the time, and
therefore ignored much of what Smith had to say. But some of Amer-
ica’s founding fathers had read the book and were ready to create a
new society across the ocean that would be free of the prerogatives,
restrictions, and customs that prevented Britain, according to Smith,
from achieving maximum economic performance. So the American
markets began as free institutions, although they were hemmed in by
trade practices of other countries and by protectionist ideas to encour-
age local manufacturing. The American government would stay out of
the private sector (other than occasionally financing necessary public
utilities to get them going), would provide no monopolies or land
grants to favorites, and would rely on the states to regulate corpora-
tions, with the federal government retaining the right to regulate only
interstate commerce. These were favorable conditions for entrepreneurs
and investors at the time. The New York Stock Exchange was estab-
lished as a private-sector initiative in 1792 to provide a venue (and
some rules) for trading in securities, mainly government bonds and the
paper issued by banks, public utilities, and a few other corporations.
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From the beginning, there was a great appetite to create new cor-
porations to operate toll roads, canals, insurance companies, banks,
and similar institutions. When the railroads emerged, vast quantities
of new securities were offered to finance them, and the federal govern-
ment established interstate regulations to promote them. Until 1930,
however, government regulation of economic activity had been con-
cerned with public utilities, interstate commerce, monopolies, labor,
and public safety. Even Adam Smith recognized that there were times
when the government had to intervene in the economy in the public
interest (e.g., for national defense), and it is possible he would have
agreed that much of the regulation that occurred in the first 150 years
of the United States could be justified as being necessary.

Federal regulation of financial markets did not develop until the
early 1930s, after the experience of massive market failures in banking
and securities markets. But when it came, it was profound. Publicly
traded corporations had to register with the government, providing
voluminous information that had to be truthful, with serious conse-
quences for noncompliance or misstatements. Soon all financial inter-
mediaries had to be similarly registered with federal or state authori-
ties—banks, brokers, traders, investment advisers, accountants, and
exchanges. The cost of this regulation was considerable, and much
objected to by the participants. One consequence, however, was that in
time, public confidence in banking and financial markets was not only
restored but enhanced, and public participation in those markets ex-
panded well beyond levels that might have been imagined at the time
the regulations were adopted. More participation in the markets made
them more robust and efficient, perhaps a fair price to pay for the cost
of regulation that was passed on to market users.

Since the 1930s, the regulatory framework in the United States has
evolved and sought to fulfill a new purpose. No longer will the public
be endangered by seasoned professionals operating in the markets in
the spirit of buyer-beware. Instead, the regulatory umbrella was for the
first time opened to protect the public from abuse and exploitation.
Protecting the investor became a new purpose of federal financial reg-
ulation, and this required more regulation. This regulation, however,
could only restrict specific, identified transactions and practices. If not
so restricted, a business practice was considered permissible. Every
few years, however, a dynamic market environment will tend to pro-
duce new practices and transactions, and in time the regulatory ma-
chinery catches up and declares some of them impermissible. When a
major episode of misconduct occurs (one so described by the public
and their politicians), the regulatory machine accelerates and catches
up quickly. And when this happens, sudden and sometimes retroactive
changes in the “ground rules” are declared that inevitably catch a
number of practitioners off guard.
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WHY REGULATE?

Even the most free-market-oriented countries have chains of social and
economic policies that constrain exploitative market behavior. In this
sense, the political process invariably guides the economic process in
directions that depart (sometimes significantly) from what would hap-
pen under totally free-market conditions. The need for such forms of
guidance is to assure that market mechanisms produce socially ac-
ceptable results. There are several reasons why.

Adam Smith’s approach to resource allocation via the free market
may well be the most efficient from an economics perspective, but not
necessarily from the perspective of politicians who have extensive non-
economic agendas. In a totally free market, some get rich and some get
poor. It all depends on your natural endowments, your investment in
skills, your saving and spending patterns, your entrepreneurship and
ingenuity, your level of effort, and your luck. It’s all up to you.

But democratic society doesn’t see it quite that way. For every per-
ceived success, there may be many failures, too many for a full-fledged
democracy in which every voice can be heard. So in a democracy, some
(perhaps a majority) will advocate assistance and protection be offered
to diminish the consequences of being a loser. The poor are to be lifted
to a tolerable standard of living by means of social safety nets. The
unemployed are taken care of for a while, often for quite a long while,
and sometimes (especially in Europe) at incomes not too far from what
they earned when they were working.

Meanwhile, the winners are taxed more aggressively than the rest,
usually in ways that likewise promote social concepts of fairness. There
are progressive income taxes, which take proportionately more from
those who are better off than those less fortunate, but there are also
sales taxes, real estate taxes, excise taxes, estate taxes at time of death,
“sin” taxes on tobacco and alcohol, and more, each reflecting prevailing
concepts of “fairness” as much as the need for revenues. In federal
countries like the United States, tax fairness is fine-tuned at the state
and local level as well. You are taxed progressively on your income
from work both at the federal, state, and sometimes even municipal
level. You are taxed on your income from interest and dividends (which
have already been taxed at the corporate level), assets accumulated
from income already taxed once, and when those assets appreciate and
are sold they are taxed yet again as capital gains, if even those gains
may only be due to inflation. Then, when you die, most of these assets
are taxed one last time before they pass on to heirs. All the while,
however, you can deduct from taxable income mortgage interest, some-
times property taxes, and medical bills and claim various other tax
breaks considered by politicians to have socially redeeming value. And
the wealthy strive to convince politicians to provide tax breaks for them
to offset the burdens that they must endure.
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The result is a transfer of income and wealth from the richer to the
poorer members of democratic society, as a measure of moral justice
by the peoples’ representatives, the politicians. The privileged should
be forced to assist the needy. Most members of the privileged classes
believe that to be an acceptable trade-off. The important middle classes
are built up, and the economic safety net that such policies create may
shield the economy from extreme unemployment and depressed mar-
kets for all kinds of goods and services. It may also address a society’s
need to treat its citizens humanely, and to redress various aspects of
inequality of opportunity and access to wealth. All well-developed
societies have this system of transfer payments to some extent. But it
comes at a price of reducing freedom in the markets, economic effi-
ciency, and often higher unemployment and less attractive prospects
for future economic growth.

Normally, one would expect politicians to recognize the value of
preserving the market system, and not to damage it excessively by
yielding to the temptations of populism. More or less free markets can
survive in such climates very well. But what they cannot do is tolerate
extreme inefficiencies in resource allocation. When the pendulum
swings too far in one direction, the economy sustains critical damage
that can take a long time to repair.

Public Goods

There are certain things the free market is not good at providing—
those things whose value is hard to identify and to allocate among
beneficiaries in rough proportion to the benefits received, even as oth-
ers (as free-riders) are able to enjoy them without sharing in their cost.
National defense, parks, and public safety are obvious examples. Oth-
ers, ranging from public schools and hospitals to airports, highways,
and postal services, are often subject to debate. Some of these have
been privatized successfully to let market-based actions increase the
quality of services and reduce their cost of delivery.

Vigorous discussion has developed in many countries about the
efficacy of market-based solutions to such problems as environmental
pollution and maintenance of fisheries—solutions that are “incentive
compatible” and vest resource users with ownership rights that make
it clearly in their own interests to maintain that resource on a sustain-
able basis. So even though the market demonstrates some weaknesses
when costs and benefits cannot easily be allocated, it can nevertheless
be used to provide cost-effective solutions to social problems involving
public goods. On the whole, however, “public goods” provide a du-
rable rationale for government intervention to allocate costs and ben-
efits of shared resources effectively. But only, of course, to a point
beyond which economic efficiency will suffer unacceptably.
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Negative Externalities

In a classic essay published almost a half century ago,' Nobel Prize-
winning economist Ronald Coase asked a simple question: Suppose a
doctor examining his patients is interfered with by a candy-maker next
door who is operating noisy equipment. In pursuing his own interests,
the candy-maker is interfering with the doctor. His noise pollution
damages the neighbor—pollution from which he derives benefits (be-
ing able to make candy at a profit) but for which the victim receives
no compensation. Economists call this type of interference a “negative
externality.” The conventional solution to this externality problem is
for the candy-maker himself to be restrained, maybe even put out of
business. Coase pointed out that this completely overlooks the damage
such restraint would do to the candy-maker, who is only making noise
in the pursuit of his own livelihood with no intent of harming the
doctor.

There are two possible outcomes: The doctor’s business continues
to suffer, or the candy-maker is forced to shut down. Which causes the
greater harm? Coase demonstrated that forcing the candy-maker to
shut down may be an inferior solution compared to a freely negotiated
arrangement between the two parties whereby the doctor is compen-
sated by the noisy candy-maker or the doctor compensates the candy-
maker to quiet down—the eventual solution depending on the relative
size of gains and losses faced by the two parties. That is, negative
externalities can be dealt with most efficiently by means of costlessly
negotiated arrangements between parties, regardless of whether the
law makes people liable for the consequences of their own actions.

The law should place the burden of avoiding harmful effects on the
party that can accomplish it at lowest cost, and leave the rest to private
negotiation. This is the famous “Coase theorem.” The best legal solu-
tions to social issues and conflicting property rights are those that
mimic most closely what people would come up with if they were free
to negotiate them. This goes for all kinds of rights, ranging from free
speech to aircraft overflights, from air pollution to clean streets.? And
even when negotiations between parties are costly (for example, due
to poor information, difficulties in identifying injured parties, etc.),
governmental or private institutions tend to develop over time to mit-
igate these costs. So, when social costs arise, public policy and insti-
tutional arrangements tend to be called into action to deal with them,
but their design can lead to more or less efficient results depending on
how closely they align to freely negotiated outcomes.

Negative externalities have historically played a big part in financial
markets, with crises (and costly crisis prevention) and questionable
practices regularly visiting losses on innocent parties. Finance is and
always will be a highly “pollution-intensive” industry, one requiring
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active and considered public policies to deal with the many forms of
interference that affect it.

Contestable Markets and Competition

Adam Smith predicated his description of the remarkable operation of
free markets on perfect competition, that is, large numbers of small
suppliers incapable of affecting prices, perfect information, zero trans-
actions costs, and the like—conditions painfully familiar to any begin-
ning student of economics. In the real world, of course, perfect com-
petition rarely exists for many reasons, such as economies of large-scale
production, differentiated products, and “natural” monopolies such as
electricity supply to homeowners. And there is the fact that producers
detest perfect competition and having to sell in “commodity” markets
where the sole determinant of success is price. So they busy themselves
trying to escape it, sometimes constructively and sometimes not so
constructively. People enroll in training programs and graduate schools
trying to differentiate themselves from others in order to command
higher compensation. Sometimes, when they are talented enough, they
do very well indeed in creating a virtually unique presence in the
marketplace, as do media and sports stars. For their part, companies
try to invent better mousetraps and advertise the extraordinary quality
of their products to command higher prices and larger market shares.
Success stories abound. All of this is a vital part of the market-driven
system of economic organization, especially when economies of scale and
economies of scope are important aspects of the production process—
effective competition and the vigorous contesting for market position
has to hold out the hope of a pot of gold at the end of the rainbow.
Corporations sometimes try to exploit the market by effectively
blocking out rivals in inappropriate ways, shifting economic benefits
from others to themselves—what economists call “rent-seeking.” Ex-
amples include creation of monopolies and producer cartels, collusion
in pricing designed to drive prices far above costs, pleading for pro-
tection against imports at the expense of the consumer, and predatory
dumping intended to drive weaker players from the market and sub-
sequently permit monopoly pricing. In such cases, governments usu-
ally step in either to regulate prices, break up the monopolies and
collusive practices, or otherwise improve the functioning and contest-
ability of the market. Competition policy itself is almost always imper-
fect, however. How do we best identify the existence of a monopoly?
What is “collusion”? What is a “cartel”? How do we define “preda-
tory”? What happens when the apparent benefits of cooperation among
suppliers seems to exceed by far the dangers of market exploitation?
How do we avoid competition-regulation aimed at yesterday’s prob-
lems? What about anticompetitive practices that occur abroad, outside
national jurisdiction, yet have significant impacts on the local market?
Many of these questions have been answered only imperfectly, al-
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though recent advances in the economics of industrial organization
probably have contributed to more efficient regulatory policies. But
still, the less competition there is in a market system, the more likely
it is that the market will be unable to work its magic.

Information and Transactions Costs

Information is often expensive. It has to be created, absorbed, proc-
essed, and acted upon in order to be effectively applied in the market.
Sometimes this is not a big problem. In the foreign exchange market,
perhaps the most perfect in the world, dealers can check rates on
screens, with brokers and other dealers in whichever markets are open
on a 24-hour basis virtually year-round. All major players have almost
the same information almost all the time, as well as essentially the same
costs of doing transactions. So success or failure in this virtually seam-
less market depends mainly on the dealer’s interpretation of whatever
information is available at the moment. Compare this with the hapless
American tourist in France, wandering into a bureau de change on a
cathedral square 40 miles outside Paris, staring blankly at the extor-
tionate posted rates, armed with little or no information and few im-
mediate alternatives.

The fact is that information has value. Those who have it can charge
for it through fees, spreads, and other means. Those who don’t have it
must pay for it, either by incurring the costs of obtaining it for them-
selves or by meeting the seller’s price. The same thing applies to trans-
action costs, including the cost of taking business elsewhere, which
may be quite easy and cheap in come cases, but in others may well
involve establishing entirely new relationships with new suppliers—
what economists call recontracting costs.

Information and transaction costs are fairly easy to deal with in
interprofessional, or wholesale, markets, where solutions can be left to
the interplay of competitive forces. Exceptions arise when information
is stolen. Proprietary information is embedded in the value of a firm.
When it is misappropriated, there are clear victims, principally the
owners of the firm. Stealing information is not a victimless crime. Some
people (those who wouldn’t buy or sell if they were privy to the same
information) are injured in the process. Consequently, coming down
hard on those who steal information may well be justified—quite apart
from the fact that information theft disadvantages honest participants
and compromises the integrity of the market, encouraging them to take
their business elsewhere.

Information and transaction costs tend to be far more serious when
it comes to doing business with unsophisticated retail customers, who
may be poorly informed or find it difficult to shop around, making
them ripe for picking by unscrupulous operators. This goes for any
market, but it applies especially to financial markets. Buyer beware is a
good rule, but people who find financial affairs difficult to understand
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and far removed from their expertise and everyday life tend to be the
least capable of making complex decisions that are truly in their own
interests. For this reason, they may have to be protected by society—
protection that may in the end be in the public interest—by forcing
adequate disclosure in language that ordinary people can understand,
limiting access to certain risky financial products, specifying in detail
how certain financial services may be sold, and cracking down on
various kinds of abuses.

Finally, while free-market activities may be efficient in the long run,
they can cause extreme harshness in the short run for a great many
people. So political pressures develop to interfere in the market—to
have government regulation overrule market forces, so that a more
benign environment may develop in its place.

To summarize, the main reasons for intervening in markets are the
following five: (1) fairness issues, defined in the social and political
domain; (2) achieving and paying for the benefits of public goods and
services; (3) resolving issues of external interference with the rights of
others; (4) the extent to which competition really exists; and (5) the
costs and access to information. These things have to be balanced
against society’s need for an efficient, growing economy that is best
achieved by letting markets work.

LAYERS OF SOCIAL CONTROL

Thinking about all of these issues makes it clear that allowing control
of economic outcomes to be entirely left to the actions of a free market
is probably not feasible in any democracy that tries to create the max-
imum level of welfare for the maximum number of people. Since this
is more or less the professed goal of virtually every political system
that exists today, constraints on firms, labor unions, individuals, and
other economic actors are ever present—and probably always will be.
These constraints constitute a “web of social control.”

As depicted in figure 9.1, the business firm itself, whose managers
are supposed to be intent on maximizing long-term shareholder wealth,
is at the center of the web.

If managers and owners are different, as in a corporation whose
shares are publicly traded, then agency conflicts can arise, leading to a
situation where shareholder wealth may not be maximized. Conflicts
may arise on retained earnings—with managers opting to retain earn-
ings rather than distributing them to shareholders, even though share-
holders” welfare may be better served with cash distribution in the
absence of projects providing high investment returns. Managers may
also be more risk averse than investors if much of their own capital—
whether financial or human—is tied up with the firm, whereas inves-
tors can afford a more diversified portfolio.

Market forces governing corporate control and shareholder value
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Figure 9.1. The Web of Social Control.

are supposed to make sure that such agency conflicts (or costs) are kept
in check. Waste, inefficiency, and bad management are reflected in share
prices, and if the stock price drops low enough, it will trigger takeover
action by investors or other companies who think they can do better
after ousting current management. In short, market-imposed discipline
is supposed to govern the destiny of the firm—its overall performance
in the market for goods and services, for labor, raw materials, and other
resources, as well as for capital, and ultimately for corporate control.
The firm is the source of economic energy for the system, the goose
that lays the golden eggs.

But suppose, for example, that—intent on the pursuit of maximum
shareholder wealth—management fails to deal with environmental
pollution and so imposes serious costs on others in society. This may
create a response among the victims that will ultimately find resonance
in the political arena. It could trigger legislation to address the problem,
possibly through taxation, prohibitions, fines, or other enforcement
actions. In United States environmental policy, for example, the critical
point probably came with Earth Day demonstrations in the late 1960s
and the publication of Rachel Carson’s Silent Spring. This was followed
in short order by the National Environmental Quality Act and later
federal air and water quality legislation and the establishment of a
large bureaucracy, the Environmental Protection Agency, in 1969 to
ensure enforcement at the national level and to promote consistent
enforcement at the state and local levels as well.

Within only a few years, the United States had created a control
process to try to deal with the problem of environmental protection. A
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new layer of social control had been imposed on corporations. Firms
had to conform, and their costs rose; they had to come to grips with
efficiency in pollution control as yet another competitive element. Their
relative product prices reflected the whole process and accordingly
influenced consumer behavior. The environment, a public good that
previously had been “unpriced,” in short order had to be factored into
market decisions and became an important element of economic life.

Or take product safety. Firms in pursuit of free-market objectives
may well be tempted to cut corners in product design, placing at risk
consumers who lack pertinent information when they make their buy-
ing decisions. So a host of federal legislative initiatives has evolved
over the years to protect consumers, including the Fair Packaging and
Labeling Act of 1969 and creation of the Consumer Product Safety
Commission and various consumer safety initiatives at the state and
local levels. Most affected in this regard were the food and pharmaceu-
ticals industries, and in response, the Food and Drug Administration
(FDA) was established (tracing its roots to the Pure Food Act of 1906),
a government agency that is responsible for rigorous testing and prod-
uct approvals in advance of broad-scale availability in the market.
Again, firms in the affected industries have had to adapt in ways that
have raised costs and prices, influenced product availability and time-
to-market, and affected shareholder values. While there is plenty of
controversy about how the regulatory system works or what ought to
be regulated—such as the FDA's efforts to classify cigarettes as addic-
tive and subject to its control (which finally succeeded in 2004), while
making no similar move on alcoholic beverages, for example—few
people today would argue for scrapping the FDA.

Such initiatives have dealt not only with health and safety but also
with general product quality and sales techniques. Efforts by corpo-
rations to skimp on product quality are usually reflected in market
forces, with consumers soon defecting to buy from competitors who
do better. Even here, however, there have been many consumer pro-
tection initiatives, including legislation leading to the creation of the
Federal Trade Commission in 1914, and a broad range of state and local
measures such as “lemon laws” for automobiles, taxi commissions, and
the like. The area of consumer protection has been especially targeted
by nongovernmental organizations such as Consumers Union, as well
as consumer activists of virtually every stripe. Producers may not like
it, but they have to deal with it.

In matters of labor, the dynamics of corporate relations with their
employees gave rise to organized labor in the nineteenth century and
collective bargaining over compensation, job classifications, working
conditions, and job rules. Normally, collective bargaining would be left
to negotiators to settle these issues, but again, government bodies have
been created in the political environment to affect the process, notably
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the National Labor Relations Board (1935) and much later the Occu-
pational Safety and Health Administration (1971).

In various industries, problems at the interface between the market
and society have given rise to further constraints on business in the
form of very specific controls. In transportation, for example, the In-
terstate Commerce Commission was initially given the task of regulat-
ing the U.S. railroads in 1887 in response to farmers’ complaints about
high freight rates, as well as railroads’” complaints about predatory
pricing by their competitors, a regulatory mandate later extended to
other forms of transportation. In air transport the Civil Aeronautics
Board (CAB) was originally created to allocate routes, fix prices, and
designate services in what was regarded as a unique industry. Al-
though the CAB was scrapped during the Carter administration, many
of its functions were assumed by the Department of Transportation. In
all, hundreds of federal and state regulatory agencies have been created
to regulate commerce and industry in the United States, powers orig-
inally granted to Congress under the Constitution and put to use ever
since.

In short, we know that virtually all forms of economic life are lim-
ited, restrained, or explicitly controlled by government regulation of
one form or another. Layers of social control affect all industries. All
pay greater or lesser amounts of taxes, all are subject to environmental,
labor, consumer health and safety, and antitrust statues. All are subject
to federal and state securities laws. And all are exposed to fines and
penalties under these laws, and to civil litigation based upon them.
The idea is that these various layers of restraint, like the thin threads
used by the Lilliputians to hold down the giant Gulliver, will balance
the uneven distribution of power between corporations and their cus-
tomers, employees, and other constituents in the marketplace.

Periodically the balance of power shifts. Too little external restraint
permits exploitative behavior on the part of corporations. During 2001
and 2002, governance failures in the United States led to the massive
bankruptcies discussed earlier in this book. Although the number of
such incidents was small (in actual terms only about 20 out of the more
than 15,000 companies that file annual reports with the SEC),> the
impact they had was substantial. Four of the ten largest bankruptcies
from 1980 to 2004 occurred in less than a year—Enron in December
2001, Global Crossing in January 2002, Adelphia in June 2002, and the
largest, WorldCom, in July 2002. The bankruptcies and ensuing scan-
dals helped push stock prices down further in a period already de-
pressed by the bursting of the technology bubble and the aftermath of
the terrorist attacks of September 11, 2001.4

That the cases were all different only served to highlight the common
problem of inadequate external restraint. On the surface, it appeared
that proper governance mechanisms were in place at these firms. They
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were audited by the then “Big Five” accounting firms. Their boards
appeared to follow sound principles. John Duncan, former chairman
of the Enron Executive Committee, described his fellow Enron board
members as “experts in the area of finance and accounting.”®> Board
members were ostensibly independent—at Enron, only two members
represented management. Boards held regular meetings. The trouble
seemed to be that governance mechanisms did not function properly
or were inherently flawed. At Enron, for example, strong financial ties
weakened the independence of the board members. Several board
members had lucrative consulting contracts—one earned almost
$500,000 for consulting work during 1991-2002. Others encouraged
substantial donations by Enron or the Lay Foundation to charitable
organizations they presided over, or benefited from sales to Enron
subsidiaries.® In contrast, the Adelphia board made no pretense of
independence, with five of nine directors being members of the found-
ing Rigas family. Auditor and banker independence and objectivity
may also have been compromised by business interests of clients like
Enron, as discussed in previous chapters. Such internal and external
governance failures and the economic losses they helped bring about
triggered calls for new regulation to control excesses.

The presuppositions of corporate monitoring, governance, and con-
trol in a market-driven system of economic organization, both inter-
nally and externally to the business firm, can be listed as follows.

Internal Corporate Governance

* Incentive-compatible management contracts

+ Appropriate board structure and conduct

* Full and fair disclosure of material information
* Exercise of fiduciary role of boards members

External Monitoring and Control

¢ Independent audits and rigorous accounting standards

* Independent stock analysts—and efficient equity pricing

* Institutionalization of equity holdings—pension funds and
mutual funds

* Professional credit assessment and commercial bank lending

* Objective investment banking advice and underwriting

* Objective legal advice: management and boards

* Strong debt monitoring by independent rating agencies

» A powerful market regulatory infrastructure (governmental
and SROs)

Each element in the control chain is supposed to function as we have
described in this book, so that this inventory can be used as a bench-
mark to calibrate how the control process actually works, as opposed
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to how it is supposed to work. Undertaking this exercise for WorldCom,
Adelphia, Parmalat, or any of the other corporate disasters of the early
2000s suggests that the problem is hardly one of “a few bad apples.”
Rather, the problem in the control system is systemic and suggests that
market discipline has failed to provide consistency and durability to
corporate governance. Consequently, as in other domains of market
failure, discipline shifts from economics to politics, and the system
reacts.

Still, even as calls go out for more regulation and reinforcing the
web of social control, too much restraint leads to corporate impotence
and weak economic performance. Under such circumstances, the reg-
ulatory burden may be lifted (as began to occur in the United States in
the late 1970s) in a gradual process of deregulation. It can also, of
course, lead to vigorous efforts to avoid the regulatory burden by
shifting business activities abroad, or migrate to black market or “un-
derground” economic activities.

Setting the Performance Benchmarks

The conduct of any business firm today is calibrated against two dif-
ferent sets of benchmarks, (a) its performance in the competitive mar-
ketplace; and (b) its performance against the changing standards of
social control.

Management must work to optimize between both sets of bench-
marks. If it strays too far in the direction meeting the demands of social
and regulatory controls, it runs the risk of poor performance in the
market, severe punishment by shareholders, and possibly even the
firm’s takeover. If it strays toward unrestrained market performance
or sails too close to the wind in terms of acceptable market conduct,
its behavior may have disastrous results for the firm, its managers, its
employees, and its shareholders.

These are the rules of the game, and firms have to live with them.
But they are not immutable. There is constant bickering between firms
and regulators about the details of external constraints on corporate
conduct. Sometimes firms win battles (and even wars), leading to im-
pressive periods of deregulation. Sometimes it’s possible to convince
the public that self-regulation or the reputation-effects of misconduct
are powerful enough to obviate the need for external control. Some-
times the regulators can be convinced, one way or another, to go easy.
Then along comes another big transgression, and the system constricts
again and creates a spate of new regulations. Everyone gets into the
act in this constant battle to define the rules under which business gets
done—managers, politicians, the media, activists, investors, lawyers,
accountants—and eventually a new equilibrium is established that will
define the rules of conduct for the period ahead.
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Between Values and Expectations

There are some more fundamental things at work as well. Laws and
regulations governing the market conduct of firms are hardly created
in a vacuum. They are rooted in social expectations as to what is
appropriate and inappropriate, which in turn are driven by values
imbedded in society. These values are pretty basic. They deal with
lying, cheating and stealing, with trust and honor, with what is right
and what is wrong. These are the ultimate benchmarks against which
conduct is measured and can be found, for example, in the Ten Com-
mandments, embedded in Judeo-Christian values, and most other ma-
jor religions as well.

But fundamental values that appear in society may or may not be
reflected in people’s expectations as to how a firm’s conduct is assessed.
As everyone knows from Hollywood, business people are stereotyped
as unattractive—usually greedy, aggressive, unsympathetic individu-
als only interested in their own success. John Wayne never played a
banker on the way to foreclose a mortgage. Certainly the image of Wall
Street professionals in the 1980s, when Ivan Boesky and Michael Milken
ruled the headlines, was not very favorable. Movies such as Wall Street
or The Smartest Guys in the Room and bestselling books like Bonfire of
the Vanities, Den of Thieves, and Barbarians at the Gate hardly pictured
Wall Street at its best. Considering the events of the day (mainly the
1980s), one can see why. So there may be a good deal of slippage
between practical social values and how these are reflected in the public
expectations of business conduct. Such expectations, however, are im-
portant, and managers ignore at their own peril the buildup of adverse
opinion in the media, the formation of special-interest lobbies and
pressure groups, and the general tide of public opinion with respect to
one or another aspect of market conduct.

Moreover, neither values nor expectations are static in time. Both
change. But values seem to change much more gradually than expec-
tations. Indeed, fundamental values such as those identified here are
probably as close as one comes to “constants” in assessing business
conduct. But even in this domain, things do change. As society becomes
more diverse and mobile, for example, values almost certainly evolve.
Values in Victorian England were very different from those a century
before and after. They also differ across cultures. Nor are they easy to
interpret. Is lying wrong? What's the difference between lying and
bluffing? Is it only the context that determines how behavior is assessed?
The same conduct may be in fact interpreted differently under different
circumstances, interpretation that may change significantly over time
and differ widely across cultures.



Government Regulation and Corporate Governance 235

Between Expectations and Public Policy

There is yet further slippage between society’s expectations and the
formation of public policy, and the attitudes of public interest groups.
Things may go on as usual for a while, despite occasional mutterings
from religious or other organizations or the media about inappropriate
behavior of a firm or an industry in the marketplace. Then the fateful
day comes. Some sort of social tolerance limit is reached. A firm goes
too far. A confluence of interest emerges among various groups con-
cerned with the issue. The system squeezes, and another set of con-
straints on firm behavior emerges, perhaps complete with implement-
ing legislation, regulation, and bureaucracy. Or maybe the firm is
hauled into court to face a massive lawsuit. Or its reputation is seri-
ously compromised, and its share price drops sharply.

The reality is that the value of the firm suffers from these uncertain
conditions. Since maintaining (indeed, maximizing) the value of the
firm is the ultimate duty of management, it is management’s job to
learn how to run the firm so that it optimizes the long-term trade-offs
between profits and external control. It does no good to plead unfair
treatment—the task is for management to learn to live with it, and to
make the most of the variables it can control.

The Politics of Regulation

The fine regulatory balance just described can be tilted by the political
nature of the process—through lobbying that distorts regulatory struc-
tures in favor of well-organized, politically powerful groups in society.
Individuals may not challenge regulation if this involves significant
costs or if they feel they can free-ride on the efforts of others. Mean-
while, powerful interest groups have much to gain from new regula-
tions and may therefore actively lobby to ensure that it is in their
favor—"rent-seeking” behavior.”

Lobbying involves spending (often heavily) to persuade legislators
or regulators to support particular policy measures, perhaps by “edu-
cating” legislators, entertaining them, or supporting their reelection
through campaign contributions. While lobbying is often vilified for its
less savory characteristics, its supporters claim it helps elected repre-
sentatives understand the complexities of issues and the opinion of the
electorate. Lobbying has certainly been used effectively by powerful
industry groups to influence regulation that, in hindsight, may have
facilitated serious governance problems. Prominent examples cited in
previous chapters include stock option expensing, tort reform and au-
ditor independence.

The expensing of employee stock options has been an ongoing ac-
counting issue since the 1990s. Twice in the 1990s, the FASB tried to
close loopholes in stock option reporting that helped companies to
avoid recording the cost of stock option awards in their financial state-
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ments. Especially technology companies able to benefit from high stock
prices in the late 1990s lobbied strenuously against an accounting treat-
ment that required the expensing of new stock options when they are
granted, preferring to ignore the cost to shareholders of granting op-
tions and deferring expense recognition until the options are exercised
some time in the future. During the 1990s, corporate America opposed
new accounting treatment to expense stock options—and was sup-
ported by the accounting industry. The lobbying had its effect. In 1994,
Congress passed a resolution to condemn the FASB expensing pro-
posal, and the FASB dropped its plan to force companies to account
for stock options when granted as a measurable cost to shareholders.
A compromise was worked out in 1995 whereby companies had to
disclose liabilities for future stock options in a footnote to the financial
statements. As a result, in the late stages of the 1995-2000 bubble, many
corporate executives were gorging on stock options that were appre-
ciating rapidly, with the result that corporate profits were greatly over-
stated.

A second, highly publicized example of lobbying and its impact on
regulatory structures was the suppression of shareholder derivative
and class-action lawsuits for securities fraud. A wave of such suits
struck California in the second half of the 1990s, charging that execu-
tives of companies whose stock prices had risen sharply had sold shares
at the peak of the market before some sort of bad news was released.
Plaintiffs were shareholders who participated in the ensuing losses,
and who wanted to be reimbursed by executives who bailed themselves
out before any warning to public shareholders. The Private Securities
and Litigation Reform Act of 1995, which made it much harder for
investors to sue companies, was strongly supported by accounting
firms, high-tech firms, and venture capitalists. The accounting firms
had quickly organized themselves to form an effective lobbying group,
the Accountants Coalition, and lobbied hard for the Act. The efforts
were successful. In December 1995, Congress overturned President
Clinton’s veto and passed the Act, protecting the three interest groups.

A third example of lobbying to influence legislation was the SEC
proposal in 2000 to force the separation of nonaudit practices from
auditing practices of accounting firms in an effort to assure auditor
independence. The accounting industry, led by the then Big Five and
the AICPA, strongly lobbied against this initiative. In 2000, the “Big
Five” lobbying expenditure amounted to $9 million, up 50 percent from
the previous year.? Intense pressure was put on the SEC and its chair-
man, Arthur Levitt, to rescind the proposal—with Congress threaten-
ing to reduce the SEC’s budget if it did not. In November 2001, the
SEC agreed to a compromise solution requiring firms to at least disclose
how much they were paying for nonauditing services of their audit
clients.
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REGULATORY BALANCE AND CORPORATE CONDUCT

Given the political nature of regulation and the regulatory balance,
how should regulation of corporate conduct proceed? What distin-
guishes “good” regulation from “bad” regulation? What is the balance
between self-regulatory codes of practice and formal statutory rules?
What kind of regulatory structure could support the appropriate reg-
ulatory mix?

A difficult set of policy trade-offs invariably confront those charged
with designing and implementing governance regulation. On the one
hand, they must strive to achieve economic efficiency and protect the
competitive viability of the business firms that are subject to regula-
tion. On the other hand, they must safeguard the stability of economic
institutions and the integrity of markets, sometimes by protecting
themselves against their own mistakes. In addition to encouraging ac-
ceptable market conduct—including the politically sensitive implied
social contract between business and financial institutions and small,
unsophisticated customers—they must also protect against problems
of contagion and systemic risk. And the need to maintain an adequate
safety net is beset with difficulties such as moral hazard and adverse
selection.

Regulators constantly face the possibility that inadequate regulation
will result in costly failures, as against the possibility that over-
regulation will result in opportunity costs in the form of economic
efficiencies not achieved, or in the relocation of firms to other, more
friendly regulatory regimes. Since any improvements in economic sta-
bility can only be measured in terms of damage that did not occur and
costs that were successfully avoided, the argumentation is invariably
based on “what if” hypotheticals. Consequently, there are no definitive
answers with respect to optimum regulatory structures with respect to
corporate governance. There are only “better” and “worse” solutions,
as perceived by those to whom the regulators are ultimately responsi-
ble, in light of their collective risk-aversion and reaction to past regu-
latory failures.

Some of the principal options that regulators have at their disposal
range from “fitness and properness” criteria, under which corporations
may be established, continue to operate, or be shut down; line-of-
business regulation as to what specific types of activities companies
may undertake; and regulations applying to a range of management
practices. Regulatory initiatives, however, can have their own distor-
tive impact on firms and markets, and regulation becomes especially
difficult when those markets evolve rapidly and the regulator can easily
get one or two steps behind—and also when there is jurisdictional
conflicts or overlaps between different corporate regulators.

The regulatory vehicles that may be used for implementation (the
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“delivery system”) range from reliance on self-restraint on the part of
boards and senior managements of business firms concerned with the
market value of their own franchises, to industry self-regulation, to
public oversight by regulators with teeth, including the possibility of
criminal prosecution.

There has been lively debate about the effectiveness of firm self-
regulation, since business firms continue to suffer from incidents of
misconduct and misgovernance, despite the often devastating effects
on the value of their franchises. Control through industry self-
regulation is likewise subject to substantial controversy, as discussed
hereafter.

But reliance on public oversight for governance regulation has its
own problems, since virtually any regulatory initiative is likely to run
up against powerful vested interests that would like nothing better
than to bend the rules in their favor, as we discussed earlier in connec-
tion with lobbying.® Even the judicial process that is supposed to ar-
bitrate or adjudicate matters of regulatory policy may not always be
entirely free of political influence or popular opinion. Moreover, some
of the regulatory options are fairly easy to supervise but potentially
distortive, due to their broad-gauge nature. Others (e.g., fit and proper
criteria) are possibly highly cost-effective but devilishly difficult to
supervise, even as some supervisory techniques are far more costly for
industry to comply with than others.

Finally, regulatory intervention in routine operations of business
firms is common. This intervention reflects a dynamic that exists be-
tween regulators and the regulated, and often results in a healthy and
constructive nonlegislative remedy to a newly perceived problem. It is
sometimes occasioned by a perceived failure in the marketplace, or
because public attention has been drawn to a particular incident and a
regulatory response is politically unavoidable. However, some inter-
ventions result in redundancies or costs and are of little value. But they
nevertheless reflect the reality of the regulatory give-and-take in the
economic and political marketplace.

A good regulatory structure targeted on corporate governance issues
should satisfy four criteria: (1) proportionality, (2) consistency, (3) flex-
ibility, and (4) accountability.

First, regulation is meant to correct market failure, but care must be
taken that the cure is not worse than the disease. Excessive regulation
can lead to an increase in both direct and indirect costs, possibly reach-
ing a stage where the marginal social costs vastly exceed marginal
social benefits. Costs of regulation include not only direct administra-
tive costs but also indirect compliance costs.’ Furthermore, opportu-
nity costs of reduced innovation and higher inefficiency need to be
included for a full assessment of regulatory costs and burdens. Indirect
costs can often outweigh the direct costs—for example, the direct reg-
ulatory costs associated with federal agencies in the United States is
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around $25 billion;"* but the estimated compliance costs appear to be
in the region of around $600-700 billion annually.'?

Second, good regulation attempts to ensure trust between the reg-
ulator and the regulated to ensure good compliance, and this can be
achieved by applying uniform and consistent procedures in an impar-
tial way.

Third, good regulation calls for flexibility—a principle strongly
championed by countries such as the United Kingdom, which tries to
operate on a “principles” basis. Flexibility covers both flexibility in
devising regulations and flexibility in their implementation. It supports
a “lean” regulatory structure and a relatively adaptable approach on
the part of the regulators.

Finally, regulators must be accountable, with performance metrics
set to evaluate how much regulation is achieving in relation to its costs,
in order to prevent regulation from descending into bureaucracy. This
requires that the regulatory process be transparent—that is, that all
parties are included in the regulatory process and the way in which
regulatory decisions are made is well known to those involved.

Codes of Practice

These are stiff criteria to meet, and no single regulatory system can
claim superiority across a regulatory spectrum that encompasses both
codes of practice and statutory rules.

Codes of good corporate practice are part of the regulatory system
in many countries, perhaps led by the United Kingdom, which has a
long tradition of developing codes of corporate governance. In 1991,
the Cadbury Committee’s report on corporate governance was a re-
action to large number of corporate governance failures and an im-
portant attempt to formalize recommendations on good corporate
governance. Various other governance codes followed the Cadbury
report—collectively covering all aspects of governance, including
functioning of boards of directors and auditors, management remu-
neration, and public disclosure of information. Such codes of gover-
nance typically contain principles or guidelines, rather than precise
rules, and tend to be voluntary in nature—using a “comply or ex-
plain” approach that does not require the regulated firms to comply
with the code, but rather to provide information on the state of com-
pliance and reasons for noncompliance. Codes of practice can transi-
tion from informal self-regulation to the application of institutional
authority, as has developed in the United Kingdom and Switzerland
through the listing rules of the stock exchanges. As guidelines and
principles, codes of good practice satisfy the criteria of flexibility, pro-
portionality, and market discipline. Through their “comply or ex-
plain” approach, they avoid the problem of creative compliance, in
which companies jockey to find ways to comply with the letter but
not the spirit of the rules.
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But codes of compliance can suffer from drawbacks, such as a lack
of transparency in drafting precise rules, leaving open the potential for
abuse by regulatory agencies in interpretation, and by the regulated in
achieving compliance. There is also a real possibility of noncompli-
ance—a study in the United Kingdom found that only 17 percent of
500 firms making up the Financial Times All Share Index fully complied
with the recommended code.®

Statutory rules, on the other hand, embody the advantages of re-
ducing indirect costs and transparency. Thanks to their statutory na-
ture, they have to be complied with. But because of their specificity
and lack of flexibility, there is a persistent danger of over- or underre-
gulation. And there is a strong possibility that loopholes in regulation
are exploited and a mere “box-checking” occurs, defeating the purpose
of the regulation.

Given the advantages and drawbacks of both systems, a regulatory
approach relying on one of these extremes is unlikely to be optimal.
The key question is how the mix should evolve.

Forcing Compliance

Apart from the content of corporate governance regulation, an appro-
priate regulatory structure must also provide for the promulgation of
rules and their enforcement. The 1934 Securities and Exchange Act
establishing the SEC gave that agency full powers to enforce federal
securities laws in the United States, including powers to deny access
to public markets, set accounting and auditing standards, authorize
exchanges, approve broker-dealers, and certify employees. This con-
centrated a great deal of power in the executive branch of government,
and before long, Congress and others became concerned that it could
be abused in some way. The SEC’s budget became the subject of Con-
gressional negotiation, and in time the SEC found it politically propi-
tious to delegate some of its statutory powers to other bodies like the
FASB, the NYSE, and the NASD. The SEC retained oversight over these
other institutions, but as time passed its ability to force them to do
things gradually weakened, arguably setting the stage for the gover-
nance abuses that followed.

Regulatory structures can also be highly fragmented. For example,
regulation of financial firms in the United States is shared between the
Federal Reserve System, the Comptroller of the Currency, state banking
departments, the Office of Thrift Supervision and the Federal Deposit
Insurance Corporation (FDIC); of securities markets by the SEC; insur-
ance by state commissioners; pensions by the Labor Department and
the Pension Benefit Guaranty Corporation; and commodities and
financial futures by the Commodities Futures Trading Commission
(CFTC). Such a widespread regulatory network is awkward in cases
of companies that may be able, through mergers of other strategic
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initiatives, to engage in all kinds of financial businesses under a single
roof.

REGULATING THE KEY GOVERNANCE DOMAINS

Until 1930, financial markets in the United States were characterized
by little regulation. Corporations were subject to no governance re-
quirements as we know them, but they were subject to market and
competitive pressures. Boards were protected by the “business judg-
ment doctrine” sacred in most state courts, which allowed the courts
to side with boards of directors if the boards had acted in good faith.
Corporations were expected to operate as profit-making entities with-
out much concern for the impact of their activities on others. That
changed with Roosevelt’s New Deal in 1932, which called for a more
regulated economy to help end the Great Depression, and with it
came the foundation of securities and banking regulation that has
been sequentially extended and occasionally liberalized over the
years.

After World War II, government’s efforts were focused on controlling
corporate power through antitrust actions and labor policies. The re-
covery of securities markets in the 1960s was welcomed, and with a
few important exceptions, regulation bearing on corporate governance
was not greatly changed. The 1970s were years of considerable distress
in financial markets and in American corporations, with numerous
corporate scandals, causing the SEC to become more actively engaged
in looking for problems and in investigating reports of misconduct.
The 1980s gave us the insider trading scandals on Wall Street and the
collapse of the savings-and-loan industry, as well as many commercial
banks. It was this period that reinvigorated the concept of “corporate
governance,” mainly in the form of a series of self-restraining steps
that boards of directors took to meet their responsibilities to a growing
number of “stakeholders,” or constituencies of the corporation. These
ranged from making directors more independent, to greater openness
to takeover proposals (in shareholders’ interests) and to meeting social
obligations of various kinds. An era of wise, ethically driven corporate
statesmanship seemed to be taking hold.

On the other hand, U.S. corporate economic performance in the
1980s was as unsatisfactory as it had been for decades—after having
survived the 1970s by defensive measures—and an extended period
of restructuring to increase “shareholder value” ensued. The wise,
ethical corporate statesman was being pushed aside by the dynamic,
shareholder-value-enhancing CEO who did everything possible to
make the stock price rise. As discussed in chapter 5, in the 1990s
many of these CEOs became national celebrities, admired for their
leadership and the achievements of their corporations, however
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rough these had been in terms of layoffs, downsizing, and out-
sourcing.

Indeed, the last two decades of the twentieth century saw a trend
toward deregulation in many industries. 1980 was somewhat of a
benchmark year for deregulation—the Regulatory Flexibility Act and
the Paperwork Reduction Act were enacted that year. Ronald Reagan,
in keeping with his electoral promises, issued a key executive order
requiring cost-benefit analysis of all regulation. A high-level Regula-
tory Relief Task Force was established. No new regulatory agency
was established, and no existing regulatory program was signifi-
cantly expanded during this period.’* As noted earlier, the Public Se-
curities Litigation Reform Act was passed in 1995 and was strength-
ened three years later, providing increased protection to accounting
firms from class-action lawsuits. Deregulation continued in 1999, in
the waning days of the Clinton era, as Congress voted to remove the
walls separating banks and other financial institutions that had been
set up under the Banking Act of 1933 and the Bank Holding Com-
pany Act of 1956. A review of regulation during this period pro-
claimed that “proponents of regulation now feel obliged to talk about
costs as well as benefits, private as well as public sector alternatives,
incentives and disincentives, and thus to consider the advantages as
well as the disadvantages of this form of government intervention in
the larger society.”’s

After the stresses following the collapse of Enron and the other
large companies, the search was on to rediscover the precepts of
good corporate governance of 20 years before. They were hard to
find, having evaporated in the supercharged atmosphere of the 1990s.
But with the serial revelations of corporate misconduct, the news me-
dia and elected officials focused intensively on the issue for a year or
two, and the notion of appropriate corporate governance made a
comeback. Here again were proposals for improved accounting,
greater director independence, and more honest markets. In short or-
der, all three were subjected to legislative actions requiring a new set
of rules, compliance standards, and legal settlements that were sup-
posed to right the wrongs of an era when few paid much attention to
such issues.

The Sarbanes-Oxley Act

The events of 2001-2002 called for new regulation to bring the large
American corporation under control. The Sarbanes-Oxley Act of 2002
was a very significant piece of legislation, the most important federal
set of regulations related to corporate activities since the 1930s. It was
a response in part to an angry cry to reform abuses that had been in
the headlines for months (although these focused on not many more
than a dozen companies), and in part to a need by serious legislators
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to block some of the abuses that large corporations were able to get
away with through intimidation, lobbying, and other efforts to lighten
their regulatory burden. The Sarbanes-Oxley Act of 2002 marked yet
another swing of the regulatory pendulum. The basic provisions of the
Act are as follows.

* Creates a new accounting oversight panel—a regulatory board

with investigative and enforcement powers to oversee the in-

dustry and discipline auditors. The SEC appoints members

(only two may be accountants) and will oversee the board.

Funded by all public companies by a charge based on market

capitalization. Foreign accountants are subject to Board over-

sight if clients do business in the United States.

Prohibits auditing firms from offering a broad range of consult-

ing services to publicly traded companies that they audit.

* Requires accounting firms to change the lead or coordinating

partners for a company every five years.

Requires auditors to report to audit committees of Boards,

which must be given the means to access independent counsel

and auditors.

Requires enhanced financial disclosure and the certification of

the information by the CEO and CFO of public companies.

* Establishes rules pertaining to corporate fraud and accounta-
bility.

The Act was introduced as a post-Enron bill, where it wallowed in
an uncertain Congress. The final vote on the bill and its signing into
law by President Bush were triggered by yet another and even larger
scandal—the collapse of WorldCom. The Act is sometimes seen as a
mandatory equivalent of corporate governance codes in other coun-
tries. It explicitly states investor protection as its aim, citing its objective
“to protect investors by improving the accuracy and reliability of cor-
porate disclosures made pursuant to the securities laws, and for other
purposes.” The 11 sections of the Act cover a broad range of activities
and agencies, including auditors, accountants, corporate officers, law-
yers, securities analysts, credit rating agencies, investment banks and
financial advisers, and state corporate lawmakers.

The Act calls for the creation of a Public Accounting Oversight Board
(discussed in chapter 7). The duties of the Board are broadly similar to
the existing AICPA board and include registration of public accounting
firms, inspection of such firms, and ensuring compliance with the Act
on the part of public accounting firms. The Board has the authority to
modify or alter auditing and related attestation criteria, quality control,
and ethics standards.

A second main area the Act tackles is auditor independence, setting
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out an array of activities—including bookkeeping, financial informa-
tion systems design and implementation, management functions and
human resources, internal audit outsourcing services, and legal or
expert services unrelated to the audit—as “prohibited” activities. Most
management consulting activities conducted by accounting firms in the
past, which were major profit centers for them, are now disallowed. In
addition, the list will include in future any activity the Board deter-
mines by regulation to be not permissible. While the aforementioned
services are prohibited, audit firms can engage in other nonaudit serv-
ices only with the permission of a corporation’s audit committee. And
the Act spells out principles of auditor independence, including audit
partner rotation, banning the “revolving door,” whereby auditors move
from the audit firm into CFO or other senior management positions
with their audit clients.

The Act makes audit committee independence mandatory. The
CEO and CFO must certify that, to the best of their knowledge, the
financial statements do not contain untrue statements of material fact
and must ensure and report on the integrity of internal controls. The
Act penalizes improper disclosures by ruling that the CEO and CFO
must forfeit their bonuses, incentive pay, or equity options, should
the earnings of the company be restated within 12 months. They also
stand to lose profits on the sale of securities during this 12-month
period.

As a direct response to Enron, the Act bars any director or executive
officer from conducting trading in his or her company’s equity during
any blackout period, and indicates that the pension plan administrators
must notify participants and beneficiaries who are affected by any such
trades in advance. In response to the WorldCom, Tyco, Adelphia, and
other scandals, the law prohibits personal loans to executives and di-
rectors. Other areas of the Act include significant increases in penalties
covering white-collar crime, and providing protection for employees
of publicly traded companies who provide evidence of fraud—
“whistle-blowers.”

Finally, the Act calls for eight broad-ranging industry studies that
could have far-reaching implications for business and the accounting
industry: (1) a review of the potential effects of requiring mandatory
rotation of registered public accounting firms; (2) a GAO study on
consolidation of public accounting firms; (3) an SEC study and report
regarding credit rating agencies; (4) a study and report on violators
and violations of the Act’s provisions; (5) a study of enforcement ac-
tions; (6) a study of investment banks; (7) a study by the Commission
on the adoption of a principles-based accounting system; and (8) a
study and report on special-purpose entities. What the Congress would
do with these studies remained unclear.

The Sarbanes-Oxley Act has been called a “sweeping reform” by its
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supporters as well as its critics. President Bush praised it as represent-
ing “the most far-reaching reforms of American business practice since
Franklin Delano Roosevelt.” Some even likened its influence to that
wielded by RICO (the Racketeer Influenced and Corrupt Organizations
Act of 1970), which focused on organized criminal activity and has
been applied by prosecutors to corporate crime with the aim of striking
fear into the hearts of “corporate crooks.” Detractors criticized the Act
for being “more sweep than reform,” claiming that it simply put to-
gether a variety of existing federal regulations, state laws, stock
exchange and securities laws, accounting practices, and corporate gov-
ernance practices, rather than representing any new legislative depar-
ture.

Some who have studied the accounting and corporate requirements
of the Act believe that no new powers were created that were not
otherwise held by the SEC—although the SEC may have weakened
these powers over a long period of delegation to the accounting in-
dustry’s professional association, and to exchanges such as the NYSE
and NASDAQ. But to comply with the detailed requirements of the
Act constituted a very large task that promised to cost a great deal.
One large Fortune 100 company announced that compliance with the
Act would cost the firm $40 million in the first year, and a significant
portion of that every year thereafter. Unfortunately, much of the com-
pliance costs are the same whether a company is large or small, and
the Act applies to all 15,000 publicly traded companies in the United
States. Even if the compliance cost were only $5 million per company
on average, the initial total cost would be $75 billion, with perhaps half
of that amount annually going forward. AMR Research estimated that
the Fortune 1000 companies would spend approximately $2.5 trillion
on Sarbanes-Oxley compliance over the years, and that audit firms
could increase their fees by as much as 30 percent in the wake of the
Act, partly triggered by increased training for their professionals. Chief
executive officers, board members, and other executives could also
demand higher remuneration packages to compensate them for the
higher personal risk attributable to the Act. Other countries with firms
whose securities are listed in the United States have also reacted ad-
versely to costs imposed on them by the Act. And there were concerns
in countries such as Switzerland that Sarbanes-Oxley clashed with na-
tional laws of their own.

The cost of Sarbanes-Oxley—as well as the mutual fund reforms
(chapter 6), additional accounting reforms (chapter 7), and securities
industry reforms (chapter 8)—has to be borne by domestic and for-
eign users of U.S. financial markets: corporations, governments, and
investors. Some may decide that they can acquire the financial serv-
ices that they need in other less expensive marketplaces. Others may
decide that liquidity, transparency, and a level playing field is worth
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paying for—that optimum regulation is not the same thing as mini-
mum regulation.

LIVING WITH REGULATION

Regulation is a fact of life for the modern corporation. It is accompanied
by nefarious civil litigation that can turn modest regulatory defeats
into massive class-action settlements. Market actions punish most cor-
porate misconduct as soon as it is known. Regulatory action against
even a failed corporation can be excruciating and ruinous, as many
executives of major bankrupted companies in the early 2000s discov-
ered. Class-action suits can sweep up whatever is left, and stick finan-
cial intermediaries and advisers with much of the bill. The risk of
running afoul of regulators is a serious one to the modern corporation,
one that public shareholders should more carefully bear in mind in the
future than perhaps they did in the recent past.

Regulators, however, are shown in times of market failure and scan-
dal to be creatures of the political world that created them. Headlines
are sometimes more important than using regulatory power to prod
and inspire a market structure to clean and protect itself. By the time
a market failure reaches a reform measure, the danger is great that the
value of reform will fall short of the cost of achieving it. Hotheaded,
grandstanding politicians do not concern themselves much with un-
intended consequences of regulation on competitive performance in
the long term.

Yet regulators must try to keep up, by spotting the problems and
acting on them when they can, not letting themselves get too far behind.
But markets sometimes move faster than they do, and too often the
abuse for which an expensive new law or regulation has been created
will have disappeared with the particular market conditions of the day,
to be replaced by something else. But the cost of compliance remains
behind. This is a sign of the imperfect world of attempting to regulate
in a free marketplace.

In the end, financial regulators are looking to fulfill a public duty,
to protect retail investors—however limited their individual partici-
pation in the market may be—from abuses by either corporate or in-
stitutional agency conflicts. Legislating away agency conflict will not
succeed. It is too idiosyncratic, too changeable, and too opaque to be
generalized into a tight little package that can be controlled by a well-
drafted law. Better to let well-informed regulators like the SEC craft a
series of inconspicuous rules that address problems as they come up,
shutting the gates to this or that shortcut triggered by unpredictable
and unpredicted market opportunity. For this to work, regulators have
to be strong enough to do the jobs they are assigned, They cannot back
away from overlobbied members of Congress seeking to protect con-
tributors at the cost of the SEC’s budget. But the SEC lives in the same
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world of political Realpolitik that Congress does. All are affected in one
way or another by the political climate in which they must work. That
being the case, expectations must be kept in check. Regulators can help.
They can get things right. But equally they can fail, just as corporations,
accountants, bankers, and fund advisers will also fail from time to time.
Nirvana is too expensive.
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In 2001 the Department of Trade and Industry of the United Kingdom
(DTI) released its final report on one of that country’s most dramatic
financial scandals, the looting of almost $600 million in pension funds
belonging to employees of the late Robert Maxwell’'s Maxwell Com-
munications Corporation and Mirror Group Newspapers PLC. The
theft had come to light 10 years before, and blame was placed squarely
on CEO Robert Maxwell (who apparently committed suicide) and on
his son, Kevin. Indeed, the events had vindicated the DTI's own judg-
ment in having censured Maxwell, as far back as 1971, as being “unfit
to run a public company.” Particularly shocking to many observers was
the DTI's conclusion, reached in a deliberate and thoughtful way and
including phrases like “cliquishness, greed and amateurism,” that the
crime could not have been committed without the active participation
of lawyers, accountants, and financial intermediaries. Maxwell’s ac-
countants (Coopers & Lybrand Deloitte) had not noticed the missing
pension assets, his law firm and financial adviser (Clifford Chance and
Samuel Montagu) suppressed their legal and due diligence judgment
to avoid jeopardizing fee income, and his broker-dealers (Goldman
Sachs and Lehman Brothers) helped support the Maxwell Communi-
cations share price using third parties as a front. Despite a shabby track
record—both in terms of the man’s character and his business prac-
tices—each of these reputable firms evidently chose to overlook major
flaws to align themselves with Maxwell’s own interests in return for
the fees he paid them. Others were left to fend for themselves.
Meanwhile, across the Atlantic, there was the final report of Enron’s
bankruptcy examiner, released in the summer of 2003, entitled “A Cul-
ture of Greed and Corruption.” Besides outlining the internal gover-
nance failures centered on Enron’s management and its board, the
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examiner’s report singled out lawyers, accountants, and financial in-
termediaries, without whom the then largest bankruptcy in U.S. history
(exceeded only by the WorldCom bankruptcy shortly thereafter) could
not have occurred. Arthur Andersen was cited for aiding and abetting
financial fraud, failures in audit integrity, and conflicts of interest, quite
apart from the firm’s subsequent guilty plea to obstruction-of-justice
charges. Vinson & Elkins, Enron’s Houston law firm, was cited for legal
advice clouded by business interests. Enron’s commercial banks were
faulted for lack of credit judgment. And the investment banks and
investment banking divisions of financial conglomerates were alleged
to have aided and abetted fraud by creating financial vehicles having
no commercial purpose, designed solely to misrepresent Enron’s finan-
cial condition and deceive investors. According to the report, they were
not merely facilitators but were active initiators and participants—
suppressing their obligations to all other constituencies in the pursuit
of fees from the Enron relationship.

Shortly after the Enron report, the Italian dairy products company
Parmalat discovered some $12.5 billion in “missing” company funds.
The SEC later termed the episode “one of the most brazen financial
frauds in history,” which was the result of hiding operating losses and
financial transfers to the personal accounts of CEO Calisto Tanzi by
accounting manipulations and offshore vehicles. Parmalat carried large
amounts of debt on its books, made up of both bank loans and bonds
placed with institutional investors and Italian retail investors. The scan-
dal came to a head in 2003, with the improbable discovery of some $4
billion in nonexistent deposits with Bank of America.

A 2004 report by Enrico Bondi, the bankruptcy administrator ap-
pointed by the Italian government under special legislation to deal
with the scandal, noted that Parmalat’s auditor, Grant Thornton, lacked
competence and was too close to the client, and that its audit work
continued to contaminate the audits of its successor, Deloitte & Touche,
under Italy’s mandatory auditor rotation rules. He found that Parma-
lat’s lead law firm was actively involved in structuring offshore entities
in the Cayman Islands that helped perpetuate the fraud. And he found
that “banks and investment banks directly supplied financial products
that contributed to the false representation of the economic and finan-
cial situation of the Group’s accounts.”? Among those named were
Citigroup, Deutsche Bank, Morgan Stanley, Crédit Suisse First Boston,
and UBS, along with the leading Italian banks. According to one ob-
server at the time, “they are thinking very seriously about going for
advisers and for those banks which were writing debt that helped
Parmalat carry on for so long.”? A month later, a suit by the adminis-
trator, seeking to recover company funds from the banks (just as the
Maxwell administrators had done successfully a decade earlier), was
filed against them in New Jersey and in Italy.
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These three reports, covering events spread out over a decade in
three different countries, are all about fraud and criminal conduct by
corporate executives. But they also focus attention on another key is-
sue—the frauds could not have occurred without the participation of
willing or naive financial intermediaries, all of whom experienced con-
flicts between their own interests (to generate fees from their corporate
clients) and those of investors whose money was committed to the
corporations’ securities. In each case, the conflicts were resolved by
the intermediaries in favor of their own interests, despite all of the
regulatory, managerial, and market-discipline constraints designed to
protect investors.

Not only did these intermediary firms fail to carry out effectively
their external monitoring and control functions, through which they
might have detected the frauds, but they also failed in their fiduciary
duties to their investing clients. As we know, in the late 1990s and early
2000s, a dozen or more cases of financial intermediaries caught up in
corporate failures came to light.

How could these frauds be perpetrated—repeatedly—in a presum-
ably well-regulated and relatively efficient marketplace made up of
many sophisticated institutional investors and corporations, most of
them with histories of at least a decade of sound “corporate gover-
nance?” To what extent were the frauds aided by powerful, highly
skilled financial intermediaries with strong motivations to look after
their own revenue growth and earnings? Can such intermediaries be
trusted with the critical role of external monitoring and control agents
in the free-market system? Is it possible that financial firms have con-
flicts of interest and governance problems of their own as serious as—
or perhaps even more serious than—those of their clients?

In earlier chapters we have identified well-known agency conflicts
between the owners and managers of public corporations, and between
the owners and managers of public investment vehicles. These con-
flicts, of course, involve potential agency costs, which investors rely
upon boards of directors and public regulation to minimize—or at least
to keep within tolerable bounds. But there is another set of agency
conflicts in the system—those related to intermediaries representing
both corporations and their various transactions in the financial mar-
kets, and investors who purchase the securities or loans generated by
the transactions.

In principle, financial intermediaries serve both suppliers and users
of capital in the markets and must be seen as evenhanded between the
two if they hope to remain in business. In reality, the scene is somewhat
different. Intermediaries are not just “honest brokers.” They are often
very active principals investing their own money (in underwriting,
trading positions, and bridge loans), and facilitating transactions (new
issues of securities, mergers, restructuring, and off-balance-sheet finan-



Conflicts of Interest 251

cial vehicles) on the interface between buying and selling clients, for
which their fees and returns on their own investments can be consid-
erable. Today, all of these financial intermediaries are publicly traded
entities with share prices to support by meeting profit forecasts and
achieving market-share improvements. The most important financial
intermediaries that together dominate wholesale and investment bank-
ing consist of fewer than a dozen firms, operating in almost all product
and business areas with impressive financial and human resources at
their disposal.

Potential conflicts of interest are, therefore, a fact of life among the
financial firms that help direct the flow of capital in the modern market-
oriented economy. Normally they are managed by the intermediary
firms so as to minimize agency costs (e.g., by withdrawing from or
postponing participation in a conflicted transaction). When conflicts of
interest are exploited, however, agency costs are imposed on all users
of financial markets, from the smallest retail investor to the largest
corporation—and sometimes multiple agency costs are involved. As a
result, both efficiency and fairness in financial markets suffer, and so
does the effectiveness with which financial intermediaries engage in
their role as objective monitors of corporations and their governance
processes.

When competition is perfect and when markets are fully transparent,
exploitation of conflicts of interest cannot take place—everything is
known. So the necessary condition for agency costs attributable to
conflicts of interest is market and information imperfections. The role
of banks, securities firms, insurance companies and asset managers—
market operators and purveyors of information—in repeated episodes
of conflict of interest exploitation suggests that the underlying market
imperfections are systemic, even in highly developed financial systems
like that of the United States. And, judged by their appearance in
lawsuits by regulators and private plaintiffs, the bigger and broader
the financial intermediaries, the greater seem to be the agency problems
associated with them.

IDENTIFYING CONFLICTS OF INTEREST

There are essentially two types of conflicts of interest that face inter-
mediary firms: Type 1 conflicts arise between a firm’s own economic
interests and the interests of its clients, usually reflected in the misap-
propriation of economic gains or mispriced transfers of risk; Type 2
conflicts develop between clients, placing the firm in a position of fa-
voring one at the expense of another—bankers who systematically
favor corporate clients over investing clients would be an example of
this type of conflict.

Both types of conflicts can arise either from interprofessional trans-
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actions carried out in wholesale financial markets, or in activities in-
volving retail clients. The distinction between these two market “do-
mains” is important because of the key role of information and
transactions costs, which differ substantially between these two broad
types of market participants. Their vulnerability to conflict exploitation
differs accordingly, and measures designed to remedy the problem in
one domain may be inappropriate in the other. In addition, there are
“transition” conflicts of interest, which run between the two domains—
and whose impact can be particularly troublesome. The following clas-
sification shows the principal conflicts of interest encountered in finan-
cial services firms by type and by domain.

Wholesale Domain
Type-1:
Firm-client conflicts
Principal transactions
Tying
Board memberships
Spinning
Investor loans
Self-dealing
Front-running
Type-2:
Inter-client conflicts
Misuse of private information

Client interest incompatibility

Retail Domain

Type-1:
Firm-client conflicts
Biased client advice
Involuntary cross-selling
Churning
Inappropriate margin lending

Failure to execute
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Misleading disclosure and reporting
Privacy-related conflicts
Domain-Transition Conflicts

Type-1:
Firm-client conflicts
Suitability
Stuffing
Conflicted research
Misuse of fiduciary role
Laddering
Bankruptcy-risk shifting

Conflicts of Interest in Wholesale Financial Markets

In wholesale financial markets involving professional transaction coun-
terparties, corporations, and sophisticated institutional investors, the
asymmetric information and competitive “frictions” necessary for con-
flicts of interest to be exploited are usually limited. Caveat emptor and
limited fiduciary obligations rule, in a game that all parties fully un-
derstand. Nevertheless, several types of conflicts of interest do seem to
be exploited even in the most sophisticated markets, as follows:
Principal transactions. A financial intermediary may be involved as a
principal with a stake in a transaction in which it is also serving as
market-maker, adviser, lender, or underwriter, creating an incentive to
put its own interest ahead of those of its clients or trading counterpar-
ties. Or the firm may engage in misrepresentation beyond the ability
of even highly capable clients to uncover. One of the classic examples
involved complex Bankers Trust derivative transactions with Procter
& Gamble and Gibson Greetings in 1995, which, when revealed, caused
major damage to the Bank’s franchise, brought key executive changes,
and ultimately led to the Bank’s takeover by Deutsche Bank in 1999.
“Tying.” A financial intermediary may “tie” its lending power to
influence a client to employ its securities or advisory services as well—
or the reverse, denying credit to clients that refuse to use these other
services. For example, a 2002 survey of corporations with more than
$1 billion in annual sales found that 56 percent of firms that refused to
buy fee-based bank services had their credit restricted or lending terms
altered adversely, and 83 percent of the surveyed CFOs expected ad-
verse consequences should they refuse to buy noncredit services.® In
2003, for example, the Federal Reserve imposed a fine of $3 million on
WestLB, a German bank, for violating antitying regulations.* That is,
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costs may be imposed on such clients, as a result of banks” market
powet, in the form of higher priced or lower quality services or possibly
denial of services altogether. This differs from cross-subsidization, in
which a bank engages in lending on concessionary terms (i.e., below
market) in order to be considered for securities or advisory services.
There may be good economic reasons for such cross-selling initiatives,
the costs of which are borne by the bank’s own shareholders. The line
between tying (which is a violation of banking regulations under some
circumstances) and cross-selling is often blurred—and its effectiveness
is debatable.’

Board interlocks. The presence of bankers on boards of directors of
nonfinancial companies may cause various bank functions such as un-
derwriting or equity research to differ from arms-length practice. A
high-profile case emerged in 2002, when a member of the AT&T board,
Citigroup chairman and CEO Sanford Weil, allegedly urged the firm'’s
telecom analyst, Jack Grubman, to rethink his negative views on the
company’s stock. AT&T’s CEO, Michael Armstrong, also served on the
Citigroup Board. AT&T shares were subsequently up-rated by Grub-
man, and Citigroup coincidentally was mandated to comanage a major
issue of AT&T Mobile tracking stock. Grubman down-rated AT&T
again not long thereafter, and Weill himself narrowly averted being
implicated in subsequent regulatory sanctions.® Although constrained
by legal liability issues, director interlocks can compound other poten-
tial sources of conflicts of interest, such as simultaneous lending and
advisory and fiduciary relationships.” Such conflicts may impose costs
on the bank’s shareholders and on clients.®

Spinning. Securities firms involved in initial public offerings may
allocate shares to officers or directors of client firms on the understand-
ing of obtaining future business, creating a transfer of wealth to those
individuals at the expense of other investors. Such issues were prom-
inent in the 2003 Wall Street settlement arranged by New York state
attorney general Eliot Spitzer (see the discussion in chapter 8).

Self-dealing. A financial firm may act as trading counterparty for its
own fiduciary clients, as when the firm’s asset management unit sells or
buys securities for a fiduciary client while its affiliated broker-dealer is
on the other side of the trade. In the United States, the 1974 Employee
Retirement Income Security Act (ERISA) bars transactions between as-
set management units of financial firms that are fiduciaries for defined-
benefit pension plans and their affiliated broker-dealers, despite possi-
ble costs of this prohibition in terms of inferior execution of trades.’
Transactions involving principal positions of securities firms with in-
vesting customers must be disclosed at the time of the trade. However,
in some markets, especially those involving managed accounts in Eu-
rope and Asia, disclosures required in the United States or the United
Kingdom may be neglected or otherwise performed after the fact.
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Front-running. Financial firms may exploit institutional, corporate,
or other wholesale clients by executing proprietary trades in advance
of client trades that may move the market. For example, in 2003 inves-
tigations by the SEC and the NYSE were aimed at floor specialists
allegedly violating their “negative obligation” or “affirmative obliga-
tion” to assure orderly markets in listed securities, and instead “trading
ahead” of customer orders—evidently confirming longstanding ru-
mors of suspicious specialist behavior. Included in the 2003 investiga-
tion were specialist affiliates of major financial firms, including
FleetBoston Financial Group (now Bank of America), Goldman Sachs
Group, and Bear Stearns. A total of 15 NYSE specialists were charged
in April 2005 by the SEC for illegally pocketing $19 million at clients’
expense, and another 20 specialists were accused of front-running their
clients, while the NYSE itself was fined $20 million for regulatory
failures and forced to submit to external monitoring for the first time
in its history.!

All of the foregoing are examples of exploitations of type 1 conflicts,
which set the firm’s own interest against those of its clients in whole-
sale, interprofessional transactions. Type 2 conflicts, dealing with dif-
ferences in the interests of multiple wholesale clients, mainly seem to
center on the following two issues.

Misuse of private information. As a lender, a bank may obtain certain
private information about a client, which can be used in ways that
harm the client’s interests. For instance, it may be used by the bank’s
investment banking unit in pricing and distributing securities for an-
other client, or in advising another client in a contested acquisition.

Client interest incompatibility. A financial firm may have a relationship
with two or more clients who are themselves in conflict. For example,
a firm may be asked to represent the bondholders of a distressed com-
pany and subsequently be offered a mandate to represent a prospective
acquirer of that corporation. Or two rival corporate clients may seek
to use their leverage with bankers or institutional investors to impede
each other’s competitive strategies. Or firms may underprice IPOs to
the detriment of a corporate client in order to create gains for institu-
tional investor clients from whom they hope to obtain future trading
business. In 2003, for example, some investor clients were alleged to
have kicked back a significant part of their gains to the underwriting
firms in the form of excessive commissions on unrelated trades during
the IPO boom of the late 1990s and 2000.

Conflicts of Interest in Retail Financial Services

As noted, asymmetric information is a much more important driver of
conflict-of-interest exploitation in retail financial services than in “in-
terprofessional” wholesale financial markets. Assuming that financial
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institutions scrupulously honor client confidentiality, retail conflicts of
interest issues appear to involve primarily type 1 conflicts, setting the
interests of the financial firm against those of its clients.

Biased client advice. When financial firms have the power to sell af-
filiates” products, managers may fail to dispense impartial advice to
clients, because they have a financial stake in promoting high-margin
“house” products. Sales incentives may also encourage promotion of
high-margin, third-party products—to the ultimate disadvantage of the
customer. The incentive structures that underlie such practices are
rarely transparent to the retail client. Even when the firm purports to
follow a so-called “open architecture” approach to best-in-class product
selection, such arrangements normally will be confined to suppliers of
financial services with whom it has distribution agreements that may
not be fully apparent to the clients. “Know your customer” rules are
supposed to assure the appropriateness of client advice.

Involuntary cross-selling. Retail clients may be pressured to acquire
additional financial services on unfavorable terms in order to access a
particular product, such as the purchase of credit insurance tied to
consumer or mortgage loans. Or financial firms with discretionary
authority over client accounts may substitute more profitable services,
such as low-interest deposit accounts, for less profitable services, such
as higher interest money market accounts, without the client’s consent.

Churning. A financial firm that is managing assets for retail or private
clients may exploit its agency relationship by engaging in excessive
trading, which creates higher costs and may lead to less efficient in-
vestment portfolios. Commission-based compensation of brokers is the
usual cause of churning behavior.

Inappropriate margin lending. Clients may be encouraged to leverage
their investment positions through margin loans from broker-dealers,
exposing them to potentially unsuitable levels of market risk and high
credit costs. Broker incentives tied to stock margining are usually the
reason behind exploitation of this conflict of interest.

Failure to execute. Financial firms may fail to follow client instructions
on market transactions if doing so benefits the firm. Or payments may
be delayed to increase the float. Regulatory enforcement in the broker-
age industry is supposed to tightly circumscribe failure to execute.

Misleading disclosure and reporting. Financial firms may be reluctant
to report unfavorable investment performance to clients if doing so
threatens to induce outflows of assets under management. Whereas a
certain degree of puffery in asset management performance reviews is
normal and expected, there is undoubtedly a “breaking point” where
it becomes exploitive.

Violation of privacy. The complete and efficient use of internal infor-
mation is central to the operation of financial services firms, including
such functions as cross-selling and effective risk assessment. This may
impinge on client privacy or regulatory constraints on misuse of per-
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sonal information, and raises potentially serious conflict-of-interest is-
sues, which tend to be increasingly problematic as the activity lines of
a particular bank or financial firm become broader."

Wholesale—Retail Conflicts

Conlflicts of interest between the wholesale and retail domains—char-
acterized by very different information asymmetries—can be either
type 1 or type 2, and sometimes both at the same time.

Suitability. A classic domain-transition conflict of interest exists be-
tween a firm’s “promotional role” in raising capital for clients in the
financial markets and its obligation to provide suitable investments for
retail clients. Since the bulk of compensation usually comes from
capital-raising side, and given the information asymmetries that exist,
exploiting such conflicts can have adverse consequences for retail in-
vestors.

Stuffing. A financial firm that is acting as an underwriter and is
unable to place the securities profitably in a public offering may seek
to cut its exposure to loss by allocating unwanted securities to accounts
over which it has discretionary authority. This conflict of interest is
unlikely to be exploited in the case of closely monitored institutional
portfolios in the wholesale domain. But in the absence of effective legal
and regulatory safeguards, it could be a problem in the case of discre-
tionary trust accounts in the retail domain.

Conflicted research. Analysts working for “multiline” financial firms
wear several hats and are subject to multiple conflicts of interest. In
such firms, the researcher may be required to: (1) provide unbiased
information and interpretation to investors, both directly and through
retail brokers and institutional sales forces; (2) assist in raising capital
for clients in the securities origination and distribution process; (3) help
in soliciting and supporting financial and strategic advisory activities
centered in their firms’ corporate finance departments; and (4) support
various management and proprietary functions of the firm. Several of
these diverse roles are fundamentally incompatible, and raise intrac-
table agency problems at the level of the individual analyst, the re-
search function, the business unit, and the financial firm as a whole.

The extent of this incompatibility has been reflected, for example, in
the post-IPO performance of recommended stocks;'? contradictory in-
ternal communications released in connection with regulatory inves-
tigations; evidence on researcher compensation; and the underlying
economics of the equity research function in securities firms. In their
defense, banks and securities firms have argued that expensive research
functions cannot be paid for by attracting investor deal-flow and bro-
kerage commissions, so that corporate finance and other functions must
cover much of the cost. This has been reflected in eye-popping re-
searcher compensation levels that have been far in excess of anything
that could possibly be explained by incremental buy-side revenues at
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prevailing, highly competitive commission rates. These issues, of
course, came to a head during the “bubble” years of the late 1990s and
early 2000s.

Some recent evidence seems to suggest that efforts to exploit this
conflict of interest are generally unsuccessful in terms of investment
banking market share and profitability.’* Nevertheless, it is argued that
equity research conflicts are among the most intractable. Researchers
cannot serve the interests of buyers and sellers at the same time. No
matter how strong the firewalls, as long as research is not profitable
purely on the basis of the buy-side (e.g., by subscription or pay-per-
view), the conflict can only be constrained but never eliminated, as
long as sell-side functions are carried out in the same organization.
And even if research is purchased from independent organizations,
those organizations face the same inherent conflicts if they expect to
develop further business commissioned by their financial intermediary
clients.

Misuse of fiduciary role. Mutual fund managers who are also com-
peting for pension fund mandates from corporations may be hesitant
to vote fiduciary shares against the management of those companies,
to the possible detriment of their own mutual fund shareholders. Or
the asset management unit of a financial institution may be pressured
by a corporate banking client into voting shares in that company for
management’s position in a contested corporate action such as a proxy
battle. In such cases, the potential gain (or avoidance of loss) in banking
business comes at the potential cost of inferior investment performance
for its fiduciary clients, and may violate its duty of loyalty to these
clients. These issues were discussed in chapter 6.

Market timing and late trading. Important clients tend to receive better
service than others, in the financial services sector as in most others.
When such discrimination materially damages one client segment to
benefit another, however, a conflict-of-interest threshold may be
breached and the financial firm’s actions may be considered unethical
or possibly illegal, with potentially serious consequences for the value
of its business franchise. This issue has been discussed in more detail
in chapter 6, in connection with mutual funds and other institutional
investors, notably insurance companies’ variable annuities.

Laddering. Banks involved in initial public offerings may allocate
shares to institutional investors who agree to purchase additional
shares in the secondary market, thereby promoting artificial prices,
intended to attract additional (usually retail) buyers who are unaware
of these private commitments.

Shifting bankruptcy risk. A bank with credit exposure to a client whose
bankruptcy risk has increased, to the private knowledge of the banker,
may have an incentive to assist the corporation in issuing bonds or
equities to the general public, with the proceeds used to pay down the
bank debt. Such behavior can also serve to redistribute wealth between
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different classes of bondholders and equity investors, and represents
one of the “classic” conflicts of interest targeted by the 1933 separation
of commercial and investment banking in the United States that lasted
until 1999.

Historically, there appears to be little evidence that this potential
conflict of interest has in fact been exploited, at least in the United
States. During the 1927-1929 period, investors actually paid higher
prices for bonds underwritten by commercial banks that were subject
to this conflict of interest than for bonds from independent securities
firms that were not, and these bonds also had lower default rates.!* The
same finding appeared in the 1990s, when commercial bank affiliates
were permitted to underwrite corporate bonds under Section 20 of the
Glass-Steagall Act prior to its 1999 repeal. The reason may be that
information emanating from the credit relationship allows more accu-
rate bond pricing, less costly underwriting, and reinforced investor
confidence.

CONFLICTS OF INTEREST AND STRATEGIC PROFILES
OF FINANCIAL FIRMS

In chapter 8, we discussed the consolidation and conglomeration of the
financial services industry during the latter 1990s in some detail. Many
large banks have placed their bets on “big balance sheet” strategies as
a means of creating economies of scope from cross-selling products to
clients, often acquired through mergers—and by lowering the unit
costs of managing the combined bank’s infrastructure. Such strategies
also require the banks to move into the higher margin areas of business,
away from the intensely competitive, commoditized activities. But
higher margin businesses also tend to be riskier—often involving in-
novations not yet fully tested or requiring the bank to take on consid-
erable market or credit risk as a part of the transaction—than their
more traditional businesses. But the higher margin businesses is where
all the major intermediaries logically want to be, and so the competition
for large mandates for corporations doing multiple financial and stra-
tegic transactions is intense, and involves aggressive marketing to win
assignments. Aggressive marketing usually means being willing to do
whatever the corporation asks to get the assignment. Frequently what
is asked, in essence, is a commitment to favor the corporation’s objec-
tives over those of investors. In an important way, this involves using
the intermediaries’ influence in the market to promote and advocate
the interests of the corporation.

The more the financial firm moves in this strategic direction—that
bigger and broader is better—utilizing the full range of its activities,
the greater will be the likelihood that the firm will encounter trouble-
some conflicts of interest with the potential to impose agency costs on
clients. Sooner or later, however, the conflicts inevitably become
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known, and the “bill” is presented to the firm in the form of legal
settlements, loss of reputation and client defections, increased compli-
ance costs, and the like. If complexity leads to conflicts of interest, then
their exploitation will tend to offset scope-related gains (e.g., cross-
selling) realized by the multiline financial services firm. The firm may
initially enjoy revenue and profitability gains, at the expense of clients,
but subsequent costs of legal, regulatory, and reputational conse-
quences—along with the necessary managerial and operational cost of
compliance with new or imposed control requirements—can be con-
sidered “diseconomies of scope.” It has not yet been established that
any financial firm that has engaged in a strategy of acquisitions leading
to multiline megabusinesses has been able to achieve positive net econ-
omies of scope through a four- or five-year market cycle. Such evidence
may indeed exist, but it is certainly elusive.

The potential for conflict-of-interest exploitation in financial firms
can be depicted in a matrix such as figure 10.1, listing on each axis the
main types of retail and wholesale financial services, as well as infra-
structure services such as clearance, settlement, and custody. Cells in
the matrix represent potential conflicts of interest. Some of these con-
flicts are basically intractable, and remediation may require changes in
organizational structure. Others can be managed by appropriate
changes in incentives, functional separation of business lines, or inter-
nal compliance initiatives. Still others may not be sufficiently serious

Commercial lender ||

Loan arranger |

Debt underwriter

Equity underwriter

M&A advisor

Strategic financial advisor

Equity analyst

Debt analyst |

Board member
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Figure 10.1. Indicative Financial Services Conflict Matrix
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to worry about. And in some cases it is difficult to imagine conflicts of
interest arising at all.

For example, cell D in figure 10.1 is unlikely to be made up of
activities that pose serious conflicts of interest. Other cells, such as C,
have traditionally been ring-fenced using internal compliance systems.
Still others, such as B and E, can be handled by assuring adequate
transparency. But there are some, such as A, that have created major
difficulties in particular circumstances (such as advising on a hostile
takeover when the target is a banking client), and for these, easy an-
swers seem elusive.

Potential Conflicts of Interest in Multifunctional
Client Relationships

The foregoing discussion suggests that conflicts of interest are essen-
tially two-dimensional—either between the interests of the firm and
those of its client (type 1), or between clients in conflict with one
another (type 2). They can also be multidimensional, however, span-
ning a number of different stakeholders and conflicts at the same time.
Figures 10.2 and 10.3 provide two examples from the rich array of
corporate scandals that emerged during 2001-2004.

In the Merrill Lynch-Enron case (fig. 10.2), a broker-dealer was ac-
tively involved in structuring and financing an off-balance-sheet
special-purpose entity (LJM2), which conducted energy trades with
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Figure 10.2. Multilateral Conflicts of Interest: Merrill Lynch-Enron. Fees 1999-2001: Un-
derwriting $20 million; Advisory $18 million; Fund raising $265 million.
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Figure 10.3. Multifunctional Client Linkages and Conflicts of Interest

Enron and whose CEO was simultaneously Enron’s CFO. Merrill was
both a lender to and an investor in LJM2—as were a number of senior
Merrill executives and unaffiliated private and institutional investors
advised by the firm. Merrill also structured a repurchase transaction
for Enron involving a number of barges in Nigeria. Allegedly, the sole
purpose of the LJM2 and Nigerian barge transactions was to misrep-
resent Enron’s financials to the market.’> At the same time, Merrill
performed a range of advisory and underwriting services for Enron,
provided equity analyst coverage, and was one of Enron’s principal
derivatives-trading counterparties. Conflicts of interest in this case in-
volved Merrill and Enron shareholders, investors in Enron and LJM2
debt, Merrill executives, as well as unaffiliated institutional and private
shareholders in the LJM2 limited partnership.

In the Citigroup—WorldCom case (fig. 10.3), a multiline global finan-
cial conglomerate was serving simultaneously as equity analyst sup-
plying assessments of WorldCom to institutional and retail clients,
while advising WorldCom management on strategic and financial mat-
ters. As a major telecommunications-sector commercial and investment
banking client, WorldCom maintained an active credit relationship
with Citigroup and provided substantial securities underwriting busi-
ness. Citigroup also served as the exclusive pension fund adviser to
WorldCom and executed significant stock option trades for WorldCom
executives as the options vested. It also conducted proprietary trading
in WorldCom stock. Citigroup was closely allied with WorldCom CEO
Bernie Ebbers—an alliance that involved personal and business loans,
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as well as an investment in one of his private business ventures. Si-
multaneous conflict-of-interest vectors in this instance involve retail
investors, institutional fund managers, WorldCom executives, and
WorldCom shareholders, as well as Citigroup’s own positions in
WorldCom lending exposure and stock trades prior to its bankruptcy
in 2002.

Such examples suggest that the broader the range of services that a
financial firm provides to an individual client in the market, the greater
is the possibility that conflicts of interest will be compounded in any
given case, and (arguably) the more likely they are to damage the
market value of the financial firm’s business franchise once they come
to light.

Conflicts of Interest and the Corporate Governance Function

This chapter began with three examples—one British, one American,
and one Italian—of how conflicts of interest can undermine the mon-
itoring and control of corporations even in highly developed financial
systems where transparency, a level playing field, and fair dealing are
assumed to dominate. Today’s global capital markets are not supposed
to contain murky corners rife with financial skulduggery and exploitive
behavior. Yet the endemic nature of conflicts of interest experienced by
financial intermediaries seems to assure that bad things that can hap-
pen will happen (especially in overheated market conditions), reflect-
ing the incompleteness of whatever constraints are supposed to exist
and the persistence of market imperfections and information asym-
metries.

One recent study suggests that conflicts of interest can indeed im-
pede the monitoring and control function of financial intermediaries.
The study examines the relation between institutional investor involve-
ment in and the operating performance of large firms, and confirms a
statistically significant relation between a corporation’s operating cash
flow returns and both the percent of institutional stock ownership and
the number of institutional stockholders. This result would be expected.
However, this relationship is found only for institutional investors with
no potential business relationship with the firm, suggesting that insti-
tutional investors with potential business relations with the firms in
which they invest are compromised as monitors of the firm.

As in the 1980s, when many American banks and thrifts failed, banks
in expansive phases can become sloppy in their lending—and subor-
dinate credit decisions and loan monitoring to other profit and growth
objectives. In their eagerness to ring the cash register, financial firms
may reduce due diligence standards or the objectivity and incisiveness
of research in order to keep the advisory revenues flowing, corrupting
the signals to the market that ought to trigger corrective action on the
part of investors, and ultimately by management and boards of direc-
tors. Bankers, who ought to be objective, no-nonsense telegraphers of
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market information and currents, and catalysts seeking the alignment
of management actions with the interests of shareholders, have instead
pursued other agendas, violating one of key roles of financial inter-
mediaries as external agents of corporate governance. Restoration and
strengthening of this role depends in good part on effective constraints
bearing on conflict of interest exploitation.

CONSTRAINING EXPLOITATION OF CONFLICTS OF INTEREST

From a public policy perspective, efforts to address exploitation of
conflicts of interest in the financial services sector should logically focus
first and foremost on improving market efficiency and transparency.
There are, of course, regulatory penalties and exposures to class-action
litigation that are thought to act as deterrents. Nonetheless, over the
past 20 years, during which time both market transparency and the
deterrents were functioning as well as at any time in the past, there
was widespread conflict-of-interest exploitation involving all of the
major-bracket U.S. investment banks, all of the multiline financial con-
glomerates, four of the top six United Kingdom merchant banks (prior
to their acquisition by larger financial firms), all of the major Japanese
securities houses, and most of Japan’s commercial banks. It is discour-
aging that, even under today’s intense free-market competition, sup-
ported by considerable regulatory oversight across multiple jurisdic-
tions, there still appears to be plenty of scope for conflict exploitation
on the part of financial intermediaries.

There is also some contrary evidence, however. In corporate actions
that lead to changes of control, banks are active in collecting borrower
information and facilitating the transmission of this information to
potential acquirers. Focusing on hostile takeovers between 1992 and
2003, one study shows that bank lending intensity has a significant and
positive effect on the probability of a firm becoming a target, that this
probability is enhanced in cases where the target and acquirer have a
relationship with the same bank, that the importance of bank lending
intensity in predicting takeovers rises with the number of firms the
bank deals with, and that takeover completion rates are positively
related to bank lending intensity. Indeed, where both the target and
the acquirer deal with the same bank, the equity market responds more
favorably than it does to deals where no banks are involved, suggesting
that banks perhaps do play a disciplining role in the control process.'”

Still, with the consolidation of the financial services sector, auction-
like competition for lucrative fee paying assignments, and the emer-
gence of multiline financial conglomerates, some would argue that
exploitation of conflicts of interest has become endemic to the industry.
Conflict exploitation—what some financial firms might call “aggres-
sively pursuing opportunities for market-share penetration and en-
hancement through cross-selling”—has become part of the “business
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model” for some of them. In fact, the banks have become so large and
are so committed to their business models that hefty fines and legal
settlements may not be effective deterrents. Even litigation reserves in
the billions may just be “water off a duck’s back” as a percentage of
earnings. Since conflicts of interest seem to be linked to high-margin
market opportunities, as opposed to low-margin, conflict-free com-
modity businesses, the expression “No conflict, no interest” rings un-
comfortably true.

Market-Discipline Constraints

Chapter 9 outlined the main regulatory dimensions involved in con-
trolling conflicts of interest in financial firms, and thereby reinforcing
their critical role in the governance process. That chapter concludes
that the regulatory process is often imperfect, politicized, and some-
times susceptible to “capture” by those it is supposed to regulate.
External regulatory constraints applied to conflict-of-interest exploita-
tion tend to be blunt instruments, difficult to devise, calibrate, and
bring to bear on specific problems without creating unintended collat-
eral damage. So if financial regulation to address conflict of interest
exploitation is bound to be imperfect, then what is the alternative?

Conlflicts of interest are often extremely granular and sometimes
involve conduct that is “inappropriate” or “unethical” rather than “il-
legal.” So the external impact of conflict exploitation on the “franchise
value” of a financial firm may provide a more durable basis for de-
fenses against exploitation of conflicts of interest than regulation. This
means, in effect, that the market would evaluate the extent to which a
financial firm is likely to become involved in conflict situations that
result in higher costs, penalties, settlements and related sanctions, and
tangible reputation losses that sends clients fleeing. Such developments
will be valued by the market and a multiplier applied, and the stock
price adjusted accordingly. Once the adjustment is made, a board sen-
sitive to its stock price (as they all are) will make governance changes
to reduce the franchise discount, and corrective action will be taken.

Of course, it doesn’t always work that way—sometimes the market
sees an aggressive financial firm plowing into rich territory as being
worth a higher franchise value because it is more willing to take risks
and act opportunistically. In the longer run, however, the market ad-
justs to reality, and if aggressive conduct results in a serious offset in
enterprise value because of conflict exploitation, it will apply market
sanctions. Otherwise, it won’t. To the financial firm, the incentive is to
avoid the offsets cause by conflict exploitation, which usually means
avoiding the conflicts or dealing with them in ways that minimize
damage to the franchise. But sometimes it just means keeping the
conflicts from being known, at least for a while longer.

How these factors may come together to damage a firm’s market
value can be illustrated by a case involving ]. P. Morgan (well before



266 Governance, Restraints, and Conflicts of Interest

its acquisition by Chase Manhattan), illustrated in figure 10.4. Simul-
taneously acting as commercial banker, investment banker, and adviser
to Banco Espariol de Crédito (Banesto) in Spain, as well as serving as
an equity investor and fund manager for coinvestors in a limited part-
nership (the Corsair Fund, L.P.) holding shares in the Banesto. In ad-
dition, Morgan’s vice chairman served on Banesto’s board. There were
many overlapping conflicts of interest in the Banesto relationship be-
tween Morgan and its other clients, which became especially problem-
atic when Banesto collapsed in December 1993. Banesto’s CEO, Mario
Condé, was later convicted on charges of financial fraud and impris-
oned. Morgan was embarrassed by the event, but managed to work
itself out of the spotlight at a relatively minor financial cost. However,
the market reduced the Morgan share price by about 10 percent of its
market capitalization at the time, a drop of approximately $1.5 billion,
as against an accounting after-tax loss from the affair of perhaps $10
million.?® This fifteenfold market reaction is consistent with the findings
of an earlier event study involving Salomon Brothers” involvement in
a Treasury bond auction scandal in 1991, in which market capitalization
of the firm dropped by about one-third, and ultimately contributed to
Salomon’s acquisition by Travelers, Inc. a few years later. Such evidence
seems to suggest that market discipline can in fact work, and can send
the right signals.
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Exploitation of conflicts of interest, whether or not they violate legal
and regulatory constraints, can have even more severe consequences.
In the case of Bankers Trust’s aforementioned 1995 derivatives trading
with Procter & Gamble and Gibson Greetings, in which the bank was
alleged to have exploited its two clients, the negative publicity nearly
killed Bankers Trust. The bank always claimed it was innocent of
charges against it, that the two firms were sophisticated trading coun-
terparties, not retail clients, and that they were perfectly capable of
looking after themselves. The two companies, the bank claimed, made
risky bets on currency movements that, when they went wrong, re-
sulted in large losses and complaints to try to get their money back.
But no one seemed to believe the bank, because published excerpts
from its traders’ conversations revealed coarse locker-room talk of how
the traders were setting up the companies to exploit their ignorance of
the complex derivatives market. Subsequent revenue losses from client
defections dwarfed the $300 million in restitution the bank agreed to
pay the two companies. The bank’s board of directors changed the
CEO and various senior managers and agreed to discontinue deriva-
tives trading, one of its most profitable businesses. Shortly thereafter,
the new CEO sold Bankers Trust to Deutsche Bank for $8.7 billion in
1999, earning himself a nifty $140 million bonus in the process.

Increased regulatory pressure on conflict exploitation, particularly
since 2000, has required a major increase in the compliance infrastruc-
ture of financial firms that has reduced operating margins. The $1.4
billion securities industry settlement with regulators in 2003 applied
large mandatory direct and indirect costs to the business that will have
to be maintained for years. These included forced organizational
changes and separation of functions, which, among other things, im-
pair realization of economies of scope. Compliance with regulations
intended to protect against conflict exploitation adds a major expense
to the financial intermediary businesses.

REGULATION AND MARKET-BASED CONSTRAINTS

One can argue that regulation-based and market-based external controls
of conflict exploitation create the basis for internal controls that can be
either prohibitive (as reflected in imposed Chinese walls and compliance
systems) or affirmative, involving the behavioral “tone” and incentives
set by senior management relying on the loyalty and professional con-
duct of employees. The more complex the financial services organiza-
tion—especially in the case of massive, global financial conglomerates
built by acquisitions of dissimilar businesses—the less likely it is for
such an affirmative culture to emerge, suggesting greater reliance on
prohibitive internal controls and the external role of market discipline.
External regulation of conflicts, however, has shown itself to be com-
plex and difficult to implement effectively. But, supported by market
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discipline, regulatory actions (usually after the fact) can perhaps make
a lasting difference.

First, when such actions are announced—and especially when they
are amplified by reporting in the media—they can expose the financial
firm (whether provably guilty or not) to serious adverse effects on its
stock and debt prices. In turn, this affects its access to and cost of capital
(essential for financial intermediaries), its ability to make strategic ac-
quisitions, its vulnerability to takeover, and other issues affecting its
viability as an independent concern. Such effects reflect the market’s
response to the impact of regulatory actions on prospective revenues,
costs (including derivative civil litigation), and exposure to risk.?
Boards and managements are presumably sensitive to posttraumatic
market reactions, in which the punishment extracted by market realities
may end up being worth many times the economic value of the cause.

Second, even in the absence of explicit regulatory constraints, actions
that are widely considered to be “unfair” or “unethical” or that other-
wise violate accepted behavioral norms can trigger disproportionate
market discipline. In a competitive context, this will affect firm valua-
tion through revenue and risk dimensions in particular, with situations,
for example, in which one unit of revenue may be worth two of risk.
So avoiding conflict-of-interest exploitation is likely to reinforce the
value of the firm as a going concern and, with properly structured
incentives, management’s own compensation. In a firm well known for
tying managers’ remuneration closely to the share price, former Citi-
group CEO Sanford Weill noted in a message to employees: “There are
industry practices that we should all be concerned about, and although
we have found nothing illegal, looking back, we can see that certain of
our activities do not reflect the way we believe business should be
done. That should never be the case, and I'm sorry for that.”

Third, since they tend to provide constant reinforcement in metrics
that managers can understand (market share, profitability, the stock
price), market discipline constraints can reach the more opaque areas
of conflict-of-interest exploitation, and deal with those issues as they
occur in real time, which external regulation normally cannot do.

Fourth, since external regulation bearing on conflicts of interest
tends to be linked to information asymmetries and transaction costs, it
should logically differentiate between the wholesale and retail domains
discussed earlier. Often this is not possible, so there is overregulation
in some areas and underregulation in others. Market discipline-based
constraints can help alleviate this problem by permitting lower overall
levels of regulation and bridging fault-lines between wholesale and
retail financial market segments. And just as market discipline can
reinforce the effectiveness of regulation, it can also serve as a precursor
of sensible regulatory change.

Finally, market structure and competition across strategic groups
can help reinforce the effectiveness of market discipline. For example,
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inside information accessible to a bank as lender to a target firm would
almost certainly preclude its affiliated investment banking unit from
acting as an adviser to a potential acquirer. An entrepreneur may not
want his or her private banking affairs handled by a bank that also
controls his or her business financing. A broker may be encouraged by
a firm’s compensation arrangements to sell in-house mutual funds or
externally managed funds with high fees under “revenue-sharing” ar-
rangements, as opposed to funds that would better suit the client’s
needs.?! Market discipline that helps avoid exploitation of such conflicts
may be weak if most of the competition is coming from a monoculture
of similarly structured multiline firms that face precisely the same
issues. But if the playing field is also populated by a mixed bag of
aggressive insurance companies, commercial banks, thrifts, broker-
dealers, independent fund managers, and other “monoline” specialists,
market discipline may be much more effective—assuming competitors
can break through the fog of asymmetric information.

We conclude that because of the asymmetry between risks and re-
wards to financial firms of exploitation of conflicts of interest, the con-
flicts should be seen by managers and directors of the financial firms
themselves as potentially very dangerous, and thus they should regu-
late themselves in a disciplined way to avoid them. We thus rely on
Adam Smith’s wisdom in believing that informed self-interest deter-
mines market actions and outcomes, and that such motivation (based
on market discipline) is the best natural cure for chronic conflicts of
interest.

But it may be that the financial firms themselves can be blinded to
this reality by the need to produce quarterly results consistent with
their professed business strategies. Most financial firms are now pub-
licly traded, and must meet the demands of the market or suffer the
consequences. Managers of firms need to avoid the consequences and
therefore favor aggressive actions (“You eat what you kill” is a favorite
Wall Street motivational phrase), pursuing innovation and risk-taking
to put the firms into the center of the high-margin arenas, which are
often loaded with ambiguities that do not appear until a market break
or scandal erupts. So a natural cure may not be sufficient for an industry
that has become intimately tied to market hot spots, personal perfor-
mance measures, and short-term time horizons.
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The Future of Governance

After the disaster of the early 1930s, a new financial regulatory system
was devised as part of a broader effort to stabilize the economy and
set the stage for recovery. The failures in banking and finance had
ended the country’s faith in and reliance on a self-regulated financial
marketplace. Those who constructed the new rules of the game evi-
dently felt that the economy was too large, complex, and dynamic to
accommodate any uniform system that depended on on-the-spot po-
licing to be effective. They also knew that regulation imposed costs
that had to be paid by users of banking and financial markets that
could impair economic efficiency and growth, so they wanted to avoid
a system that would be excessively comprehensive, cumbersome, or
demanding. They sought the right balance between free markets and
public-interest regulation, but where that balance was to be struck
would be left to experience—by trial and error.

They probably knew they would make some mistakes. But doing
nothing was not an option. What they did agree on in the 1930s was
that good disclosure and transparency on the part of corporations,
banks, broker-dealers, and investment managers would help the mar-
ket to make well-informed choices based on economic performance. If
all the participants in the market were striving to maximize economic
performance, they would allocate investments to reward success and
punish failure, thereby promoting both efficiency and growth.

The early reformers also knew that agents controlling corporations,
banks and other financial intermediaries, and institutional investors—
that is, their professional managers—might be tempted to operate the
enterprises in their care more for their own benefit than for that of their
distant, uncomplaining, and unempowered public investors. They rec-
ognized that, like regulatory costs, conflicts of interest can get in the
way of optimal economic performance, acting as a friction in the eco-

270
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nomic system. So they provided for a federal government agency (the
SEC) to make rules for the financial markets and all those who use
them. If necessary, the SEC could go to court to bring civil charges
against offenders, and the Justice Department could prosecute criminal
offenders under federal law. Private lawsuits also could bring com-
plaints against corporate managers or investors under state or federal
laws, so a potential offender would know that violation of the law
could mean legal trouble from any of several quarters. But at least
equally important was the idea that the market itself would detect
wrongdoing and would discipline those engaging in it through the
share price. Professional investors were numerous, independent of each
other, highly sophisticated, and well informed. They could smell mis-
conduct or faulty conduct at a distance, and shed any security holdings
in suspect companies. A sharp-eyed market was the most difficult
adversary to fool, especially over an extended time period, so as a
check on rapacious managers, the market itself was to be the first line
of defense. The system worked without serious setback for more than
70 years, only to lose its bearings in the late 1990s.

THE DULLING OF THE MARKET

What changed toward the end of this period was an apparent dulling
of the market’s instincts to perform its disciplinary function. Many
factors played a role, perhaps the most important being the widespread
acceptance of significant conflicts of interest on the part of many market
participants that affected their willingness to act appropriately in the
interests of those to whom they had fiduciary obligations. Some of
these conflicts have since been reduced or eliminated by regulatory
actions, such as the Sarbanes-Oxley Act, which includes requiring ac-
counting firms to separate themselves from management consulting
businesses to help assure audit independence. But, as noted in the
previous chapter, many embedded conflicts have not been eliminated.
Indeed, some of them may have become even more deeply institution-
alized by deregulatory actions in recent years, or have been allowed to
fester because of political influence that has suppressed efforts by reg-
ulators to force changes to either disallow conflicts or to force their
public disclosure.

Just as Berle and Means called attention to the dangers of agency
conflicts in “modern” publicly owned corporations in the 1930s, we
suggest that the “postmodern” public corporation of today—one that
exists within a vast, liquid, volatile financial marketplace in which
expectations are set and ruthlessly enforced—is likewise confronted by
serious agency conflicts. But these are much more extensive and elusive
than simple owner-manager conflicts. The conflicts have spread to af-
fect the market’s most powerful originators, its monitors, its gatekeep-
ers, and its important end-users, the institutional investors. These con-
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flicts have the potential, as in the late 1990s, to be highly destructive if
they are not neutralized or well marked for the unwary.

The natural remedies for market inefficiencies extended by agency
conflicts is to find ways for the market to cure itself at relatively low
cost in ways that would avoid the permanent structural impediments
associated with heavy regulation. The traditional way to do this is to
require greater and more timely disclosure, so that the market would
know what to embrace or avoid, and to provide greater reliance on
self-regulatory efforts to control market abuses.

Reliance on disclosure, however, has often been neutered by the poor
reading habits of most investors, and by the fact that many profession-
als already know the information to be disclosed but may have no
interest in acting on it. Mutual fund managers operating a so-called
momentum fund (to ride current market trends wherever they go) may
be uninterested in disclosures of situations like the excessive manage-
ment compensation at companies such as Tyco that were performing
well at the time. Equally, managers of such funds are unlikely to call
attention to high management fees charged by competitors if they too
think they can get away with them. Self-regulatory organizations have
repeatedly lacked forcefulness and perseverance in addressing conflict
issues. For example, the FASB could not restrain or discipline the lead-
ing firms of the accounting profession, and both the NASDAQ (then
an SRO) and the NYSE (currently an SRO) were ineffective in spotting
and controlling excessive trading margins by its member firms. And
the Investment Company Institute did nothing to combat late trading
and market timing in mutual funds, nor did the Securities Industry
Association flag any of the abuses that involved its member firms,
despite widespread rumors about what was happening.

If reliance on the classic measure of transparency fails to work, critics
point out, then the government is obliged to step in to enforce standards
more rigorously. This may be unfortunate, but it is necessary. As we
have emphasized, this regulatory dynamic has occurred at regular
internals in American financial history, as reflected in tens of thousands
of pages of regulations that now try to assure participants that the
market for financial instruments is fair and efficient. Had regulators
been more alert and intervened more forcefully, perhaps the excep-
tional events of market failure of the late 1990s would not have hap-
pened, even despite the disorienting investment bubble of the time. So
the government’s motivation and ability to intervene when necessary
in order to better regulate markets remains suspect; there were five
prominent government impediments to effective regulation that came
to light during the early 2000s.

First, federal and state laws covering fiduciary conduct were shown
to be dysfunctional—business incorporation and many fiduciary func-
tions are state matters, although securities laws are principally enforced
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by the federal government, and securities class-action suits must be
brought in federal (not state) courts.

Second, the SEC, as the principal regulator of securities markets, has
been stripped of many of its powers by delegation to SROs, by the
lobbying efforts of interest groups, and by a lack of desire on the part
of politically appointed officials to allow the Commission free rein to
discipline well-connected corporations. The SEC and other regulators
are subject to budgetary constraints, which can be used to thwart reg-
ulatory initiatives and reforms.

Third, ineffective regulation of the accounting industry by the SEC
has resulted in unreliable financial information penetrating the markets
on a large scale. This important industry has since been diminished by
the sudden liquidation of one of its major firms, leaving it to rediscover
a healthy and viable economic strategy for the future, something the
industry has not yet been able to achieve.

Fourth, state and federal banking, securities, insurance, and com-
modities regulators and designated SROs are numerous, overlapping,
and often conflicting. They are organized exclusively along functional
lines, and do not come together at the top to consider the broader
regulatory picture. A major flaw is that most of the powerful financial
firms operate in many or all of these different functional areas simul-
taneously, without being regulated or governed as a single entity. The
system of specific “regulation by function” has come about as far as it
can from the more general “fitness and properness” of institutions and
their governance.

Fifth, powerful financial firms have been allowed through deregu-
lation over several decades to set aside past regulatory considerations—
investor responsibilities, market consolidation, fiduciary obligations,
and conflicts of interest—in order to evolve into a more competitive
financial services industry. The more concentrated and powerful the
firms become—each of the three largest such U.S. firms now controls
assets of well over $1 trillion—the greater becomes their political and
lobbying capacity, as well as their ability to absorb regulatory penalties
without having to alter their course.

A major legislative effort was expended on Sarbanes-Oxley (like the
banking and securities regulation of the 1930s, also initiated under
intense political pressure), and an equally massive enforcement effort
was undertaken by the Justice Department, the SEC, and the state of
New York, in order to “restore confidence” in financial markets. These
efforts have addressed some of the conflicts in the financial system and
have had effects that may help improve confidence in the markets. But
a great many other issues (including those just enumerated) have not
been addressed, and much of the area of agency conflict identified in
chapter 10 of this study has not been addressed by these reform and
enforcement measures.



274 Governance, Restraints, and Conflicts of Interest

The dilemma, therefore comes down to this: If better disclosure
doesn’t really matter, if SROs don’t work, and if the federal government
is unable to address the serious dysfunctional elements of the legal and
regulatory framework of the market, what hope is there that the integ-
rity of the system (upon which economic growth and prosperity much
depends) can be improved over what it was during a time of some of
its worst failures? Are we destined to live with the status quo ante,
even after the lessons and correctives of the early 2000s?

Finding the Fault-Lines

One response might be that all real-world economic and financial sys-
tems suffer from similar problems that in the end do impose a signifi-
cant costs, but that these costs ought to be minimized in a free-market
system by its natural checks and balances, particularly the discipline
of the market itself. Most of the time, it is fair to say, the markets do
their job tolerably well. As the perils of risk from conflicts of interest
or misconduct become evident, the market has every incentive to shift
in favor of managers who can inspire greater confidence in their abil-
ities to serve investors and clients effectively and fairly. Market forces
do punish wrongdoers, and the system tends to clean itself.

Still, serious fault-lines in market discipline remain, these are suffi-
cient to sorely test the faith that free-market adherents have in the
system. Indeed, sometimes even widely accepted elements of the sys-
tem can become corrupted, and unless this corruption is effectively
addressed there may be little hope that the invisible hand will reappear
anytime soon to restore fairness and efficiency. If the balance is not
periodically reset to where it needs to be for optimum performance,
then the system has developed a serious tilt, a flaw that in time can
grind away much of its value. Observers have long pointed to such
flaws in emerging markets as serious obstacles to economic perfor-
mance and growth. But no markets are immune; all markets demand
constant renewal and defensive investment.

This leaves us searching for some of the most serious fault-lines in
the market-driven system, the ones that are powerful enough to create
long-duration distortions that are embedded deeply enough to be con-
sidered the way things are really done. As we have structured the
discussion in this book, these fault-lines appear both within the gov-
ernance of modern corporations and in the monitoring and control
system that lies between the firm and its ultimate shareholders.

Internal Flaws in the Governance Process

Four more-or-less distinct issues can be identified as persistent prob-
lems in the internal governance of the modern corporation.

The first is cheating and fraud, for which laws and punishments
exist and to some extent have been enhanced. These include accounting
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and disclosure fraud, concealment, and sleights of hand that ought to
be harder to perform in the future. Not many companies out of the
more than 7,000 corporations listed on U.S. stock exchanges have been
alleged to have committed such offenses, and the ones that did have
largely been dealt with. The aggregate cost to the entire system from
cheating and fraud is probably not serious enough to constitute a de-
bilitating flaw in the system. But this is hardly a reason to avoid ag-
gressive enforcement and signaling—even small tumors have a dan-
gerous tendency to spread.

Second is the imbalance of power between the board and the chief
executive, which can lead to major corporate mistakes, including un-
successful mergers and faulty corporate strategies that remain uncor-
rected for far too long. These issues are up to boards of directors to
control, and the evidence seems to be that the overwhelming majority
of boards eventually do in fact redress such power imbalances. Those
needing help will benefit from a new, much higher profile of corporate
governance practices and a plethora of reform proposals. But, all things
considered (and despite all the attention given to this), current board
practices do not appear to constitute a debilitating flaw in the system.

A third issue is moral hazard, brought about by misaligned com-
pensation practices that encourage managers to misallocate and take
excessive risks with shareholder’s money. Such moral hazard has led
to serious costs, and opportunity costs, borne by shareholders, not
managers. This can be a serious risk for a single corporation, and
compensation misalignments are widespread among many of them,
but the flaw itself is not systematically dangerous and ultimately is
likely to be addressed by market discipline—although it can reach
serious proportions and can persist for extended periods of time.

A fourth issue is the minimal consequences borne by directors for
failures of fiduciary duties owed to the shareholders they serve. Such
fiduciary duties long have been treated under state law, and most states
employ the “business judgment rule,” which protects directors from
responsibility for errors made in good faith. Moreover, directors are
invariably indemnified by their corporations against all directors’ lia-
bilities and associated legal expenses (except for those due to “gross
negligence”), and this indemnification in turn is usually insured. Such
extremely limited liability allows directors to serve in a benign or
passive capacity—to subordinate themselves to the idea of “supporting
management”—and therefore to refrain from loyal opposition, criti-
cism, or questioning. If directors” exposure to liability were higher (as
intended by the authors of state incorporation laws), directors would
exercise greater independence, diligence, and caution. The absence of
really meaningful levels of fiduciary liability for corporate directors
(including corporations or partnerships that manage money and op-
erate banks, brokerage, insurance, and accounting businesses) is a se-
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rious flaw in the system, one that is deeply embedded and difficult to
change.

Of these four internal fault-lines of effective corporate governance,
we believe the first three are amenable to either existing regulation or
market discipline, or both working together. However, the effective
exercise of board power in the face of limited liability for individual
consequences of malfeasance or nonfeasance remains a serious flaw in
the system that needs to be corrected.

External Flaws in the Governance Process:
The Institutional Investors

If the key internal governance fault-line resides in the real-world con-
duct of boards of directors, then some people are failing to hold them
to account. Key among these are the fund managers who today control
the majority voting share of most of the large publicly traded corpo-
rations, and thus represent the market as a whole. There are three issues
affecting these fund managers that are not dissimilar from those just
noted.

First, once again, is cheating and fraud committed against their
investor clients. In the early 2000s, a few managers (among a great
many) were alleged to have engaged in fraudulent activity—such as
late trading and undisclosed market-timing trades—sometimes even
for their own accounts. The revelations were surprising because they
involved two of the most trusted kinds of institutions, mutual funds
and insurance companies. But, as in the case of corporate cheating and
fraud, laws and penalties exist, and enforcement after detection has
been vigorous. It is doubtful that this is a serious flaw in the system,
except for the governance of the involved firms themselves—although
it does illustrate the double jeopardy to which ordinary investors can
be exposed through malfeasance of their investment fund managers
and of the corporations in which they invest.

Second is inadequate independence of board members of mutual
funds and other investment institutions. As a safeguard to investors,
mutual funds are required to have board members, and at least half of
these are required to be independent of, or unconnected to, any mem-
bers of the fund’s management or advisory company. Governance prac-
tices of these boards have been left mainly to self-supervision and the
self-restraint associated with the protection of the good names of the
directors individually and collectively. In reality, even independent
board members of investment funds, like many corporate board mem-
bers, do not forcefully challenge the management companies that ini-
tially nominated them and provide generous compensation for little
work. Whether or not the chair of the board is also independent may
not make much difference in this context. Equally, whether or not board
members are independent would seem to make little difference if they
are passive and uncritical. The reputation of asset management com-
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panies depends almost entirely on the enforcement of high standards
of integrity adhered to by the management company, something many
were able to maintain during the bubble years of the late 1990s. Board
performance in asset management is certainly a flaw, and one that
affects the whole industry, but perhaps it is one that does not rise to
the level of being dangerous to the market system as a whole, especially
after regulatory reforms and improved transparency.

A third possible fault-line is conflicts of interest between owners and
managers of asset-gathering institutions and the investors they repre-
sent. Most mutual funds retain one or more separate advisory firms to
manage their portfolios. In a small number of cases, the advisory firm
is owned by the investing entity (e.g., Vanguard, TIAA-CREF), so that
gains to the adviser are retained by fund investors. In most cases,
however, the advisory firm is distinctly separate from the fund, and its
profits are retained by its owners. These profits are derived from fees
paid by investors for assets-under-management, and the principal busi-
ness objective of managers is to gather as many assets as possible. This
is done by manufacturing and distributing mutual funds and by solic-
iting pension fund management assignments as well as by increasing
the value of assets-under-management through investment results.

The fiduciary liabilities associated with investment management,
especially in mutual funds, require the performance of duties of care,
candor, and loyalty to investors. To satisfy reasonable standards of duty
of care, for example, fund managers would have to be familiar with
and diligently exercise voting rights of the shares held in their portfo-
lios with respect to corporate strategy and governance issues. Candor
would at least require full and accessible disclosure of fees and ex-
penses, and the tax consequences of the funds’ trading practices. Duties
of loyalty would include avoiding transactions that benefit the manager
at the expense of the investor. These fiduciary duties have been ne-
glected by decades of lax regulation by the SEC and affiliated SROs.
Such conflicts of interest have long been embedded in the mutual fund
industry, and represent a serious flaw that needs to be addressed.

External Flaws in the Governance Process: The Auditors

In the external environment, institutional investors have a key role in
corporate governance of companies in which they invest, in deciding
what to buy or sell, and in voting the shares they hold and thereby
influencing the internal governance process. Both functions depend on
the availability of timely and complete financial information, so those
charged with this function—auditing and accounting—have a key role
in the system. There are three main issues.

First, auditors developed major lines of nonaudit business to sell to
clients that compromised their objectivity. All of the major auditing
firms created new business lines (business and technology consulting,
tax advisory work, etc.) that became more important to the firms, in
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aggregate, than the auditing business. Firms began to market these
new business services aggressively, and to support particular lobbying
and related interests of clients. In some cases, questionable business
practices were devised by an accounting firm’s consulting division and
later approved by the same firm’s audit division, sometimes evidently
against the specific advice of the firm’s business practices watchdogs.
Such actions, in clear violation of the required independence of audit-
ing firms, long evaded market discipline and begged for a regulatory
approach, and so were largely addressed in the Sarbanes-Oxley Act.
Presumably they can no longer be considered a serious flaw in the
system.

Second, the accounting industry was able to undermine the spirit,
if perhaps not the letter, of the U.S. GAAP, so as to be able to meet
corporation demands for changes in accounting treatment. As dele-
gated by the SEC, accounting principles are the responsibility of the
FASB, which is an industry-sponsored association, and is subject to
accounting industry pressure, as well as pressure from corporate cli-
ents. In the early 2000s, it became apparent in a variety of cases that
serious flaws in the process of maintaining appropriate accounting
principles had developed, especially in the areas of accounting for
derivatives, off-balance-sheet liabilities, and employee stock options,
all of which were blocked or delayed by special interests. The account-
ing industry itself mounted intensive Congressional lobbying efforts,
usually on issues related to accounting principles and their supervision
by the SEC. The Sarbanes-Oxley Act, which authorized the creation of
a new Public Company Accounting Oversight Board, did not directly
address the flaws in accounting principles. Some of the accounting
principles mentioned, in the light of scandals and public attention, have
since evolved in the right direction, but there is no assurance that the
matter will not revert to what it was in the past, and therefore repre-
sents a serious remaining fault-line in the system.

Third, the public accounting industry may have become too weak
to survive in its current form. After the failure of Arthur Andersen, the
U.S. accounting industry is down to only four firms large enough to
handle audits of major corporations, most of which are also multina-
tionals. These four firms have been subjected to heavy economic blows;
forced separation of their profitable consulting businesses, exposure to
continuous streams of class-action litigation and settlements following
corporate and other scandals, and increased compliance costs are some
of these. Some have also lost their most experienced partners, who
have chosen to retire and take what they have invested in their firms
before it is too late. Yet the entire free-market system depends upon
accurate accounting information, through the publication of audited
financial statements. If one or more of these major firms should go on
to fail, the ability to provide adequate auditing coverage may fall into
doubt. This risk has to be considered a serious potential flaw, and may
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require a fundamental restructuring of the public accounting industry
worldwide.

External Flaws in the Governance Process: The Banks

In addition to external monitoring and governance fault-lines related
to the role of institutional investors and auditors, a final set of problems
involved the role of bankers and advisers. There are again three specific
issues involved.

First, conglomeration and concentration in the financial services in-
dustry seem to have encouraged conflicts between the interests of man-
agers of financial firms and their corporate clients and their sharehold-
ers. In the late 1990s and early 2000s, financial service providers have
been drawn into conglomeration (different businesses) and concentra-
tion (bigger in size and market share) that have proven to be fertile
ground for of conflicts of interest. Large banks and financial firms are
now engaged in all kinds of activities, retail and wholesale, and func-
tion in these businesses as both agents and principals. The remedy for
abuse of such conflicts increasingly has taken the form of civil litigation,
which can impose significant settlement costs and be costly to the firm
in terms of a resulting stock price decline. But some of the financial
conglomerates have become so large and diverse that they may be
impervious to financial punishment—even large settlements may affect
earnings by only a few cents per share. Further, such firms are required
to demonstrate to their investors that they are growth enterprises, wor-
thy of a high price-earnings ratio. These firms are under intense com-
petitive pressure to demonstrate that they can grow faster than the
national economy by increasing market shares through aggressive busi-
ness development and innovation, suggesting that the pressures that
generate these conflicts will continue despite settlements here and
there. This suggests a serious flaw in the system, but probably not yet
among those of highest concern, since current levels of concentration
are not very substantial—even in the most concentrated financial busi-
nesses, the top firms have only slightly over 10 percent market share—
and competitive and regulatory disciplines are keen. But this may
change in the years ahead.

A second issue concerns ambiguity as to what bankers’ responsibil-
ities are in corporate failures. In all large corporate bankruptcies, after
the corporation has lost its ability to repay creditors, investors or cred-
itors can be expected to sue the bankers who organized the deals for
breach of fiduciary duties to them or for other offenses. Such litigation
is usually settled for a monetary amount, which the organizing bank
pays to end the matter without admitting or denying responsibility for
anything. Generally, the settlement is a small portion of the amount
originally demanded, and is often covered by insurance. In most cases
the banks can shrug it off and move on. In the rounds of litigation
following the 2000-2003 corporate failures, some very large settlements
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occurred, but the banks (because they had become so large through
mergers) were able to walk away without serious financial damage,
despite charge-offs in the billions. In effect, banks may have become
too big to reprimand. The ambiguity of this issue has been reinforced
by the failure of Congress to pass legislation defining what the respon-
sibilities of banks acting as advisers and arrangers are when there is
fraud or other forms of malfeasance. The Supreme Court failed to rule
on such an issue (U.S. v. Bank of Denver, involving charges of a bank
aiding and abetting fraud) until Congress made these responsibilities
clear, which it has not done.

Third, some have argued that the government has begun to lose
control over the banking system. Many Americans know that the Fed-
eral Deposit Insurance Company is obligated to guarantee bank de-
posits up to $100,000 per qualified account. Others know that institu-
tional holders of deposits far in excess of $100,000 are not insured. But
almost everyone believes that, given what happened after the S&L and
banking crises of the 1980s that cost the taxpayers some $150 billion
after recoveries, all deposits in all large U.S. banks are, in effect, guar-
anteed in full by the government. This is technically incorrect, but
nonetheless may be necessary to avoid the risk of a system-wide bank-
ing collapse. Banks have always been regulated as instruments of mon-
etary policy and as indespensable conduits of payments and credit
throughout the economy.

In the past, the government (through the Federal Reserve, the Comp-
troller of the currency, and the FDIC) regulated everything from interest
rates to capital adequacy, to permitted deposit-taking locations, to cor-
porate activities (including mergers with other banks or with non-
banks) under comprehensive regulations that restricted which lines of
business they could engage in. The simple idea was that if banks are
likely to be guaranteed by the taxpayer—they become different from
other businesses and are offered relatively cheap capital because of it—
then the government is entitled to regulate the insurance risks that it
implicitly assumes. However, in recent years most of the controls to
which banks were subject in the past have been repealed—banks are
now sometimes parts of multiline conglomerates that are free to do
more or less what they want, and most of the old rules restricting
mergers or business expansion have been removed. The government,
in the spirit of deregulation and liberal economic thinking, went along
with this willingly, after much lobbying and many generous political
campaign contributions. If it could be established that a laissez-faire
financial system is in the country’s best interest, then the issue is moot
and would not present a serious flaw in the financial system. This point
of view has not been established, however, so an unintended erosion
of government control of banks may be just such a flaw.

These various internal and external flaws in the governance chain,
all of them important but some more so than others, have perhaps
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interfered with the quick, corrective resilience of the free market upon
which the system for decades has come to rely. At its best, the market
will sense problems well before they reach crisis proportions, and alter
the outcome by market discipline. It is a wonderful system when it
works, even if it never works perfectly. But it is up to those who use
and understand the market to protect it by removing the toxic elements
that inevitably creep in from time to time.

PROTECTING THE MARKET

In our view, the two most serious and potentially dangerous fault-lines
in the corporate governance chain that leads from the management of
public companies to the ultimate investors are (1) uncertainties about
how fiduciary duties of officers and directors of corporations, institu-
tional investors, and financial intermediaries are to be maintained and
enforced, and (2) persistent gaps in the regulation of both the account-
ing and financial services industries. The key objective is to close these
fault-lines in the system as simply and effectively as possible, working
alongside market discipline and minimizing any efficiency losses that
might result.

Agency Costs and Uncertain Fiduciary Duties

We have emphasized in this book that agency problems can seriously
increase the cost of using the capital markets and impose an unfair
“tilt” that favors those who are aggressive and connected over the
interests of ordinary investors—a tilt that can damage confidence in
the financial markets as a repository for the wealth and savings of
ordinary people. It is easy to forget that the financial markets are in
the end a tool for social welfare, and must earn and maintain their
legitimacy in that context—quite apart from the notion that rigged
markets usually turn out to be inefficient, illiquid, and uncompetitive
as well.

Agency costs in the governance chain are high when there is a
poisonous confluence of (1) weak boards of directors and (2) institu-
tional investors basically uninterested in the long-term development of
companies whose shares they control on behalf of their own investor
clients. They are also high in financial management companies that are
unable to resist the temptation to put their own interests ahead of those
to whom they have long-recognized fiduciary obligations.

The market-driven system has generally relied on self-restraint by
principals whose reputations and exposure to regulatory and legal
sanctions are at stake. When this self-restraint was found to be insuf-
ficient to prevent abusive behavior in the 1920s, a new regulatory
regime was imposed to level the playing field. In the 1990s, competitive
complexities, deregulation, innovation, and market ebullience ap-
peared to throw these leveling effects seriously off balance.



282 Governance, Restraints, and Conflicts of Interest

Whereas the incentives and means to compete in business have been
enhanced over the past decades, the incentives and means to satisfy
fiduciary duties have been diminished. These duties have largely been
muddled by separate federal and state legal systems, and left unclear
by out-of-court settlements that involve affordable fines and penalties
but are made without any admission or denial of responsibility or
disclosure of the details of the case. Officers, directors, and principals
have likewise been insulated from direct responsibility for violations
of fiduciary duties by indemnification and insurance. In short, the
importance of fiduciary duties has been diminished at the expense of
the competitive dictates of the market—if companies and their officers
and directors cannot be meaningfully sanctioned, then how can the
governance fault-lines be addressed?

Meanwhile, those responsible for proper fiduciary conduct—cor-
porate officers and directors, fund managers and intermediaries who
owe duties of care and loyalty to investors—have been compromised
by the desire to pursue their corporate and individual financial inter-
ests. Although compromised, they continue to be well protected against
the claims of those to whom their duties are owed. This clearly tilts the
market to favor the powerful and better informed. Such a tilted market
is hardly a free market.

If fiduciary duties were taken more seriously, then those who bear
them would adjust their behavior and take the tilt (or much of it) out
of the market. This sounds simple, but it is not. Financial institutions’
resistance to acknowledging anything to do with an alleged tilt, or to
changing anything having to do with the status quo as it pertains to
fiduciary duties (from which they are well insulated), suggests serious
opposition to meaningful changes of any sort.

For meaningful changes to occur, jurisdictional issues will have to
be resolved or clarified, and a clearer idea will have to be developed
as to what fiduciary duties actually are, as well as what it takes to
breach them. Remedies too will have to be established.

Jurisdiction. Because fiduciary duties to corporate shareholders are
matters of state law, the SEC has preferred to avoid them, although the
U.S. Constitution allocates powers to the federal government to regu-
late interstate commerce, of which national securities markets can be
considered a part. The SEC could point out that the 1933 Act (related
to underwriting of new issues of securities) attaches fiduciary duties
to corporate officers and directors and to underwriters, bankers, and
advisers. Therefore, it can claim that the 1934 Act implies similar pow-
ers to apply fiduciary laws to protect a large interstate community of
investors. Had these principles been established at the time, the SEC
might have brought federal charges against the board of Enron for
having breached their duties of care and loyalty to shareholders. Ap-
parently, the SEC considered doing this and decided not to proceed
because of the state-federal conflict-of-law issue, and expectation of
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major difficulties in bringing and in being able to win such a case. If
charges had been brought, however, and if the case had gone to trial
and been successful, then the SEC could claim to have established
valuable new case law that would govern fiduciary duties of boards
for years to come—just as the federal BarChris case defined necessary
standards of due diligence in underwriting in 1968 (see chapter 2).
None of the state and federal settlements of 2001-2004 broke any new
ground in determining what is inside or outside legal boundaries, and
the territory remained as uncharted as ever.

One can appreciate that the issue of director liability is itself impor-
tant enough to justify going to some trouble to establish a better legal
framework for it, but the chances of such a case being thrown out or
successfully defended probably diminished the appetite for such a case
by the hard-pressed SEC. But the Commission cannot afford to waste
a good series of scandals—one that weakens conventional wisdom
sufficiently to enable legal reforms to be considered that might other-
wise have little chance, and enables the SEC to find a way to assert
itself constructively into places where it properly ought to be, for ex-
ample, defining corporate fiduciary issues. In any case, the SEC also
has the option to try to persuade Congress to enact legislation that
would establish federal access to the fiduciary arena under appropriate
conditions.

Another possibility open to the SEC is to declare a clear position on
fiduciary duties, provide some benchmarks on what it means, and offer
guidelines as to what standards of conduct would afford a “safe har-
bor” against prosecution. It may be that claiming state fiduciary law
unto itself could be challenged in court—and even lost—but the system
might benefit nonetheless. Attention would be drawn to the importance
of enforcing fiduciary duties, and would (if not successfully chal-
lenged) become the common practice. If challenged, some other remedy
might emerge by legislative action or by working out what powers the
SEC might be able to retain. The SEC has acted in a similar way—
promulgating rules that later could be subject to legal challenge—in
the sale of unregistered securities, or “private placements” (rule 144
and others), and in establishing standards for dealing with insider
trading cases (rule 10b5-1 and others). In the latter case, the SEC took
positions that were challenged in court, and ultimately overturned by
the Supreme Court, but the process resulted in decisions as to what the
standards should be for the future.

Defining the duties. What is needed is a generalized understanding
that all who bear fiduciary responsibilities will be treated in the same
manner. This brings corporate officers and directors, investment man-
agers and intermediaries into the same arena, where they should be
judged by common, long-established standards. Under English com-
mon law, generally held to be applicable today, fiduciary duties apply
to those acting as agents on behalf of others who entrust the care of
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property them. The fiduciary can be held to a standard of a “prudent
man” caring for his own property, who owes particular duties of care,
candor, and loyalty to his client. However, in most jurisdictions, an
officer or director or other fiduciary is entitled to the protection of the
“business judgment rule,” which, in the absence of any clear violation
of his or her fiduciary duties, affirms that courts will not impose their
own ideas of what a good business decision might have been. So fi-
duciaries are protected from legal actions that are directed toward
alleged business mistakes if they were made in good faith.

Breaching the duties. Breaching fiduciary duties is a matter of material
violation of duties of care, candor, and loyalty, with the burden of proof
being placed on the plaintiffs. The natural defense against such charges
is that the accused did all he or she could reasonably have done to
render fair and appropriate decisions, but was forced to rely on inac-
curate information provided by managers. In BarChris, the federal
judge deciding the case determined that defendants must be able to
demonstrate that they had done all they reasonably could to conduct
independent inquiries and to act diligently in trying to determine the
true story before they made their decisions or provided their consent.
The defendants, in short, had to be able to prove that they were not
relying totally on what they were told but were actively making an
effort to challenge and investigate it. This is now known as the “due
diligence” defense that all financial intermediaries recognize may be
required if they are accused of wrongdoing, aiding or abetting, or
simply being asleep at the switch. But BarChris has generally not been
applicable to corporate directors when not involved with public offer-
ings or to directors of investment management companies. Moreover,
these directors are already indemnified and insured against legal judg-
ments and expenses applied to them personally—except in cases of
“gross negligence,” which is a very difficult condition to establish in
court. As we have shown, for most corporate and financial directors,
the due diligence test that might have been applied has been pushed
aside for a much more difficult standard of gross negligence.

In the past, the SEC has offered “safe-harbor” guidelines as to what
does not constitute a breach of its rules. For example, the complex issue
of safe-harbor guidelines related to the sale of unregistered securities,
once published, made it clear that if the guidelines are followed, the
SEC would not prosecute. Similarly, with respect to fiduciary duties,
the SEC might determine that it would not bring actions against any
fiduciary who could demonstrate that he or she had acted diligently
to assure that duties of care, candor, and loyalty were carried out.
Guidelines would have to specify the details, but one can assume that,
based on other safe-harbor guidelines, the principal quality to be dem-
onstrated is independence of directors in both gathering information
about issues and deciding them. Directors under the burden of having
to meet a higher standard would have to be more careful. Nonmana-
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gement directors might wish to retain independent legal counsel and
perhaps financial expertise to guide them in their efforts to be appro-
priately diligent in their duties. This process of legitimatizing the in-
dependence of nonmanagement directors occurred in the 1980s during
a period of heightened activity involving hostile takeovers. Using case
law developed in the Delaware Chancery Court, nonmanagement di-
rectors were encouraged to separate themselves from management and
to take charge of the board’s decision-making related to takeover pro-
posals if management was thought to be conflicted. To do this, the
Court virtually required that independent professional advice be ob-
tained. The case involved with this decision, Smith v. Van Gorkom (Del-
aware Supreme Court, 1985) was highly controversial, but the ruling
has stood ever since, resulting in a major change in conduct by boards
of directors in takeover situations as compared to what it had been
before.

Legal remedies. Following the scandals of 2001-2004 (including the
mutual fund and insurance industry scandals that followed the cor-
porate, accounting, and investment banking scandals), there was a
great effort in the heated spirit of the moment to raise the threshold of
punishment for white-collar offenders. Sarbanes-Oxley provided many
such sanctions. Congress increased punishments to be rendered by
federal judges through further revisions of the federal sentencing
guidelines. And public prosecutors and juries hearing class-action suits
were aggressive in seeking suitable punishment for those held before
the public as perpetrators of fraud and deception. So it seems unnec-
essary to suggest further legal remedies for offenses that appear to
have already been well provided for, although such measures are sub-
ject to change over time and are likely to be softened as public anger
recedes.

However, the effort to tidy up fiduciary responsibilities to make
them equal in importance to the opportunity for corporations to pursue
profits needs one more step. There should be a dismantling of the
blanket, all-purpose immunization of corporate directors and officers
from fiduciary responsibility by indemnification and insurance.

After all, the original concept of corporate directors was not to ex-
onerate them from anything they might do that was not grossly neg-
ligent. Directors are supposed to be fiduciaries, and most people who
have not read the terms of the corporate indemnification agreements
and directors and officers insurance policies no doubt still think they
are. It is true that many worthy directors might choose to resign
rather than risk their own unsheltered fortunes to the vicissitudes of
politically overactive prosecutors or class-action suits. However, the
period since Sarbanes-Oxley—with its higher standards for CEOs,
CFOs, and corporate directors—has not resulted in a great shortage
of willing, qualified officers or directors, in spite of dire predictions to
the contrary when the Act was passed. Presumably, some high-
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quality individuals have accepted that to be a director requires at
least being able to satisfy a due diligence defense that they have met
their basic duties appropriately. It is also worth noting that for many
years, general partnerships operated in the United States with unlim-
ited personal liability of partners, and these firms managed to pros-
per in business nonetheless. And it should be remembered that in the
Smith v. Van Gorkom case referred to earlier, the court took the posi-
tion that the directors had to feel their responsibilities personally for
them to feel them at all; it disallowed the usual corporate indemnifi-
cation and insurance and held them to be personally liable for the
plaintiff’s claims. This certainly shocked the world of corporate direc-
tors at the time. But the world recovered, adjusted to the new reali-
ties, and moved on. Since then, nonexecutive directors of WorldCom
agreed to bear personally a share of the settlement cost in a class ac-
tion suit.

To apply these lessons to the present, the SEC might announce, for
example, that it would not interfere with any officers” and directors’
indemnification or insurance plans, except where individual directors
could not satisfactorily demonstrate due diligence defenses in the case
of the exercise of fiduciary duties. In such cases, the SEC would be
prepared to petition courts to withhold protection. If a director cannot
demonstrate such a defense, he or she would have to stand the con-
sequences personally. Nothing, it would seem, would motivate direc-
tors to upgrade their independence and openmindedness more effec-
tively than making them truly responsible for duties that they accepted
when signing on as directors. The SEC may not have to do more than
to state its intent to proceed down this road—the message would get
through to individual directors very quickly. They would not want to
take the chance of continuing with inadequate performance if the con-
sequences might possibly be what the SEC suggests. Some directors,
being unwilling or unable to change, might resign. But if so, public
shareholders might ask what good such a director is to them in the
first place.

Addressing Institutional Deficiencies

In addition to the revelation of inadequate exercise of fiduciary re-
sponsibilities, the events of 2001-2004 have revealed some institutional
deficiencies that need attention. The first of these is the unreliability of
GAAP, which is of great importance to the effectiveness of capital
markets. These have been shown to be subject to manipulation by
interested parties, including the accounting industry leaders, seeking
to ingratiate themselves with large corporate clients. The second defi-
ciency relates to the long-term viability of the accounting industry, and
the third relates to whether, in pursuit of an ill-defined objective, Con-
gress did not in fact imperil the financial system it was hoping to
protect by far-reaching deregulation.
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Reasserting Control of Accounting Principles. It was clear in the late 1990s
that the SEC had lost much of its ability to impose strict controls and
conditions on the accounting industry. Arthur Levitt’s explanation of
his difficulty with Congress over the SEC’s efforts to insist on account-
ing independence, and on accounting principles related to employee
stock options, tells us all we need to know—that the political pressures
deflected a serious effort by the SEC to exercise its statutory powers
on an industry under its supervision. Perhaps Levitt should have re-
sisted more than he did, but the SEC chair is a presidential appointee
and therefore never very far from the political realities of the day. It is
discouraging to think that GAAP, the financial language that supports
and maintains free markets in the United States, may be subject to
manipulation given the political realities. Indeed, in the spring of 2004,
two years after the passage of Sarbanes-Oxley, efforts were made by
members of Congress to propose legislation that would effectively
overturn a recently decided (and long overdue) FASB rule requir-
ing that employee stock options be expensed by companies granting
them.

Indeed, Sarbanes-Oxley provides a section under provisions estab-
lishing the Public Company Accounting Oversight Board that deals
with accounting standards. This section affirms the SEC’s authority to
set and approve GAAP, although it permits the agency to rely on a
private entity such as FASB, which in turn must meet numerous gov-
ernance standards provided by the Act. It also requires a study of
“principles-based accounting standards” (such as exist in the United
Kingdom) as contrasted with “rules-based standards” such as prevail
in the United States. Otherwise, accounting principles are left as they
were. The question is whether the affirmed authority of the SEC over
accounting practices may be no more a reality than it was before the
scandals of the early 2000s. Time will tell.

But the Congress did create in the Public Company Accounting
Oversight Board a new regulatory creature that reports to—but is one
political degree removed from—the SEC. The Oversight Board is to
have very strict standards for objectivity and integrity and has initially
been filled with a distinguished group of independent-minded mem-
bers. While it is true that the Oversight Board is meant to focus on
auditing standards and procedures, and to certify auditors of public
companies, its duties easily can be construed to cover anything related
to accounting. This could include enforcement of independence stan-
dards and signing-off on changes to GAAP. The Oversight Board has
the potential to assert itself as an authoritative and independent source
(similar to the Federal Reserve Board) of standard-making that would
be difficult for politicians to undermine in the future. If so, this may be
the single most important achievement of the Sarbanes-Oxley Act. But
again, time will tell.
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Support of the Accounting Industry. By 2004, the U.S. accounting indus-
try had endured such traumatic change, controversy, and instability
that its future was in doubt. Less than two years earlier, the firms in
the industry had been allowed to consolidate themselves into five enor-
mous limited partnerships, and along the way had altered their eco-
nomic base so dramatically as to be unable to satisfy their basic obli-
gations as independent auditors. Arthur Andersen’s subsequent
demise left a big hole in the industry and sent a dismal message to
partners and principals of all the other firms—many of whom were
seeking ways to leave the industry, for fear that something similar
might happen to them. Then the economics of the business was again
altered drastically when the firms were required by Sarbanes-Oxley
(and prior enforcement measures) to separate themselves from their
various management consultancy businesses. Meanwhile, the litigation
threshold for other alleged audit failures was lowered, and the number
and size of potential lawsuits facing them became very significant. The
industry was extremely discouraged, but it was also attempting as best
it could to rebuild itself.

The Public Accounting Oversight Board can be helpful in this pro-
cess. It must certify accountants, and to do so must get to know them
and to have important influence over them. It should indicate clear
guidelines for certification, assert leadership in advancing and resolv-
ing issues of accounting principles, and encourage smaller firms to
expand to meet the demand for more competent auditing firms capable
of operating on a large enough scale to handle audits of major corpo-
rations. Four major global auditing firms, as a permanent condition, is
unlikely to satisfy basic market discipline requirements in the account-
ing industry, nor be enough to meet the needs of the system. The Public
Accounting Oversight Board cannot see itself as presiding only over
the strict disciplining of accounting firms; it must also see itself as being
responsible for the recovery and sustainable health of the industry.

Control of Banks. In November 1999, Congress passed the Gramm-
Leach-Bliley Act, which repealed the Glass-Steagall provisions of the
Banking Act of 1933 requiring separation of commercial and invest-
ment banking. This Act followed an earlier action that repealed federal
laws restricting banks to branches in their own states (the McFadden
Act of 1927). To most observers, the Gramm-Leach-Bliley Act acknowl-
edged a decade of step-by-step deregulation of banking to eliminate
competitive restrictions that were no longer considered necessary.
Large banks had argued that, in order to be able to keep up with
powerful European “universal” banks (that could engage in both se-
curities and banking businesses), these legacy restrictions should be set
aside. Otherwise, U.S. banks would be incapable of competing effec-
tively in global financial markets. Although this argument had broad
support in academic and regulatory circles, one key element of the
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argument—that unrestricted universal banks are a successful and sus-
tainable business model—has never been demonstrated. Among Eu-
ropean universal banks (of which fewer than 10 compete meaningfully
in global wholesale financial markets), only three (UBS, Crédit Suisse,
and Deutsche Bank) have so far risen to be serious contenders (see
chapter 8). Indeed, many traditional nonbanking securities firms (no-
tably Merrill Lynch, Morgan Stanley, and Goldman Sachs) have been
able to retain investment banking leadership positions both before and
after the repeal of Glass Steagall. Nonetheless, at least two American
multiline financial conglomerates (Citigroup and JP Morgan Chase)
have entered the list of top players.

Despite laws and regulations designed to prohibit “tied lending”
activities, in which bank loans are directly connected to mandates to
lead securities issues or mergers, it is well understood that exactly this
now occurs as a result of the Gramm-Leach-Bliley Act. Numerous stud-
ies have demonstrated that the ability to offer (or to deny) important
credit facilities can determine whether a bank is assigned an investment
banking mandate. The large banks speak of their “big balance sheet,”
multiple-line-of-business strategies that are intended to increase their
market share through cross-selling to corporate and institutional cli-
ents. As a result of this additional competition, some evidence exists
that banking fees have been lowered and that competition has in-
creased, despite the fact that the same five or six players have controlled
more than half of all the investment banking business worldwide for
several years. Two issues emerge, however, from acknowledgment of
the major banks’ and financial conglomerates’ success in increasing
competition.

The first is what price banking conglomerates have been paying to
“buy” the business they have been adding. Each of the leading U.S.
banks has been involved in each of the largest corporate bankrupt-
cies (see chapter 10) and has been charged with a wide range of of-
fenses, from disregarding fiduciary responsibilities to participating in
or tolerating fraudulent conduct by their clients (including Enron,
WorldCom, and Parmalat) and allowing employees to falsify research
and engage in improper procedures related to IPOs. Ultimately, well
over $10 billion is likely to be paid in fines, settlements, and private
litigation by the three largest banks alone in the United States, before
these matters are finally settled.

Certainly such problems demonstrate that the ability to regulate and
restrain the actions of such enormous banks is limited at best. Each
conglomerate business entity tends to be regulated separately by one
or more financial regulators, none of which sees beyond the checklist
information that it requires to conform to its narrow regulatory interest.
Clearly, this did not work well in the 1990s, when the banks were
themselves able to tear down the walls separating banking and secu-
rities well before Gramm-Leach-Bliley was actually passed. And one
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could ask whether the increased competition has come at the cost of
reduced professional standards, tolerating conflicts, and ignoring fi-
duciary responsibilities for fraudsters and marginal companies. In-
creased competition is good for customers and for the efficiency and
creativity of the financial system, but the organizational structures that
accompany it can create a partial offset in the form of elevated agency
costs.

As troubling as these issues may be, however, a still larger one
resides in the shadows. American banks and investment banks, as a
result of mergers and aggressive growth strategies, have become con-
centrated in a relatively small cohort—perhaps a dozen—firms that
are indeed now “too big to fail.” The government cannot allow them
to collapse (arguably, these include some of the stand-alone investment
banks) for fear of the consequences to the global financial system as a
whole. This means that in the event of failure, panic, or malfeasance,
the government must become the lender of last resort to rescue these
giant financial institutions from whatever fate awaits them. Judging by
the number of fines, prosecutions, legal settlements, and loan write-
offs, the banks do not believe that they can fail economically, no matter
what their managers do. With banks’ principal officers compensated
according to generous programs to reward (mainly) growth in share-
holder value, there is the danger that the interests of creditors, guar-
antors of deposits, and lenders of last resort will be jeopardized. The
possibility of another banking crisis like the savings-and-loan and
banking industry crises of the 1980s cannot be ignored. Privatization
of returns and socialization of risks is always a questionable proposi-
tion and usually is a recipe for disaster.

It would be appropriate for financial regulators in the United States
to agree to a multiagency oversight body to review the actions of the
megabanks and to apply meaningful regulatory initiatives that cover
whole firms, not just individual financial functions. This is unlikely to
happen, as most politicians dread concentrating such large powers in
a single regulatory body. Even if it did, it would not be immune from
political pressure, lobbying, and the corrosive effects of campaign con-
tributions.

It seems more likely that investors will come to recognize the perils
that go along with megabanks, as well as their advantages, and put
market prices on these organizations that reflect the long-term realities
of the strategies they are attempting to execute. If a better understand-
ing of the strategies results in repricing the megabanks at a lower level,
then perhaps they will react in such a way as to influence the pricing
in the other direction. This might mean being less aggressive, or less
committed to the big-balance-sheet strategy, or becoming more skillful
and diligent in managing their conflicts and fiduciary responsibilities.
They may also be constrained by the higher fiduciary standards men-
tioned in the preceding section.
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Repairing latent problems in the financial system is unlikely to be
addressed by regulators until some catastrophe occurs, after which (as
in the 1980s) it will be done in haste and at considerable public cost.
And, our confidence in a resurgent SEC, or new oversight boards to
reform the industries for which they are responsible, may be misplaced.
Regulators, operating as they must in the political arena, have rarely
stepped in to avert looming disasters. We believe that there are some
important things that regulators could do to utilize their powers more
effectively, but we know that it is difficult for them to do them. So, we
must rely first on an enhanced sense of market discipline to encourage
reforms that are needed. But, for market discipline to function as well
as it can, we need appropriate regulation and transparency to clean
out the conflicts of interest that have worked their way into the system
over many years.

To remove the conflicts first requires their recognition. As these
conflicts are better understood, they are likely to be less extensively
tolerated. For identification, we must look to the most unconflicted
parts of the system—independent research analysts, rating agencies,
financial journalists, and active investors—and listen to them when
they speak. As we understand the conflicts better, the market can react
to them, and its influence, once awakened, can be powerful. But we
have also suggested that important parts of the market itself have
become conflicted, and may not contribute meaningfully to the decon-
flicting process. To get as much support as possible, others have to
become involved—corporate directors overseeing their own futures,
directors of investment companies, and litigants of all sorts, who, de-
spite much criticism, persist in bringing landmark cases that catch the
attention of market forces and of the regulators themselves. The market
must follow its own self-interest, not the interests of it agents.

The future of governance lies more in getting the market forces back
to full potential than it does in regulatory reforms or in the politically
correct effort to impose standards of economic self-restraint on corpo-
rate directors, or to make them technically more independent or require
them to attend longer meetings of board committees. The essence of
governance in the modern economy that is dominated by vast capital
market operations is to use the market’s own forces to govern the
players. This is best done by addressing head-on the conflict of inter-
est issues that are this book’s principal theme. The conflicts are hurt-
ing the markets, and have given it a tilt that is potentially harmful. We
can resolve the tilt by insisting that key fiduciary responsibilities, al-
ready in place in our legal system, be taken as seriously as they deserve
to be.
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