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Preface

John G. Taft

CEO, RBC Wealth Management—U.S.

In the seven years since the world was plunged into chaos by the financial crisis of 2008–09, I have traveled extensively across the country: speaking at conferences and business schools; appearing on financial shows, from Bloomberg Surveillance to CNBC’s Squawk Box; writing Stewardship: Lessons Learned from the Lost Culture of Wall Street (Wiley, 2012); and posting blogs like “10 New Year’s Resolutions for Wall Street.” I was driven by my deep belief that there is no more important undertaking than to help build the foundation for what I call enlightened finance: finance in the service of society. Finance based on the core premise of stewardship. Finance as a means to greater ends, namely, making the world a better place.

The central idea of this book is that the financial services system has an opportunity to move past the damage of the past several years and become, in fact, an agent of positive social change. To stand for “goodness” rather than “badness” (as Judge Smails, of the cult movie classic Caddyshack, would say). To forge what the Economist’s Matthew Bishop terms “the road from ruin,” and to walk the path back to respectability, crawl out from underneath an increasingly suffocating pile of recent regulation and rule making.1 To contribute to constructive change at a time when most political leaders, and the system they serve, have all but abdicated their responsibilities.

So what needs to happen in order for finance to become a force for good in the world? A force for enhancing our collective standard of living? The answer is threefold: the financial industry must stop contributing to the extreme volatility in markets that periodically destabilizes the world economy. Next, financial market participants must foster and engage in a conversation about what outcomes society wants and needs from its economic system. Finally, we must work to realign the financial system so it supports the economic model that best achieves those outcomes.

In financial capitalism, which is the dominant socioeconomic construct in the world today, there exists a metaphorical contract between society and business. Call it the corporate social compact. This compact isn’t written down. It isn’t explicit or static. Instead, it evolves and morphs over time. The corporate social compact represents the public’s expectations of the role an individual business, industry or entire economic sector will play in society. In return for living up to those expectations, businesses are granted a “license to operate”—metaphorically and literally—to pay their employees and profit their owners.

What we witnessed in the financial sector over the past decade was, in essence, a wholesale breach of contract. We saw the financial services industry failing to live up to its end of the bargain. (“One more scandal and we’re going to end up like the tobacco industry,” a colleague accurately lamented to me.) Predictably, society’s reaction has been punitive. This punishment consists not only of investigations, fines and settlements equaling tens of billions of dollars, but also the most extensive new set of regulations ever promulgated for a single industry.

In the absence of what Warren Buffett calls an “inner scorecard,” society has imposed an “outer scorecard” on the financial system.2 No one yet knows what the cumulative effect of this punitive activity will be on financial firms, markets or the economy as a whole. But one thing is clear: Unless and until we can quantify that effect, the chances of achieving an optimal balance between economic growth and stability are remote.

What is also clear is that if the financial services industry wants to “stand for goodness”—if it wants to do a better job of delivering what society expects and needs—then asset management firms, consumer banks, investment banks, wealth management firms, mutual funds, insurance companies, hedge funds and private equity investors are going to have to do a much better job listening to, interpreting and understanding the needs of society—and then responsibly living up to the terms of the compact.

This is not a trivial undertaking, especially since not everything society wants is healthy—in the short or the long term. Also what society wants is changing, and will continue to change over time.

A Force for Good owes a considerable debt to the CFA Institute’s Future of Finance Initiative, a multiyear project that is working through the question of how financial market participants can act “for the ultimate benefit of society.”3 Those words were added a few years ago to the CFA Institute’s mission statement. I was invited by former CFA Institute president and CEO John Rogers to serve on the Future of Finance Initiative’s advisory committee. Through that assignment, and as a member of the board of directors of the Securities Industry and Financial Markets Association (SIFMA), I have been privileged to meet and interview many people who are passionate about forging a constructive future for finance. Several of them contributed chapters to this book. Some, like me, are or have been executives operating financial services firms. Others served as regulators. Still others come from academia. There is a Nobel laureate and even a politician (albeit a retired one).

This book is, in effect, an effort to pick their brains at a time when many of the quasi-axiomatic assumptions underlying modern capitalism are being called into question, which is prompting a parallel and far-reaching examination of how the financial system that supports capitalism will have to evolve.

What are some of those assumptions?


				
						Economic growth will continue at an average rate of 2 percent to 3 percent annually, as has been the case since the industrial revolution.

						Capital markets will generate nominal returns for patient investors of 7 percent to 8 percent (5 percent in real terms) over long periods of time.

						“Financial deepening” and the growth of the financial sector relative to GDP has been and will continue to be a net positive contributor to economic growth and to rising standards of living.

						Instability can be engineered away through increasingly sophisticated and complex regulatory structures.

						Resource inputs are infinite and negative side effects need not be explicitly accounted for.

						Faster is better.

				

As U.K. regulator Adair Turner suggests in “What Do Banks Do?,” “We need to ask fundamental questions about the optimal size and functions of the financial system and about its value within the economy, and about whether and under what conditions the financial system tends to generate economic growth or stability.”4

Each day on my way home from the office, I pass by the Walker Art Center, Minneapolis’s contemporary art museum. Stenciled on the Walker’s brick walls are these words from a work by conceptual artist Larry Weiner: “bits and pieces put together to present a semblance of a whole.” That’s what this book represents—a curated collection of bits and pieces that explores a number of common themes. Like these, for example:


				
						We in the financial services industry need to return to first principles, to articulate and remind ourselves of the purpose of finance.

						The post–financial crisis contract between society and finance expects finance to “serve a public utility function” and “have a fundamental and higher responsibility to serve the real economy.”5

						The age-old problem of conflicts between principals and agents persists today, and continues to lead to suboptimal outcomes in which the needs and goals of users of the financial system are sometimes undermined by the interests of participants in the financial system.

						We need to accept the possibility that low-growth or no-growth may be the nature of the economic landscape for decades to come. If so, lower-than-historical returns on investment portfolios may pose challenges to individuals and institutions of all kinds.

						We still have a long way to go when it comes to restoring trust in the integrity of financial firms, the authenticity of industry leaders and rebuilding confidence in financial markets.

						Short-term thinking and speculative activity needs to be replaced by long-term thinking and activity that benefits real players in real markets in the real world.

						While growth remains the key to improving social well-being, sustainable growth is replacing growth at all costs and leverage-driven growth as the ultimate goal of capitalism.

				

What makes this book different from the others in the postcrisis literature? These contributors were not asked to comment on what went wrong in 2008–09, but rather on what needs to be done in the future to adapt to tectonic shifts going on beneath the surface of capitalism. They explore how the goals of finance could be more closely aligned with those of society at large.

Here are just a few highlights of the game plan these all-stars have put into place.

Reframe and restate the covenant between society and finance

The financial crisis caused many to question the assumptions underpinning our system of financial capitalism. It’s a system where finance is “as much . . . an ordering principle in our lives as the rising and setting sun, the seasons and the tides” in the words of Robert J. Shiller, Sterling Professor of Economics at Yale University. But an intense international debate is raging about the role, benefits, costs and risks of finance, with no consensus yet emerging as to what society expects from our financial system. Until we can state these expectations clearly, and until there is some degree of consensus, efforts to give us the financial system we deserve are destined to fail.

Complete and simplify reform of financial regulatory infrastructure

Seven years after the financial crisis, we’re only two-thirds or so of the way through implementation of the Dodd-Frank Wall Street Reform and Consumer Protection Act, the principle legislative and regulatory response in the United States to the financial crisis. Much has been done to make the financial system safer, sounder and more secure, thanks mainly to requirements for more capital and less leverage on the balance sheets of major financial institutions.

But, as former Federal Deposit Insurance Corporation (FDIC) chair Sheila C. Bair writes, “many essential reforms remain incomplete and significant structural weaknesses remain” when it comes to mitigating the kind of systemic risk that nearly brought the global economy to its knees in 2008–09. While we try to squeeze risk out of regulated financial institutions, we need to be careful that we don’t squeeze it into unregulated institutions and into less transparent corners of the economy where imbalances and excesses could build up and catch us, once again, by surprise, as banking expert Karen Shaw Petrou explains.

Restore ethics, integrity and client focus to the financial services industry

Trust, the lifeblood of finance and of financial capitalism, was severely damaged by the financial crisis and, as PIMCO CEO Douglas M. Hodge points out, “once lost, financial trust—like any other kind of trust—is hard to restore.” Financial services organizations need to focus on their core purpose, which is to mediate between investors, who are sources of capital, and organizations that can productively deploy capital. The goal is to manage the risks inherent in that mediation so we boost the economy and enhance our collective standard of living.

Finance needs to deliver on what Charles D. Ellis, a highly regarded investment expert, calls “the iconic statement: ‘the needs of our clients always come first.’”

A return to fiduciary principles, as John C. Bogle has been urging throughout his career, is certainly part of the answer. But financial services providers need to move beyond a minimum legalistic standard to what 3ethos founder Donald B. Trone describes as the “intersection between leadership, stewardship and governance.”

For until we reconnect financial institutions to their mission and purpose—helping real clients achieve their goals and objectives—no amount of legislation or regulation or rule making will enable the financial system to be a consistent, stable provider of societal benefits.

Restore investor trust and confidence in financial markets

Along with trust in financial institutions, investor confidence in the fairness of financial markets was also damaged by the financial crisis. Michael Lewis’s incendiary allegation that “the markets are rigged” confirmed the worst fears of many individual investors, as have a litany of technology glitches like the 2010 “Flash Crash,” America’s debt-ceiling brinksmanship and the never-ending drumbeat of regulatory fines and enforcement actions against financial institutions. As long as investors don’t trust the financial markets, they will remain overallocated to the “safety” of cash while inflation eats away at zero percent returns. They will also shy away from providing the long-term patient equity capital on which, says former Securities and Exchange Commission chair Mary Schapiro, “the success of all nations depends.” As Roger L. Martin, former dean of the Rotman School of Management, puts it, finance needs to focus on the “real market” rather than the “expectations market.”

Correct unsustainable imbalances in fiscal and monetary policy

Just as human life exists within strict environmental parameters, financial capitalism can function constructively only within a relatively narrow range of fiscal and monetary conditions. We currently find ourselves way outside that range. How skillfully and smoothly we can unwind the enormous amounts of debt incurred by developed nations—euphemistically known as managing the exit—is the single biggest factor in whether developed economies grow and whether stock and bond markets deliver positive returns over the coming decades. As money manager Brian Walsh puts it, “We are living through a real-time experiment in central bank policy.” Eventually, and inevitably, it will come time to pay the piper—but how? And over what time period? At what cost to whom?

The stakes are enormous. Warns former U.S. Senator Judd Gregg: “Every generation in the history of our nation has passed on to the next generation a stronger and more prosperous country. We are on the verge of reversing this history.”

Restructure our retirement savings and housing finance systems

We all expect to accumulate enough savings to live on for the rest of our lives and be able to purchase housing on an affordable basis. Yet significant gaps remain between society’s expectations and the financial system’s ability to meet those expectations.

As BlackRock vice chairman Barbara G. Novick points out, the current patchwork quilt of retirement savings vehicles—Social Security, defined benefit pension plans and defined contribution vehicles (401(k) and 403(b) plans)—is woefully inadequate when it comes to fully funding the retirement liabilities of aging baby boomers. Financial firms will need to do a better job of educating savers and delivering product innovations to help individual retirees who are living longer than ever before in human history.

As for the U.S. system of housing finance, remarkably little serious work has yet been done to restructure the single most important contributor to the last financial crisis. Today, almost every new mortgage loan involves some kind of support and participation from the U.S. government. Private capital is not yet ready to support one of society’s most important policy objectives—access to affordable mortgages to support middle class housing—and won’t be until the housing finance system of the future is more clearly defined, writes Jeremy Diamond.

Usher in an era of long-term investing and “real” ownership

So-called short-termism is like an ever-present virus in the financial system that flares up whenever the system is subjected to stress or excesses. The Economist’s Matthew Bishop writes that “American capitalism remains hooked on superficial, short-term financial success rather than on building long-term, sustainable prosperity.”6

Three of our contributors—Dominic Barton, Mark Wiseman and John Rogers—write hopefully of signs that asset owners with long-term objectives—Rogers calls them “super-fiduciaries”—may be getting large enough and influential enough to start driving salutary changes through the financial system.

These “universal owners,” Rogers explains, “serve today’s and tomorrow’s generations, possibly in perpetuity.” They generate “income and returns” that “support human life and society” and have as their mandate long-term prosperity for their constituents.

Retool the financial system for sustainability

The ethical legitimacy of an economic system driven by growth without regard to the long-term costs to our life-sustaining ecosystem is being called into question by financiers like David Blood. Long-term efficiency and financial market stability are also at stake. Blood calls for a paradigm shift to Sustainable Capitalism: “While the present form of capitalism has proven its superiority, it is nevertheless abundantly clear that some of its manifestations do not incorporate sufficient regard for its impact on people and the planet.”

Some of the biggest flows of investment money are going today to strategies that reward responsible corporate behavior and enlightened environmental, social and governance practices. The financial system supporting Blood’s Sustainable Capitalism or John Fullerton’s “Regenerative Capitalism” will necessarily look a lot different than it looked throughout the post–World War II era of financial capitalism.

Evolve from responsible finance to enlightened finance

Few would argue with this 2012 assertion in Harvard Business Review: “In general, finance does serve a crucial economic purpose.”7 But it is a long way from there to Yale professor Shiller’s vision for a financial system that advances the goals of a “good society.” Given the complexity of the modern financial system, getting there will require that we return to the core principles in which finance should be grounded. It requires, as a first step, that we stop engaging in the irresponsible practices that contributed to the financial crisis. It requires, further, that we model the do-no-harm ethics and principles of responsible finance that Vikram Mansharamani describes in his closing essay. These include honesty and authenticity, respect for the priority of client interests, transparency around conflicts of interest and alignment between what clients want and the capabilities of the financial services providers.

But it will also require that we move beyond responsible finance to an even more elevated paradigm, which I call enlightened finance. In enlightened finance, the financial sector is engaged in a constructive partnership with society, helping intuit and deliver what society really wants. Today, this would appear to be a balance between economic growth and other considerations: more sustainable environmental impact; less income inequality; fewer destabilizing and less frequent financial crises; and reduced debt and entitlement burdens on our children and grandchildren.

On the pages that follow, these all-stars each contribute an intellectual flagstone on the path we must follow toward realizing the potential of enlightened finance as a consistent and positive force for social good.
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Introduction

John G. Taft

At the beginning of Charles Dickens’s classic A Christmas Carol, Ebenezer Scrooge’s deceased former business partner, Jacob Marley, appears before Scrooge as a ghost. Tortured by regret, dragging iron chains around the infinite wasteland of eternity, Marley bemoans his failure to contribute more to society during his life. He saw himself exclusively as a businessman, with no further obligations to humanity, when he was alive.

“You were always a good man of business, Jacob,” Scrooge responds lamely.

To which the ghost of Marley thunders, “Business?! . . . Mankind was my business! The common welfare was my business; charity, mercy, forbearance, and benevolence, were all my business! The dealings of my trade were but a drop of water in the comprehensive ocean of my business!”1

To paraphrase Dickens, there is no more important task than getting the business of finance right, right now. There’s no better time to step back from the “dealings” of markets and transactional “drops of water.” These drops represent trillions of interactions every day between financial services firms and their clients and their regulators. As stewards of other people’s money, we have no more important task than to articulate, to understand, to appreciate—and to respect—the “comprehensive ocean” of finance.

A necessary first step in making finance a force for good is to answer this question: To whom, and for what, is the modern financial institution responsible?

Is it anything less than “timely support for more prosperity,” as suggested by Stephen B. Young, CEO of the Caux Round Table, a nonprofit that promotes ethical business practices? Is it anything less than to “promote freedom, prosperity, equality, and economic security,” as Yale University economist Robert J. Shiller writes?

And once we have answered that question, how does finance better manage “the gap between society’s expectations of its behavior and its actual behavior,” which “dramatically affects it social legitimacy” in the words of contributors from the Center for Ethical Business Cultures (CEBC)?

The three essays by the authors in this section address different aspects of the corporate social contract (or compact). The CEBC shows how notions of corporate social responsibility have evolved for all types of American businesses. According to the CEBC, society has always had moral expectations of business, which apply no less to financial services than to anyone else. “Business must be both profitable and serve society,” they write. Society expresses its expectations in terms of law and regulations. But ultimately, principled and responsible behavior must come from within organizations—specifically from leadership, which sets the “tone at the top.” Leaders provide the “moral compass” that commits corporations to what General Mills CEO Ken Powell calls “doing the right thing.”

Focusing more narrowly on the financial sector, Young suggests that in a world where “good social contract terms depend on good performance,” financial intermediaries can improve the terms of their social contracts “by being good stewards of their customers’ money.” In an industry entrusted with other people’s money, stewardship should be not only a core value, but also the key to good performance.

For Young, financial intermediation is a kind of public service. But it is Shiller who articulates even more expansively a vision for what finance looks like in support of a good society. “Finance, suitably configured for the future, can be the strongest force for promoting the well-being and fulfillment of an expanding global population—for achieving the greater goals of the good of society,” Shiller writes. Further, he states, “At its broadest level, finance . . . is really creating the architecture for reaching a goal.”

“The goals served by finance originate within us,” Shiller explains. “They reflect our interests in careers, hopes for our families, ambitions for our businesses, aspirations for our culture and ideals for our society; finance in and of itself does not tell us what our goals should be. Finance does not embody a goal. Finance is not ‘just about making money’ per se. It is a ‘functional’ science in that it exists to support other goals—those of the society. The better aligned a society’s financial institutions are with its goals and ideals, the stronger and more successful the society will be.”

Better alignment between finance and the goals of society. That is the foundation upon which a more constructive future of finance must be built. In a world where financial capitalism remains the dominant socioeconomic model, finance must serve the goals of society. As Shiller describes, “financial institutions and financial variables are as much a source of direction and an ordering principle in our lives as the rising and setting sun, the seasons and the tides.”

Welcome to the comprehensive ocean of finance.






	


Chapter 1

Corporate Responsibility in America

Two Centuries of Evolution Ron James

President and CEO, Center for Ethical Business Cultures Kenneth E. Goodpaster Senior Academic Fellow, Center for Ethical Business Cultures Professor Emeritus, Opus College of Business, University of St. Thomas David H. Rodbourne

Vice President, Center for Ethical Business Cultures Rooted in the early nineteenth century, the corporation, as an idea and a legally constituted institution, has provoked continuous questions that challenge the purpose and role of business in American society. Among the most important is this: “To whom, and for what, is the modern corporation responsible?”1

This question elicits yet more questions. Is the sole purpose of the corporation to generate profits for its shareholders? Or does it have certain obligations to those who have—explicitly or implicitly—given it a license to operate? What are the consequences and future implications of a failure to live up to the expectations of those who have accepted, trusted, endorsed and supported business? Are there lessons to be learned from the past that may help future business leaders?

These questions framed the research for the landmark book produced by the Center for Ethical Business Cultures at the University of St. Thomas—Corporate Responsibility: The American Experience (hereafter CRAE).2 It explored the corporate form over 200 years of American history, charting the ever-shifting roles and responsibilities of business in society.

The invention and proliferation of the corporation was crucial to the rise of the American economy. “Corporations—capitalism’s dominant organizational form—are very efficient mechanisms for producing wealth, meeting consumer needs, and building industries that employ millions.”3 But with this power comes responsibility and accountability to others. Business operates not within a vacuum, but as a part of an interdependent set of systems that address societal needs. A business’s license to operate, or social contract, is highly dependent on how it participates in these systems.

Over two centuries the social contract with the economic or business system evolved in relation to two other systems: the political and the moral-cultural.4 (See figure 1.1.) Figure 1.1

[image: fig1_1.eps]

The Economic System: The system that brings together those with capital seeking to invest for a fair return, those seeking capital to build businesses that provide goods and services for a profit, and those who seek to consume the goods and services for a price. In economic life, corporations have three defining characteristics: They can raise large sums of money enabling them to meet societal and consumer needs; as limited liability entities, they can sell shares that permit investors to make investments that carry risk reward potential; and they can endure over an unlimited lifetime. Corporations also employ millions of individuals who, along with the corporations, pay taxes to sustain a way of life in the community.

The Political System: The system that represents the citizenry and governs by establishing laws, rules and regulations intended to serve the common good. In political life, corporations wield considerable power and influence, raising the question of whether they are used to further their own agendas or to participate in the democratic process of addressing societal needs. Numerous attempts have been made to curb corporate influence in the political process, generally falling short.

The Moral-Cultural System: The system that shapes society’s ethics, values and acceptable standards of behavior consisting of the family, formal education, media, religious traditions and nongovernmental organizations (NGOs). In our cultural lives, the corporation plays an important role through voluntarism and philanthropy. The corporation provides financial and human volunteer resources to increase the capacity of organizations that improve the quality of life in the local communities. Corporations also lend their business expertise to enhance the ability of social organizations to provide their services. Moreover, social organizations create jobs and pay wages, both of which contribute to local communities. Whether in the arts, education, health care, social services or other areas, corporations have been a positive contributor to the cultural landscape of the community. Their contributions include supporting communities through philanthropy and employee voluntarism, and treating the environment with the respect it deserves.

Within and across these three systems, corporations also engage in the marketplace of ideas, taking positions in debates over values and social arrangements, advocating for ideas about economic arrangements and structures, and articulating and defending ideas about appropriate legal frameworks to sustain a free enterprise economy. For two centuries corporations have worked to persuade Americans that capitalism as a system and the corporation as an institution deserve public support. Depending on corporate behavior, this message has been met with both receptivity and rejection.







	


Three Propositions

The book’s research supports three propositions that frame the evolution of corporate responsibility over the last two centuries: (1) businesses have encountered financial and moral expectations from society; (2) where moral expectations for corporate responsibility have not been met, society has imposed laws, regulations and nongovernmental guidelines, which may be necessary but never will be sufficient; and (3) corporate responsibility must derive from within business organizations, not from outside of them. Let’s examine each proposition a little more closely.

Proposition 1

Institutions making up the economic sector (corporations and smaller business entities) have all along encountered moral expectations in addition to financial expectations. Sometimes these moral expectations have been communicated through moral-cultural institutions in the public square (e.g., consumer movements, labor unions, churches and the media), and sometimes they have been communicated through laws and regulations (e.g., antitrust, civil rights and environmental protection). And while the scope of these moral expectations has been a matter of debate (minimal versus maximal), there is no question that in the American experience, an expectation of ethical responsiveness has gone hand in hand with an expectation of market responsiveness.5 Business institutions must never lose sight of their moral foundations.

Again and again, we have witnessed this pattern: appeals by citizens and civic associations in the public square for business leadership and accountability, and when those fail, appeals in legislatures and courtrooms for curbs on business behavior and punishment for past wrongdoing. Americans presume that the corporation, despite its preoccupations with efficiency, profitability and competitiveness, and despite its need to comply with governmental imperatives, can and should be responsive to individual rights and to the common good.6

Evolving Moral Expectations of Business Moral considerations have propelled many if not all of the challenges faced by business over the past 150 years. Battles about wage rates, working conditions, child labor, health and safety, unfair competition, fraudulent advertising, product safety, accountability to investors, corporate political power and environmental impacts were fired by moral indignation as well as the pure economics of any particular practice or activity. Very often these were not quiet intellectual debates, but rather social upheavals and violent confrontations. Some issues were crystallized for the public and for business by a catastrophic disaster such as the Triangle Shirtwaist Fire of 1911 and the Ludlow Massacre in 1914. (See box.) 
Evolving Moral Expectations of Business


					
							In the nineteenth century, we moved from frequent worker destitution and homelessness to the innovation of company towns, with the unintended consequence of lost civic autonomy and independence, and have since learned to lessen workers’ dependency on the corporation.

							In the wake of World War II, we grew from economic depression and material sacrifice to corporate innovation in goods and services, leading to prosperity and consumerism, but also to a culture of consumption. We are now attending to the need for sustainable economic growth.

							We moved in the mid-twentieth century from an absence of credit to the innovations associated with the liberal credit/debt policies of modern banking, with the unintended consequences of unrestrained credit, systemic risk and eventually a loss of trust in financial institutions, and we are now seeking to discern the appropriate use of credit/debt.

							Our innovative business system has led us from time-consuming transportation using horses and wagons to railroads and eventually to automobiles, aircraft and space technology, with unintended consequences relating to safety and pollution, and we now are reflecting upon the true costs and true benefits of all forms of transportation.

							That same innovative business system has led us from slow communication by “pony express” and telegraph to a high-tech Internet revolution, with its unintended side effects of too much information (and misinformation), and we are now examining ways to protect our privacy against identity theft and our communication systems against cyber threats.7

					


Alexis de Tocqueville’s 1835 observation about the proclivity of Americans to form groups and associations provides a clue to the voices that emerged early to push back against aspects of the economic system and business conduct. Abolitionists in the pre–Civil War period, labor unions in the second half of the nineteenth century, a National Consumers League founded in 1899, organizers of institutions like Hull House, politicians of various stripes, farmer-labor groups, religious groups and even business groups (e.g., the formation of the Better Business Bureau in 1912) are just a few examples in the more distant past. Echoes in the mid-twentieth century are the civil rights movement, the women’s movement, the consumer protection movement (recall Ralph Nader’s Unsafe at Any Speed) and the environmental movement (marked notably by the first Earth Day in 1970). Today we experience these voices and demands for change in the form of NGOs that address issues such as the environment, human rights, consumer protection and world peace.

Clarifying Corporate Responsibility Two centuries of change, conflict and debate have gradually led us to a better understanding of the expectations and responsibilities of business. Over that time the nomenclature associated with these ideas has shifted frequently. In 1916, J. M. Clark called for an “economics of responsibility.”8 Since then, others have called for business leaders to assume the role of stewards or trustees. Eventually, the language of “social responsibility” emerged, then “corporate social responsibility,” “business ethics,” “corporate citizenship,” “shared value” and “sustainability.” As discussed in CRAE, we use the phrase corporate responsibility as the umbrella term that captures the essential meaning across time.

The precise content of the term corporate responsibility has been difficult to pin down because circumstances and expectations have been in flux. Yet some aspects have become clearer over time. In his 2008 study, Alexander Dahlsrud identified these five dimensions of corporate responsibility:


				
						The environmental dimension, including the “natural environment,” “a cleaner environment,” “environmental stewardship” and “environmental concerns in business operations”;

						the social dimension, including “contribution to a better society,” the “relationship between business and society,” “integrating social concerns in business operations” and “considering the full scope of their impact on communities”;

						the economic dimension, including socioeconomic or financial “contribution to economic development,” including “preserving profitability,” CSR [corporate social responsibility] in a firm’s “business operations”;

						the stakeholder dimension, including firms’ “interactions with their stakeholder groups” or “how organizations interact with their employees, suppliers, customers and communities”; and

						the voluntariness dimension, including “actions not prescribed by law,” “based on ethical values” or actions “beyond legal requirements.”9

				

That these dimensions compose a broadly shared view is evident from the fact that they are reflected in a wide range of international and industry frameworks, among them: the UN Global Compact, ISO 26000 Guidelines on Corporate Social Responsibility, The Minnesota Principles, the Caux Round Table Principles for Business and numerous other norms and statements of principles developed over the past two decades.

Proposition 2

Compliance with laws, regulations and nongovernmental guidelines may be necessary but never will be sufficient for corporate responsibility. Rules are inevitably lagging indicators of responsible behavior. The Sarbanes-Oxley Act of 2002, the Dodd-Frank Act of 2010, the Sherman Antitrust Act of 1890 and the Securities Exchange Act of 1934 are significant pieces of legislation but were enacted subsequent to corporate scandals that most would argue should and would never have happened if businesses had been ethically responsible. “The corporation can and must develop an ethical response system, not just an economic and a legal response system.”10

Given the challenges to corporations indicated above, two things become clear:


				
						The sources of the challenges have in common that they represent forces external to the corporation, for example, forces emanating from either the political sector (legislation, regulation) or the moral-cultural sector (media and NGO pressures, union activities, technological changes), and

						They are insufficient, even if they might be necessary, for achieving corporate responsibility.

				

Many businesses seek to respond to society’s rising expectations. But they often fall short by placing their own economic interests ahead of the interests and rights of a broader set of stakeholders.

Debates about legitimacy provide important lessons for business executives and societal leaders of the twenty-first century as they discuss the role of business in society. There is an important tension between public expectations and corporate power. Sometimes this tension is resolved by economic market forces, other times by political forces. Sometimes it is resolved when business earns respect and public understanding because of how it treats its customers, employees, investors and other stakeholders. Societal expectations, given voice by various stakeholders, have had the effect (in the United States at least) of shifting the seat of corporate responsibility—the moral compass of the business—from outside to inside: It is, of course, one thing to say that since ethics is on the agenda of those with whom a company interacts, the company had better pay attention; it is quite another to say that ethics is on the company’s own agenda, part of the way that its management looks at the world. In both cases, attention is paid to ethics. But there is a difference in the way the attention is paid. In the first case, ethics is an environmental constraint that is only indirectly part of the decision-making process. In the second case, ethics is something that is brought to the environment. Making decisions that have ethical implications is not optional. What is optional is whether those ethical implications will be considered outside forces or made part of the internal decision process itself. It is the latter option that I believe management must undertake when I use the phrase “moral agenda.”11

Corporations can be a force for good because certain workplace or community practices are mandated by the law; because interest groups demand good behavior; or because competitive pressures lead to changes in behavior. All of these, however, represent external or systemic pressures, which can shift and change without much warning. In “The Rock,” T. S. Eliot writes that men frequently dream “of systems so perfect that no one will need to be good.”12 The only true guarantee of corporate responsibility is to internalize it.

Proposition 3

Finally, in view of propositions 1 and 2 above, corporate responsibility must ultimately derive from within business organizations, not from outside of them. It is to the principle-driven leadership and the governance of the modern corporation that we must look for responsibility. The moral character of the corporation is an “inside deal” as the Federal Sentencing Guidelines for Organizations (FSGO 1991, revised in 2004) make clear. In November of 2004, the revised FSGO introduced explicit new requirements calling (among other things) for corporate cultures that encourage ethical conduct, not simply observance of law. The business scandals of 2001 and 2002 had clearly indicated the prior influence of a firm’s ethical values on its compliance culture.

In the end, it is the tone at the top—leadership—that provides the internal moral compass of the corporation. Leaders of financial institutions must exhibit statesmanship—and lead with a vision beyond compliance. And they must collaborate with the public and the moral-cultural sectors when problems are present that call for multisector solutions.

Corporate Responsibility—from the Inside Out That progress has come with responsibilities is ably expressed by General Mills CEO Ken Powell in the foreword to CRAE: Shareholders, customers, employees and host communities today increasingly demand responsible, even enlightened, engagement that goes well beyond a corporation’s earnings of the last quarter. I believe this interest is driven by a yearning for principled behavior—for clear and strong values—in all American institutions including business. Stockholders still want to know about sales and earnings of course. But today they also want to know that a Corporation is committed to “doing the right thing” as we say at General Mills. They want to know how we treat our employees and how we are improving the health and safety of our products. They want to know our commitment to the sustainable use of resources in our products and about our engagement and support of the communities where we reside. They correctly see corporations as large and powerful institutions that should be engaged in the right behavior with respect to all of these issues. And they expect us to do the right thing all the time.13

Business leaders must answer three questions if they are to be a force for good—and if they hope to earn public trust, support and endorsement.14

First: “To whom is the corporation responsible?”15 We believe the answer lies within a complex array of stakeholders, including its customers, employees, suppliers, investors and communities. And while this list represents a set of primary stakeholders, there are others who share a vested interest in the decisions that lead to the outcome of the corporation’s success, including governments (local, national and international), NGOs, competitors, business partners and more. While addressing the interests of stakeholders certainly adds greater complexity, corporations can and must consider the implications of their decisions on those they impact. Sometimes these groups will have conflicting interests, and not everyone will have their needs addressed all the time. But they still need to be considered and the corporate response balanced.

Second: “For what is the modern corporation responsible?”16 At the most basic level, corporations must build and service high-quality products and services, create meaningful work with livable wages for their employees and ensure a fair return for their investors. Corporations must invest in the communities, especially where they do business, to aid in the quality of life. A side benefit occurs as this also helps to create an environment to attract and retain qualified workers. “Sustainability—conducting activities in ways that do not jeopardize the ability of future generations to meet their needs—is predicated on the [foundation] that no person or business has a right to irreparably destroy the Earth’s vital resources.”17

Third: “How is a company to meet its responsibilities?”18 Not only must a corporation know and establish a relationship with its stakeholders, it must establish a pattern of how it interacts with them. Corporate leadership must be focused on “honesty, disclosure and transparency.”19 Trust is built on a foundation of accountability and transparency.

When answering the questions of to whom, for what and how, it is important to remember that what gets measured receives attention, focus and management. In today’s world, business “must understand and measure [its impact] in three domains: economic, environmental and social . . . a triple bottom line”20 This triple bottom line measure provides a way for business to collect meaningful data and keep score on its progress. And it provides a meaningful way for business to communicate with its stakeholders.

Measures like triple bottom line reporting (reflected in frameworks like the Global Reporting Initiative, Sustainability Accounting Standards Board [SASB] and the International Integrated Reporting Council [IIRC]) have created ways for investors to better understand how businesses are addressing corporate responsibility to assist them in making informed investing choices. Indeed, a movement of socially responsible investors has attracted trillions of dollars of investment from pension funds, endowments and other funds from around the world. They are using their considerable assets to create leverage to encourage responsible corporate behavior.

Organizational Hurdles and Barriers The will and aspiration to lead with a high ethical standard faces substantial hurdles because of the way organizations and organizational cultures operate. Margaret Heffernan’s book Willful Blindness and research on the psychology of individuals and organizational dynamics underscore this point. Barriers to information sharing, complexity in large global organizations, conflicting incentives and compensation schemes, fear of retaliation, work overload, uncertainty about who has what responsibility in collaborative partnerships—all pose obstacles that require patient and discerning leadership.

Given the diverse stakeholders of the business, there is no single owner of corporate responsibility inside the corporation. Environmental health and safety managers are responsible for issues of sustainability, resource conservation and industrial health practices. Community relations managers address community development, philanthropy and local relationships. Human resources managers address the needs of the workforce, including compensation, benefits, equal opportunity and diversity. And consumer affairs, supplier relations and customer relations all provide a window into the interests and expectations of the company’s stakeholders.

But ultimately, it is the CEO and board that are responsible for setting the tone for corporate behavior, establishing the moral compass and ensuring corporate policies that responsibly address the needs of its stakeholders. This moral compass of the organization requires deliberate and thoughtful consideration; it must be institutionalized throughout the organization; and it has to be evident in its processes and systems.

Where Do We Go from Here?

So where do we go from here, and what are the implications for leaders of today and tomorrow?

Corporate responsibility has emerged as capitalism has evolved over the last 200 years. From individual freedom in the colonial period to worker solidarity in the industrial era to global responsibility in the twenty-first century, the debate in the public square has shaped the social legitimacy of the corporation.

The corporation’s ability to manage the gap between society’s expectations of its behavior and its actual behavior dramatically affects its social legitimacy. And when business falls short, the political arena and the moral-cultural arena often challenge its legitimacy and attempt to legislate responsible behavior. And while legislation is necessary, it alone is not sufficient. One cannot legislate integrity. It must come from inside the corporation. It requires leadership with the highest ethical standards.

Business can and must affect the perceptions of its behavior by the choices it makes. Herbert Simon, a renowned twentieth-century economist, points out that every business decision has a factual component and a values component. These values include honesty, integrity and respect for others. But since people are human, they often act unethically by lying, cheating, stealing or taking advantage of others. Every society wrestles with how to address unethical behavior through some combination of legislation, education and enforcement.

Business ethics has sought to play a role through education, from the personal level to the professional level to the organizational level. Ethical leadership is concerned with both what is being done and how it is being done. Leaders must focus their organizations on both means and ends by asking, What are we trying to do and how do our actions line up with our purpose and our values?

Business leaders are key to linking business ethics and corporate responsibility. A strong sense of purpose beyond creating economic value has to be addressed at the beginning, not the end, of business strategy. And business leaders now operate in what Peter Drucker called a world of “new realities.”21 Businesses today operate globally—with size no longer providing insulation from competitive threat. Disruptive technologies, customer preferences and social media all provide opportunities for new entrants to threaten established industries and corporations. “As with individual moral character, a corporation’s character takes shape by default when it is not given shape by design. It has become increasingly clear that, left unmanaged, the ethical aspects of corporate policy and practice take on a life of their own.”22

Likewise, public expectations of how a responsible corporation will act in such a world continue to change. The corporation is expected to safeguard and increase the value of the resources it has been entrusted with; to protect the environment, not to cover it with waste, and to respond proactively in the face of natural disasters striking communities at home and abroad (e.g., Hurricane Katrina, the 2004 tsunami in Indonesia, the earthquakes in Haiti in 2010 and Japan in 2011). Whether providing training for safe practices, fair and equitable compensation or attending to the privacy rights of the individual, business is expected in ever new ways to do the right thing in the right way. Business must be both profitable and serve society.





	


Chapter 2

A Better Social Contract for Financial Intermediaries

Stephen B. Young

Author of Moral Capitalism

At 6 a.m. on Wednesday, March 26, 2014, the phone rang in Michael Corbat’s hotel room in Seoul, Korea. It was bad news. An official from the Federal Reserve informed Citigroup’s chief executive that the Fed would not permit any increase in dividend payouts to the company’s owners.1 From Corbat’s vantage point, the news meant that he had failed in his principal fiduciary duty. Now he was unable to return certain company profits to the shareholders of Citigroup. From the shareholders’ vantage point, their company was burdened with a bad social contract. The public, as represented by the Fed, would not let Citigroup shareholders maximize profit from their investment in a private enterprise. Money earned by the company had to stay with the company.

In this case, Citigroup’s social contract was explicit. It had been set forth in federal government regulation—specifically, in the Dodd-Frank legislation designed to prevent a repeat of the 2008 financial market collapse. The terms of this social contract had been negotiated for Citigroup by its lobbyists, in tandem with lobbyists for other financial firms and their political allies. On the other side of the negotiating table were President Obama and his senior financial advisors, the Federal Reserve System’s board of governors, and congressional leaders. These public officials were society’s chosen representatives, standing in for society at large. Citigroup and other large financial firms held a weak hand in the negotiations. They had tanked the global economy by issuing subprime mortgage securities that performed poorly and other speculative investment contracts that depended on the repayment of such mortgage loans. Now the banks had to pay recompense to an angry and disappointed public.

That poor performance had destroyed the previous social contract enjoyed by the finance industry: a license with the Securities and Exchange Commission that allowed Citigroup to borrow money for speculative investing. Citigroup had determined that contract by negotiating with Congress and the Clinton administration in the 1990s for repeal of the Glass-Steagall Act, which ended the separation between traditional banking and riskier investment banking. The new Dodd-Frank rules imposed on Citigroup prevented Michael Corbat from doing his duty to shareholders because he was now obligated to keep enough capital on hand to withstand any losses that might follow a severe recession. Citigroup claimed it had capital levels of 10 percent, while Federal Reserve officials estimated the levels at only 7.2 percent.2 Corbat was unable to convince the Federal Reserve staff, so the government calculations prevailed. Citigroup didn’t have enough capital to increase its dividend payments to shareholders, and if it had gone ahead with the payments, it would have been in breach of its contract and out of business. Thus it had no choice but to submit to the public interest.

The lesson here is a simple one: good social contract terms depend on good performance. The better the performance, the better the terms. Financial intermediation, because of its fundamental importance to the economy, is more than a private business. It also has aspects of public service. With economic growth so dependent on financing, society cannot afford the risk of leaving financial intermediation entirely in the hands of those who may not share its larger goals and values. Society has therefore put a “lien” on financial companies, authorizing regulators to step into these private businesses when the need arises to protect society’s interests. This essay aims to clarify the specific terms of the license between society and financial intermediaries, concluding with a seven-point code of conduct for banks and other financial intermediaries.

Financial transactions have a dual nature. In one sense, they are private exchanges of value free from any social considerations. But they also must be evaluated by society to see if they contribute to the common good. In the language of economists, financial transactions come with many “externalities” that create public “goods” and public “bads.” Constructive externalities—the positive, direct and indirect consequences of a financial transaction—are assimilated to public goods, while harmful or negative externalities are associated with public bads. Obviously, society wants to have more of the goods and less of the bads. Requiring financial intermediaries to operate with a license seeks to promote the production of public goods, and the eschewing of public bads, on the part of financial intermediaries.

From this perspective, financial intermediation is scrutinized by two very different judges: private ones such as Citigroup that are themselves the financial intermediary, and public judges that stand apart from the transactions but have a keen interest in their consequences, such as the Federal Reserve.

These public judges are first the regulators—and if events turn more serious, the legislators—who exercise the police power of society. Not all regulation is designed to prevent public bads from following on financial intermediation. Much of it is enacted to promote the odds of public goods being achieved, such as low interest rates, easily available liquidity, soundly priced securities, the absence of asset bubbles and market crashes.

How can financial intermediaries improve the terms of their contracts? By being good stewards of their customers’ money. Good stewardship reduces the intensity and scope of negative externalities that might be caused by financial intermediaries. In addition, good stewardship practices enhance the reliability of financial contracts, drawing forth more investment from satisfied customers and expanding the volume of financial intermediation. Stewardship leads to more public goods and fewer public bads emerging from financial intermediation. In short, good stewardship practices can tip the balance of negotiating power away from regulators toward the private sector, leading to improved terms of the industry’s social contract.

But stewardship also promotes the best interests of private participants in financial transactions. Stewardship is a guarantor of prudence and long-term benefits.

Other People’s Money

Stewardship enhances the overall quality of financial intermediation because it confronts the Achilles’ heel of the industry, which is its dependence on the use of “other people’s money.”

Financial intermediation is different than ownership. Financial intermediaries are responsible for temporary transfers and repayments, while owners have the rights of private dominion. Financial transactions involve the transfer of the use of funds from owners to others for a fee. In financing the needs of others, the owner of the funds becomes dependent on the intermediary for wise use of the funds provided, avoidance of their loss and timely return of such funds with profit.

Even the purchase of an ownership interest in a business has a return of capital aspect. The investor may at some time in the future want to sell off his or her interest in the firm—for a profit or to avoid further loss. The intermediary stands on both sides of the financial transaction between the transferor and the transferee to provide reassurance that all will turn out as intended. The intermediary is placed in a position where the parties making the exchange of funds for promises of future performance depend on his or her skill and good judgment.

This functional role of the intermediary, and of the financial industry as a whole, involves dealing with other people’s money under conditions of trust and reliance if the parties are to reach agreement on the transfer of funds.

Adam Smith famously observed the potential for abuse of power with respect to other people’s money. He wrote in Wealth of Nations: “The directors [of joint stock companies], however, being the managers rather of other people’s money than of their own, it cannot be well expected, that they should watch over it with the same anxious vigilance with which the partners in a private co-partnery frequently watch over their own.”3

The antidote to such indifference on the part of those who manage other people’s money is a moral sense of responsibility. Smith described this sensibility as an inner conscience, or an “impartial spectator” capable of speaking to the self to bring to mind a context greater than mere self-interest.4 Smith propounded the idea that duty and obligation in contracts on the part of the promisor didn’t come from self-interest but from placing the promisee in a subordinate position of dependency on the promisor for attainment of the promisee’s self-interest. Smith’s linkage of duty to dependency is the same moral ambience binding a shepherd to his flock, and applies to all those who contract for financial performance. Those who manage the money of others are the shepherds and those who so consign their money are the flock, an idea that was invented well before Adam Smith.

The Ancient Origins of Stewardship Principles in Business Today

The ancestry of stewardship as a major instrument of social well-being is ancient. Adam Smith merely drew on old learning and practice. A very early source that has resonated over the centuries in Judeo-Christian practices was the Code of Hammurabi. King Hammurabi of Babylon (1792–1750 BC) asserted that his right to issue laws or “the rules of righteousness” arose from a duty to “destroy the wicked and evildoers” and promote the welfare of those under his sway and “further the well-being of mankind.”5

A more familiar work is the Bible, which influenced our understanding of stewardship. In the Old Testament, the book of Samuel notes that the elders of the tribes of Israel refused to follow the sons of Samuel for they had “turned aside after lucre.”6 In the New Testament, Jesus teaches that the door to the Kingdom of Heaven was open to those who considered the interests of their neighbors. This call to “love thy neighbor as thyself” leads directly to good stewardship practices and contributes to making decisions that benefit the self and others.

Later John Calvin made service and ministry the road to overcome sinful alienation from God. By directing the self to service, the Christian could draw near to God’s will and hope to receive God’s grace for a life well lived.7 In 1630, Puritan leader John Winthrop used Calvin’s ideas to found the city of Boston. Winthrop’s covenantal theology was that the Puritans had entered into a stewardship arrangement with the Lord to do his work on earth loyally or suffer his wrath. Winthrop wrote, “Thus stands the cause between God and us. We are entered into covenant with Him for this work. We have taken out a commission. The Lord hath given us leave to draw our own articles. . . . He ratified this covenant and sealed our commission, and will expect a strict performance of the articles contained in it.”8 Calvin’s theology thus laid the foundation for the Protestant ethic that gave birth to capitalism.9

Independent of Judeo-Christian law, Roman law provided for various forms of stewardship responsibilities. One who held property as security—other people’s money, so to speak—to protect a creditor was a fiducia.10 The action was a contractual transfer of ownership of a thing to the creditor, who then acted as custodian or trustee of the property so transferred.11 Roman citizens could pledge themselves to faithful observance of a covenant by saying “Spondeo,” or “I so assume to do,” to make themselves sureties for an obligation.12 Calvinism and Roman fiduciary legalities merged in English common law and constitutional practice. The principle that public office was a public trust was acknowledged by John Locke in his Second Treatise on Civil Government, which shaped the American Declaration of Independence and the U.S. Constitution.

English common law conceptions of stewardship as legal obligation have descended into modern commercial and corporate law in the law of agency, partners, trustees and corporate officers, including members of boards of directors. Fiduciary duties imposed by law to prevent abuse of power by one in a position of trust and responsibility include a duty of loyalty to those dependent on the management of the trust and a duty to those same persons to take due care in the management of their interests. The fiduciary standard in law is to avoid both selfish expropriation of opportunity and malfeasance in decision making.

So the idea that society holds powerful private financial intermediaries responsible for producing public goods and reducing public bads is not new. Standards of fiduciary conduct should not be seen as illogical or objectionable. These principles go back to ancient times and are the pillars upholding both capitalism and Western civilization.

What Society Wants from Financial Intermediaries

Society grants licenses to financial institutions to intermediate financial transactions. The contract terms pertain to the side effects, or externalities, that flow from such business. Given that capitalism systematically creates wealth, society’s motivation is to make capitalism possible.

The good that society desires from financial intermediation is timely support for more prosperity. As Smith said, “All industry is employed, and has and will be to the end of the world, in increasing and multiplying the objects of human desire; that is, goods and money: goods as the end and money as the means.”13 Society’s expectation of finance is to create and sustain many different kinds of inducements to industry to make goods and services and thus create jobs. Financial intermediaries stand between the seller, or maker of the good or service, and the buyer. They have a dual role: they assist producers and sellers who bring goods and services to market, and they ensure that buyers have ready money to purchase what they need and desire.

Like any customer seeking satisfaction, society wants good value for money. It will provide a favorable license in exchange for excellent service.

Society looks upon financial intermediation as a government office, a position with independent authority created to achieve certain ends. The holder of any office is not the owner with the benefits and powers that come with the position, but a servant. As a servant, their responsibility is to share power and put the needs of others first, described by author Robert Greenleaf as “servant leadership.”14

Financial intermediaries broker and arrange the contracts for the exchange of rights to use funds. Society needs them to broker and arrange funds in the appropriate amounts for enterprises to thrive. The social contract with financial intermediaries is a simple one in concept: freedom to arrange financing in return for sustained wealth creation that promotes sufficient social welfare for society’s stakeholders.

What Society Wants from Financial Intermediaries


				
						To attract funds from investors for investing and credit

						To invest those funds on good terms

						To accurately calculate risks and returns

						To invest wisely and profitably

						To maintain consistent prices of funds and avoid pricing volatility

						To prudently estimate the value of financial assets

				

Society expects financial intermediaries to make available more liquidity than there is cash money in circulation. To permit economic growth, society wants to optimize its ability to pay for investments on the one hand and for purchases on the other. Thus financial intermediaries coordinate arrangements for future sharing of wealth made possible by current investments and transactions. As the economy grows, more funds become available—we say that the money supply expands. Current promises to share in the distribution of such future wealth will entice present owners of funds to part with them now. The basic financial contract, therefore, is the present transfer of funds in exchange for contract rights that provide for future payments.

Financial intermediaries thus find themselves caught between another pair of opposing interests: those who have ready money now, and those who don’t but who are willing to hire it for a time. Financial intermediaries stand between those with money seeking to invest it and those seeking funds, and endeavor to connect the two.

Accordingly, the social contract responsibilities of intermediaries are, on the one hand, to place funds on good terms, and, on the other, to attract funds from investors. Society expects that the funds will be placed, first of all, on such terms as will convince the owners of wealth to trust care of their money to others and, second, on such terms as will bring about a net increase in wealth. Fortunately, the second expectation makes the first possible. If funds are not put to work wisely and profitably, there is no likelihood that the private expectations of investors can be met. Thus, financial intermediation—when well managed—simultaneously satisfies both social and private expectations. Society gets its wealth creation, and private investors get their profits.

Intermediaries collect funds and place them well by prudently calculating the risks of success and the probable rewards. The intellectually rigorous calculations of risks and returns are central to the disciplines of bank lending, investment banking, securities analysis, asset management and wealth management advising. When such calculations are sound, financial intermediaries hit their key performance indicators: funds for investment and extensions of credit. A separate term in society’s contract with financial intermediaries applies to the quality of such risk/return calculations.

Now, in addition to mere success in raising funds and putting them to work, society has additional expectations as to the scope and quality of such intermediation. Wealth creation benefits from low volatility in the price of funds. When funds are too expensive, investment falls, and conversely, when the price is too low, funds are not forthcoming and investment also falls. Cheaply priced funds, usually the result of an oversupply, risk causing the value of assets to rise in the short term, only to collapse in the future. Thus, the supply of liquidity should be neither too much nor too little. Society prefers that both inflation and deflation be avoided.

Further, society benefits when financial intermediaries prudently estimate the value of financial assets. Misleading or stupid valuations, especially unsustainably high ones, lead to losses for investors and less economic activity. Unreasonably low valuations deter investors from consigning their wealth to other people’s management. Unreasonable prospects of high valuation draw forth investment, but only to see the funds poorly used or squandered.

Good stewards are well aware of the dangers inherent in extremes of pricing and valuations. They have internalized standards of prudent foresight. By avoiding the highs and the lows, such stewardship aligns with society’s basic expectations of financial services.






	


Sources of Misalignment

Financial intermediaries are not always aligned with society’s expectations of their contract performance. They have their own private expectations that motivate and guide their decision making. While society expects financial intermediaries to hold “office,” the intermediaries themselves may not see their role in such a light. They may much prefer to see themselves as “owners” of opportunities to profit.

In short, society expects the common good to be served, while the financial intermediary is actually acting in self-interest. Instead of Adam Smith’s ideal of an “invisible hand” coordinating self-interested actions to create positive results for many, the model is self-aggrandizement at the expense of others, or Social Darwinism.

Experience has shown that there can be serious misalignment between what society expects from financial intermediation and what the financial sector delivers to society. This misalignment results directly from the self-serving negligence that can arise in dealing with other people’s money. Whenever norms and circumstances permit excessive deference to self-interest in financial intermediation, this misalignment grows, sometimes even to the point of causing the industry to break its contract with society. The contract can then only be repaired through a process of realignment. The realignment occurs through a return to stewardship norms and practices.

The 2008 Breach of Contract

Three developments led to the financial industry’s shift away from good stewardship and breach of contract that caused the 2008 collapse of global credit markets. They were: the emergence of “quants” in decision making; the conversion of investment banking firms into publicly traded corporations; and speculation as a major source of revenue for the industry.

Beware of Quants Bearing Gifts

First, the emergence of quants who predicted price movements in trading markets for financial contracts changed the dynamic of financial intermediation. The mathematical skills of quants created opportunities to profit from short-term speculation while sidelining long-term business realities. This use of statistical algorithms to determine much more accurately than ever before the regression of efficient market prices to an assumed norm was thought to have eliminated much of the risk in trading. With risk conceptually eliminated—but not so in real life, as it turned out—returns were thought to be much more certain. Such certainty drew forth increased systemic allocation of funds to trading, which raised the prices of financial instruments traded.

The use of computers in trading, especially high-frequency trading, permitted millions of trades to be directed by algorithms so that small profits per trade could be aggregated into large profits over time. This technology further encouraged the shift of financial intermediation to speculative trading.

Speculation is at odds with society’s contract with finance. Society seeks new wealth creation, while speculation merely moves money from one pocket to another. Economist John Maynard Keynes was serious when he compared stock markets to casinos. And the origin of trading algorithms lies in statisticians who tried to write probability equations that would beat the house in Las Vegas casinos. When investors borrow funds in order to speculate, there will be winners and losers. The losers can suffer heavy losses that often force them into financial distress. From society’s point of view, this is a bad outcome. Such investing on margin was a primary cause of the collapse of the New York Stock Exchange in 1929.

Renters, Not Owners

Second, the reorganization of most investment banks from partnerships into publicly traded corporations made a big difference. Now financial intermediaries were no longer protecting their own money, but were working with other people’s money. Financial houses borrowed money to trade with and exposed themselves to collapse if the market prices of those assets lost value.

Investor psychology changes when one turns from seeking long-term value appreciation to short-term profit taking. An owner’s prudence becomes a renter’s more casual mind-set of not worrying about the future. They become trendy consumers rather than real investors. Investors with funds to put into financial markets bought and sold financial contracts largely to profit from market price movements, which added volatility to prices. As Keynes trenchantly noted in his General Theory of the economy, trading in financial contracts exposes traders to the myopia of herd behavior.15 They come to follow the herd and thus fail to look beyond immediate herd concerns in order to place their bets on price movements.






	


Speculative Trading

When speculative desperation takes over pricing, the prudence demanded by society evaporates, and pricing and valuation fail to protect continued wealth creation. Importantly, the nature of many investment products made and sold by financial intermediaries, and the nature of the clients seeking funds, contributes to destabilization of markets under conditions of speculation.

Starting with the Tulip Mania of 1627 in Holland, financial markets breach the terms of their social contracts by overcharging now for a contractual right to future returns. Financial instruments are legal contracts, not goods or services. They are abstractions—promises to pay in the future, whether in stocks, bonds, warrants, debentures, shares of mutual funds, limited partnerships or shares in packages of loans such as collateralized debt obligations.

As such, the marginal cost of issuing more of them is very low. Only a promise is needed, formalized in a legal contract enforceable in court. Naked promises can be had on the cheap. The marginal cost of new contracts does not reflect the increasing risk that comes with selling into an asset bubble. The new contracts are mispriced because they do not compensate for a rising risk of future loss.

To add insult to injury, when the issuers of contract rights sell off their interest in future payments for an up-front fee, they have little incentive to be prudent in the creation of sound contracts or to keep the probable valuation of the rights stable as promised. Not only do the architects of such contracts fail to put their own money at risk, they are playing exclusively with other people’s money and leave the last one who bought the contract holding the bag.

When such negligent issuance of contract rights builds into an asset bubble, as it did with subprime mortgages starting in 2004, financial intermediation turns into a game of musical chairs: when the music stops, someone is destined not to have a chair to sit on. This sudden inability to sit securely leads to economic loss and a breach of society’s expectations.

Perhaps the best illustration of the imprudence of financial intermediation leading up to the 2008 collapse of credit markets came from Citigroup CEO Chuck Prince: “As long as the music is playing, you’ve got to get up and dance.”16

Trading for speculative purposes wounds stewardship practices in another way as well. Trades, especially when they are executed in nanoseconds by computers, are not relationships where long-term consequences between the parties matter. In a trade, one party leaves with the item purchased and the other with the money. Traders lend themselves to the morality of “take the money and run” and “caveat emptor.” They are one-off transactions, mostly with unknown buyers or sellers. In the language of game theory, they are “noniterative” games that maximize zero-sum calculations of self-advantage. They are mechanical and not personal and so cannot draw forth from participants any moral sense of concern for the other party. In the formulation of Martin Buber, they submerge “I/Thou” relationships beneath instrumental “I/It” exploitations and fears.17

Conclusion: Restoring the Social Contract

Leadership arises from values and principles. The following code of conduct sets forth a template for good leadership by banks and other financial intermediaries.






	


Suggested Code of Conduct


				
						Mission: Our mission is to provide liquidity to empower economic growth and prosperity on reasonable terms that are commensurate with the risk we assumed. We recognize that the social well-being of society depends on the quality of our services.

						Standard of Due Care: As stewards for both those who provide capital and those who use capital, we will be prudent and diligent in our valuations, providing sustainable liquidity support and reasonable returns commensurate with the risk we assumed for our customers. Our duty is to provide effective risk management for the benefit of our stakeholders. As part of this standard of due care we will be knowledgeable about what constitutes best business practice and will instruct our managers to accept nothing less than the most thoughtful and responsible practices.

						Compensation: We seek no more than a level of profit commensurate with the value we create for our customers. We will compensate our employees appropriately in line with common best practices in our society and generously commensurate with their successful implementation of this Code of Conduct.

						Duty of Loyalty: As stewards and trusted intermediaries, we will avoid conflicts of interest with our customers, we will place their interests above our own and we will require our employees to faithfully execute these responsibilities. We will safeguard customer information, and we will not misuse information for our own advantage.

						Criminal and Illicit Activities: We will not tolerate or facilitate any criminal or illicit activity or knowingly engage in any violation of laws and regulations.

						Stakeholders, Communities and the Natural Environment: We acknowledge our ability to enhance the well-being of all of our stakeholders, the communities in which we do business and the natural environment supporting those communities—both domestic and global. Acting in good faith, we will not knowingly bring harm to any of these. We will act transparently, according to our best judgment, to maintain a balanced and sustainable approach to promoting the well-being of those stakeholders, communities and natural environments.

						Governance and the Public Trust: We will adhere to best practices of governance to ensure maximum material transparency, fairness and honesty in our communications and prudential accountability to our stakeholders.

				

Financial intermediaries can indeed mend their ways, restore good stewardship practices and realign their industry with society’s expectations of service for the common good. All that is required is leadership from the top.






	


Chapter 3

Finance and the Good Society

Robert J. Shiller

Economist, Yale University

What are we to make of the phrase finance and the good society? To some readers, this may seem an incongruous coupling of concepts. The word finance is commonly thought of as the science and practice of wealth management—of enlarging portfolios, managing their risks and tax liabilities, ensuring that the rich grow richer. The phrase good society is a term used by generations of philosophers, historians and economists to describe the kind of society in which we should aspire to live; it is usually understood as an egalitarian society, one in which all people respect and appreciate each other. So at first glance finance, at least as commonly understood, seems to be working against the achievement of the good society.

But it is not so simple. Finance has become ever more associated with capitalism. Since the Industrial Revolution, intellectuals have focused their often-heated debates about the good society on issues related to capitalism, including the system of markets, private property, legal rules and class relations. These institutions and issues have increasingly come to define modern society throughout the world. After democracy, few ideas have been as pervasive and contentious in defining the good society as capitalism.

Debates about capitalism and the good society, from Karl Marx’s incendiary criticisms in the nineteenth century through Milton Friedman’s spirited defenses of free markets in the twentieth, have tended to center on industrial capitalism: the system of production, banking and trade that shaped modern society up through the end of World War II. But the past several decades have witnessed the rise of financial capitalism: a system in which finance, once the handmaiden of industry, has taken the lead as the engine driving capitalism. Much ink has been spilled over the purely economic aspects of financial capitalism. I too have contributed to this discussion, in my scholarly writings on market volatility and in books such as Irrational Exuberance. The recent financial crisis has called forth questions not only about the system’s parts but also about financial capitalism as a whole. This crisis, dubbed by Carmen Reinhart and Kenneth Rogoff as the “Second Great Contraction”—a period of weakened economies around the world starting in 2007 but continuing for years after, mirroring the Great Contraction that followed the financial crisis of 1929—has led to angry rejections of the value of financial capitalism.1

Given this experience, many wonder: What is the role of finance in the good society? How can finance, as a science, a practice and a source of economic innovation, be used to advance the goals of the good society? How can finance promote freedom, prosperity, equality and economic security? How can we democratize finance so it works better for all of us?

What’s in a Phrase? Financial Capitalism Evolving

The term financial capitalism developed negative connotations as soon as it first became popular in the 1930s with the publication of George W. Edwards’s The Evolution of Finance Capitalism.2 Edwards saw a conspiracy of large financial institutions, with J. P. Morgan at the lead. He called it the Pax Morgana. During the Great Depression critics and much of the public at large blamed the financial system for their plight; they viewed the system as almost feudal, with financiers replacing the lords.

The term has recently been revived, and again it is used with hostility. President Nicolas Sarkozy of France has said, “Purely financial capitalism has perverted the logic of capitalism. Financial capitalism is a system of irresponsibility and is . . . amoral. It is a system where the logic of the market excuses everything.”3

Tony Blair, former British prime minister, speaking of the severe financial crisis that began in 2007, remarked, “What is plain is that the financial system has altered its fundamentals, and can never be the same again. What is needed is radical action to deal with the fallout of the crisis.”4

Grigory Yavlinsky wrote the 500 Days Program of 1990, which outlined the Russian transition to a free market economy, and was promoted to deputy prime minister to implement it. He began to express similar doubts after the crisis. In his 2011 book Realeconomik, in a section entitled “Structural Shift: From Industrial Capitalism to Financial Capitalism,” he noted that “the fundamental structural shifts [are] directly related to a gradual slackening of moral constraints in developed countries. Structural shifts like these follow very fast growth of the financial sector and services directly related to it.”5

While critics are correct in some of their indictments, the changes that must be made, rather than having the effect of constraining the innovative power of financial capitalism, should instead broaden its scope. We will make little progress if we simply condemn financial capitalism as a system of irresponsibility. But we have the potential to support the greater goals of good societies—prosperous and free societies in the industrialized as well as the developing world—if we expand, correct and realign finance.

The Inexorable Spread of Financial Capitalism

At this time, we still well remember the severe financial crisis of 2007–09. We still tend to associate finance with the problems like those revealed by that crisis, such as the mortgage and debt hangovers in the United States and Europe, and with the legal and regulatory errors that preceded these events. But we should not lose sight of the bigger picture. The more important story is the proliferation and transformation of successful financial ideas. Financial innovations emanating from Amsterdam, London and New York are developing further in Buenos Aires, Dubai and Tokyo.

The socialist market economy, with its increasingly advanced financial structures, was introduced to China in 1978 by Deng Xiaoping, who adapted to the Chinese environment the examples of other highly successful Chinese-speaking cities: Hong Kong, Singapore and Taipei. The economic liberalization of India, which allowed freer application of modern finance, was inaugurated in 1991 under Prime Minister P. V. Narasimha Rao by his finance minister (later prime minister) Manmohan Singh, who was educated in economics at Nuffield College, University of Oxford. The voucher privatization system introduced to Russia in 1992–94 under Prime Minister Boris Yeltsin by his minister Anatoly Chubais—which followed a modification of the Yavlinsky plan—was a deliberate and aggressive strategy to transform Russia’s economy. The intent was not simply to match the rest of the world in the degree to which finance permeated the daily lives of the Russian people, but to have Russia rank first in the world in public ownership of capital.

Such sudden integrations of sophisticated financial structures, originally designed in more financially advanced countries, were not achieved entirely smoothly in these countries, and there was a degree of anger about the inequality of benefits that accrued to some as opportunists amassed great wealth quickly during the transitions. But China, India and Russia have seen a flourishing of financial sophistication and amazingly high economic growth rates. And it is not just these countries. According to International Monetary Fund data, the entire emerging world—including the Commonwealth of Independent States, the entire Middle East, sub-Saharan Africa and Latin America—has proved able to generate annual gross domestic product growth of over 6 percent during the past decade, when not compromised by world financial crises.6

In addition, a host of international agreements have created institutions that work for the betterment of humankind using sophisticated financial tools. The World Bank, founded in 1944 and today expanded into the massive World Bank Group, has engraved on its headquarters in Washington, D.C., the motto “Working for a World Free of Poverty.” The World Bank was only the first of the multilateral development banks: the African Development Bank, the Asian Development Bank, the European Bank for Reconstruction and Development, the Inter-American Development Bank Group and many others.

Modern financial institutions are pervasive throughout the world today. Moreover, it is not just stocks or bonds that represent financial markets. One might not at first consider the price of agricultural commodities as relevant to a discussion of financial instruments, but the prices that they fetch on futures exchanges are entirely analogous to prices in the stock and bond markets. Wheat and rice markets are financial markets too, in the sense that they engage in similar activities and rely on comparable technical apparatus, and they are similar in their fluctuations and their impact on the economy. The fact that the very lives of low-income people around the world depend on food prices in some of these markets only underscores the significance of our financial institutions—and the importance of getting these institutions right.






	


Financial Capitalism Comes of Age

We do indeed live in the age of financial capitalism. We should not regret that. Regulations and restrictions can and should be placed on financial institutions to help them function in the best interests of society, but the underlying logic and power of these institutions remain central to their role. Financial institutions and financial variables are as much a source of direction and an ordering principle in our lives as the rising and setting sun, the seasons and the tides.

Indeed, there appears to be no viable alternative. We never hear talk of nonfinancial capitalism as a model—although one could use such a term to refer to a market economy with poorly developed financial institutions, as we still see today in some poorer regions of the world. As much as we might like to criticize finance, no one seems to view these alternatives as suitable models for anyone’s future.

Our task, both in the financial sector and in civil society, is to help people find meaning and a larger social purpose in the economic system. This is no small feat, with all the seemingly absurd concentrations of wealth the system brings about, the often-bewildering complexity of its structures and the games—often unsatisfying and unpleasant—it forces people to play.

Definitions matter, and so how we define financial capitalism will help us develop a working theory of this most important force. It should set a norm for how finance works and what leaders within business, the public sector and civil society must do to harness emerging developments within the field of finance to support the goals of a robust and prosperous economy, to curb its excesses, to smooth its volatility and to consider how finance can be brought to bear to address the needs of advanced and developing economies alike.

Toward a Working Theory of Financial Capitalism

At its broadest level, finance is the science of goal architecture—of the structuring of the economic arrangements necessary to achieve a set of goals and of the stewardship of the assets needed for that achievement. The goals may be those of households, small businesses, corporations, civic institutions, governments and society itself. Once an objective has been specified—such as payment for a college education, a couple’s comfortable retirement, the opening of a restaurant, the addition of a new wing on a hospital, the creation of a social security system or a trip to the moon—the parties involved need the right financial tools, and often expert guidance, to help achieve the goal. In this sense, finance is analogous to engineering.

It is a curious and generally overlooked fact that the very word finance actually derives from a classical Latin term for goal. The dictionary tells us the word derives from the classical Latin word finis, which is usually translated as “end” or “completion.” One dictionary notes that finis developed into the word finance since one aspect of finance is the completion, or repayment, of debts. But it is convenient for our purposes to recall that finis, even in ancient times, had two meanings, both “termination” and “goal,” as does the modern English word end, and we might assume that it is the second of the two meanings that is relevant to the etymology of the word finance.

Most people define finance more narrowly. Yet financing an activity really is creating the architecture for reaching a goal—and providing stewardship to protect and preserve the assets needed for the achievement and maintenance of that goal.

The goals served by finance originate within us. They reflect our interests in careers, hopes for our families, ambitions for our businesses, aspirations for our culture and ideals for our society; finance in and of itself does not tell us what the goals should be. Finance does not embody a goal. Finance is not “just about making money” per se. It is a “functional” science in that it exists to support other goals—those of the society. The better aligned a society’s financial institutions are with its goals and ideals, the stronger and more successful the society will be. If its mechanisms fail, finance has the power to subvert such goals, as it did in the subprime mortgage market of the past decade. But if it is functioning properly, it has a unique potential to promote great levels of prosperity.

The attainment of significant goals and the stewardship of the assets needed for their achievement almost always require the cooperation of many people. Those people have to pool their information appropriately. They must ensure that everyone’s incentives are aligned. Imagine the development of a new laboratory, the funding of a medical research project, the building of a new university or the construction of a new city subway system. Finance provides structure to these and other enterprises and institutions throughout society. If finance succeeds for all of us, it helps to build a good society. The better we understand this point, the better we will grasp the need for ongoing financial innovation.






	


What Finance Does

Economists and finance professionals tend to define and discuss finance in narrower terms than those we’ve been employing here. Much research in academic finance is focused on short-term trading strategies and results, and on the related topic of risk management. In its canonical form, academic finance is the science of designing optimal portfolios of investments. Day-to-day activities on Wall Street likewise tend to be concentrated on highly specified activities. But this is only part of what finance really involves.

An essential part of what finance professionals actually do is deal making—the structuring of projects, enterprises and systems, large and small—an activity that brings convergence to individuals’ often-divergent goals. Financial arrangements—including the structuring of payments, loans, collateral, shares, incentive options and exit strategies—are just the surface elements of these deals. Deal making means facilitating arrangements that will motivate real actions by real people—and often by very large groups of people. Most of us can achieve little of lasting value without the cooperation of others. Even the archetypal solitary poet requires financing to practice her or his art: an income to live on, publishers, printers, arrangers of public readings, the construction of suitable halls for public readings—there is a hidden financial architecture behind all of this.

All parties to an agreement have to want to embrace the goal, do the work and accept the risks; they also have to believe that others involved in the deal will actually work productively toward the common goal and do all the things that the best information suggests should be done. Finance provides the incentive structure necessary to tailor these activities and secure these goals.

In addition, finance involves discovery of the world and its opportunities, which ties it in to information technology. Whenever there is trading, there is price discovery—that is, the opportunity to learn the market value of whatever is being traded. This in turn involves the revelation of people’s feelings and motivations, and of the opportunities that exist among groups of people, which may in turn make even more ambitious goals possible.

Along with being the science that structures the achievement of goals, finance embodies a vital technology. As such, it has demonstrated continuous progress over the centuries, from the beginnings of money lending in the ancient world through the development of modern mortgage markets as well as the legal and regulatory structures necessary to sustain these innovations. And it will continue to progress. Finance, suitably configured for the future, can be the strongest force for promoting the well-being and fulfillment of an expanding global population—for achieving the greater goals of the good society.






	


Finance Meets the Good Society

The real cure for the problem that Marx addressed lies not in destroying the capitalist system but in improving and democratizing it, and improving it means serving the greater goals of the good society. That has always been the best response, to the dismay of radicals.

The essential challenge for leaders to contemplate in coming to terms with the future of finance is to understand that it can be used to help broaden prosperity across an increasingly wide range of social classes and that its products can be made easier for people to use and can be better integrated into the economy as a whole.

On the first point, there is nothing in financial theory that specifies that control of capital should be confined to a few “fat cats.” Think of the broadly democratic proliferation of insurance, mortgages and pensions—all basic financial innovations—in underwriting the prosperity of millions of people in the past century. Further perfecting financial institutions and instruments through innovations large and small will enable society to enlarge the scope of this prosperity and reverse the growing trend toward social inequality.

Regarding the second point, designing financial institutions around real human quirks will make it easier for people to adapt financial innovations to their lives and for the financial system as a whole to function more smoothly. This means that psychologists have to be on the financial team, and we must also take account of the revolution in behavioral economics and behavioral finance that has occurred in the past few decades.7 It means that we must smooth the rough edges off our financial system—those aspects that can cause trouble when people make mistakes. It means that people have to be told the truth about the financial contracts into which they enter, and about the ways in which those contracts could be hurtful in the future, so that they can take full account of their emotions and wants before they sign a contract.

If we extrapolate historical trends, it will be possible to further extend the scope and range of financial capitalism and render Marx’s criticism—the fundamental basis for his vision of the communist extreme—forever obsolete. Accomplishing this goal will require a degree of government intervention, but not intervention that would frustrate market solutions. Government’s task in this endeavor is to provide a clear set of rules for the game, one that protects consumers and promotes the public interest while enabling the players to compete in doing what they do best: delivering better products and services. A real challenge in this regard is that these rules must have an international dimension, as today’s financial markets are both global in reach and instantaneous in effect.

Finance: An Essential Social Institution

I realize that critics think that preparing students for careers in finance merely exacerbates a trend toward greater economic travail for the many. Certainly some who work in finance or related fields often reap great material rewards for their efforts, while others earn far less. Modern society is, indeed, on a trend toward higher levels of economic inequality,8 and contributing to that trend has been the tendency to reward especially well some of those who go into activities that relate to finance, while those who make their livings primarily in other sectors of the economy, including most of the middle class and the poor, lose ground. The government bailouts of well-to-do bankers have redoubled public concerns about inequality.

But finance should not be viewed as inherently or exclusively elitist or as an engine of economic injustice. Finance, despite its flaws and excesses, is a force that potentially can help us create a better, more prosperous and more equitable society. In fact, finance has been central to the rise of prosperous market economies in the modern age—indeed, this rise would be unimaginable without it. Beyond headlines incriminating bankers and financiers as self-aggrandizing perpetrators of economic dislocation and suffering, finance remains an essential social institution, a necessity for managing the risks that enable society to transform creative impulses into vital products and services, from improved surgical protocols to advanced manufacturing technologies to sophisticated scientific research enterprises to efficient public welfare systems.

The connections between financial institutions and individual people are fundamental for society. Clarifying the terms of these connections and establishing a proper context for implementing and enhancing them is a critical subject.

It seems a paradox that the very financial system that is the facilitator of some of our greatest achievements can also implode and create such a disaster. Yet the best way for society to proceed is not to restrain financial innovation but instead to release it. Such an approach can reduce the impact of such disasters and at the same time democratize finance.

The financial crisis reminds us that innovation has to be accomplished in a way that supports the stewardship of society’s assets. And the best way to do this is to build good moral behavior into the culture of Wall Street through the creation and observance of best practices in its various professions—CEOs, traders, accountants, investment bankers, lawyers, philanthropists.

When Adam Smith wrote his classic The Wealth of Nations in 1776, a book long acclaimed as marking the beginning of modern economics, the pressing economic issue for thinkers and critics of the day was tariffs.9 Private interests lobbied governments to put their interests ahead of public interests and push tariffs up so high as to make it impossible for lower-cost foreign producers to compete. But Adam Smith and other economists who followed him were successful in clarifying the importance of trade for the widespread wealth of nations. Since Adam Smith, lobbyists for special interests have found it much harder to push up tariffs, and trade is substantially free today—a vital institution in creating the remarkable growth and widespread prosperity we have seen since the revolutions of the eighteenth century.

Following a time of severe financial crisis, the point of contention among thinkers and critics is not trade but finance itself. Hostility runs high toward societal institutions that are even tangentially associated in people’s minds with finance. This hostility is reminiscent of the public state of mind during the last major world financial crisis—the Great Depression after 1929—which led ultimately to a degree of unrest that shut down much of the world economy and contributed to the tensions that led to World War II.

Hostility among the general public generated by the crisis may have the unfortunate effect of inhibiting financial progress. Ironically, better financial instruments, not less activity in finance, are what we need to reduce the probability of financial crises in the future. There is a high level of public anger about the perceived unfairness of the amounts of money people in finance have been earning, and this anger inhibits innovation: anything new is viewed with suspicion. The political climate may well stifle innovation and prevent financial capitalism from progressing in ways that could benefit all citizens.






	


Financial Innovation Offers Hope

To be sure, financial innovation is still percolating, at a slow and conservative level. Socially productive financial innovations could be moving rapidly, given the information revolution and with so many more countries experimenting with different economic structures and competing in the world marketplace. In coming decades we could see rapid development in the breadth of financial contracts, with extensions in the scope of markets, for the purpose of safeguarding our fundamental economic assets. Innovations could include the implementation of new and better safeguards against economic depression, including the proliferation of new kinds of insurance contracts to allow people to be more adventuresome in their lives without fear of economic catastrophe. We could also see innovative measures developed to curtail the rising plague of economic inequality that threatens to create serious social problems in our society.

What I want most for my students—near and far, young and old—to know is that finance truly has the potential to offer hope for a more fair and just world, and that their energy and intelligence are needed to help serve this goal.

 






	


Part II

Completing Financial Regulatory Reform






	


Introduction

John G. Taft

[A]n intense debate is underway internationally about the role of finance.

—Andrew Haldane et al., “What Is the Contribution of the Financial Sector: Miracle or Mirage?”

Are regulations striking the right balance between safety and profitability?

—Economist, May 2012

Years after the financial crisis of 2008–09, the task of rewriting the rules of the road for finance remains at or near the top of the policy agenda for most developed nations. This reform effort is unparalleled in our lifetimes in terms of its scope, complexity, global reach and the sheer number of organizations and people involved. And it is a long way from being completed.

The goal of reform efforts is not to eliminate instability in the financial system. No regulatory regime can eliminate that, and trying to do so can often cause more harm than good. Instead, the appropriate goal is to strike the right balance between social stability, the profitability of financial firms and economic growth.

Just how well we strike this balance between too much and too little regulation will have enormous long-term consequences for society. Yet remarkably, we are flying blind when it comes to really knowing whether current regulations are already choking off economic growth, or if we still need more regulation to prevent future crises.

The contributors to this part, Sheila C. Bair, Ricardo R. Delfin and Karen Shaw Petrou, are three of the most knowledgeable, respected and engaged experts on financial regulatory reform in the world today. After guiding the Federal Deposit Insurance Corporation (FDIC) through the financial crisis, Bair became the inaugural chair of the Systemic Risk Council, an independent joint venture between the CFA Institute and the Pew Charitable Trusts. Delfin served as executive director of the Council.

Karen Shaw Petrou was once described by American Banker as “the sharpest mind analyzing banking policy today, maybe ever.” She was also praised by New York Times columnist Joe Nocera for coining the phrase complexity risk to capture the challenge financial institutions face when navigating through the new regulatory landscape, a topic Bair and Delfin address in their essay as well.

Bair and Delfin suggest that major gaps still exist in the regulatory fabric, gaps that need to be addressed if we are to prevent the systemic meltdown we experienced in 2008–09. “Many essential reforms remain incomplete and significant structural weaknesses remain,” they write.

Their analysis matters because, notwithstanding the regulatory progress we’ve made, systemic risk may be greater today than in the past. In a world where financial institutions are more interconnected, more interdependent, where their operations reach into every corner of the world, the ripple effects from problems at any one firm, any one country or any one sector of the economy can spread much more quickly and cause much more damage than ever before. As author Nassim Nicholas Taleb points out in Antifragile: Things That Gain from Disorder, the more complex a system, the more likely it is to break.

Petrou focuses on what’s going on in the world of nonregulated financial firms. It’s a world in which nonbanks such as hedge funds, private equity firms, business development companies and real estate investment trusts are increasingly engaging in practices such as asset-based commercial lending, from which more stringently regulated banks have withdrawn. This so-called shadow banking can be good for the economy, but unless regulatory agencies monitor, track and correct excesses in nonregulated firms, they can in fact become the next source of systemic risk, as the firm Long-Term Capital proved to be in the late 1990s. “It makes no sense to regulate the living daylights out of big banks and leave nonbanks just as they were. Many firms . . . are becoming ever more embedded in the fabric of financial intermediation,” she writes.






	


Chapter 4

The Progress, Pitfalls and Persistent Challenges of Recent Financial Regulatory Reform

Sheila C. Bair

Former Federal Deposit Insurance Corporation Chair

Ricardo R. Delfin

Former Executive Director, Systemic Risk Council

Though the U.S. financial regulatory structure is stronger than it was before the 2008 financial crisis, many essential reforms remain incomplete and significant structural weaknesses remain. Several of these ongoing weaknesses, including the problems of “too big to fail,” money market mutual funds and mortgage securitization, played a central role in that crisis. Other potential risks, such as those posed by clearinghouses for derivatives transactions, may now be even larger. Our hope is that regulators will continue their progress and take the steps necessary to address obvious structural weaknesses before the next crisis. A number of these structural weaknesses are identified in this piece, along with some potential solutions.

The Dodd-Frank Act

The 2010 Dodd-Frank Act (DFA) was a landmark law designed to dramatically update our financial regulatory framework to address weaknesses identified during the financial crisis, including too big to fail, mortgage securitization and the regulation of over-the-counter derivatives. It also established a new “macroprudential” regulatory regime, designed to identify and address potential systemic risks before they develop into financial crises. Though wide-ranging, the law did not establish many bright-line prohibitions. Instead it provided regulators with substantial new authority and discretion in implementing its goals. Thus far, progress has been steady, but also slow and often unnecessarily complex. Many key reforms remain outstanding.






	


Too Big to Fail

The financial crisis—and the need for unprecedented government support and individual company bailouts—highlighted the problems of too big to fail and the moral hazard for markets going forward. Having seen the market disruptions caused by the failure and potential failure of megafinancials and the ensuing government bailouts in 2008, markets may be more willing to lend to these firms, believing that governments cannot allow them to fail. This moral hazard can create funding advantages for these firms, fueling more size and risk. DFA included a number of reforms to address and reduce this problem, including the establishment of an enhanced prudential regime, living wills and fallback resolution authority that provides clear authority for the Federal Deposit Insurance Corporation (FDIC) to resolve potentially systemic large, complex financial institutions without taxpayer bailouts. Though DFA provided important tools for ending too big to fail, it remains to be seen if regulators will implement the strong policies necessary to achieve the statute’s goals.

Financial Stability Oversight Council. One macroprudential reform was the establishment of the Financial Stability Oversight Council (FSOC), an interagency body made up of the heads of the federal financial regulatory agencies, state regulatory representatives, an independent insurance representative and the head of the new Office of Financial Research. The FSOC is tasked with identifying potentially systemic risks and nonbank financial institutions whose failure could threaten financial stability, as well as sharing information among regulators and reporting to Congress on risks and potential reforms.

The FSOC is a significant improvement over the ad hoc President’s Working Group on Financial Markets that preceded it. That organization met infrequently and, while it lacked regulatory authority, occasionally undermined needed reforms rather than supporting them. The FSOC is a structural improvement. It meets regularly to discuss risks and market events and provides more detailed information to the Congress and the public about the financial sector.

Though an improvement, the FSOC has not yet achieved its full potential. Some weakness is the by-product of statutory constraints. For example, the FSOC is generally limited to making “recommendations” to functional regulators for dealing with risks—it cannot simply raise standards itself. Accordingly, even when the FSOC identifies a systemic risk such as money market funds, it cannot take action and address that risk directly. Instead, it must rely on the relevant functional regulator, in this case the Securities and Exchange Commission (SEC), to take action. If functional regulators are unwilling or unable to take the necessary action, the risk can continue and grow unabated.

Other limitations, however, are self-inflicted. Though the FSOC now has identified a few nonbank financial firms, such as insurance companies, for enhanced prudential supervision by the Federal Reserve Board, the pace of designations has been slow, and the nature of these new requirements remains undefined. In addition, though the FSOC has taken some action to highlight the ongoing risks posed by money market mutual funds, it has been less vocal on other systemic issues, such as too big to fail.

Orderly Liquidation Authority and Bankruptcy. DFA also established a new resolution regime to provide for the orderly liquidation of large, complex financial institutions. Rather than policy makers having to again choose between financial catastrophe or bailouts as they did in 2008, the statute allows the FDIC to put a potentially systemic financial firm into receivership, to manage its failure and sell it off in parts or ultimately recapitalize it with private funds. While the existence of this process is a significant step toward enabling an orderly failure of a large, complex institution, important reforms for effective implementation remain outstanding.

To truly end too big to fail, large, complex financial institutions must be able to fail like all other firms, in bankruptcy and without causing systemic risk or requiring government support. (For insured banks, the FDIC has its own bankruptcy-like process that has proven to be highly effective in dealing with traditional banks that it insures.) To its credit, DFA recognizes this and requires that large firms submit living wills that show they can credibly fail, in bankruptcy, and it gives regulators the authority to order breakups or activities restrictions if firms cannot. While large firms have submitted living wills, there is little evidence firms have made the changes needed so they can fail in bankruptcy without causing systemic risk. We have urged regulators to address these risks and provide greater transparency to markets about the credibility of living wills and the feasibility of winding down institutions in bankruptcy.

Given the continued doubts that bankruptcy is a credible option for the largest firms, DFA’s orderly liquidation process will likely be the tool used to resolve a failing systemic firm in the near term. However, without additional regulatory measures, companies, investors and counterparties have real incentives to try to game the orderly liquidation process. As currently envisioned, the FDIC would use a “Single-Point of Entry Process”1 to resolve large firms—in effect—allocating losses to the holding company while permitting the firm’s subsidiaries to function normally. This approach could help reduce the difficulties associated with resolving these firms’ highly complex corporate structures. But it also provides an incentive for firms (and their counterparties) to fund the firm through its likely “protected” operating company subsidiaries, rather than through the likely “loss-absorbing” holding company. Former Fed chair Ben Bernanke, current Fed chair Janet Yellen, Fed governor Daniel Tarullo and FDIC chair Marty Gruenberg have publicly discussed the need to require potentially systemic firms to have sufficient loss-absorbing capacity at the holding company, but such a rule has not yet been implemented.

Designations and Enhanced Prudential Regulation. To help understand and reduce the potential systemic risks posed by large complex financial institutions before their failure, DFA requires that the Federal Reserve Board (FRB) establish an “Enhanced Prudential Regime” for bank holding companies with greater than $50 billion in assets and for nonbank financial firms designated by the FSOC.2 This regime would help address a key shortcoming that existed before the financial crisis, when a host of nonbank financial firms, like Lehman Brothers and AIG, grew in size and complexity without a mandatory or effective consolidated oversight regime. This new construct could help avoid similar outcomes, but thus far, the FSOC has been slow to designate nonbanks for heightened oversight by the Federal Reserve, and the Federal Reserve has not yet promulgated its enhanced prudential rules for such firms.

Derivatives and Clearinghouses. Another significant structural improvement was DFA’s new authority for the Commodity Futures Trading Commission (CFTC) and the SEC to regulate over-the-counter derivatives, or “swaps.” Prior to the crisis, swaps were largely outside the regulatory framework and created a web of interconnections and potential for sudden, cascading losses, as epitomized by AIG. By bringing these transactions under the regulatory umbrella, DFA improved transparency, pricing and basic risk management requirements such as capital and margin requirements. Further, by requiring that certain swaps be “cleared” through central clearing parties, DFA could also help reduce interconnections and counterparty risk.

The growth of clearinghouses, however, increases the potential for systemic risk from these institutions. This risk may have been exacerbated by DFA’s creation of a separate, and weaker, regulatory regime for clearinghouses when compared to the other designated nonbank financial institutions discussed above. Rather than designating and subjecting these firms to the stronger enhanced prudential standards, DFA creates a separate regime for these firms (called “designated financial market utilities”), and allows them to operate with a weaker FRB backstop oversight. In addition, unlike the nonbank Systemically Important Financial Institution (SIFI) regime, which provides no benefits for being large and systemic, the Designated Financial Market Utility designation provides potential for FRB support otherwise not available. This not only creates an incentive for certain types of firms to become large and complex, but the possibility of potential support could embolden these for-profit entities to reduce risk management and increase risk thresholds.






	


Mortgage Securitization

Problems and perverse incentives in mortgage finance, particularly in the securitization of private-label, mortgage-backed securities, played an outsized role in the crisis. Traditionally, mortgages were made by lenders who held onto and serviced the loan and had a strong incentive to ensure that borrowers had the ability and incentive to repay. This lender risk resulted in strong underwriting processes, high down payments and good loan performance.

The years prior to the crisis, however, saw the rise of securitization, a process whereby mortgages were originated by one entity and quickly sold through a chain that ended in a mortgage-backed security sold to investors. This “originate to distribute” model had a host of different incentives that resulted in more complex products, weaker underwriting standards and higher leverage. In addition to providing minimum loan origination standards and improving consumer protection efforts, DFA sought to align incentives in the mortgage securitization process by requiring “risk retention.”

Under the DFA, regulators were tasked with establishing rules requiring mortgage securitizers to retain a portion of risk in the loans they securitize. This “eat your own cooking” requirement would give them “skin in the game” regarding mortgages they sell. While the regulator’s initial proposal was strong, industry and consumer group opposition led regulators to repropose a dramatically weaker approach, which would largely gut the risk-retention requirement and leave many of the same perverse incentives that contributed to the crisis.

Initial strong risk retention efforts were also tied to improved securitization disclosures proposed by the SEC. Unfortunately, years later, important parts of those rules remain stalled.

Other Challenges and Risks

Though DFA provides significant authority to federal agencies to address risks and problems, it established few bright lines. As a result, regulators face a difficult rule-writing dynamic for agencies trying to balance many competing interests with a broad regulatory mandate.

One unintended consequence of this regulatory dynamic is massive, vague and unnecessarily complex rules. Regulators, facing difficult trade-offs and tremendous industry opposition, have issued a number of highly complex rules that are almost unintelligible. This complexity not only raises costs for institutions, but it also undermines effective oversight and accountability by both regulators and bank boards.

Another related outcome is the risk of regulatory micromanagement. Hypercomplex rules empower regulators and a small group of specialists. When the purpose of rules is lost in complexity, a culture of “compliance” and bureaucratic box-checking can take the place of thoughtful oversight and effective management. A better approach would be for financial regulators to establish strong, simple rules that are easy to understand, follow and enforce. Though such rules may be more difficult for regulators to promulgate, politically (as industry, the public and Congress would be better positioned to challenge the particulars) the long-term benefits of clear and understandable rules, for bank governance as well as regulatory accountability, are overwhelming.






	


Global Capital Regime

There is broad consensus that the pervasive use of excessive leverage—that is, the use of borrowed money instead of shareholder equity—by large financial firms to fund their risky loans and investments was a key driver of the crisis. Yet more than five years after the failure of Lehman Brothers, only incremental progress has been made in strengthening the capital position of large financial firms. A study by the Center for Financial Stability indicates that most large banking organizations have improved their capital ratios by 1 to 2 percent, with much of the increase being attributable to acquisition activity, not regulatory action.3

Regulators have also made improvements in the global capital regime for large complex financial institutions, but they have not been fully implemented. Moreover, existing capital regimes continue to rely on hypercomplex regulatory capital frameworks with an overreliance on internal modeling. Prior to the crisis, these approaches not only failed to appropriately measure risk, they provided a host of perverse incentives that contributed to the crisis. Though some progress has been made, more substantial reforms are required.

In the United States, banking regulators have taken a variety of steps to improve loss absorbency and resolvability. For example, U.S. regulators are implementing a supplemental leverage ratio for the large U.S. financial institutions. This approach would work in tandem with the existing risk-based framework, providing an important buttress. While this is a very good step, the levels proposed remain relatively low. (They would bring about $90 billion of much-needed additional capital into the banking system. In addition, a 2011 agreement by the Basel Committee to impose capital “surcharges” on the world’s largest financial institutions has not yet even been proposed in the United States.)4

Since the crisis, it appears that large U.S. financial institutions have incrementally deleveraged—on a risk-based capital basis, but, in terms of pure size and leverage, these institutions remain quite large and levered. Given weaknesses in risk-based capital frameworks generally—and the problems and perverse incentives associated with internal risk-based models in particular—obvious risks remain.

Basel III. International regulators have also made improvements in response to weaknesses identified in the financial crisis, including establishing an international leverage regime to reduce the capital advantages for large institutions and improve liquidity and countercyclical buffers. Challenges remain, however, particularly involving leverage and resolvability. Slow progress in these areas leaves the financial system exposed to destabilizing failures and the moral hazard associated with too-big-to-fail policies. To more effectively address these risks, U.S. and foreign regulators should strengthen and finalize supplemental leverage requirement and capital surcharges on potentially systemic institutions, eliminate reliance on internal models for establishing regulatory capital and address the remaining challenges associated with cross-border resolutions.






	


Money Market Mutual Funds

Money market mutual funds remain a serious threat to financial stability. Because of their unique pricing structure (the “stable NAV,” or net asset value), money market funds have a structural weakness that makes them susceptible to destabilizing runs. This threat revealed itself during the financial crisis at a most inopportune time—when the Reserve Primary Fund “broke the buck” and triggered a massive run on money market funds that shut down the short-term lending markets and resulted in an unprecedented taxpayer guarantee. Though the SEC made modest changes in 2010 and some structural changes in 2014, the reforms are not yet effective and do not fully address the structural risks in these instruments. The SEC’s primary structural reform (the “floating NAV”) only applies to a subset of money funds and its secondary reform (so-called gates and fees) could make run dynamics worse. The SEC should address the stable NAV head-on and require that all money market fund prices “float” like other mutual funds.

Reliance on Short-Term Funding

The stable NAV in money market funds contributes to instability in other ways as well. By permitting the stable NAV, the SEC’s rules (known as 2a-7) provide an incentive for investors to put their money in assets that are 2a-7 eligible, relative to other types of assets. This increases availability of this type of short-term funding relative to other types of short-term funding or even longer-term funding. Given the better pricing, borrowers, such as banks and broker-dealers, have an incentive to use this funding source over more stable, long-term funding.

Short-term funding is often cheaper for borrowers when markets are stable, but reliance can prove catastrophic during a crisis, when money market funds can pull back en masse to avoid breaking the buck or because of a run. In such cases, this previously plentiful—and subsidized—short-term funding evaporates, and many large institutions can find themselves, all at the same time, needing new sources of funding.

Though regulators have discussed taking steps to reduce this reliance, few reforms have been implemented.






	


Market Regulators

While DFA provided substantial new authority to the SEC and the CFTC, it did not provide these institutions with a reliable funding source. Though other financial regulators are “self-funded” by their activities and assessments, the SEC and CFTC must rely on the congressional appropriations process for funding. Too often this uncertain, and highly political, process leaves these two agencies underfunded and unable to make long-term strategic plans that could improve their abilities to police the markets and achieve their missions.

These risks are particularly acute now that the agencies have expanded missions over financial products and activities with significant systemic importance. Through robust market-based regulation and enforcement, these agencies can play an essential role in market functioning and appropriate risk mitigation—reducing the pressure on our macroprudential framework. Unfortunately, however, funding constraints undermine the agencies’ ability to perform some of the vital duties required. This raises pressure on the FSOC and the Federal Reserve to try to find ways to monitor and address the risks that cannot be addressed by the functional regulator. The best solution would be for Congress to allow these agencies to self-fund, as is the case with the other federal financial regulators, so that the agencies can fulfill their vital missions.

The reforms enacted since the 2008 financial crisis have significantly improved the financial regulatory framework, but substantial work remains with regard to risks that were revealed during the financial crisis. Dodd-Frank empowered regulators with substantial authority to address these issues. Now the challenge remains to deliver.


SHEILA BAIR’S TO-DO LIST


					
							The Financial Stability Oversight Council: Can identify systemic risks and make recommendations to other agencies, but cannot directly address risks.

							Orderly Liquidation Authority and Bankruptcy: Companies, investors and counterparties have real incentives to game the bankruptcy/orderly liquidation process, and the initial living wills have not yet credibly shown that companies can fail in bankruptcy.

							Designations and Enhanced Prudential Regulation: FSOC has been slow to designate nonbanks, and the Fed has not yet promulgated its enhanced rules for nonbanks.

							Derivatives and Clearinghouses: Designating these financial utilities with only light regulations and potentially giving them support from the Fed may actually be encouraging risk taking.

							Mortgage Securitization: The “originate to distribute” model prevails, and securitizers still don’t have to eat their own cooking. Further, securitization market disclosure remains weak.

							Complex Rules: Some rules are almost unintelligible and there are massive numbers of them, raising costs and undermining their effectiveness. Strong, simple rules are essential.

							Capital Positions of Large Firms: Leverage rules are improving, but many institutions still remain just as large and leveraged. Capital requirements continue to rely on hypercomplex regulatory frameworks and internal risk models.

							Money Market Mutual Funds: They remain a serious threat to financial stability, and the SEC’s proposed fixes are inadequate. All money market fund prices should float like other mutual funds.

							Overreliance on Short-Term Funding: Can dry up in a crisis, contributing to instability.

							SEC, CFTC Are Resource-Strapped: Despite expansion of their missions under Dodd-Frank, both rely on Congress for funding. Should be self-funding like other federal financial regulators.

					







	


Chapter 5

Big Banks Aren’t the Only Problem






	


Karen Shaw Petrou

Managing Partner, Federal Financial Analytics

While small banks are often seen as bastions of their communities, big banks are loathed. Big banks, many say, have broken an inviolable social contract that once gave them special advantages. In return for their monopoly charters and the protection of Federal Deposit Insurance Corporation (FDIC) insurance for their depositors, big banks were expected to support economic growth and resist the temptation of more profitable activities that might harm society as a whole. Is the contract really broken? If so, are still more punitive rules for big banks needed?

Not only are more rules not needed, piling more and more rules on big banks will only lead to unintended and often-perverse consequences. The most damaging is that encumbering banks actually empowers “shadow” entities. These private equity firms, hedge funds and asset managers become ever more critical to financial intermediation, without even a suggestion of a social contract or tough rules to constrain their short-term profit maximization. Even though nonbanks are in the same business lines as banks, and even though they have far less capital and fewer controls than banks, they are often unregulated. In fact, their customer, market and systemic risk profiles could be the same or even higher than those of a big bank. But since these do not have a bank charter, they fall outside the regulations, including the Dodd-Frank reforms.

To resolve this double standard, a robust regulatory framework should be activity based, not charter based. That is, current and emerging financial activities should be understood for the roles they play in financial intermediation and the risks they pose to general financial stability or vulnerable individuals. Regardless of charter, an institution offering a high-impact/high-risk activity should be highly regulated; one outside this sphere can be less regulated or even unregulated. All institutions dealing with vulnerable customers should be comparably regulated, since customers don’t much care if it’s a bank or nonbank that costs them their home or livelihood. The Fed already has the regulatory power to make this happen.

Since the 2008 crisis, consensus has been firmly established on the need for tough rules for the biggest banks. Reasonable people can argue over whether the new rulebook is tough enough, or if big banks remain “too big to fail.” However, there’s little question that the postcrisis rulebook may well convert the largest companies into financial utilities. This poses many risks to the biggest banks—profit first among them—but it also presents a policy challenge few have yet recognized, let alone addressed: although many nonbanks caused the crisis alongside their big-bank brethren, few prudential rules yet govern them. And the pace at which nonbanks enter what was once traditional banking has only increased since 2008.

If bankers are neither more nor less inherently evil than nonbankers—an assumption history strongly supports—then it makes no sense to regulate the living daylights out of big banks and leave nonbanks just as they were. Many firms, including technology pioneers not usually considered financial ventures (such as Google and PayPal), are becoming ever more embedded in the fabric of financial intermediation. Regulation by charter—one set of rules for banks, another or even none at all for nonbanks—must quickly be replaced by regulation by function so that risks to financial stability or vulnerable citizens are averted no matter where they emerge.






	


How Banking Went Bad

In the wake of the Great Depression of the 1930s, the U.S. government made a very hard decision about the structure of financial market regulation. It segregated certain activities—most notably gathering deposits from the general public—into monopoly franchises (insured depositories) that received this unique status. In exchange, banks accepted rules that limited where they could be located and the financial risks they could take. The Federal Deposit Insurance Act, along with the Glass-Steagall Act and many other laws, carved finance into distinct activities housed in wholly separate charters subject to very different rules.

This charter-regulatory framework remained almost unchanged until the mid-1980s. It started breaking down when bank holding companies (BHCs) began to offer brokerage services. Meanwhile, nonbanks from Sears Roebuck to Merrill Lynch acquired “nonbank banks”—that is, carefully structured insured depositories that allowed the parent nonbanking companies to engage in banking without all the muss and fuss of most prudential rules and activity restrictions. The Competitive Equality Banking Act of 1987 nominally shut down nonbank banks, but it did so with many exceptions and by grandfathering prior charters.

With those precedents set, barriers tumbled between banking and nonbank financial services, and between banking writ large and commerce. Then the Gramm-Leach-Bliley Act of 1999 created financial holding companies (FHCs) authorized to engage in a wide array of activities. Nominally now a functional-regulatory framework, the act in fact ratified the charter approach because like-kind activities within an FHC were regulated very differently depending on the brass plate on the front door. Nothing in the law, for example, forced any nonbank bank parent companies to become an FHC, while it left untouched many exemptions for bank securities, insurance and similar activities from like-kind regulation. Even the Dodd-Frank Act of 2010 didn’t address this fundamental issue. It only put a three-year moratorium—now expired—on permissible nonbank banks like those Wal-Mart has long sought to open.

The barriers between banking and nontraditional activities also became mostly moot over the past 20 years because so many activities were characterized as “the business of banking” by the Office of the Comptroller of the Currency. Even though these activities were virtually identical to insurance, securities or even commercial-investment businesses, they became embedded within national banks and further blurred the barriers, creating numerous opportunities for regulatory arbitrage, albeit this time in the banks’ favor.

Reform Rulebook: Ratifying Regulation by Charter

By 2008, the Great Depression functional-regulatory apparatus was in complete tatters, with banks engaged in all sorts of activities and nonbanks challenging them outright in core financial intermediation businesses such as mortgage origination. In each case, the rules varied dramatically—not depending on the function involved, but on the charter of the institution that was engaged in that activity. As noted, Dodd-Frank only slapped the wrists of nonbank banks. It does subject all large retail financial institutions to the not-so-tender mercies of the new Consumer Financial Protection Bureau (CFPB). But Dodd-Frank is focused on banks. Section 165 of the act specifies that all bank holding companies with assets over $50 billion are to be subject to stringent systemic rules. Yet it’s unclear if any of these firms but the very largest pose any type of systemic risk. This provision is regulation by charter at the extreme, since dozens of BHCs are governed by rules designed to make them safe and sound in concert with their subsidiary insured depositories.

The 2008 crisis is often blamed on lax banking regulation, and indeed, this was a problem, but there was also a lot of bad behavior at the very biggest banks. But what sparked the subsequent lethal combination of leniency and cupidity? Are bankers just so bad that rules must be so tough on them, and so costly that the largest BHCs are essentially converted into utilities? And must these utilities be forever yoked to low-risk, low-return activities?

Answering this question requires a careful understanding of the economics of risk taking. If financial market risk flees from banks because the rulebook alone makes taking risk uneconomic, then these risks will find a new home in a nonbank if the nonbank can make money at it under whatever regulatory regime—if any—applies. But, if the nonbank takes on critical financial intermediation activities because its rules are more lenient than those governing a bank for a like activity, little has meaningfully been done to protect long-term financial stability or to protect vulnerable borrowers and investors.

Are Nonbanks a Real Worry?

In short, yes, nonbanks are a real worry. The Financial Stability Board (FSB) has in recent years undertaken analyses of “shadow banking” to determine its significance in each member nation. The FSB is a global organization whose members are banking, insurance and securities regulators. Most recently, it found that global shadow finance accounted for $71.2 trillion in the nations it surveyed. In the United States, shadow firms were equivalent to 174 percent of the U.S. banking system. On average, shadow nonbanks were 52 percent of the banking system in 20 jurisdictions and the euro area combined.1

Despite these startling numbers, a close look at the FSB data shows that they still underestimate the magnitude of shadow banking. Shadow banking is largely defined by reference to wholesale banking and capital market activities like securities financing, asset securitization and money market funds because each of these activities is deemed a cause of the last crisis. Although finance companies are included in the data, critical financial intermediation activities, such as gathering funds from ordinary citizens and making loans to them, are not counted in the FSB’s data.

Further, the FSB data do not capture the transmission of key activities often dubbed “financial market infrastructure” into entities that are not clearly regulated and that do not have mandated resolution regimes. Another cause of the crisis is attributed to undue opacity and illiquidity in over-the-counter (OTC) derivatives and similar clearing markets. As a result, an urgent global priority—one reflected in the Dodd-Frank Act—transfers OTC-derivative clearing from dealer banks to central counterparties (CCPs). These CCPs are coming under prudential rules in the United States, but resolving them in a crisis remains problematic. Further, other types of financial market infrastructure, such as entities that handle large volumes of foreign exchange or commodities trading, have yet to be addressed for safety and soundness, or orderly resolution concerns. As trading-related risk transfers from dealer banks to new financial market infrastructure, it often moves to de facto shadow entities yet to be governed by functional prudential regulation. This vital business is being drained from banks—which are required to follow the capital, liquidity and resolution rules—to unregulated entities.

Is Big-Bank Regulation Enough?

To be sure, big banks are huge, with the top ten U.S. BHCs now holding $11.4 trillion in on-balance sheet assets.2 But size can be deceiving, especially if measured only by on-balance sheet assets. Financial intermediation now can often be executed by securitization—meaning that loans touch a balance sheet only for an instant—or by syndication, secondary market activity of a different name with similar balance sheet impact. Fee-based activities—for example, prime brokerage—leave few balance sheet traces but can have a big systemic footprint, as do CCPs and similar market intermediaries. Conversely, securities financing has a big impact on nominal balance sheets but little direct credit risk since the real hazard in this sector comes from the liquidity side of the book.

Asset managers, private equity firms and hedge funds are quickly entering what were once traditional lending activities. They have been spurred to do so not only by new big-bank capital rules that alter pricing, but also by the Volcker Rule and other bank-only activity barriers that drive structuring and securitization activities out of the banking system. Google, Apple, PayPal and other technology firms yet to even rate FSB notice as shadow banks are also offering deposit, payment and lending services that surveys suggest are more appealing to younger customers. Not only do technology firms usually innovate light-years ahead of traditional banks, but these customers are more than happy to do business with anyone that isn’t a bank.

Consider some examples where nonbanks are heading fast into what was once traditional banking:


				
						taking deposits, which nonbank providers of prepaid cards do by virtue of converting salaries into bank account equivalents;

						servicing loans, which in the case of mortgages is rapidly restructuring a longtime bank business into a nonbank activity due in large part to new capital rules;

						providing wealth management services, which is increasingly being done by nonbanks less fearful of anti–money laundering rules since there’s little shareholder capital to seize in sanctions;

						offering new payment systems, which may well work on smartphones and the like until something goes wrong and no one knows where the money went;

						lending to small businesses, which eBay and PayPal are doing outside banks even as crowd-sourced funding supports small and midsized firms;

						engaging in peer-to-peer lending, which could transform finance from an intermediation into a social media function; and

						providing an array of digital currencies such as Bitcoin that pose a raft of financial market and law enforcement challenges as depositors and counterparties try to erect a payment system outside the reach of banks and their regulators.

				

Twenty-first-Century Functional Regulation

In concert with the build-out of new, tough rules for big banks, several leading U.S. policy makers have argued for the reinstatement of still tougher charter regulation, up to and including reinstatement of the Glass-Steagall Act. Senators Elizabeth Warren (D-MA) and John McCain (R-AZ), for example, have proposed effective reinstatement of the Glass-Steagall Act, while Senators Sherrod Brown (D-OH) and David Vitter (R-LA) take a different approach. They try to cut big banks down to a smaller size through punitive capital regulation and other rules. The president of the Federal Reserve Bank of Dallas, Richard Fisher, and FDIC vice-chair Thomas Hoenig have proposed variations on this theme, seeking either to ban banks from nonbanking activities or at the least to circumscribe them as tightly as the “Vickers” rule, new standards that separate traditional banking from other financial services, does in the United Kingdom.

Importantly, the Federal Reserve Board (FRB) as a whole has so far resisted revisiting the past, in large part due to the challenge of crafting a new law that defines “traditional” banking. The FRB’s fear is that disentangling charters will prove complex because of integrated functions across the financial services industry. Their concern is that new rules could take a long time to implement and, worse, could serve as a still-greater impetus to shadow banking. As a result, the FRB hopes to craft rules that limit the interaction between big banks and shadow firms. The FRB hopes this will choke off systemic linkages between big banks and shadow firms that now empower these shadow institutions.

However, the already formidable power of shadow firms demonstrates that our chance to shut down the shadows may well have passed. As a result, bank-centric rules will only increase the shadows’ growth.

The Dodd-Frank Act gives the Federal Reserve in concert with Treasury and other U.S. policy makers a ready-made statutory vehicle. Instead of trying to inoculate banks from “nontraditional” activities, a better approach would be to define which activities and practices pose risks to vulnerable borrowers and investors and the financial system. This statutory vehicle should be quickly deployed to ensure that firms regardless of charter are functionally regulated to protect themselves, the financial system and their customers, regardless of charter.

This authority is in Section 120 of the Dodd-Frank Act. It gives the Financial Stability Oversight Council (FSOC) power to designate activities or practices that pose risk from either a systemic or retail-customer perspective. When any such activity or practice is identified, FSOC can then propose a rule that lays out how it should be regulated and demand that primary regulators implement these standards. While the primary federal or state regulator is not required to do what FSOC recommends, the law pressures regulators to do so. If all else fails, these actions will alarm the marketplace so that meaningful self-regulation ensues.

So far, FSOC’s record of using this functional-regulation power is at best underwhelming. Instead, the Council has haltingly used its Dodd-Frank powers to name “systemic nonbank financial institutions.” Four years after the law’s enactment, FSOC has done so for just three firms. More are to come, but this is regulation by size—another poor criterion for prudential standards.

A Roadmap to Effective Functional Regulation

One obstacle to prior efforts to make functional regulation a reality has been Congress’s usual unwillingness to take anything away from powerful constituent interests. As a result, to make effective prudential regulation work before the next crisis, regulators must rely on the tools in current law and their own willingness to act decisively. Otherwise, regulators risk having their hand forced by costly debacles and losses.

First, the FSOC should use its authority to designate systemically important activities and practices. It should go beyond the tentative effort on money market funds and lay out a list of high-risk/high-impact activities from both a market and consumer perspective. Where activities pose risk to retail depositors and borrowers, the CFPB should use its power to pressure primary regulators: if these risks land in the laps of retail consumers or investors, the CFPB or the Securities and Exchange Commission (SEC) should act; if the risks are to retail insurance policy holders, then FSOC should stipulate its concerns and press for rapid action by state insurance regulators.

In areas where retail customers are exposed to risks that are not under the jurisdiction of the CFPB, SEC or insurance regulators—for example through systemic failure by new providers of retail payment products, perhaps like those provided by PayPal, Google and Apple—the FSOC should name its concern, lay out its recommendations and, if industry reform is not swift and sure, work with regulated institutions to curtail access by unregulated entities to critical payment-system and similar resources.

Where risks are found in capital market and other wholesale finance arenas, the FSOC has its firmest and strongest hand. That’s because primary regulators for these businesses—at least in the United States—are mostly under its sway. FSOC should name names for products and activities, lay out the best path for meaningful prudential regulation and again block critical access to systemic infrastructure if necessary.

All of these risk determinations and—far more important—regulatory responsibilities are fully within the scope of current law. This means regulators should be held accountable for setting a framework for functional regulation that goes beyond sanctioning institutions just because they are banks or just because they are big.

However, Dodd-Frank gave regulators another critical power with which to prevent too big to fail. They have tools with which to shutter financial institutions regardless of size or systemic risk if financial stability is threatened. If investors, management and counterparties fear that they will absorb the cost of their own risk taking or negligence, caution and due diligence will be encouraged, if not also required. Should neither still result, pain will come to those who deserve it, and the next round of systemic risk may be averted if this resolution framework—still incomplete—is credible. Thus, in tandem with a new focus on risk by function, not by charter, U.S. regulators should move quickly to complete a strong resolution regime.






	


The Crisis Next Time

Many nonbanks are small in comparison with the $11.4 trillion now housed in the top ten banks. Does size correlate with systemic risk? Not if the 2008 crisis is any guide: One money market fund with barely $50 billion in investments had to be rescued by the U.S. Treasury. Does being a big bank dictate systemic risk? Again no, as judged by a crisis precipitated in part by Lehman Brothers and characterized by rescues of Bear Stearns, AIG, Fannie Mae and Freddie Mac. Even if most risk now resides in big BHCs, will it stay there? Not if economic risk analytics and market incentives have anything to do with it.






	


Part III

Restoring Trust, Integrity and Client Focus to the Financial System






	


Introduction

John G. Taft

For the system to operate with integrity, penalties for misconduct cannot be seen as a cost of doing business. Rather, banks must recognise that only exemplary behaviour can confer social license to global financial capitalism. . . . More fundamentally, integrity cannot be legislated, and it certainly cannot be bought. Only a perspective that takes into account the wider implications of actions can guide proper behaviour.

—Mark Carney, governor of the Bank of England, Remarks at World Economic Forum in Davos, January 24, 2014

The financial services industry has a “trust deficit,” in the words of PIMCO CEO Douglas M. Hodge in his chapter for this part of the book. That’s the bad news. The good news is it knows it has a trust deficit. And encouragingly, green-shoot efforts are sprouting, like the CFA Institute’s Future of Finance Initiative, which aspires to address not just the reputational and public relations aspects of this trust deficit, but also the underlying behaviors that caused it in the first place.

But is it even possible to elevate the ethics of an entire sector of the economy, to restore integrity to an industry that encompasses all points along the profession-to-business continuum? And, if so, how?

Charles D. Ellis and John C. Bogle epitomize, for me, our moral exemplars in the world of finance. To see what I mean, meet Charley for coffee in the Great Room at the Yale Club of New York City, or make a pilgrimage to visit Jack in his office at Vanguard, the firm he designed and built on his pioneering vision of the role institutional asset managers should play in society.

Ellis’s essay is a cautionary tale of “mission drift”—showing how easy it is, even for firms committed to excellence, to lose touch with that “iconic statement, ‘the needs of our clients always come first.’” This is a particular risk for the large, complex financial institutions that dominate financial services today and which also interact with lots of folks who aren’t clients. Not fully understood or appreciated, but profoundly important, is the fact that the obligations a financial institution has to trading counterparties (fair dealing) differ from those it has to customers (full and accurate disclosure and best execution), which are in turn different from those it has to clients (fiduciary standards of care). Ellis argues that “an important step toward attaining the respect and trust” is to be clear about those differences, and to “give up unrealistic promises and stop asking for unrealistic credence.”

Fiduciary obligations, and the importance of fiduciary principles, are topics John C. Bogle has been writing about throughout his career, never more articulately than in his classic essay “The Fiduciary Principle: No Man Can Serve Two Masters.” At the risk of oversimplifying, Bogle’s recommended cure for what ails finance is to more broadly apply and strictly observe what he calls “the highest duty known to the law”—a fiduciary duty of care.

Donald B. Trone is a lifelong proponent of fiduciary process who heads the Leadership Center for Investment Stewards, known as 3ethos. In his essay, he goes a step beyond Bogle and Ellis to suggest that merely observing fiduciary standards will not be enough to repair the finance sector’s trust deficit. He argues that trust is to be found at the intersection of fiduciary principles, governance principles and stewardship. Trone suggests that individual investors are looking not so much for “trusted guides,” as wealth management advisors have called themselves for decades, but for principled and empowered “leaders,” whose values align with their own.






	


Chapter 6

Restoring Trust

Douglas M. Hodge

CEO and Managing Director, Pacific Investment Management Company

This is a consequential time. Structural realignments are reshaping the global economy and the financial services industry. Financial firms are adapting to post-2008 regulations, even as the Federal Reserve steps back from policy experimentation and hopes remain for economic growth here and abroad.

As to how this all plays out, well, there are many unknowns. In the immortal words of Yogi Berra, “It’s tough to make predictions, especially about the future.”

It is particularly difficult to make predictions about the future of our industry. What will be our role in 2015, 2016 and beyond? Such uncertainty makes us all anxious. Yet some things are clear. It’s clear that our industry will be shaped by macroeconomic and regulatory developments and, of course, by the behavior of capital markets themselves. It’s also clear that our deepest challenge is not an external one. It’s something more basic and intrinsic: trust.

As stewards of the capital markets, trust is our most valuable asset. It’s what gives investors enough confidence to engage with us, to entrust us with their savings with the expectation that we will help them achieve their investment goals, protect their money and provide appropriate liquidity. Yet over a period of several years, both prior to and indeed through the crisis of 2008, our industry as a whole has squandered this trust. We forgot the most basic principle of our profession: that finance is a means to an end. That whether we work for a bank, a broker or an investment manager, our core function is that of an intermediary and service provider.

In short, too many of us forgot the second word: “services.” We’re in the financial services industry. We exist to serve others.

Restoring trust means once more acting as stewards. Stewardship must be our guiding principle as we restructure our businesses, work with regulators and interact with clients and the public. If we succeed, our reputations will rise, our contributions to society will spread and we can reclaim our pride in what we do.






	


Tarnished Trust

But we face a difficult challenge. Trust in our industry has fallen to new lows. The most recent reading of the Financial Trust Index, which is based on a survey done by the business schools at Northwestern and the University of Chicago, shows that only 38 percent of respondents trust banks.1 As an industry, we’ve fallen into the same boat as lawyers and journalists. I suppose we can take some comfort in the fact that Congress still ranks lower. Then again, maybe not.

However, our low standing shouldn’t come as a surprise. Now, in the seventh year since the onset of the financial crisis, millions of Americans remain unemployed or underemployed. The human suffering has been immense and the fallout may last for generations. Far from helping, we’ve been hurting our own cause. There’s been a steady stream of dismaying news in recent years. We witnessed the robo-signing debacle amid the housing collapse, billions of dollars in trading losses by the London Whale, the Libor rate-rigging scandal and, more recently, Leonardo DiCaprio portraying a Wall Street wolf and Michael Lewis’s scathing book on high-frequency trading.

What these and other scandals show is that, whether through simple incompetence or deliberate action, some within our industry have been guilty of deceptive communication, duplicitous motives and, in the most egregious cases, outright dishonesty. As a representative of the asset management industry, it’s tempting to lay the blame on bad bankers. But the Financial Trust Index shows an even lower reading for the mutual fund industry: only 31 percent of people trust asset management companies.2

We have a serious trust deficit!

Trust is developed on a personal level. It’s achieved by acting consistently and honestly; by demonstrating expertise and competence; by communicating openly and accurately; and by showing concern and compassion toward the clients we serve.

On these counts, we all have plenty of work to do.

The Road Ahead

Our job of restoring trust will be even more challenging because the ground has shifted in fundamental and distressing ways. The decades leading up to the financial crisis were an era of deregulation, globalization and credit entitlement. These forces produced economic growth and outsized returns for financial assets. Most of us lived in this environment for so long we stopped noticing it; we began to take it for granted.

That is, until it stopped—and suddenly went into reverse. Rather than credit entitlement, the winds shifted to reregulation and delevering. For a time, monetary policy experimentation boosted asset returns, pushing investors out the risk spectrum. Taper Talk likely marked the end of that stage of recovery.

So what are we dealing with? We’ve got a financially burned consumer who trusts us less than ever. We’ve got tepid economic growth in the United States, and more volatile markets and uncertainty as global economies adjust to shifts in monetary policies. It’s in this context that we’ve enacted the most sweeping overhaul of financial regulation in our lifetimes, and frankly, so far we haven’t done it very well. There’s a widespread sense that the regulatory responses have fallen short. Many people on Main Street—and Wall Street too—remain unconvinced that the fundamental sources of systemic instability within the financial system have been resolved.

All this is why we believe informed and responsible reforms are called for. But reforms need to be smart and coordinated, not protective or politically motivated. They must differentiate among the various types of financial intermediaries and how they should be treated. And they need to spur growth by promoting the market’s ability to discover prices, provide liquidity and allocate risk capital efficiently.

For instance, it is important that we differentiate between regulation that is designed to ensure the safety and soundness of balance sheets, which is the foundation of our depository institutions and the banking system, and the regulation of capital markets, which is designed around the tenets of transparency and disclosure. We need to remember that the overarching role of capital markets is to provide a forum for exchange that fosters the flow of risk capital from those who have it to those who need it.

American capital markets have served this purpose well for generations. They are the largest and deepest in the world. They serve those who need capital to support and grow their businesses in order to innovate and create jobs. The capital markets also serve those who invest in order to preserve and grow their wealth so they can fund their retirement or a college education, or buy a first home.

Our markets are the envy of the world. We attract and facilitate the flow of international capital like no one else can. But for the markets to function properly, we need to ensure the integrity of balance sheets. Whether you are a capital market participant or a simple depositor with a passbook account and an ATM card, we learned this lesson: in the near-death experience of 2008 when the capital markets froze, it became clear that the balance sheets of some of the largest and most venerable financial institutions had been compromised.

There should be no question about the importance of preserving the integrity of balance sheets. However, regulators, both domestic and foreign, need to consider the impacts on the global capital markets as they institute their reforms. Our challenge is to expand credit, but to do so in a way that is both safe and sustainable. If we are to achieve our long-term growth potential, then we will need well-functioning capital markets.






	


Toward a Culture of Trust

Of course, regulations can only take us so far. They quickly become outdated. And they cannot guarantee that fraud and other financial misdeeds won’t happen. That’s why it’s imperative that we restore a culture of trust in the financial services industry. It’s time we enter a new era, an era of cultural transformation. We need to rediscover our core values.

I wrote a piece in July 2012 about culture in our industry.3 I said that the culture of the financial services industry should rest on three basic principles:


				
						Number one, the client must come first. It’s an old adage but one that has never been more true. This principle must be more than mere words printed on a page in an employee handbook or memorialized on a plaque in your lobby or cafeteria. All the financial services we provide must meet a legitimate client need. We must live, honor and respect this value above all others.

						The second element is risk management. Risk management must be integral to everything all financial institutions do.

						The third and broadest element is that we embrace a sense of stewardship. It’s a simple concept but one that can reliably guide us in the right direction.

				






	


Making Things Happen

I’ve laid out some cultural principles that I believe most of us would agree with. So the question becomes, How do we make them happen?

The simple answer is that it starts at the top, with the leaders of the financial services industry. Both as firms and individuals, we need to personify trustworthy values. Great organizations are built from the inside out. We should strengthen and reinforce the key elements of our service culture, including a reexamination of management objectives. We should put in place reward systems that incentivize our people to place the interests of the client ahead of the firm and the interests of the firm ahead of the individual employee.

We all make mistakes. But mistakes have consequences, and the individuals and institutions who commit them need to be held accountable. Willful violations of the rules should not be tolerated by any of us. Firms should adopt a culture of compliance. This involves increased training and putting a stronger emphasis on ethics and integrity.

Once lost, financial trust—like any other kind of trust—is hard to restore. But it’s not impossible. I have absolutely no doubt that if we commit ourselves to reviving a culture centered on client needs, risk management and stewardship, then we will all be better off.






	


Chapter 7

What It Takes






	


Success Challenged

Charles D. Ellis

Author of Winning the Loser’s Game

Every organization—and every great firm—will, inevitably, experience trouble. A truly great organization will identify troubles early and will overcome them through leadership and strengths in culture, past recruiting and training, and its internal commitment to the firm’s mission. And that’s how Goldman Sachs proved itself a great firm.

The multiple crises that Goldman Sachs confronted a few years ago were at least several decades in the making. They can be traced to major changes in the firm’s mission and culture during five different leadership tenures. The biggest change is that Goldman Sachs has gone from an investment bank whose purpose was to serve its clients to a trading firm whose purpose is to trade with counterparties. While its primary business principle remains ostensibly the same—“Our clients’ interests always come first”—too many customers, competitors, regulators and even past partners wonder whether it has become mere lip service.

Before the Great Crash of 1929, all the Goldmans and the Sachses wanted was to have their small firm accepted by the owners of Wall Street and to prosper by serving corporate clients with great care. In the 1970s and ’80s, John Whitehead and John Weinberg brought the focus back to investment banking for corporations, building Goldman Sachs into a leading Wall Street—and eventually international—firm. The two men ran the firm together and served as cochairs and co–senior partners. Their mission was to serve clients so well that Goldman Sachs would rise to a leading position at each client organization and win more and better corporate clients.

There was no sudden turning point for the firm’s aspirations and standards. But before they left, Whitehead and Weinberg may have quite unintentionally launched the firm into businesses that were by nature destined (if successful) to be incompatible with the service-intensive, risk-averse culture they had previously built. They committed the firm to becoming the global leader in finance, acquired a commodities business, built up the bond dealing business, launched investment management and increased profitability, capital and the firm’s prowess in capital-at-risk trading.

Their successors, Bob Rubin and Steve Friedman, differed from the two Johns in significant ways. Rubin and Friedman were also cochairs and co–senior partners and ran the firm together; both saw being senior partner as a job, not as a career or a calling. The firm was a vehicle, not a destination. To increasing numbers of partners, Goldman Sachs itself was important, but not that important. As Friedman later said, “There is life after Goldman Sachs.” Impatient to increase profitability, they accelerated the pace of activity and empowered anyone with the drive and determination to make it happen.






	


The Rise of Trading

Rubin and Friedman focused increasingly on changing the mix and pace of the firm’s many businesses to increase profits and payouts to partners. Serving clients more intensively was still considered important as a means of augmenting profits, but client service was increasingly matched and even superseded by trading skills and capital commitments—deliberately taking market risks in bonds, foreign exchange, oil and commodities—and increasingly gathering and applying proprietary information. Numerous accomplished people were hired in from other firms and never learned to treasure the iconic values of the Whitehead-Weinberg era. Rubin was primarily a strategic leader and Friedman primarily a transactional leader. Friedman’s abrupt departure—during a loss-making bond market and without a plan in place for leadership succession—set a new benchmark for putting personal interests ahead of the firm’s. Trading and transactional leadership—and increasingly visible and forceful power politics—were becoming dominant at Goldman Sachs.

For Jon Corzine, the firm’s first chair and CEO, the initial goal was stark: save the firm by terminating enough people to cut out a billion dollars in bloated costs—and trading out of money-losing bond positions. Later, he came to see the investment banking agency business—doing transactions for others—as slow-growth, low-margin and passé, and he resolved to expand proprietary trading for the firm’s own account, make acquisitions and go public. As Corzine twisted arms to get votes for the initial public offering, politics flourished, and the prospect of huge individual payoffs tempted even the most company-minded among them. Even for those who had been almost romantic about the mission of serving clients, the real purpose had become clear: it was all about the money. Very little attention was given to the “soft” values and protecting the primacy of the firm’s culture.

Hank Paulson, a former relationship banker and a forceful, pragmatic CEO, further increased the independent strength of the firm as an aggressive, profit-maximizing global capitalist. He build up private equity investing, joined in hostile takeovers (a major change) and expanded asset management, technology and trading while making more than 70 trips to establish the firm in China. Paulson’s ability to play hardball showed in his leading the putsch that removed Corzine and later dismissing his own promise to pass the baton of leadership to others.

Finally, the current CEO, Lloyd Blankfein—skilled in sales, trading and politics—thrived in this era of transformation and was a creature of the new kind of firm that Goldman Sachs—and all its major competitors—was fast becoming: a profit-focused trading powerhouse that also did banking. Blankfein’s mission began with further increasing the firm’s profitability and power á la the great J. P. Morgan—until the global financial crisis required refocusing his attention on defending the firm politically, legally and in the court of public opinion.

It might seem that Goldman Sachs’s mission, in Blankfein’s era, had come full circle, but that would miss a fundamental difference. Weinberg had wanted to serve prestigious corporate clients and develop a strong business with profit as the means of building a great firm. In his era, payouts to partners came later, and were modest. Well before Blankfein’s era, those two objectives were reversed: build a powerful firm in order to maximize profits paid out to the partners. What insiders saw as a spectacular success—as measured by competitive rankings, profits and payouts to partners—would increasingly be seen by customers, regulators and government leaders—and by the press and the public—as excessive and suspicious.

By stages, committing capital and taking risks in trading transactions had eclipsed long-term, service-based client relationships at Goldman Sachs and among its competitors. Common denominators increasingly became not qualitative and “all about people,” but quantitative and “all about numbers”: capital, risk and profit—particularly profit. The focus on profit kept increasing.

Taken together, the firm’s complex, fast-moving businesses form an extraordinary network of activities that enable Goldman Sachs to gather and deliver to the point of decision a plethora of proprietary information that the firm can and does act on to make profits. The time horizon for conducting business moved from years—even decades to develop a primary relationship with a major corporation—down to hours, even minutes to do a trade. The language of Goldman Sachs changed: In the past, it was all about clients; now it was about accounts and counterparties, and the terminology turned toward locker-room crudeness.

Power within the firm had always gravitated toward those divisions that made the most profit, so it soon moved away from banking to trading. Partnerships and compensation shifted from the bankers to the traders. The identification of profits with particular trades made it easier for specific individuals to insist on being paid for the reported profit of specific transactions, which inevitably shifted the focus even further from firm to individual—from we to me. Twenty-five years ago, 85 percent of the partners were bankers and 75 percent of the profits came from banking. Today, banking is less than 10 percent of the profits, and a large majority of the partners—and both the CEO and the COO—are from trading.

Trading businesses are naturally friendless. Success depends primarily on the individual traders. So moneymaking traders are free agents, while individual investment bankers or research analysts or securities salespeople are almost captives of the complex organizations they depend on and represent. They cannot easily leave and take the firm’s clients with them. But traders can move overnight to new firms. So the competition for traders has become a “spot” market, and compensation for top traders has soared.

Trading, taking risks and committing capital to make more profit became the driving forces within Goldman Sachs. Observers began to define the firm as an aggressive, highly leveraged hedge fund with an appendage in investment banking. Major transformational changes gained momentum: geographically, the firm went from a New York–Chicago–London concentration to a dispersed global organization of several hundred different “market-facing” entrepreneurial business units connected by a powerful, centralized, level-by-level risk management and reporting system—so formidable it was dubbed “The Federation.” The securities business was changing rapidly, and Goldman Sachs was changing even more rapidly so its skillful, driven people could stay ahead of the curve of change and excel at making money.

Compared with the Goldman Sachs of 20 or 30 years ago, Blankfein’s Goldman Sachs is huge, with 33,000 people and a trillion-dollar balance sheet. As the firm has grown in scale and complexity, the time horizon for management decisions has gotten shorter and shorter. As Goldman Sachs got much more aggressive and hard-dealing in its pursuit of maximum profit, it often appeared too aggressive and too profitable.

During the global financial crisis, Blankfein—one of the most capable transactional leaders the firm has ever had—had the toughest job any Goldman Sachs CEO had ever faced as a strategic leader. The firm made that job much tougher by not recognizing that when you’re the world’s leading financial organization with a reputation for exceptional talent, skill and expertise, much more is expected—not on the hard, quantitative metrics on which the firm focused, but on the softer, qualitative dimensions on which clients, customers, regulators, the media and the public focused. No matter how skilled and powerful it is, no firm can expect to continue being the leading firm in its field unless it is the firm that earns the most well-deserved client and customer trust, as well as public goodwill and respect.

As Goldman Sachs repeatedly demonstrated its ability to make money for itself, clients could react in two ways: one negative and one positive. The negative reaction could be: Goldman Sachs is good at making money for itself because that’s its whole focus—but that’s not always good for us, so we should try to avoid them. The positive reaction would be: Goldman Sachs is a superb moneymaker, so we should align ourselves with them and make money too. Senior people at Goldman Sachs were confident that the positive view would prevail because that’s how they themselves would have reasoned. But those with regular business dealings with the firm, still widely recognized as the most capable of all its competitors, judge Goldman Sachs not by what it says, but by what it does and what they see day after day. All too often, they experience tough “firm first” behavior. As Wall Street cynics say, “If Goldman Sachs wants to buy, you don’t want to sell, and if Goldman Sachs wants to sell, you don’t want to buy.”






	


The Business Standards Committee

After nearly two punishing years of being behind the curve and not appearing to recognize the validity of the public furor, Goldman Sachs accepted that the world saw things differently. The Security and Exchange Commission’s (SEC’s) fraud charges and the record-setting settlement paid by the firm gave substance to the aggressive articles in the press and the hostile questions posed in the Washington hearings. At the May 2010 annual meeting, undertaking an initiative larger and more public than any corporation had ever taken before, Lloyd Blankfein announced the creation of a major self-examination by a committee cochaired by vice-chair Mike Evans, head of Goldman Sachs Asia, and partner Gerald Corrigan, for many years chair of the powerful firm-wide risk committee. This Business Standards Committee included 17 of the firm’s most senior leaders, plus a distinguished Wall Street attorney and securities industry wise man, Rodgin Cohen of Sullivan & Cromwell, and former SEC chair Arthur Levitt—but no clients. As part of the committee’s extensive exploration effort, more than 100 partners led small study groups in examining every facet of every business for six intense months. In January 2011, the committee presented 39 specific recommendations. All were promptly approved by the board of directors and by senior management.

The committee’s 63-page report1 was made public, an extraordinary, highly visible commitment to action. Its first page was devoted to the iconic Goldman Sachs Business Principles; it began, “Our clients’ interests always come first,” and concluded, “Integrity and honesty are at the heart of our business. We expect our people to maintain high ethical standards in everything they do.”

For a skeptical audience familiar with spin, the obvious question was whether the report would lead to vigorous corrective actions. Corrigan was determined to see it done. He had come to Goldman Sachs after 25 years in the Federal Reserve System, culminating in nine years as president and CEO of the powerful New York Fed. A genial Irishman with a ready smile, he is a tough career public servant who earned a reputation as a man of integrity who gave no quarter even in past negotiations with the U.S. Treasury. Fifteen years before, he and John Thain had designed and installed Goldman Sachs’s sophisticated risk management system, and ever since he had cochaired the powerful, firm-wide risk committee. This position had given him great credibility with the firm’s many traders; they knew they depended on that system for every major decision every day.

Corrigan summarized his view of reality: “There is only one word to describe our business today—complex. Risk metrics and the information we need to manage risks are evolving quite rapidly. Over the past five years there has been a major change in our business due to quantification and computers.” Then he turned from the industry to focus on Goldman Sachs: “There had been culture slippage. The industry and the firm are more short-term focused. The orientation is less about clients and more about the firm and current profits.” Then he reflected, “All great firms go through difficult periods. The key question is whether a calamity is seen for what it really is and taken as an opportunity to self-evaluate and rebuild.”

Phrases throughout the Business Standards Committee’s report signaled determination to get things right: “fundamental recommitment,” “not just can we, but should we,” “making the firm a better institution,” “transparency,” “strengthen our culture,” “focus on serving clients,” “we must be clear to ourselves and to our clients about the capacity in which we are acting.” The committee’s primary organizational recommendation was to change the firm’s structure to move mortgage-backed securities product distribution over into investment banking, where due-diligence disciplines were traditionally strong. For reporting purposes, the firm’s three major business segments would be made into four, with principal investing and lending clearly segregated. Securities services would move from investment management to institutional client services where it belonged. Mike Evans, a Canadian Olympic oarsman who still looks the part, chaired the committee, tracking the implementation of each of the 39 recommendations. “We get weekly reports on progress and meet every month for four hours to hear the progress on each recommendation and discuss ways to keep advancing and keep the pressure on. Some are already done, but some—like the new software required for pricing and pre-and post-trading—had to take longer. We intend to complete all 39 actions this year.”

Regular reports on progress were made to the Federal Reserve, the firm’s regulator that has several of its people full time at Goldman Sachs (as it does with all major banks), as well as to the board of directors and to employees. No reports on results were made public, but the internal view is that desired changes have been made successfully and that external observers will, in time, accept that reality too.

In publicly endorsing the committee report, Blankfein said, “We believe the recommendation in this report represent a fundamental recommitment of Goldman Sachs to our clients and to reputational excellence in everything the firm does.” Setting aside the no-longer-credible idea that each business of the firm was separate, Blankfein declared, “Goldman Sachs has one reputation. It can be affected by any number of decisions and activities across the firm,” and added, “It is important to articulate clearly both to our people and to clients the specific roles we assume in each case.”2 In private conversation, as he was leaving for yet another trip to China—to conduct a few more of the three dozen Chairman’s Forum meetings he has been holding around the world to articulate the firm’s commitments, answer questions and give clients access to the CEO—Blankfein was clear: “This will be my legacy.” Given the firm’s bad press in those days, he usually opened those sessions with a few self-deprecating jokes to acknowledge that there were problems and to encourage people to ask their real questions.

Goldman Sachs continues to perform more skillfully in more areas than any competitor and is clearly rebuilding its reputation as the industry’s leading firm. Doing so requires that no more examples be found of Goldman Sachs breaking the rules or laws. Implementation of the final report of the Business Standards Committee also had to be convincing—inside the firm and with external observers, particularly any skeptics. Surely, a difficult challenge for the firm has been to recognize that the iconic statement, “The needs of our clients always come first,” cannot be promised or delivered to its trading customers and counterparties, but only to its traditional relationship-based clients in such major businesses as investment banking and asset management.

Clients or Counterparties?

Most of the organizations Goldman Sachs works with are not clients. Some are customers—even important customers—but not clients. And still others are not customers, but counterparties. They should all know from experience which they are and what the securities business has become, and the firm should be clear with them—and with itself too—about the limits of its responsibilities and promises. It should concentrate on demonstrating comparative excellence again and again. Over and over, Goldman Sachs has, with unrelenting persistence, out-performed its competitors in major markets around the world. No longer attacked automatically in the media, the firm’s next most important step will be to implement the day-to-day behavior that would bring the 39 important change recommendations of the Business Standards Committee to life in the real world of transactions with clients, customers, and counterparties.

Goldman Sachs has continued to show the largest aggregation of talented, skillful, committed men and women ever combined in a single securities firm. It consistently recruits the most capable and highly motivated young people; is the best place to learn the business; has the strongest internal culture and collective commitment; is the market leader in a vast array of specific markets and products; works on transactions with the largest number of major corporations, investing institutions, central banks and governments; has the most effective internal communications; has the best financial management, operating management and risk management at all levels—particularly at the top; and can get more complex deals done faster. And, of course, it makes the most money.

Qualitatively, Goldman Sachs may not always be considered by clients, customers and competitors to be as fine a firm to work with as it was 20 years ago, but that’s because the securities business has changed and so the firm itself has had to change too. Surely, the firm has the resources and the determination at the top, so now time will tell whether it will, as is now widely expected, continue to earn the mantle of unquestioned industry leadership.






	


Chapter 8

The Fiduciary Principle

No Man Can Serve Two Masters

John C. Bogle

Founder, The Vanguard Group

I write at a time of financial and economic crisis in our nation and around the globe. I venture to assert that when the history of the financial era which has just drawn to a close comes to be written, most of its mistakes and its major faults will be ascribed to the failure to observe the fiduciary principle, the precept as old as holy writ, that “a man cannot serve two masters.” No thinking man can believe that an economy built upon a business foundation can permanently endure without some loyalty to that principle. The separation of ownership from management, the development of the corporate structure so as to vest in small groups control over the resources of great numbers of small and uninformed investors, make imperative a fresh and active devotion to that principle if the modern world of business is to perform its proper function.1

Alas, the words in the preceding paragraph are not mine. Rather, they are the words of Harlan Fiske Stone, excerpted from his 1934—yes, 1934—address at the University of Michigan Law School, reprinted in the Harvard Law Review later that year.2 But his words are equally relevant—perhaps even more relevant—at this moment in history. They could hardly present a more appropriate analysis of the causes of the recent collapse of our financial markets.

One could easily react to Justice Stone’s words by falling back on the ancient aphorism “the more things change, the more they remain the same,” and move on to a new subject. But I hope financial professionals will react differently and share my feeling, that in the aftermath of the Great Depression and the stock market crash that accompanied it, we failed to take advantage of the opportunity to demand that those who lead our giant business and financial organizations—the stewards of so much of our nation’s wealth—measure up to the stern and unyielding principles of fiduciary duty described by Justice Stone. So, for heaven’s sake, let’s not make the same mistake again.

Justice Stone’s stern words force us to focus on the ethical dilemmas faced by today’s business leaders. Included among these leaders are the chiefs who manage our nation’s publicly held corporations—today valued in the stock market at some $27 trillion—and the professional managers of “other people’s money” who oversee equity investments valued at some $18 trillion of that total, owning 70 percent of all shares and therefore holding absolute voting control over those corporations.3 Like their counterparts in business, those powerful managers have not only an ethical responsibility, but a fiduciary duty, to those whose capital has been entrusted to their care.






	


Fiduciary Story

The concept of fiduciary duty has a long history, going back more or less eight centuries under English common law. Fiduciary duty is essentially a legal relationship of confidence or trust between two or more parties, most commonly a fiduciary or trustee and a principal or beneficiary, who justifiably reposes confidence, good faith and reliance on his trustee. The fiduciary is expected to act at all times for the sole benefit and interests of the principal, with loyalty to those interests. A fiduciary must not put personal interests before that duty and, importantly, must not be placed in a situation where his fiduciary duty to clients conflicts with a fiduciary duty to any other entity.

It has been said, I think accurately, that fiduciary duty is the highest duty known to the law. It is less ironic than tragic that the concept of fiduciary duty seems far less imbedded in our society today than it was when Stone expressed his profound convictions. As ought to be obvious to all educated citizens, over the past few decades the balance between ethics and law on one hand and the markets on the other have heavily shifted in favor of the markets. As I have often put it: we have moved from a society in which there are some things that one simply does not do, to one in which “if everyone else is doing it, I can do it too.” I’ve described this change as a shift from moral absolutism to moral relativism. Business ethics, it seems to me, has been a major casualty of that shift in our traditional societal values. You will hardly be surprised to learn that I do not regard that change as progress.

We forgot the fundamental principle expressed by the apostles Matthew and Luke, and repeated by Justice Stone: “No man can serve two masters.”4

My principal objection to moral relativism is that it obfuscates and mitigates the obligations that we owe to society and shifts the focus to the benefits accruing to the individual. Self-interest, unchecked, is a powerful force, but a force that, if it is to protect the interests of the community of all of our citizens, must ultimately be checked by society. The financial crisis of 2008–09—which I have described as “a crisis of ethic proportions”—makes it clear how serious that damage can become.






	


Causes of the Recent Crisis

The causes of the recent crisis are manifold. Metaphorically speaking, the collapse in our financial system has 1,000 fathers. But one major cause is the radical increase in the power and position of the leaders of corporate America and the leaders of investment America. These leaders have failed to exercise their power. The agents of investment in America have failed to honor the responsibilities that they owe to their principals—the last-line individuals who commit much of their capital wealth to stock ownership, including mutual fund shareowners and pension beneficiaries. The record is clear that, despite their controlling position, most institutional investors have failed to play an active role in board structure and governance, director elections, executive compensation, stock options, proxy proposals, dividend policy and so on.

Given their forbearance as corporate citizens, these managers arguably played a major role in allowing the managers of our public corporations to exploit the advantages of their own agency, not only in executive compensation, perquisites and mergers and acquisitions, but even in accepting the “financial engineering” that has come to permeate corporate financial statements, endorsed—at least tacitly—by their public accountants.

The failures of our institutional investors go beyond governance issues to the very practice of their trade. When they fail to honor their traditional fiduciary responsibilities, these agents do not meet the high standards that our citizen/investors have every reason to expect of the investment professionals to whom they have entrusted their money.






	


The Role of Institutional Managers

The failure of our newly empowered agents to exercise their responsibilities to ownership is but a part of the problem we face. The field of institutional investment management also played a major, if often overlooked, role. As a group, we veered off course almost 180 degrees, from stewardship to salesmanship, in which our focus turned away from prudent management and toward product marketing. We moved from a focus on long-term investment to a focus on short-term speculation. The driving dream of our advisor/agents was to gather ever-increasing assets under management, the better to build their advisory fees and profits, even as these policies came at the direct expense of the investor/principals whom, under traditional standards of trusteeship and fiduciary duty, they were duty-bound to serve.

As control over corporate America moved from owners to agents, our institutional money managers seemed to forget their duty to act solely in the interest of their own principals, those whose savings were entrusted to mutual funds and whose retirement security was entrusted to pension plans. These new investor/agents not only forgot the interests of their principals, but also seemed to forget their own investment principles. The predominant focus of institutional investment strategy turned from the wisdom of long-term investing, based on the enduring creation of intrinsic corporate values, to the folly of short-term speculation, focused on the ephemeral prices of corporate stocks. The own-a-stock strategy of yore became the rent-a-stock strategy of today.

Here, again, we can’t say that we hadn’t been warned well in advance. Way back in 1936, John Maynard Keynes warned us, “when enterprise becomes a mere bubble on a whirlpool of speculation, the job of capitalism will be ill-done.”5 Today, the job of capitalism is being ill-done, and the consequences have not been pretty. In 1958, speaking before the convention of the National Federation of Financial Analysts Societies, Benjamin Graham, legendary investor and author of the classic The Intelligent Investor, described “some contrasting relationships between the present and the past in our underlying attitudes toward investment and speculation in common stocks.”6 He further commented:

In the past, the speculative elements of a common stock resided almost exclusively in the company itself; they were due to uncertainties, or fluctuating elements, or downright weaknesses in the industry, or the corporation’s individual setup. . . . But in recent years a new and major element of speculation has been introduced into the common-stock arena from outside the companies. It comes from the attitude and viewpoint of the stock-buying public and their advisers—chiefly us security analysts. This attitude may be described in a phrase: primary emphasis upon future expectations. . . .

The concept of future prospects, and particularly of continued growth in the future, invites the application of formulas out of higher mathematics to establish the present value of the favored issues. But the combination of precise formulas with highly imprecise assumptions can be used to establish, or rather to justify, practically any value one wished, however high. . . . Have not investors and security analysts eaten of the tree of knowledge of good and evil prospects? By so doing have they not permanently expelled themselves from that Eden where promising common stocks at reasonable prices could be plucked off the bushes.7

This obvious reference to original sin reflected Graham’s deep concern about quantifying the unquantifiable (and doing so with false precision). The implications of that bite into the apple of quantitative investing were barely visible when Graham spoke in 1958. But by the late 1990s, this new form of investment behavior had become a dominant force, and continues to be a major driver of the speculation that has overwhelmed our financial markets.

It is little short of amazing how long ago these prescient warnings were issued. Justice Stone warned us in 1934. John Maynard Keynes warned us in 1936. Benjamin Graham warned us in 1958. Isn’t it high time we stand on the shoulders of these intellectual giants and shape national policy away from the moral relativism of peer conduct and greed and short-term speculation—gambling on expectations about stock prices? Isn’t it high time to return to the moral absolutism of fiduciary duty, to return to our traditional ethic of long-term investment focused on building the intrinsic value of our corporations—prudence, due diligence and active participation in corporate governance?

Yes, now is the time for reform. Today’s agency society has ill-served the public interest. The failure of our money manager/agents represents not only a failure of modern-day capitalism, but a failure of modern-day capitalists. In all, our now-dominant money management sector has turned its focus away from the enduring nature of the intrinsic value of the goods and services created, produced and distributed by our corporate businesses and toward the ephemeral price of the corporation’s stock—the triumph of perception over reality. We live in a world in which it is far easier to hype the price of a company’s stock than it is to build the intrinsic value of the corporation itself. And we seem to have forgotten Benjamin Graham’s implicit caution about the transience of short-term perception, compared to the durability of long-term reality: “In the short run, the stock market is a voting machine; in the long run it is a weighing machine.”8

To Build the Financial World Anew

We must now restructure the nature and values of the entire money management business—to build the financial world anew. I am well aware of how difficult it will be to accomplish that sweeping task.

And yet we dare not stand still.

For the fact is that there has been a radical change in our investment system. The ownership society of a half century ago is gone, never to return. It has been replaced by the agency society of today, in which our agents have failed to serve their principals—mutual fund shareholders, pension beneficiaries and long-term investors. Rather, the new system has served the agents themselves—our institutional managers.

Further, by their forbearance on governance issues, our money managers have also served the managers of corporate America. To make matters even worse, by turning to short-term speculation at the expense of long-term investment, the industry has also damaged the interests of the greater society, just as Lord Keynes warned.

Of course American society is in a constant state of flux. It always has been, and it always will be. I’ve often pointed out that our nation began as an agricultural economy, became largely a manufacturing economy, then largely a service economy, and most recently an economy in which the financial services sector had become the dominant element. Such secular changes are not new, but they are always different, so enlightened responses are never easy to come by. To deal with the new and complex economic forces that our failed agency society has created, of course we need a new paradigm: a fiduciary society in which the interest of investors comes first, and ethical behavior by our business and financial leaders represents the highest value.






	


Building a Fiduciary Society

While the challenges of today are inevitably different from those of the past, the principles are age-old. Consider this warning from Adam Smith way back in the eighteenth century: “Managers of other people’s money [rarely] watch over it with the same anxious vigilance with which . . . they watch over their own. . . . They very easily give themselves a dispensation. Negligence and profusion must always prevail.”9 And so in the recent era, negligence and profusion have prevailed among our money manager/agents, even to the point of an almost complete disregard of their duty and responsibility to their principals. Too few managers seem to display the “anxious vigilance” over other people’s money that once defined the conduct of investment professionals. So what we must do is develop a new fiduciary society to guarantee that our last-line owners—those mutual fund shareholders and pension fund beneficiaries whose savings are at stake—have their rights as investment principals protected. These rights must include:


				
						The right to have money manager/agents act solely on their principals’ behalf. The client, in short, must be king.

						The right to rely on due diligence and high professional standards on the part of money managers and securities analysts who appraise securities for their institutions’ portfolios.10

						The assurance that agents will act as responsible corporate citizens, restoring to their principals the neglected rights of ownership of stocks and demanding that corporate directors and managers meet their fiduciary duty to their own shareholders.

						The right to demand some sort of discipline and integrity in the mutual funds and financial products that our manager/agents offer.

						The establishment of advisory fee structures that meet a “reasonableness” standard based not only on rates but on dollar amounts, and the assurance of fairness with regard to the fees and structures available to all clients of the manager, regardless of portfolio size.

						The elimination of any conflicts of interest that could preclude the achievement of these goals.

				

It will take federal government action to foster the creation of this new fiduciary society that I envision. Above all else, it must be unmistakable that government intends, and is capable of enforcing, standards of trusteeship and fiduciary duty under which money managers operate with the sole purpose and in the exclusive benefit of the interests of their beneficiaries—largely the owners of mutual fund shares and the beneficiaries of our pension plans. As corporate reformer Robert Monks accurately points out, “capitalism without owners will fail.”11

While government action is essential, the new system should be developed in concert with the private investment sector, an Alexander Hamilton–like sharing of the responsibilities in which the Congress establishes the fiduciary principle and private enterprise establishes the practices that are required to observe it. This task of returning capitalism to its ultimate owners will take time, true enough. But the new reality—increasingly visible with each passing day—is that the concept of fiduciary duty is no longer merely an ideal to be debated. It is a vital necessity to be practiced.

A lot is at stake in reforming the very nature of our financial system itself, which in turn is designed to force reform in our failed system of governance of our business corporations. The change in the rules that I advocate—applying to institutional money managers a federal standard of fiduciary duty to their clients—would be designed, in turn, to force money managers to use their own ownership position to demand that the managers and directors of the business corporations in whose shares they invest also honor their own fiduciary duty to the holders of their shares. It is these two groups that share the responsibility for the prudent stewardship over both corporate assets and investment securities that have been entrusted to their care, not only reforming today’s flawed and conflict-ridden model, but also developing a new model that, at best, will restore traditional ethical mores.

And so I await—with no great patience!—the return of the standard so beautifully described by Justice Benjamin Cardozo years ago: “Those bound by fiduciary ties . . . [are] held to something stricter than the morals of the marketplace . . . a tradition unbending and inveterate . . . not honesty alone but the punctilio of an honor the most sensitive . . . a level of conduct . . . higher than that trodden by the crowd.”12

In his profound 1934 speech that has been the inspiration for this essay, Justice Harlan Fiske Stone made one further prescient point on serving the common good:

In seeking solutions for our social and economic maladjustments, we are too ready to place our reliance on what [the policeman’s nightstick of] the state may command, rather than on what may be given to it as the free offering of good citizenship. . . . Yet we know that unless the urge to individual advantage has other curbs, and unless the more influential elements in society conduct themselves with a disposition to promote the common good, society cannot function . . . especially a society which has largely measured its rewards in terms of material gains. . . . We must [square] our own ethical conceptions with the traditional ethics and ideals of the community at large. [There is] nothing more vital to our own day than that those who act as fiduciaries in the strategic positions of our business civilization, should be held to those standards of scrupulous fidelity which [our] society has the right to demand.13

Justice Stone’s landmark speech reminds all of us engaged in the profession of investment management how far we have departed from those standards of scrupulous fidelity, and gives us yet one more opportunity to strengthen our resolve to meet that test and build a better financial world.






	


Chapter 9

Trust Depends on Authentic Leadership, Stewardship and Governance

Why We Must Go Beyond Compliance

Donald B. Trone

Chief Ethos Officer, 3ethos

We need to hold critical decision makers in the wealth management industry to an authentic leadership, stewardship and governance standard.

Individual investors have grown cynical about Wall Street firms and major banks that claim to put the interests of clients first, then demonstrate otherwise. As an industry sector, financial services ranks lower than any other. However, the vast majority of wealth management advisors are honest and are committed to serving their clients. It is the dishonesty and, in some cases, criminal conduct of a relatively few bad actors that has destroyed the public’s confidence.

The question that consumes both Washington and Wall Street is How do we restore trust? Washington’s response has been fairly predictable: write more rules and regulations, particularly in the form of fiduciary standards. Fiduciary is defined as having the legal responsibility for managing the assets of another. There is a three-part test to determine whether a fiduciary standard has been met. The fiduciary must be able to demonstrate (1) the details of its decision-making process; (2) that the decision-making process was prudent; and (3) that decisions were made in the best interests of the client.

On the surface, a uniform fiduciary standard for all advisors appears to be the prescriptive solution. And, in fact, President Obama in 2010 signed the Dodd-Frank Act, which included language (Section 913) charging the Securities and Exchange Commission (SEC) with determining whether a uniform fiduciary standard of care would be in the public’s best interests. (As of spring 2014—when this chapter was written—the SEC has yet to make such a determination. Likewise, the Department of Labor has made several unsuccessful attempts to subject more retirement service providers to a fiduciary standard.)

Such efforts by regulators to promulgate more rules and regulations—even if they are in the form of fiduciary standards—are not likely to have a material impact on the moral and ethical conduct of the industry. Time and time again, we have seen that morality cannot be legislated. Any teenager can testify to the fact that there is no correlation between more rules and better behavior. Voluminous regulations only make it easier for bad actors to hide within the system, and complicated financial disclosures make it more difficult for clients to make informed decisions. The fact that Bernie Madoff was “registered” with the SEC (and subject to a fiduciary standard) no doubt lulled certain of his investors into thinking that the SEC had conducted appropriate due diligence, and there was no need to replicate the effort. And despite a bevy of existing rules and regulations, Madoff found a way around them all.

Equally important, it is not the role of regulators to define the gold standard for the wealth management industry. The role of regulators is to define the minimum standard of care that must be met in order for an organization to conduct business. If a uniform fiduciary standard of care is promulgated, it will likely be a de minimus standard—a bronze, rather than a gold, standard.

What is needed is a more fundamental approach to evaluate whether a wealth management organization, or person, is worthy of trust. Is that firm or advisor authentic? We need an answer that doesn’t depend on understanding arcane securities rules and regulations. We need a framework anyone can use to evaluate the effectiveness of a firm that is being considered for a critical leadership and stewardship role in advising and taking care of their clients’ assets.

Distinguishing great wealth management firms from the rest is actually not that difficult; we do it every day with other industry sectors. If given a choice, what airline would you prefer to fly? Do you favor a particular hotel chain or rental car company? Have you ever paid more for a product because it was backed by spectacular customer service? And when you’re in a strange town, have you ever gone out of your way to find a particular coffee chain? In all these situations we have made decisions to be loyal to companies that demonstrate authentic leadership, stewardship and governance.

Ethos—The Continuum of Behaviors, Core Values and Decision Making

Fear, greed and envy are part of our human condition. Since the beginning of time, they have been the root causes for more bloodletting, pain and suffering than any other malady. The ancient Greek philosophers were passionate about understanding these conditions and developed guiding principles (not rules, but principles—I will discuss the differences between the two later in the chapter) to raise the social consciousness of society. Socrates wrote, “The more men value money-making, the less they value virtue.”1 It was Socrates’s protégés, Plato and Aristotle, who wrote that you can learn a lot about an organization by studying its ethos, which they defined as the distinguishing leadership behaviors, core values and decision-making process of a person, group or institution.

My research on ethos dates back to 2007, when I was offered the opportunity to head the newly established Institute for Leadership at the U.S. Coast Guard Academy. One of my pet projects was to try to find a concise answer to this question: Why was the Coast Guard so successful in its response to Hurricane Katrina, which hit New Orleans on August 29, 2005, when nearly every other government agency failed? The other agencies all had hurricane preparedness plans, staffs and budgets, yet the Coast Guard was the only one able to execute an extraordinary response to the crisis.

I was about nine months into my research when I came across the word ethos—immediately I recognized ethos as the concise answer to the Coast Guard question. It’s because it has a well-defined ethos. No matter where you take a slice out of the organization, the most senior officers to the most junior enlisted men and women understand the Coast Guard’s lifesaving role and mission. During Katrina, Coast Guard personnel didn’t have to wait for orders or fill procurement forms out in triplicate—they knew what was expected of them, and they executed with confidence, knowing that their superiors would back them up. They were inspiring, and they demonstrated their capacity for principles-based service.

It doesn’t take a hurricane for an organization to demonstrate that it has a well-defined ethos—that within the organization there is a consistent relationship between behaviors, core values and decision making. We see it every day with outstanding organizations such as Starbucks, Nordstrom, the Ritz-Carlton, Southwest and JetBlue. In the wealth management industry we also have a number of firms and organizations that have a well-defined ethos, and we must do more to reward and to promote these organizations.

Ethos and Trust: The Continuum between Leadership, Stewardship and Governance

For the wealth management industry, I would define trust as the point of intersection between leadership, stewardship and governance. The essence of trust is the modern-day expression of ethos. If you want to know whether an organization can be trusted, look at how it demonstrates its capacity for leadership, stewardship and governance. (See figure 9.1.)

Figure 9.1 Trust: The Continuum between Leadership, Stewardship and Governance

[image: fig3_1.eps]

Source: Donald Trone, 3ethos






	


Governance

Simply defined, governance is how we manage a prudent decision-making process. The financial services industry is highly regulated; it would seem that nearly every decision that needs to be managed has been fenced off by rules and regulations. Yet, being merely compliant with regulations is not the same as good governance.

You can tell some things about an organization by reading its disclosure documents and services agreements. Does the organization imply a certain relationship in the large print, then define a different one in the small? Are agreements written in plain English, or incomprehensible legalese? You can’t learn to trust an organization if you’re uncomfortable with its governance.

But it also is important whether an industry or organization is governed by rules or principles—does it have a code of conduct or a code of ethics? Most people use the terms interchangeably, but there are significant differences, especially when you want to establish trust. A code of conduct is based on rules, and a code of ethics is based on principles.

To illustrate the important differences between rules and principles, how do you react to the following statement? Thou shall not kill. If you are like most people, your mind is probably thinking of a number of exceptions: What about in the time of war, or in self-defense? What if, on the other hand, I said, Love one another. Now where does your mind go? You’re caught, aren’t you? There is no exception to be found.

Thou shall not kill is a rule; Love one another is a principle. A rule merely requires compliance, whereas a principle requires discernment, the ability to judge wisely and objectively. If you want to define a higher standard of care based on trust, you must do so with principles, not rules.






	


Stewardship

Stewardship is the passion and discipline to protect the long-term interests of others. Discernment is a prerequisite to stewardship: a good steward must be able to judge wisely and objectively. Obviously, when looking for a financial advisor, you want an advisor who is a great steward.

Imagine if we could build a Trust Thermometer. It might look something like figure 9.2:

Figure 9.2 The Trust Thermometer

[image: fig3_2.eps]

Source: Donald Trone, 3ethos

We could then put a thermometer under the financial advisor’s tongue to see how high trust is registered. We could do away with rules and regulations and rely upon the advisor’s temperature. If the advisor’s temperature fell below Stewardship, you would know it was time to replace the advisor.

Note also where the legal definition of fiduciary would register on the thermometer—midway between Governance and Stewardship. Consistent with the theme of this chapter, higher standards of care are defined by leadership, stewardship and governance, not by being merely compliant with rules and regulations.






	


Leadership

In a world of complexity, individual investors are looking for advisors who are more than the trusted guides we’ve heard about for decades: they’re looking for leaders. Authentic leadership can only occur when governance is aligned with principles and there is a high capacity for genuine stewardship. Leadership differs from being merely compliant in that it evokes a higher calling and requires a significantly higher level of trust.

Every worthwhile endeavor has a leadership component; this is especially true in wealth management. The simplest definition of leadership that can be applied in any situation is that a leader has the ability to inspire and the capacity to serve. Two questions arise from this definition:

Does your financial advisor inspire you?

Does your financial advisor have the capacity to serve your best interests?

If the answer is no to one or both these questions, then you’re working with the wrong advisor, and probably the wrong financial services firm.

Each of the two leadership principles—the ability to inspire and the capacity to serve—can be further broken down into discrete elements to facilitate an assessment of a financial advisor’s trust potential.

Integrity is the essence of a leader’s ability to inspire—only a person of integrity can effectively serve as a leader. In turn, integrity is composed of three elements: character, competence and courage. Similar to ethos, one must demonstrate a continuum and a balance between the three elements to be known as a person of integrity.

In the wealth management industry, we can access public documents to get a good sense of a financial advisor’s competence: their academic achievement; the regulatory licenses they possess; professional designations they may have earned; and special honors and awards that may have been bestowed by the industry. What is more difficult to assess is an advisor’s character and courage, which are situational. We can get a sense of these two elements by observing the advisor’s behavior, but no test has ever been devised to help determine when, and under what circumstances, an advisor may be tempted to subvert the best interests of his or her clients. However, we do know there is a high correlation between the conduct of a financial advisor and that of the advisor’s firm. What is the tone at the top? Does the firm place a greater emphasis on growing revenue and profits than developing genuine leaders and stewards?

Engagement is the essence of the capacity to serve—only a financial advisor who is fully engaged can protect the best interests of clients. The three elements that must be kept in balance are purpose, process and passion. The absence or shortfall of any one of these three elements will result in disengagement.

Unlike the ability to inspire, which is largely subjective, the capacity to serve is much more objective. Of particular importance is the advisor’s stated purpose and process—the details of the advisor’s decision-making process, which brings us back full circle to an understanding of the advisor’s governance and sense of stewardship.

The remaining element to engagement is passion. Does the financial advisor love:


				
						the work?

						the people the advisor works with?

						the firm to which the advisor belongs?

				

An answer of no to any of the above three questions should also raise a red flag. Love and passion are essential elements to effective leadership. A deficiency of either impacts a leader’s ability to inspire others. In the absence of love and passion, an advisor may be more tempted to rationalize inappropriate behavior.






	


In Summary

In a free enterprise economy, the public has the capacity to reward good behavior and punish bad. However, the public has been reluctant to use the full force of that power to rid Wall Street of its bad actors. If your financial advisor does not inspire you, or is not authentic or aligned with your best interests, then you have the wrong advisor. If your wealth management firm does not have the capacity to serve your best interests—is not engaging with you—then you are working with the wrong firm.

Fear, greed and envy will not be kept in check by more rules and regulations. Legally defined standards of care, such as a fiduciary standard, will merely define compliance requirements that must be met in order for a firm or an advisor to conduct business. Such rules and regulations will never restore trust in the financial services industry.

The vast majority of wealth management firms and advisors are committed to serving their clients and to using their resources to “become a force for good in the world,” as John Taft writes in his preface to this book. The most effective way to identify these great organizations is to look at how they demonstrate their capacity for authentic leadership, stewardship and governance.






	


Part IV

Restoring Confidence in Equity Markets






	


Introduction

John G. Taft

We need investors to trust in the markets again.

—Richard Ketchum, President and CEO, the Financial Industry Regulatory Authority, May 2014

One of the facts of life in today’s altered world is that the Federal Reserve and other central banks continue to engage in financial repression. This is the suppression of interest rates, at the expense of savers, for the benefit of borrowers. With short-term interest rates hovering close to zero percent, the stealth penalties for individuals who park savings in cash are significant. Savers see their purchasing power for the goods and services they consume eroded at the rate of inflation. That is a loss of 2 percent a year in today’s environment, and more than 40 percent over the course of a typical retirement.

Intermediate-and longer-term bonds offer investors the prospect of earning a real rate of return, but at the risk of losing principal if and when interest rates rise again.

Only equities offer the potential of preserving purchasing power over long periods of time.

Yet ever since the financial crisis, individual investors have lost confidence in financial markets. Consequently, they have maintained outsized allocations in what they consider safe investments—cash and fixed-income securities. This has a number of bad social outcomes. For one thing, it will exacerbate the retirement savings crisis discussed in part 6. It also robs the economy of the patient long-term equity capital necessary to foster more robust economic growth.

Yet despite the fact investors are being forced by the Fed to own stocks to preserve their nest eggs, investors have never been more nervous and skeptical of equity markets. Michael Lewis’s depiction of the world of high-speed trading in Flash Boys and his now-infamous assertion that the market is rigged is just the latest proof, as far as the public is concerned, that the stock and bond markets are financial shark tanks, perilous places to invest hard-earned savings.

But this is a classic case of throwing the baby out with the bathwater. Let’s take a moment to remember the purpose of financial markets. Former U.S. Securities and Exchange Commission chair Mary Schapiro makes the case in chapter 10 for the importance of equity capital markets, which fund the “innovation and risk taking” that drives productivity and job growth and, ultimately, improves society.

“In simple terms, equity markets support our economic growth by turning the savings of investors into long-term capital for business, enabling a flow of funds from investors to inventors, entrepreneurs and established companies, and then back again to investors through dividends and capital gains,” Schapiro writes.

The proper functioning of equity capital markets depends, more than anything else, on investor confidence. In turn, that requires transparent markets that provide investors with full, timely and accurate information. It also requires honest, competent financial intermediaries and market structures that work (not just some of the time, but all of the time). Ditto effective regulation and, perhaps most important, stewardship of the interests of shareholders through high standards of corporate governance.

Former Rotman School of Management Dean Roger L. Martin takes on what he believes is one of the culprits eroding investor confidence: equity-based compensation. Stock grants and grants of equity options were designed to better align the interests of professional executive managers (agents) with those of principals (the company’s shareholders). For Martin, however, equity awards have had the unintended effect of focusing the attention of executives on the performance of their company’s stock in the “expectations market” (the stock market) rather than on the performance of their company’s physical products and services in the “real market.”

The problem is so significant, Martin believes, that stock-based compensation actually contributes to stock market crashes and scandals, further undermining public trust in markets. Why? “The answer lies in the fact that executives become so concerned with how to maximize shareholder value for their own gain that they sacrifice long-term, sustainable growth to achieve it,” he writes.






	


Chapter 10

Equity Market Development and Corporate Governance in Emerging Markets






	


Mary Schapiro

U.S. Securities and Exchange Commission Chair, 2009–2012

During this time of crisis and its aftermath, the attention of regulators has been rightly focused on strengthening the banking system and fortifying the regulatory structure that supports it. It is also important, however, that we not lose sight of the criticality of equity financing and capital markets to the economic success of nations, and that we create the necessary conditions for those markets to prosper and fuel growth.

Clearly, a healthy and resilient banking system is central to any nation’s economic success. A recent Organisation for Economic Co-operation and Development (OECD) paper makes the point that banks play an “important and pivotal role in the financial system,” and when a banking system becomes dysfunctional—as we saw in the United States during the financial crisis—the repercussions are broad and reverberate throughout the national and even the global economy.1

While the recent financial crisis and its regulatory response has focused all regulators—including the Securities and Exchange Commission (SEC)—on the banking system and issues of prudential supervision, bank capital standards, large bank resolution and use of derivatives, as a capital markets regulator, we at the SEC also tried to keep our attention squarely on the health and resiliency of the capital formation markets that have contributed so enormously to the success of the U.S. economy over many generations. So, as you can imagine, as a capital markets regulator for nearly 30 years, I am always anxious to talk about the role of equity markets in the success of businesses, economies and nations.






	


Equity Financing

While bank financing will always have a critical role to play, I would suggest that equity financing in an environment of transparency, including high-quality accounting, investor protection and resilient market infrastructure, is at least as—or perhaps more—important to economic growth in the long run.

Significant economic research supports the thesis that well-developed capital markets foster greater productivity and job growth. A November 2004 study by William Dudley, then chief economist at Goldman Sachs and now head of the Federal Reserve Bank of New York, and Glenn Hubbard, dean of Columbia University School of Business, found that in the United States and the United Kingdom, capital markets delivered three important benefits. First, they helped improve the allocation of capital and risk throughout the U.S. economy, thereby raising the average return on capital, attracting large inflows from abroad and providing a mechanism by which new businesses could raise capital. Second, higher productivity growth is evident and has resulted in higher real-wage growth. And third, despite higher productivity and wages, employment growth in countries with robust capital markets had been higher than elsewhere.2

Empirical evidence from the International Monetary Fund (IMF) suggests that although an efficient banking sector is necessary for the development of an equity market, there can be many constraints that prevent banks from providing long-term investments, including the rising cost of capital. Equity markets directly benefit countries by avoiding reliance on debt during times of rising interest rates, as equity markets serve as channels for savings.3

Moreover, equity investments provide managerial discipline to provide a more efficient allocation of capital and ensure that managerial resources are utilized effectively. For instance, according to IMF research, in developing countries, where a majority of the equity ownership is concentrated in the portfolios of large shareholders, these owners find it beneficial to monitor and ensure there is financial discipline within the business entity.4

In this same regard, New York University researchers in 1993 sampled 40 industrial and developing countries and found that the higher the ratio of stock market trades to GDP, the higher the growth of per capita income, suggesting a significant relationship between the development of stock markets and overall economic growth.5

Despite the clear benefits of equity financing—which I will talk about in a moment—it is no secret that, despite some resurgence in 2013 and 2014, the past decade has seen a dramatic decline in initial public offerings (IPOs) and exchange listings of securities, as well as in the amount of capital raised, particularly in OECD countries. In the United States, critics often point to these declining numbers to suggest that we are witnessing the demise of the public corporation and, hence, equity financing rather than attributing this decline to cyclical or temporary phenomenon. I would suggest that the dot-com bust; a prolonged, near-zero interest rate environment; a weakening of investor confidence in the integrity of market structure abetted by excessive complexity and volatility; the narrowing of analyst coverage of smaller companies; and the coming of age of foreign exchanges have more to do with the decline in U.S. listings than the demise of the corporation itself.

At the same time, the overall picture for equity markets is actually somewhat more mixed. OECD research shows us that public offerings (initial and secondary) between 2006 and 2011 by emerging market companies increased by more than five times the amount of equity raised between 2001 and 2005, and exceeded total funds raised by OECD companies. And the numbers for secondary public offerings show that, for every year of the last decade, secondary public offerings by OECD-based nonfinancial companies exceeded the proceeds from IPOs.6

Despite the disappointing IPO numbers, there is little doubt that equity financing is and will remain the most effective and efficient vehicle for financing long-term ventures. As OECD’s Mats Isaksson’s recent paper describes, equity “can be used to finance projects with uncertain and long-term returns, such as research, product development, innovation or the opening of new markets. These characteristics make equity unique and the only standardized financial instrument dedicated to finance genuine innovation and value creation.”7

In simple terms, equity markets support our economic growth by turning the savings of investors into long-term capital for business, enabling a flow of funds from investors to inventors, entrepreneurs and established companies, and then back again to investors through dividends and capital gains. It is funding this innovation and risk taking that equity is so well suited to do, in part because, as the OECD and other commenters have pointed out, equity has only a residual claim on corporate earnings—there is no right to a dividend—and the ability to transfer shares in the secondary market permits a shareholder to have a different time horizon for investment than the corporation has, and to easily exit or increase his ownership interest if his view of the company changes.8

In the United States in particular, the regulatory burdens of being a public company—brought about by the Sarbanes-Oxley Act, SEC rules and stock exchange requirements, and most recently the Dodd-Frank Act—are often cited as the primary reasons for the decline in listings. But while equity financing in the public markets brings with it many obligations—disclosure, financial audits, corporate governance requirements and more—it is still a critical path to sustainable growth for many companies. For example, up until the point of its IPO announcement, Twitter had difficulty generating a profit, claiming its investments had limited its margins.9 CEO Dick Costolo claimed that taking his company public allowed him to ensure Twitter is ready for the “visibility to the future.” Further, the IPO filing enabled him to invest in “product innovation and cadence of product innovation” to improve Twitter’s capabilities beyond its partnerships, and grow its core business.10

Similarly, when the Nasdaq Stock Market chair talked of bringing Nasdaq public, he said, “Offering shares to the public is a natural next step in the evolution of Nasdaq. When the time is right, we will do it. The result will be a Nasdaq with more resources, better able to compete and improve its market for investors and companies around the globe.”11 He added that Nasdaq looked forward to the offering as a chance to increase the market’s competitive stance and allow for greater investments in technology. Expenditures for technology development and to open new markets and develop new products, given their magnitude—and riskiness—have spurred Nasdaq and other exchanges to themselves tap the public equity markets.

Before equity markets can flourish, there must exist the basic infrastructure of a banking system and a regime of private property and contract law that allows transfer of ownership with certainty and judicial enforcement, provisions for competition and bankruptcy, sensible macroeconomic policies and capable regulation.12 And there is just one additional requirement: investor confidence. But it has several critical components:


				
						Markets must be transparent. Investors must be provided complete, timely and honest quantitative and qualitative information about the companies they seek to invest in. They require accounting that is rigorous and transparent and not subject to political pressures. Markets need, and investors will demand, well-developed standards of corporate governance. Shareholders—those who own the corporation—must be able to exercise their governance rights, and those rights should be protected by law.

						Financial intermediaries must be competent, financially capable and honest.

						The market structure—the systems for trading, clearing and settlement of securities transactions and payments—must be fair, resilient and reliable.

						And finally, investor confidence demands vigilant, informed and adequately funded regulators who promote investor protection and a level playing field, including rigorous enforcement of the law and rules.

				






	


Transparency and Disclosure

Because investing is a risk-taking exercise, it is essential that investors have access to the information necessary to make informed decisions. In the United States, this has meant an ever-broadening scope of information made public at the time of a securities offering and thereafter annually, quarterly and even nearly immediately, in connection with specific events.

This disclosure-based system is the foundation of the public equity markets in the United States, since the SEC does not approve or endorse investments. Rather, the role of the agency is to ensure that investors have been told all the relevant information from which they can make their own decisions about how to allocate capital.13 In this regard, the agency’s staff selectively reviews company filings to monitor information quality and completeness and ensure adherence to accounting and disclosure requirements. The agency’s staff routinely requires companies to enhance and clarify their disclosure. The scope of required disclosure is continually updated to encompass emerging risks, such as cyber threats, new accounting standards, and legislative and corporate developments.14

Of course, all of the requirements and even the vigilance of the regulators do not alone ensure that every company’s disclosure will be complete and forthright; certainly the history books are replete with examples of restatements and accounting and disclosure frauds. In this regard, the ability to rely on the critical gatekeepers—auditors, lawyers, research analysts and investment bankers—is an important part of the fabric of truthful disclosure. And when any or all of these fail, rigorous criminal and civil enforcement is vital.

The role of gatekeepers in promoting the fundamental honesty of corporate disclosure has grown dramatically. The gatekeeper’s role has transformed from that of an auditor to a protector of public and stakeholder interests.15 For instance, more than a decade ago, the International Organization of Securities Commissions (IOSCO) adopted a comprehensive set of Objectives and Principles of Securities Regulation (known as IOSCO Principles), which emphasize the importance of the role of a gatekeeper in any institution. One of the ideals states, “Independent auditors play a critical role in enhancing the reliability of financial information by attesting as to whether the financial statements prepared by management fairly present the financial position and past performance of the public enterprise in compliance with accepted accounting standards,” ultimately improving investor confidence.16

These ideals have grown since the financial crisis to include appropriate mechanisms for continuous improvement in auditing methodology, enforced objectivity within auditing standards and practices, as well as provisions for continuing professional education.17 The stated goals of the IOSCO Principles are to protect investors through information disclosure, ensure markets are fair and transparent, and reduce systematic risk through efficiency, all of which rely on the soundness and enforcement of our gatekeepers.18






	


Intermediaries

The vast majority of investors interact with the equity markets through intermediaries—either through brokers, who assist them with advice or the execution of securities transactions and custody of their assets, or through collective investment vehicles such as mutual funds, hedge funds or pension funds.

According to OECD and IOSCO data, in 2010, mutual funds, pension funds and insurance companies held roughly half of the listed equities in the world. Thus, a critical component of investor confidence is confidence in the integrity and capability of the intermediaries. Here again, disclosure is the foundation of confidence—disclosure about the risks of particular investments or strategies, costs and fees, and conflicts of interest of the money manager or broker. In addition, safekeeping of investor assets; best execution and fair pricing of securities transactions; competency of advisors; adequacy of supervision; and access to remedies when an investor has been treated unfairly are necessary components for investor trust.






	


Market Structure

Investor confidence can be deeply shaken by failures of the mechanics of trading markets. When equity market structure breaks down—if it fails to provide the necessary and expected fairness, stability and efficiency—investors and companies pull back, raising costs and reducing growth.

Investors understand that they will make or lose money on an investment depending on the performance of the company in which they have invested. What they do not understand—and should not have to worry about—is whether the trading mechanisms themselves will fail to function and cause them losses or whether the strategies of other traders put them at a serious disadvantage. Whether the failure is caused by technological glitches or human error—events like the Flash Crash in May 2010 or the botched Facebook IPO or the massive trading error in the summer of 2013 by Everbright Securities in China, or any of a number of other exchange or participant failures—serious and potentially long-lasting damage is done to investor confidence. And because the markets are, first and foremost, price-discovery mechanisms, real harm is caused when investors flee and participation declines.






	


Regulators

Fair rules of the road and effective oversight and enforcement support a system that protects providers and consumers of capital alike, brings stability to a complex marketplace and undergirds robust economic growth. Of course, regulators must always appreciate that regulation has costs. But, as we have seen time and time again, inadequate and ineffective regulation and enforcement have costs as well—oftentimes costs that are far greater than any rule could ever impose.

If we think about issues such as insider trading—an area of particular regulatory enforcement focus in the United States—it would be hard to conclude that rampant insider trading does not severely damage investor confidence in the integrity and fairness of the markets. The willingness and capacity of regulators to prevent and punish such activity is important to maintaining investor confidence and, hence, investor willingness to entrust their capital to the markets.






	


Corporate Governance

Last, but in no sense least, corporate governance is critical to the success of equity markets. As Mats Isaksson’s paper illuminates, partly to compensate for the lack of a fixed claim on corporate earnings, equity comes with a set of rights that not only protect the equity holder from abuse, but also provide the opportunity to shape the direction of the corporation in a way that aligns the interest of the shareholder and the company in long-term prosperity.19

Of the many variations of the definition of corporate governance, I think the best has been articulated by the OECD:

Corporate governance involves a set of relationships between a company’s management, its board, its shareholders and other stakeholders. Corporate governance also provides the structure through which the objectives of the company are set, and the means of attaining those objectives and monitoring performance, are determined. . . . The presence of an effective corporate governance system, within an individual company and across an economy as a whole, helps to provide a degree of confidence that is necessary for the proper functioning of a market economy. As a result, the cost of capital is lower and firms are encouraged to use resources more efficiently, thereby underpinning growth.20

Governance exists at both the country level and the level of individual companies. National-level standards are developed in the context of political, cultural, historical and legal infrastructure and characteristics. As a result, there is great variability around the world when comparing governance requirements from country to country. These national standards in turn set the broader context for company-level governance structures.21 And where those national standards are less developed, or where there is flexibility for a company to define its governance, there is great variability across companies within a country. Research has shown that good governance is significantly related to valuation, and is even more important in countries with weak overall legal systems or weak investor protection from the courts.22

In the United States, our debates around corporate governance tend toward the narrow and specific: How granular should the disclosure of executive compensation be? Should the board have both an audit committee and a risk committee? Should the role of CEO and chair of the board be separated? Many other countries are grappling with more fundamental questions of governance, namely, the basic rights of investors, such as the right to access a wide array of audited financial and risk information about the company and management; to vote on important corporate matters such as extraordinary transactions or the election of independent and competent board members; fair treatment and protection of minority shareholders; the exercise of ownership rights; and the effective oversight and monitoring of management.

Extensive academic and industry research tells us that the quality of governance matters to investors, and there is good reason for this. Research by the World Bank shows that better corporate governance is highly correlated with better operating performance and market valuation.23 And as the OECD notes,

The degree to which corporations observe basic principles of good corporate governance is an increasingly important factor for investment decisions. Of particular relevance is the relationship between corporate governance practices and the increasingly international character of investment. International flows of capital enable companies to access financing from a much larger pool of investors. If countries are to reap the full benefits of the global capital market, and if they are to attract long-term “patient” capital, corporate governance arrangements must be credible, well understood across borders and adhere to internationally accepted principles.24

I believe the OECD has this exactly right. And as it further notes, “Even if corporations do not rely primarily on foreign sources of capital, adherence to good corporate governance practices will help improve the confidence of domestic investors, reduce the cost of capital, underpin the good functioning of financial markets, and ultimately induce more stable sources of financing.”25

At the end of the day, shareholders are owners. They may take a more or less active role in the governance of the companies they own. But it is important to them, when making investment decisions, to know that they can appropriately influence the direction and conduct of the corporation and that they have options other than selling their stock if they are dissatisfied. As we continue the complex work of rebuilding and strengthening the institutions of our banking system and fortifying supervision and regulation, it is critically important that we also focus our energies on ensuring that the foundations for strong equity markets—disclosure, transparency, competent and honest intermediaries, vigilant gatekeepers and regulators, a robust market infrastructure and well-developed corporate governance—also remain firmly in our sights.






	


Chapter 11

Get Real

How to Recover Authenticity in our Financial System

Roger L. Martin

Dean, Rotman School of Management, University of Toronto, 1998–2013

“Can we ever trust bankers again?” The BBC let the question hang over all its reporting on the increasingly sordid details of the London interbank offered rate (Libor) fixing scandal.1 Barclays, the financial institution at the center of it all, admitted that its actions had likely “decimated” the public trust in banks.2 Multinational investigations revealed emails between traders and rate setters at banks in the United Kingdom, Europe, North America and Japan that offered bribes for their counterparts’ help in fixing the key lending rate. Considering that over $300 trillion in financial contracts are written on the basis of Libor, the scandal had massive global implications.3

The ubiquitous interest rate is set by a group of leading banks, which submit their rates for 10 currencies and 15 loan durations. The top and bottom quartiles of these rates are discarded, and an average is calculated.4 The banks have a choice of what rate to submit—the final decision always rests with an individual within each bank—and so the door was left open for manipulation and abuse. The offending banks took advantage of the opportunity, throughout the 2000s, to artificially inflate or deflate their rates depending on which scenario would most benefit each bank at the time. The rate manipulations were real, illegal and widespread, and touched banks in several developed economies. When they were discovered, the banks faced fines in the billions of dollars.

Still reeling from the 2008 global financial crisis, the banks hardly needed another negative story. Their reputations were already eroded, as demonstrated in the latest survey from the Edelman Group—a public relations firm that publishes an annual “Trust Barometer.” Of the industries surveyed, banks and financial services rank as the least trustworthy, trailing even the perennial basement-dwellers, energy and media.5

What did people believe were the causes of financial scandals such as Libor? The results Edelman got from this question were telling. Twenty-three percent thought the cause was “a corporate culture driven by compensation/bonuses,” namely, that the traders manipulated Libor because the traders earned a higher bonus as a result. Twenty-five percent figured corporate corruption was the culprit, and 11 percent indicated that conflicts of interest were the root of the scandals.6 All told, a significant majority of people believed the scandals were caused by factors fully under the control of financial services firms, rather than external factors such as a lack of regulation or changes in the economy.

Bankers aren’t alone in this type of compensation-driven behavior. In fact, it’s endemic to the larger business ecosystem. Our systems of rewards and compensation are misaligned in a way that breeds inauthenticity in our executives. This inauthenticity is at the root of society’s current distrust of business writ large, not just the financial sector, although finance is the current poster child.

It wasn’t always thus. Forty years ago, if you were a gambler betting that corruption, conflicts of interest and a culture driven by compensation and/or bonuses would be common today, you would have been a contrarian. Yet in hindsight we can see the seeds of scandal, sown almost 40 years ago in the wake of an influential article by two academics, Michael Jensen and William Meckling. Both at the University of Rochester’s Simon Business School in 1976, Jensen and Meckling published a paper in the Journal of Financial Economics entitled “Theory of the Firm: Managerial Behavior, Agency Costs and Ownership Structure.”7 At the time, they couldn’t have known what an impact the article would have on compensation practices across industries. The article introduced the world to agency theory, including, as a central concept, the principal-agent problem. In Jensen and Meckling’s model, shareholders are the principals of a firm—that is to say, they own the firm and benefit from its growth and success. Executives and other employees are deemed agents—hired on behalf of the principals to manage and run the business in their stead. The principal-agent problem occurs because the agents have an inherent incentive to organize their activities in a way that benefits themselves rather than the principals. For example, an executive may declare commercial air travel to be too inconvenient and tiring, wasting valuable time that could be better spent focusing on the business. In response, the company might purchase a private corporate jet for the executive. Productivity may increase, but the jet likely costs the owners of the company more than that increase in productivity. The purchase of that corporate jet at the expense of earnings for the principals creates an agency cost.

Jensen and Meckling argued that it is both bad for shareholders and wasteful for the economy when executives use the firm’s resources for cushy perks. Rather, they said, the firm should be laser-focused on one objective—to maximize returns to shareholders. And to achieve that goal, the logic followed, executives must be incented in a way that aligned their interests with those of the principals: agency costs would be eliminated and shareholder profits would be maximized. They suggested stock-based compensation for executives, in essence aligning their interests directly with those of shareholders. Under such a scheme, executives would be intensely interested in increasing shareholder value because their own compensation would increase concurrently.

Despite its logical elegance, the practice has not proved to be without limitation and side effects. Most notably, stock-based compensation had the unfortunate effect of joining together two hitherto distinct markets: the real market and the expectations market.

The real market is the world in which companies build factories and design and produce products (or services) that are bought and sold. Revenue is earned, genuine expenses are paid and actual dollars of profit are shown on the bottom line. Largely, this is the world that is under the control of companies and their executives, and the reason why companies were founded in the first place.

The expectations market, however, differs a great deal, particularly where substance is concerned. Whereas the real market trades in physical goods and services, the expectations market trades company shares between investors. This should sound familiar—the expectations market is more popularly known as the stock market. In this market, investors do their best to estimate the future value of the current real activities of a company. Using that estimate of the future as guidance, investors then decide whether the market price for the stock is likely to go up or down, and they buy or sell on that basis. Since there exists a multitude of investors participating in the expectations market at any one time, the consensus view of these investors for future company performance then determines the share price.

The mechanics of the stock market make intuitive sense. Provided a fair and transparent flow of information (a lofty assumption, in some instances), investors buy and sell shares at fair prices. And if the stock market were left only to investors, the system would work just fine. But because of the popularity of stock-based compensation, we now have sitting executives who also hold large blocks of company stock and future options for additional stock. This is a problem because it produces executives who worry more about how their company behaves in the stock (expectations) market than about how it performs in the real market.

The practice of linking executive compensation to the expectations market was once quite rare. Before the 1970s, executives were evaluated on whether or not the company earned real profits. They were compensated with a base salary and a bonus for meeting real market performance targets. In 1970, for example, stock-based incentives accounted for less than 1 percent of CEO remuneration.8 Jensen and Meckling turned this practice on its head. The new theory was that the best way to spur executives to perform in the real market was to make their personal compensation significantly dependent on company performance in the expectations market. After 1976, executive compensation became increasingly stock-based, with dramatic upside when executives produced stock price increases.

The list of the ten highest-paid American CEOs of 2012 shows, for the first time, all ten earning over $100 million in total compensation, the vast majority from realized gains on stock options. Facebook CEO Mark Zuckerberg earned a base salary of just over $500,000, but the company’s initial public offering netted him nearly $2.3 billion in profits. Second-place finisher Richard Kinder, of energy company Kinder Morgan, earned a salary of just $1 but added more than $1.1 billion in restricted stock profits.9 The pattern repeats itself down the line. The pervasiveness of granting executives stock options as part of their compensation packages is considered good governance as it properly aligns executive incentives with those of shareholders. The financial crashes of the dot-com bubble from 2000 to 2002 and the broader market in 2008–09 clearly did nothing to diminish the prevailing theory; in fact, they strengthened it.

So why does stock-based compensation lead to stock market crashes and scandals? The answer lies in the fact that executives become so concerned with how to maximize shareholder value for their own gain that they sacrifice long-term, sustainable growth to achieve it. Executives focus on playing in the expectations market (under the guise of maximizing shareholder value) rather than on building sustainable value in the real market (by building real goods, selling real services and earning real profits).

The problem with the expectations market is that it demands continually rising stock prices, ad infinitum. And so a CEO must work endlessly to raise the expectations for his company among investors. In reality, of course, they can’t rise forever. When it becomes clear that the expectations for the future performance of a company are too far out of line, they come crashing back down. If this crash happens across a sector, it tends to spark a crisis. All too often, investors lose out while the CEO does just fine, having cashed in millions of dollars of options ahead of time.

In theory, the connection between real market performance and expectations market performance should be quite close. As long as profits are made in the real market, the expectations market should reward real success. In actual practice, this link is tenuous at best. Consider the example of Microsoft. For the better part of the last 15 years, Microsoft stock has traded (adjusted for splits) between $20 and $30, trending slightly higher in 2013 and 2014. Despite being criticized in the business press for its poor stock price performance, Microsoft has enjoyed spectacular real market success in the same time frame: the company nearly tripled its revenue between 2000 and 2010. But the expectations for Microsoft were already so high when it traded above $50 in the dot-com heyday that despite phenomenal success in real terms, the expectations market offers no reward to the company. It merely meets, rather than exceeds, its lofty expectations.

So we see that activity in the real market has little bearing on company performance in the expectations market over substantial periods of time. And we know that stock-based executive compensation incents executives to behave in ways that improve the value of their stock options. Therefore, executives must focus on managing the expectations market if they want to maximize their personal compensation.

Despite this powerful drawback, the practice of stock-based compensation could perhaps be excused if, in fact, it produced better returns for shareholders. The numbers, however, show that the results are a wash at best. More likely, investors are worse off when executives receive stock-based compensation. Let’s examine why.

To begin, we must travel back in time to 1976 (our stake in the ground as far as aligning executive compensation with shareholder returns). Several decades earlier, American companies were run by CEO-owners with names like Rockefeller, Mellon, Carnegie and Morgan. During the middle of the last century, American business saw the rise of a new class of hired help—the professional manager—who began running companies on behalf of their owners. It was this shift to professional managers (with owners at an arm’s length) that Jensen and Meckling found so troubling and sought to fix. They worried that professional managers were enriching themselves at the expense of their owners, behaving in such a way that an owner-manager would not have done. Shareholders therefore earned suboptimal returns as managers squandered firm resources on themselves.

The data do not necessarily bear out this argument. One way of looking at CEO compensation and its effect on shareholder returns is to determine the total compensation earned by the CEO per dollar of net income earned by the company. The higher the resulting amount, the greater the “take” of management, in this case the CEO, versus the shareholders. Between 1960 and 1980, CEO compensation per dollar of net income earned by the 365 largest publicly traded American companies fell by 33 percent.10 In this time period, CEOs earned more for their shareholders for less and less relative compensation. While these CEOs may have been squandering firm resources in other ways, they were not extracting resources out of the firm to the benefit of their own compensation.

As the Jenson and Meckling theory gained steam in the late 1970s, we see a distinct shift in CEO compensation. After falling steadily for the previous 20 years, from 1980 to 1990, CEO compensation per dollar of net earnings doubled. Between 1990 and 2000, the figure quadrupled—an eightfold increase in CEO compensation after their interests supposedly became aligned with those of shareholders.11 The story for better incentives for ownership does not appear to hold water.

Yes, these numbers paint a dark picture, but perhaps all would be forgotten if during the same period from 1980 to 2000 shareholders did better as well. As the saying goes, a rising tide lifts all boats, and executives were on one wild, upward ride.

Unfortunately, the numbers once again do not support the argument that stock-based compensation serves shareholders well. The beginning of the shift to professional managers from CEO-owners can be marked from the publication of a seminal 1933 book on management by Adolf A. Berle and Gardiner C. Means called The Modern Corporation and Private Property. From 1933 to Jensen and Meckling’s article in 1976, total real compound annual return on the S&P 500 was 7.5 percent.12 Since 1976, the same calculation on the S&P 500 yields a return of only 6.5 percent.13

It is difficult to argue that the age of shareholder value maximization has worked out well for shareholders. At the same time, it is also difficult to make the case that shareholders have done definitively worse. While the difference between 7.5 percent and 6.5 percent is meaningful, especially when measured over 30 years, relative parity can be achieved by manipulating the period dates sufficiently. Either way, there is little credibility to the theory that shareholders have done better since 1976 than they had before.

Stock-based compensation is bad for society in other ways too, leading to more sinister outcomes. With executive incentives ever more closely tied to the expectations market, the personal financial rewards for gaming that market grow stronger. And with the promise of those rewards comes inauthentic behavior.

A study in the Journal of Accounting and Economics showed that, regardless of the level of performance, a company’s stock performs better if the company meets or beats analyst earnings expectations.14 For instance, a company’s share price is likely to perform better if it earned $1.10 a share when the consensus estimate was $1.08 a share than if it earned $1.12 a share when the estimate was $1.15. Superior performance in the expectations market trumps better absolute performance in the real market.

The peer-reviewed evidence left little room for interpretation: the motivation to meet or gently exceed analyst expectations in order to earn better returns in the expectations market is clear. So pervasive is this desire, in fact, that a whole informal field was created in its service—earnings management. In this context, earnings management means tailoring returns to meet market expectations rather than to reflect actual performance. Earnings management manifests itself primarily in two ways: accounting manipulations and expectations management.

The nature of financial accounting is that many of the decisions on how to represent the financial statements are subjective. When executives seek to manipulate their statements, however, they push the boundaries of what would normally be considered acceptable practice. They may account for sales in the current quarter that really should go in the next, shift expenses in the opposite direction or even hide the expenses entirely. All of these manipulations are risky, and sometimes firms get caught. Dell, for example, was accused of manipulating the accounting for certain payments from Intel to buy Intel chips rather than those from competitor Advanced Micro Devices. The ethics of that arrangement aside, Dell was accused of accounting for those payments in such a way to produce the “right” quarterly earnings results for analysts between 2002 and 2006. Despite denying any wrongdoing, Dell nonetheless paid a $100 million fine, with the most senior executives during the manipulations also paying personal multimillion-dollar fines as part of the settlement.15 This is certainly not the only example of companies flouting accounting standards for their own benefit, yet despite the risk, firms continue the practice because the rewards for doing so are so clear.

For those with less stomach for accounting fraud, there exists another way to manage earnings: attempt to directly influence analyst expectations. In this practice, smooth-talking executives will “talk the analysts down.” Rather than report truthfully on the state of the company’s real market operations, executives slyly convince analysts that the company will not be as successful as the analysts currently believe it to be (but they stop short of declaring that the company will not meet the targets—that is a huge earnings management faux pas). This practice is not illegal, provided that everybody gets the information at the same time. But it does not do much to engender trust in big business and the financial sector. And it certainly does little to improve firm competitiveness over time.

As executives became more aware of stock price dynamics and the resulting boost to their personal compensation, their proficiency at managing earnings improved at the same time. From 1983 to 1993, companies met or beat earnings expectations roughly 50 percent of the time—a perfectly acceptable output from what ought to be a random system. From 1994 to 1997, however, companies were able to meet or exceed expectations almost 70 percent of time—a dramatic improvement.16

The most proficient companies at managing their earnings, however, performed at even higher percentages. As Michael Jensen noted, General Electric, during the heart of the Jack Welch era, met or beat analyst forecasts in 46 of 48 quarters from 1989 to 2001—a 96 percent hit rate. Perhaps even more impressive, GE hit the forecasts to the penny 89 percent of the time. For those rogue quarters where GE missed the exact number, only twice did it miss on the low side (by 1 and 2 cents, respectively).17 Nobody would argue that GE is incapable of performing well in the real market, but the extreme precision of its earnings suggests that the influence of the expectations market among the executives was as important, if not more so, than performance in the real market.

Regulators periodically try to close loopholes that allow executives to manage their earnings, especially those that involve accounting manipulations. In the wake of the accounting scandals at Enron, WorldCom, Adelphia and others, the U.S. government enacted Sarbanes-Oxley, which regulators figured would make it more difficult for executives to manipulate the books in their favor. John Graham, Campbell Harvey and Shiva Rajgopal set out to investigate that regulatory theory. The good news was that, in looking at 400 executives from major American public companies, they found that in the wake of the Sarbanes-Oxley regulations, executives were loath to use accounting measures to smooth earnings. But the bad news was a worrisome discovery: “The majority of managers would avoid initiating a positive net present value project if it meant falling short of the current quarter’s consensus earnings. Similarly, more than three-fourths of the surveyed executives would give up economic value in exchange for smooth earnings.”18

The upshot is clear: not only are executives willing to talk down analysts to manage earnings, but they are even willing to sacrifice the long-term financial performance of their companies in the real market in order to satisfy the short-term demands of the expectations market. Given these findings, what is surprising about the Edelman Trust Barometer results is not that society doesn’t have much trust for the financial sector, but that it has any trust at all!

So what do we do?

There are some quick fixes we can enact to bring authenticity back into the roles of our executives and the financial system. Looking at earnings management, governments have clamped down significantly on accounting manipulations, but they have not taken action on the executive-analyst relationship. Given that executives work to manage analyst expectations to buoy stock prices and sacrifice the long-term real success of their corporations in favor of smooth earnings to appease the analyst community, this relationship needs to be addressed.

Doing away with guidance—quarterly or otherwise—would be a huge step in restoring executive authenticity. In current practice, guidance provides little in the way of societal value. Executives hold conference calls in which they try to predict what will happen in a market over which they exercise little control. Eliminating guidance calls would turn executives away from an obsession for these arbitrary numbers and back toward the real business goal of delighting customers and creating real value.

A first step in achieving this outcome of a guidance-free world would be to repeal the safe harbor provision of the Private Securities Litigation Reform Act. Instituted in 1995, this provision protects company executives offering earnings guidance; executives can therefore make predictions using “forward-looking” statements and avoid lawsuits when their predictions are wrong. The safe harbor provision is too powerful a tool for managing expectations and earnings, because executives exploit its leniency by feeding misinformation to the analyst community. Without it, guidance would prove less meaningful because executives would be unwilling to say anything at all and would therefore diminish the level of importance placed on playing in the expectations market.

Paring back the means by which executives can manipulate the expectations market is one step toward generating greater authenticity. Taking the influence of the expectations market away from those executives is an important complementary step. The irresistible allure of stock-based compensation means that executives will always work tirelessly to game the expectations market in their own favor. Further, this approach has been shown to be of no net benefit to shareholders. So why have stock-based compensation at all?

On the whole, companies that employ significant stock-based compensation packages do not outperform those without. Which is not to say that monetary incentives are across-the-board harmful. Rather, in order to have an authentic executive compensation system and financial system, those incentives must be based in the real market—ideally in measures that include delighting one’s customer.

Grounding the executive role back into the real market adds the benefit of delivering authentic rewards—the feeling of pride in contributing to a company’s goal, in offering the best product or service to customers and in winning against one’s competition. Only by having goals set in this real market can authenticity in our executives and financial systems be restored. The chief financial officer of one of America’s largest and most successful companies that has moved closer to real market measures says companies should “let results speak for themselves, and let them speak over time.”19
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Achieving Fiscal and Monetary Policy Equilibrium






	


Introduction

John G. Taft

We’re going to face the most predictable economic crisis in history. It will make what we went through look like a tea party.

—Remarks by Erskine Bowles, May 2014

At the heart of the Great Deformation is a rogue central bank that has abandoned every vestige of sound money. In doing so, it has enabled politicians to enjoy “deficit without tears” by monetizing massive amounts of debt.

—David Stockman, The Great Deformation: The Corruption of Capitalism in America

In the course of researching topics most relevant to the future of finance, the single largest file I compiled was that on fiscal and monetary policy. Why? Because although not directly related to financial markets, the deficit spending practices of developed nations and the ballooning of central bank balance sheets are the most critical precedents to the “normal” functioning of the financial system.

Most commentators agree on the following facts:


				
						To prevent a global economic meltdown, the United States and other developed nations acted—appropriately—to “nationalize” excessive private sector leverage that led to the financial crisis of 2008–09.

						The governments of these developed nations are engaged in a historic binge of deficit spending—over $1 trillion in the United States alone in each year between 2008 and 2012—adding to already historically high levels of public debt, at a rate that is unsustainable.

						At this pace, public sector debt to gross domestic product (GDP) levels in the United States will exceed 150 percent by 2035—greater than that of Greece at the time of its fiscal restructuring and bailout by the European Union.

						In previous examples of debt overhang resulting from financial crises, whenever debt to GDP ratios exceed 90 percent, economic growth remained depressed for decades following the crisis.

						To address this problem of anemic economic growth caused by overhanging debt, central banks like the U.S. Federal Reserve have deployed monetary policy strategies designed to keep interest rates low and monetary conditions “looser” than would otherwise be the case.

						Through these tactics, specifically “quantitative easing,” the Fed has built up a balance sheet that is over $3.5 trillion larger than it was before the financial crisis . . . $3.5 trillion more than what is “normal.”1

				

Where we might disagree is whether it will be possible to unwind this unsustainable state of affairs in an orderly way, and even if we can, what the consequences will be. Is the United States on a glide path to fiscal disaster? Or can we manage to pull off what one commentator termed “the miracle of the immaculate monetary exit”?2 Are we in or about to enter what economist Gary Shilling calls “the age of deleveraging”?3 If so, will policy makers be able to effect what Bridgewater hedge fund manager Ray Dalio calls a “beautiful deleveraging,” or will it be ugly?4 How long will governments engage in what economists Carmen Reinhart and Kenneth Rogoff have termed “financial repression”—keeping interest rates artificially low as they are now to hold down the costs of financing debt, to the benefit of borrowers, like the U.S. government, over savers, the general population? Will governments eventually try to inflate their way out of their debt burdens, as Janus’s Bill Gross predicts? “The primary magic potion that policymakers have always applied in such a predicament is to inflate their way out of the corner,” says Gross. “Expect an attempted inflationary solution in almost all developed economies over the next few years and even decades.”5

Economists John Mauldin and Jonathan Tepper, authors of Code Red: How to Protect Your Savings from the Current Crisis, feel the same way but are far more alarmist, predicting that before long, “inflation will eat away at savings, government bonds will be destroyed as a supposedly safe asset class, and assets that benefit from inflation and money printing will do well.”6

The most benign solution, of course, is to grow our way out of our problems. But with all this debt hanging over the economy, growth is likely to be even slower in the future, making deflation as potentially great a threat as inflation.

Writing about fiscal policy on the pages that follow is former U.S. Senator Judd Gregg (R-NH), a member of the Simpson-Bowles National Commission on Fiscal Responsibility and Reform and also cochair of the Campaign to Fix the Debt. Writing about monetary policy is Brian Walsh, founder of Saguenay Strathmore Capital. The chief takeaways from their essays are that: (1) fiscal and monetary policies in the United States are seriously out of whack, and (2) until we return to more sustainable conditions, all the work being done to retool the financial system is the equivalent of picking up coins in front of a steam roller. As Erskine Bowles points out, a future public sector deficit and/or debt-driven crisis has the potential to make the last financial crisis look like child’s play.






	


Chapter 12

The Issue Is Debt






	


Judd Gregg

Former U.S. Senator and Former CEO, the Securities Industry and Financial Markets Association

Adam Smith, who essentially defined and created the concept of market economies over 200 years ago, said many things that still resonate today. One of his observations that holds true is that “great nations are never impoverished by private, though they sometimes are by public, prodigality and misconduct.”1 This point was driven home in a slightly more entertaining way by the finest economist of the twentieth century, Milton Friedman, when he wryly observed, “If you put the federal government in charge of the Sahara Desert, in five years there’d be a shortage of sand.”2

The point, of course, is that government can make a mess of things. Unfortunately, if the federal government continues on its present course of accumulating debt, that is exactly what will happen.

We do not need to look too far to find examples of governments that have gotten themselves into positions of unsustainable debt. Greece, Iceland, Ireland, Italy and soon enough France have all been close to bankruptcy as a result of their profligate policies. The results are not pretty: their economies have stalled out, work is hard to find, productivity has collapsed and the standard of living of their people has dropped dramatically.

Politicians and liberal pundits say this could not happen here in the United States, but of course it could, and will, if we do not get our fiscal house in order.

As the chart in figure 12.1 shows, we are as a nation right up among the top ten countries whose debt to GDP ratio is highest. We do of course have more running room than most of the other unfortunate members of this club because we are America.

Figure 12.1 Sovereign Debt as a Percentage of GDP

[image: fig5_1.eps]

1. Iceland post–IMF bailout; 2. Includes NAMA; 3. Includes TARP & debt held by government accounts; 4. Includes SFEF.

Source: Moody’s Investor Service, Country Credit Statistical Handbook.

The world sees us as a nation of huge resources and hardworking people. A country that addresses issues and solves problems and thus has faith in our currency and our future. But the numbers do not look good; our accumulation of debt due to deficits is heading us over a cliff. As former Clinton administration chief of staff Erskine Bowles has pointed out, “We’re the best-looking horse in the glue factory.”3

Up until 2008, our national debt to GDP ratio since the end of World War II had averaged 35 percent. This was a very strong position. But since 2008, our debt has doubled due to deficit spending that has consistently exceeded $1 trillion; by 2022, it will have tripled. The ratio of debt to GDP is now over 70 percent and headed toward 100 percent. This is a burden that we are placing on our children and that will dramatically reduce their ability to live as well as we have lived.

If we continue on this course, one of the most sacred rules of American governance will be violated, which is that every generation in the history of our nation has passed on to the next generation a stronger and more prosperous country. We are on the verge of reversing this history.

What is the cause and what is the solution? Interestingly, the answer to both questions is rather simple, although the solution is rather complicated.

It does seem like we have waited forever for a coherent policy from Washington on this issue of the debt. This side blames that side, that side then blames this side, and at times people on the same side—usually the Senate and Democrats and the president—blame each other. It gets a little confusing to know who is to blame. But there is something called Sutton’s Law, which is named after the famous bank robber of the 1930s. Taught to medical students when learning how to diagnose patients, the rule is that one should first consider the obvious.

If we are honest and look at the obvious, we must return to the sage advice of the old cartoon character Pogo. He famously proclaimed, at least among the small group who read his thoughts, “We have met the enemy and he is us!”4 No matter how you cut it, the American people are at the core of this failure to have a federal government that is capable of getting out of its own way and governing for the good of the nation.

At the heart of this is the baby boom generation. This is the generation that brought the nation unsurpassed wealth and prosperity during its most productive years, the decades of the 1970s, 1980s, 1990s and into the start of this century. It is also the generation that, in the 1960s, initiated an end to the legacy of discrimination that weighed down our culture by pushing forward the causes of civil rights and women’s rights, while raising to unusual intensity the debate over the correctness of the war in Vietnam. It is a generation that has a track record of catalyzing change, mostly positive, in our country and the world. It may not be the “greatest generation,” but it is demographically the largest and definitely one of the most impactful in our nation’s history.

Now it finds itself at the center of the question of how to get the federal government and its leaders to govern in a manner that continues our great legacy of always passing on more opportunity to our children. The baby boomers represent the largest demographic shift in our culture’s experience. As it heads into its retirement years, the consequence is a doubling of the number of people who are leaving the workplace and expecting to be supported by those who are still in the workplace.

The cost implications of going from 35 million retirees to 75 million retirees is staggering, especially as it relates to our retirement-based entitlement programs.5 We presently have a $60 trillion unfunded liability in just three major accounts: Medicare, Medicaid and Social Security.6 To try to put this amount in context, all the taxes paid into the federal government since it started collecting taxes in 1789 are approximately $44 trillion. The entire net worth of all Americans, including the value of their houses, stocks, et cetera, minus debts and other liabilities, is approximately $81.5 trillion.7 This means we have a financial obligation, which we have no idea how we are going to pay, to all these retiring baby boomers that approaches our net worth as a nation. This obligation is growing to a point where in the not-too-distant future Medicare, Medicaid and Social Security will actually cost more to fund annually than the amount the federal government spends today on all its activities, including defense and paying interest on the national debt.

These entitlement programs were built on the assumption that there would always be many more people working and paying into them than retired and taking out of them. With the demographic shift caused by the retirement of the baby boomers, these types of systems cannot maintain themselves. (See figure 12.2.) The issue is primarily one of unsustainable spending, not a lack of revenues.

Figure 12.2 Number of Workers Paying Payroll Taxes per Social Security Beneficiary
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Source: 2012 SSA Trustee Report.

Almost the entire baby boomer generation now qualifies for Medicare. Even more dramatic in its cost implications is the fact that this generation will live well into its eighties on average, with many people living well beyond that point. In fact, the fastest-growing group will be people living past 100. This will generate an explosion in the most expensive form of health care: long-term care, especially as paid for by Medicaid.

There is not the slightest doubt of any of this.

Of all the issues the baby boom generation has affected, the cost and supply of health care to its members will have the deepest and most dramatic effect on our nation. Because there are so many boomers, and because they tend to vote and because they are affected in a very personal way by federal retirement policy, the folks in Washington are scared to address these issues and programs and to act. This is simple politics. If you do not admit there is a problem, or if you intentionally understate the scale of the problem, you should be able to get through the next election—which, after all, is the primary goal of most people who hold elective office.

There is an opportunity to change this now. Not with another debt-ceiling fight, or a government shutdown, or a false debate over tax burden or even with a straw dog contest over ending Obamacare. But we can change it with a few difficult, but long-lasting, acts of leadership on key issues. First, to accomplish this, the actions and leadership must be bipartisan. On major programs that affect the vast majority of Americans, like Social Security, Medicare and tax reform, people must feel that the decisions are fair or they will not be accepted. They will only be deemed fair in our political system if they are bipartisan.

The goal should be to reduce and stabilize the debt at no more than 70 percent of GDP, and hopefully closer to 60 percent, within ten years. This was the target set by the bipartisan National Commission on Fiscal Responsibility and Reform cochaired by Senator Alan Simpson (R-WY) and former Clinton chief of staff Erskine Bowles, known simply as the Simpson-Bowles Commission, which I supported. It is doable and makes sense. Simpson-Bowles also suggested a broad outline in which approximately three-fourths of this adjustment in deficits comes from changing spending accounts and one-fourth comes from tax reform.

Here are some broad outlines of how these types of policies could be carried out.

The largest costs driving spending by far are the Medicare and Medicaid accounts, which are integrally related with how health care is delivered and paid for in our country. We need to begin the reform of these two entitlement accounts by beginning the reform of how we reimburse for health care costs. Instead of having a system that rewards utilization and cost-plus activity and has virtually no market forces disciplining its costs, we need to move to systems that reward outcomes, promote value and encourage market forces.

This is easy to say but difficult to execute; however, progress is being made in this area. A consortium of medical centers, working under the general framework of ideas and statistics that have been developed at Dartmouth College, are attempting to rationalize the cost of procedures with the outcomes.8 In addition, a great deal of experimentation is evolving that ties reimbursement to the individual through what is known as capitation.

In the Medicaid area, state governors and state leaders need to be given much more freedom from federal, top-down management so that they can use their creativity, tailored to their states’ unique situations, to cover more people for less. This type of approach will allow states for the most part to get a great deal more for the dollars spent with a great deal less bureaucracy.

These types of approaches, along with many others, should lead to a system that maintains quality while limiting cost. There are no easy answers here, but there needs to be an effort to bring about a better, more efficient medical delivery system that is affordable.

Tax reform also needs to be aggressively pursued. Our present tax code is, as everyone knows, massively complex and counterproductive. Instead of encouraging people to invest and work in the most efficient manner, it encourages people to act with the purpose of avoiding taxes. It undermines the productivity of the nation and actually reduces the revenues flowing to the federal government. We have a tax code that encourages investment for the purpose of avoiding taxes instead of supporting investment for the purposes of economic gain that results in jobs and revenue growth.

Again, Simpson-Bowles set out a template for such reform. It proposed reducing or eliminating numerous tax deductions and exemptions in exchange for significantly reducing tax rates and using a small percentage of the revenue to pay for deficit and debt reduction. If passed, such an approach would unleash exceptional economic activity, which would also generate greater revenues and help pay for the cost of government and the reduction of the debt.

Social Security also needs reform before it goes bankrupt. With this program there are only a few moving parts that need to be changed and improved. We need a more accurate cost-of-living adjustment (COLA) calculation, as proposed by President Obama. We need to raise the age of retirement, but in a manner that does not affect anyone over the age of 30. We need to have high-income individuals pay a larger share of the cost of their benefits; this is also true in the Medicare part D drug benefit. There is no reason that a person working in a restaurant should be subsidizing Warren Buffett’s prescription drugs.

These are all ideas that can be implemented legislatively. To accomplish them, we simply need leadership in Washington that is willing to stand up to the various interest groups and lobby groups, to step on a few toes and do what everyone who is objective knows is right.

Our nation for all sorts of reasons is on the cusp of a great economic expansion. This expansion will be driven by our special advantages, which include the new availability of domestic energy; the fact that most new, great ideas such as Facebook or Twitter or Tesla still arise here; the fact that we have massive amounts of capital ready to invest and risk on entrepreneurs; and most important, the fact that we are America and our people are problem solvers and doers.

The only thing that might slow or retard this march to greater prosperity is our federal fiscal house and its disorder. This can be corrected. It is not complicated. It just takes leadership.
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Real-time Experiments in Monetary Policy
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Chair and Chief Investment Officer, Saguenay Strathmore Capital

We are living through a real-time experiment in central bank policy. The Federal Reserve and other major central banks have spent the last six years trying out various forms of monetary stimulation. How expertly this is conducted, and how these unconventional policies unwind, will have profound consequences on financial markets, the economy and the inflation/deflation outlook. These easy-money policies helped prevent a financial Armageddon in the fall of 2008 and have aided the economic recovery of the past five years. However, they also have invisible, unintended consequences, and are partially responsible for the crisis in the first place. The year 2008 marked the end of the massive U.S. private sector debt binge that began in the early 1950s and continued unabated for over 50 years. The Fed’s attempts to revive the economy with essentially zero percent interest rates ran straight into this historic unwinding and deleveraging.

While the Fed saved the day in 2008, the unintended consequences were considerable. Low rates have enriched the wealthy thanks to the recovery in housing and the soaring stock and bond markets while destroying safe havens and impoverishing savers, and in the process exacerbating income inequality. Meanwhile, Fed policy has seemingly lost its ability to spur growth and employment, and capital has been misallocated throughout the economy. Trying to understand these and other harmful consequences, or at least provide a framework to think about them, is the major aim of this chapter. “I fear that we are feeding imbalances similar to those that played a role in the run-up to the financial crisis,” said Fed governor Richard Fisher, alluding to the unnaturally low rates caused by the Fed policy, and “with its massive asset purchase, the Fed is distorting financial markets and creating incentives for managers and market players to take increasing risk, some of which will result in tears.”1

First, we’ll review how we arrived at the financial crisis of 2008 and consider the Fed’s possible role in the creation of the conditions leading to the crisis. Then we’ll discuss the need for the unconventional policy tools, review the successes and seeming limitations of these policies, and look at the possible consequences of the inevitable unwinding of these policies and suggestions on what the Fed might do next.






	


How We Got Here

The term debt supercycle was coined by the Bank Credit Analyst (BCA) over 25 years ago, when it observed the ever-expanding private sector debt in the United States and many other major countries. The term describes a 50-year cycle during which time private (corporate and individual) debt levels boomed, reached a climax and then burst. Private sector debt in the United States began rising rapidly in the mid-1980s and continued largely unabated until 2008. The reasons for this growth are beyond the scope of this chapter, but during this period of sustained debt growth, there have been a number of financial events cum crises, beginning with the severe equity market correction in 1987 that included Black Monday, the largest one-day decline (25 percent) in the history of the S&P 500. In the last 15 years alone, the Fed has faced four serious threats to the U.S. financial system: first, the collapse of Long-Term Capital Management in 1998, which came on the heels of Russia defaulting; then the tech bubble collapse in early 2000; followed by 9/11 and finally the financial crisis of 2008.

Following the Long-Term Capital implosion, the Fed lowered rates and flooded the banking system with liquidity. The possible contagion to the banking system from the Long-Term Capital collapse was quickly contained, and within a month the equity markets had resumed rallying, with the technology-heavy Nasdaq index moving into a parabolic ascent. In early 2000, the tech equity bubble burst, and the Fed again used easy money to offset the deflationary impacts. Eighteen months later, 9/11 happened, and the Fed aggressively eased once more. By lowering rates and easing monetary conditions, the Fed helped reflate the economy and prevented major recessions.

Generally, the Fed was lauded as a savior following these crises. It had a formula for solving financial crises and it appeared to work, making Alan Greenspan a hero, as exemplified by Bob Woodward’s 2000 biography of Greenspan called Maestro. However, was the Fed aiding the expansion of this debt burden and inviting subsequent financial accidents? In fact, a central feature of BCA’s debt supercycle thesis is “the role that policy has played in promoting increased financial imbalances and indebtedness.”2 The Fed has, in effect, been compliant in the buildup of this debt supercycle. Implicit in the Fed’s reflationary policies were easier borrowing conditions, and the private sector acted accordingly, continuing to borrow at a significant rate. As BCA noted, “Policymakers have encouraged an ever-greater accumulation of financial excesses rather than accept the economic pain that would occur if imbalances were allowed to self-correct.”3

While “it is virtually impossible to identify a normal or ideal level of private sector debt, private debt in the Unites States rose from 53 percent in 1951 to a peak of 179 percent by 2007.”4 Moreover, in the latter stages of this debt binge, it was clear that more and more of the debt was used to finance consumption rather than investment. The law of diminishing returns was settling in, and by 2007, it took $3 of debt to generate a $1 rise in GDP. Hyman Minsky’s theory of finance largely anticipated these events. Minsky said there were three stages of finance, the last of which is the Ponzi phase, when borrowing was used or needed to pay interest as well as to refinance existing debt. The theory described perfectly the subprime debacle of no-down-payment, no-documentation loans that, by early 2007, were defaulting just one to three months after issuance! Minsky also explained how stability bred instability: the longer the period of economic prosperity and financial market gain, the more investors let down their guard.5 On the surface all looked fine. Even as home prices nationally peaked in late 2006, Bernanke et al. believed nothing was wrong with the economy. And was not the Fed, through its easy money policies, adding to the sense of stability? Most important, is the same thing happening again? (More on that later.)

A reasonable observer might have expected the “popping” of the equity bubble in early 2000, and subsequently the events of 9/11, to slow down or even reverse the growth in debt. But from the end of 2000 to the end of 2007, private sector debt in the United States grew by 82 percent (in the United Kingdom it grew by 88 percent, in Ireland by 177 percent, in Spain by 194 percent and in Greece by 215 percent). The rebooting of the economy through lower rates and easy money was what the nineteenth-century French economist Frédéric Bastiat referred to as the first and seen effect of an economic act; the financial excesses, such as the ballooning leverage of the banking system, the financial markets’ increasing dependency on Fed bailouts (the “Greenspan/Bernanke/Yellen put”) and the growing debt levels were the less overt, or unseen, second effects. The second effect, Bastiat wrote, usually had negative consequences if the first effect was positive.6

By the end of 2007, the private sector was reaching the limit of the debt supercycle; unfortunately, no bell was rung in warning. The collapse of Lehman Brothers and subsequent chaos in financial markets was the defining event heralding the end of the debt supercycle. As BCA argued, “The bursting of the credit-fueled housing boom represented a major turning point in the U.S. debt supercycle.” Finally, “we reached a peak in the consumer sector’s willingness and ability to take on more leverage.”7 The collapse of Lehman threatened the entire banking system, not only in the Unites States but throughout much of the other countries in the Organisation of Economic Co-operation and Development.

After the threat of financial catastrophe passed, the United States found itself in the throes of its first “balance sheet recession” since the Great Depression. A balance sheet recession is one caused by too much debt, in contrast to a more conventional demand-led recession, which is triggered by rising interest rates. It was the inevitable consequence of the debt supercycle. By the beginning of 2009, it was evident that we had stared into the abyss of financial Armageddon and survived. Wall Street was severely scarred, and Main Street’s confidence was badly shaken. The economy was already in a recession, business confidence was battered, unemployment was rising quickly, state governments were forced to cut back services and workers to meet mandated balanced budgets, and individuals who hadn’t lost their jobs saw their 401(k) values decimated, while home prices, which had peaked in early 2007, declined significantly. The great deleveraging was in full swing, starting with defaulted home mortgages. The Fed was dealing with circumstances not seen since the 1930s; it quickly became clear that the usual monetary formula was essentially impotent. Interest rates were plumbing the “0” bound, and still the economy and markets continued to tank.

The Fed had no choice but to embrace a series of unconventional policy tools. In 2002, when Ben Bernanke was a Fed governor, he speculated in a speech about unconventional tools the Fed could use if interest rates ever reached the “0” bound. He noted that “a money financed tax-cut is essentially equivalent to Milton Friedman’s famous helicopter drop of money,” which led to the unfortunate moniker “Helicopter Ben.”8 The soon-to-be-unveiled programs of quantitative easing, or QE, and Operation Twist were not quite the equivalent of throwing cash from helicopters, but the desired result was to be the same.

Quantitative easing involved the Fed purchasing significant amounts of U.S. government Treasuries and mortgage-backed paper. The first QE program was unveiled in November 2008 and was instrumental in helping to quell the panic in financial markets. QE II commenced in November 2010 and QE III on September 13, 2012. Prior to the first QE program, the Fed’s balance sheet was approximately $870 billion; as of September 24, 2014, it has surpassed $4.4 trillion.9 Operation Twist was a program to effectively lower long-term interest rates whereby the Fed purchased longer-dated maturities in exchange for shorter (less than five years) government bonds. And today, the Fed owns 45 percent of all of the outstanding Treasuries with 10-to 30-year maturities.10 This is, plain and simple, monetization of national debt, especially given the Fed’s intention regarding these bonds.

More Income Inequality

The impact of these unconventional monetary policy tools is more pronounced and obvious in financial markets than in real economies. The transmission mechanism to the markets is more direct; the Fed, through its various QE programs, buys trillions of dollars’ worth of mortgage paper and Treasuries, thereby lowering overall interest rates and general discount rates. In essence, this is an attempt to increase investors’ risk appetites, leading to the purchase of riskier assets such as equities, high-yield bonds and real estate. The subsequent transmission to the real economy theoretically comes through the “wealth effect”—that is, the increase in wealth from rising asset prices, especially housing and equities, is supposed to induce greater consumption. The increase in consumption would then help jump-start the virtuous cycles that drive growth in capitalist economies. Bernanke explicitly argued as much in a Washington Post article:

This approach eased financial conditions in the past and, so far, looks to be effective again. Stock prices rose and long-term interest rates fell when investors began to anticipate the most recent action. Easier financial conditions will promote economic growth [emphasis mine]. For example, lower mortgage rates will make housing more affordable and allow more homeowners to refinance. Lower corporate bond rates will encourage investment. And higher stock prices will boost consumer wealth and help increase confidence, which can also spur spending. Increased spending will lead to higher incomes and profits that, in a virtuous circle, will further support economic expansion.11

The policies were clearly helpful in increasing wealth, but they also increased income inequality. Since early 2009, overall wealth in the United States has increased from $55.8 trillion to $80.7 trillion—an all-time high.12 However, much of this increase in wealth has gone to the top 5 percent of the population, thus furthering income inequality. This is not surprising, since the majority of the increase in wealth has come from rising stock prices. A recent study by economists at Ohio State estimates that as of mid-2013, the average U.S. household net worth was still 14 percent below the peak of 2007.13 So the vast majority of people have not experienced a significant boost in their net worth. As importantly, median household income in 2013 of $51,939 was 8 percent lower than in 2007.14






	


An Anemic Economic Recovery

The Fed’s policies were clearly helping Wall Street, as equity and bond prices soared. However, Main Street was left behind. In addition, most households have been focused on reducing debt burdens; at the beginning of 2008, overall household debt was equal to 139 percent of GDP; by the end of 2013, it had dropped to 109 percent of GDP. While this deleveraging is good for the long-term health of the economy, it clearly impaired the short-term recovery. To anyone familiar with the works of Rogoff and Reinhart (“This Time Is Different: Eight Centuries of Financial Folly”) and other economists who wrote about balance sheet recessions, the impact of deleveraging on the economy’s growth rate was not a surprise. Yet it seems to have been somewhat of a surprise for the Fed because its models consistently overestimated the impact (i.e., the wealth effect) on the economy of various QE and other unconventional policy tools.

Brian Portnoy, in his recent book The Investor’s Paradox, noted that

our deleveraging cycle will undercut our growth prospects in coming years. There is no fine-grained algorithm to predict how long it takes for a deleveraging cycle to run its course, nor its precise impact on growth. However, credible analysts suggest that it can take upwards of two decades. The unwinding of excessive debt burdens can lead to extended periods of low interest rates such as we’re experiencing now. Yet the availability of cheap financing does not necessarily translate into growth prospects by way of balance sheet expansion. For instance, right now, despite low rates globally, large corporations continue to hold record levels of cash, meaning that the demand for free money is less than one might expect.15

Probably the definitive proof of the difficulties for monetary policy in a deleveraging economy is the broken money multiplier, which today is at all-time lows. The Fed’s massive purchases of Treasuries and mortgage paper create reserves in the banking system; normally these reserves would lead to lending by banks, thereby increasing the broad money supply. However, since 2009 these reserves have largely remained at the Fed as unborrowed reserves. So while the Fed’s balance sheet has more than quadrupled since the beginning of 2008, M2 (the main money supply aggregate focused on by the Fed) has increased by only 33 percent. As importantly, the velocity of money has trended lower during this era of unconventional policy tools. Some commentators attribute the decline to low interest rates, which lowers the opportunity cost of idle money; however, it is probably also related to the generally sluggish recovery of the private sector, as both corporations and consumers continue to behave cautiously.

As a result of private sector deleveraging and the related declines in the money multiplier and velocity of money, the post-2008 recovery has been more anemic than other post–World War II recoveries. The great recession of 2008–09 was the deepest recession since the Great Depression. The only recession in the post–World War II era that came close to it was the 1981–82 recession, which followed the significant interest rate hikes initiated by Fed chair Paul Volcker. The recovery following that recession included a greater than 6.5 percent rise in GDP in 1984; thus far the GDP growth since the end of the most recent recession has averaged less than 3 percent. But a balance sheet recession is more difficult to recover from, and the Fed has been, to a significant degree, the main player in reviving the economy, excluding the economy’s own natural healing process. The magnitude of the task is explained by BCA’s Martin Barnes, who recently wrote,

Credit booms and busts have been a feature of economic life for hundreds of years. Periods of cheap and widely-available credit, combined with people’s vulnerability to excessive greed and euphoria, represents a powerful and toxic mix that invariably ends badly. And if the bust is bad enough, it can have a lasting impact on borrowers’ psychology. The most obvious example was the Great Depression which led an entire generation to embrace financial restraint for the rest of their lives.

The recent economic and financial downturn probably was severe enough to crush the long-running love affair with debt in the Unites States and elsewhere. It is significant that extraordinary monetary stimulus and several years of record-low interest rates have failed to rekindle much of a credit revival throughout the developed world.16

Consequently, the terrible mix of private sector deleveraging, the zero interest rate boundary, broken money multiplier and largely unhelpful fiscal policies left the Fed in a difficult situation. It managed to stabilize the economy with these experimental tools, but the recovery was shallow and occasionally stumbling.

But are there other consequences of all the unconventional policy tools used by the Fed? For example, what happens to the massive Fed balance sheet and its effect on all the unborrowed reserves? What are second-order impacts of low interest rates?






	


Problem of Unintended Consequences

Frédéric Bastiat wrote a pamphlet in 1848 entitled “What Is Seen and What Is Not Seen.” The basic premise of the pamphlet was that every economic act has two effects, one that is immediate and seen, and one that is unseen and transpires later. He defined a bad economist as one who only focused on the first and seen effect; primarily because if the first effect was positive, usually the second and unseen effect was harmful . . . thus bad policy prescriptions would emanate from focusing solely on the first, seen effects. Bastiat was referring to the law of unintended consequences. With today’s unprecedented monetary policy, the first effect is relatively easy to spot, but the second-order effects are much harder to discern and some have probably not yet occurred. The first effects, as defined, should be obvious:


				
						$4.4 trillion Fed balance sheet, up from $870 billion in 2008;

						Very low interest rates due to a policy of financial repression, or keeping real interest rates low or even negative, with the unstated intention of creating cheap funding for governments;

						A near tripling of the stock market since the bottom in March 2009;

						An end to the housing collapse, as home prices bottomed in 2011 and nationally have risen 16 percent since then;17

						A stumbling economic recovery with growth rarely reaching 3 percent, mixed recovery in employment and headline inflation remaining very low; and

						Probably the end of the debt supercycle.

				

The second-order effects are harder to see and naturally subject to much debate. Some of these second-order effects include:


				
						Financial repression effectively diminishes the value of safe havens; what value is there in a safe short-term government bond if the real return is negative? Consequently, financial repression is bad for conservative fixed-income savers, as the Fed implicitly wants to encourage investing in risky assets.

						The wrong cost of capital. As investment researcher Charles Gave has consistently pointed out over the last two to three years, the “wrong” cost of capital can lead to capital misallocation, leading to what he refers to as high cost of free money: “Unnaturally low funding costs undermine the structural growth rate of the U.S. economy, because of capital misallocation. The losers in this deal are usually ordinary folk. Pensioners get no interest on their savings, while rich investors use cheap capital to chase up the cost of property, oil, etc.”18 If the “price” of anything is wrong, common sense dictates it will lead to a misallocation; so if the price of capital is distorted by Fed’s actions, is it being misallocated? For example, corporate profits and cash flows are at record levels both in absolute terms and as a percentage of GDP, and corporations are buying back record levels of equity, but capital spending is restrained. The impact on stock prices is great, but are we as a nation underinvesting in productive capacity? Since the beginning of the recovery, capital spending has been MIA, and its widely predicted rebound has yet to happen.

						Is the Fed an enabler? Economist and investment advisor John Hussman and others have argued that since the 9/11 attack, the Fed has actually aided or abetted the housing and other financial disasters. Hussman writes, “There is little demonstrated cause-and-effect relationship between the Fed’s actions and the outcomes it seeks, other than provoking speculation in risk-assets by depriving investors of safe yield. That’s essentially the same M.O. that got us into the housing crisis: yield-starved investors plowing money into mortgage-backed securities, and Wall Street scrambling to create ‘product’ by lending to anyone with a pulse. To suggest that fresh economic weakness might justify further efforts at quantitative easing is to assume a cause-and-effect link that is unreliable, if evident at all, and to overlook the already elevated risks.”19 In simple terms, have we reached the limit of usefulness of QE et al., and might the Fed be sowing seeds for the next financial crisis?

						Six years of free money. A corollary to the Fed as an enabler is this question: What are the consequences of the Fed overstaying its welcome? The most obvious consequence is inflation, which has usually followed extended periods of negative real interest rates. Until very recently there has been little evidence of inflation; indeed, the economy seems to be having a hard time achieving the Fed’s 2 percent target inflation rate. The only evidence of obvious inflation has been confined to risky assets and collectibles such as art, fine wine and luxury real estate. As such, in market parlance, a return of inflation is not being discounted by the financial markets, and such an occurrence would shock markets. The general expectation of little to no inflation worries me, and five years into the recovery, having a central bank so focused on creating inflation does feel odd, especially to someone who entered the financial business in the late 1970s, a time when inflation was rampant. As economist and market strategist David Rosenberg recently wrote, “This is a Fed that seems to desperately want more inflation. It is a Fed that is bent on maintaining their reckless policy of financial repression . . . there is no such thing as a free lunch and heading into six years of free money—negative interest rates—for major industrialized power, is not likely to end very well.”20

						Financial risk. Are our stock and bond markets now addicted to easy money? Thankfully, at this stage it does seem the health of the real economy is much stronger than at any time since 2007, but ironically it can be argued that the markets are currently detached from reality, fueled by a hyperstimulative monetary policy. Most risks assets today appear overvalued. The stock market has almost tripled since the low in March 2009 and has done this without a 20 percent correction; a rally of this magnitude has never occurred without at least one 20 percent correction. In addition, corporate credit spreads are near all-time lows while yields are at all-time lows, and loan covenant patterns are weakening; in 2013 over 50 percent of all leveraged loans issued were covenant-lite. It cannot be healthy long term for financial markets to be hooked on easy money.

						How will the Fed’s balance sheet normalize? The Fed’s June 2011 minutes discussed exit principles to guide its efforts of returning its balance sheet to normal, which today would entail an eventual reduction of $3 trillion of Treasury bonds and mortgage paper.21 More recently the Fed indicated it is considering a new exit strategy that would not involve normalizing its balance sheet. The Fed over the past year has increasingly demonstrated concerns with QE. Bernanke first began the “taper talk” in May 2013, as the Fed seemingly was losing confidence in QE’s ability to effectively stimulate the economy. The market reaction was immediately negative, with ten-year yields increasing from 1.6 percent to 3 percent. The stock market experienced a 7 percent correction. Bernanke was soon trying to soothe markets by arguing that any taper would be based on economic performance and that, no matter what, rates would stay low for the foreseeable future. At the same time, comments from members of the Fed indicated that the majority of the Fed were losing faith (or had lost faith) in QE. In 2014, the Fed did gradually end QE, reducing the size of its purchases in a well-defined schedule. However, it appeared that appeasing the markets continued to be a real concern for the Fed, as it made it clear that notes would remain at current levels for the foreseeable future.

				

Five years into a recovery, it’s worrisome that the Fed winds down unconventional policies like QE but remains hostage, to a degree, to market reaction. What does that imply for the eventual exit and return to normal monetary policy? While it is very difficult to answer this question in any definitive way, it is worth pondering, as is evident in the following remark by Fed governor Charles Plosser. “We have aided the creation of massive excess bank reserves without a clear plan for how to drain them when the time comes.”22 Fed governor Richard Fisher commented in more detail that: “A lot of the shocks that we’ve faced, certainly in the United States have had lasting effects on the economy. We’re not going to close that gap, and to keep thinking we’re going to do that means we overplay our hand in terms of policy. I am very worried about the potential for unintended consequences of all this action. Expectations of what central banks can do and should do have risen to unhealthy highs.”23

Some Fed governors sound very much like market commentators who believe the Fed has overstayed its welcome!

Conclusion: Time to Remove the Punch Bowl

The Fed was the main actor in preventing financial Armageddon in 2008 and in helping get the economy back on its feet. At the same time, the unintended consequences of the Fed’s unconventional monetary policies of the last six years increasingly appear to be negative for the economy. That the Fed apparently remains a hostage to market reactions five years into a recovery is problematic; it is akin to a parent indulging a volatile teenager, which rarely ends well. Certain members of the Fed are clearly haunted by Japan’s 20-plus years of deflation following the bursting of Japan’s stock and real estate bubbles, but are they fighting the last war? And in fighting the last war, are they helping create conditions for the next bust, as argued by David Rosenberg, Charles Gave, Jonathan Hussman, et al., along with Fed governors Fisher and Plosser?

This story could and should have a happy ending. The fundamentals of the U.S. economy look stronger than they have been in some time. The private sector has deleveraged significantly; the Unites States remains at the forefront of technological development; its population is growing, unlike most OECD countries; and its university education system is the strongest in the world. The Fed can help the economy grow, but it needs to be more in touch with Main Street and less concerned with Wall Street; more worried about inflation and less worried about stock prices; more worried about capital misallocation due to the wrong cost of capital than the forward guidance of interest rates. The taper decision and the end of QE is positive. A return to a more normal interest rate environment would be a good next step; the economy probably can stand a 1 percent federal fund rate today, let alone in late 2015 as current Fed guidance suggests. A continuation of current, overly easy monetary policies and the Fed overstaying its welcome will most likely lead to inflation shock and larger economic setbacks. A prudent Fed would be removing the proverbial punch bowl!

 






	


Part VI

Unfinished Business

Retirement Saving and Housing Finance






	


Introduction

John G. Taft

Most Americans are in serious financial trouble and don’t even know it. Financially, we are like boys and girls proud of their dark sun tans without realizing that in 40–50 years, they will be patients of dermatologists checking for melanomas.

—Charles D. Ellis, guest editorial in the Financial Analyst Journal, March/April 2014

If finance is “the science of goal architecture,” as Robert J. Shiller terms it, what two more critical goals does modern society have than to enable its citizens to save enough money to live on for as long as they’re alive and to procure acceptable housing? Yet in both cases, as authors Barbara G. Novick and Jeremy Diamond demonstrate, our financial system falls well short of doing the job.

In the case of retirement savings, Charles D. Ellis paints a graphic picture of the consequences of this gap between the retirement savings system we currently have and the expectations of society: “None of us want the United States to be plagued by large numbers of poverty-stricken elderly people who outlived the retirement funds they once thought ample for a comfortable retirement. . . . They will have made their own investment and spending decisions, so nobody else will feel responsible for them. These former workers will be all alone, pleading to the gloom ‘Why oh why didn’t someone tell me?’ If we do not make hard choices now, what pension experts call the ‘predictable surprise’ will be no surprise at all and it will be nasty.”1

Contributor Barbara G. Novick describes the problem just as starkly. Retirement, she writes, is “a basic financial goal that unifies us all,” yet “most Americans will simply not be able to provide for their own future or their family’s future.” Novick offers a detailed walk through the patchwork quilt of government, employer-sponsored and personal retirement solutions that currently exists. She demonstrates that none of these individually, nor in combination, is designed to handle the unanticipated challenge of dramatically extended longevity.

Drawing on the work of analysts at the mega-asset manager BlackRock, where she serves as vice-chairman, Novick lays out a series of policy options and recommendations for more comprehensive change than the ineffectual Band-Aids that have been suggested to date. Her urgency is clear and compelling: “The longer the problem remains unaddressed,” she writes, “the larger it gets.”

The issue of housing finance is a bit thornier. Ironically, the segment of the financial services industry that contributed most to the financial crisis remains unreformed. On one hand, as Jeremy Diamond puts it, our system of housing finance is “a marvel of the modern financial world.” Diamond is the former managing director and head of research at Annaly Capital, the largest real estate investment trust that buys mortgage debt. It is an example of what Robert J. Shiller, in chapter 3, terms “the broadly democratic proliferation of insurance, mortgages and pensions—all basic financial institutions—in underwriting the prosperity of millions of people in the past century.”

On the other hand, the housing finance system is almost entirely dependent on government support. Almost every mortgage loan made today is guaranteed in some way by the U.S. government, either through the Government National Mortgage Association (known as Ginnie Mae) or the two mortgage finance firms nationalized during the financial crisis: the Federal National Mortgage Association (Fannie Mae) and the Federal Home Loan Mortgage Corporation (Freddie Mac). While Fannie Mae and Freddie Mac have returned to profitability, and in fact have contributed $218.7 billion (and still counting) to the U.S. Treasury in dividends,2 taxpayers are as exposed to potential problems in the housing finance sector as they were before the crisis.

The question of how to make housing finance sustainable is, ultimately, one of balance. How much should the system rely on private capital, and how much on government support? Setting emotion and ideology aside, designing a system that maximizes access to affordable mortgages with as little risk to taxpayers as possible is an engineering problem. The good news is that serious public discussions and “good faith” policy debates over the best approach are well under way. The bad news, as Diamond points out, is that there seems to be no agreement on any aspect of how to accomplish it. And uncertainty about what it will ultimately look like is actually retarding the return of private capital, a necessary condition for its ultimate repair.






	


Chapter 14

Addressing America’s Retirement Needs






	


Longevity Challenge Requires Action

Barbara G. Novick

Vice Chairman, BlackRock

A population that is living longer. The lingering effects of the Great Recession. And simply not enough savings. These factors, above all others, have created a retirement funding gap in the United States. One study estimated that gap—the difference between what people have saved and what they will need for retirement—at $6.6 trillion.1 Despite the deficit, less than 60 percent of workers are saving for retirement. More troubling, 57 percent of those surveyed have less than $25,000 in total savings and investments. And some 28 percent have less than $1,000.2

Most Americans will simply not be able to provide for their own future or their family’s future. The lack of financial preparedness is evident across the United States. It’s time for everyone to rethink today’s paradigm of retirement, from policy makers and financial institutions to employers and savers. We need to address America’s retirement needs now. Ten thousand baby boomers reach retirement age every day.3 Americans need access to programs that ensure the blessings of a longer life, without financial hardship.

Retirement security is a complex problem, with lots of legacy components, a wide range of stakeholders and significant financial and fiscal implications inherent in any action—or inaction. On a positive note, there is a growing sense that we may at last gather the courage to take bold steps toward addressing it.

Each of the three pillars of the prevailing retirement funding model have been weakened in recent years, and all three are in urgent need of reinforcement. The three pillars are Social Security, employer-sponsored plans and personal savings. Several components of retirement funding are already sagging under the weight of more retirees living longer with less savings. Based on today’s longevity expectations and projected needs in retirement, all three of these critical building blocks need to be strengthened and modified. Ideally, policy makers should take a holistic rather than a piecemeal approach; however, this will require tremendous coordination and cooperation. Retirement savings is a national issue, and the dialogue must begin immediately.

Clear Intentions, Confusing Results

For many years, legislators have acknowledged and promoted the need to offer U.S. workers the means for a secure retirement. From the Social Security program to tax incentives for employers and individuals to legislation to protect assets and enhance investment returns, retirement planning has been an ongoing focus of policy makers at both the federal and the state levels. This much is clear, and admirable.

But after 75 years of legislative and tax code changes in service of this admirable mission, the result is a complex patchwork of programs covering various groups of Americans (see table 14.1). Each program has its own set of complicated eligibility, funding and other rules. Adding to the complexity are special programs for veterans, changes in existing programs for older workers and retirees versus younger workers, the introduction of new programs and rules over time, and the ability of workers to change jobs and sectors which affects their plan eligibility (see figure 14.1). And what’s worse, this confusing patchwork doesn’t even come close to addressing today’s retirement needs.
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Figure 14.1 A Patchwork of U.S. Retirement Programs
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Source: BlackRock

Assessing the Current Retirement Funding Paradigm

Looking past the complexities, let’s take a closer look at the three pillars of the U.S. retirement funding paradigm: the federal Social Security program; employer-sponsored plans, both defined benefit (DB) and defined contribution (DC) such as 401(k); and personal savings plans such as Individual Retirement Accounts (IRAs) and similar programs for the self-employed.

For each program, it is important to understand:


				
						who funds the savings;

						who selects the investment risk;

						who bears the investment risk;

						who determines the form of the postretirement payout;

						whether the plan includes portability features;

						and whether longevity risks are pooled or individual.

				






	


Social Security

Social Security is essentially a DB plan funded by taxes paid by both employers and employees. It promises to pay a defined benefit based on contributions made during an employee’s working years. Social Security was never intended to provide a secure retirement by itself. Yet today, for most Americans, Social Security underpins their retirement security. In fact, more than one-third of retirees are getting 90 percent or more of their income from the program.4

In addition, the program was designed generations ago, using significantly different demographics and life expectancies than we know today. Five years after Social Security was launched in 1940, a 21-year-old male had roughly a 53 percent chance of living to age 65 and collecting benefits.5 Today, life expectancies are closer to 80 years, and about one in three Americans who are 65 today will live past 90.6 Funding this increased longevity puts a strain on the federal budget. As the U.S. population ages, a shrinking number of working-age people are paying for a ballooning number of retirees. The ratio of workers paying into the system to retirees has dropped from 5 to 1 in 1960 to less than 3 to 1 today.7 By 2033, analysts project only about two people working for each retiree.8 By that time, Social Security reserves will be depleted and unable to pay scheduled benefits in full.9

And that doesn’t even count the U.S. government workers who are not eligible for payments under Social Security at retirement. Public employee groups already covered by a plan have the ability to elect whether or not to participate.10 While civilian employees of the federal government began to participate in 1984, a number of municipalities have opted not to participate in Social Security on the theory that they, and in many cases their employees, contribute to an established DB plan. However, recent events in Detroit and other municipalities illustrate that retirement security can become more tenuous for career public sector workers who have not accrued credits in the Social Security system.

Defined Benefit Plans

DB plans provide more certainty to employees than DC plans. That’s because the benefits are generally defined as a certain payout based on years of service, income level, retirement age, vesting and other variables. During the employee’s working years, contributions are made by the employer and/or the employee; generally, employees become vested in their benefits by staying at a single employer for many years. In DB plans, the investment risk is borne by the plan sponsor, and longevity risk is managed by the pooling of all covered employees. As such, the employer holds the ultimate risk. In the private sector, the cost and risk associated with this guarantee has increasingly driven sponsors away from providing this form of benefit as corporations seek ways to strengthen their own balance sheets. In the public sector, underfunding issues are threatening benefits, and many municipalities are reevaluating and modifying various aspects of their plans.

Like Social Security, both corporate and public DB plans were created in an era when life expectancies were much shorter and investment assumptions were more optimistic. Today, corporations and municipalities find themselves struggling under the weight of the promised benefits, as discussed in more detail below.






	


Private Sector Defined Benefit Plans

According to a recent study by Milliman, as of August 2014, the top 100 corporate DB plans (by accrued liability) had aggregate underfunded liabilities of approximately $281 billion, with a funded ratio of approximately 84 percent.11 Given corporations’ concerns for their own financial health, combined with current accounting rules, many corporations have taken steps to reduce risk. In some cases, this amounts to closing DB plans and shifting to DC plans, essentially transferring investment responsibility and risk to the participant. In other instances, companies have offered participants lump-sum payouts and the option of an annuity purchase.

The closing of DB plans can impact different employees in very different ways. In some cases, existing employees are grandfathered into DB plans, while new employees are excluded, resulting in disparate outcomes for legacy versus new workers. In other plans, all participants are frozen at current levels, and future benefits accrue in a DC scheme. A few companies have transferred full elements of a plan’s liabilities to an insurance company at a fixed price. The most notable large companies to have done so are General Motors (for certain retirees) and Verizon. In the cases of shifting to DC plans or providing lump-sum payouts, employees take on the funding and longevity risks, whereas in the insurance transactions, the insurance companies become liable for providing the benefits.

Many of the rules governing the design of DB plans were established in the 1970s and do not reflect today’s environment. Unfortunately, the laws are relatively rigid and severely limit employers’ abilities to modify benefit structures, despite lower investment returns and dramatically longer life spans. As a result, private sector employers are increasingly exiting DB plans, and the trend toward reducing risk in existing plans continues.






	


Public Sector Defined Benefit Plans

Public sector DB plans arguably face even greater challenges than those in the private sector. According to Milliman, at the end of 2013, the aggregate underfunding of the largest 100 public pension plans (by accrued liability) was over $1.2 trillion, with an average funded ratio of approximately 67 percent.12 As recently reported, several states and municipalities have significant pension-funding gaps that are negatively impacting their credit ratings.

In many cases, as municipalities struggled with budgetary and fiscal challenges, pension contributions were delayed, further weakening investment returns. Many state and local governments have taken the initial steps toward pension reform. Some have addressed their liabilities by placing new hires into DC plans, creating hybrid DB/DC plans and/or modifying the payouts for future retirees. Some municipalities have raised the retirement age, increased the service requirement for pension eligibility and increased both employee and employer contributions, to name just a few belt-tightening measures.

But these efforts, while laudable, have had only limited impact on the funding status of public DB plans. Additionally, changes that increase costs to employees or alter benefits have, in certain cases, been challenged in court, delaying implementation. In the extreme case of Detroit, retirement benefit woes (including pension and medical benefits) played a large role in the city’s bankruptcy filing; reducing these liabilities will be critical to the long-term fiscal health of the city. Unfortunately, small or deferred changes to pension liabilities can only postpone long-term funding issues. Left unsolved, these changes could result in additional cases of municipal distress.






	


Defined Contribution Plans

DC plans were first formalized in the 1980 tax code as supplemental savings plans. Employees could voluntarily set aside a percentage of their wages for retirement, with employers offering some type and degree of company match. Often the match was in company stock. While the employee’s contributions were immediately vested, the company match generally took several years to vest. The participation rate in these programs varied significantly, with many employees either not participating or opting not to make the maximum allowed contribution. As long as these were supplemental savings plans that augmented traditional DB plans, this worked well.

However, as corporations began freezing DB plans, the role of the DC plan changed significantly. Many newer companies, particularly in the technology sector, have only offered DC plans. Today, the DC plan is the primary or only retirement plan for many U.S. workers. The growth in DC assets among private and public sector employees reflects this more prominent role.

Notably, DC plans shift the investment risk to the participant. Because DC plans most often do not allow for pooled longevity risk, individuals must self-insure against life expectancy. This requires saving for the longest life to ensure each person does not run out of money.

For a mobile workforce, DC plans have an advantage over DB plans, where eligibility rules may limit vesting. DC monies that are accrued (both employee-and employer-vested contributions) are portable. This is significant when you consider that the median number of years a new hire stays with the same employer is approximately 4.6 years.13 Cliff vesting (the amount of time required at a company to be eligible for some level of benefits) under DB plan rules can be as long as five years. DC plan rules provide for cliff vesting in employer contributions in three years or less.14

Over the past three decades, 401(k) plans have grown to be the most common private sector employer-sponsored retirement plan. At year-end 2011, 401(k) plan assets had grown to $3.2 trillion, representing 18 percent of all retirement assets, with an estimated 51 million workers as active participants.15 Other DC plans (including “457 plans” for state and local government employees, “403(b) plans” for education and tax-exempt employees) are increasingly offered as a supplement or substitute for traditional DB plans. Likewise, beginning in 1986, all new federal civilian employees became eligible to enroll in the Thrift Savings Plan (TSP). As of 2008, federal employees were auto-enrolled in TSP, and by the end of 2013, the TSP had grown to nearly $398 billion, with 4.6 million participants.16

The Pension Protection Act (PPA) of 2006 affirmed the growing role of DC plans and the need to increase participation by sanctioning automatic enrollment of employees, meaning employees automatically were enrolled in the plan (unless they affirmatively opted out) and authorizing automatic escalation of contributions.17 Prior to PPA, the vast majority of employees held a combination of company stock and conservative fixed income funds in their 401(k) accounts. Following the authority granted in the PPA, the Department of Labor issued regulations that authorized a series of asset allocation products, including target date funds, balanced funds and managed accounts, for those participants who fail to make their own investment elections.






	


Personal Savings Plans

For individual investors, the self-employed and those who are not covered by an employer-sponsored plan, there are a variety of retirement savings programs. IRAs are the most common, holding an estimated $6.5 trillion in assets at the end of 2013.18 The growth in IRA assets in both absolute and relative terms is staggering. While the overall value of retirement assets has increased, IRAs have grown to represent approximately 28 percent of U.S. total retirement assets as of 2013 compared to 19 percent nearly two decades ago, in 1995.19

The second most common personal savings plan is the Keogh plan, named after its congressional sponsor (the late Representative Eugene Keogh of New York) and principally designed for small-business owners. Keogh plans have higher contribution limits than other qualified plans. However, the plan’s popularity is constrained somewhat by the fact that it entails considerable paperwork to set up, maintain and calculate payouts.

Self-directed retirement plans, whether employer-sponsored or personal savings plans, raise particular challenges. Do the participants have the ability to make asset allocation and specific investment decisions that are neither too conservative nor too risky? Many participants simply do not have the knowledge, interest or time to manage their own retirement assets. And for those at retirement age, further decisions need to be made about how and when to take distributions to avoid outliving their savings.

Decumulation strategies have become ever more critical as a large portion of the population moves into retirement. This was traditionally a period to use less risky investment strategies. However, assuming retirement at age 65 and longevity estimated at 80-plus, many individuals are facing a retirement investment horizon of 15 years or more. As such, an appropriate amount of risk must be taken to hedge longevity risk (i.e., the risk of outliving your savings). As DC plans become the dominant retirement savings vehicle, these risks are often borne by the individual. The dilemma of what to do with savings postretirement is as real and complex as how to save and invest in the accumulation phase.

Reinforcing America’s Retirement Funding Framework

Addressing America’s retirement needs means looking at the issue holistically and reinforcing all three pillars of the retirement system: (1) Social Security, (2) employer sponsored retirement plans, and (3) personal savings.

Pillar I: Social Security

Social Security was originally designed to be a safety net only for those who needed it. If Social Security were to be refashioned to this original purpose, policy makers could increase eligibility requirements and cut benefits, thus reducing Social Security liabilities. While politically controversial, serious consideration must be given to increasing the retirement age for those who are currently far from retirement, as this would more accurately reflect changes in health and longevity. As proposed in President Barack Obama’s 2013 budget, cost-of-living-adjustment (COLA) calculations need to be altered. Additionally, means testing or a benefits cap for those who have other significant sources of income or savings should be considered. Finally, the issue of funding disability income programs from the same source of tax revenue needs to be reconsidered, as the explosion of disability claimants contributes significantly to Social Security liabilities.

The asset side of Social Security also needs to be reevaluated. Under the current system, employer and employee contributions are invested in U.S. government securities and held in one of two trust funds (one for retirement benefits and the other for disability payments). The system is pay as you go, meaning existing workers help fund benefits for retirees and those collecting disability. As demographics shift and the ratio of workers to retirees declines, the trust funds are being depleted. By investing Social Security tax payments in a wider range of assets, the value of the trusts could be maximized and the reliance on funds from current workers could be reduced.

Reinforcing (and Relieving) Social Security

In order to reinforce the Social Security system, policy makers should consider repositioning Social Security as the “safety net” it was originally designed to be. To relieve the pressure on the Social Security system and decrease liabilities, eligibility requirements must be adjusted to reflect the changes in health and life expectancy that have occurred over the last 75 years. The retirement age should be increased to account for increased longevity and the COLA calculations need to be altered. Furthermore, means testing or a benefits cap for those who have large alternate sources of retirement income should be considered. Social Security liabilities could be further reduced if funding disability income programs did not come from the same pool of tax revenue. To increase the value of Social Security funds, policy makers could invest the tax payments in a wider range of assets to maximize trust values.

Pillar II: Employer-Sponsored Retirement Plans

Despite the wide range of employer-sponsored plans, there are still many employees who are not covered by any plan. All employers, from small to large, should be incentivized to provide retirement benefits to all full-time and part-time employees. This includes evaluating tax incentives, funding requirements and administrative burdens with the intention of encouraging employers to offer defined contribution and/or defined benefit plans.

First, we need to improve the fiscal health of existing DB plans using sound actuarial and investment return assumptions. Under the PPA, corporate plans were to be fully funded by 2015. This seemed highly achievable in 2006, but subsequent market downdrafts and a historically low interest-rate environment (which has kept liability discount rates lower) caused corporate plans to seek further flexibility in calculating corporate pension obligations. Specifically, legislation enacted in 2012 affords corporations the ability to discount liabilities at a higher assumed rate of return, effectively reducing the contribution amount required to reach fully funded status.20 Legislation enacted in August 2014 extends the funding relief provided in 2012, maintaining the lower funding requirements.21 While this may have short-term benefits, corporations still need a means to get their DB plans to a fully funded state.

Likewise, states and municipalities must address their underfunding sooner rather than later. Changes and proposed changes to accounting rules for government-sponsored retirement benefits obligations are expected to increase the stated liabilities for these plans and make the funding challenges greater. Moody’s recently said that its rating criteria will now factor in discounting these liabilities at a risk-free rate, increasing ratings risks for public plan sponsors.22 Realistically, more needs to be done to put these plans on a path to fiscal health.

Another important order of business relates to the challenge of lifetime income generation for plan participants. Most initiatives to date, such as automatically enrolling participants and automatically escalating their contributions have focused on bolstering the accumulation stage of retirement funding. But this new decumulation phase requires equal attention. Investors have little guidance when it comes to drawing income from savings in a manner that will ensure their assets are not exhausted while they are still alive.

Meanwhile, cost and complexity for employers is also problematic. Many employers, especially smaller companies, are reluctant to offer pension plans because of their concern about high administrative costs, the risk of compliance errors and fear of litigation. The current system includes a complex set of tax and Employee Retirement Income Security Act of 1974 (ERISA) rules, and creates concerns about potentially large legal exposures. Congress or the Department of Labor should provide clear and simple guidance for plan sponsors to avoid unnecessary liability. For example, so-called excessive fee cases now being brought against DC plan sponsors could be appropriately addressed by providing a safe harbor and an affirmative defense to these cases if the plan sponsor sought bids through a request for proposal, required responses to specific questions and had a robust evaluation process.

A comprehensive review should be conducted of legal/compliance burdens imposed by ERISA and similar state laws to determine what rules are truly necessary to protect participants. Those that are superfluous should be eliminated in order to simplify and streamline the system. This review should include an analysis of all the disclosures and information provided to participants to determine whether they are serving their intended purpose, as the preparation and dissemination of this material imposes a cost on all service providers. Ultimately, these costs reduce the monies available for benefits. We recommend a similar approach to simplifying tax rules and related compliance.

Proposals under consideration by various state legislators are intriguing. In these plans, employers would enroll workers in a DC plan where the assets are pooled and will be managed by the state retirement systems or other investment professionals. These ideas are innovative ways to encourage people to increase their retirement savings. However, the cost to employers and the applicability of ERISA and other legal issues will need to be addressed. “Start-up” tax credits and other incentives should be increased to encourage employers to create plans and to include part-time employees in these plans. The current tax credit of $500 for creating a DC plan significantly understates the true costs to an employer of establishing a plan.

Reinforcing Employer-Sponsored Plans

The fiscal health of existing DB plans must be improved, and funding levels must be restored. There are a variety of tools that should be used to incentivize employers to provide retirement benefits to all employees. Tax incentives would encourage employers to offer DB or DC plans. Decumulation and income distribution should be addressed with enhanced guidance and clarity, and the costs that discourage employers from establishing plans should be assessed and modified. Policy makers need to review the compliance burdens imposed by ERISA and similar state laws in order to retain necessary protections and eliminate unnecessary rules that discourage employers from establishing plans.

Pillar III: Personal Savings

As discussed above, in 2006 the PPA introduced significant changes for DC plans. These changes, as implemented over the last eight years, have generally positioned DC plans to better deliver on the promise of sufficient funds for their retirement. Even with these improvements, 32 percent of employees eligible to participate in an employer-sponsored DC plan fail to do so, or do so only at minimum levels.23

One potential solution is to require employees to participate, as long as they have an employer-provided plan. These employees would have a specified minimum contribution level based on their salary. If an employee has retirement savings in the aggregate from other sources (such as a DB plan from a prior employer or an IRA), the minimum contribution could be modified.

Another potential solution is to mandate personal retirement savings for the whole population, as has been done in Australia. Initially required savings would be equal to a small percentage of income, with a small increase each year, accompanied by a tax deferral or other tax incentives. Employers would be encouraged not to drop existing plans, be they DB or DC. A mandated savings program would allow Americans to build wealth over time. Ideally, individuals could accumulate as much as they want; however, the mandatory savings might become voluntary above a specified level. Depending on the program, individuals could be allowed to direct their own investments or invest in government-sponsored pools.

An individual retiring at age 65 today who made the maximum contributions to Social Security will collect annual benefits of roughly $28,500 a year. Based on current tax rules, the retirement saver and his/her employer has to contribute more than 12 percent of eligible yearly income to the Social Security trust fund every year. If that same amount were invested in a diversified portfolio of 90 percent U.S. stocks and 10 percent U.S. bonds when the worker was 30, gradually adjusting to a more conservative mix of 60 percent bonds/40 percent equities over time, the retirement income after 35 years (based on actual historical returns) would be approximately $42,000.24

Increasing the level of retirement savings is important, and individuals need information that will help them determine an optimal savings level and how that amount of savings translates into yearly income postretirement. As the focus has begun to turn to decumulation, a number of ways to calculate future potential income have been proposed, and these methodologies continue to evolve.

Figure 14.2 Recommendations for Three Pillars of Retirement Security
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Source: BlackRock






	


Reinforcing Personal Savings

There are a number of measures that could increase personal savings levels to improve retirement savings. The establishment of savings targets and the option for individuals to meet such targets through a combination of employer-sponsored savings and personal savings could improve personal savings practices. Another option is mandating personal retirement savings, perhaps via a phased approach that gradually increases income contributions over time. Tax deferrals and other incentives would encourage personal savings participation. Savers should be provided with the option to direct their own investments or participate in government-sponsored pools, and decumulation and income distribution must be addressed with clear guidance.

Conclusion

Most American will retire after their working days are over, making retirement a basic financial goal that unifies us all. Yet the funding of that goal is increasingly strained as life spans increase and the potency of the existing retirement savings paradigm wanes. While steps have been taken and proposals made to address many of the existing programs on the margins, they are mere Band-Aids when compared with the wholesale reinforcement and restructuring that is needed. What is most worrisome is that the longer the problem remains unaddressed, the larger it gets.

Clearly, the Social Security pillar of the U.S. retirement system needs to be preserved, as it provides important disability and survivor protections that all Americans deserve. However, we believe there is a strong case for bolstering the remaining two pillars, particularly the personal savings pillar, to ensure Americans have the financial means to see themselves through many years of retirement.

It is imperative that policy makers consider a holistic approach now—one that bolsters each pillar of retirement savings (see figure 14.2). This is the only way to ensure that all Americans have the opportunity to enjoy their hard-earned longer life spans without the burden of financial hardship.

 






	


Chapter 15

To Guarantee or Not to Guarantee—That Is the Question






	


Jeremy Diamond

Former Managing Director, Annaly Capital Management

Many of the causes of the last financial crisis, and potential causes of the next, have yet to be addressed by policy makers. The biggest of these is the U.S. housing finance system.

Housing is a critical economic driver, and the largest and most important financial asset for most Americans. Yet six years after the financial crisis began and Fannie Mae and Freddie Mac were put into conservatorship, many of the main reform issues have yet to be addressed.1 But in the fall of 2014, with a viable bill in the Senate and other bills making their way through the House, stakeholders in the housing and mortgage markets are welcoming the apparent momentum. Homebuilders, mortgage lenders, realtors, mortgage servicers, consumer groups and investors alike have been part of the process through direct engagement, white papers, advocacy and education.

Yet the stakeholders who will be most affected by Washington decisions—homeowners—have been largely unaware of what is at risk in this policy debate. While all parties say they want to reduce the government’s exposure to residential mortgage credit risk and prevent a repeat of the last crisis, the different proposals will have very different consequences for the average American homeowner. Any significant change to the current system will have an impact on mortgage pricing and availability, which will also affect housing values, so it is important to tread carefully.

While the structure of our housing finance system has had some enormous social benefits, such as the relatively democratic access to credit for home buyers, there are also downsides. As we all learned over the past six years, the structure was not only susceptible to housing bubbles and systemic financial crises, but there was an extraordinarily high cost to the socialization of credit risk as a result of poorly designed government involvement. The current system incentivizes the allocation of resources to housing so powerfully that it crowds out other possible uses of those resources. There are also claims of inequality and damage to the environment and public health.2 Of course, any system that replaces the current one will also have advantages and disadvantages, and the economic effects of any change must be evaluated as well. But in order to fix a system as complex as the American housing finance system, we must first understand how it works and what is broken.

How the System Works (or Doesn’t)

Most Americans don’t know how a mortgage is made, where the money for a mortgage comes from and how rates are determined. Here’s what every American should know: Our housing finance system is a marvel of the modern financial world. Like a national electric grid that can deliver electricity from any power company around the nation to the consumer who flips on a light switch, our mortgage finance system is capable of delivering mortgage funding from mortgage investors around the world to creditworthy American homeowners on essentially the same terms and conditions regardless of where they live in the country, the economic backdrop or the health and lending capacity of their local bank.

There are three foundational elements upon which this modern-day financial miracle is built: (1) securitization, where the mortgage loans from borrowers of similar creditworthiness are pooled into mortgage-backed securities (MBS) and receive the benefits of scale in pricing; (2) the government guarantee—delivered by Fannie Mae, Freddie Mac and Ginnie Mae—to make timely payments of interest and principal on mortgage-backed securities scales the process even further by removing credit risk and making the securities more homogeneous. Fannie Mae and Freddie Mac are known as Government-Sponsored Enterprises (GSEs) and together with Ginnie Mae are called Agencies; and (3) the to-be-announced, or TBA, market,3 which is what Fannie, Freddie and Ginnie facilitate. It is through the TBA market that the majority of residential mortgages are pooled and sold to secondary market investors, and it enables originators and investors to hedge themselves.

With this structure in place, the U.S. housing finance system has come a long way since the days when taking out a home loan meant going down to the local savings and loan or community bank. Back then, the local bank had a credit officer who checked the borrower’s credit, collateral and character, and then made the decision to extend the loan if it had the capacity.4 The bank would price the loan—based on the borrower’s credit risk and the bank’s cost of capital—and keep it on its balance sheet, managing the associated credit risk and interest rate risk. Every month, the homeowner would get from the bank a notice to pay principal and interest, and if he or she couldn’t make the payment then the bank would have to work it out. It was a bilateral relationship, with its own set of advantages and disadvantages.

Today, all of those steps are still taken, but in most cases they are disaggregated and performed by a variety of specialists, and automated where possible. The loan application is taken by the relationship manager at the bank, mortgage lender or credit union, which may have been chosen by the borrower through an online rate comparison. Documentation of employment and other financial information is collected. The house value is appraised and loans are sized based on cash available for down payment, loan-to-value, debt-to-income levels and the availability of private mortgage insurance, if necessary. The credit evaluation is centralized using Fair Isaac Corporation’s (FICO) scores and other credit service bureau information. Credit decisions are determined based on, among other things, the investment criteria of the party providing the capital, such as whether the loan conforms to the Agency guidelines regarding size and credit.

If the loan is approved, it is priced based on interest rates in the secondary market, and that rate can generally be locked-in up to 90 days in advance.5 It is more than likely that the mortgage is sold by the mortgage banker and placed in a pool with other, similar mortgages in a mortgage-backed security that is bought by and sits in the investment portfolios of secondary market investors here and around the world.6 These sophisticated secondary market investors shoulder the credit and interest rate risk. Rating agencies evaluate the overall credit quality of the mortgage-backed security if it is not guaranteed by the Agencies. And servicing, including working out a delinquent loan, is probably done by a third-party servicer that specializes in that sort of thing.

This system works well when all of these different specialists do their jobs correctly. But in the buildup to the crisis, they did not. The Financial Crisis Inquiry Commission, which completed its report in January 2011, concluded that “a combination of excessive borrowing, risky investments, and lack of transparency put the financial system on a collision course with crisis.”7 There were execution failures on the part of virtually every mortgage finance player: the borrower, who sometimes lied on his application; the originator, who had too-easy access to capital to lend; the underwriter, who let standards slip in pursuit of the closed mortgage; the appraiser, who somehow always came up with the right value; the securitization bankers, who packaged and repackaged securitizations with loans they knew would likely not perform; the derivatives geniuses, who designed many of these complex securities that failed; the rating agencies, whose rating models erroneously assumed that home prices only went up; secondary market investors, who outsourced their decisions to the rating agencies; bond counsel, who wrote bond agreements with opaque representations and warranties; and the servicers, who were ill-equipped for the massive numbers of delinquencies and defaults.

Not every one of them was derelict in their duties, and in some parts of the country people were more negligent than others. But enough of them were at fault, and the securities were so well distributed around the world, that the problem became systemic. The party that received the most criticism was the regulators, who were ill-prepared for the complexities of modern mortgage finance and stood by while evidence of the coming crisis was building. “They were hampered,” said the Financial Crisis Inquiry Commission, “because they did not have a clear grasp of the financial system they were charged with overseeing, particularly as it had evolved in the years leading up to the crisis.”8

The result of this breakdown can be seen in the following two graphs. Figure 15.1 shows the issuance of mortgage-backed securities in the United States by the issuing entities—Fannie Mae and Freddie Mac, Ginnie Mae, and non-Agency MBS. Fannie Mae and Freddie Mac issuance boomed during the refinancing wave of 2003 that was brought about by generational lows in interest rates. These same low rates sparked the beginning of a new wave of mortgage origination outside of the Agency market, one in which underwriting standards fell, creative “affordability products” were abused in order to entice borrowers, and investor demand grew. Annual issuance of non-Agency MBS exceeded $1 trillion in both 2005 and 2006, topping annual issuance by Fannie and Freddie for the first time.9

Figure 15.1 Annual MBS Issuance by Type, 1996–2013
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Source: Securities Industry and Financial Markets Association

Lenders increasingly adopted an “originate to distribute” model, in which they were paid handsomely for the highest-yielding and riskiest mortgages, but retained none of the risk. “The market is paying me to do a no-income-verification loan more than it is paying me to do the full documentation loans,” explained William D. Dallas after his company, Ownit Mortgage Solutions, went bankrupt in 2007. “What would you do?”10 All of the flaws in the private-label, or non-Agency, securitization model resulted in a mortgage debt boom that financed large swaths of the country’s housing stock. The home price bubble in the United States was, in reality, a by-product of a mortgage debt bubble. Figure 15.2, which presents the same data from figure 15.1 on a percentage-of-issuance basis, illustrates quite literally the concept of the mortgage debt bubble that the financial crisis spawned. After inflating in 2005–06, the bubble of non-Agency MBS issuance popped and hasn’t recovered.

Figure 15.2 MBS Issuance Market Share, 1996–2013
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Source: Securities Industry and Financial Markets Association

In addition to not keeping pace with the evolution of mortgage finance, regulators and policy makers did not clearly grasp the pervasive nature of Fannie Mae and Freddie Mac’s role in mortgage finance—that is, how those companies function and what their risks are. Born of Depression-era necessity, Fannie Mae, and later Freddie Mac and Ginnie Mae, are the mechanisms by which the government guarantee on Agency MBS are delivered. While Ginnie Mae is a government agency and its mortgage-backed securities carry an explicit full-faith-and-credit guarantee of the U.S. Treasury, the government backing of Fannie and Freddie’s guarantee was implied by their government charters and a line of credit from the U.S. Treasury.11 The government was complicit in perpetuating this gray area—it derived enormous benefits from stimulating housing without the on–balance sheet exposure—so that despite the actual facts to the contrary,12 every investor in Agency mortgage-backed securities around the world assumed that Fannie and Freddie paper was tantamount to a sovereign credit.13

Until they were taken into conservatorship, Fannie and Freddie were unique, hybrid animals—publicly traded companies with government charters. Fannie and Freddie served two masters, and in the end they proved to be disastrous for both. As public companies, they operated as any profit-making entity would, to try to maximize profit by taking advantage of all their opportunities, which included advantageously priced and virtually limitless borrowing thanks to their government relationship. In so doing, they were overleveraged with huge balance sheets and, by the time they were taken into conservatorship, overinvested in some of the riskiest MBS structures.

In a sense, Fannie Mae and Freddie Mac became two of the largest, most levered bond funds in history. The government-backed mortgage guarantee business was their raison d’être, but it was the profits from their portfolios that drove their growth, their share price and their executives’ bonuses. When losses on those more risky portfolio investments started piling up, their small slivers of capital were overwhelmed, and the government really had no choice but to take them over; together they had trillions in MBS and senior debt outstanding, all held by investors who trusted in their implied government backstop.14 The cost to taxpayers to fund those losses in order to honor their senior debt obligations and keep the insurance business going has been over $187 billion.15 While in conservatorship, the lending that is made possible through that government-backed insurance business has continued as investors understandably shied away from mortgage credit risk. The irony of this situation is that Fannie and Freddie are actually living up to their original government charters by providing market liquidity and a source of funds for mortgage lending during an extended period of market dislocation; if Fannie and Freddie didn’t exist, Congress would be trying to create them.16

In the aftermath of the financial crisis, the residential mortgage-backed securities market looks like this: The government now touches 9 out of 10 new mortgages, with monthly government Agency origination of mortgage debt running around $100 billion to $150 billion.17 There is no infrastructure in place for a non-government-guaranteed securitization market that can replace this origination capacity.

Finally, and perhaps most critically for restructuring America’s housing finance system: Who is the ultimate funder of residential mortgages? How will they behave in any new system of finance? The next two graphs begin to get at these answers. The financing of the U.S. residential mortgage market is shown in figure 15.3 by the type of entity in which it is held or pooled. Of the approximately $10 trillion of residential mortgage loans outstanding, 61 percent is pooled into Agency MBS and funded by investors in those securities, 28 percent is funded by and sitting on bank balance sheets, and 8 percent is funded by investors in non-Agency MBS. The holders of all senior debt and MBS securities issued by Fannie Mae, Freddie Mac and Ginnie Mae are shown in figure 15.4. The three top holders of these senior Agency obligations—U.S. banks, the Federal Reserve and foreign holders—own these securities primarily because of their near-sovereign status, their capital treatment and their ability to be leveraged. The same can probably be said for most of the other classes of holders—insurance companies, state and local governments, pension funds and money market mutual funds; these are not entities that are likely to be taking on significant amounts of residential mortgage credit risk.

Figure 15.3 Composition of Residential Mortgage Market on December 31, 2013
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In billions, total $9.863 billion.

Source: Federal Reserve

Figure 15.4 Holders of Agency and GSE-backed Securities on December 31, 2013
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Source: Federal Reserve

These two graphs together show the importance of the government wrap or guarantee to the financing of America’s residential mortgages. While approximately $6 trillion, or 61 percent, of all U.S. mortgages are in pools wrapped by the government guarantee, approximately three-quarters of those investors18 are unlikely to hold anywhere near the same amount of mortgage-backed securities that are not government guaranteed.

Moreover, the graphs point out a significant difference between the mortgage finance system in our country and those in other countries. While our mortgage finance system is dominated by securitization and secondary market funding, in other developed countries funding from bank deposits still predominates, followed by covered bonds. There is only a minimal amount of securitization in Europe and elsewhere.19 Thus, while it would be difficult for other countries to replicate our system without developing a functioning securitization market and installed base of secondary market investors, it would be just as unfeasible for the United States to revert back to a bank-deposit-dominated mortgage finance system. On December 31, 2013, there was approximately $10 trillion in outstanding residential mortgage debt in the United States, while deposits at our country’s banks totaled just $11.7 trillion.20 We just don’t have the deposit capacity.






	


Reform Progress

Even though no reform legislation has passed, since the beginning of conservatorship of the GSEs in 2008, there have been multiple bills, proposals and white papers issued from the right and the left, from members of Congress, think tanks, trade groups, academics and assorted market participants. Perhaps most important among these, if only for drawing lines in the sand, is the white paper published by the Departments of Treasury and Housing and Urban Development in February 2011. In this document, the Obama administration laid out three possible directions for housing finance reform without stating a preferred outcome.21 Option 1 calls for a largely privatized system of mortgage finance, with government’s role very narrowly targeted to certain disadvantaged groups of borrowers. Option 2 keeps the same narrowly targeted groups receiving government support, while providing for a guarantee mechanism that scales up during economic crises. Option 3 has the same narrowly targeted groups receiving direct assistance, and adds a catastrophic insurance wrap for the conforming mortgage market that stands behind significant private capital.

Aggregating the various proposals issued to date,22 there is a general consensus on the objectives of a successful system of housing finance going forward: Protect the taxpayer; stabilize the market and facilitate the continued flow of credit to creditworthy residential mortgage borrowers; shrink the government’s role in the housing finance system; resolve the future of Fannie and Freddie; and increase the role of private capital in taking on residential mortgage credit risk.

Nevertheless, there remains significant disagreement over how to do it—namely, the amount and form of the first-loss protection by private capital; how to attract sufficient capital dedicated to residential mortgage credit risk to support most plans for taxpayer protection; the structure of the government guarantee delivery system; and the ultimate resolution of Fannie and Freddie.

These points of contention are significant, but Washington is grappling with them. Recent developments have been sufficient to suggest a reform bill could be passed before the next presidential election. This is still probably an aggressively optimistic timetable given the demands of the interim election, the intransigence of ideology and the vicissitudes of a lame-duck presidency, but there are some notable milestones to give us hope.

First, there has been movement in Congress. In the Senate, on June 25, 2013, Senators Bob Corker (R-TN) and Mark Warner (D-VA) of the Senate Banking Committee, along with eight bipartisan cosponsors, introduced a bill entitled the Housing Finance Reform and Taxpayer Protection Act.23 The bill would wind down Fannie Mae, Freddie Mac and the Federal Housing Finance Agency (FHFA) over a period of five years and replace them with a government-owned guarantor called the Federal Mortgage Insurance Corporation (FMIC). The FMIC would provide catastrophic reinsurance that would stand behind a required first-loss position of 10 percent that would be absorbed by private capital, as well as a mortgage insurance fund that would have reserves of 2.5 percent of the balance of FMIC-guaranteed mortgages outstanding.

In the House, on July 24, 2013, the Financial Services Committee passed the Protecting American Taxpayers and Homeowners Act (PATH Act), sponsored by committee chair Jeb Hensarling (R-TX), Scott Garrett (R-NJ), Shelley Moore Capito (R-WV) and Randy Neugebauer (R-TX), that would eliminate any government guarantee from the mortgage market outside of the Federal Housing Administration (FHA) guarantee (which would also be reduced and limited to the neediest borrowers).24 It is not a bipartisan bill—voting went strictly according to party lines—and is closest to option 1 from the Treasury’s white paper. The PATH Act has three main parts: Title I would wind down Fannie Mae and Freddie Mac within five years and shrink the conforming mortgage loan limits. Title II would spin out FHA from the Department of Housing and Urban Development into a separate agency, capitalize the Mutual Mortgage Insurance Fund (MMIF) at 4 percent and limit the FHA insurance to first-time homebuyers and low-and middle-income borrowers. Title III would establish a National Mortgage Market Utility that would regulate, organize and standardize securitizations for the rest of the mortgage market. Standardization and grouping by credit profile is intended to satisfy the liquidity characteristics that are currently supplied by the government wrap. Title III also sets forth the regulatory framework for a covered bond market. The PATH Act has not come to the full House floor for a vote.

On March 11, 2014, Senate Banking Committee chair Tim Johnson (D-SD) and ranking member Mike Crapo (R-ID) announced a bill that has many of the same features of the Corker-Warner bill.25 This bipartisan bill has reportedly had input from the White House and, while it was ultimately passed by the committee on May 15, 2014, it is still unclear whether it has enough support to advance to the Senate floor for a vote.

Second, the regulatory front is developing. The FHFA, the regulator of the GSEs, has a new chair, Melvin Watt, who is expected to lean more toward an option 3–type outcome. While Congress has been debating some of the larger policy issues around housing finance reform, FHFA has been pushing to build a new infrastructure for the secondary mortgage market, gradually contract the GSEs’ footprint in the market and maintain foreclosure prevention activities and credit availability. One element of the FHFA’s plan is to bring more private capital in front of the taxpayer. Both Fannie and Freddie have initiated programs to transfer credit risk to private market participants, and FHFA has also mandated increases in the guarantee fee that the GSEs collect.

Regulators are also getting close to resolving elements of the Dodd-Frank Act designed to address poor underwriting standards and suitability issues. These include definitions for Qualified Mortages (QM), Qualified Residential Mortgages (QRM) and risk retention.26

Third, President Obama has stepped up his involvement in the issue. Since the Treasury released its white paper in 2011, the administration has been mostly silent on housing finance reform, choosing instead to let the debate proceed in Congress without executive intervention. Perhaps sensing that the presence of two strong bills in Congress made the time right for more public engagement, on August 6, 2013, Obama delivered a major policy speech on the topic. The president stated that the core principle to drive housing finance reform is that “private capital should take a bigger role in the mortgage market” in an effort to protect American taxpayers.27 In addition, the president’s reform plan is grounded in three other driving principles: ending the Fannie Mae and Freddie Mac business model as we know it; ensuring access to the 30-year fixed-rate mortgage in all economic climates; and preserving affordable homeownership for all. The White House’s support of the Johnson-Crapo bill signals its favored direction in the housing finance reform debate.28






	


The Way Forward

Any discussion of the future of housing finance raises many philosophical and policy questions, such as the value of homeownership as part of the American Dream, the contribution of housing to the economy as a whole and as a builder of household wealth and community strength, and the relative importance of affordable rental housing as a policy goal. Most germane to our current circumstances is the consideration of the appropriate size and scope of the government’s involvement in housing and housing finance.

We are not, however, building our housing finance system from scratch. If we were, perhaps the world sketched out by the Republicans on the House Financial Services Committee in the PATH Act would make the most sense. In it, aside from traditional FHA activities, the government would be mostly the setter of rules regarding underwriting standards and credit categories for standardized securitization markets. In other words, the creators of the PATH Act are not trying to find the best mortgage finance system for the United States given the current mortgage finance system; instead they solved for the best mortgage finance system for the United States in which the government played a very limited role. While a mortgage market would still exist under those circumstances, it would be a much smaller market, and loans would be more expensive and harder to get.

The world according to the PATH Act completely ignores the current sources of capital for funding residential mortgages, and their motivations for making such investments. Credit Suisse estimated that the mortgage market without a government guarantee would be $3 to $4 trillion smaller.29 Most of the capital invested in government-guaranteed mortgage-backed securities is only invested in them because of the guarantee and what it makes possible—liquidity, risk-weighting advantages and financeability. Some of these so-called rates investors30 could cross over, and investors in some other asset classes might be attracted to a deeper non-Agency MBS market, but no one can say for sure how many or at what price or in what time frame. So while a wrap isn’t essential for a mortgage market to exist, the future state of housing finance must include a government guarantee if we want to maintain the best features of our current system—such as liquidity, homeowner flexibility, availability and pricing of credit and the TBA market—as well as the well-established base of investors.

In a world without a government guarantee, there would also be the significant problem of transitioning out of our current system. Perhaps the most troubling consequence, and of greatest importance to homeowners, would be the effect on housing values. If there is $3 to $4 trillion less funding available for mortgage loans—a 30 to 40 percent reduction in the size of the market—the value of the homes collateralizing those loans would also have to shrink in proportion.

Consider it this way: Every homeowner today owns and/or financed his or her home in a system in which over 60 percent of all mortgages have a government guarantee. It doesn’t even matter if a particular homeowner’s loan was itself pooled into an Agency MBS, because all mortgages and all home values created in this environment have been affected in some way from the larger pool of capital available to fund and hedge all mortgages. If in the future there is no such government involvement in the mortgage finance system, a homeowner will face challenges when trying to refinance or sell. Refinancing will be problematic if the loan is underwater—and we have already seen the lengths to which the government will go in order to assist underwater borrowers.31 As owners who bought or financed in a market that contains the government guarantee try to sell their homes in one that doesn’t, the consequent drop in home values could result in the greatest generational wealth transfer in the history of the country. This may be good or bad, depending on which generation you belong to; regardless, it must be a consciously deliberated concern of the policy equation. So when a representative in Congress announces with pride to her constituents that she has successfully removed the government’s involvement in the mortgage market, she must also describe what the potential costs of that policy will be.32

From the general movement of the policy discussion in Congress, it is becoming clear that most legislators understand these market truths, and in the future, mortgage finance will likely still have some form of government guarantee. In order for mortgage credit to continue to flow into the U.S. housing market on terms, conditions and availability that are similar to what we have enjoyed in the past, and to protect the taxpayer from the exposure inherent under that guarantee, the following principles should be followed:


				
						Explicit government wrap with significant private capital layers to first absorb losses. A new system of housing finance should have a government guarantee that is similar to the one currently in place, with a few exceptions. It should be an explicit guarantee of the timely payment of principal and interest on the mortgage-backed securities, but one in which the government incurs a loss only in the event catastrophic market conditions have exhausted the private capital that is in place to absorb the first losses. This principle attempts to strike a balance between an essentially unprotected government guarantee (as historically existed under guarantees provided by Fannie and Freddie) and a fully privatized market. Thus, the government’s exposure to loss from the guarantee should have multiple layers of protection in front of it provided by different parts of the private market.	The first layer of private capital protecting the government from loss is the equity provided by the borrower. In order for a mortgage to be eligible for the benefits of pooling into a security with the government guarantee, the maximum loan-to-value will be 80 percent, with a minimum of 5 percent down payment and private mortgage insurance for the balance. (Mortgages that currently qualify for Ginnie Mae backing have different requirements.)
	The second layer of private capital protection is provided by the market, either through pool-level insurance, risk-sharing credit notes, simple risk retention, securitization tranching or something similar. Both Fannie and Freddie have been testing the market with these types of programs. The risk-sharing notes generally sell the first 3 percent of risk, while Fannie’s pilot pool-level insurance program bought a 2 percent first-loss piece. The challenge with this layer is that there will be periods in which there is strong demand for this higher-risk/higher-return profile, and there will also be periods where there is low or no demand. Thus, the first-loss piece that is sold in this fashion can be adjusted up or down as market demand dictates.
	The third layer is also provided by the borrower,33 in the form of a fee that will be used to capitalize a mortgage insurance fund (MIF) that will ultimately have a reserve ratio of 3 percent. The fee could be sized at 50 basis points to capitalize the fund within six years.34
	The objective of the combination of these three layers is to have in place first-loss protection of 5 percent of the outstanding principal balance of the mortgages outstanding, which would have been sufficient to cover even 2007’s loss experience for Fannie and Freddie, the worst year for their Agency MBS pools.35 With this much protection in front of the government’s catastrophic wrap, it is highly unlikely that the taxpayer would have to pay out a dollar to cover losses except in economic conditions that were worse than the Great Recession.



						Shrink and wind down Fannie Mae and Freddie Mac. Fannie Mae and Freddie Mac, despite their flaws as corporate entities, possess valuable assets and technologies as part of their guarantee businesses, and the mortgage market has grown up and now revolves around them. These should be maintained and utilized in the new mortgage finance system.	The portfolio activity of Fannie and Freddie should be wound down and legacy assets sold off at a reasonable pace that does not disrupt the market.
	Profits of the GSEs should be directed into the new MIF during their wind-down as part of the transition to the new system of mortgage finance.
	The conversion from Fannie Mae and Freddie Mac to the new system should be done over a sufficiently long period of time, during which the legacy GSE mortgage-backed securities would be deliverable into the new securities.



						Guarantee delivery system. The structure of the entity that delivers and organizes the catastrophic guarantee is one of the most challenging for achieving consensus.	The path of least resistance would be for the government to internalize Fannie and Freddie and turn conservatorship—which was meant to be temporary—into something permanent, wind down their portfolio activities and at some point merge them into a single entity. Fannie and Freddie would cease to exist as independent companies but would continue to serve their original charter. In this scenario, then, Fannie/Freddie would be an entity similar to Ginnie Mae, with each entity handling its respective portion of the mortgage market. Another option would be to eliminate Fannie and Freddie entirely and expand Ginnie Mae into the ultimate provider of the catastrophic wrap. Ginnie Mae would continue to provide its catastrophic guarantee to its traditional book of business, while the three layers of protection enumerated above would sit in front of the Ginnie Mae wrap that would guarantee what was the old Fannie/Freddie conforming mortgage. U.S. Representatives John Delaney (D-MD), John Carney (D-AL) and Jim Himes (D-CT) introduced a bill that is similar to this proposal in July 2014 called the Partnership to Strengthen Homeownership Act.36
	The structure that is currently under consideration in the Johnson-Crapo bill is complex. It calls for the creation of the FMIC, a new regulator that has many functions. It regulates the mortgage market, provides the explicit catastrophic government backstop, regulates new mortgage bond insurance entities and mortgage aggregators, and organizes both a new mutually owned securitization platform and a small-bank mortgage aggregating cooperative. It has been suggested that this structure will ultimately increase the concentration of lending into a few large banks, thereby ensuring a new generation of too-big-to-fail mortgage giants, but its final form is far from resolved.37 The Johnson-Crapo structure is feasible, but it has its challenges.38



						Continue to facilitate the flow of credit to the mortgage market. The policy objective of a new system of housing finance would be to continue to enable creditworthy borrowers to get a mortgage on essentially the same terms and conditions regardless of where they lived in the country and the economic backdrop. For that to occur, policy makers must take into account the perspective of the providers of mortgage funding.	Maintain the liquidity of the secondary market by preserving the TBA market through the homogeneity that the government wrap provides. This also contributes to preserving the wide availability of the popular 30-year fixed-rate mortgage.
	Continue to meet the needs of rates investors, who provide over 60 percent of the funding for residential mortgages.
	Implement programs and strategies to foster continued support from the secondary market. Fannie and Freddie, and later the Federal Reserve through its monetary policy, were important providers of demand for MBS, particularly in times of market stress. With Fannie and Freddie no longer operating in their traditional role of providing market support, and as the Federal Reserve tapers (and eventually ends) its purchases of Agency MBS, the secondary market will no longer have a government-sponsored participant in the market. This is a healthy market development, but one in which market-based demand for the government-guaranteed MBS would likely have more volatility. Mortgage real estate investment trusts in particular have the ability to step up and play a role in dependably filling this demand. In addition, policy makers should focus on ensuring the safety and soundness of the mortgage insurance and bond insurance industries, because they are likely to grow in importance as vehicles for attracting private capital to take first-loss exposure.



				

As much of the activity discussed in this essay is occurring in real time, there is a risk that it will no longer be timely after this book’s publication. But the many complicating factors involved, and the amount of time that has already passed, suggest it should have a very long shelf life. For example, Fannie Mae and Freddie Mac are generating significant profits now, and their contributions to offsetting budget deficits will be hard for policy makers to give up. There are also court challenges being teed up by investors who have taken positions in those companies’ common and preferred securities and want a share of those profits.39 The first of these cases was decided against the investors, but the issue is still not fully resolved.40 In addition, Congress has no incentive to legislate. There is no emergency in housing at the moment and conservatorship has no fixed end date. Moreover, absent a significant shift in the makeup of Congress, partisan wrangling and intransigence over ideology will likely stay true to form.

Finally, after lowering the federal funds rate to near zero in December 2008, the Federal Reserve has used several nontraditional tools to execute monetary policy, including the purchase of Agency MBS in its quantitative easing program. The size of this program, along with its purchases of Treasuries, has suppressed yields on mortgage-backed securities, lowered mortgage rates and distorted the pricing of virtually every security in the marketplace. It has gone on for such a lengthy period of time that it remains to be seen what effect tapering will have on the markets, not to mention the eventual raising of rates, but it would be dangerous to draw any specific conclusions about the market ramifications of policy decisions (i.e., mortgage rates, market demand, housing prices) while the Fed is still leaning heavily on the markets.41

While Congress works through its process, many of the flaws in the system are already being addressed, both by regulators and the markets. The new qualified mortgage rules should help reduce the number of unsuitable loans being made. New appraisal rules are tightening that process. Frameworks for improving lender representations and warranties are being developed in Washington and in the industry. Rating agencies have improved their models for evaluating mortgage pools. Servicing standards are tighter, and servicers are under much closer scrutiny. Underwriting standards have gotten more prudent (perhaps even overly stringent for a lengthy portion of the postcrisis period), leading to much improved credit performance on newer vintage loans. The higher guarantee fees that are currently and prospectively going to be charged better reflect the risk of the government’s exposure under the guarantee, although they don’t address the moribund private-label securities market. Fannie and Freddie’s risk-transfer pilot programs are growing and market acceptance is building. These will help price risk more appropriately and, as they grow, protect the taxpayer.

Our system of housing finance is a modern financial market marvel, but certain flaws in that system helped produce one of the worst economic crises in American history. The two dominant entities in housing finance are currently operating in a limbo of conservatorship. Uncertainty over the outcome inhibits the participation of stakeholders, particularly the private label securitization market, which only foments the need for more government involvement. Housing finance reform is necessary, but reform that is ill-designed could wreak more damage than the status quo. The markets will adapt to whatever policies come out of Congress, but an understanding of how they will adapt is critical to the success of whatever system exists in the post–Fannie and Freddie world of housing finance. As FHFA entitled its 2012 strategic plan for the GSE conservatorships, the debate over housing finance reform is the “story that needs an ending.”42 Americans—homeowners, taxpayers, voters—are waiting.






	


Part VII

The Transformational Impact of Long-term Investors






	


Introduction

John G. Taft

Long-Term Thinking: 1800–2013

Long-Term Thinking died on Tuesday. His last true friend, Vanguard founder Jack Bogle, was at his side. He was 213 years old. Long-Term Thinking lived an illustrious life since the start of the Industrial Revolution. . . . But poor incentives and 24/7 media chipped away at his health. The final blow came Monday, when a trader on CNBC warned that a 10% market pullback—which has occurred on average every 11 months over the last century—could be “devastating” for investors. “That’s it,” Long-Term Thinking whispered from his hospital bed. “There’s no more room for me.” He died soon after . . .

—Mock obituary by Morgan Housel in The Motley Fool online, January 13, 2014

The contributors to this part take aim at the phenomenon of short-termism in financial markets, a subject Roger L. Martin also addressed in chapter 11. Short-termism refers to the focus by actors in the market economy on near-term results, whether corporate earnings or investment performance, rather than on sustainable long-term performance. This dynamic, the authors believe, is leading to outcomes that are not in the long-term interests of society: slower GDP growth, higher unemployment, lower returns for savers and degradation of the environment. Both chapters that follow suggest that one way to change this dynamic of short-termism lies in the growing size and influence, and the changing character, of long-term investors.

In chapter 17, which was first published in the Harvard Business Review, Dominic Barton and Mark Wiseman suggest “a crucial breakthrough would occur” if “big asset owners”—including sovereign wealth funds and pension funds, like the Canada Pension Plan Investment Board, which Wiseman runs—were “acting like [true] owners”—in other words, if they were to engage the management of companies they own as active investors, influencing them to maximize their long-term performance rather than trying to win at the game of “quarterly capitalism.” Barton and Wiseman show how this could lead the way to a new “kind of balanced, long-term capitalism that ultimately benefits everyone.” In 2013, Barton and Wiseman, and their respective companies, cofounded the “Focusing Capital on the Long Term” initiative. Today, they cochair the initiative, which develops practical structures, metrics, and approaches for longer-term behaviors in the investment and business worlds.

Former CFA Institute president and CEO John Rogers goes a step further. In one of the most original pieces in the book, Rogers introduces the concept of “universal owners.” Like Barton and Wiseman, Rogers’s focus is on big asset owners, which he terms “super-fiduciaries”—like pension funds and sovereign wealth funds.

Rogers’s insights are about the unique nature of funds such as the Government Pension Fund of Norway, which have a direct (unmediated) fiduciary responsibility to their constituencies. These constituents not only include the people of Norway who are living today, but also those in future generations, in perpetuity. These funds have grown so large (and are getting even larger) that through their investing activities, they own “virtually every economic and social outcome of what the world’s corporations and governments are doing.” The Government Pension Fund’s assets are more than $840 billion, and because of their size and their “universal owner” status, there are no externalities that do not end up impacting these funds. As Rogers puts it, they have “no place to hide.” As a result, these long-term owners have a fiduciary obligation to ensure that the corporations and governments in which they invest act in ways that produce positive, long-term outcomes for society. In this way, they have a fiduciary obligation to be a force for good.

To the extent these universal owners and super-fiduciaries are able to act in concert to influence corporations and governments on behalf of their constituents, Rogers envisions the dawn of an age of “fiduciary capitalism.” And with it, a better system of finance, “measured and managed to the needs of people today and for as long as we continue as a species.”

At a time when systemically important banks increasingly resemble utilities, regulators are bogged down in the complexities of rule making, politicians are stuck in gridlock, many asset managers are chasing benchmarks and many corporations are managing quarterly earnings, long-term investors are the stirring giants in the world of finance. They hold in their hands the power to redefine financial capitalism.






	


Chapter 16

The Dawn of Fiduciary Capitalism






	


John Rogers

Former President and CEO, CFA Institute

What does nuclear energy have to do with finance? When Robert Oppenheimer, known as the father of the atomic bomb, witnessed the first test detonation of the weapon, he uttered the words, “Now I am become death, destroyer of worlds.”1 He and his colleagues in the Manhattan Project harnessed the insights of Albert Einstein, a pacifist, to win a brutal war. The bomb created the potential to destroy life on Earth and led Einstein to later note, “I do not know how the Third World War will be fought, but I can tell you what they will use in the Fourth—rocks!”2

The destructive nature of atomic energy doomed its peaceful use. Despite its tremendous potential as a clean energy source, repeated accidents have frightened capital away from the sector. The risks of atomic technology have rendered it an orphan industry, a utility to be tightly controlled. Heavy government regulation is the industry norm. It holds little attraction and is reluctantly tolerated rather than welcomed in the economic landscape.

While it may be unfair to compare the dangers of the finance industry with reactors and cooling towers, the fact is that financial firms have, over the past century, created two significant social and economic crises—the first in 1929 and the second in 2008. For all the good finance brings to society, it has also created significant dislocations and human suffering. It is an industry that is now widely distrusted, and in many cases barely tolerated. Despite intense lobbying of politicians and policy makers by financial interests, it is threatened with increasing regulation. The repercussions of the 2008–09 global financial crisis will be with us for years. In an era when finance is widely mistrusted, despite its power as a positive force, what is the way forward? Does the industry succumb to regulations, assert a market solution to clean things up, or is there a third way?

This chapter outlines a source of inspiration for the future of finance. Fiduciary capitalism is a promising concept that better connects the pragmatic, enabling and market-oriented nature of finance with the hopes and needs of society. The legal and moral basis for this is already in place, and technology and globalization are giving fiduciary capitalism a chance to thrive. In fact, the recent crisis may prove to be the impetus for its spread. But of course, there are obstacles: among them, lack of scale among fiduciary capitalists, insufficient resources where they are truly needed and sheer inattention to the long-term opportunities.

Finance exists to serve social and economic progress. It exists as a means, rather than as an end unto itself. The etymology of the industry’s name dates to the Old French words fin and finir, which mean (and continue to mean in several languages) “to complete, to enable, to end.” Finance is a medium through which real economic activity takes place. Finance dates from earliest times, established as a superior means of exchange compared to barter and other simple transactions.3 Concepts such as debt financing, joint ownership, insurance, forward contracts and syndication of risk are at the heart of finance’s many contributions to economic and social progress. These are all essential tools for people, organizations and governments. In building the future of finance, consider that an era of fiduciary capitalism could feature progressive, long-term-oriented leadership in financial markets. This could lead to more productive and less harmful resource allocation, with less probability of episodic chaos in the finance sector itself.

In the following sections, I will first address the need for a new model of finance, then explain the concept of fiduciary capitalism, discuss universal owners and super-fiduciaries, and finish with a review of the merits and obstacles to an era of fiduciary capitalism.

The Case for a New Model of Finance

The staff at the Dallas branch of the U.S. Federal Reserve estimate that the global financial crisis cost the United States between $6 trillion to $14 trillion, the equivalent of $50,000 to $120,000 for every U.S. household.4 The U.S. unemployment rate rose from 5 percent in 2008 precrisis to 10 percent by late 2009—in other words, from approximately 7 million people in 2008 to 15 million by 2009.

In the aftermath of the global financial crisis, entire financial systems, mainly in the banking sector, have been taken down by market forces and governments. They’ve since been rebuilt in Greece, Iceland, Ireland, Belgium and the United Kingdom, to name a few. How many more accidents can finance handle before its institutions become pariahs to taxpayers, voters, politicians and investors? When I meet with groups of students in financial centers, I am often asked why they should pursue a career in finance.

Another critical consideration is the cost of many years of shortsighted financial markets to the global economy. As will be described later, our investment and accounting practices have created countless incentives for short-term thinking, at great expense. Decades of environmental degradation, accompanied by weak or nonexistent accounting for the resource costs associated with our industrial and agricultural output, are beginning to come due in stark terms. The world’s 3,000 largest public companies caused $2.15 trillion in environmental damage, primarily through air and water pollution, in 2008.5 The United Nations Environment Program Finance Initiative and Principles for Responsible Investment (PRI) estimate this figure as 35 percent of the total cost of all such damage created by humans on the planet.6 Much of these costs are estimated to come from outsourced activities in supply chains. The horrific carnage in Bangladeshi textile factories in 2013, the worst of which killed 1,129 in a single building collapse, is just one graphic example of this cost.

These environmental and human damages are largely unrecognized in corporate earnings and valuations. When they occur in a supply chain, the vendor usually absorbs them. When they are hidden across time—through gradual environmental degradation, for instance—future generations pay, resulting in an intergenerational tax. National accounts treat the revenues accruing from resource depletion as current income, and generally fail to account for more than a fraction of the human and environmental costs. A more complete way to account for this would be to recognize the costs of natural resource depletion and environmental damage as a global depreciation expense.7 Finance as an industry has largely failed to address these issues. Within the agency chain of financial services, there are no incentives for comprehensively accounting for long-term (i.e., 10-year-plus) outcomes.

If the scientific and economic data regarding environmental damage aren’t of interest, perhaps avoiding market crashes will be. The same factors are at work here, but they better tend to capture the attention of those in positions of power. The global financial crisis of 2008–09 is an example of off-balance-sheet and unrecognized consequences of leverage coming home to roost. “Lack of transparency surrounding subprime mortgage lending debts, structural disequilibrium and conflicts of interest contributed to risk management failures.”8 Economic agents failed to recognize or model externalities and amplified systemic reactions that unfolded in 2008.9 Unlike the earlier environmental and social examples, a market crash is an event where financiers have a great deal of self-interest. Yet it has largely been left to regulators, politicians and nonparticipants to demand better disclosure and more safeguards with respect to the risks being taken within the global financial system.

While environmental problems often lead people to change their consumption habits, financial crises appear to influence savings habits. There is evidence that the collapse in trust in financial markets and financial institutions is influencing younger individuals to make poor long-term investment decisions by investing defensively in short-term strategies. Young people whose retirement needs are 30 or 40 years hence should not be engaging in defensive investment strategies. The resulting retirement gap is a side effect that creates social dislocation and political and economic instability.

What Is Fiduciary Capitalism?

A fiduciary is an individual or entity to which another individual has entrusted something of value through a formal relationship. Common law in the United States and United Kingdom, among others, as well as the codes of conduct of many professional bodies, has much to say about the fiduciary duty. The fiduciary owes a duty of loyalty, care and prudence to the beneficiary and must place the beneficiary’s interests above all other considerations.10

The term fiduciary capitalism was first used extensively by James P. Hawley and Andrew T. Williams in their book The Rise of Fiduciary Capitalism.11 Author Paul McFedries has a crisp definition of fiduciary capitalism: he calls it “a capitalist model in which corporations are influenced and guided by shareholders, particularly large institutional shareholders—such as pension funds and mutual funds—that act on behalf of many smaller investors.”12 Robert Monks, widely considered a father of corporate governance, was one of the first to use the term. For reasons to be explained, I will offer some minor amendments to McFedries’s terms.

I define fiduciary capitalism as having three major elements: (1) an economic system of allocating financial resources, which we can think of as investment decisions; (2) these decisions are based on the long-term interests of the ultimate beneficiaries of pools of savings, including pension funds, endowments, sovereign funds, permanent funds and foundations; (3) these decisions are made primarily by the boards and employees of these entities, who are fiduciaries, bound often legally and always morally to act solely in the interest of the funds’ beneficiaries.

The next few pages will flesh out this skeletal definition and perhaps provide a picture of the likely result.

The “Super-Fiduciary”

Due to a variety of factors, there is now a group of “super-fiduciaries” who have extraordinary size, growing sophistication and economic clout. Because of their size and highly diversified investments, they are also universal owners of virtually every economic and social outcome of what the world’s corporations and governments are doing. There will be more on this theme later. To frame up the size of these investors, the top 1,000 fiduciary capitalists account for $25 trillion in assets. With these funds, they could own more than half the world’s listed companies. A 1 percent portfolio allocation from just these top 1,000, or a sum of $250 billion, would buy almost all of Microsoft.

When these institutions act together, as they increasingly do in matters of corporate governance and market structure, they can reshape the financial markets and significantly impact economic activity. An era of fiduciary capitalism could be one in which this group of investors drives a set of norms and behaviors in the financial markets and broader economy. In fiduciary capitalism, the dominant players in capital formation are the institutional asset owners. Fiduciary capitalism has some attractive traits, most notably because it encourages long-term thinking. As universal owners, fiduciaries have an obligation to foster engagement with companies’ management teams and public policy makers on governance and strategy. In textbook terms, they should seek to minimize negative externalities and reward positive ones.

Some super-fiduciaries have publicly defined their mission and vision beyond a simple statement of return maximization. A good example of this is the Ontario Municipal Employees’ Retirement System (OMERS), which at over $65 billion is in the top 50 pension funds globally. Its public statement of purpose announces:

OAC [OMERS Administration Corporation] believes that well-managed companies are those that demonstrate high ethical and environmental standards and respect for their employees, human rights, and the communities in which they do business, and that these actions contribute to long-term financial performance.

Corporations should account for their behaviour and its implications for the creation of value. OAC supports the view that companies should maintain policies and procedures with respect to ESG [environmental, social and governance] issues that materially affect long-term shareholder value. . . .

OAC participates in various investment initiatives through its Investment Entities that provide broader benefits to our economy while generating the returns necessary to meet the obligations to the Primary Plan members.13

At the community level, the International Corporate Governance Network (ICGN) was established in 1995 to promote best practices in the field. Recognizing that the potential for double standards, where fiduciaries demanded a level of transparency without holding themselves to the same rules, the ICGN offered this call to action:

Institutional investors’ obligations to their beneficiaries or clients and their scope for influence of companies in which they invest bring important responsibilities . . . extending from formal rights to exercise votes or to put matters formally in front of other investors, to informal scope for exercising influence on management and boards across a range of key matters. . . . Ultimate owners cannot delegate these underlying responsibilities; even when they employ agents to act on their behalf. . . . As sophisticated investors with influence, often including voting rights, institutional investors have a unique leadership opportunity to encourage appropriate behaviours by their investee companies.14

By defining fiduciary capitalism around large, not-for-profit investors who are only one step away from their beneficiaries, I have left out large pieces of the financial services industry that also act as fiduciaries: mutual funds and other collective trusts, private wealth managers, trust banks, hedge funds, financial advisors and others. For the purposes of this chapter, I’ll call these entities the for-profit financial services industry. There is no question that these entities and the people in them also owe a duty of care and loyalty to their clients.

In fiduciary capitalism, however, the for-profit financial services industry plays only a supporting role. Money managers of collective investment vehicles such as mutual funds, exchange-traded funds and investment trusts almost always are managing against a market benchmark, as opposed to a requirement to pay pensions or support social security. Their constituents can come and go freely, and these managers tend to compete against one another for assets. While they can be quite large and a driving force in capital formation (which counts for half the definition of fiduciary capitalism), their fiduciary duty is closely related to their investment strategy, not to the underlying owners themselves.

These for-profit organizations’ behavior can be influenced by a variety of forces, including economic incentives (pay for performance), social pressure (divestment campaigns) and governance leaders (for example, proxy advisory firms). In that sense, the investment behavior of leading fiduciaries can have a ripple effect on the trillions of dollars invested in for-profit investment vehicles.

Private wealth managers and advisors are also fiduciaries; unlike collective vehicle managers, they are extremely close to their clients, have an intimate sense of their needs and are generally not benchmark-driven. They qualify for a piece of the fiduciary capitalism definition (proximity to the ultimate owner), but due to their dispersed and relatively small asset sizes, they are rarely drivers of capital formation or corporate behavior at a macro level.

The Super-fiduciaries

With their enormous size, the super-fiduciaries have the potential to drive global economic change. To understand more about how this might take place, we need to understand what motivates these investors. It helps to look at how some of them describe themselves. Some of the largest funds in this cohort are sovereign wealth, or permanent funds. These entities typically have an economic role that enables a social agenda. While often couched in the dry language of finance, the raison d’être for many large funds is focused on securing retirement for citizens of a country, state or region. The Abu Dhabi Investment Authority (ADIA), which is estimated to be the world’s second-largest sovereign wealth fund (official data on assets under management are not disclosed), describes its mission this way: “ADIA’s mission is to sustain the long-term prosperity of Abu Dhabi by prudently growing capital through a disciplined investment process and committed people who reflect ADIA’s cultural values.”15

The Government Pension Fund of Norway, valued at $840 billion and the world’s largest sovereign wealth fund, issues an annual report that runs to 100 pages. It states that “the purpose of the Fund is to facilitate government savings to finance rising public pension expenditures, and support long-term considerations in the spending of government petroleum revenues.”16 Its disclosure of investment results includes 1-, 3-, 5-, 10-year and since-inception performance on several levels, including gross, after inflation, net of management costs and “double net” of those two factors. Its cost of management of the global fund, including all internal and external fees and charges, was .07 percent (7 basis points) in 2013.17 It has 336 employees, a number that has risen due to the insourcing of asset management. It benchmarks its costs against other similar funds, using a third-party service.

The next group of super-fiduciaries is public pension funds, which provide for the long-term security of groups of employees, usually in the government sector. Here’s what some of them say about their mission: ABP (Algemeen Burgerlijk Pensioenfonds), the Dutch pension fund ranked number 1 by size, describes its purpose and mission in this way: “The ABP brand has always been associated with the target group for which it administers the pension scheme. The Board of Trustees made that relationship even more explicit by stating that: ABP exists for the people who serve the public, and the public is all of us. . . . ABP aims to be a sustainable and dependable pension fund for its participants that is able to meet its financial liabilities now and in the future.”18

CalPERS, the California Public Employees’ Retirement System, is the second-largest retirement system in the world, serving the state of California’s public employees. It states that its mission is to “provide responsible and efficient stewardship of the System to deliver promised retirement and health benefits, while promoting wellness and retirement security for members and beneficiaries.”19

The final group includes endowments and foundations, often connected with higher education or a social mission. The Bill & Melinda Gates Foundation, at $34 billion, describe its mission this way: “Guided by the belief that every life has equal value, the Bill & Melinda Gates Foundation works to help all people lead healthy, productive lives.”20

Regardless of category, these fiduciary capitalists share several common agenda points:


				
						Their asset bases are established to serve today’s and tomorrow’s generations, possibly in perpetuity. Deferring today’s problems represents a disservice to future generations.

						The income and returns generated by the funds support human life and society. The economic role of these organizations does not exist in a vacuum.

				

These mission-driven super-fiduciaries are not what the public imagines when it conjures up images of Wall Street. Their needs, with an emphasis on the very long term, patient investing and their individual liability profile, aren’t what brokers and bankers are set up to provide. Much of the financial industry, serving in an agency capacity, has business models geared toward transactions, complexity and intermediation. The main interaction between fiduciaries and the financial industry has historically been asset managers. These agents, themselves charged with fiduciary obligations toward their clients, are generally paid to deliver a slice of market returns, or beta, and generally some excess return, or alpha, relative to a market benchmark. It is true that the sum of the parts, if every agent is doing what it is paid for in terms of generating returns, should equal a whole return that meets the super-fiduciary’s needs. The question is whether those needs should be redefined more specifically to address the two major agenda items above.

There are indications that this reframing exercise is gathering momentum. Their massive size alone has forced super-fiduciaries to rethink what they are trying to achieve with capital markets. Like Gulliver tied down by the smaller natives in the land of Lilliput, these funds are too large to trade in and out of individual assets, held down by their own weight and in some cases too large even to tactically move in and out of many asset categories themselves. Many asset owners seek to beat the law of averages (and some achieve this) by hiring specialists, often by the dozens, to invest in alternative and exotic assets, or by engaging in active asset allocation. Most have struggled at this attempt, due to a combination of high fees and expenses, underperformance or excess volatility, or the complexity of administering a large stable of specialists. Having learned this lesson themselves, or having seen it happen to others, leading super-fiduciaries have refocused on their funds’ unique set of needs and accepted that they will be fortunate to do as well or a bit better than the total economic return of the world’s capital markets.

When we combine our three key themes thus far—the fiduciary duty across generations, the Gulliver Factor (constraints caused by size) and the permanent nature of super-fiduciaries’ asset pools—we have a pretty good description of a universal owner. This name describes a long-term, all-inclusive approach to equity ownership and to a wider range of economic and social responsibilities.21 We will explore universal ownership a few pages down, as it is central to fiduciary capitalism.






	


Forces Supporting Fiduciary Capitalism

Pension funds, endowments and foundations have been around for a long time. But it is only in recent years that they have become big enough to assume a leadership role in the global economic framework. In addition to the first factor of size, I will discuss three more factors: technology, globalization and universal ownership that have created these super-fiduciaries.






	


Technology and Globalization

The digital revolution has helped level the playing field in finance. Cheap computing power has given super-fiduciaries access to the same information that was once available only to deep-pocketed brokers, bankers and money managers. The term information asymmetry is widely used to describe the advantage many professions have over their clients.22 For decades, there was an asymmetric information advantage confronting fiduciaries, large and small. These “principals,” to use the language of principal-agent theory, had no choice but to rely heavily on agents for information and access to the markets where they needed to invest. Today, that information gap is largely gone.

For example, BlackRock, the world’s largest commercial asset manager, offers clients a data-hosting and analytics service that boasts $15 trillion of client assets on the platform. This service puts highly sophisticated tools in the hands of fiduciaries themselves, but does not tie them to using the hosting organization for transactions or other agency roles. Powerful decision tools—such as portfolio optimization, simulations, scenario analysis and risk management—are available off-the-shelf to investors.23

Technology has also freed large institutional investors from traditional capital marketplaces. There are now a plethora of private trading platforms, often called dark pools, where institutions do business on a peer-to-peer basis, away from public market noise and potentially false signals created by rapid-trading robots and their transient liquidity.24 In less liquid assets such as private equity and real estate, investing with agents (asset managers) was once the only way to obtain access. We now read of increasing numbers of direct placements by fiduciaries. In one of many examples, the magazine Pensions and Investments reported that large Canadian public pension funds now prefer direct investments in commercial real estate and are bypassing investment managers and purchasing properties and portfolios of real estate holdings as principals.25

In the public markets, technological advances and new product structures open up indexation in almost any permutation imaginable. This means that there are now many low-cost index strategies that put most of the public capital markets in the category of commodity products. There is ample evidence that it is difficult for active managers to outperform equity markets with consistency, and after fees and expenses.26

This challenge, and the availability of very-low-cost index strategies, has spurred many fiduciaries to move to in-house management of large portions of their assets. CalPERS, for example, has 83 percent of its equity portfolio managed internally.27 This has changed the money management industry, and will continue to drive margins for agents down for some years to come. This has added many new promising and interesting jobs in finance: working for endowments, foundations and other institutional asset owners. These organizations provide stable, long-term platforms for investment professionals to build their careers and invest globally. In Singapore, for example, the estimated $300 billion GIC Private, formerly known as the Government Investment Corporation, has over 500 investment professionals, and may rival even the largest asset management firm or brokers’ research department for depth and breadth.

The next enabling factor for fiduciary capitalism is globalization. Less than a generation ago, it was quite difficult for managers of fiduciary funds to gather and share information, and collaborate across time zones and borders. The digital age and global wealth trends have changed that dramatically. Super-fiduciaries are globe-trotting investors who know their peers and are prepared to collaborate with them when their agendas coincide.

The Promise and Burden of Universal Ownership

The term universal ownership was first used extensively by Robert Monks and Nell Minow in 1996, and it is a linchpin in the concept of fiduciary capitalism. It is an investment philosophy that is embraced by some super-fiduciaries, and in many cases other financial entities. The preconditions for universal ownership include: (1) a fiduciary duty to intergenerational equity, for example, treating tomorrow’s beneficiaries as well as we do those of today;28 (2) scale, meaning these investors can’t easily trade in and out of holdings and therefore must express their investment opinions in other ways, such as engagement in governance; and (3) liabilities that afford it a long investment time horizon.

Universal owners are concerned about the impact of externalities and have a mandate to reduce harmful externalities. Universal owners do this by pushing to improve a company’s corporate governance and government’s policies. Externalities are the often-hidden negative and positive costs of our economic activity. Here’s how one group, the United Nations’ PRI, which counts over $34 trillion in signatories’ assets under management, defines a classic negative externality: “When the costs of environmental damage, such as pollution, are excluded from the transaction between a buyer and seller, they are largely ‘external’ to the company causing damage and are borne by third parties.”29

The best-known example of a negative externality is pollution. When a cement manufacturer, for example, creates its product, the damage caused by carbon dioxide emissions, water pollution and other variables is not fully recognized in the cost of production. This overstates profits for the current owner of the company. Over time, those costs will usually be borne by other parties or future owners of the company, for example, in the cost of respiratory illness, water treatment costs, contaminated site remediation, et cetera. Universal owners—being permanent in nature, large and heavily diversified—must understand that they “own” the externalities generated across their investment portfolio and also through time.

To take the above example, these investors may hold shares in the cement maker without incident for 30 years only to have its value destroyed suddenly when its profits are slashed due to a requirement forcing it to bear the cost of its environmental damage. At a high level, the costs to society of water and air remediation are a form of wealth transfer from investment to deferred maintenance. These costs will be a drag on overall returns for the universal owner’s portfolio. Such negative externalities are likely to be internalized to the fund’s performance in the future. For a universal owner, there is no place to hide from externalities that rebound as taxes, insurance premiums, inflated input prices and disaster recovery.30

While an investor may benefit for the short term from a single investee company’s ability to externalize costs, the same investor may experience a reduction, over time, in total returns on its portfolio due to the cost of those externalities coming back in other ways.31 Most thinking investors understand the link between social and economic progress as a whole and their beneficiaries’ long-term financial security. Fiduciaries who find themselves in the category of universal owners (and arguably any long-term investor) will seek to reduce negative externalities like pollution and corruption and increase positive externalities such as good governance and employee training, across their portfolios.32

Table 16.1 lists of some of the major positive and negative categories of externalities, with a sense of the attendant investment benefits and risks:
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Externalities can explode into public view without notice, causing losses and crises for management teams, boards of directors and the investors who have backed these firms. A few notable examples include the 2006 explosion of BP’s Deepwater Horizon drilling platform, the 2013 Bangladeshi textile factory fires and building collapses, the 2014 sustained cutoff of water in West Virginia due to insufficient maintenance, and the collapse and nationalization of Iceland’s banking sector in 2008. These events destroy value, raise volatility and uncertainty in asset prices, and in turn hike the cost of capital required in the respective sectors involved.

Universal owners, therefore, must attempt to understand the potential costs of unrecognized externalities in their portfolios, and they need to take steps to mitigate them. The environmental, sustainable and governance (ESG) movement is the catchall category for investors and users of capital alike seeking to define this responsibility and express it in investment behavior through values, beliefs and norms. We can see this concept has momentum due to the very large amount of assets from many sources, not just super-fiduciaries, who have subscribed to the UN’s PRI, and the fact that there is reportedly over $1 trillion committed to pooled vehicles with an ESG mandate in some form. The motivating forces behind dealing with externalities are hard-headed economics and finance, and are entirely consistent with the fiduciary duty of care to beneficiaries.33 Pollution is one of the biggest unrecognized externalities, with enormous costs that significantly affect investment returns, not to mention quality of life. The PRI Universal Ownership Report concluded that five industry groups account for a high concentration of man-made pollution.34 The good news is that there should be leverage in terms of accounting for and then mitigating pollution. Shareholders are collectively pressuring a relatively small number of industries in order to have a significant impact. The concept of “stranded assets” has emerged in the investment industry recently. This holds that universal owners will incorporate downstream externalities in their valuation of energy firms’ hydrocarbon reserves and demand such a valuation discount that these reserves can’t be extracted economically, leaving them “stranded” and excluded from investment consideration.35 The nuclear energy industry, which cannot obtain private financing without government guarantees, is an example of a stranded asset today.

The three main benefits of incorporating externalities into the investment process are (1) higher productivity due to higher returns on investment from more efficient capital allocation; (2) higher GDP, as this higher productivity feeds through corporate profits and adds to economic growth; and (3) reductions in risk at the investee firm and possibly sector level, reflected in a lower cost of capital.36 These salubrious outcomes can trigger a permanently higher level of equilibrium growth and return on invested capital.37 By raising economic growth and capital returns, incorporating externalities into the investment process creates permanent positives and should be reflected in higher asset prices.

The Government Pension Fund of Norway offers a model for putting these concepts into practice. It defines its strategy as a universal owner (my terms) as follows: “The Ministry emphasizes the Fund’s role as a responsible investor. Good long-term financial return is assumed to depend on sustainable development in economic, environmental and social terms, and on well-functioning, efficient and legitimate markets. The . . . Fund has a very long investment horizon. The Fund has no clearly defined liabilities, and it is unlikely that the State will need to withdraw large amounts from the Fund over a short period of time.”38 In addition, the fund established specific mandates for environment-related investment strategies in 2009. As of the end of 2012, it had funded ten of these, seven of which were invested in companies within renewable energy and related technology, and the remaining three were in water and waste management.

To recap, super-fiduciaries don’t compete with one another and are all invested in the positive, and negative, outcomes of corporate behavior and government policy. The impact of trillions of dollars speaking with one voice has yet to be fully seen, but could be enormous. Super-fiduciaries are coming to understand that as they will basically have to own most companies’ shares and debt “forever,” they have a responsibility to become involved with their long-term problems as well. The next section shows how that engagement process with private companies and public policy makers can occur.






	


Corporate Governance and Fiduciary Capitalists

From the beginning of this chapter, I have asserted that fiduciary capitalism can help support more effective corporate decision making by forcing focus on the long term. My conclusion is that the super-fiduciary is obliged to engage in governance at many levels, including with the investee firm itself, the industry in which it operates and the public policy environment in which the fiduciary’s beneficiaries exist. This can be incredibly complicated, but it equally holds great promise in terms of impact on returns and risk.

A legal basis for engagement by U.S. pension funds was established in the well-known Avon letter of 1988. The U.S. Department of Labor found that fiduciaries, in this case pension funds and their agents, had a fiduciary obligation to vote the proxies of forms they owned.39 While proxy voting is perhaps the weakest form of corporate governance engagement, it at least establishes a floor on fiduciary responsibilities. The Avon letter helped spark a new niche industry: the proxy advisory firm. For most asset owners, the process of researching and coming to an independent and informed decision on governance issues for the thousands of companies they may own is impossible. The proxy advisory firm does that work in order to provide guidance on votes to its clients. These firms have become quite powerful, and work for both investors and issuers in some cases.

In the wake of the 2007–08 global financial crisis, a number of countries have sought to raise the standards of investor accountability in their role as shareholders. A recent example was Switzerland, where regulators announced in 2013 that all local pension funds must vote in all the annual general meetings of Swiss companies in which they hold a stake.40

The purpose of engagement is to encourage decision-making processes and investments that are consistent with the concepts behind fiduciary responsibilities. Engagement is a process in which fiduciaries, as the source of capital, can better align their agendas with the agendas of those seeking their funds. This engagement takes many forms, from proxy voting, to campaign to withhold votes, to publicity, to lawsuits.

The ICGN describes proactive engagement as follows: “Institutional investors should engage intelligently and proactively as appropriate with investee companies on risks to long term performance in order to advance beneficiary or client interests.”41

When it comes to collaboration and collective action, nonprofit super-fiduciaries have some advantages compared to other shareholders. Corporate pensions, insurance companies and fund managers need to worry about angering corporate issuers who may also be their clients. An example would be the possible blowback from joining class action lawsuits where a corporate parent does business with the defendant. This is a topic that is rarely discussed publicly, but is certainly a consideration for many corporate shareholders.42 But super-fiduciaries don’t have these conflicts of interest. In addition, since these entities do not compete with each other, collective action is less awkward than for organizations that are potential competitors.43

The current debate is about how to measure super-fiduciaries’ governance impact. Recall that universal ownership behavior is expected to create three types of long-term gains: a productivity effect from more efficient capital allocation, a growth effect from this higher productivity and reduced volatility, which should result in a lower cost of capital.44 In addition, the traditional approach for institutions to hold shares over a long holding period has given way to less engaged forms of ownership, such as technical and/or high-frequency trading and indexation. Today, many investors behave like renters rather than owners. As a consequence, corporate leaders around the world bemoan the impersonal and short-term orientation of owners of their companies. This focus on short-term profits and share prices can compress the strategic decision making of corporate executives to a tactical rather than strategic time horizon. This can lead them to forgo longer-term (and often riskier-in-the-shorter-term) projects in order to keep earnings moving over the next quarter or two.

Today, the leaders of the biggest for-profit institutions are acknowledging the universal ownership philosophy. Laurence Fink, chairman and CEO of BlackRock, recently sent a letter to the chairs and CEOs of America’s largest public companies. He wrote, “To meet our clients’ needs, we believe the companies we invest in should similarly be focused on achieving sustainable returns over the longer term. . . . Corporate leaders can play their part by persuasively communicating their company’s long-term strategy for growth. They must set the stage to attract the patient capital they seek.”45

The economic returns from corporate engagement look even better when you consider the limited options available for super-fiduciaries. They hold sufficiently large positions in most companies that trading their holdings will cause price disruptions, making it unlikely they will get a fair price when they sell their stake. The returns from successful governance should be higher than those available through seeking to trade in shares. For fiduciaries who hire third parties to manage part of their assets, as do most, it is increasingly common to provide these external money managers with investment mandates that incorporate ESG and related topics.46 In taking this form of engagement to the next level, best practice would be to review with potential and current money managers exactly how they analyze, incorporate, engage and report on these topics of interest to fiduciaries.

From Words to Action: The Promises and Barriers to Fiduciary Capitalism

Super-fiduciaries have the potential to improve the capitalist system, and they can do so without going against their own self-interest. Nonetheless, there are three major obstacles on the road to fiduciary capitalism: (1) the topic of disclosure and transparency; (2) the need for continuous improvement in fiduciaries’ governance and understanding of universal ownership; and (3) reporting standards for measuring results.

Many super-fiduciaries are secretive and do not disclose enough about their activities. Sovereign wealth funds, in particular, generally say virtually nothing about their investment activities, governance philosophy or other details of their organizational lives. Their beneficial owners (including citizens and voters in the case of sovereign funds) need more information in order to make reasonable judgments about their operations. For decades, proponents of investor rights have pushed for higher standards of accounting and corporate reporting transparency in order to make better-informed long-term investment decisions. Fiduciaries, as part of their investment program, have an obligation to seek high levels of disclosure and transparency from their investees. Should they not be held to similar standards by their beneficiaries?

A simple illustration of this is to look at the Global Investment Performance Standards (GIPS). This is an industry standard for asset managers in communicating investment performance to clients, and it is very widely adopted by institutional asset management firms worldwide. However, only a handful of super-fiduciaries report that they prepare their own investment performance data in conformance with GIPS.47 Similarly, there needs to be more transparency in the true costs of managing these pools of assets. Investment management fees and other expenses often go undisclosed. There is also an opportunity in many cases to change the language of relative performance, from one focused on how they have fared versus market benchmarks toward how they have fared compared to their liabilities, or against such measures as retirement adequacy ratios.

An example of the movement toward holding fiduciaries accountable is Detroit, the largest bankruptcy in U.S. municipal history. Its pension fund was reported to have been in relatively strong fiscal condition prior to the city’s bankruptcy; however, further analysis revealed that it was several billion dollars underfunded. To prevent this lack of transparency, a panel of the U.S. Society of Actuaries recommended that pension actuaries report to a public pension board and to the public the fair value of pension obligations and annual cash outlays required to achieve them.48

For fiduciary capitalism to take root, the governance function, starting with super-fiduciaries, must respond to new challenges. As many fiduciaries become large, complex organizations, governance needs have grown to encompass a wide range of skills and experience. Some large fiduciaries have complex governance structures that make the job of managing investments an even bigger challenge.

As much as super-fiduciaries can do to usher in a more sustainable form of capitalism, there is great fragmentation in the ranks of smaller fiduciaries. Pension funds, foundations and endowments are widely dispersed, often limited in resources. These organizations may have the same basic agendas as super-fiduciaries, but they lack the internal capabilities to act on them. This reality tends to limit the follow-through factor that can support deep change. It also represents a major business opportunity. These same, smaller-asset owners rely heavily on agents to manage their money and governance and fiduciary responsibilities. Firms that can provide services fully aligned with universal ownership and fiduciary capitalism offer an important value proposition.

The third major obstacle is how to measure success in a move toward fiduciary capitalism. Today’s corporate and governmental accounting standards reward current consumption and income and ignore, minimize or defer downstream costs of human and environmental resource usage.49 A more inclusive approach is being developed, consistent with the values of universal owners. This approach is based on “true cost accounting” principles, which seek to capture the externalities of economic activity and account for them at their source. While no accounting system is perfect, the concept of true cost is a major step in the right direction.

It is also a challenge to measure performance at the corporate and investor level. The investment management industry has an incentive system geared mainly toward performance versus market benchmarks. When money managers get measured and paid against a given yardstick, they will quite rationally focus in on it with singular intensity. Until these benchmarks better reflect the needs of universal owners, the investment management industry will ignore them.50






	


Summary

Finance is a powerful tool. The impact of investment decisions changes lives, nations, our physical environment and social structure. In the aftermath of the global financial crisis, a reevaluation of the role and purpose of finance is under way, with a view toward a more sustainable and longer-term approach. The notion of fiduciary capitalism answers many of the criticisms of finance leveled over the past decade. With the commitment of large fiduciary institutions and engagement with corporate and civic leaders, a better financial system can emerge. This approach is based on matching capital with good ideas and long-term objectives, embracing the concept of universal ownership and considering externalities. It promotes the creation of value through transparency and good governance, and holds its proponents to the same standards. Fiduciary capitalism incorporates everything we have learned about investing over the past decades, but goes beyond to recognize that financing takes place in a societal context. The financial system and its impact are human activities and must be measured and managed to the needs of people today and for as long as we continue as a species.






	


Chapter 17

Focusing Capital on the Long Term
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Since the 2008 financial crisis and the onset of the Great Recession, a growing chorus of voices has urged the United States and other economies to move away from their focus on quarterly capitalism and toward a true long-term mind-set. This topic is routinely on the meeting agendas of the Organisation for Economic Co-operation and Development (OECD), the World Economic Forum, the G30 and other international bodies. A host of solutions have been offered—from “shared value” to “sustainable capitalism”—that spell out in detail the societal benefits of such a shift in the way corporate executives lead and invest. Yet despite this proliferation of thoughtful frameworks, the shadow of short-termism has continued to advance—and the situation may actually be getting worse. As a result, companies are less able to invest and build value for the long term, undermining broad economic growth and lowering returns on investment for savers.

The main source of the problem, we believe, is the continuing pressure on public companies from financial markets to maximize short-term results. And although some executives have managed to ignore this pressure, it’s unrealistic to expect corporate leaders to do so over time without stronger support from investors themselves. A crucial breakthrough would occur if the major players in the market, particularly the big asset owners, joined the fight—something we believe is in the best interests of their constituents. In this chapter we lay out some practical approaches that large institutional investors can take to do this—many of which are already being applied by a handful of major asset owners.

The Intensifying Pressure for Short-Term Results

One of us (Dominic Barton) previously wrote about the need to “fight the tyranny of short-termism” (see “Capitalism for the Long Term,” Harvard Business Review, March 2011), and over the past few years both our organizations have been monitoring the debate on short-termism. Early in 2013, McKinsey and the Canada Pension Plan Investment Board (CPPIB) conducted a McKinsey Quarterly survey of more than 1,000 board members and C-suite executives around the world to assess their progress in taking a longer-term approach to running their companies. The results are stark:


				
						63 percent of respondents said the pressure to generate strong short-term results had increased over the previous five years.

						79 percent felt especially pressured to demonstrate strong financial performance over a period of just two years or less.

						44 percent said they use a time horizon of less than three years in setting strategy.

						73 percent said they should use a time horizon of more than three years.

						86 percent declared that using a longer time horizon to make business decisions would positively affect corporate performance in a number of ways, including strengthening financial returns and increasing innovation.1

				

What explains this persistent gap between knowing the right thing to do and actually doing it? In our survey, 46 percent of respondents said that the pressure to deliver strong short-term financial performance stemmed from their boards—they expected their companies to generate greater earnings in the near term. As for those board members, they made it clear that they were often just channeling increased short-term pressures from investors, including institutional shareholders.

That’s why we have concluded that the single most realistic and effective way to move forward is to change the investment strategies and approaches of the players who form the cornerstone of our capitalist system: the big asset owners.






	


Practical Changes for Asset Owners

The world’s largest asset owners include pension funds, insurance firms, sovereign wealth funds and mutual funds (which collect individual investors’ money directly or through products like 401(k) plans). They invest on behalf of long-term savers, taxpayers and investors. In many cases their fiduciary responsibilities to their clients stretch over generations. Today they own 73 percent of the top 1,000 companies in the United States, versus 47 percent in 1973.2 So they should have both the scale and the time horizon to focus capital on the long term.

But too many of these major players are not taking a long-term approach in public markets. They are failing to engage with corporate leaders to shape the company’s long-range course. They are using short-term investment strategies designed to track closely with benchmark indexes like the MSCI World Index. And they are letting their investment consultants pick external asset managers who focus mostly on short-term returns. To put it bluntly, they are not acting like owners.

The result has been that asset managers with a short-term focus are increasingly setting prices in public markets. They take a narrow view of a stock’s value that is unlikely to lead to efficient pricing and collectively leads to herd behavior, excess volatility and bubbles. This, in turn, results in corporate boards and management making suboptimal decisions for creating long-term value. Work by Andrew Haldane and Richard Davies at the Bank of England has shown that stock prices in the United Kingdom and the United States have historically overdiscounted future returns by 5 percent to 10 percent.3 Avoiding that pressure is one reason why private equity firms buy publicly traded companies and take them private. Research, including an analysis by CPPIB, which one of us (Mark Wiseman) heads, indicates that over the long term (and after adjustment for leverage and other factors), investing in private equity rather than comparable public securities yields annual aggregate returns that are 1.5 percent to 2.0 percent higher, even after substantial fees and carried interest are paid to private equity firms.4 Hence, the underlying outperformance of the private companies is clearly higher still.

Simply put, short-termism is undermining the ability of companies to invest and grow, and those missed investments, in turn, have far-reaching consequences, including slower GDP growth, higher unemployment and lower return on investment for savers. To reverse this destructive trend, we suggest four practical approaches for institutional investors serious about focusing more capital on the long term.

1. Invest the Portfolio After Defining Long-Term Objectives and Risk Appetite.

Many asset owners will tell you they have a long-term perspective. Yet rarely does this philosophy permeate all the way down to individual investment decisions. To change that, the asset owner’s board and CEO should start by defining exactly what they mean by long-term investing and what practical consequences they intend. The definition needs to include a multiyear time horizon for value creation. For example, Berkshire Hathaway uses the rolling five-year performance of the S&P 500 as its benchmark to signal its longer-term perspective.

Just as important as the time horizon is the appetite for risk. How much downside potential can the asset owner tolerate over the entire time horizon? And how much variation from the benchmark is acceptable over shorter periods? Short-term underperformance should be tolerated—indeed, it is expected—if it helps achieve greater long-term value creation. Singapore’s sovereign wealth fund, GIC, takes this approach while maintaining a publicly stated 20-year horizon for value creation. The company has deliberately pursued opportunities in the relatively volatile Asian emerging markets because it believes they offer superior long-term growth potential. Since the mid-2000s GIC has placed up to one-third of its investments in a range of public and private companies in those markets. This has meant that during developed-market booms, its equity holdings have underperformed global equity indexes. While the board looks carefully at the reasons for those results, it tolerates such underperformance within an established risk appetite.

Next, management needs to ensure that the portfolio is actually invested in line with its stated time horizon and risk objectives. This will likely require allocating more capital to illiquid or “real” asset classes like infrastructure and real estate. It may also mean giving much more weight to strategies within a given asset class that focus on long-term value creation, such as “intrinsic-value-based” public equity strategies, rather than momentum-based ones. Since its inception in 1990, the Ontario Teachers’ Pension Plan (OTPP) has been a leader in allocating capital to illiquid long-term asset classes as well as making direct investments in companies. Today real assets such as water utilities and retail and office buildings account for 23 percent of OTPP’s portfolio.5 Another believer in this approach is the Yale University endowment fund, which began a self-proclaimed “revolutionary shift” to nontraditional asset classes in the late 1980s. Today the fund has just over 35 percent in private equity and 22 percent in real estate.6

Finally, asset owners need to make sure that both their internal investment professionals and their external fund managers are committed to this long-term investment horizon. Common compensation structures like a 2 percent management fee per year and a 20 percent performance fee do little to reward fund managers for long-term investing skill. A recent Ernst & Young survey found that although asset owners reported wanting annual cash payments to make up only 38 percent of fund managers’ compensation (with equity shares, deferred cash, stock options and other forms of compensation accounting for the rest), in practice they make up 74 percent.7 While many institutions have focused on reducing fixed management fees over the past decade, they now need to concentrate on encouraging a long-term outlook among the investment professionals who manage their portfolios. CPPIB has been experimenting with a range of novel approaches, including offering to lock up capital with public equity investors for three years or more, paying low base fees but higher performance fees if careful analysis can tie results to truly superior managerial skill (rather than luck), and deferring a significant portion of performance-based cash payments while a longer-term track record builds.

2. Unlock Value through Engagement and Active Ownership.

The typical response of many asset owners to a failing corporate strategy or poor environmental, social or governance practices is simply to sell the stock. Thankfully, a small but growing number of leading asset owners and asset managers have begun to act much more like private owners and managers who just happen to be operating in a public market. To create value, they engage with a company’s executives—and stay engaged over time. BlackRock CEO Laurence Fink, a leader in this kind of effort, tells companies not to focus simply on winning over proxy advisory firms (which counsel institutional investors on how to vote in shareholder elections). Instead, says Fink, companies should work directly with BlackRock and other shareholders to build long-term relationships. To be clear, such engagement falls along a spectrum, with varying levels of resources and commitment required (see table 17.1). But based on their in-house capabilities and scale, all asset owners should adopt strategies that they might employ individually or collaboratively.

Some asset owners are large enough to engage on their own by formally allocating dedicated capital to a relationship-investing strategy. This could involve taking a significant (10 percent to 25 percent) stake in a small number of public companies, expecting to hold those for a number of years and working closely with the board of directors and management to optimize the company’s direction. For smaller asset owners, independent funds like ValueAct Capital and Cevian provide a way to pool their capital in order to influence the strategies of public companies. The partners in such a coalition can jointly interact with management without the fixed costs of developing an in-house team.
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Engaging with companies on their long-term strategy can be highly effective even without acquiring a meaningful stake or adopting a distinct, formal investment strategy. For example, the California Public Employees’ Retirement System (CalPERS) screens its investments to identify companies that have underperformed in terms of total stock returns and fallen short in some aspect of corporate governance. It puts these companies on its Focus List—originally a published list but now an internal document—and tries to work with management and the board to institute changes in strategy or governance. One recent study showed that from 1999 to mid-2013, the companies targeted through the Focus List collectively produced a cumulative excess return of 12 percent above their respective industry benchmarks after five years.8 Other studies have shown similar results, with companies doing even better in the first three years after going on the Focus List. Interestingly, the companies CalPERS worked with privately outperformed those named publicly, so from 2011 onward, CalPERS has concentrated on private engagement.

Despite the evidence that active ownership is most effective when done behind the scenes, there will inevitably be times when public pressure needs to be applied to companies or public votes have to be taken. In such cases, asset owners with sufficient capacity should go well beyond following guidance from short-term-oriented proxy advisory services. Instead they should develop a network with like-minded peers, agree in advance on the people and principles that will guide their efforts, and thereby position themselves to respond to a potentially contentious issue with a company by quickly forming a microcoalition of willing large investors. Canadian Pacific Railway is a recent example where a microcoalition of asset owners worked alongside long-term-oriented hedge funds to successfully redirect management’s strategies.

Transparency makes such collaborative efforts easier. In the United Kingdom, major institutions are required to “comply or explain” their principles of engagement under the U.K. Stewardship Code. Elsewhere, big asset owners and managers should also publish their voting policies and, when a battle is joined, disclose their intentions prior to casting their votes. Smaller asset owners or those less interested in developing in-house capabilities to monitor and engage with companies can outsource this role to specialists. Hermes Equity Ownership Services, for example, was set up by the BT Pension Scheme in the United Kingdom to provide proxy voting and engagement services to 35 global asset owners that together have some $179 billion under management.9

Finally, to truly act as engaged and active owners, asset owners need to participate in the regulation and management of the financial markets as a whole. With some exceptions, they have largely avoided taking part publicly in the debates about capital requirements, financial market reform and reporting standards. Some of the biggest players in the game are effectively silent on its rules. As long-term investors, asset owners should be more vocal in explaining how markets can be run more effectively in the interests of savers.

3. Demand Long-Term Metrics from Companies to Change the Investor-Management Conversation.

Making long-term investment decisions is difficult without metrics that calibrate, even in a rough way, the long-term performance and health of companies. Focusing on metrics like 10-year economic value added, R&D efficiency, patent pipelines, multiyear return on capital investments and energy intensity of production is likely to give investors more useful information than basic Generally Accepted Accounting Principles (GAAP) accounting in assessing a company’s performance over the long haul. The specific measures will vary by industry sector, but they exist for every company.

It is critical that companies acknowledge the value of these metrics and share them publicly. Natura, a Brazilian cosmetics company, is pursuing a growth strategy that requires it to scale up its decentralized door-to-door sales force without losing quality. To help investors understand its performance on this key indicator, the company publishes data on sales force turnover, training hours per employee, sales force satisfaction and salesperson willingness to recommend the role to a friend. Similarly, Puma, a sports lifestyle company, recognizes that its sector faces significant risks in its supply chain, and so it has published a rigorous analysis of its multiple tiers of suppliers to inform investors about its exposure to health and safety issues through subcontractors.

Asset owners need to lead the way in encouraging the companies they own to shift time and energy away from issuing quarterly guidance. Instead they should focus on communicating the metrics that are truly material to the company’s long-term value creation and most useful for investors. In pursuing this end, they can work with industry coalitions that seek to foster wise investment, such as the Carbon Disclosure Project, the Sustainability Accounting Standards Board, the investor-driven International Integrated Reporting Council and, most broadly, the United Nations–supported Principles for Responsible Investment.

But simply providing relevant, comparable data over time is not enough. After all, for several years, data sources including Bloomberg, MSCI and others have been offering at least some long-term metrics—employee turnover and greenhouse gas intensity of earnings, for example—but uptake has been limited. To translate data into action, portfolio managers must insist that their own analysts get a better grasp on long-term metrics and that their asset managers—both internal and external—integrate them into their investment philosophies and their valuation models.

4. Structure Institutional Governance to Support a Long-Term Approach.

Proper corporate governance is the critical enabler. If asset owners and asset managers are to do a better job of investing for the long term, they need to run their organizations in a way that supports and reinforces this. The first step is to be clear that their primary fiduciary duty is to use professional investing skill to deliver strong returns for beneficiaries over the long term—rather than to compete in horse races judged on short-term performance.

Executing that duty starts with setting high standards for the asset owner’s board itself. The board must be independent and professional, with relevant governance expertise and a demonstrated commitment to a long-term investment philosophy. Board members need to have the competencies and time to be knowledgeable and engaged. Unfortunately, many pension funds—including many U.S., state and local government employee pension plans—are not run this way; they often succumb to short-term political pressure or lack sufficient expertise to make long-term investment decisions in the best interests of beneficiaries.

However, successful models do exist. For example, the New Zealand Superannuation Fund is overseen by a board of “guardians” whose members are selected for their experience, training and expertise in the management of financial investments. The board operates at arm’s length from the government and is limited to investing on what it calls “a prudent, commercial basis.” The board is subject to a regular independent review of its performance, and it publishes its progress in responding to the recommendations it receives.10 Two other exemplary models are the Wellcome Trust, a U.K.-based global charitable foundation, and Yale University’s endowment fund; each delegates strategic investment implementation to a committee of experienced professionals.

Professional oversight needs to be complemented by policies and mechanisms that reduce short-term pressures and promote long-term countercyclical performance. These could include automatic rebalancing systems to enforce the selling of equities during unsustainable booms, liquidity requirements to ensure there is cash available to take advantage of times of market distress, and an end to currency hedging to reduce the volatility of short-term performance. Such policies need to be agreed to in advance of market instability, because even the best-governed institutions may feel the heat during such periods.

A case in point is Norges Bank Investment Management (NBIM), which invests Norway’s revenue from surplus petroleum (more than $814 billion) in the country’s global government pension fund. In 2007 the Ministry of Finance and NBIM set a long-term goal: to raise the equity content of the fund from 40 percent to 60 percent. Yet when the financial crisis hit, NBIM lost over 40 percent of the value of its global equity portfolio, and it faced significant external pressure not to buy back into the falling market. Its strong governance, however, coupled with ample liquidity, allowed it to continue on its long-term path. In 2008 it allocated all $61 billion of inflows, or 15 percent of the fund’s value, to buying equities, and it made an equity return of 34 percent in the following year, outperforming the equity market rebound. In similar circumstances a few years later, NBIM kept to its countercyclical strategy and bought into the falling equity market of mid-2011, turning an equity loss of nearly 9 percent that year into an 18 percent return in 2012.11

A final imperative for the boards and leadership of asset owners is to recognize the major benefits of scale. Larger pools of capital create more opportunities to invest for the long term by opening up illiquid asset classes, making it cost-effective to invest directly and making it easier to build in-house engagement and active ownership capabilities. According to analysts such as William Morneau, the Ontario Ministry of Finance’s pension investment advisor, these opportunities are often cost-effective once an asset owner has at least $50 billion in assets under management.12 That suggests that savers, regulators and board members of smaller asset owners should be open to these institutions pooling assets or even merging.






	


Leading the Way Forward

Today a strong desire exists in many business circles to move beyond quarterly capitalism. But short-term mind-sets still prevail throughout the investment value chain and dominate decisions in boardrooms.

We are convinced that the best place to start moving this debate from ideas to action is with the people who provide the essential fuel for capitalism—the world’s major asset owners. Until these organizations radically change their approach, the other key players—asset managers, corporate boards, and company executives—will likely remain trapped in value-destroying short-termism. But by accepting the opportunity and responsibility to be leaders who act in the best interests of individual savers, large asset owners can be a powerful force for instituting the kind of balanced, long-term capitalism that ultimately benefits everyone.






	


Part VIII

Retooling the Financial System for Sustainability






	


Introduction

John G. Taft

The contributors to this part are David Blood, a cofounder (with former vice president Al Gore and five others) of Generation Investment Management, and John Fullerton, founder of the Capital Institute. Fullerton is a veteran J. P. Morgan banker who is now reimagining the role of finance in society. Both he and Blood are refugees, of sorts, from the traditional investment banking and asset management world. They are working through how to untether finance from the basic assumptions that have governed capitalism for the last century. Both perceive that we are between paradigms. We are shifting away from “financial capitalism”—which itself replaced the previous system of “industrial capitalism”—to what Blood calls “Sustainable Capitalism” and Fullerton calls “Regenerative Capitalism”:1 that is, a system in which consistent GDP growth, regardless of negative social and environmental side effects, is no longer the “primary metric of prosperity.”2

What does this new form of capitalism look like? And how does the financial system need to evolve to support it? These are the seminal questions Blood and Fullerton address.

Returning to concepts discussed in part I, the premise is that the corporate social contract is undergoing radical change. One indication is the evolving attitudes of high-net-worth investors. According to a 2014 survey by Capgemini and RBC Wealth Management, over 60 percent of high-net-worth investors globally rate “positive social impact” as “very important” or “extremely important” to their capital allocation decisions.3

It is clear, Blood believes, that the long-term best interests of society will no longer be served by a capitalist system that is “driving our economies and our planet into liquidation,” in the words of ecological economist Herman Daly.4 Or as Blood also puts it, society no longer desires economic practices that “do not incorporate sufficient regard for [their] impact on people and the planet.”

While Blood’s focus is more on financial investment and Fullerton’s more on “real investment”—that is, investments that directly impact economic activity, such as the construction of a building—both contributors echo many of the themes running throughout this book, namely:


				
						We live in a world today that is so globally interconnected that it can no longer be argued that any private action does not in some way impact someone else, somewhere else. As a result, externalities—the impact of private actions on the public commons such as pollution or secondhand smoke—must not be ignored.

						We may be entering an era of limited, resource-constrained growth. We may be living at an inflection point in human history when increasing scarcity of material resources and the planet’s inability to sustain billions of additional inhabitants have introduced to capitalism constraints that never existed before. We may have reached the point where exponential growth may not only be unachievable, it may not be desirable.

						There is an urgent need for long-term thinking to replace short-termism when it comes to making decisions about both where to invest portfolios and where to invest corporate cash. Otherwise we may not be able to avoid outcomes that society surely does not want.

				





	


Chapter 18

Sustainable Capitalism

David Blood

Cofounder and Senior Partner, Generation Investment Management

Capitalism has great strengths and is fundamentally superior to any other system for organizing economic activity. It is more efficient in allocating resources and in matching supply and demand. It is demonstrably effective in wealth creation. It is more congruent with higher levels of freedom and self-governance than any other system. It unlocks a higher fraction of the human potential with ubiquitous, organic incentives that reward hard work, ingenuity and innovation. These strengths are why it is at the foundation of every successful economy.

Yet while the present form of capitalism has proven its superiority, it is nevertheless abundantly clear that some of its manifestations do not incorporate sufficient regard for its impact on people and the planet—and those manifestations are now posing a number of fundamental challenges that require attention, particularly in a resource-constrained world of 7 billion (soon to be 8 to 10 billion) people.

The challenges facing the planet today are unprecedented and extraordinary: climate change, water scarcity, poverty, disease, growing inequality of income and wealth, demographic shifts, transborder and internal migration, urbanization and a global economy in a state of constant dramatic volatility and flux, to name but a few. While governments and civil society will need to be part of the solution to these massive challenges, ultimately it will be companies and investors that will mobilize the capital needed to overcome them.

To address these sustainability challenges, we advocate for a paradigm shift to Sustainable Capitalism. For some time, we and others have argued for this longer-term, more responsible form of capitalism. Sustainable Capitalism is more than corporate social responsibility or impact investing, which are worthwhile endeavors compatible with the precepts of Sustainable Capitalism but narrower in focus.

Sustainable Capitalism is a framework that seeks to maximize long-term economic value creation by reforming markets to address real needs, while considering all costs and integrating environmental, social and governance (ESG) metrics into the decision-making process. Specifically, Sustainable Capitalism internalizes negative externalities through appropriate pricing, such as putting a price on carbon so that global warming pollution can be accounted for.

Sustainable Capitalism applies to the entire investment value chain, from entrepreneurial ventures to publicly traded large-cap companies, from investors providing seed capital to those focused on late-stage growth-oriented opportunities, from company employees to CEOs, from activists to policy makers and standard setters. Sustainable Capitalism transcends borders, industries, forms of ownership, asset classes and stakeholders.

What does Sustainable Capitalism look like in practice? For companies, it means internalizing the business case for sustainability and adapting business models accordingly, with C-suite and board support. For asset owners, it means embracing a longer time horizon and sustainability as value-creating tools. For asset managers, it means investing for the long term and adopting incentive structures that reward such behavior. For governments, it means understanding that there are serious and ongoing fundamental market failures that threaten not only the future of our companies and investments, but also the sustainability of our planet. For nongovernmental organizations, it means clearly defining their roles in the economic system and developing a better understanding of the motivations of companies and investors and identifying ways to encourage them to change through appropriate methods of impactful engagement. And for the media, it means challenging companies—and commentators—to do more than just talk about sustainability and to hold companies to a high standard when evaluating their actions.

However, we believe that global progress toward the mainstreaming of sustainability in financial markets has reached a plateau. This is because of a number of factors, including a widely shared failure to rigorously make and reinforce the economic case for Sustainable Capitalism.

Five Key Recommendations for Mainstreaming Sustainable Capitalism

We recognize these ideas are not exhaustive and that they are necessary but not sufficient to achieving our goal of mainstreaming Sustainable Capitalism by 2020.

1. Identify and Incorporate Risks from Stranded Assets

A stranded asset is one that loses significant economic value well ahead of its anticipated useful life as a result of changes in legislation, regulation, market forces, disruptive innovation, societal norms or environmental shocks. Stranded assets have the potential to result in significant reductions in the long-term value of entire sectors ranging from oil and gas to pharmaceuticals, and not just the value of particular companies. Until there are policies that establish a fair price for widely understood externalities, academics and financial professionals should strive to quantify the impact of stranded assets and analyze the subsequent implications for assessing investment opportunities.

Stranded carbon assets are an example of this idea in practice. As the case for curbing carbon emissions continues to gain support on economic and scientific grounds, the commercial viability of carbon-intensive assets—particularly fossil fuels—will be increasingly threatened, creating stranded carbon assets. While investors who hold carbon-heavy assets may benefit in some ways in the short term from continued inaction, the growing effects of the climate crisis will inevitably harm them elsewhere. In short, either investors strand carbon assets today or impair real estate infrastructure, farmland, forestry and other assets down the line.






	


2. Mandate Integrated Reporting

Despite an increase in the volume of information made available by companies and the frequency with which it is produced, access to more data for public equity investors has not necessarily translated into more comprehensive insight into companies. Integrated reporting addresses this trend by encouraging companies to integrate both their financial and ESG performance into one report that includes only the most salient or material metrics. This will enable both companies and investors to make better resource allocation decisions about how ESG performance can contribute to sustainable, long-term value creation. While voluntary integrated reporting is gaining momentum, it must be mandated in order to ensure swift and broad adoption.

3. End the Default Practice of Issuing Regular Earnings Guidance

Regularly issuing earnings guidance, either quarterly or annually, can create incentives for executives to manage for the short term and encourage some investors to overemphasize the significance of these measures at the expense of the longer-term, more meaningful measure of sustainable value creation. Ending this default practice in favor of only issuing guidance as deemed appropriate by the company (if at all) would encourage a long-term view of the business rather than the current focus on short-term results. More thoughtful issuance of earnings guidance is compatible with enhanced standards of disclosure.






	


4. Align Compensation Structures with Long-Term Sustainable Performance

Presently, most compensation schemes emphasize short-term actions disproportionately and fail to hold asset managers and corporate executives accountable for the ramifications of their decisions over the long term. Instead, financial rewards should be paid out over the period during which these results are realized, and compensation should be linked to fundamental drivers of long-term value, employing rolling multiyear milestones for performance evaluation.






	


5. Encourage Long-Term Investing

The dominance of short-termism in the market, often facilitated and exacerbated by algorithmic trading, is correlated with stock price volatility1 and fosters general market instability as opposed to useful liquidity and undermines the efforts of executives seeking long-term value creation. Companies can take a proactive stance against this growing trend of short-termism by attracting long-term investors through a communication strategy focused on highlighting long-term value creation and potentially using financial instruments that reward patient capital.

We also believe that there are five broader ideas that merit ongoing support and attention. Specifically, there is a need to:


				
						reinforce sustainability as a fiduciary issue;

						create advisory services for sustainable asset management;

						expand the range and depth of sustainable investment products;

						reconsider the appropriate definition for growth beyond GDP; and

						integrate sustainability into business education at all levels.

				

What Companies Can Do

There has been significant work done to identify the many ways in which embracing sustainability enables a company to create value. Through our own investment research we have seen firsthand the positive effect that sustainability can have on the continued profitability of a company. As others have noted, “Leading companies are using sustainability to create operational and strategic long-term advantages.”2 Typically, the adoption of sustainability within a corporation has three distinct phases as executives discover the multilayered benefits.


				
						Strategic advantage. Developing sustainable products and services can increase a company’s profits, enhance its brand, strengthen public trust3 and improve its competitive positioning as the market increasingly rewards this behavior.4

						Operational effectiveness. Sustainable capitalism can also help companies save money by reducing waste and increasing energy efficiency in the supply chain and by improving human-capital practices so that retention rates rise and the costs of training new employees decline (subsequently improving corporate culture, which has been shown to generate superior long-term returns5).

						Compliance and risk management. Focusing on ESG metrics allows companies to achieve higher compliance standards and to better manage risk since they have a more holistic understanding of the material issues affecting their business.

				

As companies undergo the transformation to becoming more sustainable through these stages, it usually becomes evident within the company that sustainability does not involve a trade-off between profitability and improving the environment and society. Rather, it can in fact improve operations and inspire innovation. The benefits outlined above can clearly yield top-line growth, cost reductions and enhanced profitability through strategic competitive advantage. By integrating sustainability into the company’s strategy and operations, executives are simply running the business better and are positioning the company for greater long-term success.

There is also empirical evidence to show that sustainable business practices are associated with financial benefits. For example, work by Bauer and Hann has demonstrated that proactive environmental practices are associated with a lower cost of debt.6 They also find that the effect is not limited to companies that are operating in sectors that are traditionally considered environmentally sensitive, such as oil and gas.

Work by Cheng, Ioannou and Serafeim finds that companies with strong ESG performance also face lower capital constraints.7 As they also confirm, companies that suffer from capital constraints are associated with poorer stock returns. These authors find that one of the reasons for the improved access to capital is precisely the companies’ greater transparency and stakeholder engagement. Greater transparency around ESG performance reduces information asymmetries in the capital market, where improved stakeholder engagement reduces agency costs that can cause significant contracting costs. Both effects lower capital constraints and allow companies to invest more efficiently.

Those who advocate Sustainable Capitalism often find themselves having to argue why integrating sustainability adds value. Yet the question that should be asked of those who are skeptical is why an absence of sustainability does not damage both the company and wider society. Whether there is a formal licensing requirement or not, society ultimately does require, in one way or another, that a company earns the right to operate. When managers do not consider the impact of their decisions on all stakeholders, not just shareholders, we believe that they are putting this license to operate at risk.

The consequence of not maintaining this societal license to operate can be, and often is, damaging to companies in a variety of ways.


				
						Popular disapproval of a company’s actions may lead to boycotts or reduced sales and brand degradation.

						Government and regulatory pressure may restrict the company’s freedom to operate.

						Investor flight may increase the company’s cost of capital.

						Staff may be unwilling to remain at the company and top talent deterred from joining.

						Potential business partners and suppliers may be less willing to trade with the company.

						Lack of confidence in management may lead to a decline in the valuation of the company and the risk of a takeover.

				

Most companies will not get to the point of actually losing their license to operate because shareholders and boards will eventually intervene. However, companies have a duty to monitor these issues in order to avoid value destruction.

Building a sustainable company is not straightforward, even with a committed board of directors, CEO and executive team. Just as an executive team cannot embed a culture of innovation in an established company without a major multiyear change program, the same is true for sustainability.

What Investors Can Do

The pressure for short-term returns that investors are placing on companies is leading to dramatically inefficient capital allocation. Aside from the damage this short-termism is doing to our planet and to society, it is also reducing returns for investors. Haldane and Davies (at the Bank of England) show that across the public markets, long-term investment opportunities are routinely missed because cash flows are inappropriately discounted.8 In their paper, they show that cash flows five years out are routinely discounted as if they were eight years out, and cash flows 30 years out are scarcely valued at all. They also document evidence that this pattern has been accelerating since the mid-1980s. Since it is investors who ultimately set the discount rate for companies through the returns they expect on their capital, it is therefore investors who have the ability to redress this market failure.

In addition, there are several other compelling reasons why this short-term approach does not necessarily maximize economic value and why the alternative of Sustainable Capitalism provides investors with opportunities for greater wealth creation.

The Financial Performance of Sustainable Companies

A study by Eccles, Ioannou and Serafeim indicates that sustainable companies outperform a matched group of firms in the long term.9 The authors identified 90 companies that adopted a substantial number of environmental and social policies in the early 1990s. They then created a second sample of 90 companies that adopted almost none of these policies during the same period. The two samples exhibited almost identical size, capital structure, operating performance and growth opportunities in the early 1990s.

The study found that $1 invested in a value-weighted portfolio of sustainable firms at the beginning of 1993 would have grown to $22.60 by the end of 2010. In contrast, $1 invested in a value-weighted portfolio of unsustainable firms at the beginning of 1993 would have grown to $15.40 by the end of 2010. The difference in annual abnormal stock market performance, after taking into account four risk factors (market, size, book-to-market, and momentum) was 4.8 percent. Moreover, the study found that the portfolio of sustainable firms exhibited less volatile performance relative to the portfolio of unsustainable firms. This empirical evidence suggests that investors who spend resources identifying companies that embed sustainability into their strategy can earn substantial returns while experiencing low volatility.

More Comprehensive Valuation Criteria

Studies have shown the materiality of ESG factors for business10 and have demonstrated that, encouragingly, “investors are increasingly interested in nonfinancial information.”11 However, most investors are still not considering ESG factors in their valuation processes; they operate with incomplete information about the companies in which they invest, routinely ignoring key, highly relevant aspects of performance when assessing companies’ value propositions and relative competitive advantages. According to Aviva Investors, “While there is clearly value in estimating near-term company earnings, the majority of a company’s value is derived from its ability to generate long-term earnings. Therefore, it is important for investors to identify factors that influence long-term earnings and integrate them into their analysis.”12

As such, asset managers and financial analysts should move to a more comprehensive valuation methodology. Developing the skills necessary to analyze ESG metrics in addition to traditional financial performance indicators will be critical, as will incorporating appropriately priced externalities to develop a more complete view of a company’s long-term value. While not all ESG issues are easy to quantify as line items in a model, it is nonetheless true that acknowledging and considering the impact of material ESG metrics to a company, even qualitatively, is an important first step. Factoring ESG issues into traditional investment analysis may not be a guaranteed way to create wealth; however, it is a helpful dimension in evaluating the long-term viability of a business.

Matching Investment Liabilities to the Appropriate Investment Time Horizon

Pension funds, sovereign wealth funds, foundations, endowments and other investors with long-term liabilities need to match the performance of their assets to the maturation of those liabilities. As such, the integration of ESG issues that have a material impact on the long-term viability of companies clearly should be an essential step in their valuation and investment process, and thus the ability to manage the integration of ESG issues clearly should be a key consideration for these investors when selecting an asset manager.

Avoid Losing the License to Operate

Dividing the investor group into asset owners and asset managers reveals that, like companies, asset managers face the threat of losing their license to operate if they engage in unsustainable practices, such as the disregard of key relevant factors in investing including ESG, excessive exposure to unsustainable industries, high portfolio turnover and short-term trading practices that could be subject to regulation and taxation.13 Therefore, asset managers should proactively adopt sustainable practices if for no other reason than to avoid a funding vacuum left by asset owners who seek to avoid these looming risks.

Ultimately, what Sustainable Capitalism requires is for investors to be good investors: to fully understand the companies they invest in, to believe in their long-term value and potential and to engage with management to ensure that they are behaving in the interest of continuous value creation.

What Government Can Do

Government is too often left with the task of cleaning up the wreckage left by the short-term and unsustainable practices of both companies and investors. The recent example of the global financial crisis highlights a sad reality: government is the backstop to serious blunders by businesses. As such, the widespread practice of Sustainable Capitalism would have a profound, positive impact on government and across all sectors.

To encourage Sustainable Capitalism, governments can, among other things, develop key infrastructure and policy frameworks. Programs related to human rights, public health and education are just some of the essential pillars necessary to help support the private sector’s transition to a more sustainable model. Governments can also foster public-private partnerships, create appropriate regulation to level the playing field among businesses in relation to sustainability (e.g., mandate integrated reporting) and serve as an active and collaborative stakeholder in the investment value chain. According to Peck and Gibson, “Governments that lead [in sustainability] will be in a strong position to set the agenda and establish advanced positions for their industries and their citizens. Countries that lag behind will inevitably face increasing competitive disadvantage and lost opportunity.”14

Ultimately, government is often the biggest “business” of all and therefore must lead by example. As noted in the Business Magazine for a Sustainable Government: “A sustainable society needs local and central government to lead the way by consuming differently, and by planning effectively and efficiently in order to integrate sustainable practices in the services it provides to citizens, and throughout its estates and workforce.”15 Governments must also strive for the same tenets of sustainability—the prudent management of financial and ESG resources. In doing so they will create a platform on which stable and prosperous societies can grow.

Barriers to Overcome

Our thoughts and advocacy work around Sustainable Capitalism date back to the founding of Generation Investment Management. Building on our earlier efforts and our deepening conviction, we realized that to make a more significant and immediate impact on mainstreaming Sustainable Capitalism, we needed to identify and better understand the obstacles we faced. To achieve this, we collaborated with McKinsey in the summer of 2010 to convene a range of experts and practitioners in the Sustainable Capitalism field. Through those sessions we identified five barriers to mainstreaming Sustainable Capitalism.16


				
						Short-termism and misaligned incentives. The often-misaligned incentives of company executives and investors, compared to those of their stakeholders, fuel short-termism. For example, reporting and managing to quarterly results clearly restricts the ability to create more favorable long-term results.

						Market fundamentalism. An engrained fear of alternatives to currently prevailing approaches to capitalism plagues investors, and a complacent inertia persists among a majority of people who are waiting to be convinced of the opportunities Sustainable Capitalism presents.

						Obsession with numbers. Investors value most highly that which can be measured most easily and frequently. Given that ESG-related issues can be difficult to quantify, they are often ignored. Abraham Maslow famously quipped, “If the only tool you have is a hammer, every problem begins to look like a nail.” In the same way, if the only tool you use for measuring value is a price tag, business factors with no price tag conveniently attached may seem to have no value.

						Complexity of the challenge. The adoption of Sustainable Capitalism is a highly complex problem requiring sophisticated and comprehensive cross-sector solutions. Although many businesses have already solved this problem, there is as yet a lack of widespread awareness of the success stories of businesses and leaders driving this change.

						Lack of competencies. There is a dearth of education on Sustainable Capitalism. The skill sets of business leaders, investors and asset owners need to be informed by Sustainable Capitalism.

				

Overcoming these barriers will be essential to mainstreaming Sustainable Capitalism, and we are under no illusions about the effort necessary to achieve this goal.

Ben Franklin famously said, “You may delay, but time will not, and lost time is never found again.” We have the opportunity to rebuild for the long term and an obligation to seize it. Sustainable Capitalism will create opportunities and rewards, but it will also mean challenging the pernicious orthodoxy of short-termism. Now is the time to accelerate the transition.

This chapter is based on the Generation Investment Management white paper, “Sustainable Capitalism,” originally published in 2012.

 






	


Chapter 19

Real Investment in the Anthropocene






	


John Fullerton

Founder and President, Capital Institute

The true nature of the international system under which we were living was not realized until it failed.

—Karl Polanyi, The Great Transformation

“Welcome to the Anthropocene.” So reads the title of the May 26, 2011, cover story of the Economist magazine. The article describes, in purely scientific terms, our exit from the relatively placid Holocene era into a new geological period, wherein human activity is altering the health of the living system we call the Earth. It warns that business as usual will lead, inevitably, to irreversible damage to the life-supporting systems of the planet.

Absent from the exposition, however, is any discussion of the critical role finance plays in shaping those impacts. Einstein said, “It is the theory which decides what can be observed.” Devoid of any connection to ecological systems in the real world, finance theory blinds us from the crises it facilitates. The Economist missed a golden opportunity to provide insight into how our relentless pursuit of the exponential growth of financial capital, hardwired into our economic system, will bring us to the brink of collapse if we don’t change course.

In fact, since the negative impacts of human activity that characterize the Anthropocene era are manifesting largely through the material flows of the real economy—raw materials drawn into the economic system and wastes discarded out of it—the Economist article should have seized the opportunity to declare that the emergence of the Anthropocene requires a seismic shift in the way we observe economics and the human economy. Critically, we must now understand that there is, in fact, nothing out of the system. Instead, the economy is literally embedded in the biosphere—a closed system (other than the life-enabling constant inflow of solar energy) that obeys the laws (not theories) of thermodynamics. In the current era of finance capitalism, we must also understand that it is finance that is driving most of the dominant material flows of the global economy (for good and bad). It then follows that connecting finance to the realities of the Anthropocene is essential. Those realities must set the context for the governance of our financial system and, in particular, for the decision making that drives real investment—in plant and equipment and large-scale infrastructure. They must also be the point of reference for public policies that support an economic system that serves people without damaging the planet’s life-supporting functions over the long run.

Currently, the realities that the Anthropocene represents are rarely the subject of public discussion, even within the sustainable investment community. Instead, financial market commentators and policy makers preoccupy themselves, understandably, with the now all-too-apparent connection between irresponsible banking and short-term-obsessed and speculative capital markets on one hand, and real economy health on the other: unemployment, fiscal deficits and growing inequality in particular. Indeed, the egregious offenses of modern finance need little elaboration. The finance-induced Great Recession—still a depression in parts of the European Union—is causing oppressive human pain and suffering, with multigenerational consequences, including public sector fiscal distress, worsened structural unemployment and increased wealth inequality within nations, all cascading throughout the global economy.

However, if we can peer beyond the wreckage, we may glimpse a silver lining: the lingering economic crisis has moved even mainstream economists to question as never before the very foundations of our finance-driven economic system, the theories that determine what we can observe and through which we interpret events and structure policy responses. The time is ripe for the exploration of a fully integrated approach to grappling with the systemic challenges of our era.

More dangerous over the long run than rogue banks too big to fail or govern, or the predatory casino finance that has become their stock-in-trade, is the undifferentiated and therefore unsustainable growth that drives the modern economy beyond the resource and waste sink limits of the biosphere. Not all growth is economic, when real costs are considered. Climate change is but the most pressing symptom of this systemic crisis, which will define the twenty-first century. How we rise to this challenge will determine our legacy on this planet.

The sustainability challenge to finance is quite distinct from, although interconnected to, the mainstream agenda for financial reform after the financial crash of 2008. Financing the transition to a sustainable and inclusive economic system will demand a much deeper inquiry into the practice of finance and, in particular, long-term decision making affecting the flow of trillions of dollars of real investment in the decades ahead. It is not merely a matter of regulating the financial system more effectively to avoid a Great Depression, or to avoid another socialization of the costs of reckless behavior and failed leadership on Wall Street. We must also focus on the link between finance and our real investment choices at the macrosystemic level, not just excessive financial speculation in capital markets, in response to the new context of the Anthropocene. The Anthropocene changes everything.






	


Sustainable Finance

Practitioners are making tangible progress in the all-important measurement and transparency initiatives of the environmental, social and governance (ESG) framework, and in the related quest for integrated reporting that fully addresses the impacts of enterprise activities on all stakeholders, across multiple kinds of capital: human capital (intellectual, experiential), social capital (reputational, community) and natural capital (nature and the priceless ecosystem services we depend on) in their many forms. It is noteworthy and instructive that Michael Bloomberg and Mary Schapiro are the new chair and vice-chair, respectively, of the Sustainability Accounting Standards Board (SASB).1 With a growing awareness of the reality that climate change is upon us now, our minds have turned to the enormous challenge of identifying who will fund the $44 trillion of clean energy investment the International Energy Agency estimates will be needed through 2050 if we are to have even an 80 percent chance of limiting warming to 2 degrees Celsius.2 And then there is necessary water infrastructure investment, also measured in trillions. Together, this infrastructure replacement and upgrade represents both a massive opportunity and a herculean financing challenge.

Unfortunately, lacking a holistic approach grounded in this changed context, some of the well-intended regulatory responses to the financial collapse have made financing the transition to a sustainable economic system much more difficult. Bank management’s inability to “stop dancing,” to paraphrase the infamous words of Citigroup CEO Chuck Prince, have led to undifferentiated liquidity limits aimed at reining in reckless credit and liquidity mismatch practices, but unintentionally have also limited banks’ appetites to do the critical long-term project finance associated with renewable energy infrastructure needs. Instead, we have bloated too-big-to-fail bank balance sheets clogged with speculative trading positions that serve no real economic purpose and short-term loans to hedge fund speculators when we need that balance sheet capacity and more for infrastructure lending.

This real investment imperative is unprecedented. In addition to the tens of trillions of dollars for energy and water infrastructure, there are the infrastructure demands of new megacities to accommodate the urbanization desires of a global population that is expected to grow by another 2 to 3 billion people before it levels off. As we contemplate this flow of real investment at a macrosystemic level, we must at the same time hold it within the context of the unprecedented realities of the Anthropocene. To do that, we will now turn to the concept of planetary boundaries.






	


Planetary Boundaries

In 2009, Johan Rockström led a group of internationally renowned scientists in identifying nine planetary boundaries within which humanity can continue to develop and thrive well into the future.3 It is a framework to identify and understand the critical thresholds of biophysical systems such as the carbon cycle and the water cycle, which are intrinsic to the healthy function of the Earth’s life support system, upon which the human economy depends.

The report highlights that climate change (carbon cycle out of balance) was already well past the “safe operating space” in 2009. The rate of biodiversity loss was even more worrying if we accept (as is now the scientific consensus) that the sixth “great extinction” already under way is a direct threat to human prosperity and even survival. Similarly, the nitrogen cycle was out of balance well beyond its safe operating space, creating dead zones at the mouths of all major river systems on the planet, with feedback loops we don’t fully comprehend.

Increasingly, policy makers grappling with the sustainability challenge of the Anthropocene are working from this conceptual framework. Yet remarkably, few mainstream economists of either political persuasion, and even fewer financial system regulators or leaders, acknowledge its relevance to their work, or are even aware of the study. This must change.

Science tells us that our planet, along with all of its complex, interconnected biochemical systems that enable life to exist, is fixed in scale. Yet our dominant economic theories—theories that determine what we observe—assume, in conflict with the laws of physics, that our path to prosperity requires limitless, undifferentiated, exponential growth of the economy’s metabolism—raw materials in and waste out of the system, otherwise known as material throughput.

Of course the material throughput per unit of GDP is not fixed, and technological advances in materials and energy productivity, and closed-loop production systems in which waste becomes raw material, are quite promising, if slow to penetrate the global economy. However, these same efficiency improvements often stimulate more demand from the savings they create, what is called, in science, the rebound effect. Critically, unless we simply assume, against all the current evidence and common sense, that we can continue generating exponential material throughput growth indefinitely into the future while at the same time achieve greater material efficiencies every year indefinitely, then the possibility of shrinking the economy’s footprint on the planet is an illusion. And the science is clear that we are already well beyond the “safe operating space” of the planet and getting worse every year.

We must now rein in speculative finance that serves no social purpose while harming overall system resilience, and redeploy it as a tool to realign our economy with the earth’s biophysical constraints. Finance’s most important practical function in the real economy is the transformation of savings into productive investment and the credit creation process of the banking system. The reorientation of the flow of real investment (not to be confused with the sideshow of financial asset speculation) is the bridge to, and the steering mechanism for, the great transition to an economy that serves the needs of people while respecting the Earth’s physical limits.

Since real investment fuels economic growth, the same planetary boundaries that dictate both qualitative and quantitative limits to growth also imply qualitative and quantitative limits to investment at the system level.

This is new. No economic system in the history of civilization has ever had to contemplate such a constraint. How much, and where, large economic actors like multinational corporations and nation-states invest—as well as where and how they forgo investment—will significantly determine the quality and sustainability of the future global economy and our collective well-being and security. As a consequence, real investment choices, right alongside other common interests like providing national security, must become a central concern of global governance, notwithstanding the many failings of governing institutions and our justifiably reduced confidence in them.






	


The Impact of Investment

The economy, as measured by gross national product (GNP), includes consumption, investment, government spending and net exports, often rendered as a simple equation:

GNP = C + I + G + netX

Concern for sustainability has typically focused on consumption since it represents the largest share of the economy (70 percent in the United States, less in emerging economies like China and India). However, capital investment has a disproportionately large impact because of the long-term implications it has on future consumption through technology lock-in and the embedded feedback loops of business enterprise. For example, if an automobile company constructs a factory to build SUVs, then its advertising and sales efforts will focus on increasing the demand for these SUVs for years to come, which will impact consumer behavior.

The distinction between financial investment and real investment is critically important. The former has attracted considerable attention in the investment community: witness the debates about the impact of ESG factors on corporate behavior and investment performance. Yet financial investors and speculators—groups that increasingly blur together—are typically far removed from the real capital investment decisions of the large public corporations that, to a significant extent, drive and shape the material economy. Even some leading practitioners of ESG and sustainable investment acknowledge that ESG is primarily a risk mitigation strategy for financial investment portfolios, rather than a transformational strategy for the real economy.4

The top 1,000 global corporations represent half of the total market value of the world’s 60,000 public companies and, undoubtedly, an even greater share of capital investment budgets.5 What demands our attention, therefore, are the decades-long impacts of the capital expenditure decisions of these largest corporations, together with the impacts of large government capital expenditures like investments in infrastructure. Corporate reporting on social and environmental performance, however, tends to focus on supply chain impacts rather than the initiating impact of the capital expenditures that create these supply chains. To take one of the world’s largest corporations as an example, Wal-Mart’s continued investment in new superstores matters much more than its subsequent efforts to “green” its supply chain, notwithstanding the importance of that work.

Shareholder engagement that focuses on capital investment decisions will inevitably confront pushback rooted in concerns about long-term growth, competitiveness and share price. Corporations generally make their investment decisions using an internal rate of return framework that compares a project’s expected financial return with the firm’s cost of capital. Because of the way finance discounts the future, corporations approve capital expenditures that achieve financial return targets with time horizons that rarely exceed ten years and typically ignore externalities, including those with serious long-term risks. Concerns about the systemic impact on social and natural capital rarely enter the investment analysis. They are managed afterward, if at all. This short-termism is compounded by the even shorter-term horizon of financial investors and speculators preoccupied with quarterly earnings and share prices.

Policy responses, moreover, rarely occur until after enterprise investment decisions have already been made. In the name (and current theory) of “free market capitalism,” companies are free to build a cigarette industry, and only afterward does society respond with labeling and advertising policies that, at best, partially mitigate the damage. Today, unprecedented and potentially catastrophic ecological risks make this reactive approach unacceptable. Many forward-thinking CEOs and policy makers fully understand this new reality yet feel powerless to change it.

From the Firm to the System

An adequate response to the challenge of a world at risk requires turning from the firm-level investment decisions to the economic system as a whole.6 Along with genuine contributions to human progress, our economic system has produced staggering growth in financial wealth. Financial assets in the United States have doubled as a percentage of GDP since 1980 alone.7 This should give us pause, rather than reason for celebration.

The drive for exponential returns on financial capital pushed finance to shorter-term and more speculative—at times predatory—activity at the same time as physical resource limits began to impose constraints on growth. This confluence has an alarming cost. Of the 20 largest countries in the world, constituting nearly three-quarters of global GDP, all but Japan (which experienced little if any real growth in the relevant period) suffered per capita losses in their natural capital stocks between 1990 and 2008.8 Although natural capital can be eroded for decades, we already appear to have passed safe limits, most notably the atmosphere’s limit to absorb carbon waste, as the previous discussion makes clear.

Notwithstanding essential improvements in material productivity now on the horizon, enabled by regenerative practices and circular economy technologies, in the full-world context in which we now find ourselves, qualitative and quantitative limits to aggregate material growth logically imply similar limits to investment at the system level (remember, the economy is embedded in the biosphere, not separate from it). Our challenge is to determine where we invest, what we grow and how we grow it. A distributed renewable energy system, material productivity improvements in the industrialized world and leap-frogging technology investments in support of healthy lives with dignity for the less-developed economies are obviously top priorities.9 Investments in carbon-intense energy, fossil-fuel-hogging luxury yachts and indoor skiing in the Dubai desert are not. But who gets to decide?

Of course, for those without material sufficiency, growth in financial capital will continue to be essential. However, for those with a surplus of both material and financial wealth, other forms of wealth must be pursued, while effectively recycling financial capital back into social and natural capital. This systemic requirement of a sustainable system fits nicely with our broadly shared moral belief that those who reap the greatest benefit from the system have the most responsibility to give back. Like many before them, the Buffett and Gates Giving Pledge is powerful evidence of this belief in practice. Our challenge, at this pivotal time, is to radically scale up and accelerate these actions, given present imbalances where 85 people control as much wealth as the bottom half of the global population, and when our stocks of natural capital are being severely degraded, creating catastrophic consequences for the next generations. And we need to expand our conventional thinking beyond charity, to the proactive regeneration of both social capital and natural capital.

Thriving individual enterprises—particularly the ones needed to drive the transition to a truly sustainable economy—can and will continue to grow and deliver exponential returns to private investors, at least for a while. However, even accounting for unanticipated efficiency gains in the energy and material intensity of the economy, the aggregate stock of financial capital will need to pass through a critical inflection point to declining rates of growth as represented in figure 19.1.10 We may even need to contemplate a peak (financial) capital stock given planetary boundaries for a given level of technologies in operation.

Figure 19.1 Pathways for the Growth of Financial Capital
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Source: John Fullerton

This transition can occur through some combination of the following developments, many of which are already under way:


				
						a declining aggregate rate of return on invested capital;

						a systematic financial asset devaluation;

						the debasing of currencies through inflation;

						defaults leading to voluntary or involuntary debt extinguishment;

						an unprecedented scale of private philanthropy to recycle financial capital back into social and natural capital;

						a large-scale voluntary or policy-induced reinvestment of profits by the corporate sector into natural and social capital; and

						an increase in taxation to allow the public sector to recycle financial capital back into natural and social capital on behalf of vital public security interests.

				

We can choose to lead this seemingly unnatural transition to reduced growth in the aggregate stock of financial capital while augmenting the stocks of social and natural capital. This would mean investing in education, health care, social safety nets, reforestation, reversing desertification to replenish vital natural carbon sinks and truly sustainable agriculture, to name a few. The flow of capital into such investments would be catalyzed by getting prices more right, most notably by putting a price on carbon and eliminating fossil fuel subsidies so markets can do what they do so well. Alternatively, we risk an uncontrolled reduction in the stock of aggregate financial capital—financial asset collapse—forced upon us by nature’s limits, social upheaval or—most likely—both at the same time. As the saying goes, “nature bats last.”






	


The Way Forward

The scale and complexity of the necessary shift in thinking is unparalleled, and time is not on our side. Not only are we in ecological overshoot, drawing down our life-sustaining stock of natural capital, and not only are we putting social cohesion at risk because of grotesque and growing inequality and related social stresses, but we are no doubt in “financial overshoot” as well.11 This is because financial assets—both stocks and bonds—are valued by a marketplace that has not yet fully accounted for the multidecade adjustment process ahead, in which honest pricing of externalities and the real resource constraints of planetary boundaries constrain aggregate growth rates below current market expectations. Stranded asset risk—that is, the risk that assets such as fossil fuel reserves should become uneconomic under future governance regimes—is the most obvious example of the many complex risk exposures lurking in the near future.12 If this transition is left unmanaged, as is the case today, the feedback loops of asset valuation adjustments into the real economy could unleash chaos. Only the timing remains unknown; but markets often adjust violently once new expectations appear, long before the new reality takes hold.

Three interconnected solutions are apparent, all immensely challenging. First, we can work within the current neoliberal economic paradigm to shift the flow of investment by getting prices right—internalizing the costs of the externalities that we currently ignore. Second, business, government and large pools of private capital can begin leading, through enlightened real investment and integrated philanthropy, even before a world of true costs and accurate accounting is realized. Third, the public can demand a new set of rules and regulations—some local, some regional, some global—to establish the necessary guardrails and mandates to force the transition. Let us briefly consider each approach.

1. Getting prices right. Commercial enterprises must begin to pay the true social and environmental cost of their operations and pass these costs on to consumers. Establishing sound measurement procedures and mandatory transparency is an essential first step. Integrated reporting initiatives such as the International Integrated Reporting Council and standards-setting bodies such as the SASB are developing rapidly. Enforced disclosure will soon be a foregone conclusion.13 Critically, however, the presumption that getting prices right alone is a solution, that we actually can put a correct price on many of these costs—this is naive and dangerous. Some costs represent harms that can be mitigated, while others represent wrongs that never can. The value of a life in a life insurance policy is certainly not the true value of that life. This same principle applies to the value of healthy ecosystem functioning—not “a life,” but “life”—which is literally priceless. Getting prices “right” to the extent possible is a crucial, but insufficient, response. There is a danger that current economic theory—which determines what we are allowed to observe—will blind us to the limitations of using markets, even fair and transparent markets, as our only tools for all contexts. Social capital and natural capital are inherently different from financial capital, necessitating different tools—for example, caps and quotas to deal with planetary boundaries—for their safe management.

2. Enlightened private behavior. Progress is under way as smart, leading companies, institutions and communities are investing in resource productivity and alternative energy to save money and accelerate the shift to a regenerative economy. Experimentation with forms of enterprise that better align all stakeholder interests, from long-established partnerships and cooperatives to innovative forms of for-benefit corporations and social enterprise, is accelerating.14 A small group of entrepreneurs and enlightened stewards of capital are leading the way, albeit at a pace too slow and a scale too small. Could a group of institutional-scale actors including businesses, governments, sovereign wealth funds, pension funds, foundations and endowments and high-net-worth families—unshackled from speculative capital markets no longer fit for the purpose and using innovative investment methods such as Evergreen Direct Investing15—work collectively to alter the course and quality of the economy through their aggregate real investment decisions and approaches? Or will the emergent bottoms-up, distributed innovation fueled by crowd-sourced funding scale to such a degree that it impacts aggregate investment flows in the global economic system?

The answer remains unclear. On one hand, climate stabilization demands that we not burn the vast majority of known fossil fuel reserves already sitting on company balance sheets, yet the energy industry continues to invest hundreds of billions of dollars per year in search of more.16 On the other hand, real progress is afoot within progressive corporations, without which meaningful and peaceful economic transition would be difficult, if not impossible. A growing community of wealthy families, foundations and sovereign wealth funds are engaging in “impact investing” and strategic philanthropy to harmonize ecological and social impact with financial returns. But the critical large-scale (measured in the hundreds of billions and eventually trillions of dollars) expansion of this integrated approach, particularly the explicit recycling of financial capital back into social and natural capital, has yet to emerge.

3. Public policy responses. No realistic assessment of the transition ahead, even by the most steadfast advocates of technology-driven and market-based solutions, can fail to see the primacy of the public sector’s role in catalyzing this unprecedented shift. We will need to streamline outdated regulations and call aggressively for new regulatory frameworks, incentives and financing mechanisms to redefine the playing field of the Anthropocene and help steer an economic transition more profound than the Industrial Revolution. Economically obvious but politically difficult policies like carbon caps and/or taxes must contribute to a portfolio of tools for curbing greenhouse gas emissions along with expanded research and development in clean technology and the use of public procurement to drive demand for clean technologies, driving down costs in the process. Action to remove subsidies from fossil fuel–based energy and agriculture and shift them to drive improved resource productivity and accelerated growth of renewable energy and sustainable agriculture is long overdue.

However, a larger and more uncomfortable requirement looms. In the full world of the Anthropocene, our notions of freedom will need to adjust to new realities.17 Simply encouraging so-called green investment will not be enough if we do not curtail investment that has negative and even catastrophic impacts. Deciding the qualitative choices and the absolute scale of investment must become a matter of the public interest, and subject to a functional democratic process. Logic then points to a fresh and expanded need for governance, even though our confidence in government at the moment is low because of valid concerns about competence and corruption. History teaches us that societies that concentrate too much power lead to corrupt governance and eventual collapse. New and effective approaches to global and regional governance, likely using cities and regions as the central nodes of coordinating power, are essential.

In the complex and interconnected crises ahead, the seemingly impossible will become the inevitable. The previously unchallenged belief in the unencumbered freedom of large corporations and other large economic actors to make investment decisions that may have catastrophic and irreversible consequences for all must now be challenged. Activists fighting deforestation in the Amazon and the construction of the Keystone XL pipeline are showing the way forward. We must begin to accept as vital to our national and interdependent global security interests some form of public interest influence over both the scale and direction of private and public investment capital flows. The U.S. military understands this, even if the political class and the diehard free market zealots do not.18

We can look to the public utility sector’s (imperfect) permitting process for precedents of regulatory engagement in capital investment decisions at regional scale.19 Numerous state and multilateral actors, such as the World Bank and other international development banks, already influence the course of investment capital flows. The idea is not new, but the potential scale and scope are, particularly in regard to the need to curtail certain investments, such as the continued, unrestrained extraction of coal and tar sands oil.

Central banks are obvious candidates for radical institutional reform to encompass this new imperative, although not without challenges. Central banking in the Anthropocene might well entail qualitative mandates to differentiate investment and credit flows, in addition to conventional inflation and full-employment mandates. Will we see qualitative easing (and qualitative tightening) in the future? Turns out, it already exists with specific social objectives in mind, both in Japan and Bangladesh, and perhaps other countries as well.

We must also tackle thorny questions regarding the public and private nature of banking institutions, the credit creation function that the banks now manage under a fractional reserve system, and the alignment of the mission of banks with public purpose rather than private speculation at public expense. Member banks in the Global Alliance for Banking on Values, collectively representing $75 billion in assets, are at the cutting edge of values-driven private sector banks whose purpose is to serve the transition to a sustainable economy. It’s noteworthy that they perform better financially than too-big-to-fail, subsidized behemoths.20 The well-managed State Bank of North Dakota is a state-owned bank with a public purpose that collaborates with the private banking sector in the state and provided stability to the state’s economy through the recent recession. And even mainstream commentators such as Martin Wolf of the Financial Times and researchers at the International Monetary Fund (IMF) are now openly discussing radical ideas like the Chicago Plan (a set of bank reforms originally proposed by a group of University of Chicago economists following the Great Depression), which would remove the money-creation function from private sector banks and return it to the public sector.21 These are just some of the issues that warrant our attention in the Anthropocene.

We will achieve our greatest impacts on capital flows if we concentrate our regulatory capabilities in order to rein in and influence the capital investment decisions of just the very largest corporations and the G-20 governments, as well as the credit decisions of the 50 largest global banks and financial intermediaries. Supporting public policies can achieve this while allowing more decentralized and generally less potentially destructive entrepreneurial energies and associated capital flows to flourish at appropriate scale within a new macro framework. If megafirms in the private sector fail to act in accordance with this overriding public interest, or prove to be ungovernable, we may have no alternative but to nationalize and manage them in the public interest, as Milton Friedman’s mentor and teacher H. C. Simmons well understood in his own context.22

Can such unprecedented global oversight, even if limited to the most critical economic actors, be practical without harming the global economy? We have no choice but to try, for business-as-usual will lead eventually to social and ecological collapse—and, of course, the collapse of the financial system and real economy as well. There will inevitably be short-term efficiency and growth trade-offs in exchange for system resilience. But it is resilience that we are lacking at this time.

The careful, holistic management and monitoring of aggregate real investment flows are inevitable parts of the economy of the future and the challenging transition to it. They will require new global oversight mechanisms, informed by the best scientific understanding of critical ecosystem boundaries and empowered by sovereign nation-states and global corporations, to define and enforce a “safe operating space” within which our innovation-driven, free enterprise system can thrive.23

Large-scale investment decisions simply must be considered a vital part of the public interest and on the agenda of an informed, democratic process. The sooner we acknowledge the implications of this immense challenge, the better.






	


Part IX

The Finance Agreements






	


Introduction

John G. Taft

My father spent his entire professional career as a professor of physics at Yale University, serving also for a decade as dean of Yale College, which I attended as well. As a result, one thing that’s always been on my bucket list has been to honor his legacy by teaching at Yale. Vikram Mansharamani made that happen. On a snowy March morning in New Haven, Connecticut, I followed up on Vikram’s invitation to guest teach a class for his course, “Adventures in Business Ethics,” at Yale. The topic: ethical decision making in the financial services industry.

My appearance in a Yale classroom was the quid pro quo for Vikram’s agreement, which I secured at a CFA Institute symposium we both attended in Washington, D.C., to serve as the cleanup batter for this book. Vikram agreed to distill, summarize and connect the disparate messages running through the 20 contributed essays.

He does so in his own unique style, by drawing on the work of Mexican philosopher don Miguel Ruiz to postulate four “agreements” between society and finance, agreements that form a basis for finance to contribute, in a more consistently positive way, to social good.

Mansharamani’s proposed agreements are aligned with what is, or should be, the stewardship mission of finance: be authentic, serve as a means to greater ends, be transparent and focus on delivering the outcomes clients and society want. Ultimately, success in meeting these goals is how the social utility of finance will be judged.

Norman Mailer once wrote that “writing is of use to the psyche only if the writer discovers something he did not know he knew in the act itself of writing.”1 I believe that. I believe the act of writing is a journey that ultimately brings the author back to where he or she started, but with the added ability to see their starting point anew, through fresh and different lenses, with more insight and wisdom than they started with. The most effective writing shares that journey with its readers.

My hope is that having come this far in reading A Force for Good, Mansharamani’s essay will resonate for readers more than it would have at the outset of the book. That together we will have discovered something about the purpose and goals of finance that we didn’t know before. That we will be inspired to reflect on those discoveries in our own professional pursuits and personal lives.






	


Chapter 20

The Finance Agreements

A Working Philosophy for the Future

Vikram Mansharamani

Lecturer, Yale University, Program on Ethics, Politics and Economics

In thinking about the future of finance, I have turned to Toltec wisdom for inspiration. I’ve chosen to use this ancient Mexican philosophy as a guide not as a fashionably esoteric application of a yoga-inspired, holistic self-help tradition, but rather because of its profound pertinence.

Don Miguel Ruiz, a medical surgeon turned shaman, shared the key insights of the Toltec tradition in The Four Agreements: A Toltec Wisdom Book.1 Although pitched as a “practical guide to personal freedom,” the framework he presents has stunning relevance for our current attempt to reset finance. It is a book about how to live, and in this regard, its message for financiers, both as individuals and as an industry, is profound.

In many ways, the spirit of his work echoes the essays you’ve just read. Consider some of the key topics discussed within these pages: authenticity, trust, stewardship, governance, sustainability, fiduciary principles, responsibility, et cetera. Even the mere title of Ruiz’s work suggests a social contract in which one chooses to engage with the world under certain terms or, to use his word, “agreements.” Below are the four agreements that I believe finance needs to make with society.

But before we begin, let me clarify what I mean by the terms finance and financiers. Finance is the ecosystem of activities focused on the movement, management and measurement of money. It is filled with practitioners ranging from M&A lawyers, accountants, mortgage bankers, hedge fund managers, mutual fund marketers, investment advisors, consultants, corporate treasurers, portfolio managers, community bankers and endowment chiefs (to name a few). I thus use the term finance to refer to the entire industry and financiers to describe all operating in the “money business.”

Agreement 1—Finance Agrees to Be Impeccable: A Call for Authenticity

The first agreement described by Ruiz is for individuals to “be impeccable with your word.”2 The word impeccable literally means “without sin.” Is this not a call for authenticity and transparency? Reconsider Donald Trone’s piece on trust and authenticity—a true call for finance to be impeccable in its word.

Finance tends to attract ambitious and intelligent people who are, for the most part, honest and hardworking. A few bad actors, however, can rapidly destroy the trust that is so essential for finance to function effectively. Consider two names that loom large in public opinion and recollection: Bernard Madoff and Allen Stanford. These two individuals, we would all agree, were not impeccable in any capacity, and misled hundreds of investors. While their misconduct was brazen, the lack of transparency in other forms of asset management is equally problematic.

Consider a proposition I give to my students each year, which, although presented as genuine, is merely a lesson in understanding the complexities of finance. I offer to fund a start-up in which the students will write 256 different investment newsletters. Half of the newsletters will be bullish, half will be bearish. After one year, I claim, our start-up will have 128 newsletters that “called” the market correctly. We stop writing the 128 that were wrong in their market prediction but again repeat the exercise; 64 bullish, 64 bearish. At the end of two years, we will have 64 newsletters that have been right two years in a row. Repeat, repeat, repeat. At the end of the five years, we will have eight newsletters that have accurately called the market’s direction for five years in a row, a truly impressive accomplishment that will be adequate, I believe, to attract capital to launch a small fund around the “proven” track record of market navigation. Let’s suppose we then raise $100 million in each of the eight funds we launch. Again, half are positioned for a rising market, half are more bearish. At the end of year 1, four funds have been accurate. Repeat, repeat. At the end of year 3, we have a fund with a three-year proven investment track record of successful market performance following five years of proven and documented accuracy in market predictions.

I then suggest to my students that such a fund would be highly likely to attract significant capital (let’s say $3 billion), demand a three-year lockup, and have a 1.5 percent management fee and 20 percent incentive fee. Assuming the fund merely performs “in line” with the market (let’s assume 8 percent), the firm will generate approximately $270 million in revenues over three years. I then calculate that extravagant offices, reasonable base salaries and all appropriate research-oriented accoutrements necessary to generate market average returns will cost the firm $5 million per year for a total of $15 million, which I round up to $20 million to be conservative. The net expected payout from this 11-year endeavor would be about $250 million.

I then ask the graduating students in my class if they are willing to participate. I remind them that they will have a great life for five years as the workload will be minimal compared to that of their investment banking peers, but that they will be earning a modest base salary that I have agreed to pay. They will then again endure an additional three years of lean pay during the “launch phase” while the firm establishes its auditable three-year track record.

I conclude my pitch by suggesting I’m only willing to support five “partners” in this endeavor for the first eight years, and that each will get 10 percent of the equity in return for their participation. As the investor and funding source behind the start-up, I tell them I will retain 50 percent of the equity. The highly probable outcome I offer is then made blunt: “Those who join me will likely have a $25 million payday before the age of 33, while retaining a better life during your twenties than many of your Wall Street–bound peers who may never earn as much.” To make the lesson as true as possible, I reiterate several times that I am quite serious about starting this endeavor and that I have been looking for partners to join me in this project.

While it should not shock anyone that several students jump at the chance to join me in this (fictional) endeavor, most have a deep discomfort with the business and are not ready to commit. They sense it seems “unfair” and “fraudulent” and “sketchy.” I assure them we will not break the law and will not in any way misrepresent the truth. “We will, in fact, actually have written the newsletter that produced a five-year perfect prediction pattern that launched and proved its model in the markets with a small fund over three years before we raise the big money.” I’m happy to report that most remain uncomfortable.

I then turn the discussion to the modern mutual fund business, and inquire if our business plan is materially different from those pursued by the large asset management firms running most mutual funds. How many investors in mutual funds realize that many big complexes regularly seed new funds with the hopes that some generate sellable track records? Are mutual funds being impeccable? The most common question asked by my students is “Will we disclose that we started with 256 newsletters?” A valid question indeed. How many funds has the typical mutual fund complex started in the past 11 years?

Finance needs to hold itself to a higher standard than mere compliance with regulatory and legal requirements. The first Finance Agreement, I believe, should therefore be: Individuals and entities in the financial services industry agree to be honest and authentic, not merely compliant.

Agreement 2—Finance Agrees Not to Be about Finance: It’s about Clients

The second agreement proposed by Ruiz is “Don’t take anything personally,”3 which I loosely interpret as “it’s not about you.” Effectively, this is a call to move away from the self-centeredness that dominates our world toward an interpretation of events as not being about you—that is, a call for humbleness.

When I first read The Four Agreements, it reminded me of the 2005 Kenyon College commencement speech4 given by the MacArthur “Genius Grant”–winning English professor and writer David Foster Wallace. After welcoming the graduating students and their guests, he dove immediately into a simple yet powerful parable: “There are these two young fish swimming along and they happen to meet an older fish swimming the other way, who nods at them and says ‘Morning, boys. How’s the water?’ And the two young fish swim on for a bit, and then eventually one of them looks over at the other and asks, ‘What the hell is water?’”

The point of the fish story, Wallace suggests, is to highlight that “the most obvious, important realities are often the ones that are hardest to see.” This, I submit to you, is one of the chief problems facing finance today. And just as the fish in the Wallace speech are comically unaware of their environment and their dependence upon an unseen, yet essential, reality, so too is finance (even today) remarkably lacking in self-awareness. This needs to change.

Wallace pinpoints this natural self-centeredness as one of the “hard-wired default settings” we should seek to adjust. He highlights how each of us experiences the world through our own lens, our feelings and our own interactions. Finance, with the many intelligent, ambitious and hardworking professionals it attracts, is not immune from this sense of self-importance; indeed, it may be especially susceptible. Analysts are recruited from leading universities. Many analysts turn into associates, then vice presidents, directors and eventually managing directors. They are handsomely compensated. They do important work—“God’s work,” as Goldman Sachs chief Lloyd Blankfein put it in 2009. Is it shocking, then, that they believe finance is the absolute center of the world?

The blunt reality is that finance is an enabler, not an end unto itself, and is entirely dependent upon the “real” world. Recall the piece by Roger L. Martin that articulates the difference between the real world and the expectations world. Just as fish cannot exist without water, so too is the expectations world dependent upon the existence of the real world. And with finance so heavily focused on the expectations world, an axiomatic and stark reality becomes obvious: finance is not the center of the world. In fact, it may not even be the center of the business world.

The movement of capital from those with to those in need is a noble, worthy and indeed essential endeavor, but let us not fool ourselves into believing that it centers on finance. Robert J. Shiller’s earlier chapter, “Finance and the Good Society,” persuasively reminds us of the positive impact finance has and continues to have on the progress of mankind and society. But let us not forget that finance is about those operating in the real world. Simply put, it’s just not about us. And just as Wallace reminds us to regularly recall the obvious defaults (“This is water. . . . This is water.”), so too must finance be reminded of the very simple, profound and rarely discussed fact that finance is not about the financiers. Finance is a supporting actor in a movie starring businesses, households and governments and, as such, needs to reinterpret its purpose and sense of self. Mary Schapiro’s piece on the importance of equity markets and the availability of risk financing supports this point by suggesting that equity financing funds the innovation that drives economic progress and prosperity. Equity markets do not exist to serve equity traders, institutional saleswomen or even the investment bankers that populate those markets with securities.

“This is finance . . .”

“This is finance . . .”

This obvious default setting that has become so engrained in finance thinking needs to be reset, and doing so is not going to be easy. Any reader of What It Takes: Seven Secrets of Success from the World’s Greatest Professional Services Firm by Charles D. Ellis will appreciate the complexities of corporate culture and how it replicates and reinforces an organization’s values over time. Culture translates an organization’s mission into what Ellis calls “specific, often idiosyncratic practices” and in so doing converts colleagues into a tribe.5 Changing cultures in finance is essential, yet it remains a monumental task.

The outcome of a financial world that does not put itself at the center is beginning to take shape, and John Rogers provides us a glimpse into what it may look like in his piece on fiduciary capitalism. Client interests come first, and participants acknowledge that lower standards simply dilute what should be an uncontroversial reality: that finance exists to fulfill the needs of its clients. It’s a service function.

Think of the role that housing finance can and should play, rather than the one it did play during 2007. Given the critical role of housing as an economic driver and its significance as a financial asset for most Americans, the importance of housing finance services cannot be overstated. As Jeremy Diamond suggests in his piece on designing a new system of housing finance, perhaps the waterfall of risks in housing needs to be reconsidered. Banks and others involved in the mortgage market need to be more client-oriented. Does this loan make sense? Does this banker care whether it’s viable?

What if we celebrated client success instead of financial superstars? Alpha magazine regularly publishes its “Hedge Fund Rich List” that ranks the highest-paid hedge fund managers in the world—not by the returns they generated for clients, but rather by the amount they themselves have made. The 2014 list, which calculated 2013 compensation, had the top 25 individuals earning more than $21 billion for themselves!6 Granted, many of these dollars were due to gains on investments rather than fees charged to clients, but let’s not forget that many private equity professionals also regularly extract hundreds of millions of dollars in fees each year for themselves. What if we instead celebrated client success? What if we spoke of the several hundred billion dollars of gains made by the sovereign wealth or pension fund communities? Or the endowment that pioneered a way into outsized returns to support educational objectives? (Oh wait, that’s what Yale’s chief investment officer, David Swensen, has done!)

Such a reorientation may in fact also support the piece by Dominic Barton and Mark Wiseman that suggested large owners of assets were the ones most likely to effect changes in finance. It’s at least conceivable that such support for “Focusing Capital on the Long Term” would diminish the plague of myopia that seems to dominate corporate managers.

This leads me to my second recommended Finance Agreement: Financiers agree to acknowledge, accept and embrace the priority of client interests.

“This is finance . . .”

“This is finance . . .”

Agreement 3—Finance Agrees to Be Clear: Time to Disclose Incentives

The third agreement described by Ruiz is “don’t make assumptions” and suggests greater communication and transparency in one’s interactions. The finance equivalent, I believe, is a call for transparency and a clear articulation of potential conflicts of interest and the incentives financiers face.

Consider the now-infamous actions of Fabrice Tourre, the Goldman Sachs investment banker who peddled investments to clients that apparently neither he nor Goldman believed were worthwhile investments. As Time magazine reported,

Tourre became the object of ridicule over an email he sent to his girlfriend in which he boasted that he sold toxic mortgage bonds to “widows and orphans that I ran into at the airport.” He also referred to the financial products he created as “pure intellectual masturbation.” In another email, Tourre wrote, “The whole building is about to collapse anytime now,” adding “Only potential survivor, the fabulous Fab . . . standing in the middle of all these complex, highly leveraged, exotic trades he created without necessarily understanding all the implications of those monstrosities!!!”7

Hardly the spirit of clear communication embodied in the idea of transparency or, to harken back to my second proposed finance agreement, the prioritization of client interests . . .

The urgent need for transparency and clear articulation of potential conflicts of interest becomes alarmingly clear when one considers the intensity of the principal-agent problem in business and finance today. Unlike the times when the CEO was the founder and majority owner of a business, today’s managers are professionals hired to manage the business. The investors in their businesses are not capital owners, but rather agents hired to help manage the asset owners, who themselves are often agents of the underlying beneficiaries of a pension fund or other benefit plan. Most people are playing with other people’s money.

The effective death of the owner-manager in corporate America has created a dynamic in which short-term incentives have focused executives on Martin’s “expectations market.” Dispensing with the nuances he so wonderfully articulates, I am going to suggest that his expectations market is effectively the financial market, the one dominated by Wall Street and the investment community. The expectations market sits in contrast to the real market, which remains focused not on quarterly results but on the underlying economic value being generated.

As Martin writes, the fact that “superior performance in the expectations market trumps better absolute performance in the real market” is convincing evidence that the stock-based, compensation-incentive structures designed to overcome the inherent agent nature of professional management is flawed. In our quest to create principal-like behavior, we’ve created an expectations-oriented monster. We need to rethink executive compensation programs in the context of behavioral implications. Who bears the loss for bad decisions that aren’t revealed as bad until years later? Are there incentives to transact, irrelevant of the merits of those transactions? Who is earning money if proposed mergers, positions, allocations or transactions are pursued? There may be great insight in unpacking the incentive structures of the disproportionately powerful agents that are, by many analysts, merely dismissed as necessary friction and transaction costs borne by principals. This friction may in fact be driving the decisions of the principal actors and is therefore enormously important in the grand scheme of who is motivated to do what and why.

Finance also needs to consider one of the (if not the) most intractable problems in effective decision making today: career risk. Corporate executives and investors alike remain focused on not getting fired, an incentive structure that contributes to managerial myopia, as well as investors knowingly investing in overvalued securities because they are components of a benchmark index against which they are compared. Career risk creates groupthink on steroids and drives otherwise reasonable professionals into a lemminglike march. Merely discussing such career risk generates thoughts of Keynes’s advice that “it is better for reputation to fail conventionally than to succeed unconventionally.”8 The result, not surprisingly, has been a mass conventional failing of finance’s ability to meet the needs of clients.

Consider also the principal-agent problem that arises from proprietary trading. While I’m not in a position to disentangle the nuances of market making and the technicalities of principal and agent roles in the domain of trading, I do think transparency is unlikely to harm investors here. After all, if financiers do in fact have “one master,” as noted by John Bogle, then making that clear can’t be bad!

All of this leads to my third proposed Finance Agreement: Finance agrees to be transparent about potential conflicts of interest.

Agreement 4—Finance Needs to Do Better: “Satisficing” versus Maximizing

The fourth agreement presented by Ruiz is to “always do your best.”9 I interpret this as acknowledgment that, while we will never be perfect, we should try to get as close as possible. Applying this concept can be tough in the domain of finance, where investors, intermediaries and other ambitious participants in the industry strive to outdo each other and claim recognition as the best ____, the highest ____ and the most important ____.

Such a spirit of entitlement has plagued America for a while, claims David McCullough Jr. in his recent book You Are Not Special: . . . and Other Encouragements. In it, McCullough notes, “We have of late, we Americans, to our detriment, come to love accolades more than genuine achievement. We have come to see them as the point—and we’re happy to compromise standards, or ignore reality, if we suspect that’s the quickest way, or only way, to have something to put on the mantelpiece, something to pose with, crow about, something with which to leverage ourselves into a better spot on the social totem pole.”10

Finance is as guilty as America in this regard. Consider the spirit of self-prioritization in Tourre’s self-referential “Fabulous Fab” nickname. This utter self-aggrandizement is in direct conflict with that of putting clients first in an authentic and transparent way. What if finance transformed itself to be a destination for the service-minded and ambitious, for those wanting to help others and for those seeking to leave the world a better place? The suggestion of finance as a destination for such do-gooders is laughable today, but it need not remain that way. Finance can and should become such a place.

If financiers found professional fulfillment in the nature of their work and approached it with an honesty and pride corresponding to such satisfaction, the industry would be impeccable. If financiers focused on the meaningfulness of their work and the impact they were having on the world, then our second agreement about prioritizing client interests would naturally follow. If financiers thought about satisfaction in their career and accepted the quiet nobility of earning a great living helping others, then transparency and conflict disclosure would not be seen as a grave threat to profitability and compensation. And finally, if financiers were upholding these first three agreements, they might be more likely to focus on client objectives rather than their own.

Consider the newly booming field of goals-based investing. In a recent talk I attended by Nobel laureate Robert Merton, he laid out the case for investment management that was oriented not toward maximizing returns but toward maximizing the probability of achieving an objective.11

The concept is fairly straightforward. Most investment advisors focus on a client’s risk tolerance (i.e., how much capital loss is acceptable) and then maximize returns. This can best be thought of as purchasing a put, and comes with a cost. But what if we understood that a client was seeking a specific objective, such as having $250,000 for a child’s education in 12 years . . . and genuinely did not care about having a penny more? Not surprisingly given his intellectual focus, Merton thinks about this dynamic as effectively selling a call option on portfolio gains above $250,000. Such an option, with a 12-year life, under almost any volatility assumption, would be worth a substantial sum of money. This option premium might equate to 25 to 30 percent of the targeted returns over the time frame and would therefore materially increase the probabilities of having the client achieve her objective. By shifting one’s perspective, Merton noted, it is genuinely possible to improve client results.

The fundamental principle that needs to be reevaluated is that more is better, that one should seek to maximize within a constraint. What if this root objective is false? What if clients seek, as noted by Nobel laureate Herbert Simon, to “satisfice”12 rather than “maximize” returns? It is possible today to effectively shrink both the left and right tails of a return distribution and concentrate the frequency of outcomes (and therefore increase the probability of success) on a narrow range immediately adjacent to the client’s objectives.

This goals-based investing logic leads me to the fourth Finance Agreement: Finance agrees to focus on understanding client objectives and increase the odds of achieving them.






	


THE FOUR FINANCE AGREEMENTS



				
						Individuals and entities in the financial services industry agree to be honest and authentic, not merely compliant.

						Financiers agree to acknowledge, accept and embrace the priority of client interests.

						Finance agrees to be transparent about potential conflicts of interest.

						Finance agrees to focus on understanding client objectives and increase the odds of achieving them.

				

Given that we may conceive of this time, and indeed this book, as the beginning of new agreements between finance and society, I felt it appropriate to revisit wisdom offered in commencement speeches. Consider the following quote, taken from a Yale University commencement speech: “It is true—and of high importance—that the prosperity of this country depends on the assurance that all major elements within it will live up to their responsibilities. If business were to neglect its obligations to the public, if labor were blind to all public responsibility, above all, if government were to abandon its obvious—and statutory—duty of watchful concern for our economic health—if any of these things should happen, then confidence might well be weakened and the danger of stagnation would increase.”13

This quote is from the 1962 commencement speech given by John F. Kennedy immediately upon being granted an honorary degree while an in-office U.S. president. As eerily relevant as it sounds today, it does suggest the time has come for us to reconsider the function of finance in the spirit of public service.

Cognizant of the responsibility granted to those in positions of power and privilege, it is telling that the speech made by Yale president Peter Salovey at a recent commencement did not announce that degrees admitted graduates to the “rights and privileges” thereof (as is conventional in such speeches), but rather that the degrees earned were accompanied by the “rights and responsibilities” thereof. The seemingly minor change is enormous in its implications and embodies the sense of service and duty so needed by finance today.

The future of finance is beginning now. Let it commence with our Four Finance Agreements in mind, and a philosophy that emphasizes responsibility rather than privilege.
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Information in this book regarding individual companies and the performance of the securities they issue is for illustrative purposes only and is not intended as investment advice. Individuals should work with their financial advisors to develop investment strategies tailored to their own financial circumstances, rely on the most recent information available concerning prospective investments, and understand that past performance of investments does not guarantee future results. This material contains the current opinions of the authors but not necessarily those of the firms they work for. Such opinions are subject to change without notice. Information contained herein has been obtained from sources believed to be reliable, but not guaranteed.
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TABLE 17.1 THE EQUITY ENGAGEMENT SPECTRUM

Asset owners are developing a range of approaches to engage with companies in
which they have equity investments. As the size of their stakes rise, they move
from monitoring and coalition building to acting like owners, often with board
representation.

Ouwnership Stake in Company

<2% 1-5% >10%
Ongoing Engagement Active Ownership Relationship Investing
« Continuously monitors ~ * Owns a meaningful « Takes a significant
companies, with a mix position in a handful of  minority ownership
:iga:‘g‘::‘;‘:f FEAREIYS SHERRDIR * Often has board seats
© Usually remains below )
« May build the 5% threshold for ~ * VVorks collaboratively
: s i ST with management on
microcoalitions with public disclosure of b i
other investors holdings ong-term strategy
* Often does not « Tries to build
pursue any additional microcoalitions with
investment beyond an other investors
indexcweighted holding vy o
privately to persuade
the board and

management to change
long-term strategy

Source: McKinsey & Company and Canada Pension Plan Investment Board
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TABLE 14.1 RETIREMENT HAS LONG
BEEN ON THE PUBLIC AGENDA

1935

1974

1980

1986

1991

2001

2006

Social Security created to provide retirement benefits to American
workers; amended in 1939 to include survivor and spousal benefits, and in
1956 to add disability benefits.

Employee Retirement Income Security Act of 1974 (ERTSA) enacted to
establish minimum standards for pension plans in private industry and
to protect the interests of employee benefit plan participants and their
beneficiaries by requiring disclosure of financial and other information
and establishing standards of conduct for plan fiduciaries. IRAs
introduced at the time of ERISA enactment.

401(k) regulations enacted, formally authorizing “salary reduction/savings
plans” sparking increased adoption of this type of plan by corporations.

Federal Employee Retirement System/Thrift Savings Plan (TSP) for
federal employees enacted.

Congress makes Social Security coverage mandatory for public sector
employees not covered by an alternative public pension plan.

Economic Growth and Tax Relief Reconciliation Act enacted many
changes to DC plans.

Pension Protection Act (PPA) introduced significant changes in rules
governing private sector DB and DC plans.

Source: BlackRock
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TABLE 16.1

POSITIVE AND NEGATIVE

SIDE EFFECTS OF INVESTMENTS

Externality

Indirect Cost 1o Investor

Direct Cost to Investor

Pollution

Unsafe working
conditions

Resource extraction

Corruption

Inadequate employee
benefits

High-quality training

Attractive employee
benefits/safe working
environment

High governance
standards

Taxes, health care

Health-care system,
social insurance expenses

Environmental
remediation, water/air
pollution

Higher cost of capital,
increased market
volatility

Higher social welfare
costs

Increased productivity,
higher value-added
workforce, lower social
costs

Lower social welfare
costs, lower
unemployment

Lowered costs of capital,
higher proficability,
reduced volatility, lower
enforcement costs, higher
confidence in financial
markets

Direct costs of
remediation, business
interruption/cease and
desist

Safety upgrades, fines,
boycotts

Cleanups, fines,
protests/stoppages

Management turmoil,
strategic discontinuity,
lower profits, loss of
business contracts, fines

High attrition, low
productivity

Low attrition, high
productivity, innovation

Low attrition, high
productivity, innovation

Lower cost of capital,
lower volatility, stable
shareholder platform,
lower compliance costs

Source: John Rogers
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