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T his book, part of the Robert W. Kolb 

Series in Finance, is an essential collec-

tion of the latest research, theory, and 

practice on ethics in fi nance. Today more than ever, 

ethics is critically important to the actions and in-

teractions of fi nance professionals and market par-

ticipants. Finance Ethics is intended to advance the 

understanding and appreciation of the most impor-

tant ethical issues in fi nancial theory and practice 

and to encourage academic research and instruc-

tion by scholars in both fi nance and business ethics. 

This collection draws together the contributions of 

a wide range of distinguished scholars in the fi eld, 

all presenting the most cutting-edge best prac-

tices for varied industry participants, with special 

attention paid to the larger fi rms and everyone’s 

role within the framework of a business trying to 

make profi ts.

The contributors examine key issues in fi nancial 

markets, fi nancial services, fi nancial management, 

and fi nance theory, and the volume includes chap-

ters on market regulation, due diligence, reputa-

tional risk, insider trading, derivative contracts, 

hedge funds, mutual and pension funds, insurance, 

socially responsible investing, microfi nance, earn-

ings management, risk management, bankruptcy, 

executive compensation, hostile takeovers, and 

boards of directors.

These chapters discuss, for example, the main ar-

guments against insider trading, including those 

based on a consideration of its alleged harmful 

consequences—as well as the diffi culties in pro-

viding a cogent rationale for legal prohibitions. 

They look at the marketing of fi nancial products to
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The Robert W. Kolb Series in Finance series provides a comprehensive view of the
field of finance in all of its variety and complexity. The series is projected to include
approximately 65 volumes covering all major topics and specializations in finance,
ranging from investments, to corporate finance, to financial institutions. Each vol-
ume in the Kolb Series in Finance consists of new articles especially written for the
volume.

Each Kolb Series volume is edited by a specialist in a particular area of finance, who
develops the volume outline and commissions articles by the world’s experts in
that particular field of finance. Each volume includes an editor’s introduction and
approximately thirty articles to fully describe the current state of financial research
and practice in a particular area of finance.

The essays in each volume are intended for practicing finance professionals, grad-
uate students, and advanced undergraduate students. The goal of each volume is
to encapsulate the current state of knowledge in a particular area of finance so that
the reader can quickly achieve a mastery of that special area of finance.
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CHAPTER 1

Ethics in Finance∗

JOHN R. BOATRIGHT
The Raymond C. Baumhart, S.J., Professor of Business Ethics,
Graduate School of Business, Loyola University Chicago

INTRODUCTION
Although finance raises many ethical issues, the academic study of finance ethics
has received surprisingly little attention from scholars in either finance or busi-
ness ethics. The neglect by finance scholars is understandable given the research
paradigm in the field, which not only excludes normative questions from study but
also demands the use of particular analytical tools and methodologies. For most
finance scholars, the task of addressing ethical issues is simply not what they are
trained to do. Business ethicists, who have the training, often ignore finance ethics
due to unfamiliarity with financial theory and practice. This book is intended to
advance the understanding and appreciation of the critical ethical issues in finan-
cial theory and practice and to encourage academic research and instruction by
scholars in both finance and business ethics. To this end, it draws together the
contributions of distinguished scholars from a wide range of disciplines, includ-
ing finance, economics, philosophy, management, and law, and from many parts of
North America and Europe. Because this book offers authoritative surveys of prob-
lem areas as well as original scholarly works, it constitutes a valuable resource for
students and general readers interested in finance ethics. The task of this introduc-
tory chapter is to provide an overview of the field of finance ethics that organizes
the ethical issues in finance and introduces the various chapters that follow.

Finance may be defined broadly as the generation, allocation, exchange, and
management of monetary resources. The main topic areas in finance so defined
are (1) personal finance by which individuals save, invest, and borrow money in
order to conduct their private lives; (2) corporate finance by which business or-
ganizations raise capital through the issuance of securities and allocate it to its
most productive uses; and (3) public finance by which government raises rev-
enue through taxation and borrowing and spends it to provide services to its
citizens. These activities are facilitated or mediated by a variety of financial markets
and financial institutions, such as securities and commodities exchanges, commer-
cial and investment banks, insurance companies, mutual and pension funds, and
the like. In addition, finance includes the academic subject called finance that is

∗This chapter is drawn in part from Boatright (1999, 2008a, and 2008b).
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studied in business schools and constitutes the training that people in finance—
both scholars and practitioners—receive. Accordingly, the subject of finance ethics
can be conveniently divided into four parts: finance theory, financial markets,
financial services, and financial management. This framework is employed in this
book as the major organizing principle.

Finance ethics as an academic field is concerned with the moral issues that arise
in each of these four areas and with the moral norms that apply to the activities
that take place in them. Although the academic study of finance ethics is relatively
new, the examination of these issues and norms is of long standing since they
form the basis of much of the regulation of financial markets and institutions,
including industry and firm self-regulation, and underlie much of the popular
concern with financial activity that is reflected, among other places, in the business
press. From the very beginning of rudimentary financial activity, people have
raised questions about what is fair in markets and what are the rights and duties of
participants in these markets. And as financial institutions have grown in size and
importance, ethical concerns about fairness, rights, and duties have arisen about
their operation. Despite the popular cynical view that there is no ethics in finance,
a moment’s reflection reveals that finance could not exist without it. Without an
assurance of fairness and the observance of basic rights and duties, no one would
make exchanges in a market or place their assets with financial institutions. So
even if finance ethics as an academic field of study is relatively new, consideration
of the ethical issues in finance has a long and rich history.

Given this history of concern, it is the lack of recognition of ethics in finance,
and not the present attention it is receiving, that requires explanation. One reason
for this oversight is the ubiquity of law and regulation in finance, which has had two
effects. One effect is to obscure the role that ethics has played in the development
of law and regulation, which has been guided by moral considerations to the
extent that in advanced economies much of what is unethical is also illegal. Ethical
issues in finance are often perceived as merely legal or regulatory matters, thus
disguising the role of ethics in law and regulation. The other effect is to leave the
role of prescribing conduct and developing rules to law and regulation or to public
policy. People who work in the financial world often believe that the task of creating
and enforcing ethical rules and standards is the job of legislators and regulators,
not themselves. Within finance theory, ethical issues are typically conceptualized
as side constraints, externalities, or market failures, which they often are; but the
effect of this conceptualization is to dismiss these issue as problems to be addressed
by law and regulation or by public policy and not considered within the field of
finance. Conversely, people in finance often contribute to the discussion of ethical
issues and even lobby, sometimes aggressively, on proposed laws, regulations, and
public policies without realizing that they are addressing ethical matters. Thus,
ethics is actually a pervasive subject of concern in finance without being recognized
as such.

FINANCE THEORY
Finance as an academic field is an area of applied economics that is scarcely
more than half a century old. Prior to 1950, the main concerns of modern finance
theory—namely, the functioning of credit markets and the pricing of assets—were
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largely ignored or dismissed by economists as unsuitable topics for economic
analysis. Financial markets were viewed by economists such as John Maynard
Keynes as mere “casinos” or “beauty contests,” in which assets were not priced
in any rational way that could be described by economic laws. Before the devel-
opment of finance theory, practicing traders operated by gut feelings or rules of
thumb derived from experience, which they thought enabled them to take advan-
tage of underlying trends that could be detected and charted but whose sources
remained mysterious.

The field of finance is generally dated from the development of modern port-
folio theory (MPT) in the 1950s, which demonstrates the possibility of constructing
an optimal portfolio that offers the highest return for any given level of risk. This
possibility frees portfolio selection from any need to consider specific risk and al-
lows (diversified) investors to consider only systemic risk. The next step for finance
theory was to develop a means for assessing the risk-to-return characteristics, and
hence the specific risk, of any given security or asset. This was done with the de-
velopment of the capital asset pricing model (CAPM) in the 1960s, which allows
the calculation of the expected return on an asset that compensates an investor for
the additional risk of that asset above the return on a risk-free asset. The problem
of pricing options, which had been vexing, was eventually solved in the 1970s with
the Black-Scholes option pricing model.

Other building blocks of modern finance include the Miller-Modigliani hy-
pothesis or theorem (M-M) and the efficient market hypothesis (EMH). According
to M-M, the capital structure of a firm is irrelevant to its valuation insofar as in-
vestors can adjust their personal portfolios to achieve the desired risk/reward ratio.
In consequence, the market will not reward firms for their management of specific
risk. Finally, EMH holds that markets are generally efficient in that the prices of
assets reflect all available information. If this is true, then investors cannot “beat
the market” without having any new information that has yet to be registered in
the market. With all these elements, which were in place by the 1980s, modern
finance theory as it is conceived and practiced today was largely complete.

As Robert W. Kolb observes in Chapter 2, “Ethical Implications of Finance,”
finance theory is regarded, at least by its adherents, as ethically neutral or without
normative import. However, the main assumptions of the theory, such as those
about rational or self-interested behavior, and the outlook induced by adopting
the theory, including CAPM and EMH, lead to conclusions about how people
(morally) ought to behave, as well as to how firms (morally) ought to be organized
and operated. For example, the propositions that firms ought to be controlled by
shareholders and that they ought to be managed so as to maximize shareholder
wealth are thoroughly normative. One writer observes that a critical transition
occurs when ideas that may be initially ethically neutral are advocated as a basis
for decision making (Horrigan 1987, 97). Thus, if everyone in a world thinks in the
terms of modern finance, there are consequences that need to be morally evaluated,
and, in the view of this writer, the world of modern finance “is not a nice place
ethically” (Horrigan 1987, 107). Niall Ferguson (2008) has coined the term “Planet
Finance” to describe a world in which financial thinking has resulted in the creation
of the vast edifice of exotic collateralized and derivative securities that collapsed
in the recent financial crisis. Clearly, whether Planet Finance is a good place to live
is a fit subject for moral inquiry.
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Kolb begins this inquiry with an examination of the ethical implications of
the basic assumption of economics that rationality is the maximal satisfaction of
individual preferences or utility and of the key concepts of finance theory, such as
the time value of money and the reward for risk taking. These assumptions and
concepts, as well as the basic tools of finance, such as the capital asset pricing model
and option pricing theory, raise normative concerns, in Kolb’s account, mainly
when they are used in practice to guide individual portfolio management or the
management of business corporations. Although the elements of modern finance
were in place by the mid-1980s, Kolb discerns two more recent developments that
also involve ethical issues, namely the nascent fields of enterprise or integrated
risk management and behavioral finance. As a result of MPT, CAPM, and M-M,
which consider mainly systemic risk, finance theory has tended to minimize the
need to manage specific risk and along with it the impact of corporate decisions
on employees and other stakeholder groups, who are affected by specific risk.
However, finance today has a greater appreciation of the importance of managing
total risk—both systemic and specific—in increasing the value of a firm, which also
leads to a greater concern for all stakeholders and not merely shareholders. Finally,
the field of behavioral finance is the result of advances in psychology that yield
a more realistic understanding of people’s actual financial decision making. The
result has been to replace the simple view of homo economicus as a perfect utility
maximizer with a more complex conception that must be considered by managers
in their efforts to increase firm value.

The remaining chapters in Part II on finance theory provide more thorough
treatment of the subjects introduced in Kolb’s chapter. In Chapter 3, “Behavioral
Assumptions of Finance,” author John Dobson examines the basic assumption of
economics and finance that economic agents are purely self-interested utility max-
imizers. Ranging far and wide from the Scottish enlightenment thinkers Adam
Smith and David Hume, who fathered economics, to modern game theorists, so-
cial psychologists, evolutionary biologists, and neuroscientists, Dobson compiles
an extensive body of evidence to counter the simplistic view of homo economicus
that underlies economics and finance. The conclusions of this chapter not only
bear on finance theory but also have practical implications for corporations—for
example, in the design of incentives that were critical in, among other cases, the
collapse of Enron—and for business education with its narrow focus on managerial
effectiveness. In Dobson’s view, a more realistic understanding of human rational-
ity might perhaps return business education to a traditional, broader focus that
includes moral development.

Nien-hê Hsieh’s Chapter 4, “Efficiency and Rationality,” offers a more de-
tailed and technical account of rationality than that found in the preceding chapter
by Dobson, and it introduces in the book a related key concept of economics
and finance, namely efficiency. The aim of the chapter is to explain how these
two concepts are defined and employed in economics and finance and to dis-
cuss the normative issues surrounding them. Whereas rationality is normative
mainly as a prescription about how decisions ought to be made—by maximiz-
ing preferences—efficiency is normative as a criterion for evaluating outcomes: In
general, more efficient outcomes ought to be preferred. Hsieh notes that the two
concepts of efficiency—the efficient market hypothesis and Pareto efficiency—are
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normative and raise ethical issues in their use, especially in cases of imperfect
conditions where the assumptions of a perfect market fail to obtain.

A fundamental tenet of finance is that a return is due investors for the time
an investment is made and for the risk taken. Whereas the time value of money is
discussed in Chapter 2, Chapter 5, “Returns, Risk, and Financial Due Diligence,” by
Christopher L. Culp and J. B. Heaton, explains the concepts of risk and return and
the relationship between them. According to modern portfolio theory, investors
seek the highest return for any level of risk. Generally, the return that investors
receive along this efficient frontier is morally justified, and the main task is the
technical one of determining the portfolio that produces the optimal risk/return
ratio. This task requires some means for pricing assets according to risk so as to
find the alpha, the amount of return in excess of this risk-adjusted return. Culp
and Heaton explain and evaluate several forms of risk/return analysis, including
CAPM and its variants. Aside from their use in portfolio selection, these models
for asset pricing are useful for identifying the kind of too-good-to-be-true returns
that occur in Ponzi schemes, such as the notorious Madoff funds. Culp and Heaton
show how these models might have been used to exercise financial due diligence
in discovering Bernard Madoff’s massive fraud.

Risk is usually understood as merely financial risk—and systematic rather
than specific risk at that—but the recent development of enterprise or integrated
risk management has focused attention on other kinds of risk. One of these is risk
to a company’s reputation that can impose a cost greater than a failed strategy or
external shocks. Chapter 6 by Ingo Walter, entitled “Reputational Risk,” explains
what it is, why it arises, and how it can be valued. Although reputation can be
easily understood as an object of risk, the difficulty of assessing how these risks
might arise, what might be done to reduce them, and how to compare the costs
and benefits of risk reduction pose difficult operational challenges. These chal-
lenges are especially great for financial services firms due to their special role as
intermediaries, which depends so much on trust. The value of this chapter lies
not only in identifying reputation as an object of risk but in showing how this
risk can be measured and what can be done to reduce it through a combination
of market discipline, effective government regulation, and company investment in
self-regulation.

Finance theory has been enriched by theoretical developments unrelated to
its core concerns of credit markets and asset prices. Among these are related de-
velopments in the study of the agent-principal relationship, which is ubiquitous
in finance, and the structure of the firm. Both of these developments—agency
theory and the theory of the firm—are the fruits of interdisciplinary work in eco-
nomics, sociology, political theory, and law. Agency theory is useful for analyzing
the economic, managerial, and legal structure of the relationships between agents
and principals, which are designed to overcome the problems that result from
such factors as opportunism, information asymmetry, uncertainty, and transac-
tion costs. Agency theory also incorporates the related concepts (originally from
insurance) of moral hazard and adverse selection, which figure prominently in fi-
nance theory. Thus, this theory is commonly applied in finance to the relationships
of employer-employee, stockbroker-client, bank-customer, and the like. Agency
theory was introduced into finance most prominently by Michael C. Jensen and
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William H. Meckling (1976) to analyze the relationship between managers and
stockholders, which leads directly into the theory of the firm as a nexus of con-
tracts between the firm and its input providers. Corporate governance, which is
the contract between a firm and its investors, is structured to ensure that managers
act as faithful agents for the shareholder-principals.

Chapter 7, “Agency Theory,” by Joseph Heath, is concerned mainly with de-
fending agency theory, as it is used in finance and other fields of study, against
criticism from some business ethicists. These critics oppose agency theory for
its alleged role in supporting several positions that they find morally objection-
able, including its assumption of rational, self-interested agents; the doctrine of
shareholder primacy, by which shareholders exercise exclusive control rights over
corporations; and the possible use of the agent-principal relationship to avoid
responsibility by engaging agents to perform acts that are forbidden to the prin-
cipals. Heath follows Kolb, Dobson, and Hsieh in questioning the assumption of
rational self-interest as an accurate description of human behavior, but holds that
“sophisticated practitioners” of agency theory are aware of the limitations of this
methodological assumption and make allowances for them. With regard to agency
theory and shareholder primacy, he argues that there is no necessary connection
between them—shareholder primacy neither implies nor is implied by agency
theory—but holds that agency theory may still be a valuable analytical tool in un-
derstanding the shareholders’ role. Finally, the objection that agency relationships
wrongly permit agents to do what is denied to principals is simply a conceptual
error on the part of business ethicists. Agency theory is vindicated in Heath’s
analysis as a valuable tool in finance theory.

The doctrine of shareholder primacy, which Heath holds is not logically tied
to agency theory, is nevertheless a central part of finance theory with links to other
elements, most notably efficiency. The theory of the firm as it has developed in
recent decades starts with the assumption that the firm has evolved in a market
through a search for the most efficient forms of economic organization. Finance
theory conceives the firm as a nexus of contracts. That is, for analytical purposes,
the firm is understood in finance as the totality of all the contracts that are formed
with various groups in the process of production. These groups include employ-
ees, suppliers, customers, and, of course, investors. On the assumption that each
group as well as the managers of firms are operating in a market with a view to
maximizing their own gain, the organization that results—that is, the result of this
totality of contracts—represents a search for the most efficient ways of organizing
the productive process. If any given form of organization is not fully efficient, then,
in theory, another firm that is more efficient will drive it out of business.

Shareholder primacy—the doctrine that shareholders have the right of control
and a right for their interests to be the objective of the firm—is considered in fi-
nance to be, in most instances, the most efficient form of governance. A question
that must be left to ethics, though, is whether such an arrangement is not merely
efficient but also ethically ideal. That is, is shareholder primacy morally justified?
In Chapter 8, “The Financial Theory of the Firm,” Wayne Norman examines both
the financial argument that the standard investor-owned firm is efficient and the
ethical argument that it is also morally justified. Although some ethicists, espe-
cially those who espouse stakeholder theory as an alternative to the stockholder-
or shareholder-centered firm, criticize shareholder primacy as giving undue
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prominence to shareholders in corporate governance, the ethical argument shows
that shareholder control actually serves the interests of all groups and, moreover,
is justified, in part because it is based on voluntary contracting in a market.

FINANCIAL MARKETS
Much of the activity of finance takes place in markets, in which currencies,
commodities, and financial instruments, such as stock, bonds, futures, options,
swaps, and derivatives, are traded. Commonly, these markets are organized ex-
changes, such as stock and bond markets or currency or commodities or futures
exchanges, which operate according to established laws, rules, and procedures.
However, transactions can also take place privately, through dealers or middle-
men in over-the-counter markets, or face-to-face between a buyer and a seller, as
when an individual or company secures a loan from a bank or an insurance policy
from an insurer. These are all market transactions.

The fundamental ethical requirement of financial markets is that they be fair.
Fairness in financial markets can be analyzed by identifying instances of unfairness.
These may be due to unfair trading practices, such as manipulation and fraud;
unfair conditions, which are commonly described as an unlevel playing field; or
unfair contracts, in which one party has taken morally impermissible advantage
of another. Unfair conditions or an unlevel playing field typically result from
asymmetries in information, bargaining power, or other resources. Whether an
asymmetry is a cause of unfairness and ought to be corrected by regulation or
other means is a difficult question that generally hinges on other rights and duties.
Thus, a prospectus may be required for the issuance of a security, thereby correcting
an information asymmetry, because investors are judged to have a right to make an
informed decision. Similarly, insider trading is considered to be wrong because it
involves a breach of a fiduciary duty. Fairness may be defined either substantively,
as when a security is accurately priced, or procedurally, as when a security is sold
with full disclosure so that the buyer can assess its value. Thus, blue-sky laws, which
require expert evaluation of securities offered for sale, aim at substantive fairness,
whereas regulations that merely require disclosure of relevant information aim at
procedural fairness.

Fairness is a notoriously complex moral concept that has a wide range of
application and standards. In some instances it denotes impartiality or a lack of bias,
in others an equitable outcome or a distribution based on merit or desert. Fairness
may be applied to discrete market transactions, market rules, or market outcomes
and also to practices and institutions, such as insider trading or a tax system.
Fairness is often regarded as being the same as justice, while some distinguish
the two concepts. Chapter 9, “Fairness in Financial Markets,” by Eugene Heath,
explores the elusive complexity of the concept of fairness. Taking a philosopher’s
perspective, Heath describes not only the many aspects of fairness but also the ways
in which moral philosophers have attempted to formulate the essential thread that
runs through all these disparate uses. Following this, he shows how the concept
of fairness can be applied to diverse financial matters, including lending and
securities transactions.

The most commonly adopted means for ensuring fairness in markets is gov-
ernment regulation, although a significant degree of industry- and firm-level
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self-regulation is also employed in finance. A great deal of deregulation has oc-
curred in the past several decades, especially in the United States and Britain, but
financial markets around the world still remain highly regulated. In addition to the
amount of regulation, the parties to this debate also disagree on the most effective
forms of regulation. The recent financial crisis has renewed and sharpened the de-
bate over regulation, with opponents of deregulation placing blame for the crisis
on the reduction in regulation and calling for a rollback of recent deregulation
and an overall increase. Chapter 10, “Regulation,” by Edward Soule, contributes
to this debate, first by rejecting the claim that deregulation or too little regulation
was at fault in the recent financial crisis. He argues that regulators had sufficient
authority under the law to effectively prevent financial institutions from taking
excessive risks; the fault lies rather with the use regulators made, or failed to make,
of their authority. The solution, however, is not merely more diligent enforcement
but also a change in the focus of regulation to the detection of weaknesses in the
risk management culture of financial firms. This proposal is similar to the practice
in auditing of not merely verifying the financial records of a firm but also assessing
the effectiveness of its internal controls.

One particular kind of unfair market practice is insider trading, in which cor-
porate insiders trade on information that they alone possess. As Peter-Jan Engelen
and Luc Van Liedekerke observe in Chapter 11, “Insider Trading,” this practice is
part of a larger question of how much and what kinds of asymmetric information
market participants may fairly use. Although insider trading is generally held to be
unethical and is almost universally outlawed, the ethical justification for this eth-
ical and legal prohibition is difficult to articulate. And some critics have held that
the practice is, on the whole, beneficial and ought to be permitted for the reason
that insider trading registers information about prices quickly at low cost. Engelen
and Van Liedekerke survey the main arguments against insider trading, including
those based on consideration of its alleged harmful consequences, market fairness
in the possession of and access to information, property rights in information, and
a market morality perspective. Their discussion leads to an understanding of both
the ubiquitous condemnation of the practice and the difficulties in providing a
cogent rationale for legal prohibitions.

Concerns about fairness and other ethical aspects of financial markets are not
confined solely to market transactions but extend to the financial instruments that
are created and subsequently sold and traded in these markets. The past decade has
seen the remarkable development of exotic new products that offer great benefits in
managing standard risks, even as they create new risks of their own. Chief among
these new products are derivative contracts, which Warren Buffett has famously
described as “financial weapons of mass destruction.” James A. Overdahl, the chief
economist of the Securities and Exchange Commission, examines these financial
instruments in Chapter 12, “Derivative Contracts: Futures, Options, and Swaps,”
first by defining them and then by describing the five types of such contracts:
forward contracts, futures, options, swaps, and structured products. After giving
data on the size of the derivatives contract market, he discusses how they can be
properly used—and possibly abused. Overall, he concludes that, despite Buffett’s
knock on them, derivative contracts are valuable financial products.

The participants in financial markets are most commonly individuals and insti-
tutional investors, such as banks, insurance companies, mutual funds, and pension



P1: OTA/XYZ P2: ABC
c01 JWBT301-Boatright June 2, 2010 9:3 Printer Name: Hamilton

ETHICS IN FINANCE 11

funds, which are still acting as custodians for the assets of individuals and other
organizations. Investment banks engage in some proprietary trading for their own
account, and although such activity occasionally gives rise to ethical issues, these
have been, until recently, little different from the unfair trading practices that can
also arise for individuals, such as market manipulation and fraud. However, many
of the ethical issues in the recent financial crisis were the result of investment
banks’ activities in originating and securitizing loans and selling these collater-
alized debt obligations (CDOs) to others, as well as in buying and selling credit
default swaps (CDSs). There are two other types of institutions of recent origin,
though, that have become major market participants and whose activities raise
ethical concerns. These are hedge funds and sovereign wealth funds.

Hedge funds are lightly regulated pools of capital, usually from wealthy indi-
viduals and large institutional investors—including pension funds and university
endowments—which seek above-market rates of return (or alpha) by exploiting
diverse markets with innovative (and usually proprietary) investing strategies.
Because of their size and heavy use of leverage, hedge funds pose some risk to
capital markets, as witness the collapse of Long Term Capital Management and
Amaranth Advisors. In addition to the question of whether these funds should be
more closely regulated to prevent this risk, they also raise ethical issues about their
fee structures—the usual “2 and 20,” a 2 percent management fee and 20 percent
of the returns—and about the tax treatment of returns. (The returns are classified
as carried interest and thus are taxed at capital gains rates rather than the higher
personal income rate.)

As Thomas Donaldson notes in Chapter 13, “Hedge Funds,” the main ethical
issue is the opaqueness or lack of transparency, which is defended as essential to
protect the proprietary nature of a fund’s strategy. Donaldson argues that attempts
by government to regulate hedge funds, given their opaqueness, run into two
limits, which he calls regulatory recalcitrance, namely the cost of collecting and
interpreting the data in a timely manner, and the impact that regulation would
have on the use of innovative investment strategies. He does not conclude that no
regulation should be imposed but recommends that it take the form of industry self-
regulation in order to circumvent the problems of regulatory recalcitrance. Industry
self-regulation involves, in Donaldson’s view, the development of norms—which
he calls microsocial norms—that solve collective action problems for hedge funds
and serve to protect the impact on third-party stakeholders.

Sovereign wealth funds (SWFs), which are investment funds owned and con-
trolled by nation states, usually funded by trade surpluses, raise many fears about
their impact on financial markets, in part because of their size but mainly due to
their control by a foreign government. The basic concern is that decisions by SWFs
may be influenced less by standard financial or market considerations and more
by national interests. Colleen Baker, in Chapter 14, “Sovereign Wealth Funds,”
argues that the ethical objections to such funds can be grouped under the single
label of corruption: “corruption of national security, corruption of market processes,
corruption of information integrity, corruption of the rule of law, and corruption of
domestic industry competitiveness.” Although these matters are serious, the po-
tential problems are not insurmountable. Like hedge funds, SWFs do not appear to
have played a disruptive role in the current financial crisis, and, indeed, they may
have played a constructive role by providing American banks with much-needed
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capital infusions. Moreover, the influence of SWFs may have peaked. Baker notes
that several codes or guidelines have been developed, including the International
Working Group of Sovereign Wealth Funds’ Sovereign Wealth Funds Generally Ac-
cepted Principles and Practices (the Santiago Principles) and the Organisation for
Economic Co-operation and Development’s Guidance on Sovereign Wealth (OECD
Guidance). She believes that these documents provide a workable blueprint for
responsible conduct on the part of SWFs.

FINANCIAL SERVICES
Financial services firms—which include banks, insurance companies, brokerage
firms, mutual and pension funds, and financial planners—provide a vast array
of financial services to individuals, businesses, and governments, as well as to
each other. In so doing, these firms act primarily as financial intermediaries, by en-
abling their clients to consummate transactions through third parties rather than
by themselves. This intermediary role utilizes the specialized knowledge and skill
of finance professionals, as well as the unique capabilities of large financial insti-
tutions. For example, an individual might be able to manage a personal portfolio
without expert advice and service, but only a bank can turn the savings of indi-
vidual depositors into home mortgages, and only an insurance company can pool
the risks of fire to home owners.

In acting as intermediaries, financial services firms typically become agents
or fiduciaries. These roles have morally and legally defined obligations or duties,
which are different from the ethics of market participants in arm’s-length economic
transactions. Much of the activity of financial services firms, as well as of markets
generally, consists in the formation of contracts, which also create morally and
legally binding obligations or duties, such as the duty to make loan payments,
to settle insurance claims, or to honor derivative contracts. Indeed, agency and
fiduciary relationships can be understood as the result of specialized kinds of
contracts. In addition to the obligations or duties created by financial contracts of all
kinds, financial services providers are also bound by the ethics of the marketplace
to avoid fraud, violations of rights, and various kinds of unfair advantage taking.

Financial services firms operate as businesses, and like any business, they
have the ethical obligation, as well as a legal duty, to observe accepted standards
of business conduct. Thus, in their sales practices, firms should avoid deception,
provide adequate information, ensure that products are suitable for customers and
clients, and avoid abusive sales practices. Financial firms also have many of the
other obligations for businesses generally—for example, to respect privacy rights,
to avoid discrimination, to manage conflicts of interest, and not to participate in
bribery and corruption. Banks have a particular role to play in preventing money
laundering and tax evasion. Banks and other financial institutions also have social
impacts that need to be managed according to best practices of social responsibility,
and some institutions go further by facilitating socially responsible investing and
providing credit to the very poor in less developed countries in a process known
as microlending or microfinance.

Part IV on financial services begins with Chapter 15, “Marketing of Financial
Services,” by George G. Brenkert, who has written widely on marketing ethics.
After developing an ethical framework for marketing ethics generally—which
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includes identifying the relevant values and determining how they apply in
practice—Brenkert focuses on three areas of marketing financial products to in-
dividuals that are subject to the greatest controversy. These are home mortgages,
credit cards, and so-called payday loans. The first is controversial recently for the
role that subprime mortgages played in the housing bubble, the wave of mortgage
defaults and home foreclosures, and the subsequent collapse of the mortgage-
backed securities market and the resulting credit squeeze; the second, for alleged
abusive practices involving excessive fees and high interest rates; and the third,
for the possibly usurious interest rates on such loans and the cycle of indebtedness
that sometimes results when these short-term loans are rolled over. Although many
of the ethical issues surrounding credit cards have been addressed in the United
States by the Credit Card Accountability, Responsibility, and Disclosure Act of
2009, Brenkert observes that the other two sources of controversy are currently
subjects of much proposed regulation.

The regulation of the marketing and delivery of financial services is achieved
both by externally imposed government regulation and by a significant amount
of internal self-regulation by professions, industries, and individual firms. The
motivation for this self-regulation is not only to avoid more onerous government
regulation but also to meet public expectations and to instill public confidence. In
particular, finance practitioners in many areas seek to attain the status of profes-
sionals, which requires a certain amount of self-regulation and also a commitment
to service in the public interest. All of these aims are achieved by the promulgation
of a code of ethics. Chapter 16, “Financial Codes of Ethics,” by Julie A. Ragatz
and Ronald F. Duska, examines the major codes of ethics that have been adopted
by various professional organizations of financial services practitioners, including
bankers, accountants, financial analysts, and financial planners and advisers. They
find in the codes seven basic principles, namely integrity, objectivity, competence,
fairness, confidentiality, professionalism, and diligence. Although these principles
are easily recognized, the effectiveness of the codes depends on the interpretation
of these principles and the manner in which they become embedded in practice.
It is easy to be skeptical about the effectiveness of these codes and to suspect that
they are mere “window dressing.” Accordingly, Ragatz and Duska conclude with
an assessment of code effectiveness.

Banking is the financial service that touches the life of the most people, whether
through checking and savings accounts, credit cards, consumer loans, home mort-
gages, or trust administration. In addition to providing essential services to cus-
tomers, commercial banks serve the important economic function of aggregating
people’s savings and making the funds available to individuals and businesses
that need them. The economic health of any community depends on the sound-
ness and the competence of its banks, especially in their money management and
lending practices. In addition, investment banks provide some of these services as
well as advisory, underwriting, and financing services for corporations that seek
new capital or are engaging in a merger or acquisition. Investment banks can also
engage in proprietary trading for their own account. All of these activities require
not only strong technical skills but also an ability to address myriad ethical issues.
These issues arise because of the important interests at stake in managing such
large amounts of money and the conflicts that occur among different interests in
typical bank dealings.
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Chapter 17, “Banking,” by Christopher J. Cowton, describes the activities and
functions, mainly of commercial banks, and identifies the main ethical issues banks
face. The ethical challenges to banks are grouped in the chapter under the twin
heads of integrity, which is essential for generating the trust that banking requires,
and responsibility in carrying out the activities and functions of banking effectively.
In addition, Cowton explores a third area of affinity, which is a possibility that
banks have only lightly exploited to bring together groups with similar interests
in social causes. Affinity in banking shares similarities with socially responsible
investing and microfinance, which are covered in other chapters of this volume.

Chapter 18, “Mutual Funds,” by D. Bruce Johnsen, examines the ethical issues
in two forms of mutual funds brokerage commission rebates: soft dollars and
directed brokerage. Both practices are common in the mutual fund industry despite
persistent criticism from academics and practitioners, who consider them to be
ethically suspect. Soft dollars are credits that a brokerage firm provides to a mutual
fund to pay for research and other fund expenses, and directed brokerage is a
commitment by a brokerage firm to market a fund’s shares. Both are means that
brokerage firms use to compensate mutual funds for selecting them to execute
their trades. Although they may appear to be a kind of kickback or bribe, Johnsen
argues that, contrary to appearances, both practices may be efficient arrangements
that benefit investors. The argument is that these arrangements effectively solve,
at relatively low cost, a major problem for mutual fund managers, namely how to
monitor the performance of a broker when the quality of the execution is difficult to
assess. Although a fund manager may want high-quality execution, the manager
will be unwilling to pay for it unless he or she can be assured of getting the (hard
to detect) high quality. Soft dollars and directed brokerage may thus be a way for a
broker to provide a bond to guarantee the quality of the execution. Although these
two forms of commission rebates may be efficient, it does not follow that they
are ethical. Johnsen completes the argument by using integrative social contracts
theory, developed by Thomas Donaldson and Thomas Dunfee (1999), to show
that such efficient arrangements are also ethical in virtue of being in accord with
legitimate microsocial norms, as postulated in that theory.

For most individuals, their pension is the single most valuable asset they pos-
sess. However, much of the control over this asset is in the hands of pension
managers, who have a fiduciary duty to manage a fund in the interest of the ben-
eficiaries. Because of this third-party control, pension holders are at considerable
risk from the mismanagement of their funds. In addition, the design of pension
plans, and especially the choice between defined benefit and defined contribution
plans, involves questions of how risk is to be shared by employees and employers.
In Chapter 19, “Pension Funds,” David Hess sets out the ethical issues for both
private and public pension plans. In view of the risk involved, he writes, “What
fiduciary duties require of individuals is at the heart of many of the ethical issues
for pensions.” Although the fiduciary duty of pension fund managers is imposed
by law, the law itself does not resolve all questions about the meaning and appli-
cation of this duty. In addition to exploring some of the gray areas of fiduciary
duty in pension fund management, Hess also discusses the ethics of shareholder
activism and social investing, especially by public pension plans.

Although insurance raises many ethical issues, especially about sales practices
and product quality, Chapter 20, “Insurance,” by Julie A. Ragatz and Ronald F.
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Duska, focuses mainly on the social role of insurance and the challenges the in-
dustry faces in meeting the expectations of society. Insurance serves an essential
role by pooling risks and sharing the burden of misfortune, but fulfilling this role
requires an immense amount of trust that the resources will be available when
misfortune strikes. After noting that some ethical problems, such as moral hazard
and adverse selection, are present in all kinds of insurance, the authors explore the
issues specific to three major types of insurance, namely life insurance, property
and casualty insurance, and health insurance. Some of these issues, such as those
involved in attempting to insure against major catastrophes like Hurricane Katrina
and to provide health insurance for everyone, are among the most difficult faced
by society today. They rightly conclude that the resolution of these ethical issues
is, at bottom, “a question of economic justice.”

When people think about ethics in finance, the socially responsible investing
movement (SRI) often comes to mind. SRI is certainly an area of financial activity in
which ethical concerns are most consciously considered. Céline Louche and Steven
Lydenberg, who are, respectively, an academic and an industry professional, bring
their separate perspectives to a study of the movement. In Chapter 21, “Respon-
sible Investing,” they observe that SRI is both an investment product bought by
individual investors and a practice on the part of fund managers to engage with
companies to improve their socially responsible activities. After presenting the his-
tory of SRI, which stretches back to the eighteenth century, Louche and Lydenberg
describe how SRI is carried out in practice, how the industry itself is organized,
and what challenges confront the industry. They note that the financial crisis of
2008–2009 poses both a challenge and an opportunity. SRI stands in opposition
to modern portfolio theory, which has led, to some extent, to the financial crisis;
and although the crisis creates an opportunity for a different approach to invest-
ing, it can be seized only if SRI advocates can successfully develop an alternative
theoretical framework for this investment approach.

Another area of finance that visibly involves ethics is microfinance, which
is widely praised as an effective means for alleviating poverty and empower-
ing women in less developed countries. This practice gained global recognition
in 2006 when Muhammad Yunus and the Grameen Bank, which he founded,
were awarded the Nobel Peace Prize. Chapter 22, “Microfinance,” by Antonio
Argandoña, examines the ethical issues involving this practice. Despite its noble
aims and achievements, microfinance is open to criticism for such features as the
high interest rates charged and the social pressures used to enforce loan collections.
Argandoña observes that much of the criticism both inside and outside the move-
ment results from an unresolved tension between the social mission of microfinance
and the need for financial viability. This tension has become more acute as com-
mercial banks have entered this market with a greater profit orientation than the
Grameen Bank.

FINANCIAL MANAGEMENT
Financial management is a function within a corporation, usually assigned to a
chief financial officer (CFO), that is concerned with raising and deploying capital.
In a sense, a CFO is making investment decisions and managing a portfolio, but
these decisions are not about which securities to hold but about what business
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opportunities to pursue and especially how they are financed. Every corporation
must have a financial structure in which capital is divided between equity, debt,
and other types of obligations. All of these decisions are guided by the objective
of maximizing shareholder wealth. In the United States, the Sarbanes-Oxley Act
assigns the CFO a responsibility to personally attest to the accuracy of financial
statements, and the act also requires that corporations have a code of ethics for
their top financial managers.

The ethical issues in financial management fall into two broad categories: the
ethical obligations or duties of financial managers of a corporation, and the ethical
justification for organizing a corporation with shareholder control and the objective
of shareholder wealth maximization. The former category bears on the decisions
made by financial managers in fulfilling the finance function of a corporation,
and involves the fiduciary duties of financial managers to a corporation and its
shareholders. The latter is a matter largely for government in establishing the laws
of corporate governance; it concerns more theoretical matters about property rights
and social welfare.

The first chapter in Part V on financial management covers this latter category
of the meaning and justification of shareholder wealth maximization (SWM) as
the objective of the corporation, which finance theory posits as the touchstone of
all corporate financial decisions. In Chapter 23, “Shareholder Wealth Maximiza-
tion,” the author, Duane Windsor, focuses primarily on the standard interpretation
and justification of this objective in the finance literature, and on the criticism of
this purely financial view from the perspectives of corporate law and business
ethics, the latter of which encompasses the literatures of corporate social respon-
sibility and stakeholder theory. These critiques are relevant to the assessment of
SMW because, as Windsor writes, “the public corporation is simultaneously pri-
vate property, a web or nexus of contracts, a governmentally licensed and traded
securities registrant, a social benefits entity, and a locus of stakeholder relation-
ships.” He concludes that the financial view, which is based largely on property
rights, may be inadequate both as a justification of the corporate objective in law
and as a practical managerial guide.

Although a company’s financial records are maintained by internal accoun-
tants and certified by external auditors, the CFO of a corporation has ultimate
oversight over financial reporting and is responsible for the presentation of finan-
cial records to investors and the government. In carrying out this responsibility,
CFOs may be tempted to present the records in the most favorable light in ways
that may be described as earnings management. In Chapter 24, “Earnings Manage-
ment,” Leonard J. Brooks, an expert in accounting ethics, explores the large gray
area between the permissible and impermissible in reporting a company’s earnings
and offers practical guidance to CFOs and investors about the acceptable limits
of this widespread practice. Of particular usefulness is his discussion of the red
flags that can alert users of financial statements to questionable or impermissible
earnings management.

In addition to required financial reports, which may be subject to earnings
management, most large corporations maintain an office, staffed by finance pro-
fessionals, to communicate regularly with investors about all manner of financial
information. This investor relations office is typically headed by an investment
relations officer (IRO). Like earnings management, investor relations raises a host
of ethical questions about what information to disclose and how to disclose it.
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These questions are addressed by Cynthia Clark Williams and Lori Verstegen
Ryan in Chapter 25, “Investor Relations.” The answers to these questions, they
argue, are determined, in part, by considerations of what rights investors have
to certain information. In the United States, these questions have been given ad-
ditional urgency by SEC Regulation FD on fair disclosure, which requires that
information be disclosed to all investors and not merely a select few. In addition,
many investor relations offices collect information about the corporations’ own
shareholders, thus raising additional issues about ethical information collection
practices.

Risk is commonly applied in finance to the probability of the expected return
on an investment, as explained in Chapter 26, “Risk Management,” by Peter Young.
In traditional discussions of risk and ethics, the main focus has been on the concept
of moral hazard. However, the concept of risk can also refer to all of the factors that
bear on the profitability and, indeed, the survival of a firm. These factors, which
move beyond mere moral hazard, must be considered in some manner by the top
managers of a corporation, including the CFO, and be reflected in the decisions
they make. Although the management of specific risks has long been done on a
piecemeal basis, a significant change in recent years has been the integration of
these previously disconnected efforts into a coordinated function called enterprise
risk management (ERM). Some firms have even created the position of chief risk
officer to discharge this function. In this chapter, Young seeks to elucidate how
this modern-day ERM is related to ethics. He finds the main link between ERM
and ethics in the way in which risk management is necessarily connected to an
organization’s core values. Indeed, risk management is itself a value that must
be deeply embedded in a corporation’s culture for it to be practiced successfully.
And when practiced well, he writes, “risk-based thinking serves to articulate an
organization’s values with respect to risk, uncertainty, complexity, and ambiguity,
and to inform the decisions and actions that are taken.”

Bankruptcy raises an immense number of ethical issues not only for finan-
cial managers dealing with a financial crisis but also for legislators and judges
who must craft and administer the Bankruptcy Code. For a corporation facing
insolvency, the decision whether to file for bankruptcy protection and for which
kind of protection deeply affects its financial operation and structure. Whether the
choice is to liquidate or reorganize, the firm will have to work with its creditors to
satisfy their claims. If the firm attempts to reorganize, it typically seeks debtor-in-
possession financing to raise new capital. Even before a decision about bankruptcy,
a corporation may make many financial decisions in an effort to avoid bankruptcy,
some of which may benefit shareholders at the expense of bondholders and other
creditors. And a solvent business may take advantage of the Bankruptcy Code to
pursue strategic aims, such as reducing legal judgments or breaking contracts. In
drafting a bankruptcy code, legislators must first overcome the traditional view
that bankruptcy is a moral failing that should not be rewarded, and then draft
a code that strikes the right balance between the rights and interests of debtors
and creditors and between economic efficiency and social well-being. Chapter 27,
“Bankruptcy,” by Ben S. Branch and Jennifer S. Taub, explores these myriad eth-
ical issues in both the historical and contemporary forms and also offers some
illuminating cross-national comparisons.

Like bankruptcy, a merger, acquisition, or takeover is a corporate event that
deeply affects a wide range of constituencies or stakeholder groups and thus raises
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ethical concerns. Although the hostile takeovers of the 1980s, which were strongly
criticized for their adverse effects on workers and communities, are now less fre-
quent occurrences, the pace of friendly mergers and acquisitions has increased as
companies struggle to remain competitive. A challenge for management in these
sometimes wrenching transformations is to maintain the support of employees,
customers, suppliers, and other groups that are critical to a company’s compet-
itiveness. As Anthony F. Buono and Roy A. Wiggins III observe in Chapter 28,
“Acquisitions, Mergers, and Takeovers,” making a merger or acquisition work of-
ten involves attention to such ethical considerations as fair treatment of all parties
and the minimization of adverse impacts. They recommend that, in addition to
the financial, strategic, and legal analyses that are typically undertaken, compa-
nies should also develop a plan for managing the conflicts that inevitably occur in
acquisitions and mergers.

Perhaps no issue involving finance raises greater ethical concern than that of
executive compensation. Outrage is the most common response, according to John
J. McCall in Chapter 29 on this topic, “Executive Compensation.” The fervency of
this outrage is not matched, however, by a clear understanding of exactly what
might be wrong. Is the ethical problem with the form of executive pay, which is
largely in stock options? Is it with the absolute level of pay or with the way in
which pay is set? Why are people outraged with the high compensation to some
executives but not others? Emotion is no substitute for rigorous ethical analysis.
Although McCall sides with the critics of executive compensation, he supports his
view with a careful examination of the arguments in the academic literature that
criticize and support the current system and attempt to answer the more specific
questions.

Boards of directors are ultimately responsible not only for executive compen-
sation but for all financial matters of a corporation from decisions about financial
structure to capital expenditures. Boards are also critical in controlling a firm so
as to avoid financial irregularities. Indeed, many provisions of the Sarbanes-Oxley
Act, passed in 2002 in response to the collapse of Enron, address the composi-
tion and operation of boards, including the requirement that there be a majority
of independent directors. This focus on boards reflects the judgment of Congress
that the financial scandals of that period were due, in large measure, to a lack of
director independence. The need for the independence of directors is dictated not
only by long experience but also by theory, specifically agency theory, which is
discussed in Chapter 7 as an important component of finance theory. According
to this theory, director independence is essential to overcome the agent-principal
problem inherent in the separation of ownership and control. If managers also
serve as directors, then they are, in effect, monitoring themselves. This prob-
lem is especially acute when the CEO of a corporation also serves as the chair-
man of the board, so-called duality. However, CEO duality, which is prevalent in
U.S. corporations, is dictated by organization theory generally and, in particular,
by the idea of the unity of command. The result is identified by Dan R. Dalton
and Catherine M. Dalton as “a collision of theories and a collapsing of applica-
tion.” In Chapter 30, “Boards of Directors,” these management scholars examine
the issues of director independence and CEO duality and the conflict between
theories with a view to contributing to both theory and practice in corporate
governance.
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CONCLUSION
Although finance ethics may lack recognition as a distinct field of study, the chap-
ters in this volume show that the individual topics involved have long been exam-
ined from an ethical point of view and are rich in ethical content. No single volume
could contain all the possibly relevant topics, and some readers may find a subject
of interest omitted. This volume is an attempt, however, to bring together not only
the major topics but also the key scholars in the nascent field of finance ethics to
provide a foundation for further work. The rest is left to the readers of this volume
with the hope that the field of finance ethics flourishes.
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CHAPTER 2

Ethical Implications of Finance
ROBERT W. KOLB
Professor of Finance and the Consider Chair of Applied Ethics,
Loyola University Chicago

INTRODUCTION
Finance is essentially a daughter discipline of economics, and ways of think-
ing in finance owe much to the general field of economics. Yet during the last
half of the twentieth century, finance scholars have developed the general eco-
nomic conceptual framework toward a distinctive finance view of the world. This
chapter proceeds by considering the most salient features of the finance view of
the world and examining these key finance perspectives from a normative point
of view.

The finance discipline often attempts to present itself as an objective science
and to insist that it offers no normative prescriptions. But the finance discipline is,
in fact, essentially prescriptive and normative. For example, the first finance class
that is required of all business students is a course in financial management. In
this course, students are instructed in the proper manner of managing the financial
affairs of a corporation. In virtually all such instruction the course turns on the
familiar models of finance, such as share price maximization and the theory of
efficient markets, which are described later in this chapter.

While finance may posture as a purely scientific discipline and may develop
models in which simplified views of society, firms, and individuals play a crucial
role, the discipline faces the recurring problem of reifying its admittedly simplis-
tic assumptions. In other words, it is a short intellectual leap from “assume that
individuals are selfish and concerned only with cash flows” to “a rational actor is
selfish and concerned only with cash flows” to “one ought to act so as to maximize
the present value of future cash flows.” Thus, there is a tendency for character-
izations of human psychology that are consciously adopted as methodological
fictions to harden into descriptions of the ways that people actually think and be-
have, and eventually to become even a prescription for how people ought to think
and behave.

This chapter considers a number of key concepts in finance. Each section
proceeds by briefly describing some key ideas and then indicating some of their
ethical implications.

23
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KEY ASSUMPTIONS IN FINANCE
At the outset, it is important to emphasize that the characterization of the finance
view of the world in this chapter is a simplification and, to some extent, a carica-
ture. Further, for many in finance the finance view of the world is a methodological
fiction. In particular, for some the truncated view of human psychology that is part
of the finance view of the world is a conscious abstraction designed only to further
the study of financial markets and financial behavior, but it is not intended to be an
accurate characterization of people in general. The two most important views of
human psychology that infuse the classical finance view of the world are a specif-
ically narrow view of rationality and strong assumptions about the wellsprings of
human motivation. The finance worldview also makes strong assumptions about
the nature of the firm. As we will see later in this chapter, some of the verities of
this finance view of the world are under attack from within the discipline, most
notably the rather limited psychology that characterized the discipline of finance
until the past 20 years.

Rationality and Self-Interest

Perhaps one of the most important ideas taken over almost in toto from the broader
field of economics is a narrow view of rationality. In the narrowest finance view, a
rational person is one who takes effective means to secure a given end. The choice
of ends is, of course, conceptually distinct from, but closely related to, the idea of
rationality. We all tend to view someone else from our own point of view and to
judge as irrational people who pursue ends that we regard as self-destructive. As
Herbert Simon makes the point: “Economics sometimes uses the term ‘irrationality’
rather broadly and the term ‘rationality’ correspondingly narrowly, so as to exclude
from the domain of the rational many phenomena that psychology would include
in it.”1

Kenneth Arrow (1986, S388) traces this kind of narrow view of rationality
to the founders of the economic discipline in the eighteenth and nineteenth cen-
turies: “Among the classical economists, such as Smith and Ricardo, rationality had
the limited meaning of preferring more to less: capitalists choose to invest in the
industry yielding the highest rate of return; landlords rent their property to the
highest bidder, while no one pays for land more than it is worth in product.”
At base, Arrow identifies the economic conception of rationality, especially in
the early development of economics, as being concerned with the maximiza-
tion of utility under a budget constraint. For their part, Dobson and Riener
(1996, 21), critics of the ethical implications of finance, find that rationality in
economics and finance is often “defined strictly in terms of the individual pursuit
of pecuniary wealth,”2 although even here it might be more accurate to say that
rationality in finance is the pursuit of wealth and the avoidance of risk.

Dobson and Riener’s definition of rationality moves from the realm of meth-
ods to that of ends. Rather than economics including the pursuit of money in its
conception of rationality, it is more accurate to view the assumption about ends
as an additional assumption of the discipline. Thus, rationality is about means,
while economics makes additional assumptions about ends. Formally, the typical
end that individuals are presumed to seek in the economics discipline is utility, a
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term that is defined as pleasure by some, but more broadly as a kind of satisfaction
by others. This way of specifying the ends that individuals seek stems from the
utilitarians of the nineteenth century, most notably John Stuart Mill, who provided
the classic statement of utilitarianism, and who was also a great early economist.

Saying that individuals maximize utility is highly consonant with the finance
view of the world, because finance tends to regard individuals as supremely self-
interested. However, the notion of utility is so vague that economics reduces it
further and specifies it more precisely in terms of monetary wealth. Money is the
most fungible of goods, and the finance discipline often assumes that the self-
interested ends of human life can be expressed in terms of money alone, as they
certainly could be if all aspects of the goods of human life really could be expressed
in monetary terms. More particularly, finance generally assumes that individuals
maximize utility by capturing high monetary returns while avoiding financial
risk. Based on this key intuition or assumption, finance uses various mathematical
descriptions of investors in which monetary gain contributes to, and risk detracts
from, an individual’s utility.

When these assumptions about human psychology are challenged, virtually all
finance theorists readily acknowledge that they are not realistic. Yet the discipline
as a whole seeks to justify these assumptions using this view of human rationality
and ends on two basic grounds. First, the narrow view of rationality, the assumption
of self-interest, and the collapse of human values to monetary terms are defended
as being methodological simplifications of reality that make it possible to proceed
with financial investigations. There is a tendency (or wish) to liken the making
of these assumptions to the unrealistic assumptions that have proven so useful in
physics—for example, to assume a feather falls in a vacuum. The study of bodies
falling in a vacuum has proven to be of great value in understanding bodies that fall
in our atmosphere, and the methodological hope is that simplifying assumptions
about human nature will be fruitful and elucidating in a similar way for the field
of finance.

Second, these restrictive assumptions about human nature are defended along
the lines that are common in the philosophy of science. Financial economists often
make the argument that the effort upon which they are embarked is not necessarily
to describe the world as it really is in its full complexity, but rather to create a useful
heuristic. In terms of the philosophy of science, the defense is that finance does not
hold a position of scientific realism, but rather that finance takes an instrumental
approach to its discipline in which the value of the discipline can be judged not by
how well its theories correspond to the full complexity of reality, but by how well
finance theories allow us to predict economic behavior and to explain observed
market prices.

Instead of attempting to limn reality, according to this line of reasoning, fi-
nance theory is a mere instrument, and simplifying the world as it does keeps the
discipline tractable, yet allows it to make useful predictions.3 And it is the cor-
respondence of these predictions with subsequent realities that provides the test
of finance and justifies the reasonableness of its simplifying assumptions about
human psychology. Milton Friedman provided the classic statement of this view:
“Positive economics is in principle independent of any particular ethical position
or normative judgments. As Keynes says, it deals with ‘what is,’ not with ‘what
ought to be.’ Its task is to provide a system of generalizations that can be used to
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make correct predictions about the consequences of any change in circumstances.
Its performance is to be judged by the precision, scope, and conformity with ex-
perience of the predictions it yields. In short, positive economics is, or can be, an
‘objective’ science, in precisely the same sense as any of the physical sciences.”4

The Financial Theory of the Firm

Turning from individuals to firms, finance also embraces several strong proposi-
tions. In particular, in the finance view of the world, the corporation is the property
of the shareholders, and the properly managed firm is operated for the sole ben-
efit of the shareholders. In the modern corporation, the managers of the firm are
employees. So in accordance with this outlook, the managers are agents of the
shareholders, who are the principals.

It is often thought that this view of the corporation implies a disregard of other
stakeholders, such as customers, suppliers, and employees. Further, it is often
argued that the corporation, in seeking to maximize benefits for shareholders, will
impose externalities on society. For example, it is often argued that corporations
will pollute rather than internalize the waste products of their own industrial
processes. While these are topics addressed more fully elsewhere in this volume,
the feared consequences need not prevail.

First, the interaction of other stakeholders with the firm is achieved through
contracts, which might be implicit or explicit. In fact, the corporation is often
viewed as a nexus of contracts. According to this view, the firm essentially is a
contracting mechanism. Taking employees as an example, the firm acquires labor
services by contracting with individuals. Presumably, the employees agree to work
for the firm of their own volition and judge themselves better off from so doing.
On this view, employees (and stakeholders, mutatis mutandis) receive adequate
compensation to induce them to willingly provide their services to the firm. Second,
with respect to externalities, virtually all actors face incentives to impose costs on
others rather than to internalize them, and this is certainly true of corporations. But
law, custom, and social pressure restrain firms from fully imposing externalities
on others.

In the finance view of the world, we might say that the firm faces a constrained
optimization problem: Maximize the value of shareholder wealth, subject to a
variety of constraints. Those constraints include factors such as fair dealing with
stakeholders, along with laws, regulations, and social pressures that effectively
require the firm to internalize many of the costs it would prefer to externalize.
The remainder of this chapter considers a number of key concepts in finance. Each
section proceeds by briefly describing the key idea, and then indicating some of its
ethical implications.

THE TIME VALUE OF MONEY
The simple idea that money has a time value is the foundational concept of all
finance: A dollar received today is worth more than a dollar received tomorrow.
The proof of the idea is that a dollar in hand today, a present value, can be converted
into a larger number of dollars in the future, a future value, by investment. The
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relationship between present value, PV, and future value, FV, is mediated by the
rate of interest per period, r, and the number of periods between the present value
and future value dates, T, and can be expressed formally as:

PV = F V
(1 + r )T

In freely functioning financial markets, except in the most bizarre and extraor-
dinary instance, the interest rate is above zero, and the future value will exceed
the present value. The value of r depends primarily on three factors: the real rate
of return on physical capital at the margin,5 the expected inflation rate over the
horizon from the present to the future value date, and the riskiness of the borrower
to whom money is lent or the risk of the investment that is undertaken.

The time value of money relates directly to the concept of usury, the unethical
demanding of interest on a loan. Usury comes in two forms. First, some claim that
charging any interest for a loan is unethical, and so demanding any interest is also
unethical. This view is most often associated with religious traditions such as the
Islamic concept of riba and the Orthodox Jewish and traditional Roman Catholic
proscription against charging any interest. A weaker concept of usury stipulates
that it is unethical to charge an inappropriately high or excessive rate of interest.
Even in contemporary times, this weaker concept of usury is enshrined in the laws
of many countries.6

In the strict finance view of the world, usury is meaningless. Instead, interest
rates are devoid of moral significance, and any interest rate that emerges from
the interplay of supply and demand in markets free of deception and coercion is
entirely unproblematic. Because the time value of money is the essential concept
of finance, those who believe that either kind of usury is unethical must find
also that finance is fundamentally unethical. However, many finance academics
and practitioners would concede that some practices of charging interest can be
excessive and abusive, especially when the borrower is poor or naı̈ve.

RISK, RISK AVERSION, AND EXPECTED RETURN
Consider a situation in which investment in a U.S. Treasury obligation can earn
6 percent over the next year. This investment is riskless in the sense that there is
no risk that the debtor will fail to pay as promised. (In finance, such an investment
is said to have zero credit risk.) Now consider a class of investments that are
similarly structured, except that these investments have a 20 percent chance that
the borrower will default on the loan and will repay nothing at all, so that the lender
loses both the promised interest as well as the principal that was lent. To expect
to capture the same return of 6 percent, lending to this riskier class of borrowers
would have to be at a rate of 32.5 percent, because there is only an 80 percent
chance that the borrower will make the promised payment. (For example, assume
the loan amount is $1,000. Then there is an 80 percent chance the borrower will
pay the principal plus interest of $1,325, and a 20 percent chance the borrower will
pay zero. The expected payoff is then: 0.8($1,325) + 0.2(0) = $1,060, for a 6 percent
expected return.) Thus, given the finance view of the world in which the goal is to
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maximize monetary gain, risky investments must have a higher promised return
than riskless investments, and so those who are thought to have a higher risk of
defaulting on their financial obligations must be charged a higher promised rate
of interest.

The actual situation is much harsher than this simple example would sug-
gest. In that example, the arithmetic of lending shows that a promised return of
32.5 percent must be required to yield an expected return of 6 percent if there is
a 20 percent chance of the borrower defaulting. But lending at 32.5 percent to the
risky borrower only offers an expected return of 6 percent. Yet lending to the U.S.
Treasury in this example yields a certain return of 6 percent. Why would anyone
invest to get a risky return of 6 percent when a certain return of the same amount
is available? From the finance point of view, the answer is that no one would make
the risky loan without demanding an interest rate even higher than 32.5 percent.

The discipline of finance assumes that people are risk averse—that is, that they
prefer to avoid risk. This assumption reflects a view of human nature that is well-
confirmed for most people in most situations. If a lender is risk averse, the lender
must be compensated with the promise of higher expected returns to be induced to
lend to a risky borrower. In our continuing example, charging a rate of 32.5 percent
only gives a risky expected return of 6 percent, which merely equals the certain
return from investing in U.S. Treasuries. If lenders are risk averse, they must be
promised an extra return over 32.5 percent to yield a risky expected return that
exceeds the certain 6 percent return on offer from the U.S. Treasury. This additional
expected return is necessary in order to overcome the lender’s risk aversion.

If people are risk averse, then they will prefer to avoid risk. Yet there is unavoid-
able risk in the world. If risky, yet beneficial, investments are to be undertaken,
such as starting businesses, building new plants, engaging in pharmaceutical re-
search, and so on, then someone must bear the risk of those investments. The
finance discipline looks at the bearing of risk as a service to society, and the bearing
of risk is a service that must be, and deserves to be, compensated with a higher
expected return. From the finance point of view, the rational promised yield on
the loan of the example must exceed 32.5 percent to compensate for the expected
defaults and for the service of risk bearing. Note that we have not said how much
more than 32.5 percent the promised interest rate must be—that depends on the
degree of risk aversion of those in the market.

The line of reasoning illustrated by the previous example helps to explain
some frequently observed business practices that are often held to be immoral. For
example, it is a commonplace that businesses which operate in poor neighborhoods
charge higher prices than those that operate in wealthier neighborhoods. Further,
it seems to be the case that borrowers who are generally more financially naı̈ve,
poorer, of color, and less able to bear the hardship of higher interest rates are
exactly those people who are charged the highest interest rates. In the finance view
of the world, all of those factors are irrelevant. The goal of running a business
or making loans is to maximize financial gain while avoiding risk, not to aid the
borrower or to alleviate the hardships of the less well-off. Instead, it is a simple
fact that to keep oneself financially whole, loans to riskier borrowers must bear a
higher promised rate of interest. Similarly, if the location of a business makes it
more subject to greater pilferage, greater hazard of vandalism, greater chance of
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customers’ failing to pay, and so on, that business must charge higher prices to
earn the same risk-adjusted return that is available elsewhere.

Firms are often criticized for those business practices that the risk-adjusted
approach to investing counsels. If firms charge more in ghettos, they are seen
as exploitative, for example. But for the firm committed to shareholder wealth
maximization the alternative would be to abandon such markets altogether, leaving
potential customers in those markets even worse off.

THE PRICE OF RISK-BEARING SERVICES
The previous section explained why the service of bearing risk is valuable to soci-
ety and why those who bear risk demand compensation for that service, at least
according to the finance view of the world. However, the previous section made
no attempt to specify the price that investors require for bearing risk. Pricing the
service of risk bearing has been one of the greatest problems faced by finance, and
giving reasonable answers to this question has been one of the greatest achieve-
ments of the discipline. Statistical methods for the measurement of risk are typi-
cally used in finance and become mathematically complex. However, this section
discusses the measurement and pricing of risk in more conceptual terms.

Consider again the example of lending to a borrower with a 20 percent chance
of complete default. If a bank makes one loan of $100 to a single customer,
the outcome will be either the repayment of the $100 plus interest in excess of
32.5 percent or zero. Obviously, the difference between these outcomes is extreme,
and for a single loan the default experience will be either zero or 100 percent, nei-
ther of which is even remotely close to the 20 percent chance of default stipulated
in the example. However, if the bank makes thousands of such loans to many such
borrowers, it can expect the overall performance of the loan portfolio to match the
terms of our example much more closely. That is, with a large sample of loans,
and assuming that the probability of default of any one borrower is 20 percent, the
default experience for the total portfolio of loans should be close to 20 percent.

Whether this turns out to be the actual result depends in large part on the
accuracy of the prediction of a 20 percent chance of default for a single borrower,
but it also depends on how likely the defaults are to be correlated across borrowers.
For example, if an economic recession affects many borrowers, then there are
likely to be more defaults than the 20 percent predicted. This example shows that
diversifying across risky investment projects—the loans to individual borrowers
in our example—can reduce the risk of the overall investment project, and that the
effectiveness of the diversification will depend on the degree of correlation among
the different individual investment projects.

In terms of our example, for any one loan made at 32.5 percent with a 20 percent
chance of default, the expected return on the loan would be 6 percent, but making
one such loan is extremely risky. By diversifying across many borrowers, each
with a 20 percent chance of default that is uncorrelated with other borrowers, the
expected return on the portfolio of loans would still be 6 percent, but the riskiness
of that entire portfolio would be much lower than the risk of a single loan. Thus,
one of the great contributions of finance in the twentieth century was to provide a
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Exhibit 2.1 The Capital Asset Pricing Model with the Security Market Line

mathematical measure of investment risk, to show how diversification reduces that
risk, and to develop a technique to calculate the total risk of a diversified portfolio
based on the risk of the individual investments in the portfolio and the degree
of correlation in investment returns among the individual assets that comprise
the investment.

According to the capital asset pricing model (CAPM), the expected rate of
return on an asset j, E(Rj), equals the risk-free rate of interest, Rf, plus a measure
of the undiversifiable risk associated with that asset, �j, the asset’s beta, times the
expected return on the market minus the risk-free rate, E(Rm) – Rf:

E(Rj ) = Rf + � j [E(Rm) − Rf ]

Exhibit 2.1 presents the security market line (SML), which shows the equilib-
rium expected rate of return as a function of undiversifiable, or systematic, risk.
The SML indicates that the minimum expected return for an asset is the risk-free
rate which compensates an investor merely for the use of funds over time, but not
for bearing risk. By definition, the entire market, the market portfolio, has a beta of
1.0, and earns a premium over the risk-free rate that is determined by the willing-
ness to bear risk of the collection of individuals that comprise the entire economy.
Assets with less undiversifiable risk (a lower beta) than that of the market have a
lower expected return, such as asset j in the graph.

Thus, if the market is in equilibrium, an investor receives the risk-free rate for
sacrificing the use of money plus a risk premium for bearing undiversifiable risk.
So, in the finance view of the world, we might even say that an investor is entitled to
the risk-free rate for sacrificing the current use of money, and deserves compensation
for bearing undiversifiable risk, which is a service to society. While the CAPM is
presented as a purely descriptive analysis of how the market functions, the model
also clearly has a normative subtext.
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One of the most striking implications is the focus on only systematic risk, as this
is the only risk that the market prices according to the CAPM. The development
of the CAPM assumes that transaction costs are zero, so investors can trade to
fully diversify their portfolio. In contrast with a fully diversified portfolio a single
security embodies a total amount of risk, which can be partitioned into two kinds
of risk: systematic risk or nondiversifiable risk, and nonsystematic or diversifiable
risk. By holding a fully diversified portfolio, all of the diversifiable risk of all of the
securities is eliminated, and the remaining risk of the portfolio is simply systematic
or nondiversifiable risk.

If a firm holds constant its systematic risk, but increases its nonsystematic
risk, there should be no effect on prices, it might seem. This implies that firms
should not worry about bankruptcy risk and its effect on employees and other
stakeholders of the firm. Further, it also implies that firms should not attempt
to manage bankruptcy risk, as it is a waste of resources from the shareholders’
point of view, because investors can diversify away the nonsystematic risk of
each particular firm. As we will see in the discussion of risk management later in
this chapter, this line of argument, although once widely regarded as persuasive,
requires significant modification.

NET PRESENT VALUE AND CORPORATE
FINANCIAL MANAGEMENT
The normative dimension of the CAPM becomes apparent in the teaching of the
practice of the financial management of corporations. In virtually all business
schools, the first finance course required of all business majors focuses on the
financial management of corporations, and, more specifically, it concentrates on
how the firm should be operated. In particular, in the finance view of the world
the key task of the financial manager is capital budgeting—the allocation of the
firm’s capital to investment projects in order to increase the value of the firm and
create wealth.

The key principle of capital budgeting is that the firm should undertake projects
that have a positive net present value (NPV) because these projects increase the
value of the firm. A project has a positive NPV if all incremental cash flows asso-
ciated with the project, including both cash outflows for investment outlays and
cash inflows from revenues, have a positive value when they are discounted to the
present—the time when the investment decision is made.

Key to this analysis is selecting the appropriate interest rate at which to dis-
count the future cash flows associated with the project. This discount rate is given
by the SML, because a project with a given systematic risk should be discounted at
the market’s equilibrium rate of return commensurate with that level of systematic
risk. Exhibit 2.2 shows the security market line with two new projects, Project x and
Project y. In terms of the graph, the financial manager should invest in projects that
lie above the security market line (e.g., Project x) and refuse to invest in projects
that lie below the SML (e.g., Project y). (The financial manager should be indifferent
to projects that lie on the SML: They merely earn the required rate of return (RRR)
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Exhibit 2.2 The Capital Asset Pricing Model with Projects in Disequilibrium

and neither augment nor diminish the value of the firm.) In Exhibit 2.2, note that
Project x has a lower expected return than Project y, but Project x is nonetheless
desirable, because it has an expected return above its RRR, which is a function of
the project’s systematic risk. Accepting or rejecting Project y is a matter of indiffer-
ence, as its expected return is just commensurate with its systemic risk, and Project
z should be rejected as its expected return lies below its RRR.

FINANCE, CORPORATE GOVERNANCE, AND THE
GOAL OF THE FIRM
Implicit in the standard analysis of capital budgeting and the CAPM is a very
clear view of the nature of the firm and the principles that should govern the
practice of finance in firms. The goal of capital budgeting is to find and invest in
projects that increase the value of the firm in general and, more specifically, increase
shareholder wealth, or equivalently, the price of the firm’s shares. Whether such a
project benefits society as a whole or contributes to the public weal in some way is
completely irrelevant in financial management. However, it should be emphasized
that firms that undertake profitable investment projects contribute to the wealth of
society and that this is a major contribution of business to societal well-being.

Consider a project that earns exactly its RRR, but throws off benefits to the
community as a whole. Such a project does not benefit the firm’s shareholders but
would benefit others. In the finance view of the world, the firm should be indifferent
to this project. It might be argued that such a project would indirectly benefit the
firm’s shareholders by enhancing the reputation of the firm and inducing higher
sales for the firm. But in a proper capital budgeting analysis, those reputational
benefits and the higher sales associated with them should be included in the capital
budgeting analysis, which would make the project have a positive NPV, thereby
contributing to the total wealth and well-being of society.
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So the acid test of capital budgeting is simply whether a project is expected
to benefit the firm’s shareholders after all incremental effects of the project on
shareholder wealth are considered. A project that is expected to earn even the
slightest amount below its RRR, yet yield huge benefits to others, should be rejected.
In the finance view of the world, the firm is not an eleemosynary institution!

Thus, the finance view of the world embodies a particular view of the na-
ture and goal of the firm. Specifically, the shareholders own the firm, and the
financial manager is an agent of the shareholders whose job is to identify and
undertake projects that contribute to the wealth of the firm’s owners. This agency
theoretic view of the firm contrasts with the stakeholder theory, which maintains
that the firm should aim to benefit a wide variety of the firm’s constituents, or
stakeholders, which would include shareholders, employees, customers, suppli-
ers, and the wider community at large. While the firm operated along agency the-
oretic lines does not aim at benefiting these other stakeholders, it certainly does so
through its relationship with them. For example, the firm contracts with employees,
customers, and suppliers in voluntary relationships that bring benefits to all par-
ties. Further, firms benefit the broader society by the wealth they create and the
taxes they pay, along with aiding all of the parties who enter into voluntary
relationships with the firm.

Agency theory and stakeholder theory are discussed at length elsewhere in this
volume. But the important contrast here turns on the goal of financial management.
A firm operated in strict accordance with the finance view of the world may, in fact,
treat its employees and other stakeholders just as well as a stakeholder-operated
firm. In the finance view of the world, the right way to treat employees, for example,
is determined by the policy that will benefit the firm’s shareholders. Subject to
constraints of law and societal demands, the firm should treat employees in a way
that maximizes the firm’s share price, and this goal might justify the most generous
treatment of employees, but it might just as well warrant the most niggardly terms
of employment. The same comment would apply to other stakeholders, such as
customers, suppliers, and so on.

The Efficient Markets Hypothesis

A market can be efficient in either an operational or an informational sense. An
operationally efficient market functions smoothly, rapidly, and accurately by con-
veying orders to the market, executing them quickly at the best price available, and
reporting the results of the transaction in a timely manner. A market is informa-
tionally efficient if prices in a market fully reflect a particular body of information.
The efficient market hypothesis (EMH) is a theory that pertains to informational
efficiency in financial markets, such as the stock market or the market for U.S.
Treasury securities. The EMH does not pertain to nonsecurity markets such as the
market for labor, homes, and other services or real assets. Stated more formally: A
market is efficient with respect to a given information set if prices in that market
at all times fully reflect that information.

Thus, different versions of the EMH can be elaborated by specifying alterna-
tive information sets. Based on Eugene Fama’s classic article (1970), it is customary
to distinguish three versions of the EMH: the weak, semi-strong, and strong. Ac-
cording to the weak form of the EMH, security prices fully reflect all historical
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price data. The information set for the semi-strong hypothesis is all publicly avail-
able information, including earnings announcements, news articles, government
statistics, and so on. Finally, the strong form EMH asserts that markets fully reflect
all information, whether public or private. Private information includes unan-
nounced company information such as sales data, pending earnings announce-
ments, pending merger announcements, contemplated Federal Reserve actions,
and new discoveries not yet made public. The truth of a given version of the EMH
implies that it is impossible to use the specified information set to direct a profitable
trading strategy.

For a long period, ongoing research strongly confirmed the weak form EMH,
essentially supported the semi-strong EMH, and continually provided evidence
against the strong form EMH. In recent years, the weight of evidence has been
swinging against the semi-strong EMH, and today few believe that the semi-strong
version is true. Nonetheless, most finance theorists still agree that the semi-strong
version provides a useful heuristic or starting point for the examination of secu-
rity markets and that the approximate semi-strong efficiency of well-developed
financial markets justifies a very critical examination of claims of inefficiency.

The EMH can be related to the security market line of Exhibit 2.1. If the EMH is
true, and if the market is in equilibrium, then all securities lie on the SML. Note that
the EMH pertains only to security markets, not to real investment opportunities,
such as developing new cars or discovering new pharmaceuticals. Thus, even if
the EMH is literally and exactly true, real investment can still earn economic rents.

Research continues to support the weak form EMH, and the strong form has
long been shown to be false. Further, nonpublic information is essentially inside
information, and using most forms of nonpublic information to guide a trading
strategy is illegal. If the weak form were shown to be false, and the strong form
shown to be true, but the information pertaining to the strong form is generally
illegal to exploit and only available to insiders anyway, the semi-strong EMH
is the most important, focusing as it does on information available to all with
a reasonable prospect of being useful to the investor. Thus, this section focuses
on the semi-strong form of the EMH, which for a long period garnered the alle-
giance of many in finance and still provides a key starting point for understanding
security markets.

If the semi-strong version of the EMH is true, many normal activities that one
might pursue as an investor make no sense. For the investor there is no point in
studying financial statements issued by firms, and economic data are useless. If
the semi-strong EMH is true, all of that information is already reflected in security
prices and none of that information can be used to derive profits from investing. In
such a situation, an investor might just passively hold a fully diversified portfolio
to avoid unsystematic risk, such as a stock market index fund or exchange-traded
fund (ETF).7

While presented as an empirical hypothesis, the truth of the EMH would
entail a strong prescriptive element and should change investors’ behavior. The
semi-strong EMH effectively counsels: “Don’t waste your time studying markets or
economic data; all such information is already reflected in security prices.” But this
counsel masks an inherent paradox. If information is already reflected in prices, it
must be because market participants have already absorbed that information and
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acted on it in their own trading. It is actual buying and selling that moves prices
and makes the current price reflect the new information. So the truth of the EMH
effectively depends on the immediate absorption of the information that the EMH
holds to be irrelevant to guiding a trading strategy. If the semi-strong EMH is true,
investors have the opportunity to be free riders, not paying attention to the flow of
financial and economic news, but knowing that others have already considered this
and ensured that the value of that news is reflected in security prices. Of course,
this practice has the general ethical difficulty of all free rider problems. Some have
even seen this paradox as leading to investor nihilism about the value of studying
markets (Horrigan, 1997).

If the semi-strong version of the EMH is true, then the current market price
is always right in the sense of being the best attainable estimate of the true value
of a security. The truth of this hypothesis short-circuits much ordinary discourse
that appears to be reasonable. To argue that a security is overpriced, for example,
would be foolish, because the market would already have aggregated all useful
information. Similarly, saying that tech stock prices were inflated in 2000 or that U.S.
home prices were excessively high in 2006 could hardly be plausible or meaningful,
given the truth of the semi-strong EMH hypothesis. In short, the semi-strong
hypothesis renders otiose much of our normal talk about the value of securities
and other financial assets.

OPTION PRICING THEORY
One of the simplest kinds of options is a plain vanilla option to buy a stock, which
is a call, or to sell a stock, which is a put. These options trade on organized ex-
changes, such as the Chicago Board Options Exchange. There is no preexisting
supply of options. Instead, options are contracts that traders create when they
trade. For a transaction to occur, there must be a buyer and seller for every option.
This means that, ignoring transactions costs, option trading is a zero-sum game,
with the buyer’s gains being the seller’s losses, and vice versa.8 While this may
make it appear that option trading has no social value and is merely a form of gam-
bling, this is definitely not the case. As explained elsewhere in this volume, option
trading plays a crucial role in managing risk and in providing price information to
market participants.

In buying a call option, the purchaser pays the option price (premium), and
owning the option confers the right to purchase the underlying stock at a given
price (the strike price or the exercise price) with that right persisting until a specified
time (the option’s expiration). The seller of a call receives payment of the option
premium and promises to deliver the underlying stock in exchange for the strike
price if the option purchaser so demands. Put options work similarly, but give the
owner the right to sell the option at a specified price, while the put seller promises
to buy the underlying stock at the strike price if the purchaser of the put option
so demands.

One of the great triumphs of modern finance is the option pricing model,
which was first definitively developed by Myron Scholes and Fischer Black and
almost immediately extended by Robert Merton.9 (Scholes and Merton received
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the Nobel Prize in economics for their work on options; Black died before the
award was made.) For a standard stock option, option pricing theory expresses the
value of an option as a function of five factors: the stock price, the exercise price,
the time until expiration, the risk-free rate of interest, and the riskiness of the stock.
Most interestingly, the riskiness of the underlying stock is extremely crucial to the
pricing level, and the value of an option increases with the riskiness of the stock.

Option pricing theory was soon extended to the analysis of many types of fi-
nancial instruments besides options themselves, and it soon developed that many
other kinds of nonfinancial contracts and investment opportunities can be un-
derstood by using the insights of option pricing theory. For example, consider a
corporation with two securities, stock and debt. We may view the stockholders as
holding a call option on the value of the firm, with the exercise price being the
promised payments to the bondholders. That is, if the firm pays off the bondhold-
ers, the stockholders own the firm free and clear. But because owning a stock is
effectively owning a call option on the firm, management can increase the value
of the stock by increasing the overall risk of the firm. Surprising the bondholders
with a big increase in risk makes the firm’s bonds riskier and worth less, but this
policy makes the shares more valuable and effectively transfers wealth from the
bondholders to the stockholders.

If the firm is operated solely for the benefit of the shareholders in accordance
with the precepts of the agency theoretic view of the firm, then the managers have
a strong incentive to posture as a low-risk firm, issue bonds, and then suddenly
increase the risk of the firm. Obviously, such a practice involves considerable
deceit to fool the bondholders. If the bondholders are not tricked into believing
that the firm will maintain the low-risk policies, they will demand a higher rate
of interest to cover the firm’s greater risk. (Potential bondholders are well aware
of this possibility of deceit, and complicated bonding and signaling arrangements
help to mitigate these adverse incentives. Discussion of these more technical topics
is beyond the scope of this chapter.)

Many financial contracts have option features as well, and some of these have
become extremely important in the financial crisis of 2007–2009. For a home buyer
with a mortgage, the mortgage gives the buyer at least two important options. First,
the mortgage contains the option for the buyer to prepay the mortgage. When
market interest rates drop below the loan rate on the mortgage, home owners
routinely exercise their mortgage by prepaying the original loan and refinancing at
the new lower rates. The second option is more interesting from a normative point
of view. When one buys a home with mortgage financing, the buyer promises
to make a specified sequence of payments, and this promise is not conditional
on the future value of the home. Nonetheless, in some states, the home owner has
the option by law to default on the mortgage, and the lender cannot attempt to seize
the defaulter’s other assets.10 This option only has value to the home owner if the
mortgage balance exceeds the value of the house—that is, if the house is underwater.
In defaulting, the mortgagor loses the down payment (which is the purchase price
of the option from the point of view of option theory) and delivers the house to the
lender. In option terms, the profit to the home owner from defaulting (exercising
the option) is the difference between the higher mortgage balance the home owner
escapes paying and the lower value of the home the defaulter sacrifices. In this
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situation, the mortgagor effectively exercises a put option to compel the lender to
pay the outstanding mortgage balance for a house worth less than this amount.

It may be argued plausibly that option pricing theory is a purely intellectual
endeavor, but it may also be the case that coming to see the world in terms of
options may stimulate unethical behavior. For example, in the case of the firm
with bondholders, the analysis clarifies the firm’s incentives to posture as a low-
risk form to deceive and exploit the bondholders. Similarly, viewing the financing
of a house as, in part, the acquisition of a put option may lead home owners to
default on their promised payments. During the crisis of 2007–2009, there were
many televised discussions of this kind of strategy with some pundits explicitly
advising this kind of default. At the same time, others publicly denounced such a
practice and insisted that the promised payments were a valid obligation, even if
the mortgage balance exceeded the value of the home.

The ethics of exercising this default option are quite interesting. Should we
view the mortgage contract as containing an option that is understood by both
parties and reflected in the interest rate embedded in the mortgage? Perhaps the
lender reasons: “This state requires that I give the home owner the option to de-
fault on the mortgage loan without my having any remedy. Therefore, I must
charge a higher interest rate to cover the chance of this eventuality.” Viewed in
such a context, the defaulter might be justified in taking advantage of just one
among many terms in the mortgage. After all, viewed in this way, the home
owner has been effectively paying the lender for granting the option by paying
the higher interest rate that the lender demanded to cover the granting of the
option to default. Alternatively, the default might be viewed as the simple break-
ing of the mortgage promise, with the borrower having no real right to exercise
the option. A more likely understanding is that the financial institution is well
aware of this mortgage feature at inception and the home buyer is unaware of
the option. When the property becomes distressed, the buyer then might turn to
default as a desperate expedient.

When options are traded in security markets, the rights and privileges as-
sociated with purchasing and exercising options are clear. Problems arise in
more complicated situations such as the shareholder/bondholder and mortgagee/
mortgagor examples. The shareholder/bondholder situation involves at least an
implicit representation that the firm will be operated in one manner, but making
the option more valuable by raising the risk level of the firm requires deceiving the
bondholders. For the mortgagor, viewing the home financing in option terms may
encourage debtors to ignore their promise of repayment with its moral obligation
and to follow a path of greater financial expediency.

RISK MANAGEMENT
Finance is an infant intellectual discipline, tracing its origins only to the 1950s.11

To this point, this chapter has described a kind of classical view of the field as it
was developed up until about 1980–1985. So it is perhaps not surprising that early
models in the field are excessively abstract and fail to capture the full complexity
of human thought and behavior. But there are at least two developing subfields
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within finance that call into question the initial verities that seemed so secure at one
time, such as the CAPM, the efficient markets hypothesis, and the view that a psy-
chology of purely self-interested behavior was sufficient to understand financial
markets. These two new developments are a greater appreciation of risk man-
agement and the emergence of behavioral finance. This section discusses briefly
some recent thinking regarding risk management, while the next section considers
behavioral finance.

In the classical view of finance, securities are priced according to the CAPM and
investors need only consider the systematic risk of securities, so the nonsystematic
risk that results from corporate decision making need not be considered. One
of the implications of this outlook is that a firm has no need to avoid the risks
of bankruptcy and the possible dissolution of the firm because well-diversified
investors can insulate themselves very effectively from the demise of a single firm.
Viewed in the harshest light, a firm operated in such a manner would give no
weight to the interest of employees in maintaining their employment and incomes,
for example. Nonetheless, virtually all firms invest heavily in risk management
aimed at preventing bankruptcy. This almost universal risk management behavior
presents a challenge to the classical view of finance.

One of the explicit assumptions that buttresses the CAPM is the assumption
that there are no transaction costs. But this is clearly false in actual markets and
for actual firms. Financial distress and bankruptcy, to take a particularly salient
example, involve real costs. For example, if a firm is in financial distress, it is un-
able to undertake profitable investment opportunities. Similarly, when firms enter
bankruptcy, real assets (e.g., plant and equipment) are left idle and fail to earn
a return that would otherwise be garnered. Thus, one simple justification of risk
management is that it can reduce the future expected real costs of financial distress
and bankruptcy, thereby increasing the current value of the firm. Finance theo-
rists are not only now working to develop new techniques of risk management
but are also striving to justify the risk management behavior that businesses con-
tinue to pursue.12

From this simple example it is possible to derive a basic lesson about the future
of finance and its implication for the ethical management of firms. The disregard
of employees and other stakeholders counseled by standard finance theory has
long been decried as an unethical implication of finance and its focus on share-
holder wealth maximization. With the presently emerging understanding of how
managing total risk contributes to maximizing the value of the firm, there is also a
greater understanding of firm policies that protect employees and other stakehold-
ers by justifying more concern with firm survival. In short, a richer understanding
of finance helps to ameliorate the apparent conflict between the counsels of fi-
nance theory and the treatment of nonshareholder stakeholders. This is even more
apparent in the field of behavioral finance.

BEHAVIORAL FINANCE
Much business and investor behavior is irrational—at least if we limit our concep-
tion of rationality to that of the rational economic man, an actor who merely
seeks to maximize utility defined in terms of securing monetary gain while
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avoiding risk. Behavioral finance documents departures from this kind of rational-
ity and attempts to extend the boundaries of the finance discipline to understand
the broad range of human behavior that fails to conform to this truncated concep-
tion of rationality.13 This section focuses on just two important aspect of behavioral
finance: the attack on the EMH and the importance of fairness.

In standard finance theory, the current stock price equals the present value
of all future dividends from the stock. Changes in the price of the stock reflect
changing assessment of the value of that future dividend stream, and buying and
selling the stock over time may give capital gains and losses to some investors,
but the value of the share, like any asset, is the present value of the stream of cash
flows that come from that asset. As such, the current stock price is an estimator of
those future cash flows. If that is the case, the EMH implies that the current stock
price, the estimator, should be less volatile than that which is estimated, namely
the present value of the future stream of dividends. Yet this is not the case. Stock
prices seem to exhibit excessive volatility, indicating that the market cannot be
efficient (Shiller 1989, 2003). In other words, stock prices fail to conform to the
so-called rational model of classical finance. Early evidence against the EMH was
greeted with a strong defense of the EMH, but now behavioral finance seems to
have prevailed, and most scholars agree that the claims of the EMH now require
significant modification.14

This kind of realization opens the door to a better understanding of asset bub-
bles, such as the historical tulip craze in Holland, the dot-com frenzy of the turn of
the twenty-first century, and the U.S. housing bubble of 2003–2006. The realization
that problems with the EMH suggest that humans are not purely rational and un-
emotional financial discounting machines opens the door to a richer understanding
of human rationality that has strong ethical implications. As a second strand of
behavioral finance indicates, a richer finance theory has to take into account our
ideas of fairness as well.

Consider a simple experiment, the ultimatum bargaining game, which requires
only two players. One person is given $100 and told that she can divide the cash into
two portions in any way she sees fit. She keeps one portion and offers the second
portion to the other person. If the second person accepts the offered portion, both
parties keep their respective portions. But if the second person refuses the offer,
then both parties receive zero. If people behave in accordance with the classical
finance definition of rationality, she who allocates the portions will retain $99.99
and grant only $0.01 to the second person. Likewise, the second person realizes
that a penny is better than nothing and that his utility will increase if he accepts
the meager grant.

But of course, people do not behave this way, as mere reflection quickly con-
firms and as formal experiments have validated. If the second person receives too
little, he will punish the divider by withholding acceptance and forgoing the mea-
ger grant, even though inflicting the punishment requires sacrificing some money.
An extremely unequal (or perhaps any unequal) division offends against our sense
of fairness, and we tend to punish those who treat us unfairly. As one of the found-
ing articles in behavioral economics has noted: “Even profit-maximizing firms will
have an incentive to act in a manner that is perceived as fair if the individuals with
whom they deal are willing to resist unfair transactions and punish unfair firms at
some cost to themselves” (Kahneman, Knetsch, and Thaler, 1986, S285).
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Thus, the firm that seeks to maximize shareholder wealth by treating other
stakeholders according to the precepts of rational economic man will fail to secure
the intended goal. All successful firms know that they must treat their employees
and customers with a modicum of dignity, respect, and fairness. They cannot
treat these constituencies with blatant unfairness and escape reprisal. Thus, an
adequate finance theory must expand its conception of rationality to correspond
more accurately to human nature and must adjust its prescriptions for financial
management to a model more true to human behavior.

CONCLUSION
The basic argument of this chapter has focused on the truncated concept of human
psychology that originated in economics and has been embraced by finance in
which humans are presumed to maximize their personal utility by seeking only
monetary wealth while avoiding financial risk. While this conception of human
rationality may have been postulated initially as a pure methodological fiction, it
soon hardened into a description of how people actually behave, and even became
a presumption about how one ought to manage firms and investments. During
the period of classical finance, say from 1950 to 1985, this model of human nature
and its financial implications were applied to the particular problems of finance,
such as the time value of money, capital asset pricing, diversification, portfolio
management, and option pricing theory.

Of course, the real world of business has never operated with the impover-
ished understanding of humans which the classical period of finance presupposed,
although many particular firms and individuals may have erred in that direction.
The ethical problems of finance generally stem from acting too strongly in accor-
dance with this diminished view of humans as rational economic men. Yet this
conception of human nature, limited as it obviously is, allowed finance to offer a
powerful, if incomplete, view of human behavior in financial markets. The field of
finance is now in a process of maturation, and this chapter has argued that much of
that maturation turns on an enlarged understanding of the wellsprings of human
actions, which will enrich the field of finance in the predictive power of its positive
aspect and should improve the normative guidance that the field offers to financial
managers.

NOTES
1. Simon (1986).

2. Dobson and Riener (1996).

3. This is the contrast between scientific realism and instrumentalism. According to sci-
entific realism, science describes the world as it really is, so the entities that science
acknowledges create an entire ontology. By contrast, instrumentalism holds that science
is concerned with making useful and testable predictions, and its postulation of various
entities is undertaken for the purpose of facilitating scientific discourse and making pre-
dictions, not to build an ontology. For the contrast between these views, with a decided
preference for scientific realism, see Sellars (1965).
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4. Friedman (1966, 3–16). This is a clear statement of Friedman’s preference for instrumen-
talism over scientific realism.

5. A simple example of return on physical capital is agricultural investment, such as
planting wheat and reaping a harvest, or acquiring a machine and using it to make
a product. In a running economy, the most beneficial real investments have already
been undertaken, yet some opportunities remain, even if they earn a lower return.
The marginal real rate of capital in a given economy is the rate of return on the most
productive investment opportunity that remains available.

6. For a discussion of the historical meaning of usury and a discussion of the ethics of
usury, see Lewison (1999); and Mews and Ibrahim (2007). For two articles that give
strong emphasis to the history of ideas, see Taeusch (1942); and Persky (2007).

7. For a recent appraisal of criticisms of the EMH, and for a spirited defense of the EMH,
see Malkiel (2003).

8. For a discussion of option pricing and other issues related to financial derivatives, see
Kolb and Overdahl (2010); and Robert W. Kolb and James A. Overdahl (2007).

9. For the original articles, see Black and Scholes (1973); and Merton (1973).

10. These are states with nonrecourse mortgage lending laws. Other state allow recourse,
while some states offer nonrecourse terms to certain kinds of borrowers (e.g., the
elderly), but deny this protection to others.

11. Many would identify modern finance as beginning with the development of portfolio
theory in 1952: Markowitz (1952).

12. For a defense of risk management in the face of the received view of classical finance,
see Smithson and Simkins (2005).

13. For surveys of behavioral finance see Barberis and Thaler (2003); Elster (1998); Rabin
(1998); Shefrin (2007); and Shiller (2003).

14. Not surprisingly, leading proponents of the EMH initially respond by defending the
theory or conceding at most that the theory needed a bit of a “touch-up.” See, for
example, Fama (1998); and Miller (1986). But now, even the strongest proponents of the
EMH seem to recognize that the theory has serious deficiencies and limitations. See, for
example, Fama and French (2008).
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CHAPTER 3

Behavioral Assumptions
of Finance
JOHN DOBSON
Professor of Finance, California Polytechnic State University

I carved a massive cake of beeswax into bits and rolled them in my hands until they
softened. . . . Going forward I carried wax along the line, and laid it thick on their ears.
They tied me up, then, plumb amidships, back to the mast, lashed to the mast, and took
themselves again to rowing. Soon, as we came smartly within hailing distance, the two
Seirênês, noting our fast ship off their point, made ready, and they sang. . . . The lovely
voices in ardor appealing over the water made me crave to listen, and I tried to say ‘Untie
me!’ to the crew, jerking my brows; but they bent steady to the oars.

—Homer, The Odyssey

INTRODUCTION
In his classic paper “The Determinants of Corporate Borrowing,” Myers (1977)
employs the above excerpt from Homer’s The Odyssey (c. 900 B.C.) to illustrate
the behavioral assumptions of finance. In Myers’s model, lenders (e.g., banks, fi-
nancial institutions, etc.) have to decide on the appropriate interest rate to charge
borrowers. Given that this model is developed within the conventional behavioral
assumptions of financial economics, lenders assume that borrowers are oppor-
tunists. Thus, lenders assume that borrowers will take only those actions that are
directly and explicitly in their own interests. So, for example, if borrowers are
faced with the choice of whether to undertake a project that, albeit profitable, does
not generate sufficient profits to cover the interest cost of the money borrowed
to undertake the project, then borrowers will simply not bother to undertake the
project. Specifically, even though this is a profitable project, and even though these
profits will go some way to paying the interest cost owed to lenders, borrow-
ers will not undertake it. Borrowers will not “rationally” undertake it because
the project will not materially benefit them personally. Also, given equity-type
investments—where the downside to the borrower is limited but the upside is
potentially unlimited—borrowers will rationally risk-shift toward the riskier but
higher potential payoff investments. Simply put, borrowers are assumed not to
give a fig about the welfare of lenders, or anyone else for that matter; all borrowers
care about is themselves. Indeed, the atomistic nature of the rationality assumption

45
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precludes any individual borrower from caring—except strategically—about any
other borrower. Each rational opportunist is an island unto himself or herself.

Cognizant of the opportunistic nature of borrowers’ rationality, lenders charge
a higher interest rate in the expectation that borrowers will act opportunistically
and underinvest or risk-shift, or both (i.e., will reject certain low-payoff profitable
projects and will choose high-risk projects). These phenomena are termed the
underinvestment problem and the risk-shifting problem, respectively, in the agency
theory literature of financial economics. Thus, the actions of lenders in setting
higher interest rates ensure that agents—in this case borrowers—pay the price for
opportunism even before they act; they are lashed to the mast of opportunism.
The possibility that at least some agents may be honest or trustworthy—in the
sense that they may feel some obligation to temper their opportunism and honor
as far as possible their agreement with lenders—is never considered, and indeed
can never be considered given the prevailing rationality rubric. Indeed, the very
nature of the resulting equilibrium, in which lenders charge a higher interest rate
a priori, really discourages the cultivation of any sense of obligation. Trust is never
offered, and agents are universally assumed to fall victim to the Seirênês’ song
of opportunism. So why should agents feel any compunction to act differently?
The agent will lie, cheat, steal, and so on, so long as this behavior is construed
as wealth maximizing. Noreen, for example, defines this opportunistic notion of
rationality as one in which individuals always pursue personal material gain with
“if necessary guile and deceit” (1988, 359). Opportunism, in essence, is built into
financial economics in a most fundamental way.

The current global financial crisis is often attributed, at least in part, to this
guileful opportunism on the part of financial agents. The implicit assumption un-
derlying much of the rhetoric, in both academe and the business press, is that finan-
cial agents—whether managers, traders, analysts, or whoever—are irremediably
opportunistic. Indeed, just how narrow this behavioral assumption has become
is reflected in the recent remarks of Alan Greenspan. In comments regarding his
former role as chairman of the U.S. Federal Reserve in precipitating the current
crisis, Greenspan bemoaned the fact that his assumption regarding the behavior of
bankers had been too naı̈ve: “All of the sophisticated mathematics and computer
wizardry essentially rested on one central premise: that enlightened self-interest of
owners and managers of financial institutions would lead them to maintain a suf-
ficient buffer against insolvency by actively monitoring and managing their firms’
capital and risk positions” (2009, 1). The fact that managers of financial institutions
did not adhere to these tenets of “enlightened self-interest” left Greenspan “deeply
dismayed.” But note that his naı̈veté did not arise from a failure to recognize that
bankers would act in their self-interest; rather, according to Greenspan, it was a
failure to recognize that bankers would act so narrowly and opportunistically—to,
as we now know, a self-destructive extent. For these financial agents, the Seirênês’
song was all too seductive. Thus, recent events in actual financial markets appear
to have reinforced these narrow behavioral assumptions of finance theory.

But, historically, such a presumption of opportunism or narrow self-interest has
not always been the case. Economic agents have not always been invoked in such
conceptually narrow terms. An investigation into the early origins of economic
philosophy in the writings of, for example, Adam Smith and David Hume reveals
“the incredible finesse with which Smith and his contemporaries analyzed the
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human psyche . . . [versus] the pitiful impoverishment that befell us, sometime in
the nineteenth century, when Marxism and liberal economics conspired to assert
the supremacy of interest and thus to extinguish an older and subtler tradition of
moral psychology” (Holmes 1990, 268).

As the following quotes illustrate, these classic economic philosophers en-
visaged a far richer paradigm of human interaction in the economic sphere. In
the case of David Hume: “The epithets sociable, good-natured, humane, merciful,
grateful, friendly, generous, beneficent, or their equivalents, are known in all lan-
guages, and universally express the highest merit, which human nature is capable
of attaining.”1 And in the case of Adam Smith (1937b):

All members of human society stand in need of each other’s assistance, and are likewise
exposed to mutual injuries. Where the necessary assistance is reciprocally afforded from
love, from gratitude, from friendship, and esteem, the society flourishes and is happy. All
the different members of it are bound together by the agreeable bonds of love and affection,
and are, as it were, drawn to one common centre of mutual good offices.2

So it appears that, in evolving from the self-interest invoked by Smith and
Hume (1955) to the self-interest of finance theory, something has been lost. We
have in essence regressed in the past 200 years from a morally inclusive concept of
self-interest to one in which the notion of what Adam Smith (1937a) called “moral
sentiment” has absolutely no rational place. In the late nineteenth century, for exam-
ple, the economist F. Y. Edgeworth declared that “the first principle of Economics
is that every agent is actuated only by self-interest” (1881, 16, emphasis added).

THE AXIOMS OF RATIONALITY
This modernist notion of self is reflected in the mathematical modeling of human
behavior in finance. The first comprehensive derivation of the rationality premise
of contemporary financial economics is generally attributed to the five axioms of
cardinal utility, as enumerated by von Neumann and Morgenstern (1947). These
five axioms define rationality in terms of an individual’s ability to make con-
sistent preference orderings over a broad spectrum of choices: “We wish to find
the mathematically complete principles which define ‘rational behavior’ for the
participants in a social economy, and derive from them the general characteris-
tics of that behavior” (von Neumann and Morgenstern 1947, 31). Furthermore,
“people are assumed to be able to make these rational choices among thousands
of alternatives” (Copeland and Weston 1988, 80).

The Axioms of Rationality

1. Comparability: The individual can make comparisons between preferences.
2. Consistency: These comparisons are consistent over an array of alternatives.
3. Independence: Original preference orderings are independent of new

preference alternatives.
4. Measurability: Preferences are measurable.
5. Ranking: Preferences can be consistently and ordinally ranked.
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The axioms are thus based on a very mathematical and instrumental notion of
what it means to be rational. They primarily encompass notions of consistency and
transitivity in preference orderings. For example, if you are an investor choosing
stocks in which to invest, and you prefer IBM to Microsoft, and you prefer Microsoft
to Netscape, then to be rational you must prefer IBM to Netscape. Also, your degree
of preference for one investment over another must stay constant no matter how
many more stocks are added to your opportunity set. Note that this type of axiom
makes no normative statement concerning whether the agent has any specific goal,
or what the goal of the agent should be; the axioms simply require that the agent
act in a consistent manner in ordering preferences.

Contemporary financial-economic theory, however, adds a sixth axiom. This
axiom has just such normative thrust. As Copeland and Weston (1988, 80) put it, in
their seminal textbook on corporate finance: “Having established the five axioms
we add to them the assumption that individuals always prefer more wealth to less”
(emphasis added). In relating the five axioms of von Neumann and Morgenstern to
this sixth axiom, a useful distinction can be made between instrumental rationality
and substantive rationality. Instrumental rationality concerns how the agent goes
about achieving the desired objective, whereas substantive rationality concerns
identifying the desired objective itself. For example, Moore (1991) distinguishes
between the two concepts as follows:

The primary feature of instrumental rationality is that it does not choose ends, but accepts
them as given and looks for the best means to achieve them. In instrumental rationality,
reason is subordinated to and placed at the service of ends outside itself. In . . . [substantive
rationality], in contrast, reason is free ranging. It is not the servant of any end. Rather, it
subjects every end to its own standards of evaluation and criticism.3

Von Neumann and Morgenstern’s five axioms clearly pertain to instrumental
rationality. They do not stipulate an ultimate objective but merely require that
agents pursue some given objective in a consistent and logical manner. The sub-
stantive rationality premise of financial economics is provided by the sixth axiom:
the opportunistic and atomistic pursuit of material gain ad infinitum.

Substantive Rationality in Finance

In reference to finance’s sixth axiom, Bowie notes that “there is considerable con-
fusion as to whether the profit maximization claim is a universal empirical claim,
an approximate empirical claim, a heuristic assumption, or an ethical obligation”
(1991, 14). Bowie’s intimation that finance’s concept of substantive rationality is
synonymous with profit maximization is somewhat of an oversimplification, but
only somewhat. The broad acceptance of this sixth axiom of profit maximization is
reflected in the behavioral assumptions made by financial economists in some of
the classic models of finance theory. Leland and Pyle, for example, in their capital
structure signaling model, state that “the entrepreneur is presumed to maximize
his expected utility of wealth” (1977, 373). John and Nachman directly transfer
the traditional objective of the firm to managers when, in their investment model,
they assume that management’s “overall objective is to . . . invest in nonnegative
NPV [net present value] projects” (1985, 867). Diamond, in his model of reputation
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acquisition in debt markets, defines management’s objective as an endeavor to
“maximize discounted expected consumption over T periods” (1989, 833). Some
models assume management is risk averse or effort averse, or both, and therefore
maximizes some measure of utility of wealth. But this utility is always strictly a
positive function of wealth ad infinitum. Thus the sixth axiom holds throughout.

Despite its potential ambiguity, then, the term wealth maximization captures
succinctly the primary characteristic common to all finance-objective functions,
namely that they are purely acquisitive in nature, entailing solely the accumulation
or consumption, or both, of pecuniary goods. These six axioms also subsume any
competing notions of rationality. This is made clear by Thaler:

The same basic assumptions about behavior are used in all applications of economic analysis,
be it the theory of the firm, financial markets, or consumer choice. The two key assumptions
are rationality [the five axioms] and self-interest [the sixth axiom]. People are assumed
to want to get as much for themselves as possible, and are assumed to be quite clever in
figuring out how best to accomplish this aim.4

Viewing the finance rationality paradigm in terms of the aforementioned
dichotomy between instrumental and substantive rationality reveals that this
paradigm’s rationality premise has only a partial foundation in logic. The logic
of the instrumental part of what the finance paradigm regards as rational behav-
ior finds a sound foundation in the five axioms enumerated previously by von
Neumann and Morgenstern. The same cannot be said, however, for finance’s
substantive rationality premise. This premise is applied merely by arbitrarily
assuming—for reasons of mathematical convenience—that agents are atomistic
and opportunistic wealth maximizers.

These agents are atomistic in that they never adopt any communal notion
of self-interest. To be sure, the agents may at times cooperate, but only when
they perceive such cooperation to be in their own personal self-interest. Their
decisions are not affected by the impact that these decisions might have on other
agents, except to the extent that this impact might, in turn, impact their own
personal wealth. In other words, there is no such thing as empathy or a sense of
community. The agents are opportunists in that they are assumed to take whichever
action maximizes their wealth, regardless of prior commitments or agreements. So
contracts may be honored, but only if the agent believes the penalty for reneging is
too great. In the case of explicit contracts, this penalty might be a fine or other legal
sanction; in the case of implicit contracts, it might be the cost of potential litigation
and/or reputation damage leading to a loss of future business.

IMPLICATIONS OF THE SIX AXIOMS
Descriptively, do the six axioms of financial rationality simply reflect how peo-
ple actually behave in financial environments? Are they simply reflecting laws
of nature?

The recent financial meltdown, as discussed earlier, might imply this. But there
are many possible reasons for this meltdown. And even to the extent that narrow
wealth-maximizing self-interest is to blame, the question still remains whether such
behavior is indeed a law of nature or whether it is engendered by the environment



P1: OTA/XYZ P2: ABC
c03 JWBT301-Boatright June 10, 2010 11:56 Printer Name: Hamilton

50 Finance Theory

in which financial agents currently operate. In other words, are agents irremediably
self-interested to this self-destructively narrow extent, or are they acculturated into
such behavior? Is it nature or nurture?

The nascent discipline of behavioral finance is challenging these traditional
assumptions. Behavioral finance can loosely trace its origins to the pioneering
work of Kahneman and Tversky (1979) on prospect theory: Individuals’ utility
functions are not fixed but rather are framed in terms of potential gains and losses
around a given reference point; the function resembles an S-shape implying loss
aversion where utility losses are more pronounced than utility gains around this
reference point. In essence, Kahneman and Tversky showed that behavior is far
more complex than the traditional six axioms imply. Following their early work,
an increasing body of research is questioning these traditional assumptions on two
broad fronts. First, from a descriptive perspective, the validity of finance’s simple
personal-wealth-maximization assumption is being challenged by a growing body
of empirical and experimental evidence. Second, arguments have been made to
the effect that the descriptive accuracy of economic rationality is inseparable from
its prescriptive desirability. Agents change their behavior when confronted with
role models or assumptions about how other agents behave. In other words, is
inevitably implies ought. The next two sections of this chapter summarize these
two broad challenges to the six axioms of traditional finance. Are the behavioral
assumptions of finance—as encapsulated in the six axioms—descriptively accu-
rate? Are they prescriptively desirable, either economically or ethically? And to
what extent, if any, are these two questions separable?

THE DESCRIPTIVE ACCURACY OF THE
BEHAVIORAL ASSUMPTIONS OF FINANCE
There is increasing evidence that the six axioms of financial rationality do not reflect
the complexity and multifaceted nature of behavior in many financial contexts. For
example, Schmidtz notes that “like Homo economicus [e.g., the six axioms] we have
preferences, but unlike Homo economicus, we have preferences directly relating to
the welfare of others” (1994, 250). Similarly, while commenting on the notion of
economic rationality as premised on wealth maximization, Sen notes that while
this view of economics is quite widely held (i.e., the view of rationality as atomistic
and opportunistic wealth maximization), there is nevertheless something quite
extraordinary in the fact that economics has evolved in this way, characterizing
human motivation in such spectacularly narrow terms. One reason why this is
extraordinary is that economics is supposed to be concerned with real people. It
is hard to believe that real people could be completely unaffected by the reach of
the self-examination induced by the Socratic question, “How should one live?”
(Sen 1987, 1–2).

Similarly, C. R. Plott notes that “the weakest forms of the classical prefer-
ence hypothesis [i.e., wealth maximization] are systematically at odds with the
facts” (1986, 302). H. A. Simon suggests that “we stop debating whether a theory
of substantive rationality and the assumptions of utility maximization provide a
sufficient base for explaining and predicting economic behavior. The evidence
is overwhelming that they do not” (1986, 223). Specifically, several consistent
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divergences from financial-economic rationality have been observed in financial
markets (Nofsinger 2008). They include the following:

Behavioral Biases in Finance
� Investors tend to sell their profitable investments too quickly while holding

on to their unprofitable investments too long.
� Investors tend to be overconfident concerning their ability to time peaks and

troughs in the stock market (men more than women) and so tend to trade
more frequently than is optimal.

� When deciding whether to continue or abandon a capital project, managers
are unwilling to admit defeat and so tend to continue with projects long after
the point at which they should be abandoned.

� Market participants tend to frame their decisions on the basis of recent and
familiar experience rather than taking the broader perspective that economic
rationality requires.

� Conceptions of fairness often eclipse wealth maximization criteria in deter-
mining behavior.

� Managerial hubris leads to the apparently excessive premiums paid for
target firms in takeover battles.

Thus, even in strictly financial environments, human psychology renders be-
havior far more complex, multifaceted, and unpredictable than that modeled by
the six axioms.

THE ULTIMATUM GAME
One simple laboratory way to test the empirical validity of narrow self-interest is
the ultimatum game. The basic ultimatum game involves two players and a single
iteration. Player 1, known as the proposer, is allocated a sizable amount of money.
She is then instructed to offer some portion of the amount to player 2, known as the
responder. Both proposer and responder know the amount of the original allocation.
The responder is instructed to either accept the offer or refuse it. Refusal leads to
the loss of all the original allocation of money to both players. If the proposer’s
offer is accepted by the respondent, both players can keep their respective shares.

The behavioral assumptions of finance—as encapsulated in the six axioms
previously outlined—dictate a single simple strategy for this game: The proposer
should offer to share a very small percentage of the original allocation, say 5 percent.
The rational expectation is that it will be accepted by the respondent because it is
better than nothing.

But when individuals play this game, few act in accordance with this rationality
paradigm (Lawrence 2004): The typical allocation is 20 to 50 percent. Respondents
who are offered less than 20 percent generally refuse the offer: they seemingly
irrationally take nothing rather than accept an offer that seems to them unfair. In
other words, the principle of fairness has intrinsic value to them, and they are
prepared to uphold that principle even in the face of a guaranteed material loss.

There is some evidence that exposure to the behavioral assumptions of
finance can change this behavior. For example, experiments involving eco-
nomics students indicate that they tend to place less intrinsic value on fairness
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(Frank, Gilovich, and Regan 1993). A reason for this might be the acculturation to
narrow self-interest in business education via the widespread use of game theory.
In the introduction to Games and Information, Rasmusen notes that “game theory
has become dramatically more important to mainstream economics” (1989, 13); the
rationality assumption in this methodology is typically narrow and focused on the
individual attaining some atomistic payoff through competitive interaction with
one or more other individuals. For example, in their extensive review of economic
game theory, Hausman and McPherson noted that game theory “does not rule out
altruism or sympathy . . . but it does rule out a collective perspective, a perspective
that considers what we should do and what the consequences will be for us” (1993,
718). Indeed, regardless of its descriptive accuracy, game theory’s distorted view
of human interaction is attracting concern among ethicists. Grant (2004) recently
summed up these concerns as follows:

Employment of game theory . . . involves much more than the adoption of the neutral
strategy that this approach itself professes to be. This method of analysis comes with
built-in visions of ourselves, of the nature of business, and of the nature of reality as such.
It assumes and promotes an individualistic as opposed to a social view of human life, a
preference for calculative over reflective reason, and a vision of reality that undermines
appreciation of finer human virtues and the spiritual aspirations that sustain these.5

ANIMAL BEHAVIOR
But if the behavior espoused in financial-economic theory and rewarded in game
theory is not natural human behavior, what is? Recent research on nonhuman
primates provides some intriguing answers. The results of the ultimatum game
indicate that many humans place some intrinsic value on fairness or fair distribu-
tion. This trait is not unique to humans; studies of primate behavior have found a
similar tendency. De Waal (1997), for example, played a variant of the ultimatum
game with two chimpanzees kept in adjoining chambers. One subject was given
food and was given no incentive to share it. The chimpanzee originally given the
food did, however, voluntarily share the food with its neighbor. As with humans,
chimpanzees appear to place an intrinsic value on fair distribution (Flack and
de Waal 2004).

Nonhuman primate communities also exhibit a rudimentary sense of justice.
Senior group members have been observed to intervene in disputes to arbitrate
between the antagonists. Exhaustive observation of primate groups by many re-
searchers over many years indicates that these social animals exhibit many behav-
ioral traits that could be considered ethical, in the sense of being consistent with the
type of behavior prescribed in a typical human code of ethics: “Sympathy-related
traits such as attachment, succorance, emotional contagion and learned adjustment
in combination with a system of reciprocity and punishment, the ability to inter-
nalize social rules and the capacity to work out conflicts and repair relationships
damaged by aggression, are found to some degree in many primate species, and are
fundamental to the development of moral systems” (Flack and de Waal 2004, 31).

Another particularly revealing finding from these studies concerns the
acculturation of newcomers. The behavior adopted by new arrivals to any group
depends heavily on how they think the group expects them to behave. If a
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newcomer believes that the group expects him to be aggressive, he will be ag-
gressive. If the newcomer believes that the group expects him to be peaceable and
cooperative, he will be peaceable and cooperative: the moral tenor of the group
determines the moral tenor of the individual. This primate adaptability to social
norms was found through observation of olive baboons: “. . . [M]ales new to the
group somehow picked up on how they were expected to behave by watching what
was going on. . . . Cultural transmission of, for want of a better word, manners, has
never before been observed outside homo sapiens” (Sapolsky and Share 2004, 77).

NEUROSCIENCE
As discussed earlier, the fact that individuals may deviate from strictly rational de-
cision making in financial markets is now well documented in behavioral finance.
Indeed, this burgeoning field has identified a broad array of behavioral biases.
These are often categorized into biases associated with motivation, cognition, and
emotion (Nofsinger 2008). However, they all share a common neurological origin:
Brain evolution has conditioned certain unconscious responses that override our
conscious attempts to make rational decisions.

Our understanding of the underlying mechanisms behind these unconscious
biases has increased markedly in recent years. Salvador and Folger (2009) note that
the number of published studies in neuroscience has increased from around 100
in 1991, to over 1,000 by 2006. For example, as noted earlier, humans have many
innate tendencies toward what is traditionally regarded as ethical behavior: We
naturally feel empathy and compassion, and we naturally have genuine concern
for the welfare of others. Indeed, humans use moral criteria in preference to other
criteria in making judgments. For example, Messick (2004) undertook a series of
experiments to determine the most natural way in which people evaluate stimuli.
He tested various scales of evaluation (the semantic differential) people might use
in making judgments and found the following: Concepts could be rated on a
series of bipolar scales, like “strong–weak,” “good–bad,” “beautiful–ugly,” and
“active–passive.” The ratings on a large series of such scales were then statistically
analyzed to see which clusters of scales were intercorrelated in order to identify
the underlying dimensions of judgment. The results of many studies in all parts of
the globe indicated that the most basic dimension was an evaluative dimension, a
“good–bad” dimension of judgment (Messick 2004, 131).

Evaluative judgments are so natural that we are often not consciously aware
of them. Take, for example, an experiment used by child psychologists called the
“Charlie Task.” Cosmides and Tooby summarized the experiment and its implica-
tions as follows:

A child is shown a schematic face (“Charlie”) surrounded by four different types of candy.
Charlie’s eyes are pointed toward the Milky Way bar (for example). The child is then
asked, “Which candy does Charlie want?” Like you and I, a normal four-year-old will say
that Charlie wants the Milky Way—the candy Charlie is looking at. In contrast, children
with autism fail the Charlie Task, producing random responses. However—and this is
important—when asked which candy Charlie is looking at, children with autism answer
correctly. That is, children with this developmental disorder can compute eye direction
correctly, but they cannot use that information to infer what someone wants.6
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This inference concerning the desires of another, which the autistic child is
unable to make, is, in a fundamental way, natural. To survive as a social ani-
mal, evolution has hard-wired us with an innate awareness of the wants and de-
sires of others. Recent developments in brain scanning and imaging techniques
have enabled researchers to monitor brain activity during moral deliberation.
Certain behavior stimulates certain parts of the brain: “There is a little inference
circuit—a reasoning instinct—that produces this inference” (Cosmides and Tooby
2004, 99).

In summarizing the work of several behavioral psychologists, Messick ex-
plicitly makes the connection between the type of natural inference identified in
the Charlie Task and ethical behavior: “There is good reason to think that empa-
thy, vicarious emotionality, is hardwired in some way . . .” (Messick 2004, 130). In
broader motivational terms, Lawrence and Nohria (2002) suggest that the human
brain directs activity in accordance with a desire to satisfy four basic drives:

1. To acquire.
2. To defend.
3. To learn.
4. To bond.

They summarized the actual brain function involved in satisfying these drives
as follows:

Neural signals from our sense organs are fed through the limbic modules and there pick
up markers that code them as opportunities or threats to the fulfillment of these drives.
These coded signals move on to the pre-frontal cortex, the seat of consciousness, where
they are manifested as emotion-laden representations. At this point the relevant skill sets
and memories are activated and drawn into the working memory to aid in formulating a
variety of action scenarios. These possible lines of response are weighted for their promise in
fulfilling the drives (all four if possible) in the current situation. . . . The chosen action plan
is moved back through the limbic area to be energized and then sent to the motor centers
for activation.7

Although this mental process appears lengthy when it is spelled out, the entire
process takes only a fraction of a second; as with the Charlie Task response, it is
largely subconscious. And, as the studies cited here indicate, these subconscious
responses can easily swamp any rational decision-making process. Indeed, from an
empirical perspective on financial markets, Thaler has amassed a disquieting array
of behavioral “anomalies” and concludes that “assumptions aside, the theory [of
opportunism] is vulnerable just on the quality of the predictions” (Thaler 1992, 4).
He notes: “We can start to see the development of a new, improved version of
economic theory. The new theory will retain the idea that agents try to do the best
they can, but these individuals will also have the human strengths of kindness
and cooperation, together with the limited human abilities to store and process
information” (Thaler 1992, 5).

In concluding his book On Ethics and Economics, Sen makes a plea for this “new
theory”: “The wide use of the extremely narrow assumption of self-interested
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behavior has, I have tried to argue, seriously limited the scope of predictive eco-
nomics, and made it difficult to pursue a number of important economic relation-
ships that operate through behavioral versatility” (1987, 79).

In short, reasonable or rational behavior is more complex and multifaceted than
simple opportunism. Although by no means exhaustive, the preceding examples
illustrate the weight of evidence suggesting some broader notion of behavior than
that currently embraced by conventional finance theory.

PRESCRIPTIVE IMPLICATIONS
The behavioral assumptions of finance have implications beyond their descrip-
tive role in finance theory. Descriptive assumptions have a tendency to become
prescriptive admonitions. “People change their behavior when confronted with
assumptions about how other people behave,” observes Bowie (1991, 9). He notes
that business school students “believe that they will have to be unethical to keep
their jobs. They believe that everyone else will put their [own] interests first. . . . But
the evidence here is not merely anecdotal. . . . Economics graduate students are
more inclined to behave in a self-interested fashion” (1991, 9). Bowie’s assertion is
supported by an extensive study by Frank, Gilovich, and Regan (1993). In a labora-
tory study, they involved business students and nonbusiness students in over 200
prisoners’ dilemma-type scenarios. Frank and colleagues found that the business
students defected (i.e., failed to cooperate by choosing the economically rational
opportunistic move) 60 percent of the time, while nonbusiness students defected
only 30 percent of the time. Also, when compared to students in different disci-
plines, business students were found to be less honest in hypothetical situations,
and less likely to donate to charity. Also in a laboratory setting, Thaler finds that
individuals tend not to adhere very closely to the dictates of economic rationality.
Furthermore, those who do adhere tend to be financially compromised as a result:

The conclusion that subjects’ utility functions have arguments other than money is
reconfirmed. . . . We have seen that game theory is unsatisfactory as a positive model of
behavior. It is also lacking as a prescriptive tool. While none of the subjects in . . . [the
laboratory] experiments came very close to using the game-theoretic strategies, those who
most closely approximated this strategy did not make the most money.8

Thus Thaler’s findings imply that economic rationality is not descriptively
accurate; nor is it prescriptively desirable even from an economic perspective. In
his article “Challenging the Egoistic Paradigm,” Bowie concludes that “[l]ooking
out for oneself is a natural, powerful motive that needs little, if any, social
reinforcement. . . . Altruistic motives, even if they too are natural, are not as pow-
erful: they need to be socially reinforced and nurtured” (1991, 19). Such nurturing
is clearly not to be found in the rationality assumptions of behavioral finance. In
a similar vein, Dees argues that the value systems of business theory influence
those of business practice. He observes that “how concepts are introduced in an
academic setting can have a significant influence on their use later on” (1992, 38).
While commenting on the value system underlying business theory, Duska notes
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that “as it gets accepted as a legitimating reason for certain behavior in our form
of life, it becomes subtly self-fulfilling” (1992, 149).

In a broader context, the susceptibility and suggestibility of human behavior was made
very clear in the famous laboratory experiments conducted by Stanley Milgram (1974):
Ordinary people, simply doing their jobs, and without any particular hostility on their part,
can become agents in a terrible destructive process . . . even when the destructive effects of
their work become patently clear, and they are asked to carry out actions incompatible
with fundamental standards of morality, relatively few people have the resources needed to
resist authority.9

Thus, human behavior is malleable and suggestible. And in financial markets
nothing provides a greater behavioral suggestion than money. There is ample evi-
dence that explicit money-based incentives work. At windshield-replacement firm
Safelite AutoGlass, for example, the replacement of a standard hourly wage with
an incentive system tied directly to number of windshield installations resulted in
a productivity gain of 44 percent within a year (Roberts 2004).

But windshield replacements are readily observable, and quality is easily ver-
ified. This is generally not the case for corporate executives. Explicit rewards in
this context can often lead to distortions that actually destroy firm value. At the
H. J. Heinz Company, for example, division managers received bonuses based
on the year-on-year increase in corporate earnings. The result was that these
managers manipulated the timing of shipments and payment systems in a way
that, while maximizing their bonuses, actually destroyed firm value. Similarly,
Sears’ Auto Center division instigated an incentive system whereby bonuses were
paid for the number of replacement brake, steering, and suspension systems in-
stalled. The result was unsuspecting customers receiving new parts unnecessarily
(Roberts 2004).

The ongoing executive-stock-option backdating scandal, which now involves
several hundred firms, is yet another example of incentive system distortion. The
widespread adoption of executive stock options in the 1990s was the direct result of
the work of agency theorists in the previous two decades advocating better align-
ment of the interests of managers with those of stockholders (Jensen and Meckling
1976; Jensen and Murphy 1990). The extent to which executive stock options have
achieved this alignment is still under debate, but there is increasing evidence that
in many cases, far from aligning the interests of shareholders and managers, stock
options have furthered the interests of those who design and allocate them, namely
managers, at the expense of the very group they were supposed to benefit, namely
outside stockholders (Dobson 2002).

The classic example of incentive distortion and the accompanying socializa-
tion is undoubtedly Enron Corporation. Consistent with the recommendations of
agency theorists, the bulk of managerial compensation at Enron was linked directly
to various profitability measures and to Enron’s relative stock price performance.
The acculturation at Enron was achieved through the infamous Performance Re-
view Committee (PRC). The PRC promulgated ruthlessly the pursuit of stock price
appreciation. Those who contributed to this goal were rewarded handsomely,
mostly in stock options, which further motivated the manager to focus on stock
price appreciation. Whether managers were identifying and undertaking projects
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that were genuinely contributing to overall corporate value, or were just super-
ficially profitable, mattered little to the PRC. Managers who were either unable
or unwilling to create or fabricate profitable deals did not last long. CEO Jeffrey
Skilling’s division alone replaced about 15 percent of its workforce every year (Dob-
son 2002). As Driggers concludes, Enron “thrived on spending big. Everything had
to be better and flashier, and no gesture seemed too lavish” (2002, 374).

Clearly, the tragedy at Enron was not that the incentive system failed to moti-
vate managers. As Baker, Jensen, and Murphy observe, the problem with Enron-
type incentive systems is “not that they are ineffective but rather that they are too
effective: strong pay-for-performance motivates people to do exactly what they
are told to do” (1988, 597). Managers who are sufficiently incentivized and so-
cialized to meet some explicit target—whether it be stock price, earnings, or sales
volume—will move heaven and earth to meet that target, often with little re-
gard for ethics, law, or overall corporate value. In short, if incentive structures are
based on the assumption of narrow self-interest (i.e., the conventional behavioral
assumptions of finance), these structures will tend to induce just such behavior.

In addition to—and preceding—the behavioral assumptions of finance, the
pedigree of modern corporate incentive structures can be traced back, through
agency theory, to neoclassical economic utility theory. Recognition is growing,
however, that this classic theory’s mathematically amenable notion of human mo-
tivation in terms of maximum wealth for minimum effort may be dangerously
simplistic. Kreps, for example, suggests that “[w]orkers may take sufficient pride
in their work so that effort up to some level increases utility” and acknowledges
that this calls into question conventional notions of motivation: “Answers involve
looking into the utility functions of individuals, terra incognita for standard mi-
croeconomics” (1997, 361). Sen, who does venture into this terra incognita, warns
of the dangers “imposed by taking an overly narrow view of human motivation”
(1997, 750f).

One particularly vexing problem is the increasing evidence that under certain
conditions individual utility may actually be increasing in effort and decreasing in
wealth, the exact inverse to that conventionally assumed. So increasing the level
of performance pay compensation may have no effect on effort, or may actually
induce the manager to exert less effort even in the task being explicitly rewarded:
“Economic theory seems to have drawn the wrong distinction between work cre-
ating disutility and leisure providing utility. Rather, people want to be adequately
challenged” (Frey and Stutzer 2002, 107). Furthermore, the provision of explicit
monetary incentives may actually crowd out these subtler—yet potentially no less
powerful—intrinsic motivations for a job well done: “[I]f intrinsic happiness and
motivation are expected (or even desired) to have an effect on behavior, external
intervention, for example, in the form of performance pay may have counterpro-
ductive effects” (Frey and Stutzer 2002, 182).

The original evidence for these phenomena came from a study by Titmuss
(1970) on blood donations. He found that when monetary incentives were offered
to blood donors, the amount of blood donated actually declined. Since Titmuss’s
work, similar phenomena have been observed in a variety of contexts. When mon-
etary fines are imposed on parents for picking their children up late from day-care
centers, more parents are tardy (Gneezy and Rustichini 2000). In various labora-
tory settings, students who receive zero monetary reward tend to work harder and
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longer than those who are so rewarded (Deci and Ryan 1985). Residents who are
offered monetary compensation if they agree to a nuclear-waste storage facility
being built in their area are less likely to agree than residents who are offered no
explicit monetary compensation (Frey and Oberholzer-Gee 1997).

Various psychological explanations can be given for these observations. Their
relevance in the current context is to illustrate the breadth of factors, intrinsic as
well as extrinsic, that can motivate individuals: There are many “warm glows.”
The behavioral assumptions of finance have traditionally focused entirely on the
warm glow of monetary rewards, and as such have tended to extinguish these
other subtler—but potentially no less powerful—motivations.

EDUCATIONAL IMPLICATIONS
The behavioral assumptions of finance, and the acceptance and promulgation of
these values in business schools, did not arise in a vacuum. Throughout the nine-
teenth and early twentieth century, education in the United States was viewed as
inseparable from morality. Moral education was part and parcel of any educational
program. As noted by Bok in Universities and the Future of America, professors and
university administrators were committed to creating an “educated class commit-
ted to a principled life in the service of society” (1990, 66).

By the end of World War II, however, the Christianity-based moral certain-
ties of earlier generations began to unravel. As Menzel observes: “[E]ducation on
America’s campuses had largely given way to the competing claims of Darwin-
ism, Marxism, and science [with] . . . the eventual domination of ‘big’ science and
its stepchild, technology” (1997, 518).

It was into this environment, in the 1950s and early 1960s, that the mod-
ern American business school was born. From the outset, business education was
viewed as value-neutral in a moral sense. The business school graduate was purely
a technician, trained to apply management science. But, as several twentieth-
century philosophers have observed, the claim to moral neutrality of technology
and science and their application is a chimera. For example, as MacIntyre notes in
After Virtue, “there are strong grounds for rejecting the claim that effectiveness is a
morally neutral value” (1984, 74).

As this chapter has demonstrated, the notion of managerial effectiveness, as it
has evolved in American business schools, is premised on a single narrow con-
cept of rationality. Within this rubric, a rational agent is simply one who pursues
personal material advantage ad infinitum. In essence, to be rational in business
management is to be individualistic, materialistic, and competitive. Business is a
game played by individuals; as with all games the object is to win, and winning
is measured solely in terms of material wealth. Within the business school, this
rationality concept is rarely questioned.

In addition, the behavioral assumptions of finance have been presented as
prescriptively (i.e., morally) neutral, thus failing to recognize that this narrow
and rigid invocation of self-interest has moral implications. Not only do these
assumptions have an implicit moral agenda, but they also tend to promote this
agenda through the modern business school. We can only hope that real-world
events in the form of the ongoing financial crisis—combined with recent academic
developments in behavioral finance and financial ethics—will lead to a descriptive
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and prescriptive broadening, which will render the behavioral assumptions of
finance both more descriptively accurate and more prescriptively desirable.

NOTES
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CHAPTER 4

Efficiency and Rationality
NIEN-HÊ HSIEH
Associate Professor of Legal Studies and Business Ethics, Wharton School,
University of Pennsylvania

INTRODUCTION
The concepts of rationality and efficiency are central to contemporary economics
and finance. Contemporary scholars of economics and finance take individu-
als’ choices as a starting point in their analyses. Rationality is the standard by
which choices are evaluated, and for purposes of theory building and empirical
analysis, choices are often assumed to be rational. Efficiency is the main, if not
sole, standard used to evaluate the outcomes that result from the choices and
interactions of individuals.

This chapter has two broad aims. The first is to provide nonspecialists with
background on the way in which the concepts of rationality and efficiency are
commonly defined and deployed in contemporary economics and finance. The
thought is that in order to analyze ethical issues in finance, it will help to be familiar
with foundational concepts in the fields of economics and finance. The second aim
is to put these conceptions of rationality and efficiency into critical perspective by
discussing some descriptive and normative issues surrounding their use.1

RATIONAL CHOICE
This section outlines the main features of the concept of rationality as commonly
deployed in contemporary economics and finance. Because the rationality of an
agent’s choice is characterized in terms of the rationality of her preferences, the
section begins by defining the concept of a preference.

Preference Satisfaction

A preference is a relative ranking between two alternatives. Although alternatives
are often conceived as bundles of goods, a more general approach is to conceive of
each alternative as an outcome or a complete description of a state of affairs. If A
and B are two alternatives, the agent strictly prefers A to B (A is strictly preferred to
B) if it is a better state of affairs from the perspective of the agent that A is realized
rather than B. In contrast, the agent prefers A to B (A is preferred to B) if it is at
least as good a state of affairs from the perspective of the agent that A is realized

63
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rather than B. An agent is indifferent between A and B if A is preferred to B and B
is preferred to A.

Three points are worth noting. First, the rankings are understood to be subjec-
tive. Rationality does not require that different agents have the same rankings over
the same alternatives. Second, an agent may have preferences regarding alterna-
tives even if she is not faced with choosing between them. Third, what underlies
an agent’s preferences is open-ended. Although phrases such as “a better state of
affairs” suggest that judgments of goodness underlie preferences, this need not be
the case. On most accounts, the concept of a preference is thought to be sufficiently
general to be able to reflect nonconsequentialist judgments about different alter-
natives. For example, if the choice is between lying and not lying, and the agent
believes it would be wrong to lie, the agent could be said to prefer not lying. More
generally, preferences need not reflect evaluative judgments; they may be taken to
reflect brute desires or wants.

An agent’s preferences are considered rational if two conditions are met.2 First,
her preferences must be complete. That is, for any two alternatives, A and B, it is the
case that she prefers A to B or that she prefers B to A or both. Second, the agent’s
preferences must be transitive. That is, if A is preferred to B, and B is preferred to C,
then A is preferred to C. In turn, an agent’s choice of an alternative is rational if her
preferences are rational and there is no other available alternative that she strictly
prefers to what she has chosen.

Utility Maximization

If an agent’s preferences are rational, then her preferences can be represented by
an ordinal function.3 An ordinal function assigns every alternative a real number in
a way that preserves the underlying preference ranking over the alternatives. For
example, if A is strictly preferred to B, then the number assigned to A is greater
than the number assigned to B. If the agent is indifferent between A and B, then A
and B are assigned the same number. The function is ordinal in the sense that the
absolute magnitude of the numbers is not relevant. What matters is their order.

The ordinal function that represents an agent’s preferences is referred to as a
utility function and the real number assigned to an alternative is referred to as the
utility of an alternative. The agent’s choice of an alternative is considered rational if
that alternative has the highest utility among the available alternatives. If there are
two or more alternatives that qualify, then the choice of any of those alternatives
is considered rational. In this manner, choosing rationally is defined as utility
maximization.

As used here, utility does not mean anything like goodness, benefit, or plea-
sure—terms normally associated with the concept of utility as used in ethical theory
(Broome 1991a). The utility function is a representation of the agent’s preferences,
and as previously noted, what underlies her preferences is left open-ended. In
choosing rationally, the agent is not assumed to be aiming to maximize her own
benefit or the greater good. Nor is it assumed that by choosing rationally she ends
up maximizing her own benefit or the greater good. If there is a connection be-
tween utilitarianism and rationality as utility maximization, it seems closest in the
idea that choices are evaluated in terms of their outcomes, rather than as acts. Even
then, however, it has been argued that preference rankings can encompass the act
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of choice by making preferences over final outcomes contingent on how they come
about (Sen 1997) or by including the act of choice in a description of the outcome
itself (Sandbu 2007). It is only with further restrictions on an agent’s preferences
that anything substantive can be assumed about the rationality of agents and the
resulting outcomes of rational choices.

Expected Utility

Thus far the discussion has assumed that if an alternative is chosen, the outcome of
choosing that alternative is known with certainty. Many choices, however, involve
uncertainty regarding the outcome realized by the choice of an alternative.4 In such
cases, rationality is conceptualized by specifying restrictions on preferences over
lotteries.

A lottery is a way to represent an alternative that can randomly result in one
of a number of outcomes if chosen. It specifies the probability with which each
outcome will be realized, with the probabilities summing to one.5 Imagine, for
example, that an agent faces a choice between two alternatives: an asset A that
pays a return (A1) with certainty and an asset B that could pay one of two returns
(B1, B2) with probability p for the first return, B1. The second alternative (B) can be
represented by a lottery, L, such that

L = p × B1 + (1 − p) × B2

If the agent’s preferences over lotteries meet the requirements discussed
shortly, then a utility can be assigned to B that takes the following form:

u(B) = p × u(B1) + (1 − p) × u(B2)

Here u(B1) is the utility assigned to the return B1 if the agent were to receive
it with certainty and u(B2) is the utility assigned to the return B2 if the agent
were to receive it with certainty. In other words, the agent’s utility for B is the
expected value of the utilities of each of the possible outcomes that can result from
choosing alternative B. The agent’s utility for alternative B is represented by an
expected utility function, also commonly referred to as a von Neumann-Morgenstern
utility function.6 The agent’s choice is rational if she chooses the alternative with
the highest expected utility.

For an agent’s preferences to be represented by an expected utility function, her
preferences over lotteries must be complete, transitive, continuous, and independent.
The first three requirements are analogous to the requirements on preferences
over alternatives whose outcomes are realized with certainty, as discussed in the
previous subsection.7 The fourth requirement holds that if two lotteries differ
only in one outcome, then the agent’s preference between the lotteries tracks her
preference between the outcomes. Building on the previous example, suppose there
is a lottery, L′ that differs from L only in terms of the second outcome. Rather than
B2, the second outcome is B3. Suppose the agent prefers B2 to B3. The requirement of
independence holds that she prefers L to L′. The requirement is sometimes referred
to as the “sure-thing principle” (Hausman and McPherson 2006, 51), because if the
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agent prefers B2 to B3, in a choice between L and L′ she is no worse off with respect
to B1 and she is better off given the choice of B2 over B3.

On this account, the agent’s preference between A and B reflects her attitude
toward risk. To continue with the current example, suppose B1 < A1 < B2 and the
expected monetary value of asset B is equal to return A1. The agent is risk averse
if she strictly prefers A to B. She would be willing to accept less than A1 with
certainty rather than a higher expected return that involves uncertainty. The less
she is willing to accept with certainty, the more risk averse she is. The agent is risk
neutral if she is indifferent between A and B. What matters to her is the expected
monetary value independent of considerations of uncertainty. The agent is risk
seeking if she strictly prefers B to A. For the agent to give up a risky alternative
for a certain alternative, the certain alternative would have to pay more than
the expected value of the risky alternative. The more she needs to be paid with
certainty, the more risk seeking she is.

Rationality does not specify what the agent’s attitude toward risk should be.
Given the form of the expected utility function, the agent’s attitude toward risk is
determined by her underlying preferences over the monetary values of A1, B1, and
B2. The agent is risk averse if her preferences display diminishing marginal utility of
money—each additional unit of money increases her utility less than the previous
unit of money. The less money the agent has, the greater the utility she receives
from a given unit of money. The intuitive relation to risk aversion is that even
though B2 is greater than A1, the agent prefers having A1 with certainty than risk
the possibility of receiving B1, which is less than A1. The agent is risk seeking if
her preferences display increasing marginal utility of money—each additional unit
of money increases her utility even more than the previous unit of money. For a
risk-seeking agent, the utility of B2 is that much greater than the utility of A1 such
that she prefers risking the possibility of ending up with B1 for the possibility of
receiving B2. For the risk-neutral agent, each additional unit of money increases her
utility the same amount as the previous unit of money. An agent’s attitude toward
risk may vary over levels of wealth. For example, one can imagine an agent who is
highly risk averse at low levels of wealth, decreasingly risk averse at higher levels
of wealth, and then risk seeking over a certain threshold of wealth at which her
needs are met.

Rational Expectations

In the discussion thus far, what rationality requires of an agent’s beliefs arises
in a limited way—specifically, with respect to the assignment of probabilities to
uncertain outcomes. Consider, for example, a horse race. The race cannot be run
multiple times to ascertain the frequency of each horse winning the race. Instead,
the probabilities assigned to different horses winning the race are better understood
as expressions of the agent’s subjective degree of belief in the likelihood of each
outcome. For the agent’s preferences to be represented by an expected utility
function, her probability assignments must obey basic axioms of probability theory
(e.g., the probabilities sum to one).8

The restrictions imposed by probability theory involve the internal consis-
tency of beliefs. The requirement of rational expectations goes further. In addition
to being internally consistent, this requirement holds that the agent’s assignment
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of probabilities must reflect the best guess of future outcomes using all available
information. This requirement is defined in at least three different ways (Cowen
2004, 219–220). On one interpretation, the agent understands the “true model”
of the economy such that she is able to predict market equilibrium results in the
manner of a macroecononomist. On a second, less stringent interpretation, the
agent’s estimates of economic variables are correct on average. This may hold at
the individual level, in which case the errors made by any one agent average to
zero over time, or at the group level, in which case the individual estimates at
any point in time are scattered around the correct mean of the variable. On a third
interpretation, the agent’s errors in an estimate of an economic variable have no
predictive power with respect to her future estimates of the variable. Under all
three interpretations, there are no systematic deviations in agents’ estimates of
economic variables.

Rationality in Strategic Interaction

The rationality of an agent’s beliefs is also relevant to contexts involving strategic
interaction—a situation in which the payoffs that agents receive depend on the
choices made by other agents. In game theory—the field devoted to the study of
such strategic interaction—there is debate as to what constitutes an appropriate
conception of rationality in such contexts. The aim of this subsection is to provide
some insight into this debate by discussing two examples of strategic interaction
with widespread applicability to economic contexts that also are discussed in
normative ethics.

The first example is the prisoner’s dilemma, Exhibit 4.1. In the standard telling
of this example, two suspects are arrested by the police. The police have enough
evidence for convictions that will put each suspect in jail for one year. The police
separately offer the suspects the following deal. If one testifies against the other and
the other remains silent, then the one who testifies will go free while the one who
remains silent will face a ten-year prison sentence. If both testify, they each face
five years in prison. The suspects are not able to communicate with one another
before making their decision. The situation can be illustrated as in Exhibit 4.1; in
each box, the number on the left (right) is the outcome for Agent 1 (Agent 2). The
assumption usually made is that the suspects are self-interested in the sense that
each seeks only to minimize his own time in prison.

Agent 2 

Testify Don’t testify 

10 years, 0 years 1 year, 1 year Don’t testify 

A
g

e
n

t 
1 

5 years, 5 years 0 years, 10 years Testify 

Exhibit 4.1 Prisoner’s Dilemma
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Agent 2 

Do nothing Fix bridge 2 

–1, 0 3, 3 Fix bridge 1 

A
g

e
n

t 
1 

0, 0 0, –1 Do nothing 

Exhibit 4.2 Assurance Game

In the case of the prisoner’s dilemma, it does not matter what beliefs each
agent holds about the other’s preferences or expected behavior. Testifying, under
the assumption of self-interest, is a dominant strategy—that is, no matter what the
other agent prefers or does, it is rational for the agent to testify.

Most situations, however, do not allow for dominant strategies. Consider the
example of the assurance game (Sen 1967), Exhibit 4.2. In this telling of the example,
there is a road that can be used only if both bridges are in working order, and right
now both happen to be broken.9 Agent 1 is in a position to fix the first bridge and
Agent 2 is in a position to fix the second bridge. Both know this, and the bridges are
too far apart for the agents to communicate. Fixing a bridge is costly to an agent,
but if both bridges are in working order, then the net benefit to the agent is positive.
Not fixing a bridge costs the agent nothing. The situation can be illustrated as in
Exhibit 4.2; in each box, the number on the left (right) is the net benefit to Agent 1
(Agent 2).

In this situation, what each agent believes about the likelihood of the other
agent’s actions affects what she ought to do from the perspective of rationality.
For example, if Agent 1 could be assured that Agent 2 will fix bridge 2, then it is
rational for Agent 1 to fix bridge 1. Similarly, if Agent 1 believed with certainty
that Agent 2 will not fix the bridge, then it is rational for Agent 1 not to fix the
bridge. Rationality, as defined thus far, however, provides little guidance as to what
Agent 1 ought to believe. Further restrictions on beliefs are required, and much of
game theory concerns itself with developing a plausible conception of rationality
as regards beliefs.

EFFICIENCY
This section discusses two commonly used conceptions of efficiency in contempo-
rary economics and finance. The first is found in the efficient market hypothesis.
The second is Pareto efficiency. As part of this discussion, this section highlights
the role of rationality in each conception of efficiency and the relation between the
two conceptions of efficiency.

The Efficient Market Hypothesis

As discussed in finance, the efficient market hypothesis (EMH) is an empirical
claim about the operation of financial markets, and is central to contemporary
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finance (Cowen 2004, 221). The general idea is that stock prices reflect information
relevant to the value of publicly traded companies in a manner such that an investor
will not be able to earn more than the market rate of return by picking individual
stocks based upon further analysis of information. An investor may earn more
than the market rate of return by random luck. The point is that the investor
cannot systematically earn more than the market rate of return.

There are three basic versions of the hypothesis, each involving different
assumptions about the rationality of market participants and the information
reflected in stock prices.10 The weak form assumes little about the rationality of
market participants. Market participants may be irrational or systematically bi-
ased in their predictions. What matters is that these irrationalities and biases are
unpredictable to rational investors. In turn, rational investors will not be able to do
better than the market rate of return by engaging in technical analysis—the analysis
of securities market information, such as stock price movements and trading de-
mand. Investors, however, may be able to earn more than the market rate of return
through fundamental analysis—the analysis of information about a company, includ-
ing earnings and balance sheet variables, as well as macroeconomic information
that may affect the company’s success.

According to the semi-strong form, investors are not able to do better than
the market rate of return by engaging in either technical analysis or fundamental
analysis. As in the weak version, the semi-strong version allows for irrational or
systematically biased market participants. In contrast to the weak version, the
semi-strong version assumes there is at least one rational investor with an accurate
understanding of the fundamental values of companies and that capital markets
are perfect or nearly perfect. If capital markets are perfect or nearly perfect, that
investor is able to borrow unlimited funds (against the value of the purchased
stocks) to purchase stocks that are not priced in line with companies’ fundamental
values. As a result, deviations in a stock’s price from the price at which it should
trade based on a company’s fundamental values will be short-lived. Accordingly,
fundamental analysis does not allow investors to earn more than the market rate
of return.

The weak and semi-strong versions of the EMH allow for the possibility that
investors can earn more than the market return if they have insider information—that
is, information about a company not publicly available to market participants. The
strong form of the EMH rules out this possibility. According to the strong version,
the stock price reflects not only all publicly available information, but also all
relevant privately held information.

Pareto Efficiency

The concept of Pareto efficiency is used to characterize the allocation of goods,
services, or resources, usually within the context of a market.11 An allocation X is a
Pareto improvement over allocation Y if no one prefers Y to X and at least one person
strongly prefers X to Y. An allocation is strongly Pareto efficient if there are no other
feasible allocations that represent Pareto improvements over it. An allocation is
weakly Pareto efficient if there are no other feasible allocations that everyone strictly
prefers to that allocation. As connoted by the use of the terms strong and weak,
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allocations that are strongly Pareto efficient are also weakly Pareto efficient, but
not vice versa.

According to what is commonly called the first fundamental welfare theorem,
if agents are free to trade in an economy characterized by perfect competition, the
resulting equilibrium will be strongly Pareto efficient. The economy is said to be in
equilibrium when markets clear—that is, the price for a good or service is such that
the amount demanded at that price is equal to the amount supplied at that price.
For an economy to be characterized by perfect competition, there must be markets
for all possible goods and services, no barriers to entry or exit from markets, and
enough agents such that no one agent can influence prices. Also, it is assumed that
agents are rational and in possession of perfect information, and that their utilities
are not interdependent. That is, an agent’s utility is assumed to depend only on the
bundle of goods and services that she herself consumes (Hausman and McPherson
2006, 65–66). Usually not made explicit is one other assumption—namely, that
there is a private property regime such that once an agent comes into possession
of a good or service, she is guaranteed its possession and use until she voluntarily
relinquishes it in an exchange. Under these conditions, markets lead to an allocation
of goods and services such that no agent prefers another outcome and at least one
agent strongly prefers that allocation. Furthermore, the economy is characterized
by productive efficiency—meaning that no good or service can be produced in greater
amount without a reduction in the production of some other good or service.

The prisoner’s dilemma is often used to illustrate the contrasting situation
in which individually rational behavior leads to a Pareto inefficient outcome.12

In the preceding example, the Pareto improvement is an outcome in which both
suspects do not testify and each receives only one year in prison. Many human
interactions, such as the provision of public goods, are characterized as prisoner’s
dilemmas. Goods are public if individuals cannot be excluded from enjoying them
and their enjoyment does not interfere with the enjoyment by others. From a
purely self-interested individual’s perspective, if others contribute, she does best
by not contributing and enjoying the good. If others do not contribute so there is
no good available, she does best by not contributing. The social science literature
contains much discussion on possible solutions to the problem of the provision of
public goods and whether it is correct to characterize public goods provision as a
prisoner’s dilemma.13

Consider now two possible allocations: allocation X, which gives $1,000 to
agent A and $2,000 to agent B, and allocation Y, which gives $2,000 to agent A
and $1,900 to agent B. Assuming that each agent prefers more money to less, from
the perspective of Pareto efficiency, neither allocation is superior. Nevertheless, it
has been argued that something can be said in favor of allocation Y on grounds of
efficiency. The argument relies on the idea of a potential Pareto improvement (Hicks
1939; Kaldor 1939).14

An allocation R is a potential Pareto improvement over allocation Q if there is
some allocation R′ that is an actual Pareto improvement over allocation Q and the
total sum of allocated resources in R′ does not exceed the total sum of allocated
resources in R. The idea of a potential Pareto improvement is often expressed in
terms of the possibility of compensation. That is, those who prefer moving to R from
Q gain enough resources such that they would still prefer the move even if part of
their resources were transferred to the “losers” to leave them with at least as many
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resources as they have under R. To be clear, actual compensation need not occur.
In the preceding example, Y is a potential Pareto improvement over X. Under Y,
$100 could be transferred from agent A to agent B to leave B in the same position
as she was under X.

The conceptions of efficiency in the first fundamental welfare theorem and the
EMH are not formally related. However, there is reason to hold that the efficiency
of markets in the manner specified by the EMH is a requirement for an economy
to be Pareto efficient. The thought is that if prices did not reflect all available
information, then a Pareto efficient outcome would not be guaranteed by market
exchange; there would be information that could be used to allow for a Pareto
improvement (Ross 2008).

DEBATES ABOUT DESCRIPTIVE CLAIMS
As discussed previously, the concepts of rationality and efficiency are central to
many descriptive claims in contemporary economics and finance. Questions have
been raised, however, about the plausibility of describing the choices of agents as
rational and economic outcomes as efficient. This section discusses some of these
debates.

Satisficing

In economic and financial decisions, two sorts of complexity can arise. The first
is informational—the information required to assign probabilities to certain out-
comes may not be easily available, and some possible outcomes may not even be
anticipated. The second is computational—there may be limits to people’s ability
to calculate expected utilities.

In such situations, individuals may engage in satisficing. Satisficing, as first pro-
posed by Herbert Simon (1955), is an approach to decision making that involves
two simplifications: (1) the categorization of outcomes as “satisfactory” or “unsat-
isfactory,” and (2) choosing an alternative that guarantees a satisfactory outcome.
One example of satisficing is the use of a stopping rule. To borrow an example from
Michael Byron, suppose an individual seeks a bottle of wine that pairs well with
dinner. Rather than seek the bottle of wine that best fits, an individual engaged
in satisficing would stop once she found one that is satisfactory (Byron 2004, 4).
Because an alternative need not maximize utility in order to qualify as satisfactory,
satisficing has the appearance of being irrational.

There is debate as to whether satisficing should be described as irrational
(Byron 2004). Suppose the individual in our example prefers to avoid spending time
and effort in choosing a bottle of wine. She may find it difficult to determine which
wine is most appropriate or she may prefer to appear decisive and knowledgeable
to her dinner companions. Suppose also she has reason to believe that no bottle of
wine in the available set surpasses a certain level of fittingness. In this situation,
there is a level of fittingness such that once she comes across a bottle of that level,
she would be worse off to continue her search, even knowing that she may find
a bottle that fits even better with dinner. The bottle of wine she chooses need not
be the one that would best satisfy her preferences had it been given to her with
dinner, and yet she best satisfies her preferences by following the stopping rule.
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The considerations underlying a preference to avoid time and effort in finding
an appropriate bottle of wine are often described as search costs. Making explicit
such costs and incorporating them into an agent’s preferences provides a way for
her choice to be described as consistent with maximizing the satisfaction of her
preferences.

Transitivity

Questions also have been raised as to whether people choose in a manner that
is consistent with having preferences that are transitive. Experiments have been
conducted, for example, in which subjects are shown to be willing to pay more
for a bet that they judged to be worse than another bet (Lichtenstein and Slovic
1971, 1973; Hausman 1992). One way to interpret this result is as an instance of
intransitive preferences.15

On the whole, results such as these do not trouble economists (Mas-Collel,
Whinston, and Green 1995). One reason is that individuals with intransitive pref-
erences can be turned into “money pumps.” Suppose an individual prefers A to
B, B to C, and C to A. If she prefers C to A, she is willing to pay some amount of
money to exchange A for C. Similarly, she is willing to pay some amount of money
to exchange C for B and to exchange B for A. Now she is back where she started
with A, but also poorer. If such money pumping is transparent or its effects are
apparent, the thought is that individuals will change their preferences to avoid
being made poorer in this way. It also has been argued that economic agents with
such preferences are unlikely to survive long in a market context, and as such,
agents are unlikely to hold such preferences (Hausman 1992).

Independence

This subsection discusses an early question raised about expected utility theory as a
description of choice that has helped to frame much of the subsequent analysis. The
question concerns the plausibility of describing people’s preferences over lotteries
as being consistent with the independence requirement.

Maurice Allais posed the question by way of what has come to be known as
the Allais paradox (Allais 1979). The Allais paradox involves two pairs of lotteries.
All four lotteries involve an urn that contains 1 red ball, 89 white balls, and 10 blue
balls, from which one ball is drawn. The payoffs are summarized in Exhibit 4.3.

The “paradox” arises because many individuals express a preference over
the first pair of lotteries and a preference over the second pair of lotteries that
violate the independence requirement. For the second pair, one preference often
expressed is for lottery 2B over 2A—a preference for a 10 percent chance of winning
$5 million over an 11 percent chance of winning $1 million. For the first pair, the
same individuals often express a preference for lottery 1A—a 100 percent chance
of winning $1 million. Note that the first pair of lotteries is simply the second pair
of lotteries with the addition to each lottery of an 89 percent chance of winning
$1 million. According to the independence requirement, this addition of the same
gamble to each lottery should not change the individual’s preferences over the
lotteries, and yet in expressing a preference for 2B over 2A and then a preference
for 1A over 1B, the individual reverses her preference over the lotteries.
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Blue (10%)White (89%)Red (1%)

Lottery 1A $1 million $1 million $1 million First Pair 

Lottery 1B $0 $1 million $5 million 

$1 million $0 $1 million Lottery 2A Second Pair 

$5 million $0 $0 Lottery 2B 

Exhibit 4.3 Allais Paradox—Lottery Payoffs

One explanation for the apparent preference reversal makes reference to
the experience of regret. With the addition of an 89 percent chance of winning
$1 million, lottery 1A now gives the agent the opportunity to win $1 million with
certainty. With lottery 1B, the agent may win nothing and, as a result, experience
regret for not having chosen $1 million with certainty. Put another way, she may
view her choice of 1B as giving up $1 million with certainty, something she is
likely to regret. Note that this explanation does not involve risk aversion, as pre-
viously defined. Risk aversion refers to how much the agent is willing to forgo a
potentially larger but uncertain payout in return for a lower but certain payout
because of the diminishing marginal utility of money. That is distinct from the idea
of regret, which refers to the experience of having wished that one had done oth-
erwise once an uncertain outcome is realized. That is to say, it is not the certainty
of winning $1 million that makes lottery 1A preferable (which could be related to
risk aversion), but rather the avoidance of regret from not having chosen it if one
wins nothing.

Prospect Theory and Behavioral Finance

The case of intransitive preferences and the Allais paradox are two examples
in which the choices made by individuals appear to violate the requirements of
rationality. Prompted in part by such examples, a number of scholars—largely in
psychology, economics, and decision theory—have studied ways in which people’s
behavior departs from the requirements of rationality and have sought to develop
alternate accounts that better conform to this observed behavior. Among the best
known of these alternative accounts is prospect theory, as developed by Daniel
Kahneman and Amos Tversky. This section highlights three main themes in the
research on prospect theory and ways in which these themes relate to developments
in behavioral finance—an approach that aims to explain economic and financial
phenomena by characterizing the behavior of individuals in ways that depart
from the standard of rationality as described earlier.16

The first theme concerns the weights attached to variations in the probability of
an outcome. As a description of choice, expected utility theory holds that individu-
als weight variations in the probability of an outcome in a linear fashion—hence the
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paradox in the Allais paradox. In contrast, prospect theory accommodates weights
that do not vary in a linear fashion, thereby accommodating preferences such as
those expressed in the Allais paradox.

The second theme involves reference-dependence and loss aversion. Under ex-
pected utility theory, outcomes are characterized as the resulting states of affairs.
In the case of monetary gambles, for example, each outcome specifies the individ-
ual’s total amount of wealth after the gamble. Reference-dependence is the idea that
outcomes of choices under uncertainty are understood as gains and losses relative
to the starting point of the agent. Loss aversion refers to the idea that people weight
more heavily the possibility of a loss than the possibility of a gain (Tversky and
Kahneman 1991).

The third theme involves framing effects and mental accounting. Framing effects
refer to instances in which two decision problems that are identical from the per-
spective of rationality result in different choices, ostensibly because of the way in
which the problems are described. Mental accounting refers to the cognitive pro-
cesses by which agents categorize and evaluate advantages and disadvantages
in economic choices, mainly in the realm of financial decisions. As an illustra-
tion of these two concepts and their relation, consider the following experiment
(Kahneman and Tversky 1984).

In the experiment, one group of subjects was asked to imagine purchasing
a jacket for $125 and a calculator for $15, and then was told that the calculator
was on sale for $10 at the other branch of the store. A second group was given
the same scenario with the initial prices of the jacket and calculator reversed,
and then was told that the calculator was on sale for $120 at the other branch.
In the first scenario, 68 percent of respondents were willing to drive to the other
store. In the second scenario, only 29 percent of respondents were willing to do
so. Underlying this framing effect, according to Kahneman and Tversky (1984), is
a tendency in mental accounting to categorize problems spontaneously as topical
rather than comprehensive. A topical account evaluates the alternatives relative to a
reference level set by the nature of the problem. A comprehensive account includes
all of the features of the problem as well as considerations outside of the problem,
such as the impact on monthly household savings. Although there is no difference
between the two scenarios under a comprehensive account, there is a difference
under a topical account in which the topic is the purchase of a calculator and the
purchase price sets the reference level.

Prospect theory has been invoked to explain financial market phenomena
that cannot be easily explained under an expected utility framework. One such
phenomenon is the equity premium puzzle. Given that stocks are riskier than bonds,
it is expected that stocks will offer a higher return to attract investors, and that
the more risk averse investors are, the greater the difference in returns. The puzzle
arises because the difference in returns suggests that investors are much more
risk averse than suggested by estimates from other contexts. Shlomo Benartzi
and Richard Thaler (1985) argue that if investors are loss averse and follow a
mental accounting process of evaluating their portfolios annually, the premium
on equities is consistent with previously estimated parameters of prospect theory.
The intuition is that because loss-averse investors are more sensitive to decreases in
financial returns than to increases, they are less willing to hold risky assets. Along
similar lines, loss aversion has been used to explain the observation that investors
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are more likely to sell winners than losers when reducing their portfolio of stocks
(Odean 1998).17

These examples point to predictable and potentially exploitable features of
financial markets. If capital markets were perfect and some investors were rational,
then these features should not persist according to the EMH. For these reasons, a
number of scholars have called the EMH into question. For example, Robert Shiller
(2005) argues that investors tend to overreact to small pieces of information, which
gives rise to price movements that are disproportionate to the significance of the
information. Along these lines, it has been argued that having the suffix “.com”
in a firm’s title alone added value during the Internet stock market boom and
subtracted value during the subsequent stock market bust (Cowen 2004, 222).

The Role of Preferences

The preceding debates concern observations about people’s choices and the func-
tioning of financial markets, and the extent to which these observations are con-
sistent with different accounts of choice, including expected utility theory and
prospect theory. Much research has been devoted to trying to support or refute
expected utility theory as a description of choice as well as to develop plausible
alternatives to it. This is a highly active line of research.

At the same time, it may help to put this line of research into perspective. The
conceptions of rationality discussed in this chapter take preferences as given. This
suggests that much of the description and explanation of people’s choices depends
on describing and explaining their preferences, something that falls outside the
realm of debates about rationality as defined in this chapter. In turn, there is reason
to doubt that settling questions about rationality as a descriptive claim can settle
questions about the description and explanation of people’s choices.

For example, it is often claimed that a rational agent will testify in the prisoner’s
dilemma. If an agent is concerned with more than minimizing the amount of time
that she spends in prison, however, this claim need not be correct. Suppose an
agent also cares (though to a lesser degree) about the time that the other agent
spends in prison. If each agent attaches a weight of one-half to the amount of time
that the other spends in prison, the agents face an assurance game, as shown in
Exhibit 4.4.

Testifying is no longer the dominant strategy, even if there is no change in the
sense that agents are considered to be rational.

Agent 2 

Testify Don’t testify 

10 years, 5 years 1.5 years, 1.5 years Don’t testify 

A
g

e
n

t 
1 

7.5 years, 7.5 years5 years, 10 years Testify 

Exhibit 4.4 Prisoner’s Dilemma Modified to Assurance Game
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At first, it might be thought that in the case of financial markets, individuals
seek to maximize their financial wealth and so a fuller description of people’s
preferences is not required. It turns out, however, there is research to suggest
that individuals act on considerations, such as status, that are independent of
financial wealth and may even go against their financial interests (Frank 1985,
1988, 2000). There also is a growing sociological literature emphasizing the role
that networks of social relationships play in influencing the dynamics of financial
markets (Granovetter 1985; Poldony 2001; Preda 2008; White 1981). For example, it
has been argued that pricing practices are influenced by considerations of prestige
and status in these networks that are independent of considerations of wealth
maximization (Poldony 2005).

None of this is to deny the importance of trying to determine whether people
choose rationally if the concept of rationality is invoked in trying to explain and
predict individual choices and market phenomena. Rather, the point is that because
rationality concerns only the relations among preferences, descriptive claims about
individual choices and market phenomena cannot be settled without considering
the actual preferences that individuals have.

NORMATIVE ISSUES
This chapter closes by discussing some normative issues that arise from the way in
which rationality and efficiency are defined and used in contemporary economics
and finance.

Normative Commitments and Descriptive Claims

The money pump and the Allais paradox are offered as examples of behavior that,
if observed, would challenge the descriptive claim that people behave rationally.
There is a question, however, whether the examples can be understood to serve this
function without further normative commitments about the nature of rationality.

Consider the following agent. In the case of the money pump, the agent claims
that A when given the choice of A and B is not the same as A when given the choice
of C and A. If we designate the first A as A1 and the second A as A2, the agent has
rational preferences; she prefers A1 to B, B to C, and C to A2. In the case of the Allais
paradox, the agent claims that the outcome of choosing lottery 1B when a red ball
is drawn is not $0, but rather $0 plus regret. With such an interpretation of the
alternatives, choosing lottery 1A and lottery 2B would not violate the requirement
of independence.

The researcher confronted with such an agent could conclude that the agent’s
choices do not violate the requirements of rationality. However, given that the
money pump and the Allais paradox are offered as examples of behavior that do
not conform to the requirements of rationality, there is reason to believe that most
researchers hold further normative commitments about what rationality requires
for the evaluation of alternatives.18

Rationality and Comparison

Rationality concerns what one has reason to do. By taking preferences as given
and focusing largely on the consistency among preferences, the conception of
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rationality in this chapter places few restrictions on what is required to conform
with reason. Accordingly, if this conception of rationality is to guide what one
ought to do, it must be accompanied by standard sorts of ethical inquiry and more
general inquiry regarding what one has reason to do.

Although the conception of rationality at hand is consistent with a wide range
of ethical views, there is reason to doubt it accommodates all plausible ethical
views. One issue, alluded to earlier, concerns the extent to which preferences
accommodate considerations about the act of choice. Another issue concerns the
comparative nature of rationality.

Some scholars argue that for certain pairs of alternatives, it is not true that one
alternative is at least as good as the other or that each is at least as good as the
other. Alternatives for which this is the case are often referred to as incomparable.19

One argument grounds the incomparability of alternatives in value incommensura-
bility—the idea that some values lack a common measure against which to rank
alternatives that are each favored by different values. Another argument holds that
incomparability is constitutive of certain goods and values. Suppose one is offered
a significant amount of money to leave one’s spouse for a month. The indignation
that is typically experienced, according to Joseph Raz, is grounded in part in the
symbolic significance of actions (Raz 1986, 349). In this case, “what has symbolic
significance is the very judgment that companionship is incommensurable with
money” (Raz 1986, 350).20

In requiring preferences to be complete, the conception of rationality at hand
does not readily accommodate views in which there is good reason to judge al-
ternatives to be incomparable. Indeed, this feature of rationality has been used to
defend the view that the responsibility of managers is to maximize the long-run
market value of the firm (Jensen 2002). Jensen’s defense involves rejecting stake-
holder theory—the view that managers ought to take into account the interests of all
stakeholders—on grounds that it lacks a single measure against which to evaluate
trade-offs among competing interests and to evaluate whether an alternative is at
least as good as all others. Jensen argues that in contrast, the long-run market value
of the firm provides just such a measure.

One response is to reject the requirement that rational choice involves the
choice of an alternative that is at least as good as all other alternatives.21 Amartya
Sen (1997, 2000), for example, argues that rationality only requires the choice of
an alternative that is not worse than all other alternatives. Because incomparable
alternatives qualify as not worse than one another, this alternate conception of
rationality is able to accommodate the incomparability of alternatives. In turn it
has been argued that those who understand rationality to require the choice of an
alternative that is at least as good as all other alternatives have no reason to reject
this alternate account of rationality (Hsieh 2007a).

Efficiency and Well-Being

The first fundamental welfare theorem is often invoked in favor of the use of
markets to allocate goods, services, and resources. For example, a Pareto efficient
state of affairs is often described as a situation in which no one can be made
better off without making someone worse off. In principle, this is the sort of claim
that could count in favor of the use of markets. However, there is no necessary
connection between preference satisfaction and what is better for a person. This
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subsection takes up making this connection along with the normative significance
of Pareto efficiency more generally.

There are two ways in which the connection is made between the satisfaction
of an agent’s preferences and her well-being. The first involves the desire-satisfaction
account of well-being. According to this account, a person is made better off simply
in virtue of the satisfaction of her preferences. The second involves the assumption
that is frequently made in descriptive economics. The assumption is that agents are
self-interested and well-informed about what alternatives best serve their interests
and well-being. If this assumption is adopted, then an agent’s preferences reflect
what is better for her, and a Pareto efficient allocation is one in which no one can be
made better off without someone being made worse off (Hausman and McPherson
2006, 64).

In turn, three features of a Pareto efficient allocation seem to make it morally
desirable. First, to shift away from a Pareto efficient allocation entails making
someone worse off. The Pareto criterion captures the intuition that if there is no
good reason to do so, it is morally objectionable to make someone worse off. Second,
if an allocation is not Pareto efficient, someone is denied the possibility of being
made better off without anyone else being made worse off. This state of affairs
strikes many as wasteful. Third, the criterion of Pareto efficiency does not require
ranking a change in one agent’s well-being against a change in another agent’s
well-being. Such a comparison would require a common measure of well-being,
something considered controversial by many scholars, especially if well-being is
understood in terms of preference satisfaction.22 The criterion of Pareto efficiency
requires only examining whether each individual is better off or worse off relative
to how she fares under other allocations.

This case for Pareto efficiency as an evaluative criterion raises a number of
issues. First, it calls into question the appeal of potential Pareto improvements.
An allocation may qualify as a potential Pareto improvement even if someone is
made worse off, but this contradicts one basis for the appeal of Pareto efficiency as
an evaluative criterion. The question is what distinguishes Kaldor-Hicks efficiency
from a principle of maximizing aggregate resources.

The second issue concerns the plausibility of connecting preference-satisfaction
to well-being. A number of scholars reject the desire-satisfaction view of well-
being,23 and as previously discussed, there is reason to question the extent to which
individual preferences are self-interested and well-informed. More generally, there
seems to be a tension between an account of rationality that professes to be open-
ended with regard to the content of preferences and an account of efficiency that
relies upon the assumption that preferences are self-interested.

The third issue concerns the robustness of Pareto efficiency as an evaluative
criterion. Consider a situation in which one individual is starving and the only way
to feed her is to redistribute resources from a wealthy individual. The redistribution
of resources is not a Pareto improvement, and yet it may be morally justified on
grounds of justice or beneficence. Also, there are situations in which it seems wrong
to distribute resources unequally, even if this means that some resources are not
used to make individuals better off. Such a situation arises, for example, when
considerations of fairness or solidarity are paramount.24 These brief examples are
taken to represent instances in which considerations such as justice, beneficence,
or solidarity are prior to efficiency in evaluating an allocation of resources. The
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question is the extent to which the Pareto efficient nature of an allocation provides
sufficient reason on its own to count in favor of one allocation over another.

None of this is to deny that there are advantages associated with the use
of markets as a means of allocation. For example, markets have been defended
on grounds that they enhance choice25 or that they enable coordination of in-
formation that only individual economic agents possess.26 The point is that the
efficiency of markets—understood in terms of the satisfaction of preferences and
well-being—may not be among the stronger reasons to favor the use of markets.

CONCLUSION
This chapter highlights a number of questions that have been raised about the
ways in which efficiency and rationality are conceptualized and deployed in con-
temporary economics and finance. In the case of efficiency, these questions suggest
the need for additional criteria to evaluate economic and financial outcomes and
institutions, especially if well-being is conceived in terms of preference satisfac-
tion. In the case of rationality, the chapter points to questions about its use in
describing economic behavior in the light of apparently irrational behavior; the
accommodation of such behavior by alternate accounts of choice, such as prospect
theory; and the role of preferences in explaining choices. The chapter also raises
questions about whether the account of rationality at hand is able to accommodate
nonconsequentialist moral views and views that regard certain alternatives as in-
comparable. None of this requires rejecting the use of efficiency and rationality as
commonly conceptualized in economics and finance. However, it does suggest that
if considerations of efficiency and rationality are invoked, then care must be taken
to clarify what can and what cannot plausibly be claimed about human behavior
and the desirability of certain economic policies and institutions.

NOTES
1. There is an extensive literature on rationality and efficiency. Within the context of

economics, two useful guides to this literature are Cowen (2004) and Hausman and
McPherson (2006). For a guide to the philosophical literature on rationality see Mele
and Rawling (2004).

2. Sometimes, the requirements of rationality are characterized using three conditions:
complete, transitive, and reflexive. Reflexivity holds that A is at least as good as A.
Reflexivity is implied by completeness. Hence it is dropped as an explicit requirement
of rationality.

3. Strictly speaking, this is not correct. The agent’s preferences also must be continuous.
Intuitively, this requirement holds that as alternatives vary slightly, there are no sud-
den “jumps” or “breaks” in the agent’s ranking of the alternatives. A lexicographic
preference ranking is one kind of noncontinuous preference ranking. Suppose there
are two goods, X and Y, and alternatives consist of different combinations of X and
Y—for example, one alternative might be (5 units of X, 3 units of Y). With lexicographic
preferences, between any two alternatives, the agent prefers the alternative with the
greater amount of one good, say X, no matter how much of Y the other alternative
might have. For example, she prefers (5 units of X, 3 units of Y) to (4 units of X, 1,000
units of Y). It is only in the case of a tie between the amounts of X that she prefers the
alternative with more units of Y. For example, she prefers (5 units of X, 3 units of Y) to
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(5 units of X, 2 units of Y). With such preferences, holding X constant, the agent prefers
alternatives that increase in the amount of Y. However, as soon as there is an alternative
with an infinitely small increase in X, she prefers that alternative to all of the previous
alternatives. This is the sense in which the agent’s preferences are not continuous. To
use the terminology of mathematics, preferences are continuous if the set of alternatives
is a topological space; then the set of alternatives strictly preferred to an alternative A
and the set of alternatives to which alternative A is strictly preferred are both open.
Because continuity is something of a technical requirement, it is left aside for purposes
of this chapter.

4. In this chapter, the terms risk and uncertainty will be used interchangeably with the
assumption that for the most part, the possible outcomes and probabilities are known.
In doing so, it overlooks the distinction made by Frank Knight (1921). Knight uses the
term risk for circumstances in which the outcomes and probabilities are known and the
term uncertainty for circumstances in which some of the probabilities and potentially
the outcomes are not known.

5. To keep things simple, assume that each of the outcomes is itself an alternative over
which the agent has a preference ranking when the alternatives are realized with cer-
tainty. This is a simple lottery. The assumption leaves aside the possibility that the
lottery is a compound lottery—namely, one in which at least one of the outcomes is an-
other lottery. Because complex lotteries can be converted to simple lotteries under the
requirements for rationality presented here, the discussion of rationality uses simple
lotteries in this chapter.

6. See von Neumann and Morgenstern (1947).

7. Her preferences over lotteries are complete if for any two lotteries, L and L′, L is preferred
to L′, L′ is preferred to L, or both. If L is preferred to L′ and L′ is preferred to L′ ′, and if L is
preferred to L′ ′, then her preferences over lotteries are transitive. Her preferences over
lotteries are continuous if there is a probability, p, such that if L is preferred to L′ and L′

is preferred to L′ ′, then the agent is indifferent between p × L + (1 − p) × L′ ′ and L′.

8. If the agent’s preferences are intended to track some objective standard, then there
is a further requirement on beliefs. For example, suppose the agent is motivated ex-
clusively by considerations of her own well-being. Her preferences would be rational
only if the preferred alternatives did, in fact, maximize her well-being. In this case,
her beliefs about the impact of the alternatives on her well-being would have to be
correct for her preferences and choices to be rational. Notice, however, that this re-
quirement about the agent’s beliefs is limited to circumstances in which the agent’s
preferences are meant to track some underlying set of considerations, but this is not a
requirement of rationality. On the conception of rationality under discussion, the agent’s
preferences may be simply brute preferences or desires without any underlying consid-
erations. In that case, the issue of the rationality of her beliefs as discussed here need
not arise.

9. This is adapted from Hausman and McPherson (2006), 241–242.

10. This discussion draws on Lo (2008) and Ross (2008).

11. The concept is named after the Italian economist Vilfredo Pareto (1848–1923).

12. Individually rational behavior also need not lead to a Pareto efficient outcome under
conditions of uncertainty. See, for example, Hammond (1983) and Levi (1990).

13. For discussion of the prisoner’s dilemma, see Axelrod (1984). On the question of whether
public goods are best understood as prisoner’s dilemmas, see for example Hardin (1982)
and Hampton (1987).

14. The idea is often referred to as Kaldor-Hicks efficiency.
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15. Let X be a bet that the subject judges to be worse than another bet, Y, and yet the subject
is willing to pay more for X (say $11) than she is for Y (say $10). The agent expresses
the following preferences: (1) She is indifferent between $11 and X; (2) she is indifferent
between $10 and Y; and (3) Y is at least as good as X. If she is indifferent between $11
and X, then X is at least as good as $11, and if she is indifferent between $10 and Y,
then Y is at least as good as $10. This means that $10 is at least as good as Y, Y is at
least as good as X, and X is at least as good as $11. Assuming she prefers $11 to $10, her
preferences are intransitive.

16. This draws from Kahneman (2000). A prospect is a simple lottery as defined earlier. For
a guide to the behavioral finance literature, see Bloomfield (2008).

17. Thaler (1999) discusses a range of financial behavior that mental accounting is thought
to help explain.

18. For some discussion, see Broome (1991b), Chapter 5.

19. For more on the topic of incommensurable values, see Hsieh (2008), on which the current
discussion draws.

20. To be clear, Raz does not say that companionship is more valuable than money. If such
a view were correct, then those who forgo companionship for money would be acting
against reason (1986, 352). For another discussion on value incommensurability and
rationality, see Anderson (1993).

21. Another response to Jensen’s argument is that there are ways in which to incorporate
long-run market value and other considerations, such as the interests of nonsharehold-
ers, into a single measure that allows for comparisons of alternatives (Hsieh 2007b).

22. For one discussion, see Elster and Roemer (1991).

23. See, for example, Parfit (1984).

24. Consider the following example: “You are a kindergarten teacher (Teacher) with a
tradition of giving every member of your class a ‘kindergarten cub’ sticker on graduation
day, a symbol of class solidarity. Although those stickers cost next to nothing and peel
off within days, in past years students preserved them as cherished mementos. This
year, you find that you have miscounted; you have one fewer sticker than students.
You should not, we suppose, distribute the stickers you possess to the children, leaving
one without a sticker at the graduation ceremony. Instead you should keep the stickers
until you have enough for all, perhaps never distributing them if you never get enough,
certainly seeking an alternative expressive device if the stickers remain scarce” (Hsieh,
Strudler, and Wasserman 2006, footnote 13).

25. Friedman (1962). For two responses to this view, see Peter (2004) and Waldfogel (2007).

26. For a classic statement of this view, see Hayek (1945).
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Returns are the prospective financial rewards from investment. Risk is the
potential for fluctuations in returns to engender losses. If investors are risk
averse—as most appear to be—then they should demand higher expected

returns from riskier investments.
In the wake of the credit crisis and the Bernard Madoff scandal, investors and

regulators are clamoring for more rigorous financial due diligence by fund managers,
institutional investors, and other market participants. Financial due diligence is the
process by which investors try to ascertain, among other things, the potential risks
and returns of a contemplated investment.

Both qualitative and quantitative methods are used to determine whether
a given investment offers a fair risk/return trade-off (and what that trade-
off is). Due diligence analysts use qualitative methods to examine hard-to-
quantify variables—for example, portfolio manager reputation, internal control
quality, reporting adequacy, and regulatory compliance. Investors employ quan-
titative methods to examine matters that more naturally lend themselves to em-
pirical analyses—especially the risk and return characteristics of contemplated
investments.1

Some potential investments can appear undesirable until the due diligence
analyst properly measures their risks and returns, at which point the investment
may seem more attractive. Alternatively, other potential investments can look

∗We are grateful to John Cochrane and Dan Fischel for their comments on earlier drafts. The
usual disclaimer applies, however; the opinions expressed herein are the authors’ alone and
do not necessarily reflect those of any organization with which the authors are affiliated or
their customers and clients.
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appealing until the due diligence analyst appropriately analyzes risks and returns
and determines that the investment is unpalatable.

Part of the process of identifying investments with fair risk/return trade-offs
includes spotting investments that seem too good to be true. As Judge Richard
Posner observed in a Ponzi scheme case, “Only a very foolish, very naive, very
greedy, or very Machiavellian investor would jump at a chance to obtain a return
on his passive investment of 10 to 20 percent a month (the Machiavellian being
the one who plans to get out early, pocketing his winnings, before the Ponzi
scheme collapses). It should be obvious that such returns are not available to
passive investors in any known market, save from the operation of luck.”2 Financial
due diligence helps investors avoid becoming one of those “very foolish, very
naive, very greedy, or very Machiavellian investor[s]” that Judge Posner and other
actors in the courts look for in such situations.

In this chapter, we first explain basic concepts of risk and return in financial
economics with an eye toward the task of financial due diligence. We then illustrate
the applications of these concepts in financial due diligence using the example of
Bernard Madoff Investment Securities.

BASIC CONCEPTS OF RISK AND RETURN
IN FINANCIAL ECONOMICS
The return on an asset over some period of time (returns are always relative to some
time period, whether an instant, day, month, year, etc.) is its payoff over that time
period relative to its initial value (i.e., the value of the asset at the beginning of the
period). We summarize some of the most popular ways of measuring returns in
Appendix A. Most generally, the net return on a financial asset from time t to t + 1 is

rt+1 = xt+1 − pt

pt
= dt+1 + pt+1 − pt

pt
(5.1)

where pt is the price of the asset at time t
xt+1 is the payoff to investors at time t + 1
dt+1 reflects distributions to investors (e.g., dividends or interest) at time

t + 1
pt+1 is the price of the asset or portfolio at the end of the holding period

The risk of an asset is the potential for returns to fluctuate unexpectedly. Returns
vary for a number of reasons, including, but not limited to, changes in prices
and interest rates (market risk), the nonperformance of counterparties or obligors
(credit risk), cash flow shortfalls (funding risk), and forced liquidations of losing
positions at unreasonable prices or spreads (liquidity risk).

A key premise of modern financial economics is that return and risk are
related—in particular, investors expect a higher return for bearing higher risk.
When an asset pays off a known amount with certainty, that asset is called risk-free.
Competition in the market for risk-free assets will force the rate payable on riskless
assets to the risk-free rate.3
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Excess Returns and Alpha

Risk-averse investors will demand a return in excess of the risk-free rate to
compensate them for bearing risks they prefer to avoid. Risks to which investors
are averse are risks that lead to losses—so-called downside risks. Some investors
are content with low returns as long as they face limited downside risk. Others are
willing to bear more downside risk in the pursuit of higher returns.

In theory, only downside risks that investors cannot eliminate by diversifica-
tion should earn higher expected returns. Such risks are called systematic risks.
Because no investor can eliminate systematic risk simply by adding other assets
with systematic risk to a diversified portfolio, the asset must offer a return com-
mensurate with its systematic risk to persuade the investor to hold the asset.

Risks that the investor can eliminate by holding the asset in a diversified
portfolio, by contrast, are called idiosyncratic risks. In equilibrium, investors should
not earn a return for bearing idiosyncratic risk, which is diversifiable by most
investors.4 Otherwise, all investors would have an incentive to add any asset
offering a return for idiosyncratic risk to their already diversified portfolio. The
idiosyncratic risk would disappear in the portfolio, leaving only the return. Such
free lunches cannot survive in competitive capital markets.

Much research in financial economics aims at understanding the risks for which
investors demand compensation in capital markets. That is, financial economists
seek to understand the sources of systematic risk and the returns that investors
demand for bearing those risks. If we could measure systematic risk perfectly,
we then could estimate the expected return actually being offered by the asset,
E(r), and compare it to the expected return E(r*) that compensates for the asset’s
systematic risk. The difference, if any, between the two is known as alpha:

� = E(r ) − E(r∗)

A zero or negative alpha indicates that the investment is just compensating
or undercompensating investors for the risks that affect the underlying payout on
the security or portfolio. But if alpha is positive, the investment is overperforming
relative to its measured risks. That is the reason many investors claim to “seek
alpha”—investments with positive alpha are offering expected returns that more
than compensate for their risk.

How much return an asset should pay to compensate for its systematic risk
depends on the sources of systematic risk, the exposure of the asset to those sources,
and the premiums that investors demand for bearing that risk. Answering those
questions requires a model of market equilibrium for capital assets, often referred
to as asset pricing models. Different asset pricing models will, in general, assume
the existence of different sources of systematic risk and thus typically give rise to
different estimates of E(r∗).5

The Capital Asset Pricing Model

The capital asset pricing model (CAPM) is the simplest and best-known theoretical
asset pricing model. In the CAPM, the only source of systematic risk is the extent to
which an asset’s return moves together (covaries) with the return of the weighted
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average of all other assets, where the weights are the market values of all of the
other assets in the world.

The idea is fairly simple. Suppose that you could buy a little bit of every asset
in the world and that your own personal portfolio had the same rate of return as
the weighted average of all assets in the world—that is, your own portfolio of risky
assets is just a tiny version of the whole portfolio of world wealth. Suppose further
that you prefer more money to less but that, at your current wealth, the pain of
losing a dollar hurts more than the pleasure of gaining a dollar feels good.

Now consider any one asset in the world. If the asset performs well (earns
good returns) when all of your other assets are doing well, that is doubtless a good
thing. But the problem is that you are earning money from that asset when you are
already earning money on everything else. And it works the other way. If that asset
is moving with the rest of your wealth then it is going to perform poorly when the
rest of your assets also are doing poorly. That’s not good. So the more an asset’s
return covaries with the rest of the wealth in the world, the more you are going to
want to get paid to hold that asset—that is, the higher the expected return you will
demand.

In the CAPM, the systematic risk is the strength of the covariance between the
returns on a given asset and the returns to the rest of the wealth in the world. That
is, the CAPM return that investors can expect on some asset or portfolio j, E(r∗

j ), is
related to its systematic risk as follows:

E(r∗
j ) − r f = � j [E(rm) − r f ] (5.2)

where rj is the return on asset or portfolio j
rm is the return on the market portfolio of world-invested wealth
rf is the risk-free rate
�j is a measure of the extent to which the returns rj and rm move

together—namely, the coefficient in a regression of asset j’s excess re-
turns on the market’s excess returns

or

� j = Cov(r j , rm)
Var(rm)

The only source of systematic risk in the CAPM—and the only thing driving
differences in expected returns given rm and rf—is the asset’s �.

To determine whether there is any alpha, we take a sample of N historical
returns on a portfolio j and run the following regression:

r j,t − r f = � + � j [rm,t − r f ] + ε j,t (5.3)

f or t = 1, . . . , N
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If the asset earned returns that compensated for its CAPM risk and the CAPM
correctly models asset returns (this is an important assumption), then the estimated
intercept � in regression (3) should be zero. A positive estimated alpha is evidence
that the asset earned more on average than the CAPM predicted.

Interpretations of positive estimated alphas can be challenging. If the CAPM is
true, the estimated alpha is good evidence of positive abnormal returns—in other
words, an investment that beat the market. But it is much more difficult to interpret
the positive alpha if the CAPM is not a good description of asset pricing. In that
case, the positive alpha may be due entirely to the omission of some other risks for
which the investors holding the asset were compensated but which is not reflected
in the CAPM. The asset will have earned higher average returns than the CAPM
predicted not because of any mispricing that reflected the opportunity for returns
above those necessary to compensate for risk, but instead because those returns
compensated for sources of risk omitted from the CAPM.

Other Asset Pricing Models

Much empirical evidence suggests that the CAPM does not adequately capture all
sources of systematic risk in asset returns. The co-movement of returns with other
variables helps explain these deviations from the CAPM. Asset pricing models that
include these variables often characterize expected excess returns as

E(r∗
j ) − r f = �1, j �1 + �2, j �2 + · · · + �k, j �k (5.4)

where �k,j is the kth regression coefficient of asset j’s excess return on the kth risk
factor

�k is the risk premium of the kth risk factor

The risk factors are proxies for economic variables with which investors are
concerned in defining good and bad times. In the CAPM, the only such risk factor
was co-movement with the market.

A currently popular version of the general model shown in equation (5.4) is
the Fama and French (1993) three-factor model, which describes expected excess
returns on an asset or portfolio j in terms of three systematic risk factors:

E(r∗
j ) − r f = �m�m + �SMB�SMB + �HML�HML (5.5)

where �m is the excess return on the market (the same factor used in the CAPM)
�SMB is a variable formed from the difference in returns to big versus small

market capitalization stocks (designed to capture the observed factor of
firm size in explaining differences in average returns across stocks)

�HML is a variable formed from the difference in returns on stock with
high versus low book-to-market ratios (designed to capture the observed
explanatory factor of such measures in explaining differences in average
returns across stocks)
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The various �’s are the respective regression coefficients. A four-factor version
of the model also includes a variable designed to capture the tendency of recent
good and bad performance to continue, known as the momentum effect.

Like the CAPM, running a regression of the form in equation (5.5) generates
an estimated intercept that should be zero if the Fama-French model is a true
representation of the relation between expected excess returns and systematic risk.
A positive estimated intercept indicates that the average return of the asset or
portfolio exceeds the risk-free rate by more than the systematic risk premium.
Also like the CAPM, the positive intercept may reflect abnormal performance
unexplained by risk or, alternatively, misspecification of the asset pricing model
that has omitted proxies for the true sources of systematic risk.

Measures of Total Risk

To augment or obviate the search for an appropriate asset pricing model to estimate
alpha, many analysts also employ measures of returns relative to some measure of
total risk that does not attempt to decompose return fluctuations into systematic
and idiosyncratic components. One such measure is the Sharpe ratio:6

SRj = r̄ j − r f

�j

where SRj is the Sharpe ratio on asset or portfolio j
r̄ j is the average return on asset or portfolio j
�j is the volatility of returns on that asset or portfolio

Volatility is often estimated as the standard deviation of returns over an historical
period, perhaps using rolling moving averages or more structured models of the
evolution of volatility over time.7

A problem with using the Sharpe ratio for financial due diligence, however,
is its measurement of risk using only the volatility of excess returns. Volatility
is a symmetric measure of risk that reflects deviations both above and below
average returns. But if the true return distribution is negatively skewed or fat-
tailed, volatility is an incomplete description of return dispersion. And, as noted
earlier, it is the downside risk with which most investors are more concerned.

Consider, for example, a portfolio that consists of short positions in out-of-the-
money equity put options. The portfolio earns a premium as long as stock prices
do not decline significantly. But if stock prices collapse, the options move into-the-
money and the value of the portfolio crashes. Yet the volatility of the payoff on the
short option portfolio is lower than the volatility of a similar portfolio invested in
the stocks underlying the puts. In both portfolios, investors lose when share prices
decline. But in the stock portfolio, investors make money when prices rise, unlike
the option portfolio in which the maximum payoff is the premium collected. The
distribution of payoffs on the option portfolio thus is truncated, which reduces
the estimated volatility of returns. That lower volatility, however, results from
chopping off the potential upside of the strategy. Volatility thus has been reduced at
the expense of negative skewness and fat tails in the payoff distribution. As such,
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it is by no means clear that the option portfolio is less risky than the stock portfolio
even though the returns on the former are less volatile than on the latter.

To measure the risk/return ratio for an asset or portfolio with skewed and/or
fat-tailed returns, an analyst may instead evaluate average excess return relative
to an estimate of downside risk (DSR). Unlike volatility, DSR measures the risk of
only those returns below the average or some target. The analogue of the Sharpe
ratio for measuring average excess returns per unit of DSR is the Sortino ratio:

Sortino Ratio = r̄ − r f

DSR

Quite a few different ways of measuring DSR can be used to calculate the
Sortino ratio. One such measure, the downside semi-standard deviation (DSSD),
is defined as

DSSD =
√
√
√
√
√

1
M

M
∑

1{s,t,rt<r̄}

(r̄ − rt)2

where M is the number of returns in the sample below the average return. DSSD
thus measures the so-called bad part of the standard deviation. If the underlying
return distribution has a fat left-hand tail, the DSSD provides a better measure of
risk than volatility.

Another popular measure of DSR is value at risk (VaR). For an estimated dis-
tribution of potential returns, VaR measures the return threshold that the investor
expects to exceed (1 – X) percent of the time, where X is usually set at 1 per-
cent or 5 percent. A 99 percent monthly VaR of –15 percent, for example, means
that the portfolio is expected to generate monthly returns below –15 percent only
1 percent of the time. The underlying return distribution used to compute VaR can
be generated parametrically, nonparametrically, by simulation analysis, or with
some mixture of those methods.8

A significant drawback of VaR is that it does not tell us the magnitude of
potential losses below the critical level. A 99 percent monthly VaR of –15 percent
suggests that returns should not be below –15 percent more than 1 percent of the
time, but it does not tell us whether the 1 percent of violations consist of, say,
–16 percent returns or –1,600 percent returns. To address this, market participants
sometimes define VaR in terms of conditional expected loss, otherwise known as
tail VaR or t-VaR.

Analysts typically compare a calculated risk/return ratio with the risk/return
profile of similar assets. For example, Exhibit 5.1 shows historical return, risk, and
return/risk ratios for the CRSP Value-Weighted Portfolio of NYSE, NASDAQ, and
AMEX stocks from 1947 to 2008. All of the measures of return relative to risk
are below 0.50. The definition of risk, moreover, changes the results noticeably.
The Sortino ratio using 95th percentile VaR as a measure of DSR, for example, is
appreciably lower than the Sharpe ratio.
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Exhibit 5.1 Risk and Return Statistics on the CRSP Value-Weighted Portfolio of
NYSE, NASDAQ, and AMEX Stocks, 1947 to 2008

Monthly Annual

Returns:
Average Marketa Return 0.924% 11.981%
Average 30-day T-Bill Return 0.377% 4.659%
Average Excess Returnb 0.546% 7.323%

Risk:
Volatility of Excess Returns 4.251% 18.149%
DSSD of Excess Returns 4.723% 20.897%
95th Percentile VaR of Excess Returns c 6.513% 22.293%

Return/Risk Ratios:
Sharpe Ratio 0.1286 0.4035
Sortino Ratio (DSSD) 0.1157 0.3504
Sortino Ratio (VaR) 0.0839 0.3285

aCRSP Value-Weighted Portfolio (including distributions).
bAverage market return minus average 30-day T-bill return.
cAbsolute value of fifth percentile excess return.
Source: Center for Research in Security Prices.

PUTTING THEORY INTO PRACTICE—THE
MADOFF EXAMPLE
We now illustrate the application of risk/return analysis to financial due diligence
by examining the detection of a Ponzi scheme. In a Ponzi scheme, the promoter
solicits funds from customers for investment in some portfolio or strategy, but little
or no investing actually occurs. Redemption requests and distributions are financed
by cash received from new participants in the scheme—robbing Peter to pay Paul,
as it were—and the remaining cash is distributed to the participants in the fraud.

Because almost all investment managers who appear to have abnormally high
average returns will attribute their results to skill, the self-reported performance
explanations of investment managers are likely to hold little weight in the due
diligence analysis. Investment managers do not, after all, self-proclaim their
fraudulent investments.

The problem is especially difficult when Ponzi schemes do not promise super-
high returns. When long-run average returns are just high enough to be enticing
but not so high as to be obviously unrealistic, then the tools we have discussed thus
far can be valuable components of the due diligence process. We illustrate using the
case of Bernard L. Madoff Investment Securities (“Madoff” in the pages that follow).

Madoff’s Ponzi Scheme

In the largest investor fraud by an individual in history, Madoff primarily mar-
keted a single investment strategy—known as a split strike conversion—in which he
claimed to be purchasing blue-chip stocks in the S&P100 Index and simultaneously
selling out-of-the-money calls and buying out-of-the-money puts on the S&P 100



P1: OTA/XYZ P2: ABC
c05 JWBT301-Boatright June 30, 2010 12:40 Printer Name: Hamilton

RETURNS, RISK, AND FINANCIAL DUE DILIGENCE 93

Index. Normal enough in its own right, a split strike conversion strategy is essen-
tially just a stock index arbitrage program and, as such, should have relatively low
risk and generate modest returns.

Yet Madoff boasted average returns of nearly 10.5 percent per annum for the
17 years during which the Ponzi scheme went undetected. Even when the market
fell nearly 40 percent through November 2008, Madoff was still reporting a positive
5.6 percent year-to-date return (Applebaum et al. 2008).

Ponzi schemes generally fall apart when larger-than-expected redemptions oc-
cur. But that never happened with Madoff. If not for the collapse of equities during
the credit crisis, Madoff’s fraud might have remained undiscovered for many more
years. Madoff’s scheme apparently went undetected for so long part because it was
an affinity fraud aimed at the wealthy Jewish community in New York and Palm
Beach. Within that community, Madoff was a well-known figure with impeccable
references; his investors trusted him. Indeed, some within Madoff’s target affinity
group report having tried to invest with him but having been turned away—no
doubt adding to his appeal.9 In addition, Madoff’s returns were generally not so
high as to be completely ridiculous on their face.

A Risk/Return Analysis of a Madoff Feeder Fund

Most of Madoff’s money came from feeder funds that secured investments from
customers and then used Madoff as either the investment manager or broker. To
analyze the risk and return of Madoff’s scam, we obtained returns from July 1989
through December 2000 on one of Madoff’s largest feeder funds.10 Although some
of Madoff’s feeder funds had other investments, we understand that the fund we
examined was invested almost exclusively with Madoff.

Alpha
Exhibit 5.2 shows Madoff’s estimated alpha from the CAPM and the Fama-French
model regressions—equations (2) and (5), respectively. If we run a CAPM regres-
sion of the feeder fund’s excess returns on the market portfolio’s excess returns,
we get a statistically significant estimated � of 0.7251 percent per month. In the
naı̈ve CAPM world, it looks like Madoff was earning about 75 basis points per
month above the return commensurate with the systematic risk of the market.
The Fama-French regression yields a similar estimate of 0.7209 percent per month;
adding the two additional proxies for systematic risk only reduces average returns
by about half a basis point per month.

Using both the CAPM and Fama-French models, it appears as though Madoff’s
feeder fund was adding significant value in excess of the systematic risk of the
fund. As noted earlier, these positive alpha estimates could be the result of model
misspecification. But part of the due diligence process is identifying red flags like
this one and following up with additional qualitative and quantitative analysis.

Returns Relative to Total Risk Measures
Exhibit 5.3 shows monthly returns from July 1989 through December 2000 on
the CRSP Value-Weighted Portfolio compared to Madoff’s monthly returns. The
average monthly return on Madoff was 1.18 percent, as compared to an average
monthly return on the market of 1.24 percent over this period. As Exhibit 5.3 also
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Exhibit 5.2 Alpha Regressions of Madoff Feeder Fund Returns

CAPM Fama-French

� 0.007251** 0.007209**

�m 0.053397** 0.053783**

�SMB n/a −0.04799*

�HML n/a −0.01809
N 138 138
R2 0.0727 0.1147

*p < 5%.
**p < 1%.

shows, however, Madoff’s returns exhibited very low volatility—0.83 percent per
month as compared to 4.08 percent per month for the market.

Despite average returns slightly below the market, the Sharpe and Sortino
ratios for Madoff are well above the market, as shown in Exhibit 5.4. The Sharpe
ratio over this period was 0.9516 for Madoff, as compared to 0.2028 for the market.
And Madoff’s Sortino ratios (measured with DSSD and VaR, respectively) were
1.0730 and 2.9515, compared to the market Sortino ratios of 0.1741 and 0.1465.

Moving down the rows in Exhibit 5.4, average returns are divided by increas-
ingly conservative measures of risk. As expected, the risk/return ratios for the
market decline as the measure of risk in the denominator increases. But the
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Exhibit 5.3 Monthly Returns on the Market versus Madoff Feeder Funds, July 1989
through December 2000
Source: Center for Research in Security Prices.
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Exhibit 5.4 Sharpe and Sortino Rations, Madoff versus CRSP
Value-Weighted Portfolio, July 1989 through December 2000

Madoff Market

Sharpe Ratio 0.9516 0.2028
Sortino Ratio (DSSD) 1.0730 0.1741
Sortino Ratio (VaR) 2.9515 0.1465

Madoff portfolio shows the opposite pattern—increasing risk/return ratios for
progressively more conservative measures of risk. That indicates extremely thin
tails in Madoff’s return distribution vis-à-vis the market. In other words, not only
do Madoff’s returns exhibit little variation around the average, they also include
few bad months.

Both the levels of the risk/return ratios and the thin-tailed distributions they
indicate represent additional red flags. Although fraud is not the only possible ex-
planation for the patterns in Exhibit 5.4, the data indicate that further due diligence
is likely warranted.

Persistence and Serial Correlation
Another indicator of potentially too-good-to-be-true investments is excessive per-
sistence in returns. Efficient capital markets are generally thought to follow close
to random walks, especially over holding periods of a month or longer. As such,
significant persistence in returns is a red flag to ask additional questions about
why the performance of an asset or portfolio is seemingly so stable over time.

Return persistence is measured statistically by looking at serial correlation (aka
autocorrelation). Specifically, we can run the following regression:

rt+1 = �0 +
q

∑

k=1

�krt−k + εt+1

where q is the number of lagged returns that we want to examine. The regression
coefficient � k is the partial autocorrelation of returns at the kth lag. If returns
fluctuate randomly, � k should be zero at all lags. Positive estimated autocorrelations
indicate persistence in returns—that is, an unusual high return in one period is
likely to be followed by an unusually higher return in the next period.

The number of autocorrelation lags that an investor should examine depends
on the frequency of available mark-to-market returns and the quality of that data.
In annual returns, statistically significant positive autocorrelations at the one-year
lag should be enough to raise an eyebrow. With monthly returns, looking at two
or three lags is probably adequate.

Positive autocorrelation also reduces estimated volatility. Returns that exhibit
persistence thus will tend to be less volatile and to have higher Sharpe ratios than
returns following a random walk. The greater the persistence of returns, the lower
is the estimated volatility of returns and the higher the Sharpe ratio. So even if
positive autocorrelations show up for good reasons, further due diligence still may
well be indicated.11
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The first three partial autocorrelation coefficients on market portfolio returns
are all statistically indistinguishable from zero, just as we would expect. But for
Madoff, the partial autocorrelations are –0.19, 0.24, and 0.19 for the first three lags,
all of which are statistically significant.

The positive autocorrelation on the second and third lags show persistence in
returns that might be expected from a Ponzi scheme. Although returns persistence
can be generated by infrequent marking to market of the underlying securities,
Madoff’s supposed focus on highly liquid S&P 100 stocks and options suggests
that those autocorrelations cannot be explained by nonsynchronous trading or
illiquidity alone.

The estimated autocorrelation at the first lag, however, is negative. That is more
traditionally associated with phenomena such as market overreactions or prices
that bounce between bids and offers. The same thing would also be consistent with
a fictional pricing scheme that took average prices and then marked them up one
month and down the next. But the explanation is not immediately obvious from
the data.

So once again, we have a potential red flag—but only a potential one. Although
the autocorrelations in the Madoff fund are consistent with a fictional-price Ponzi
scheme, there are other explanations for these estimates. The autocorrelations thus
are not conclusive on their own but should be the catalyst for asking additional
questions.

CONCLUSION
In theory, identifying opportunities that are seemingly too good to be true can be
accomplished by looking for abnormally high alphas. The problem, of course, is
that the appearance of uncharacteristically high average excess returns may arise
for different reasons: (1) the investment manager or trader is engaged in willful
deception or fraud; (2) the investment manager or trader is pursuing authorized
and legitimate investments but the measurement does not provide a true picture of
risk and return due to errors in data or methodology; (3) the investment manager
has been lucky; or (4) the investment manager has genuine skill. But in practice,
the seemingly insurmountable empirical difficulties in testing asset pricing models
makes it virtually impossible to distinguish between alphas that are actually pos-
itive and positive alpha estimates that are positive because of a misspecified asset
pricing model.

In the Madoff example, warning signs were present in the data as of late
2000. But even with the benefit of hindsight, those warning signs were not un-
ambiguously indicative of fraud in and of themselves. Nevertheless, the warning
signs were sufficient to indicate that additional analysis—both quantitative and
qualitative—may well have been warranted.

APPENDIX A: COMMON DEFINITIONS OF RETURN
A return is the payoff on a financial asset or portfolio relative to the initial value
of that investment. Returns generally can be measured in one of three ways:
discrete holding period returns, continuously compounded returns, or investment
accounting returns.
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Discrete Holding Period Returns

A holding period return is the return on an investment over some period of time
during which the investor is presumed to hold the asset. The two most basic
measures of holding period returns are gross and net per-period returns:

Rt,t+1 = dt+1 + pt+1

pt

rt,t+1 = dt+1 + pt+1 − pt

pt
= Rt,t+1 − 1

where pt is the time t price of the asset and dt+1 reflects any distributions to the
investor such as dividends or interest payments.12

We also often want to know the effective N-period return on an asset, assuming
the payoff on the asset is reinvested at the end of each holding period successively
for N periods. An investment of $1 at time t that is rolled over for N periods yields
a time t + N value of

Vt+N =
N

∏

j=1

(1 + rt+ j−1,t+ j )

The effective return over N periods is then calculated as

rt,t+N = V
1
N

t+N − 1

rt,t+N = [(1 + rt,t+1)(1 + rt,t+1) · · · (1 + rt+N−1,t+N)]
1
N − 1

rt,t+N = [Rt,t+1 Rt+1,t+2 · · · (Rt+N−1,t+N]
1
N − 1

Careful attention must be paid to the presumed compounding frequency in
multiperiod return calculations. In general, an asset whose return is compounded
q times per year over N years has an N-year effective holding period return of

rt,t+N = q

⎡

⎣

(
Vt+N

Vt

) 1
q N − 1

⎤

⎦

where

Vt+N = Vt

q N
∏

j=1

(

1 + rt+ j−1,t+ j

q

)

Continuously Compounded Returns

A continuously compounded return is the instantaneous return on an invest-
ment, assuming that all distributions are continuously reinvested. In general, the



P1: OTA/XYZ P2: ABC
c05 JWBT301-Boatright June 30, 2010 12:40 Printer Name: Hamilton

98 Finance Theory

continuously compounded return (aka geometric return) can be calculated from
the corresponding holding period return r as follows:

r cc = ln(1 + r )

In practice, continuously compounded returns are often computed as the log
difference in prices between two periods. An N-period geometric return, for ex-
ample is

r cc = ln
(

pt+N

pt

)

Investment Accounting Returns

Investment managers must calculate returns to conform to regulations or
guidelines promulgated by supervisors and accounting organizations. Such
investment accounting measures of return are often more difficult to calculate than
holding period returns because they must take into account any contributions or
withdrawals.

The ideal investment accounting measure is a true time-weighted return—
essentially a holding period return in which individual holding periods are defined
as trading days. At the end of any day t the value of the portfolio is defined as

Ve
t = pt + dt

where pt is the mark-to-market value of the portfolio at the end of day t and dt

reflects any income or distributions on day t. The value of the portfolio at the
beginning of day t is

Vb
t = Ve

t−1 + Ct−1

where Ct reflects any cash withdrawals or contributions at the end of prior holding
period t – 1. The time-weighted gross return over day t then is just

RTWR
t = Ve

t

Vb
t

and the N-period net holding period return is

r TWR
t,t+N =

⎛

⎝

N
∏

j=0

RTWR
t+ j

⎞

⎠ − 1

The principal reason that a true time-weighted return requires daily holding
periods is that cash contributions and withdrawals may occur at any time. A
manager thus needs to know values and returns on each day in order to account
for cash distributions properly.
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Many portfolio managers, however, do not have access to daily mark-to-market
prices or are concerned about the quality of daily prices on illiquid positions. As
an alternative, investors often compute approximate time-weighted returns (often
misleadingly referred to as dollar-weighted returns) using the Modified Dietz
method in which the N-period return is approximated as

r MDietz
t,t+N = Vt+N − Vt − ∑N

j=0 Ct+ j

Vt + ∑N
j=0 Ct+ j �t+ j

where Cj is any cash withdrawal or contribution on date j, and

�t+ j = �t,t+N − �t,t+ j

�t,t+N
(5.6)

where � t,t+j is the total number of days in the holding period from t to t + j.
Finally, some investment managers compute a naı̈ve dollar-weighted return

on a portfolio as follows:

r DWR
t,t+N = Vt+N − Vt

Vt
where

Vt+N =
K

∑

k=1

Ck(1 + vk)�k

where K is the total number of days on which a contribution or withdrawal
occurred in the holding period from t to t + N

k is an index variable indicating each of those withdrawal dates
� k is as defined in equation (5.6)
� k is the internal rate of return on the portfolio at k

NOTES
1. Not all market participants and due diligence analysts are created equal. Most of our

comments here are intended to apply to relatively sophisticated institutional investors.

2. Scholes v. Lehman, 56 F.3d 750, 760 (7th Cir. 1995).

3. The risk-free rate will differ depending on the timing of the certain payoff, of course.
The risk-free rate for an investment that pays off in a year will in general be different
from the risk-free rate for an investment that pays off in two years, and so on.

4. There are some exceptions, most of which owe to capital market frictions. For a discus-
sion, see Cochrane and Culp (2003).

5. For a review of the main asset pricing models, see Cochrane (2005).

6. See Sharpe (1966 and 1994).

7. Because we are really interested in knowing what the risk of an asset or portfolio will
be and not what it was, measures of risk in the Sharpe ratio can be even more useful
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when based on estimates of expected future volatility reflected in market prices. Option-
implied volatility, for example, is a forward-looking estimate of volatility.

8. One popular method of measuring VaR, known as the parametric normal method, uses
volatility to compute VaR. As a scaled measure of standard deviation, this does not
add much to risk estimates that rely on volatility directly. But this is just one possible
way to measure VaR. In general, VaR can also be measured in ways that do not rely
exclusively on volatility and that allow for skewed and fat-tailed return distributions.
See, for example, Culp (2001).

9. See Biggs (2009).

10. Subsequent references to Madoff’s performance refer to this single feeder fund. We are
grateful to Andy Lo for providing us with the feeder fund return data.

11. Various methods are available to adjust Sharpe ratios and other performance measures
for autocorrelation that arises when hedge funds and private equity funds engage in
return smoothing (for either legitimate or questionable purposes). For a good discussion,
see Getmansky, Lo, and Makarov (2004) and Lo (2001 and 2008).

12. If distributions are paid before the end of the holding period, they can easily be restated
to time t + 1 values.
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CHAPTER 6

Reputational Risk*
INGO WALTER
Seymour Milstein Professor of Finance, Corporate Governance and Ethics,
Stern School of Business, New York University

INTRODUCTION
The global financial crisis of 2007–2009 was associated with an unprecedented de-
gree of financial and economic damage. For investors and financial intermediaries,
the estimates seem to have risen to over $4 trillion or so worldwide by the time
things began to stabilize, according to the International Monetary Fund (2009).
Along with the financial damage has come substantial reputational damage for the
financial services industry, for financial intermediaries and asset managers, and
for individuals.

At the industry level, for example, Josef Ackermann, CEO of Deutsche Bank
and chairman of the International Institute of Finance, noted in April 2008 that the
industry was guilty of poor risk management with serious overreliance on flawed
models, inadequate stress-testing of portfolios, recurring conflicts of interest, and
lack of common sense, as well as irrational compensation practices not linked to
long-term profitability—with a growing perception by the public of “clever crooks
and greedy fools.” He concluded that the industry has a great deal of work to
do to regain its reputation.1 Crisis-driven reputational damage at the firm level
can be inferred from remarks by Peter Kurer, former supervisory board chairman
of UBS AG, who noted at the bank’s annual general meeting in April 2008 that
“We shouldn’t fool ourselves. We can’t pretend that there has been no reputational
damage. Experience says it goes away after two or three years.”2

Perhaps it does, perhaps not, but the hemorrhage of private client withdrawals
at the height of the crisis suggests severe reputational damage to the world’s largest
private bank—to the point that it was surpassed in assets under management by
Bank of America (after its acquisition of Merrill Lynch) in 2009. The number of
financial firms—ranging from Santander in Spain to Citigroup in the United States
and Union Bancaire Privée in Switzerland—that have reimbursed client losses
from the sale of bankrupt Lehman bonds, collapsed auction-rate securities, and
investments in Bernard Madoff’s fraudulent scheme suggests the importance of
reputational capital and the lengths to which financial firms must go to maintain

∗The author is grateful for helpful comments by John Boatright and Ed Hartman on earlier
drafts of this article.

103



P1: OTA/XYZ P2: ABC
c06 JWBT301-Boatright June 2, 2010 8:53 Printer Name: Hamilton

104 Finance Theory

it. And at the individual level the world is full of disgraced bankers whose hard
work, career ambitions, and future prospects lie in tatters.

Whether at the industry, firm, or individual level, the reputational costs of
the financial crisis have been enormous. The first section of this chapter considers
the special nature of financial services and traces the roots of the reputational risk
that firms in the industry invariably encounter. The second section defines what
reputational risk is and outlines the sources of reputational risk facing financial
services firms. The third section considers the key sources of reputational risk in
the presence of transactions costs and imperfect information.3 The fourth section
surveys available empirical research on the impact of reputational losses imposed
on financial intermediaries, including the separation of reputational losses from
accounting losses. The chapter concludes with some governance and managerial
implications.

THE SPECIAL CHARACTER
OF FINANCIAL SERVICES
Financial services comprise an array of special businesses. They are special because
they deal mainly with other people’s money, and because problems that arise in
financial intermediation can trigger serious external costs. In recent years, the roles
of various types of financial intermediaries have evolved dramatically. Capital
markets and institutional asset managers have taken a greater portion of the in-
termediation function from banks. Insurance activities conducted in the capital
markets—such as credit default swaps and weather derivatives—compete with
classic reinsurance functions. Fiduciary activities for institutional and retail clients
are conducted by banks, broker-dealers, life insurers, and independent fund man-
agement companies. Intermediaries in each cohort compete as vigorously with
their traditional rivals as with players in other cohorts, and the competition has
been intensified by deregulation and rapid innovation in financial products and
processes. Market developments have periodically overtaken regulatory capabili-
ties intended to promote stability and fairness as well as efficiency and innovation.
The regulatory arbitrage that can result has a great deal to do with the dynamics of
the financial crisis of 2007–2009, and is being addressed in many of the regulatory
efforts that have been proposed and implemented.

It is unsurprising that these conditions would give rise to significant repu-
tational risk exposure for financial firms. For their part, investors in banks and
other financial intermediaries are sensitive to the going-concern value of the firms
they own, and hence to the governance processes that are supposed to work
in their interests. Regulators, in turn, are sensitive to the safety, soundness, and
integrity of the financial system and will, from time to time, recalibrate the rules of
the game. Market discipline, operating through the governance process, interacts
with the regulatory process in ways that involve both costs and benefits to market
participants and are reflected in the value of their business franchises.

WHAT IS REPUTATIONAL RISK?
There are substantial difficulties in defining the value of a financial firm’s repu-
tation, the extent of damage to that reputation, the origins of that damage, and,
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therefore, the sources of reputational risk. Reputation itself may be defined as the
opinion (more technically, a social evaluation) of the public toward a person, a
group of people, or an organization. It is an important factor in many fields, such
as education, business, online communities, and social status. In a business context,
reputation helps drive the excess value of a business firm and such metrics as the
market-to-book ratio. However, both a precise definition and data are found to be
lacking. Arguably many deficiencies in both definition and data can be attributed
to the fact that theory development related to corporate reputation has itself been
deficient. Such problems notwithstanding, common sense suggests some sources
of gain/loss in reputational capital:

� The cumulative reputation of the firm, including its self-promoted ethical
image.

� Economic performance—market share, profitability, and growth.
� Stakeholder interface—shareholders, employees, clients, and suppliers.
� Legal interface—civil and criminal litigation and enforcement actions.

Consequently, proximate symptoms of sources of loss in reputational capital
include:

� Client flight and loss of market share.
� Investor flight and increase in the cost of capital.
� Talent flight.
� Increases in contracting costs.

For practical purposes, reputational risk in the financial services sector is there-
fore associated with the possibility of loss in the going-concern value of the financial
intermediary, which is to say the risk-adjusted value of expected future earnings.
Reputational losses may be reflected in reduced operating revenues as clients and
trading counterparties shift to competitors; increased compliance and other costs
required to deal with the reputational problem, including opportunity costs; and
an increased firm-specific risk perceived by the market. Reputational risk is often
linked to operational risk, although there are important distinctions between the
two. According to Basel II, operational risks are associated with people (internal
fraud, clients, products, business practices, employment practices, and workplace
safety), internal processes and systems, and external events (external fraud, dam-
age or loss of assets, and force majeure). Operational risk is specifically not consid-
ered to include strategic and business risk, credit risk, market risk or systemic risk,
or reputational risk.4

If reputational risk is bracketed out of operational risk from a regulatory per-
spective, then what is it? A possible working definition is as follows: Reputational
risk comprises the risk of loss in the value of a firm’s business franchise that
extends beyond event-related accounting losses and is reflected in a decline in
its share performance metrics. Reputation-related losses reflect reduced expected
revenues and/or higher financing and contracting costs. Reputational risk, in turn,
is related to the strategic positioning and execution of the firm, conflicts of interest
exploitation, individual professional conduct, compliance and incentive systems,
leadership, and the prevailing corporate culture. Reputational risk can frequently
be rooted in conflicts of interest—between the firm and its clients, between clients,
or within the financial firm itself.5 Reputational risk is usually the consequence
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of management processes rather than discrete events, and, therefore, requires risk
control approaches that differ materially from operational risk.

According to this definition, a reputation-sensitive event might trigger an iden-
tifiable monetary decline in the market value of the firm. After subtracting from
this market capitalization loss the present value of direct and allocated costs, such
as fines and penalties and settlements under civil litigation, the balance can be
ascribed to the impact on the firm’s reputation. Firms that promote themselves as
reputational standard-setters will, accordingly, tend to suffer larger reputational
losses than firms that have taken a lower profile—that is, reputational losses associ-
ated with identical events according to this definition may be highly idiosyncratic
to the individual firm.

In terms of the overall hierarchy of risks faced by financial intermediaries,
reputational risk is perhaps the most intractable. In terms of Exhibit 6.1, market
risk is usually considered the most tractable, with adequate time-series and cross-
sectional data availability, appropriate metrics to assess volatility and correlations,
and the ability to apply techniques such as value at risk (VaR) and risk-adjusted
return on capital (RAROC). Credit risk is arguably less tractable, given that many
credits are on the books of financial intermediaries at historical values. The analysis
of credit events in a portfolio context is less tractable than market risk in terms of
the available metrics, although many types of credits have over the years become
marketized through securitization structures such as asset-backed securities (ABSs)
and collateralized loan obligations (CLOs), as well as derivatives such as credit
default swaps (CDSs). These financial instruments are priced in both primary and
secondary markets, and transfer some of the granularity and tractability found
in market risk to the credit domain. Liquidity risk, by contrast, has both pluses
and minuses in terms of tractability. In continuous markets, liquidity risk can be
calibrated in terms of bid-offer spreads, although in times of severe market stress
and flights to quality, liquidity can disappear.

If the top three risk domains in Exhibit 6.1 show a relatively high degree of
manageability, the bottom three are frequently less manageable. Operational risk is
a composite of highly manageable risks with a robust basis for suitable risk metrics

Reputational
Risk

Sovereign 
Risk

Liquidity
Risk

Operational 
Risk

Credit Risk

Market Risk

Exhibit 6.1 A Hierarchy of Risks Confronting Financial Intermediaries
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together with risks that represent catastrophes and extreme values—tail events
that are difficult to model and, in some cases, have never actually been observed.
Here management is forced to rely on either simulations or external data to try to
assess the probabilities and potential losses. Meanwhile, sovereign risk assessment
basically involves applied political economy and relies on imprecise techniques,
such as stylized facts analysis, so that the track record of even the most sophisticated
analytical approaches is not particularly strong—especially under conditions of
macro-stress and contagion. As in the case of credit risk, sovereign risk can be
calibrated when sovereign foreign-currency bonds and sovereign default swaps
(stripped of nonsovereign attributes like external guarantees and collateral) are
traded in the market. This leaves reputational risk as perhaps the least tractable of
all—with poor data, limited usable metrics, and strong fat-tail characteristics.

The other point brought out in Exhibit 6.1 relates to the linkages between
the various risk domains. Even the most straightforward of these—such as the
linkage between market risk and credit risk—are not easy to model or to value,
particularly in a bidirectional form. There are 36 such linkages, exhibiting a broad
range of tractability. It can be argued that the linkages that relate to reputational
risk are among the most difficult to assess and to manage.

SOURCES OF REPUTATIONAL RISK
Where does reputational risk in financial intermediation originate? It may emanate
in large part from the intersection between the financial firm and the competitive
environment, on the one hand, and from the direct and indirect network of controls
and behavioral expectations within which the firm operates, on the other hand, as
depicted generically in Exhibit 6.2.6 The franchise value of a financial institution
as a going concern is calibrated against these two sets of benchmarks. One of
them, market performance, tends to be relatively transparent and easy to reward
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Exhibit 6.2 Reputational Risk and the External Control Web
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or punish. The other, performance against corporate conduct benchmarks, is far
more opaque but potentially more critical as a source of risk to shareholders.

Management must work to optimize with respect to both sets of benchmarks.
If it strays too far in the direction of meeting the demands of social and regulatory
controls, it runs the risks of poor performance in the market, punishment by share-
holders, and possibly a change in corporate control. If it strays toward unrestrained
market performance and sails too close to the wind in terms of questionable market
conduct, its behavior may have disastrous results for the firm, its managers, and
its shareholders. Such are the rules of the game, and financial intermediaries have
to live with them.

But the rules are not immutable. There is constant tension between firms and
regulators about appropriate constraints on corporate conduct. Sometimes finan-
cial intermediaries win battles (and even wars) leading to periods of deregulation.
Sometimes it is possible to convince the public that self-regulation and market
discipline are powerful enough to obviate the need for external control. Sometimes
the regulators can be convinced, one way or another, to go easy. Then along comes
another major transgression, and the constraint system reacts and creates a spate
of new regulations. A wide array of interests get into this constant battle to define
the rules under which financial business gets done—managers, politicians, the
media, activists, investors, lawyers, and accountants—and eventually a new equi-
librium gets established which will define the rules of engagement for the period
ahead.

There are some more fundamental factors at work as well. Laws and regula-
tions governing the market conduct of firms are not created in a vacuum. They are
rooted in social expectations as to what is appropriate and inappropriate, which in
turn are driven by values imbedded in society. These values are rather basic. They
deal with lying, cheating, and stealing, with trust and honor, with what is right
and wrong. These are the ultimate benchmarks against which conduct is measured
and which may be the origins of key reputational losses. But fundamental values
in society may or may not be reflected in people’s expectations as to how a firm’s
conduct is assessed. There may be a good deal of slippage between social values
and how these are reflected in the public expectations of business conduct.

Build-up of adverse opinion in the media, the formation of special-interest
lobbies and pressure groups, and the general tide of public opinion with respect
to one or another aspect of market conduct, can be reputationally debilitating.
Moreover, neither values nor expectations are static in time. Both change. But val-
ues seem to change much more gradually than expectations. Indeed, fundamental
values such as those previously noted are probably as close as one comes to con-
stants in assessing business conduct. But even in this domain, things do change.
As society becomes more diverse and mobile, for example, values tend to evolve.
They also differ across cultures. And they are sometimes difficult to interpret. Is
lying to clients or to trading counterparties wrong? What is the difference be-
tween lying and bluffing? Is the context necessary to determine how particular
behavior is assessed? The same conduct may be interpreted differently under dif-
ferent circumstances, so that interpretations may change significantly over time
and differ widely across cultures, giving rise to unique contours of reputational
risk. There is additional slippage between society’s expectations and the formation
of public policy on the one hand, and the activities of public interest groups on the
other.
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Things may go on as usual for a while despite occasional media commentary
about inappropriate behavior of a firm or an industry in the marketplace. Then, at
some point, some sort of social tolerance limit is reached. A firm goes too far. A
consensus emerges among various groups concerned with the issue. The system
reacts through the political process, and a new set of constraints on firm behavior
develops, possibly anchored in legislation, regulation, and bureaucracy. Or the firm
is subject to class action litigation.7 Or its reputation is so seriously compromised
that its share price drops sharply. As managers review the reputational experiences
of their competitors, they cannot escape an important message. Most financial
firms can endure a credit loss or the cost of an unsuccessful trade or a broken deal,
however large, and still survive. These are business risks that firms have learned to
detect and limit their exposure to before the damage becomes serious. Reputational
losses may be imposed by external reactions that may appear to professionals as
unfocused or ambiguous, even unfair. They may also be new—a new reading of
the rules, a new finding of culpability, something different from the way things
were done before.

Although regulators and litigants, analysts, and the media are accepted by
financial professionals as facts of life, such outsiders can be influenced by public
uproar and political pressure, during which times it is difficult to defend an of-
fending financial firm.8 In the United States, for example, tighter regulation and
closer surveillance, aggressive prosecution and plaintiff litigation, unsympathetic
media and juries, and stricter guidelines for penalties and sentencing make it eas-
ier to get into trouble and harder to avoid serious penalties. Global brokerage and
trading operations, for example, involve hundreds of different, complex, and con-
stantly changing products that are difficult to monitor carefully under the best of
circumstances. Doing this in a highly competitive market, where profit margins are
under constant challenge and there is considerable temptation to break the rules, is
even more challenging. Performance-driven managers, through compensation and
promotion practices, have sometimes unwittingly encouraged behavior that has
inflicted major reputational damage on their firms and destroyed some of them.

The reality is that the value of financial intermediaries suffers from such un-
certain reputation-sensitive conditions. Since maximizing the value of the firm is
supposed to be the ultimate role of management, its job is to learn how to run
the firm so that it optimizes the long-term trade-offs between profits and external
control. It does no good to plead unfair treatment—the task is for management to
learn to live with it, and to make the most of the variables it can control.

The overall process can be depicted in the diagram in Exhibit 6.3, which rep-
resents the firm and its internal governance processes in the center and various
layers of external controls affecting both the firm’s conduct and the reputational
consequences of misconduct—ranging from hard compliance components near the
center to soft but potentially vital issues of appropriate conduct on the periphery.
Clearly, serious reputational losses can impact a financial firm even if it is fully in
compliance with regulatory constraints and its actions are entirely legal. The risk
of reputational damage incurred in these outer fringes of the web of social control
are among the most difficult to assess and manage. Nor is the constraint system
necessarily consistent. There are important differences in regulatory regimes (as
well as expectations regarding responsible conduct) across markets in which a firm
is active, so that conduct which is considered acceptable in one environment may
give rise to significant reputational risk in another.
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Exhibit 6.3 Performance Gaps, Competition, and Conflict

VALUING REPUTATIONAL RISK
Recent research has attempted to quantify the impact of reputational risk on share
prices during the 1980s and 1990s.9 Given the nature of the problem, most of
the evidence has been anecdotal, although a number of event studies have been
undertaken in cases where the reputation-sensitive event was clean in terms of the
release of the relevant information to the market.

Exhibit 6.4 summarizes shareholder value losses in a reputation-sensitive sit-
uation involving the aforementioned sources of loss: (1) client defections and rev-
enue erosion; (2) increases in monetary costs comprising accounting write-offs
associated with the event, increased compliance costs, regulatory fines, and legal
settlements, as well as indirect costs related to loss of reputation, such as higher
financing costs, contracting costs, and opportunity costs; and (3) increases in firm-
specific (unsystematic) risk assigned by the market as a result of the reputational
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Exhibit 6.4 Reputation-Sensitive Events in a Simple Going-Concern Valuation Framework
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event in question. In order to value the pure reputational losses, it is necessary to es-
timate the overall market value loss of the firm to a reputation-sensitive event, and
then deduct the monetary losses identified in Exhibit 6.4. Consider the following
example.10 On December 28, 1993, the Bank of Spain took control of the country’s
fourth largest bank, Banco Español de Crédito (Banesto). Subsequently, shares of
J.P. Morgan, a U.S. bank holding company closely involved with Banesto, declined
dramatically. Such a reaction appeared inconsistent with market rationality, given
that the impact of the event on Morgan’s bottom line was trivial inasmuch as the
accounting loss to Morgan was unlikely to exceed $10 million after taxes. Perhaps
something more than the underlying book value of J.P. Morgan was moving the
price of the stock. In particular, the central bank takeover of Banesto may have af-
fected the value of Morgan’s corporate franchise in some of the firm’s core business
areas, notably securities underwriting, funds management, client advisory work,
and its ability to manage conflicts of interest that can accompany such activities in
nontransparent environments. J.P. Morgan was involved in Banesto in four ways,
in addition to normal interbank transactions relationships:11

1. In May 1992, it began raising funds for the Corsair Partnership, LP, aimed
at making noncontrolling investments in financial institutions. By February
1993, Morgan had raised over $1 billion from 46 investors, including pension
funds and private individuals. Morgan served as general partner and fund
manager, with an investment of $100 million. The Corsair Partnership’s
objective was to identify troubled financial institutions and, by improving
their performance, earn a significant return to shareholders in the fund.
The Corsair Partnership’s first investment, undertaken in February 1993,
was a share purchase of $162 million in Banesto, thereby giving Morgan a
$16.2 million equity stake in the Spanish bank.

2. A vice-chairman of JP Morgan served on the Spanish bank’s board of
directors.

3. Morgan was directly advising Banesto on its financial and business affairs.
4. As part of an effort to recapitalize Banesto, Morgan was lead underwriter

during 1993 of two stock offerings that totaled $710 million. The Corsair
Partnership was intended to search for troubled financial institutions in
the United States and abroad. The objective was to restructure such in-
stitutions by applying Morgan’s extensive expertise and contacts. Morgan
indicated that Corsair investors could expect a 30 percent annual return over
10 years. Although Morgan had a separate investment banking subsidiary
(J.P. Morgan Securities, Inc.), Corsair was believed to be the first equity
fund organized and managed by Morgan since the Glass-Steagall Act sepa-
rated banking and securities activities in 1933, a separation which ended in
1999. The business concept of searching for troubled financial institutions
emerged from a time of turmoil in the United States and foreign banking
sectors. When the U.S. banking industry started to improve as a result of
a favorable interest rate environment, Corsair ventured abroad. Corsair’s
first stake in Banesto was taken in February 1993. By August 1993, it had
invested $162 million (23 percent of the funds raised) in the Spanish bank.
The overall J. P. Morgan–Banesto relationship is depicted in Exhibit 6.5.
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Exhibit 6.5 Reputational Risk Exposure: J.P. Morgan and Banco Español de Crédito, 1993

Banesto’s problems stemmed from rapid growth and a convoluted structure
of industrial holdings, followed by a serious downturn in the Spanish economy.
The bank’s lending book decreased from 4 trillion pesetas in 1988 to Pta. 2.3 trillion
in 1991, a period when its competitors were growing at a quarter of that rate.
Banesto bid aggressively for deposits, increasing interest rates by 51 percent while
competitors increased theirs by 40 percent.

When the Spanish economy weakened, the bank was stuck with an array of
bad loans and losses on its industrial holdings. In October 1992, after a partial audit,
the Bank of Spain was forced to lend the troubled institution a substantial amount.
A full audit released at the end of December 1993 revealed that Banesto assets
of Pta. 5.5 trillion ($385 billion) were overvalued in excess of Pta. 50 billion ($3.5
billion). In April 1994, Banesto was bought for $2.05 billion by Banco Santander,
leaving costs of $3.7 billion to be borne by the Spanish banks and by taxpayers.

Morgan had been advising Banesto on various deals since 1987. In July 1992,
Morgan’s involvement became more extensive when it began advising Banesto
on how to raise capital. By August 1993, Morgan had assisted Banesto in two
rights issues to raise $710 million. During the period of these rights issues, Corsair
invested $162 million in Banesto. In a letter dated December 27, 1993, Morgan
wrote to the Bank of Spain’s governor, outlining how Banesto could continue to
raise capital, including a bond issue that Morgan was planning to launch in the
first quarter of 1993.

Instead, the Bank of Spain took control of Banesto on the following day, Decem-
ber 28, 1993. Citing mismanagement and reckless lending, the governor justified
the action as being necessary to avoid a run on the deposits of the bank, whose
share prices were falling sharply on the Madrid Exchange.
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Given Morgan’s multifaceted involvement in Banesto and potential conflicts
imbedded in that relationship, the announcement of the takeover could have had
a large effect on the value of Morgan’s reputation and business franchise and
hence its stock price. In order to test the impact of the Banesto case on the J.P.
Morgan share price, the authors of a study of this case use conventional event
study methodology.12

They create a sample prediction of returns on Morgan stock and compare the
predicted returns with actual returns on Morgan shares after the Banesto event
announcement.13 The difference is considered the excess return attributable to
the event, which is to say the difference between what shareholders would have
received had they sold their shares in the market 50 days prior to the announcement
and what they would have received if they had sold them on subsequent days.
If the reputation effect hypothesis is correct, the market response to the Bank of
Spain’s announcement on December 28, 1993, should have significantly exceeded
the firm’s book exposure to Banesto.14

Prior to the announcement, Morgan stock behaved as predicted based on its
behavior during the 250 days before the event period. A few days before an-
nouncement, the stock price began to decline. Thereafter, an essentially steady
decline occurred. A cumulative loss of 10 percent of shareholder equity value is
apparent 50 days after the announcement translates into a loss in J.P. Morgan mar-
ket capitalization of approximately $1.5 billion versus a maximum direct loss of
only $10 million from the Banesto failure.

This analysis suggests that the loss of an institution’s franchise value can far
outweigh an accounting loss when its reputation is called into question, a finding
similar to that of Smith (1992) in the case of Salomon Brothers, Inc. Reasons for
the adverse market reaction can only be conjectured. The takeover of Banesto
could have been seen as compromising Morgan’s reputation in precisely those
areas key to its future. Inability to turn Banesto around may have called into
question Morgan’s ability to successfully advise clients. Banesto, as the dominant
participant in the Corsair portfolio, may have suggested flaws in Morgan’s ability
to organize and manage certain equity funds. Difficulties with underwriting stock
issues and placing shares with important investor-clients raises questions about
its ability to judge risks in underwriting securities. Service on Banesto’s board
suggests problems with monitoring, and the configuration of Morgan’s various
involvements with Banesto suggests the potential for conflicts of interest or lack
of objectivity. Whatever the linkages, here was a case of a financial services firm of
exceedingly high standing, which in no way violated legal or regulatory constraints
but whose shares nevertheless appeared to have been adversely affected by the
market reaction to the way a high-profile piece of business was handled. In recent
years, event studies such as this have yielded a growing body of evidence about
share price sensitivity to reputational risk.

For example, Cummins, Lewis, and Wei (2006) undertook a large sample study
of operational and reputational events contained in the Fitch OpVar database.
Exhibit 6.6 shows the results in terms of the magnitude of the losses using three-
factor estimation models in terms of cumulative abnormal returns (CARs) and
number of trading days before and after the announcement. The authors, however,
do not distinguish between operational losses and reputational losses, as defined
earlier.
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Exhibit 6.6 Cumulative Abnormal Returns for Banks and Insurers in a Large-sample
Study of Operational and Reputational Events (Three-factor Models)
Source: J. David Cummins, Christopher M. Lewis and Ran Wei, “The Market Impact of Operational Risk
Events for U.S. Banks and Insurers,” Journal of Banking and Finance 30, no. 10 (October 2006): 2605–2634.

De Fontnouvelle et al. (2006) use loss data from the Fitch OpVar and SAS
OpRisk databases to model operational risk for banks that are internationally ac-
tive. In a series of robust statistical estimates, they find a high degree of regularity
in operational losses that can be quantified. This would justify maintaining sig-
nificant capital reserves against operational risk—see Exhibits 6.7 (page 115) and
6.8 (page 116). The paper also segments the losses by event type and by activity
line, as well as whether the operational losses occurred in the United States. The
largest losses involved retail and commercial and retail/private banking activities
in terms of type of event. As in the case of other studies, the authors do not dis-
tinguish the associated accounting losses due to legal settlements, fines, penalties,
and other explicit operational risk–related costs from reputational losses. As such,
these estimates are relevant from a regulatory perspective but probably materially
understate the losses to shareholders.

In a pilot study of 49 reputation-sensitive events, using the aforementioned
definition and excluding operational events, we find negative mean CARs of up
to 7 percent and $3.5 billion, depending on the event windows used.15 Exhibit 6.9
(page 117) shows the results graphically, and the tables in Exhibits 6.10 (page 117)
and 6.11 (page 118) show the numerical results. The results do not, however, distin-
guish between the associated monetary losses and the pure reputational losses.16

The only study to date that attempts to identify pure reputational losses is
Karpoff, Lee, and Martin (2006). The authors attempt to distinguish book losses
from reputational losses in the context of U.S. Securities and Exchange Commis-
sion enforcement actions related to earnings restatements or “cooking the books.”
The authors review 2,532 regulatory events in connection with all relevant SEC
enforcement actions from 1978 to 2002 and the monetary costs of these actions in
the ensuing period through 2005. These monetary costs are then compared with the
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Exhibit 6.7 Operational Losses by Event Type

SAS OpRisk Fitch OpVar

Percentiles ($M) Percentiles ($M)

Event Type
% of All
Losses 50% 75% 95%

% of All
Losses 50% 75% 95%

Wilcoxon
Test

All Event Types 100.0% 6 17 88 100.0% 6 17 93 90.2%
Internal Fraud 23.0% 4 10 42 27.0% 6 16 110 1.2%
External Fraud 16.5% 5 17 93 16.6% 4 12 70 33.2%
EPWS 3.0% 4 14 – 3.3% 5 11 – 95.0%
CPBP 55.5% 7 20 95 48.1% 7 20 99 96.3%
Damage to

Physical
Assets

0.4% 18 – – 0.3% 20 – – 92.9%

BDSF 0.2% 36 – – 0.4% 10 – – 38.0%
EDPM 1.3% 9 27 – 4.2% 4 11 – 14.6%

Kruskal-Wallis
Test

6.4E-06 9.1E-05

Panel B, Losses that occurred outside the U.S.

All Event Types 100.0% 10 36 221 100.0% 13 46 288 16.7%
Internal Fraud 48.5% 9 35 259 42.9% 15 62 381 1.5%
External Fraud 15.3% 7 27 – 21.6% 10 28 136 27.3%
EPWS 0.8% 7 – – 1 .6% 2 7 – 75.3%
CPBP 32.6% 14 51 374 28.6% 13 51 359 99.6%
Damage to

Physical
Assets

0.0% – – – 0.3% 163 – – –

BDSF 0.8% 7 – – 0.5% 3 – – 42.3%
EDPM 1 .9% 29 – – 4.6% 5 19 – 8.1%

Kruskal-Wallis
Test

11.8% 5.5E-05

Source: Patrick de Fontnouvelle, Virginia DeJesus-Rueff, John S. Jordan, and Eric S. Rosengren, “Capital
and Risk: New Evidence on Implications of Large Operational Losses,” Federal Reserve Bank of Boston
Working Paper, September 2006.

cumulative abnormal returns estimated from event studies to separate them from
the reputational costs. The results are depicted in Exhibit 6.12 (page 118). Note that
the reputational losses (66 percent) are far larger than the cost of fines (3 percent),
class action settlements (6 percent), and accounting write-offs (25 percent) resulting
from the events in question.

It is likely that the broader the range of a financial intermediary’s activities,
(1) the greater the likelihood that the firm will encounter exploitable conflicts
of interest and reputational risk exposure; (2) the higher will be the potential
agency costs facing its clients; and (3) the more difficult and costly will be the
safeguards necessary to protect the value of the franchise. If this proposition is
correct, costs associated with reputational risk mitigation can easily offset the
realization of economies of scope in financial services firms—scope economies
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Exhibit 6.8 Operational Losses by Business Line

SAS OpRisk Fitch OpVar

Percentiles
($M)

Percentiles
($M)

Business Line
% of All
Losses 50% 75% 95%

% of All
Losses 50% 75% 95%

Wilcoxon
Test

All Business Lines 100% 6 17 88 100% 6 17 93 90.2%
Corporate Finance 6% 6 23 – 4% 8 23 – 55.8%
Trading and Sales 9% 10 44 334 9% 10 27 265 89.2%
Retail Banking 38% 5 11 52 39% 5 12 60 73.1%
Commercial Banking 21% 7 24 104 16% 8 28 123 13.3%
Payment and Settlement 1% 4 11 – 1% 4 11 – 65.8%
Agency Services 2% 22 110 – 3% 9 28 – 10.3%
Asset Management 5% 8 20 – 6% 3 22 165 80.8%
Retail Brokerage 17% 4 12 57 22% 4 13 67 98.0%

Kruskal-Wallis Test 1.0E–12

Panel B. Losses that occurred outside the U.S.

All Business Lines 100% 10 36 221 100% 13 46 288 16.7%
Corporate Finance 2% 13 – – 3% 12 27 69.3%
Trading and Sales 9% 30 125 – 12% 25 66 – 35.3%
Retail Banking 41% 6 27 101 44% 9 29 272 10.4%
Commercial Banking 30% 15 42 437 21% 35 91 323 2.4%
Payment and Settlement 1% 5 – – 1% 13 – – 17.7%
Agency Services 2% 45 – – 3% 20 77 – 49.6%
Asset Management 3% 5 47 – 5% 7 23 – 90.1%
Retail Brokerage 12% 10 42 – 11% 8 34 – 42.6%

Kruskal-Wallis Test 6.6E–04 1.1E–05

Source: Patrick de Fontnouvelle, Virginia DeJesus-Rueff, John S. Jordan, and Eric S. Rosengren, “Capital
and Risk: New Evidence on Implications of Large Operational Losses,” Federal Reserve Bank of Boston
Working Paper, September 2006.

that are supposed to generate benefits on the demand side through cross-selling
(revenue synergies) and on the supply side through more efficient use of the firm’s
business infrastructure (cost synergies). As a result of conflict exploitation, the
firm may win and clients may lose in the first instance, but subsequent adverse
reputational and regulatory consequences (along with efficiency factors such as the
managerial and operational cost of complexity) can be considered diseconomies
of scope.

Breadth of engagement with clients may create conflicts of interest that can
be multidimensional and involve a number of different stakeholders at the same
time. Several examples came to light during the corporate scandals in the early
2000s. Following the $103 billion bankruptcy of WorldCom in 2002, for example,
it appeared that Citigroup, a multifunctional, global financial conglomerate, was
serving as equity analyst, supplying assessments of WorldCom to institutional
and (through the firm’s brokers) retail clients, while simultaneously advising
WorldCom management on strategic and financial matters. Citigroup’s equity
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Exhibit 6.9 Reputational Impact and Share Prices
Source: Gayle De Long, Anthony Saunders, and Ingo Walter, “Pricing Reputation-Sensitive Events
in Banking and Financial Services,” New York University, Department of Finance Working Paper
(in draft).

analyst at times participated in WorldCom’s board meetings. As a major
telecommunications-sector commercial and investment banking client, Citigroup
maintained an active lending relationship with WorldCom and successfully com-
peted for its securities underwriting business. At the same time, Citigroup served
as the exclusive pension fund adviser to WorldCom and executed significant stock
option trades for WorldCom executives, while at the same time conducting pro-
prietary trading in WorldCom stock and holding a significant position in the

Exhibit 6.10 Relative CARs—Reputational Loss Pilot Study

Cumulative Abnornal Returns—Statistical Summary

Event window (−5,3) (−5,10) (−1,3) (−1,10)
Mean −6.24% −7.02% −6.79% −7.57%
Patell Z-score −10.02 −7.63 −14.37 −9.41
Median −4.59% −4.92% −4.55% −4.96%
Bottom 95% loss −38.17% −44.97% −35.88% −44.37%
Bottom 99% loss −62.57% −47.52% −63.78% −48.73%
90% skew −1.0907 0.1740 −1.2563 0.0538
90% kurtosis 0.0696 −4.6151 0.9144 −4.7431

Source: Gayle De Long, Anthony Saunders, and Ingo Walter, “Pricing Reputation-Sensitive Events
in Banking and Financial Services,” New York University, Department of Finance Working Paper
(in draft).
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Exhibit 6.11 Absolute CARs—Reputational Loss Pilot Study

Reputational Losses in Market Capitalization—Statistical Summary

Event window (−5,3) (−5,10) (−1,3) (−1,10)
Mean −$3,300,009 −$3,485,131 −$1,765,038 −$1,950,161
p-value 0.0000 0.0013 0.0007 0.0049
Median −$984,421 −$555,256 −$700,940 −$616,721
Bottom 95% loss −$14,875,021 −$24,140,182 −$10,704,029 −$13,227,960
Bottom 99% loss −$18,375,026 −$28,360,334 −$13,971,351 −$20,261,036
90% skew −1.5269 0.2562 −0.5088 −1.3309
90% kurtosis 2.4720 −0.4915 0.1960 1.6990

company’s stock through its asset management unit. Additionally, Citigroup ad-
vised the WorldCom CEO, financed his margin purchases of company stock, and
provided loans for one of his private businesses.

On the one hand, Citigroup was very successfully engaged in the pursuit of
revenue economies of scope (cross-selling), simultaneously targeting both the asset
and liability sides of its client’s balance sheet, generating advisory fee income,

Accounting
write-off 

effect 25% 

Class action
effect 6% 

Reputation
loss 66%

Fine effect
3%

Data: All SEC enforcement actions 1978–2002 (2,532 regulatory events).
Actions and penalties tracked through November 15, 2005.
Mean CAR –38.06% = mean market value loss $397 million (24% higher for surviving firms).

Partitioned for sample:
Fines imposed on firms         $5.01 million
Class action payments          $8 .59 million
Accounting write-off            $37 .4 billion
Reputation loss                  $101.5 billion

Exhibit 6.12 Decomposing CARs Related to Earnings Restatement
Source: Jonathan M. Karpoff, D. Scott Lee, and Gerald S. Martin, “The Cost to Firms of Cooking the
Books,” Social Science Research Network, March 8, 2006. Available at http://ssrn.com/abstract=652121.
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managing assets, and meeting the private banking needs of WorldCom’s CEO.
However, that same success caught the firm in simultaneous conflicts of interest
relating to retail investors, institutional fund managers, WorldCom executives, and
shareholders, as well as Citigroup’s own positions in WorldCom credit exposure
and stock trades. WorldCom’s bankruptcy triggered a large market capitalization
loss for Citigroup’s own shareholders, only about a third of which can be explained
by a $2.65 billion civil settlement the firm reached with investors in May 2004.17

It seems plausible that the broader the range of services that a financial firm
provides to a given client in the market, and the greater the cross-selling pressure,
the greater the potential likelihood that conflicts of interest and reputational risk
exposure will be compounded in any given case, and, when these conflicts of
interest are exploited, the more likely they are to damage the market value of the
financial firm’s business franchise once they come to light. Similarly, the more
active a financial intermediary becomes in principal transactions such as affiliated
private equity businesses and hedge funds, the more exposed it is likely to be to
reputational risk related to conflicts of interest.

CONCLUSION
This chapter attempts to define reputational risk and to outline the sources of such
risk facing financial services firms. It then considers the key drivers of reputational
risk in the presence of transactions costs and imperfect information, and surveys
available empirical research on the impact of reputational losses imposed on fi-
nancial intermediaries. We conclude that market discipline, through the reputation
effects on the franchise value of financial intermediaries, can be a powerful com-
plement to regulation and civil litigation. Nevertheless, market discipline–based
controls remain controversial. Financial firms continue to encounter serious in-
stances of reputation loss due to misconduct despite its effects on the value of
their franchises. This suggests material lapses in the governance and management
process.18

Dealing with reputational risk can be an expensive business, with compliance
systems that are costly to maintain and various types of walls between business
units and functions that impose significant opportunity costs due to inefficient use
of information within the organization. Moreover, management of certain kinds
of reputational exposure in multifunctional financial firms may be sufficiently
difficult to require structural remediation. However, reputation losses can cause
serious damage, as demonstrated by reputation-sensitive, apparent accidents that
seem to occur repeatedly in the financial services industry. Indeed, it can be argued
that such issues contribute to market valuations among financial conglomerates
that fall below valuations of more specialized financial services businesses (Laeven
and Levine 2005; Schmid and Walter 2006).19 The massive shrinkage of market
values of financial firms in 2007–2009 depicted in Exhibit 6.13 certainly embodies
reputational damage that will make it even more difficult to recover after the
crisis ebbs.

Managements and boards of financial intermediaries must be convinced that
a good defense is as important as a good offense in determining sustainable com-
petitive performance. This is something that is extraordinarily difficult to put into
practice in a highly competitive environment for both financial services firms and
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for the highly skilled professionals that comprise the industry. A good defense
requires an unusual degree of senior management leadership and commitment
(Smith and Walter 1997). Internally, there have to be mechanisms that reinforce the
loyalty and professional conduct of employees. Externally, there has to be careful
and sustained attention to reputation and competition as disciplinary mechanisms.
In the end, it is probably leadership more than anything else that separates winners
from losers over the long term—the notion that appropriate professional behavior
reinforced by a sense of belonging to a quality franchise constitutes a decisive
competitive advantage.

NOTES
1. For the ensuing report, see http://www.iasplus.com/crunch/0804iifbestpractices.pdf.

2. See http://careers.hereisthecity.com/front office/corporate and investment banking/
press releases/124.cntns.

3. Earlier studies focusing on reputation include Chemmanur and Fulghieri (1994), Smith
(1992), Walter and De Long (1995), and Smith and Walter (1997).

4. Basel II at http://www.bis.org/publ/bcbs107.htm.

5. See for example Attorney General (2003), Demsky (2003), Herman (1975), Krozner and
Strahan (1999), Saunders (1985), Schotland (1980), and Walter (2004).

6. For an early discussion of external conduct benchmarks, see Galbraith (1973).

7. For a discussion, see Capiello (2006).

8. For a full examination of these issues, see Smith and Walter (1997).
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9. For one of the early studies, see Smith (1992).

10. Walter and DeLong (1995).

11. For a journalistic account, see various 1994 issues of the Wall Street Journal and Eu-
romoney. These matters were discussed there in great detail.

12. De Long and Walter (1994). For event study methodology, see Brown and Warner (1985).

13. In order to create this prediction, we regressed the daily return of Morgan stock on the
daily return on the market index as well as on an industry-group index. The industry-
group index included 20 financial institutions with characteristics showing some degree
of overlap with those of J.P. Morgan. This was the unweighted average of share prices for
Banc One, BankAmerica, Bank of Boston, Bank of New York, Bankers Trust NY, Barnett
Bank, Bear Stearns, Chase Manhattan, Chemical Bank, Citicorp, Continental Bank, First
Chicago, First Fidelity Bancorp, First Virginia, Merrill Lynch, Morgan Stanley Group,
NationsBank, Paine Webber Group, Salomon Inc., and Wells Fargo. We used data from
300 days to 50 days prior to the announcement date (December 28, 1993). The resulting
coefficients were then multiplied by the returns on the market and industry indexes
from 50 days prior to 50 days after the announcement, in order to obtain an estimation
of the daily stock return during this period. Then the excess return was calculated
at the predicted return minus the actual Morgan stock returns for the period, and
the cumulative excess return was plotted. In order to translate these results into the
monetary effect on J.P. Morgan stock, the cumulated excess return was multiplied by
the total market value of equity (shares outstanding times price per share) 50 days before
the announcement.

14. We regressed Morgan’s stock returns against the value-weighted NYSE index and the
industry group composed of 20 banking and securities firms. While autocorrelation can
be a problem in using daily stock returns, J.P. Morgan stock was heavily traded, so that
daily carryover is unlikely to be significant. Indeed, when we controlled the industry for
this potential problem by including the lagged market index as a regression, the resulting
coefficient was negative and statistically insignificant. We obtained the following model,
estimated over days –300 to –50 prior to the announcement date:

RJPMt = −0.00014 + 0.5766 × RMt + 0.2714 × RGt + ut

where RJPMt = return on J.P. Morgan stock
RMt = return on NYSE composite (value-weighted) index
RGt = return on group of companies in the same industry.

The excess return attributable to the event is the calculated residual (ut) from
50 days prior to 50 days after the announcement.

15. Based on an ongoing empirical study of reputational risk being conducted at the Stern
School of Business, New York University.

16. Based on ongoing empirical work on reputation-sensitive financial services events with
Gayle De Long and Anthony Saunders.

17. Similar issues surfaced in the case of the 2001 Enron bankruptcy. See Batson (2003) and
Healy and Palepu (2003).

18. These issues are explored in Daniel Hoechle, Markus Schmid, Ingo Walter, and
David Yermack, “Corporate Governance and the Diversification Discount,” available at
http://papers.ssrn.com/sol3/papers.cfm?abstract id=1341006.

19. See also Kanatas and Qi (2003) and Saunders and Walter (1997).
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CHAPTER 7

Agency Theory
JOSEPH HEATH
Professor, Department of Philosophy and School of Public Policy and Governance,
University of Toronto

INTRODUCTION
Agency theory, or principal-agent theory, is a methodological approach that in-
volves the application of game theory to the analysis of a particular class of social
interactions, namely “situations in which one individual (the agent) acts on be-
half of another (the principal) and is supposed to advance the principal’s goals”
(Milgrom and Roberts 1992, 170). The term agent is used differently here than in
certain other contexts, such as commercial law, where the law of agency assigns a
much narrower meaning to the term (see Clark 1985, 56). In the legal sense, an
agent is one who is entitled to negotiate on behalf of a principal or bring the prin-
cipal into a contractual relation with some third party. The game-theoretic sense is
much broader, dealing (at least in principle) with any sort of interaction between
two individuals where one is trying to influence the actions of the other. In part
because of this potential for confusion, some agency theorists have taken to re-
describing their work as simply “the theory of incentives” (Laffont and Martimort
2002; Campbell 1995).

Agency theory is highly relevant to the field of finance, because the dominant
approach to understanding the structure of the corporation involves analyzing it
as a set of agency relations (Jensen 2000, 5–6). Traditional microeconomic models
of the market economy are built using the assumption that firms maximize profits.
Yet this in no way follows from the standard microeconomic behavioral assump-
tion that individuals maximize utility. Even if one assumes that increased wealth
and increased utility correspond fairly neatly, the fact that individuals maximize
their own utility does not imply that, when they get together as a group, they will
naturally or spontaneously act in such a way as to maximize some joint utility
function. They may just as easily fall into collective action problems. Thus, many
theorists consider it the role of a theory of the firm to explain “how the conflict-
ing objectives of the individual participants are brought into equilibrium so as to
yield this result”—that is, profit maximization (Jensen 2000, 84). In this respect,
an agency-theoretic approach to the theory of the firm is a natural extension of
economic theory from an analysis of markets to an analysis of the internal struc-
ture of corporations, in order to bridge the gap between the utility-maximization
hypothesis and the profit-maximization assumption.
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CONFLICT WITH BUSINESS ETHICS
This approach has been met with fairly hostile response by business ethicists
(e.g., Bowie and Freeman 1992), primarily because game theory comes freighted
with a number of substantive theoretical assumptions, including most promi-
nently a commitment to an instrumental (or economic) model of rational ac-
tion. This approach is famous for classifying certain forms of moral action as
irrational, or else rationalizing morality through the discovery and ascription of
some underlying nonmoral incentive. Thus, ethicists often complain that agency
theorists, by adopting an economic model of action, thereby assume that ratio-
nal individuals are self-interested, or that they act only from egoistic and not
altruistic motives (Dobson 1997, 3–7). This is, from their point of view, equiv-
alent to endorsing moral skepticism and is, therefore, unhelpful as a point of
departure for the development of a system of applied ethics. Others have gone
further, arguing that it is positively pernicious. Sumantra Ghoshal argued that
“by propagating ideologically inspired amoral theories, business schools have
actively freed their students from any sense of moral responsibility,” which
in turn has encouraged “many of the worst excesses of recent management
practice” (Ghoshal 2005, 76; see also Khurana, Nohria, and Penrice 2005; and
Kulik 2005).

The standard response from agency theorists to this criticism is to say that the
economic model of rationality does not privilege self-interest or egoism. Utility
is defined with respect to the preferences of individuals, and preferences reflect
whatever desires individuals happen to have, whether egoistic or altruistic (Jensen
2000, 5). Thus, what creates the need for incentives in principal-agent relations,
strictly speaking, is not the fact that the principal and the agent have egoistic
preferences, but merely the fact that they have different preferences. Principal-agent
theory is about how individuals manage situations involving “goal incongruity”
between two or more persons (Dees 1992, 37–38). It does not matter whether they
are selfish or not; what matters is that each acts in pursuit of his or her own goals,
and that the goals of the other show up only insofar as they affect that agent’s
goals, or ability to satisfy these goals.

Yet while agency theorists may be justified in thinking that much of the criti-
cism coming from ethicists is predicated upon an incomplete or faulty understand-
ing of the underlying model, this does not mean that agency theory is entirely
innocent from the moral point of view or that it has not served as a source of
mischief in many organizations. In order to clarify the issues, it is important first
to get clear on the sort of theoretical commitments that are essential to agency
theory, in order to distinguish between agency theory itself and certain incorrect
interpretations that have become widely promulgated. It is also important to be
more specific about the different ways that agency theory can be used to ana-
lyze relations within the firm, in order to determine whether it is the use or the
abuse of agency theory that has become a source of mischief. Finally, it is im-
portant to be more specific about the circumstances in which moral obligations
can arise out of agency relations. Only then is it possible to develop a more bal-
anced appreciation of the contribution that agency theory can make to the study of
finance ethics.
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AGENCY THEORY AND SELF-INTEREST
The idea that game theorists are committed to the claim that individuals care only
about money is clearly mistaken. Indeed, as Ken Binmore once pointed out, “it
was game theorists who were largely responsible for constructing modern utility
theory because it was so obvious to them that it is inadequate to model people
as maximizers of money” (1999, 33). Such assurances, combined with the fact that
satisfaction of altruistic preferences can serve as a source of utility, has led some
business ethicists to conclude that agency theory is perfectly neutral, from the
moral point of view. Allen Buchanan takes this position when he writes:

If, in applying principal/agent theory, it were necessary to assume that motivation
is exclusively or primarily self-interested, this would greatly reduce if not vitiate the
enterprise. However, we need not do so. Instead, we can proceed on the assumption that the
conflicts of interest that give rise to agency-risks may result from a variety of motivations,
on the part of agents and principals. All that is necessary is that there be conflicts of
interest (Buchanan 1996, 421).

Of course, in fairness to those business ethicists who have complained about
the self-interest assumption, it should be noted that one can search the economic
“theory of the firm” literature for a very long time before finding an actual example
of an agency analysis that ascribes altruistic motives to any of the parties involved.
Even if the theoretical framework does not force them to do so, agency theorists
often do make unflattering empirical assumptions about individual preferences, by
stipulating in their models that, for example, work effort has negative utility, money
rewards have positive utility, and individuals have no other relevant motives (Dees
1992, 29). Strictly speaking, however, such assumptions are not essential to the
economic model of rationality, and so theorists like Binmore and Buchanan are
quite correct to point out that agency theory per se entails no commitment to
such claims. It would be premature, however, to conclude on this basis that the
economic conception of rationality is neutral from the standpoint of ethics. There
are a number of other substantive theoretical commitments associated with the
instrumental model that are hostile from the perspective of the ethicist and that
cannot be purged from the model so easily.

The first of the two outstanding problems stems directly from the tendency
among game theorists to black-box all questions of motivation. While this theoret-
ical strategy does allow them to sidestep disputes over altruism and egoism, it
also leaves them without a developed theory of preference formation, and thus
without any ability to model the way that preference changes arise out of social
interactions (Knight 1992, 18). Preferences are taken as given, and are also taken
to be independent of strategies. Thus, players in a standard game-theoretic model
cannot change each other’s preferences through their actions. This is closely related
to the fact that in standard game-theoretic models players are explicitly precluded
from communicating with one another (Nash 1951). Furthermore, insofar as they
are able to communicate with one another, standard game-theoretic solution con-
cepts, such as Nash equilibrium, do not apply (Heath 2001, 73–78). This nontrivial
restriction on game-theoretical models is often conveniently forgotten by those
who are eager to apply them to the analysis of empirical interactions.
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Because there is no generally accepted theory of endogenous preference change
in games, agency theorists have devoted almost all of their time and attention
to studying the way that external incentives can be used to bring about greater
alignment of goals in cases of incongruity. This often turns into a classic case of
economists searching where the light is best. For instance, in their widely used
management textbook on organizational theory, game theorists Paul Milgrom and
John Roberts (1992) dedicate an entire chapter to the subject of moral hazard and
agency relations within the firm. They canvass an exhaustive range of strategies
for controlling employee shirking, including monitoring, incentive contracts, per-
formance pay, ownership stakes, employee bonding, and promotional systems. At
the same time, they fail to mention such absolutely elementary factors as whether
employees enjoy their jobs, and whether they love or hate the firm that they work
for (1992, 179–192). Similarly, in their chapter on human resources policy, Milgrom
and Roberts have a lengthy discussion of employee retention strategies, which does
not once mention the fact that employees sometimes feel a sense of loyalty toward
the firm (and that managers have it within their power to cultivate such loyalties).

Once again, though, this emphasis on external incentives is not a necessary
consequence of the commitment to the economic conception of rational action.
There is nothing intrinsic to agency theory that prevents people from taking an
interest in the way that internal incentives such as preference change can be used
to overcome agency problems; it is just that game theorists have no idea how to
model such processes, and so have largely chosen to ignore them. Thus, the em-
phasis on external incentives is simply a case of methodologically induced bias,
which could be corrected through the development of more sophisticated model-
ing techniques—or even just a frank acknowledgment of the need for qualitative
analysis in this domain. So again, there is no reason in principle for the ethicist to
object to the use of agency theory.

The second outstanding problem, however, has no quick fix. It involves the
commitment on the part of the agency theorist to the view that individuals will
behave opportunistically whenever given the chance to do so. There are two com-
ponents of opportunism in the standard (i.e., dictionary) sense of the term: first,
that of taking advantage of circumstances as they arise, and second, that of acting
without regard for principle. Entering into a cooperative agreement, then reneging
once the other party has performed, is the paradigm example. Agency theorists
routinely assume that regardless of what people say they are going to do, they
will always update their plans as the situation unfolds, and renege on any prior
commitments whenever it is in their interest to do so. Thus, a farmer may hire
workers who promise to harvest his crop, but find himself facing a strike threat at
a critical time during the season when it is too late to bring in replacement workers
(Milgrom and Roberts 1992, 128). An insurance company may agree to indemnify
any policy holder who suffers a particular sort of loss, but then drag its feet when
the time comes to pay the claim (e.g., by proposing unusual legal interpretations of
certain exclusion clauses). Employees may agree to give some particular job their
full attention, but then shirk in various ways in situations where their effort level
is unobservable, and so on.

Along with this characterization of opportunistic behavior comes the assump-
tion that individuals are unable to credibly commit themselves to refraining from
opportunism, unless they are able to create some external incentive structure that
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changes their own future incentives (such as posting a bond to guarantee perfor-
mance). Promises to perform are basically cheap talk, and the rational principal
will disregard them when it comes to managing agency relations.

Ethicists are unlikely to regard this as a satisfactory framework for analysis,
since it suggests that rationality encourages individuals to exhibit a variety of vices,
including fickleness (in Machiavelli’s sense of the term), dissimulation, treachery,
and guile. It also follows very closely upon this that rational agents will treat
each other with distrust and suspicion. Thus, agency theory seems to take some
of the worst assumptions about human nature and build them into its central
definition of rationality. Furthermore, in this case the standard evasive response
is not available to the agency theorist. Unlike the egoism postulate, which is in
fact peripheral to the instrumental conception of rationality, the assumption of
opportunistic behavior is absolutely central to the model. The fact that agents are
unable to make commitments is one of the defining postulates of noncooperative
game theory (Nash 1951).

What we typically refer to as opportunistic behavior is a direct consequence of
agents acting in accordance with the general game-theoretic principle known as
sequential rationality. This is simply the view that, in a multistage game, a rational
strategy must not only be utility-maximizing at the point at which it is chosen, but
each of its component actions must also be utility-maximizing at the point at which
it is to be performed. The sequential rationality postulate is what licenses, among
other things, the use of backward induction as a method for solving multistage or
repeated games (Fudenberg and Tirole 1991, 72–74), as well as the subgame perfection
solution concept, which is the most uncontroversial refinement of Nash equilibrium
(Selten 1975). It is so deeply entrenched that, in most cases, game theorists don’t
even bother to mention it. Eric Rasmusen, for example, in his widely used textbook
on game theory, discusses the principle only once, in order to explain why he will
not be mentioning it again:

The term sequential rationality is used to denote the idea that a player should maximize his
payoffs at each point in the game, re-optimizing his decisions at each point and taking into
account the fact that he will re-optimize in the future. This is a blend of the economic idea of
ignoring sunk costs and rational expectations. Sequential rationality is so standard a crite-
rion for equilibrium now that often I will speak of “equilibrium” without the qualifier when
I wish to refer to an equilibrium that satisfies sequential rationality (Rasmusen 1989, 95).

Opportunism, from this perspective, is just a somewhat moralizing way of de-
scribing the phenomenon of reoptimization, and as such, it is not easy to get rid of
as a game-theoretic assumption. On the contrary, it comes very close to capturing
the essence of the strategic conception of rationality. Central to this conception is
the consequentialism postulate, which states simply that the value of an action
is a function of its anticipated consequences, and nothing else (the commitment
to reoptimization follows almost immediately from this consequentialism). Yet
consequentialism precludes the possibility that a rational agent might incorporate
deontic constraints—principles associated directly with actions, independent of
their consequences—into his deliberations (or what Robert Nozick [1974, 28–32]
refers to as “side constraints”). Since genuine loyalty, commitment, conformity to
social norms, and respect for moral rules are all forms of deontic constraint, this
is a very significant restriction.
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Thus, when a critic like Eric Noreen claims that “at the heart of agency theory,
as expounded in accounting, finance and economics, is the assumption that people
act unreservedly in their own narrowly defined self-interest with, if necessary,
guile and deceit” (1988, 359), he is only partially mistaken. While it is incorrect
to say that self-interest, narrowly defined, is at the heart of agency theory, it is
correct to associate agency theory with the view that people act unreservedly,
using guile and deceit—not only when necessary, but whenever it is advantageous
for them to do so. Thus, the image of employees loafing around whenever the
boss isn’t looking, faking disabilities, calling in sick during hunting or fishing
season, exaggerating the difficulty of their assignments in order to make their
performance appear more impressive, and so on (Milgrom and Roberts 1992,
170), is a nonaccidental consequence of the agency perspective. Because of this,
business ethicists do have some legitimate concerns about the agency theory
framework, insofar as it incorporates a controversial conception of rationality, one
that presupposes the correctness of a certain form of moral skepticism.

AGENCY THEORY AND SHAREHOLDER PRIMACY
There is a second issue with agency theory that has been a source of concern among
ethicists. In many people’s minds there is a very close connection between agency
theory and the doctrine of shareholder primacy. Margaret Blair, for instance, in her
influential work on team production theory, starts out by defining the “principal-
agent” model of the firm as the view that “public corporations are little more
than bundles of assets collectively owned by shareholders (principals) who hire
directors and officers (agents) to manage those assets on their behalf” (Blair and
Stout 1999, 248). Similarly, Milgrom and Roberts, after defining the principal-agent
relationship, go on to assert that “senior executives of corporations are charged with
advancing the interests of the stockholders, who are the owners of the corporation,”
and that these executives are therefore “agents of the stockholders” (1992, 181).
Michael Jensen and William Meckling, after offering a brief introduction to agency
theory, argue that “the relationship between the stockholders and the managers
of a corporation fits the definition of a pure agency relationship” (1976, 309), and
proceed to analyze the firm on that basis.

Jensen and Meckling present this as though it were purely an empirical
observation—a positive claim about the structure of the firm, not a normative claim
about how the firm should be organized. Yet it is not clear that describing a
particular relationship as a “principal-agent” relationship can ever be normatively
neutral. This is because, in any sort of social interaction, both parties influence
one another to varying degrees. Thus, any purely positive definition of the agency
relationship is bound to create ambiguity concerning who is the agent and who is
the principal. Donald Campbell, for instance, in his textbook on incentive theory,
states that “the principal is the individual whose welfare is to be served and this
welfare is affected by an agent who makes decisions on behalf of the principal”
(1995, 8). He then illustrates this with the standard example of a person taking a
taxi from the airport, with the passenger as principal and the driver as agent. Yet
in this interaction, as in many others, both individuals make decisions that affect
the welfare of the other. The only way to infer the “correct” agency relationship is
to understand the phrases “whose welfare is to be served” and “makes decisions on
behalf of ” in normative terms. The principal is the one whose welfare ought to be
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served; and the agent is the one who is under an obligation to serve the principal
faithfully (and, typically, is in a position to abuse an information asymmetry).

With Milgrom and Roberts’s definition, this normative structure is much more
apparent. As we saw earlier, they define the agent as the one who is supposed
to advance the principal’s goals. One can see, however, that with this sort of
definition, it is not uncontroversial to say that the relationship between managers
and shareholders is that of agent to principal (Newton 1992, 100–101; Blair and
Stout 1999, 252). Indeed, proponents of normative stakeholder theory would regard
it as straightforwardly question-begging to say that the manager is supposed to
advance the interests of shareholders, to the exclusion of other constituency groups.
Similarly, it is not obvious that employees are agents of their superiors. Workers
also depend upon managers to make decisions that will protect their jobs and
preserve the value of the firm-specific human capital that they have accumulated
(Blair 2000, 67; Dees 1992, 37). Or, to take a less controversial example, with respect
to the management of defined-benefit pension schemes it is natural to describe
employees as the principals, with managers of the firm serving as their agents.

Jensen and Meckling define an agency relationship as “a contract under which
one or more persons—the principal(s)—engage another person—the agent—to
perform some service on their behalf that involves delegating some decision-
making authority to the agent” (1976, 308). Yet, as stakeholder theorists are fond
of pointing out, managers have no explicit contract with shareholders, nor do they
stand in a fiduciary relationship to them. They have contracts with the firm, and
are fiduciaries for the firm (Blair and Stout 1999, 292). The relationship between the
firm and its shareholders is, in turn, very complicated, making it difficult to say that
shareholders have “hired” managers or engaged them “to perform some service
on their behalf.” The standard response is to say that there is an implicit contract in
this case (Easterbrook and Fischel 1991, 99–93), but again, that will be disputed by
anyone who does not accept the general thrust of the shareholder primacy doctrine.
Typically, the sort of implicit contracts that are posited are simply implied by the
theory of the firm that the person who is doing the ascribing happens to endorse.

But despite these controversies, none of them add up to a criticism of agency
theory per se. Anyone who tries to map the principal-agent framework onto the
relationship between shareholders and management is clearly presupposing the
doctrine of shareholder primacy (i.e., the managers ought to serve the interest of
shareholders). Thus, it would be question-begging to argue that managers should
serve the interests of shareholders because they are agents of the shareholders. But a
theorist could quite easily employ agency theory as a framework for understanding
various relationships within the firm without presupposing the doctrine of share-
holder primacy. Indeed, it is worth recalling that R. Edward Freeman makes liberal
use of agency vocabulary in his work on stakeholder theory. He even introduces
an “agency principle” in his Doctrine of Fair Contracts, specifying that “any agent
must serve the interests of all stakeholders” (1994, 417; 1998, 134). In his view, the
best way to think of stakeholder management is in terms of a set of agency rela-
tionships between members of the board of directors and the various constituency
groups that have a stake in the success of the firm. Thus, the connection between
agency theory and the doctrine of shareholder primacy is not a necessary one.

There are, of course, many powerful arguments for the doctrine of shareholder
primacy that rely upon agency-theoretic premises and analysis. For instance, there
is the observation that those who are residual claimants with respect to the revenues
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of the firm are likely to suffer the most serious agency risks in their dealings with
management, and therefore have the greatest interest in exercising the sort of formal
control associated with ownership (Hansmann 1996, 35–38). Thus one way of
understanding shareholder control is to see it as a way of minimizing agency costs
in the firm. Thanks to arguments such as this, many agency theorists are committed
to the doctrine of shareholder primacy. Nevertheless, agency theory is not.

AGENCY THEORY AND MISPLACED LOYALTY
Another prominent line of objection to agency theory is centered upon the claim
that agency relationships, even fiduciary relationships, cannot serve as a genuine
source of moral obligation; rather, they serve only to transmit moral obligations
from one person to another. More often, however, agency relationships are used
as an excuse for unethical conduct, as agents seek to avoid responsibility by
claiming that they are merely “following orders” or “serving the client.” From
this perspective, agency theory is nothing but a giant distraction, a way of passing
the buck when it comes to confronting the problem of unethical behavior in
business. Either the agent’s action is ethical, in which case the agency relationship
has nothing to do with it and the source must be traced back to some obligation
imposed upon the principal; or it is unethical, and the agency relationship serves
only to obscure that fact, by suggesting that it was done out of loyalty or obligation
to the principal. In both cases, the agency relationship has nothing to do with the
moral obligations that individuals are subject to, and so business ethicists gain
nothing by focusing upon it.

Kenneth Goodpaster has tried to provide a principled basis for this critique,
by introducing what he calls the nemo dat principle. The reference is to the Latin
proverb (and legal rule), nemo dat quod non habet, or “Nobody gives what he doesn’t
have.” Goodpaster uses this to draw attention to the fact that agency relationships
are unable to create moral permissions where previously none existed. Principals
cannot (ethically) hire someone to do on their behalf what they could not (ethically)
do themselves (Goodpaster 1991, 68). In a similar vein, Richard DeGeorge takes
pains to emphasize that “acting for another does not give one ethical license,”
and that “all persons are ethically responsible for their actions, whether performed
under command or performed on behalf of another” (1992, 6). Yet, since the agency
relationship cannot be a source of moral permissions, it is then claimed that whether
managers act as agents of shareholders, or of anyone else for that matter, is an issue
that is simply lacking in moral significance.

This view does have some prima facie plausibility. It is a well-known feature of
conventional morality that promising to help a friend commit a crime, for example,
does not generate a moral obligation on one’s part to commit that crime. To allow
this would be to permit the unlimited laundering of unethical acts into ethical ones.
Yet many people seem to believe that professional roles do permit laundering
of this sort. Thus, for example, what might ordinarily be regarded as lying is
sometimes presented not just as permissible but as morally obligatory when done
by a lawyer who is seeking to advance the interests of a client. Arthur Applbaum
draws out the absurd consequences of such a view of role obligations by developing
a profile of Sanson, the “executioner of Paris,” who carried out his duties with
consummate professionalism throughout the final years of the Ancien Régime, the
French Revolution, the Reign of Terror, and the Thermidorian Reaction (Applbaum
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1999, 16–27). Sanson remained above the fray throughout, insisting that he was
merely a loyal agent, carrying out legal executions, and was thus not to be held
responsible for any of the excesses committed by one or another of the various
principals he had served.

Many business ethicists take this sort of example as a reductio ad absurdum of the
idea that agency relationships might serve as a source of moral obligation. So rather
than denying that managers are agents of shareholders (as stakeholder theorists
are inclined to do), they simply deny that such relationships have any significance,
from the moral point of view (e.g., Michalos 1995, 45; Newton 1992, 100). There
is, however, some danger of equivocation in the way that the reductio argument
is formulated. With respect to agents, it is important to distinguish the deontic
modality of permission from that of obligation. Critics of the agency perspective are
perfectly correct in noting that agency relations cannot create permissions. This
is in fact why theorists who are heavily influenced by the agency perspective,
such as Buchanan, are at pains to specify that the moral obligation of managers
is to advance the legitimate interests of shareholders (not just any old interests)
(Buchanan 1996, 422–423). Even Milton Friedman qualified his defense of profit-
maximization with the stipulation that shareholders will “generally” want “to
make as much money as possible while conforming to the basic rules of the society,
both those embodied in law and those embodied in ethical custom” (1970). Thus,
no one is committing the elementary error of believing that agency relations can
turn impermissible conduct into permissible conduct (or wrong into right).

What critics of the agency perspective generally fail to note is that professional
roles can serve as a genuine source of moral obligation in one important sense:
They can transform actions that are merely permissible for the principal into ones
that are obligatory for the agent. This is in fact Applbaum’s final observation in his
book Ethics for Adversaries. In response to the (rhetorical) question, “Why take pro-
fessional roles seriously, from the moral point of view?” he replies, “Though roles
ordinarily cannot permit what is forbidden, they can require what is permitted”
(Applbaum 1999, 259). Thus, from the standpoint of business ethics, if it can be
shown that shareholders are merely permitted to claim the residual earnings of the
firm, and that managers are their agents, it then follows that managers are obliged
to serve them loyally in this regard. This is morally salient, because the relation-
ship creates that moral obligation by transforming a permission into an obligation.
The nemo dat principle is misleading in this regard; when it comes to obligations,
principals do in fact give that which they do not have.

The idea that managers might be morally obliged to maximize the profits
of shareholders (or to act as “agents for the greedy” [Newton 1992]) does strike
many people as intuitively implausible. Indeed, part of the success of Friedman’s
famous article is no doubt due to its title (“The Social Responsibility of Business
Is to Increase Its Profits”), precisely because it sounds paradoxical. But upon closer
examination, it turns out to be perfectly defensible (at least pro tanto). One need only
show that it is permissible for individuals to seek a return on equity investments,
and that managers owe some sort of loyalty to investors in the firm.

WHAT’S THE PROBLEM?
The preceding discussion has surveyed three potential problems with agency the-
ory from the perspective of the business ethicist: (1) that it treats all motivation as
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self-interested; (2) that it presupposes shareholder primacy; and (3) that it encour-
ages violation of the nemo dat principle. We have seen, however, that the identifica-
tion of rational choice theory with self-interest is something of an oversimplification
(agency theory leads us to expect opportunism on the part of individuals, but not
necessarily self-interest); that agency theory is not committed to the doctrine of
shareholder primacy; and finally, that the nemo dat principle, correctly understood,
does not diminish the moral significance of agency relationships.

Thus, the only really significant issue outstanding is the first one, having to
do with opportunism. How important is it that agency theory downplays the
significance of social norms, moral principles, and intrinsic motives in explaining
human conduct? The standard defense of the agency theorist will be to say that
this is all just positive theory; no one is recommending universal opportunism.
As an empirical tool for understanding the way organizations function and for
explaining various aspects of organizational structure, agency theory has proven
its value. Why should that be of concern?

The first step in formulating an answer to this question lies in noting that,
because it is based upon a flawed conception of human rationality, agency theory
generates predictions that are at variance with what one can actually observe in
the behavior of individuals and the structure of organizations. Of course, many
of the potential problems identified by agency theory are genuine—this is why the
theory resonates with so many people. There is, for example, a notable tendency to-
ward moral hazard. Similarly, individuals have a tendency to act noncooperatively
in collective action problems. Usually, however, these show up only as tenden-
cies, even when game-theoretic analysis predicts universal defection. In particular,
while moral hazard in the firm can be a serious problem, empirically it is much less
of a problem than any straightforward application of game-theoretic analysis to
principal-agent relations would lead one to predict. In particular, while employees
do sometimes shirk, most of the time they shirk a lot less than they could in fact
get away with.

The empirical limitations of game-theoretic models have been exhaustively
studied and documented by experimental game theorists. It is well-known, for in-
stance, that large numbers of individuals cooperate in one-shot prisoner’s dilem-
mas, knowing full well that there is no possibility of reciprocation (Dawes and
Thaler 1988; Schneider and Pommerehne 1981; Kim and Walker 1984; Isaac,
McCue, and Plott 1985), or make fair offers in an ultimatum game (see Henrich et al.
2001). Given these experimental findings, it would not be surprising to find that
agency theory consistently overstates the agency costs that may arise within orga-
nizations, simply because real human beings often behave cooperatively, exhibit
loyalty, and refrain from acting opportunistically, even in the absence of external
incentives. This fact is well understood by sophisticated management theorists,
even those quite friendly to the agency perspective (Eisenhardt 1989, 71–72).

Indeed, the general upshot of a lot of agency analysis of the firm is that many
organizations, especially those that exhibit what Oliver Williamson calls “infor-
mation impactedness,” simply would not function if the only tools that managers
had at their disposal were external punishments and rewards (1973, 318). Bengt
Holström (1982) showed very early on how imperfect observability could make it
impossible to devise efficient incentive schemes for individuals working in teams.
George Baker (1992) and others drew attention to the fact that, when effort or
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output was not fully observable, a system of sharp incentives focused upon one
aspect of the task could produce results that were much worse than a system of
dull incentives applied to the task as a whole. Much of the agency literature wound
up sounding a very skeptical note on the subject of performance pay, and provided
unexpected support for the old-fashioned practice of paying employees a flat salary
(Gibbons 1998). Results such as these suggested that, insofar as real-world corpora-
tions do actually succeed in extracting reasonable levels of cooperative effort from
their employees, there must be more than just external incentives and instrumental
rationality at work.

Given these results, one might wonder where the harm could be in business
schools teaching agency theory, or in managers using it as an analytic tool. And
perhaps there would be no problem, except for the fact that the limitations of the
theory are often overlooked or understated. This can lead to mischief in several
different ways, as outlined next.

Improper Understanding of Incentives

People who are overly impressed by economic methodology often subscribe to the
instrumental conception of rationality in a form that makes the model essentially
unfalsifiable. As a result, when particular agency problems do not show up where
agency theory predicts that they should, rather than concluding that there must be
some relevant sort of internal constraint at work, these theorists assume that the
external incentives must be there, but that they simply have not been discovered
yet. Economists have in fact invested extraordinary ingenuity and effort in the task
of devising baroque external incentive schemes as a way of explaining phenomena
that in fact admit of far more straightforward internal explanations.

To take just one example, there are two prominent interpretations of the so-
called efficiency wage phenomenon. Henry Ford set the relevant precedent, by vol-
untarily increasing the pay of his workers to $5 a day at a time when average wages
in the automobile industry were less than half that. He was rewarded with a sig-
nificant increase in worker productivity. The commonsense explanation would be
to suppose that Ford tapped into an underlying norm of reciprocity (see Fehr et al.
1996; Akerloff 1982). According to this perspective, the notion of a “fair day’s work
for a fair day’s pay” plays a powerful role in determining employee effort levels
(Hausman and McPherson 1996, 55–56). So when the boss agrees to pay you a rate
that is, by common admission, far in excess of what he is obliged to pay, he has
in essence done you a favor. And since one good turn deserves another, you then
owe it to him to put more effort into your work (or, at the very least, to refrain from
shirking). One might also expect this obligation to be enforced informally in the
relations between workers on the shop floor, thus removing an important barrier
to observability and leading to a dramatic reduction in moral hazard problems.

It should also be noted that, apart from its common sense appeal, there is
significant empirical evidence to support this “norm of reciprocity” explanation of
efficiency wages (Gneezy 2003). Nevertheless, many economists have felt the need
to resist this explanation. The more popular suggestion has been that, by paying
workers an above-market wage rate, Ford essentially created an economic rent
associated with employment at his firm. This made workers more averse to losing
their jobs, by making it unlikely that they would find work at comparable wages
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elsewhere. This, combined with the queues of workers that began to assemble
outside Ford’s factory looking for work, created enough fear of dismissal to moti-
vate the existing workers to shirk less (Fraser and Waschik 2002, 291). According
to this view, the efficiency effects of the wage increase can be explained entirely
through reference to traditional monetary incentives, and without appeal to any
obscure internal motivational factors, such as a sense of fairness or a commitment
to reciprocity. (Of course, few people would doubt that the external explanation
represents a part of the story, perhaps even an important part. The question is
whether it represents the entire story.)

John Boatright has argued that this methodologically induced bias toward ex-
planations in terms of external incentives can have a psychological “framing effect”
that, when translated into practical managerial decision making, “might result in
mistaken solutions to problems or even incorrect assessments of the problems to be
solved” (1999, 48; see also Dees 1992, 35). For example, the agency perspective “is
apt to lead to a distrust of agents and a reliance on mechanisms of control. Such an
approach is warranted in certain situations, but when applied in a business setting
it may result in an overinvestment in monitoring and other contractual solutions
and a corresponding underinvestment in building trust in an organization, and in
fostering traits like loyalty and professionalism” (Boatright 1999, 49; see also Frey
and Osterloh 2002).

The other potential source of mischief is caused by the assumption that, when-
ever a particular sort of agency cost fails to arise, there must always be an explana-
tion in terms of external incentives. This can encourage individuals in such agent
positions to act in a purely instrumental fashion, by leading them to assume that
there must already be a system of checks and balances in place to mitigate the
negative impact of any opportunistic actions that they take, even if they cannot see
it. If they believed, however, that the situation called for moral restraint on their
part as the only way of avoiding an agency cost or a collective action problem,
then they might be less willing to act opportunistically or noncooperatively. They
would certainly be deprived of one powerful rationalization for unethical conduct.

Crowding Out of Moral Incentives

As we have seen, the methodological biases of agency theory generate an overem-
phasis on external incentives as a way of addressing agency risks, along with
a comparative neglect of internal incentives. Thus an enormous amount of time
and energy has been spent designing increasingly clever incentive schemes, to the
neglect of more obvious strategies for securing employee loyalty and dedication.
Yet while this may be a waste of time, one might be inclined to think that it also
can do no harm. Even if an organization depends heavily upon voluntary moral
constraint on the part of its employees in order to avoid certain potential agency
problems, surely it can’t hurt to layer on some additional external incentives, in
order to create a greater alignment of interests?

Of course, the agency literature itself is full of cautionary examples of how
incentive schemes can distort incentives, and thus of how poorly designed incen-
tive schemes can exacerbate agency problems. Yet there is a more general problem
that has until recently been entirely ignored, namely that even a well-designed
system of external incentives has the potential to undermine moral motivation,
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and thus to create agency costs where previously none existed (Fehr and Gächter
2002; Tenbrunsel and Messick 1999). Bruno Frey and Felix Oberholzer-Gee (1997)
refer to this phenomenon as the “crowding out” of moral incentives (see also Frey
and Osterloh 2005, 102–5). Their research highlights some of the ways in which
pecuniary incentives can have the effect of undermining moral incentives. People
may be acting cooperatively merely because they consider it the right thing to
do. When they are subsequently offered an external incentive, it may have the
effect of changing their perspective, so that they no longer consider the question
from the moral point of view, but rather examine it from the standpoint of their
self-interest (Tenbrunsel and Messick 1999). If the rewards being offered fail to
outweigh the free-rider benefits, then the incentive scheme may easily have the
effect of undermining cooperation, thereby creating real collective action problems
where previously there were only potential ones.

This is something that was well known to previous generations of organiza-
tional theorists (e.g., McGregor 1960), but it has become so thoroughly sidelined by
the rise of agency theory that serious experimental research has been required to
reestablish the importance of the basic phenomenon. One particularly nice exam-
ple is a study conducted by James Heyman and Dan Ariely (2004). Students were
asked to perform a somewhat boring task (dragging around circles on a computer
screen). One group was paid a flat fee of $5 to participate in the experiment, another
was paid a “piece rate” of 10 or 50 cents per circle dragged, and the final group was
simply asked to do it as a “favor.” Those who were paid 50 cents per circle dragged
more than those paid only 10 cents, as an economist would be inclined to predict.
However, those who were paid the flat rate of $5 dragged far more circles than those
who were paid a piece rate, while those who were simply asked to do it as a favor
dragged the most circles of all (Ariely 2008, 68–69). “Money,” Ariely concludes, “is
very often the most expensive way to motivate people” (2008, 84). More impor-
tant, what the experiment suggests is that internal and external incentives are not
necessarily complementary or cumulative, even when in theory they are correctly
aligned to promote the same outcome. In practice, they may be mutually antago-
nistic (e.g., if one were to take the students who were dragging the circles as a favor
and start offering them money, one might likely see a decline in performance).

Furthermore, there is good reason to think that the type of incentive schemes
often promoted by agency theorists for use within corporations have considerable
potential to undermine moral motivation. Far from intensifying work effort, the
incentive scheme may simply communicate the message that management does
not trust workers. One need only recall the way that workers have historically
responded to sharp incentives such as piece rates, along with the monitoring
systems that are required in order to implement them, to see the consequences this
sort of thinking can have.

Cryptonormativism

No matter how strenuously agency theorists may insist that theirs is only a positive
theory of the firm, and thus entails no value judgments, the fact is that the basic
approach has as its foundation a normative theory of practical rationality, one that
categorizes certain forms of action as rational and certain other forms as irrational.
The fact that moral rules (or cooperation) get consistently categorized within such
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models as irrational, and opportunism (or defection) as rational, might easily lead
more impressionable minds to the conclusion that they should learn to ignore
moral constraints (Miller 1999).

This can have two pernicious consequences. First, in the interests of acting
more “rationally,” individuals may begin to plan their own behavior in accordance
with the dictates of the instrumental model, and thus begin to act more oppor-
tunistically. Second, even if they do not change their own deliberative processes,
they may begin to expect higher levels of opportunistic behavior from others, and
therefore feel justified in engaging in preemptive defection in order to protect
themselves from the anticipated defection of others. Thus, Ronald Duska observes
that the instrumental conception of rationality has the potential to become a self-
fulfilling prophecy: “If I think humans are always going to be selfish, and cannot
help but be so, it becomes the height of foolishness to sacrifice myself, or to predict
their behavior on any other than selfish grounds” (Duska 1992, 149; see also Ar-
gyris 1973, 264–266). Yet the type of “I did it to him to prevent him from doing it to
me” reasoning that this generates provides another one of the classic techniques of
neutralization used to excuse antisocial behavior (see Sykes and Matza 1957, 668).

There is some evidence to support this concern about instrumental rational-
ity becoming a self-fulfilling prophecy (Ferraro, Pfeffer, and Sutton 2005). It was
widely reported, for instance, that one of the only significant anomalies discovered
in experimental trials of the “public good” game in North America occurred when
the game was played among economics graduate students. There the rate of coop-
eration fell to only 20 percent, whereas it remained over 40 percent when played
by students in other disciplines (Marwell and Ames 1981; also Frank, Gilovich,
and Regan 1993). In a series of follow-up questions, students were asked whether
a concern over “fairness” played a role in their decisions. Whereas virtually all
noneconomists answered yes, “more than one-third of the economists either re-
fused to answer the question regarding what is fair, or gave very complex, uncod-
able responses. . . . Those who did respond were much more likely to say that little
or no contribution was ‘fair.’ In addition, the economics graduate students were
about half as likely as other subjects to indicate that they were ‘concerned with
fairness’ in making their decisions” (Marwell and Ames 1981, 309).

This is important because, contrary to the widespread conviction that the will-
ingness to act morally is primarily dependent upon ethical character, which in
turn is instilled through childhood socialization, empirical studies have gener-
ated strong support for the contention that the willingness to act morally is in
fact highly situational, and that individuals rely to an exceptional degree upon
social cues in their immediate environment in order to determine what to do
(Doris 2002). Thus, it would be no surprise to discover that a social environment
in which the dominant assumption is that “it’s every man for himself” is one
that would not only encourage unethical behavior, but could become positively
criminogenic.

CONCLUSION
The use of agency theory brings to the fore two sets of ideas that ethicists have
traditionally been very uncomfortable with: (1) the economic model of rational
action, and (2) the doctrine of shareholder primacy, with its commitment to profit
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maximization. With regard to the first, I have suggested that business ethicists have
been at least partially justified in their reservations. The economic model is based
upon an inadequate conception of rational action, precisely because it classifies an
important category of moral action as irrational. Indeed, it classifies all genuine
rule-following as irrational and is, therefore, unsuitable for use as a general theory
of rational action. Sophisticated practitioners of agency theory are familiar with
these limitations, but a large number of enthusiasts are not. Because of this, agency
theory can serve as a source of considerable inadvertent mischief when treated as
an accurate representation of reality.

With regard to the doctrine of shareholder primacy and the extent to which
agency theory encourages this perspective, I have tried to emphasize that there is
no simple connection between the two sets of ideas. Of course, agency theory can
be used to argue that the owners of a firm are in a vulnerable position with respect
to management, and that a fiduciary relation may be justifiable for that reason
(Marcoux 2003). So while the commitment to agency analysis neither presupposes
nor entails a commitment to the doctrine of shareholder primacy, the gain in
conceptual clarity afforded by the agency perspective may provide a powerful
source of arguments in favor of that doctrine. This does not mean that one cannot
use the agency framework to make the opposite claim, and it is certainly the case
that many stakeholder theorists have sought to articulate and clarify their moral
ideas using this framework.

It is perhaps this gain in conceptual clarity that constitutes the most impor-
tant contribution of agency theory to the field of finance ethics. It has certainly
not escaped the attention of many observers that the Wall Street scandals of the
past decade—from the Enron-era bankruptcies to the subprime mortgage fiasco—
occurred at precisely the points within both organizations and markets that
agency-theoretic analysis identifies as major fault lines. Concepts like moral hazard,
developed and refined by agency theorists over the years, have moved out of the
textbooks and into the realm of popular commentary, becoming part of the basic
tool kit for understanding the problems that can arise in these domains. This sug-
gests that agency theory, whatever its limitations, can play an important heuristic
role in the reflections of business ethicists, helping them to identify the points at
which, absent some form of moral constraint, serious collective action problems
are likely to arise.
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CHAPTER 8

The Financial Theory
of the Firm*
WAYNE NORMAN
Mike and Ruth Mackowski Professor of Ethics, Department of Philosophy and Kenan
Institute for Ethics, Duke University

INTRODUCTION
Finance ethics is largely about who owes what to whom, and why. What du-
ties do various agents, groups, and entities have, and whose rights must they
respect? Almost all of the chapters in this book consider either (1) what firms
owe to other firms or individuals, including their own employees and investors,
the society at large, and even in some cases members of other societies; or (2)
what individuals owe to the firms they work for, manage, or direct. But what is
this thing we call a firm or corporation?1 It turns out that the answers to many
of the normative questions central to these chapters either presuppose or serve
to support some answer to this rather abstract question. Different theories of the
firm go hand-in-hand with differing views about, for example, the objective of
shareholder wealth maximization, fair executive compensation, or corporate so-
cial responsibility. This chapter inquires about how we might reasonably choose
among various theories of the firm that have been developed over the past century
or so. It pays particular attention to how the most prominent theory of the firm in
modern finance—the so-called nexus-of-contracts or contractual theory2—addresses
some of the more basic questions about who owes what to whom, and why, in the
corporate world.

WHAT KIND OF THEORY IS THE
“THEORY OF THE FIRM”?
So what kind of theory is a theory of the firm, and what specifically is it a theory of ?
In fact, these are misleading questions because any given theory of the firm is really
a rather eclectic bundle of theories, principles, and concepts that are drawn from a

∗I am indebted to an unusual degree in this chapter to Emily White for her research assistance
and for her persistence during a series of stimulating discussions throughout the winter and
spring of 2009.
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variety of disciplines—from economics and law to sociology, ethics, and political
economy. Our theory of the firm will consist of answers to several empirical, legal,
normative, and even metaphysical questions (e.g., questions about what sorts
of things exist or what kind of existence they enjoy).3 Firms or corporations are
obviously social constructions and human institutions. Or as Adolf Berle put it
in 1967, they “are essentially political constructs” (Berle and Means 1991, xxxviii).
And they are creatures of the law: You cannot be a corporation merely by selling
goods or services, any more than you can be married merely by cohabiting with
someone—in both cases you need to obtain a legal status. Along with that status
come a large number of governance constraints within corporate law, but also a
range of options for how a corporation might structure its own relations among
various constituencies or stakeholder groups.

From the perspective of one particular theory of the firm (albeit the dominant
one in recent scholarship), and speaking of only one particular type of firm (albeit
the dominant one in all Western economies now), Michael Jensen picks out most
of the context and basic elements for a theory of the firm:

The public corporation is the nexus for a complex set of voluntary contracts among cus-
tomers, workers, managers, and the suppliers of materials, capital, and risk bearing. This
means the parties contract, not between themselves bilaterally, but unilaterally with the
legal fiction called the “corporation,” thus greatly simplifying the contracting process.
The rights of the interacting parties are determined by law, the corporation’s charter, and
the implicit and explicit contracts with each individual.4

The theory of the firm is itself, if you will, a nexus of a complex and interdis-
ciplinary set of investigations into the relations between a firm, these core con-
stituency groups, and the laws that structure their interactions. It is concerned
empirically with the implications of various actual or possible laws and contracts,
and normatively with the interpretation or reform of law, on the one hand, and
with the justification of the rights and duties assigned to different agents or groups
involved with the firm, on the other. I would follow Hansmann and Kraakman
(2004, 6) in leaving open for now the question of whether “the relationship be-
tween the firm and its participants can be described exhaustively in contractual
terms.” I would also suggest that we do not begin by assuming, as Jensen seems to
here, that the rights (and duties) of interacting parties are entirely determined by
law, the corporation’s charter, and implicit and explicit contracts. There is no need
to rule out by definition the possibility of beyond-compliance corporate obligations
or responsibilities. We, of course, return to this important question about the nor-
mative implications of a theory of the firm (and of the nexus-of-contracts theory in
particular) later in the chapter.

COMING TO TERMS WITH
THE PUBLIC CORPORATION
As noted, not all firms are corporations, and not all corporations are public corpora-
tions. But it is safe to say that the overwhelming majority of the scholarship on the
theory of the firm has focused on the large modern public corporation with widely
dispersed share ownership. Indeed, it is not uncommon for other forms of firm
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governance to be described mainly to shed light on the distinctive arrangements
that characterize the public corporation.

We might also say that this is how modern scholarly debates into what we now
call the theory of the firm began with the groundbreaking 1932 book, The Modern
Corporation and Private Property (1932/1991), by Columbia law professor Adolf A.
Berle and Harvard economist Gardiner C. Means. Berle and Means drew attention
to what they saw as dramatic recent changes in American capitalism. These devel-
opments challenged the conventional wisdom (reflected in court rulings up to that
time) that corporations were the private property of their owners and managed for
their benefit. By emphasizing the separation of ownership (widely dispersed among
uninformed, and largely indifferent, shareholders) and control (in the hands of a
professional management clique able to amass corporate power to consolidate its
own interests), they helped to transform our concepts of ownership and property
in a corporate setting, and they focused attention on what would come to be seen
as the agency problem at the heart of corporate governance.5 With the separation of
ownership and control of the firm, how do we ensure that professional managers
act in the interest of the firm’s owners, and even of the society as a whole, rather
than in their own interest? It is no exaggeration to say that a large part of scholarly
work on the theory of the firm ever since has tried to understand how best to deal
with problems raised by the separation of ownership and control in the public
corporation (see, e.g., Fama and Jensen 1983; Butler 1988; Bainbridge 2008, 6–8).

The young Ronald Coase’s audacious paper “The Nature of the Firm” (1937)
appeared five years after the publication of The Modern Corporation and Private
Property, and it, too, helped to set the course of scholarly debates on the theory
of the firm to this day. Eschewing the rich analysis of history, law, and political
economy that characterized Berle and Means’s approach, Coase asked a question
that could be answered within the abstract models of economics, namely: Why
should there be some firms rather than none? Why, if free markets are so efficient, do
organizations built around hierarchical nonmarket command structures survive
against competitors relying entirely on market transactions? His answer, famously,
is that firms can avoid some of the transaction costs of purely contractual relations in
the market. Ever since, the search has been on to identify other exotic costs and ben-
efits within the operations of increasingly complex firms and management systems
that help to explain not only why firms do better than markets alone, but also why
firms with certain types of governance will do better than other kinds of firms.6

In effect, Coase asked a very stark version of a more general question that
continues to frame scholarly debates: Why should we expect firms with some
particular governance structure to outperform and perhaps come to dominate or
supplant firms with some other governance structure? And also, why would freely
contracting parties come to prefer cooperating within some type of governance
arrangement rather than others? This is why he is widely viewed as the father of
the contractual theory of the firm (see, e.g., Alchian and Demsetz 1972; Boatright
1996, 217). The governance structures in question may be dictated in part by the
corporate law in a firm’s jurisdiction (which is a state responsibility in the United
States); in part by other regulatory law, such as federal SEC rules or legislation
like the Sarbanes-Oxley Act in the United States; in part by nongovernmental
regulators, such as stock exchanges; in part by the firm’s charter; and in part by
board or management initiatives. The question of what it means to outperform is
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contested (since this depends on, among other things, what we think the purpose
or objective of a firm is), though not often by economists, who tend to presume this
is a matter of efficiency. It goes without saying that since the public corporation
is the type of firm that has in fact come to dominate most sectors in developed
market economies (particularly now that an old rival, the state-owned enterprise,
has disappeared from many of the sectors it once literally monopolized in many
Western states),7 most debates over the theory of the firm concentrate on explaining,
justifying, or reforming the special features of the corporate form.

Drawing on a transnational survey by Hansmann and Kraakman (2004, 5–15;
page numbers without a name or date in the following list refer to this book), we
can identify at least five essential features of the modern corporation in all major
market economies. These features have become nearly universal despite the fact
that the traditions of corporate law around the world differ significantly on other
points.

1. Legal personality. The reason it makes sense to think of a firm as a “nexus
of contracts” is that it is “the single contracting party that coordinates the
activities of suppliers of inputs and consumers of products and services”
(6). The often-overlooked core element of corporate legal personality is “the
ability of the firm to own assets that are distinct from the property of other
persons, such as the firm’s investors” (7). That is, in a very real sense, the
corporation owns itself. The creditors of its shareholders and managers, for
example, have no right to any of its assets.

2. Limited liability. By the same token, the creditors of the firm can go after
the assets of the firm alone; they have no right to those of the shareholders
or managers. Since an individual’s creditors and a corporation’s creditors
both have a comparative advantage at monitoring their respective debts,
the combination of legal personality and limited liability should lower the
cost of capital for both the firm and its investors (9). In addition, “by shift-
ing downside business risk from shareholders to creditors, limited liability
enlists creditors as monitors of the firm’s managers, a task which they may
be in a better position to perform” (10). This in turn reduces agency costs
associated with the next feature of the corporation.

3. Delegated management with a board of directors. Corporate law in the United
States and elsewhere treats the board as formally distinct from both man-
agement and shareholders, though major shareholders and senior managers
are typically elected to boards. It also quite clearly invests the board with
authority and control. As the Delaware code puts it, the corporation’s “busi-
ness and affairs . . . shall be managed by or under the direction of the board
of directors” (Del. Code Ann., tit. 8, s. 141(a), quoted in Bainbridge 2008,
34). According to Stephen Bainbridge, who argues for the controversial
“director primacy” model of the corporation, “under U.S. corporate law the
board of directors is not a mere agent of the shareholders, but rather a sui
generis body whose powers are ‘original and undelegated.’ . . . In all states,
the corporation code provides for a system of nearly absolute delegation of
power to the board of directors, which in turn is authorized to further del-
egate power to subordinate firm agents [i.e., managers].”8 Of course, while
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the directors may have formal power, we know all too well that in practice
their ability to monitor or control managers can be very limited.

4. Transferable shares. Unlike partnerships, owners of corporate shares can
freely transfer their shares. This allows “the firm to conduct business unin-
terruptedly as the identity of its owners changes” (10). Having shares with
this amount of liquidity also enables investors to diversify their holdings
and minimize their risk, and in so doing it, too, reduces the cost of capital
for the firm.

5. Investor ownership. Ownership is a normative concept, largely defined in
terms of specific rights, and often quite explicitly excluding other rights or
adding duties. As Berle and Means observed, the nature of corporate own-
ership, and the de facto ownership rights of shareholders, evolve over time.
And so have the legal rights of owners, as defined by corporate law statues
and judicial interpretations (Easterbrook and Fischel 1991; Boatright 2008,
177–182). The two rights that typically define corporate ownership are “the
right to control the firm, and the right to receive the firm’s net earnings”
(13). As we shall see, these rights are, in practice, severely curtailed for most
shareholders. The “right to control” in the influential Delaware code (where
most major U.S. firms are registered) amounts to little more than a right
to vote for or against a proposed slate of directors, and also for or against
charter or bylaw amendments, mergers, sell-offs of the company’s assets,
and voluntary dissolution (Bainbridge 2008, 51–52). And the “right to re-
ceive a share of net earnings” is at the discretion of the board. For example,
Google, an extremely profitable corporation, announces in its investor re-
lations FAQ that “we have never declared or paid a cash dividend nor do
we expect to pay any dividends in the foreseeable future.” Nevertheless,
the so-called “market for corporate control,” which allows an investor or
group of investors to gain majority ownership of an underperforming firm
and to replace its directors or management, remains a powerful tool for
reducing the agency costs arising from the separation of ownership and
control.

It is noteworthy that every one of these core elements of the corporation is
defined by the assignment of rights and duties to the members of different key
constituencies or stakeholder groups in the nexus of contracts. And these are
simply the core elements of the firm, stated in very general terms. Corporate law,
along with all of the other sources of corporate governance noted earlier, fills out
the meaning and implications of these very general rights with countless more
specific provisions. For example, in reference to the so-called market for corporate
control, just mentioned, there are many specific rights in both corporate law and
permissible corporate charters that make it difficult for raiders to gain control of
a corporation against the wishes of the incumbent management or board. Chiefly,
there is the question of whether the firm can have so-called “poison pills” and
“shark repellant” to make a hostile takeover prohibitively expensive for the raider.
Some corporate law jurisdictions allow for the use of these provisions, and some
do not; and some corporations within the permissive jurisdictions allow for the
use of these provisions, and some do not.
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It is an open question whether management or boards should have spe-
cial rights to resist hostile or coercive takeovers.9 On the one hand, the
threat of a hostile takeover provides an incentive for managers to serve the
interests of the corporation (and of society) by making more productive use
of the firm’s assets and resources; so enabling managers to shield themselves
from this potential discipline may allow lazy, incompetent, and corrupt man-
agers to maintain their power even if this is not in the interest of other stake-
holders (including shareholders). On the other hand, management and the board
may have good reason to believe that a particular takeover would not be in
the firm’s or the shareholders’ interest, and since it is their duty to serve
these interests, they also need some rights to enable them to perform this
duty.

Now, my aim here is not to get bogged down in this particular issue about the
optimal set of legal and contractual rights and duties for structuring the market for
corporate control. Rather, the point is to emphasize (1) how normatively infused all
of the contractual and quasi-contractual relations are between the constituencies
interacting with the firm; and (2) how many deeper ethical and political issues
seem to arise as we try to describe the rationale or justification for either the
handful of core elements that structure the firm or the myriad specific rights and
duties that ultimately determine how these rights work in practice. What is the
ultimate purpose or justification of corporate law, and what kinds of considerations
are appropriate for judging whether any particular right or duty assigned by
corporate law is justified? What is the purpose or objective of the corporation?
Whose interests should it serve? What is the role of management and to whom
do senior managers owe fiduciary duties? Why should one group (shareholders)
enjoy such a privileged position, with rights to control and to residual earnings,
while being protected from having to shoulder the liabilities of the corporation? (Or
alternatively, why is one group—shareholders—so vulnerable, with few real means
to protect their interests either by contract or by real control over management and
the board?) Who, if anybody, owns the firm? And what should ownership entitle
them to, or what duties should it impose on others? What duties do firms (or their
managers or directors) have to those adversely affected by their activities who are
not among the parties to the nexus of contracts (e.g., people living downstream
from polluting factories, run over by delivery vans, or injured when customers use
or misuse the firm’s products)?

All of these are genuinely open ethical questions. They cannot be answered
merely by explaining how things work in the real world, or how they might work if
we changed some rules. Or, put another way, if the current provisions in corporate
law (and in other forms of legislation, contractual arrangements, and so on) that
structure the modern firm are justified, there must be ethically sound answers
available to questions like the ones just posed. Either way, providing defensible
answers to these background normative questions is part of the task for a theory of
the firm.

The fact that these fundamental normative issues require justification has not
escaped either defenders or critics of the contractual theory of the firm or the
theories of corporate governance and corporate law that it shapes. The rest of this
chapter briefly surveys some of these debates.
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TAKING RIGHTS AND DUTIES IN (AND OUT OF)
THE NEXUS OF CONTRACTS SERIOUSLY

Justice is the first virtue of social institutions, as truth is of systems of thought. A theory
however elegant and economical must be rejected or revised if it is untrue; likewise laws and
institutions no matter how efficient and well-arranged must be reformed or abolished if they
are unjust. Each person possesses an inviolability founded on justice that even the welfare
of society as a whole cannot override. For this reason justice denies that the loss of freedom
for some is made right by a greater good shared by others. It does not allow that the sacrifices
imposed on a few are outweighed by the larger sum of advantages enjoyed by many.10

These are the first lines of the first section of the most influential treatise on
justice in political philosophy of the past half-century. By the time one has read the
500-plus pages that follow this declaration it becomes clear that there is no direct or
deductive way of applying this vision of justice to particular policies or institutions.
John Rawls (1971) defends two particular principles of justice, which in turn help
us think about what a just constitution might look like; and from there we can
think about what lawmakers and judges in a just society might take into account.

But Rawls, like most of his colleagues in political philosophy, said virtually
nothing about that major social institution we call the corporation. It is true that
many political philosophers have evaluated the justice of markets,11 but like neo-
classical economists, they have usually treated the firm as a black box designed to
maximize profits.12 But to see the firm in this way is to define away the agency
problems arising from the separation of ownership and control, which are the
gateway to most of the serious thinking about the rights and duties of corporate
governance. Of course, it should be clear by now that the legal scholars, judges, and
economists who take the theory of the firm and corporate governance seriously do
not treat the firm as a black box, and it is also not difficult to grasp the principles
they use to justify governance rights.

What are these principles? Typically they consist of a commitment to two inter-
related families of values: respect for autonomy and freedom of choice on the one
hand, and promoting human well-being or preference-satisfaction (or value) on the
other. We see the first set of values at play when we encounter arguments for a gov-
ernance arrangement based on the fact that it is what all parties would voluntarily
agree to. And the second set comes to the fore when a governance arrangement is
preferred because it would be more efficient or create more value or wealth (say, by
reducing transaction costs or the cost of capital). Corporate governance theorists
do not generally defend these higher-level principles or basic values themselves;
but since they are time-honored principles in most liberal-democratic societies,
there are certainly both defenses and criticisms readily available in the history
of ethics and political philosophy. Indeed, both sets of values have a prominent
place within the architecture of Rawls’s theory of justice, where his first principle
of justice proclaims that “each person is to have an equal right to the most exten-
sive scheme of equal basic liberties compatible with a similar scheme of liberties
for others” (Rawls 1971, 60), and where various components of or conditions for
well-being (including income and personal property) are listed among his set of
so-called primary goods (Rawls 1971, 92).
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With this background in mind, let us finish now with a brief survey of some of
the fundamental normative debates in the theory of the firm, which were raised at
the end of the previous section. Many of these fundamental normative questions we
have been asking are interrelated, and indeed we can see something of a sequence
where answers to fairly concrete specific questions are based on answers to more
general or abstract questions.

The flashpoint for many political and scholarly debates, for example, is often
the allegedly privileged position of shareholders in the modern corporation. Why
do shareholders have a right to all of the profits, and a right to control the corporation
and to demand that managers maximize their (i.e., the shareholders’) return?

In order to answer this question adequately we are led to the more general ques-
tions, like: What is the ultimate purpose or objective of the corporation? Whose
interest ought it to serve? What roles and responsibilities do directors and man-
agers have to ensure that it serves these interests and fulfills these objectives and
purposes?

Our answers to those questions are likely to depend on our answers to ques-
tions like these: What is the purpose or objective of corporate law? What is the
purpose of markets, and what principles do we use to evaluate their success?

And of course, our answers here will be based on some of the most general,
abstract, and fundamental theories of justice and political economy of the sort
Rawls was alluding to at the beginning of this section. This is obviously not the
appropriate place to try to make progress on parsing debates at this most abstract
level. But it is useful to approach the other three types of normative questions by
descending from the most abstract to the most concrete.

What Is the Purpose or Objective of Corporate Law?

As noted already, whether they address this question explicitly or not, theorists of
the firm and of governance (coming primarily from economics and law) almost
always appeal to two families of values when justifying particular reforms to cor-
porate law or the raison d’être of corporate law itself: roughly, protecting autonomy
and promoting well-being. It must also be said that a strong libertarian current
in law-and-economics circles (especially in the so-called Chicago school) is also
inclined to believe that protecting freedom and autonomy within free markets is
the best way to promote well-being. (In many traditions, these families of values
are seen to be interrelated, so we will often see them both playing a role in justifi-
cations for institutions or laws.) Here is a classic Chicago-school statement of the
“protecting autonomy” justification for corporate law, from what is probably the
most widely cited work in corporate law of the past generation, Frank Easterbrook
and Daniel Fischel’s The Economic Structure of Corporate Law (1991):

We treat corporate law as a standard-form contract, supplying terms most venturers would
have chosen but yielding to explicit terms in all but a few instances. The normative thesis
of the book is that corporate law should contain the terms people would have negotiated,
were the costs of negotiating at arm’s length for every contingency sufficiently low. . . . It is
enabling rather than directive. The standby terms grant great discretion to managers and
facilitate actual contracts. They leave correction to the interplay of self-interested actors
rather than to regulators. (Easterbrook and Fischel 1991, 15)
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Why not abolish corporate law and let people negotiate whatever contracts
they please? The short but not entirely satisfactory answer is that corporate law is
a set of terms available off-the-rack so that participants in corporate ventures can
save the cost of contracting. Corporate law fills in the blanks and oversights with
the terms that people would have bargained for had they anticipated the problems
and been able to transact costlessly in advance (Easterbrook and Fischel 1991, 34).
Most liberals across the political spectrum (i.e., from social democrats to economic
conservatives) accept that contracts or agreements between free individuals that
don’t harm anyone else are, at the very least, prima facie justified. This argument
justifies corporate law by claiming that it is the contract that parties would agree
to if they had the time and knowledge; and, moreover, that where their specific
knowledge suggests they should contract in some other way, corporate law typi-
cally allows them to do so. It should be noted that the voluntary agreements being
referred to here are presumed to involve any of the standard stakeholders in the
nexus of contracts, not just, say, investors and managers.

Critics, who may be broadly in favor of the sanctity of free agreements, have
tended to focus on two background assumptions in this argument. The first as-
sumption is that all of the contracting between firms and members of various
stakeholder groups is really free and voluntary, and that nobody will voluntarily
enter into a contract that does not make them better off. But why should we not
rather presume, the critics argue, that the “resulting contract defining the terms
of corporate governance . . . mirrors the pre-existing market power of the vari-
ous parties” (Greenfield 2006, 18)? Workers in remote areas or lacking special or
basic skills may have few employers to choose from; or they may have extensive
firm-specific skills that will be of little value if they leave their current employer.
“To say that a contract optimizes the interests of the parties may be true in that it
allows the parties to improve on what would be their lot without such a contract.
But it is emphatically not the case that all contracts are fair, just, supportive of
human dignity, or consistent with the interests of society as a whole” (Greenfield
2006, 18).

A second common critique of contemporary corporate law in general, and the
rationale articulated by Easterbrook and Fischel in particular, is that even if it does
facilitate voluntary contracts, it is not the case that these contractual relations have
no negative implications for third parties. As Greenfield observes:

By centralizing power in management, limiting the involvement of other stakeholders in
corporate decision making, and imposing a requirement that the firm’s management care
about making money first and foremost, the law has created an entity that is guaranteed to
throw off as many costs and risks onto others as it can. If a corporation can make money by
polluting a river, it will likely do so. If a corporation can make money by paying its workers
low wages or making them work in unsafe conditions, it will likely do so. If a corporation
can make money disregarding the harms of a product . . . it will likely do so (Greenfield
2005, 16).13

There is, of course, a massive literature in economics, public policy, and law on
how best to deal with this problem of externalities. One of the standard responses
in the context of this particular debate is to remind the critics that corporate law is
only one of the tools that citizens, organizations, and the state can use to regulate
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corporate behavior, and there are reasons to think it is not the best way to deal with
many problems such as externalities. Greenfield, one of the more sophisticated
critics, scoffs at this response. “Other [nonshareholding] stakeholders are left to
depend on mechanisms outside corporate law, primarily in the form of express
contracts or government regulation, both seriously imperfect, to protect their in-
terests” (Greenfield 2005, 16).

All theorists of the firm rely routinely on autonomy-based arguments to make
the case for why some particular structures of firms, or rules in corporate law,
would be better than others. If a change would be welcome by all affected by it,
then it is presumed to be worthwhile. But it is also possible to make people better
off even if everybody would not agree to a particular rule, and this has always been
one of the justifications of coercive law and regulations. This “well-being-based” or
utilitarian justification for corporate law is endorsed explicitly by Hansmann and
Kraakman (who nevertheless are in broad agreement with the kind of corporate
law provisions advocated by Easterbrook and Fischel):

As a normative matter, the overall objective of corporate law—as of any branch of law—is
presumably to serve the interests of society as a whole. More particularly, the appropriate
goal of corporate law is to advance the aggregate welfare of a firm’s shareholders, employees,
suppliers, and customers without undue sacrifice—and, if possible, with benefit—to third
parties such as local communities and beneficiaries of the natural environment. This is
what economists would characterize as the pursuit of overall social efficiency. (Hansmann
and Kraakman 2004, 18)

They note, as any good utilitarian should, that whether, in fact, “the pursuit
of shareholder value is generally an effective means of advancing social welfare
is an empirical question on which reasonable minds may differ.” They are also
quick to add that endorsing this goal for corporate law is not to say that actual
corporate law always serves that goal. “[C]orporate law everywhere continues to
bear the imprint of the historical path through which it has evolved, and reflects
as well various non-efficiency-oriented intellectual and ideological currents that
have sometimes influenced its formation” (Hansmann and Kraakman 2004, 19).

This broadly utilitarian approach to corporate law has not attracted the same
level of criticism even though, again, it can be used to justify the very same mod-
els of corporate law that critics assail. Interestingly, many contemporary critics
of capitalism rely, perhaps unwittingly, on utilitarian arguments. They certainly
draw attention to what they believe are devastating negative externalities (not
offset by gains for shareholders or executives), from climate change and ecolog-
ical disaster to the direct or indirect oppression of workers at home and abroad.
If political philosophers in the Rawlsian and other traditions turned their atten-
tion to this conception and justification of corporate law, they might be concerned
for all the standard reasons they are suspicious of utilitarianism as a moral and
political theory.

Near the top of these concerns is the one expressed by Rawls himself in the
passage quoted at the head of this section. The law or policy that maximizes ag-
gregate welfare or overall social efficiency might also violate rights, trample on
basic liberties, distribute wealth unfairly, or be otherwise unjust. And this type of
criticism is explicitly or implicitly behind many of the more urbane criticisms of
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contemporary capitalism and corporate governance. These include worries about
inequalities generated by exorbitant compensation packages for CEOs (especially
in the United States); about the way corporate governance encourages risky behav-
ior in the financial services industry that leads to big Wall Street bonuses when risks
pay off, and taxpayer bailouts when they do not; about exporting of jobs offshore,
which benefits executives and shareholders, but harms their fellow working-class
citizens; or even worries that the amassing of wealth in the hands of big business
will inevitably corrupt the democratic political system.

Hansmann and Kraakman (2004) do not defend their utilitarian approach
beyond the passages quoted. But a defense is possible, and it need not be a defense
of utilitarianism. In the passage quoted they claimed that the goal of any branch of
law is “to serve the interests of society.” This is most plausible if we do not assume
that “serving the interests of society” is simply a matter of maximizing aggregate
welfare. The criminal law, for example, seeks to punish the guilty and not punish
the innocent in part as a way to discourage crime and keep dangerous people off
the street, to be sure; but also as a matter of justice. And while it is possible to
concoct sophisticated utilitarian theories to justify the criminal law, tort law, or
redistributive justice, the impulse behind these bodies of law and policy is most
easily understood in terms of fairness and egalitarian justice.

But it is in principle possible to accept, on the one hand, the utilitarian-like
goal for the design and regulation of markets and corporate governance in order
to create more wealth and maximize the size of the economic pie, so to speak; and
to use other branches of regulatory law, tax law, and public programs in health
care, public health, education, and so forth, to ensure that the pie is divided up
more equitably. One of Rawls’s principles—the so-called difference principle, which
is but a small part of his overall theory of justice—called for a distribution of
primary goods that would maximize the share for those who are worst off (Rawls
1971, 303). It is empirically possible that the best way to achieve this decidedly
nonutilitarian distribution involves, among other government laws and policies, a
system of corporate governance that aims, in Hansmann and Kraakman’s words,
to advance the aggregate welfare of the firm’s shareholders, employees, suppliers,
and customers (without undue externalities). In a footnote they articulate this
vision “more precisely in the language of welfare economics as pursuing Kaldor-
Hicks efficiency within acceptable patterns of distribution” (Hansmann and Kraakman
2004, 18n). The burden of proof for critics is to show why a reform of corporate law
would do more to serve the interests of the less well off, and would do so more
efficiently, than would, say, investing in better schools or public health clinics in
poor neighborhoods.

One final feature of the aims and justification of corporate law is worth high-
lighting, though it is rarely discussed explicitly in the theory-of-the-firm literature.
The legal and ethical rules that guide the behavior of firms and their constituents
must be rules that are designed for the competitive, adversarial nature of the markets
in which these firms operate. In many realms we structure essentially adversarial sys-
tems in the hope that competition will lead to innovation, diligent effort, and
efficiency—which in turn creates positive externalities for those both inside and
outside the adversarial arena.14 For example, in an adversarial legal system we
ask lawyers to fight hard (within carefully delimited boundaries) to defend their
clients. This, in turn, forces law enforcement and prosecution agencies to do a
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more thorough and ethical job in arresting and building a case against a suspect.
Something similar happens with the system of competitive elections, where we
hope that a tough competitive battle between candidates or parties (again, within
certain rules) leads to more innovative and transparent policies, and allows voters
to better understand what they are voting for.

Similarly with firms in the market: We want them, within the rules of the game,
to be focused on how they can maximize their returns, how they can add the most
value to their inputs, and even how they can gain an advantage over competing
firms. We want them to respect the rules, and even (as I discuss further in the
next section) to go beyond what is strictly required by the rules in some cases. But
we should be careful not to undermine the positive externalities produced by the
whole game by asking the firms who are players in the game to distribute benefits
themselves as they see fit. In sum: We should not be expecting that the kinds of
rules appropriate for the governance of firms in the heat of battle, so to speak,
will be similar to those used by other kinds of organizations not operating in an
essentially competitive context.

With this general understanding of debates about the goal and justification
of corporate law in mind, we can turn rather briefly to the two more concrete
challenges that are typically made to the nexus-of-contracts theory of the firm and
the type of corporate law that sustains it. For as we shall see, the standard defenses
and criticisms of the theory follow closely from the ones discussed in this section.

What Is the Ultimate Purpose or Objective of the Corporation?
Whose Interests Ought It Serve?

Given the adversarial context of the markets in which the corporation operates,
there are several reasonable ways we might answer these questions. In highly
competitive markets, the objective of the corporation is often just to survive. And
it does this by producing outputs that are worth more in the marketplace than
its inputs. That added value will show up as profits or residual earnings, so we
can say that the objective of a firm is to maximize its profits, or at least produce
a “satisfactory” level of profit (Anthony 1960; Boatright 2008, 192). We could also
say that its purpose, as a nexus of voluntary contractual relationships, is to manage
these relationships so that the best parties (e.g., the most innovative and diligent
employees, the highest-quality suppliers, the financiers willing to offer the best
terms) want to continue combining their resources in the firm’s team production.
And this implies, as Hansmann and Kraakman (2004) emphasize, that it should
advance the aggregate welfare of its primary stakeholder groups.

But we can get even more specific than that: Any given firm is entitled to set
almost any (legal) objective for itself, including objectives that require forgoing
profit. The New York Times is often cited in this context. It is a closely held public
corporation with a charter that shields it from takeover. And its primary stated aim
is to stay profitable enough to be able to deliver a quality news service for the good
of society. Interestingly enough, the kinds of theorists most closely associated with
the shareholder-wealth-maximization objective for business—people like Milton
Friedman (1970)—have no problem with firms giving themselves explicitly



P1: OTA/XYZ P2: ABC
c08 JWBT301-Boatright June 2, 2010 9:5 Printer Name: Hamilton

THE FINANCIAL THEORY OF THE FIRM 155

non-profit-maximizing objectives, as long as they announce this up front when
seeking investment. As Easterbrook and Fischel (1991) put it:

An approach that emphasizes the contractual nature of a corporation removes from the
field of interesting questions one that has plagued many writers: what is the goal of the
corporation? Is it profit, and for whom? Social welfare more broadly defined? Is there
anything wrong with corporate charity? Should corporations try to maximize profit over
the long run or the short run? Our response to such questions is: who cares?

One suspects that when many people ask what the ultimate aim of the corpo-
ration is, what they are really asking is what is the ultimate aim of the market, or
of the capitalist system. But this is a much broader question for political economy
and theories of justice, not a theory of the firm (although clearly those theories will
inform the theory of the firm in ways we have already seen). Whatever the best
way to characterize the ultimate aim of the game in an adversarial context, the aim
of the players in the game is to win (within the letter and the spirit of the rules of
the game), or at least to survive to fight another day. For the sake of the many stake-
holders who literally have a stake in the firm’s thriving, good corporate law and
corporate governance should be designed to give a firm at least a puncher’s chance.

Why Do Shareholders Have a Right to All of the Profits, and a
Right to Control the Corporation and to Demand That Managers
Maximize the Shareholders’ Return?

This leads finally to the most concrete normative question or challenge about the
theory of the firm that seems to be entrenched in the corporate law and capitalist
systems in most developed economies today. To quote the subtitle of a paper by
John Boatright (1994), “What’s so special about shareholders?” We have now cov-
ered most of the elements of an answer to this question. The short answer, from the
point of view of a contractual theory of the firm is, in a sense, “Nothing.” As should
be clear by now, the “folk theory of the firm,”15 whereby shareholders are special
because they own the firm as a piece of private property, is dead. At the very least,
it is anathema in the nexus-of-contracts approach. This view persisted in judicial
rulings up through the 1920s, but has since given way to an implicit theory of the
firm along the lines of the contractual theory. Shareholders, or equity investors, are,
as radical stakeholder theorists long ago insisted, just another stakeholder group.

The mistake of some stakeholder theories was assuming that this implied
that all other stakeholder groups should get a piece of what the shareholders get:
namely, control and a share of profits. In fact, given a realistic choice, rarely would
any other stakeholder group want to be in the place of shareholders. Workers, for
example, might like the idea of controlling the board and distributing the profits to
themselves; but rarely would they choose to have this kind of contractual relation
with the corporation instead of a contractually guaranteed wage. Of course, if they
do want that kind of control, they are free to form a worker-owned cooperative.
The fact that so few do so, and/or the fact that firms with that model of gover-
nance have difficulty competing against firms with access to equity capital, tells us
something about the real efficiency gains available in the shareholder-controlled
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firm. In certain sectors, such as law and other professional services, worker-owned
co-ops have thrived. Other kinds of co-ops have also thrived in other sectors. For
example, in the apartment buildings market, tenant-owned co-ops (i.e., condos)
have competed well against corporations that own buildings and rent to tenants.
A significant amount of the cheese and butter in the United States is produced by
supplier-owned co-ops. These examples tell us as much about the importance or
lack of importance of shareholders as the success of public corporations does in
most other sectors.

We owe this insight to the Yale legal scholar Henry Hansmann, who stands out
as a highlight at our end of the long contractualist tradition of the theory of the firm
that began with Coase. His book The Ownership of Enterprise (1996) may well be the
most influential work on the theory of the firm or corporate governance among
business ethics scholars today. Like Coase, Hansmann wants to explain why firms
with some kinds of governance structure come to dominate; and he does this by
taking seriously why different constituencies or stakeholder groups (he calls these
groups different “patrons” of the firm) would voluntarily bargain to accept their
particular place in the nexus of contracts. His brilliant realization is that the public
corporation is really just an investor-owned co-op. So any question about why
shareholders should be given rights of control and rights to residual earnings can be
rephrased this way: Under what conditions do stakeholder groups freely contract
to coordinate their joint production in one form of co-op rather than another? And
why, in particular, has the investor-owned co-op come to dominate most sectors?

His answer is long, detailed, and fascinating; and it incorporates many of the
insights into governance costs (such as transaction and agency costs) that have
emerged in the scholarly tradition that began with Coase. A very short answer is
that there are great costs and burdens in controlling a firm, especially in properly
monitoring the agency relation with senior managers. For various reasons, these
costs are almost always lower for investors, not least because they have more of
a unity of interests as a group. (If workers ran the board, or worse yet, if several
different stakeholder groups were represented on the board, there would be so
much conflict and debate that opportunistic managers could exploit the board’s
weakness to their advantage.) The bottom line for Hansmann (1996, 23) is that it
makes sense for the group that has the lowest combined ownership and contractual
transaction costs (where such costs are often linked to distortions of market power)
to control the firm and have the right to its residual earnings.

Another way of putting this is that other stakeholder groups will generally
do better if the group with these lower costs serves that role. And this is another
way of arguing that shareholder control is usually in the best interests of—and
would be chosen by—other stakeholder groups. This is not to deny that in the real
world shareholders and the boards they are stuck with often do a very poor job
of monitoring the CEO or making strategic decisions. But when shareholders and
the board fail in these ways, they provide an opportunity for another firm that is
governed or managed more effectively.

CONCLUSION
I have tried in this chapter to sketch the general nature of firms and of theories of
firms, and to survey some argument for and against. Once again, assumptions and
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theories at this level of abstraction are very close to the surface in a great many other
ethical issues and theoretical concepts that are discussed elsewhere in this volume.

NOTES
1. I use the terms firm and corporation interchangeably. Technically speaking, all corpo-

rations are firms, but some firms are not corporations. They may be cooperatives,
partnerships, or not-for-profit businesses, for example. This distinction usually will not
matter, because I am primarily concerned in this chapter with the ethical implications
of a theory of the firm appropriate for understanding the world of finance; and here
the public corporation is the primary player.

2. The language—or image—of the nexus of contracts comes from Jensen and Meckling
(1976). The theory itself has been developed by Jensen and various co-authors ever
since, and is now broadly accepted as the mainstream view by economists and corporate
lawyers. I use the terms nexus-of-contracts theory of the firm and contractual theory of the
firm interchangeably.

3. Even lawyers have to tackle these quasi-metaphysical questions about what kind
of entity, if any, a firm is. See, for example, Horwitz (1985) and Bainbridge (2008,
24–30).

4. Jensen (2000, 1).

5. See Boatright (2008, 179), and for a critique of Berle and Means’s reading of American
legal history, see Werner (1981).

6. See, for example, Alchian and Demsetz (1972) on the difficulties in metering outputs
of team production and shirking; Cheung (1983) on the information cost of knowing a
product; or Hansmann (1996) on the unattractiveness for most constituencies of various
ownership costs.

7. For an argument explaining why state-owned enterprises generally foundered because
of their inability to solve agency problems arising from their forms of governance, see
Heath and Norman (2004).

8. Bainbridge (2008, 34–35). The internal quote is from Manson v. Curtis, 119 N.E. 559, 562
(NY 1918).

9. See Easterbrook and Fischel (1991, Chapter 8) for the canonical “Chicago-school” anal-
ysis of these debates.

10. Rawls (1971, 3–4).

11. A list of citations here could be a very long one, beginning with a young Hegelian named
Karl Marx. For a particularly astute contemporary analysis in the Rawlsian tradition see
Allen Buchanan (1985/2001).

12. Boatright (2008, 177). For a pioneering treatment of the firm by a political philosopher,
see McMahon (1994).

13. This is a common refrain in contemporary critiques of capitalism. See, for example,
Bakan (2004) or the documentary The Corporation based on this book—or any movie by
Michael Moore.

14. The argument in this paragraph has its roots in Adam Smith’s famous “invisible hand”
metaphor for the positive externalities of market competition. The best contemporary
analysis and defense of the logic of adversarial ethics is Heath (2006).

15. I believe this expression was coined by Joseph Heath, though I am not sure if he has
used it in print. It comes from the concept of folk psychology, which consists of a large
number of essentially false psychological beliefs that ordinary people live by.
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CHAPTER 9

Fairness in Financial Markets
EUGENE HEATH
Professor of Philosophy, State University of New York, New Paltz

F airness is an important ethical principle, though not the only one. The ac-
tions of individuals, the rules and practices of institutions and organizations,
and the regulations of public policies may be assessed in terms of fairness,

though they may also be assessed in terms of other moral criteria, such as their
contributions to welfare, equality, or liberty. In its broadest sense, fairness is a moral
concept concerned with the comparative treatment or assessment of individuals
(or groups of individuals): To be treated fairly is to be treated similarly to others
with respect to a rule, agreement, or recognized expectation. For example, a person
may treat another unfairly by failing to bestow the same benefit on that individual
as was given to another person similarly situated. A rule may be unfair if it fails
to require the same conduct from one person as is demanded from others who are
relevantly similar.

We have an intuitive sense of fairness, for the term is invoked in various and
broad contexts. One may refer to a “fair deal,” a “fair profit” or a “fair wage.”
Alternatively, an accountant might ask whether a financial statement “fairly rep-
resents” the position of a firm or corporation. Or a loan officer might ask whether
a bank’s lending policy is “fair to all applicants” or reflects a “fair or level playing
field.” These samples illustrate a wide and varied usage, but they also indicate that
within the practices of commerce there is a place for consideration of fairness.

Of course, some might contend that the primary aim of business transactions
is profit. We often evaluate markets and businesses merely by their productivity or
efficiency; for example, an appeal to efficiency provides a valuable reminder that
the legal and regulatory framework of bank lending should provide the conditions
for productivity. However, the value of this sort of analysis does not vitiate the
importance of moral considerations such as those of fairness. A normative or moral
evaluation of businesses and markets examines commercial practices in terms of
their foundational principles or in terms of the operations and interactions that
arise once these principles are set in place. The concept of fairness, for example,
may be invoked to consider the foundational framework of markets as well as the
rules and regulations of ongoing exchanges—the practices of business firms or the
conduct of professionals and clients.

Even if it is charged that fairness and business do not mix—because the busi-
ness person is nothing but a rational maximizer of profit—it must be recalled that
the very idea of profit maximization is a postulate of theoretical models. Such a
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theoretical assumption entails no description of the motives of actual businessper-
sons, nor does it even purport to be part of any description of the processes of
commercial competition. As a matter of fact, the motives and preferences of per-
sons in business may diverge from a simple assumption of profit maximization
(Kahneman et al. 1986). Indeed, to seek profit is not the same as seeking maximum
profit, but even the latter is constrained by norms of market exchange: At its most
minimal level, trade is a voluntary activity in which agents must attempt to per-
suade another person to take “this” for “that.” At the very least, the items for trade
must be presented honestly and without force or fraud, so that each party agrees
voluntarily to the exchange.

A consideration of the application of fairness to the foundations and operations
of markets, especially financial markets, illuminates central moral and political
questions and suggests that the ethical evaluation of complex social and economic
phenomena demands careful analysis. In the first section of this chapter, a general
and simplified portrait of the market is offered in which some of the foundational
elements of trade and exchange are noted, including the fact of financial markets.
In the subsequent section, a general account of fairness, both procedural and sub-
stantive, is set forth. The third section broaches specific topics concerning fairness
and the foundations of markets—the distribution of income and wealth, public
debt, and the administration of a currency. In the fourth section, the focus is on
fairness in the operations of financial markets, including the disclosure of infor-
mation, discriminatory lending, and insider trading. Throughout the chapter, the
discussion is presented with an eye to illuminating salient issues and indicating
contestable claims and assumptions.

MARKETS AND FINANCIAL MARKETS
One of the virtues of markets is that they generate wealth. This is a remarkable
feature, but it is even more so when one considers that the production of wealth
occurs without any single directing or guiding hand. Adam Smith was one of the
first to recognize how the steady attempt of each person to better his position, in
conjunction with a division of labor, could generate unintended prosperity:

[E]very individual necessarily labours to render the annual revenue of the society as great as
he can. He generally, indeed, neither intends to promote the publick interest, nor knows how
much he is promoting it. By preferring the support of domestick to that of foreign industry,
he intends only his own security; and by directing that industry in such a manner as its
produce may be of the greatest value, he intends only his own gain, and he is in this, as
in many other cases, led by an invisible hand to promote an end which was no part of his
intention (Smith 1976, vol. 1, 456).

Unintended benefits arise as individuals respond to particular circumstances,
use their knowledge, and strive, as Smith said, to “better [their] own condition”
(Smith 1976, vol. 1, 540).

The foundational framework of a market must permit individuals to labor,
produce, create, and trade. In order for production to take place, individuals need
a recognized or demarcated sphere—whether defined in terms of property or
contractual relations—in which they can be secure in the expectation that they
will have an opportunity to reap a reward from their labors, whether physical or
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mental. One need not labor in isolation, however, for productivity can be vastly
improved from cooperation with others. One may sell one’s own products or one’s
labor, skill, or knowledge in exchange for the goods or services of someone else.
Each party seeks to trade something that is good for the other party. Except in cases
of barter, such exchange involves the medium of money: The apple seller values his
apples less than the money received in exchange for them; the apple buyer values
the apples more than the money relinquished. Each party to the exchange seeks to
gain something of greater value than what is surrendered. In this sense, each party
seeks a profit. Thus, markets are composed of for-profit trades (even though the
participants need not be profit maximizers). Profits also serve as signals of where
to invest one’s time and resources, as do prices, for the price of an item reflects
the preferences of individuals in relation to the supply of the item. The fluctuating
prices of goods indicate changes in preferences and suggest how best to allocate
one’s own resources in order to gain a profit.

As individuals act within the foundational rules that allow for production and
trade, so do they make myriad choices. These activities and choices, as regulated by
government or influenced by industry, constitute the operations of markets. Some
individuals, known as entrepreneurs, enter a market in order to produce, create, or
transport goods to sell. What is saleable for a profit depends, ultimately, upon the
choices and values of consumers. The entrepreneur must take into account what
is desired and how to produce it. To produce a good requires both capital and
labor, as well as the knowledge of how to employ that capital and labor in such a
way that the costs of production are less than the revenue received for selling the
finished goods. Exchange occurs at all levels of production but also in the securing
of capital and labor. The prices of all commodities reflect the valuations of the
parties and the supply and demand of the good or service.

The capital required for production will include land, buildings or machines
and the money necessary for securing the raw materials and hiring the labor. These
items may be purchased with the entrepreneur’s own funds, but it is more likely
that he requires a loan to finance the business. Perhaps he turns to a financial
institution such as a bank or investment company; or the entrepreneur may seek
to establish a corporation, in which case he sells stock or shares of ownership
in exchange for monetary capital. (The funds loaned to the entrepreneur, or the
assets of those who invest in stock, exist because some individuals have forgone
consumption and saved.) Once the business is operating at a profit, then those who
work for the firm may be able to save some of their own earnings and perhaps
even invest some portion of their wages or salaries in stocks or bonds.

In this brief and simple narrative one glimpses how markets presuppose own-
ership, as well as the freedom to exchange goods and services, and a medium of
exchange or money. Money facilitates production and exchange and renders pos-
sible certain financial instruments, such as loans. Yet it is inevitable, given human
circumstance, fortune, skill, and effort, that the wealth of markets will not accrue
equally to all persons. This is not unexpected: The value of one person’s knowledge
may be vastly greater than that of another; the product of one firm may secure a
wider customer base than that of a competitor. Incomes will differ and wealth will
accumulate in unequal ways. Before turning to consider how fairness may relate to
both the foundations and the operations of markets, let us consider more carefully
the very idea of fairness.
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FAIRNESS: FORMAL AND SUBSTANTIVE
Fairness is one sort of moral principle or standard of right. In being fair one does
not fulfill all of the aims of ethical conduct, so fairness should not be identified
with the whole of ethics. As but one element of ethical conduct, fairness concerns,
at least minimally, the comparative treatment of persons in relation to some rule,
agreement, or recognized expectation. For example, if there is a rule or set of
criteria that applies to all loan applicants, then a loan officer treats all applicants
fairly if that officer utilizes the criteria in determining the creditworthiness of the
applicants. It would be unfair to subject one applicant or some subset of applicants
to new criteria. In the case of agreements, the violation of a contract has its own
wrongness, irrespective of any unfairness. However, to the extent that some group
of persons is cooperating or acting within some agreement, tacit or explicit, then
the terms of that agreement—its benefits or burdens—should fall upon all who
had so agreed. And in a similar case in which various parties have recognized and
accepted an expectation regarding some practice or benefit, then a failure to meet
that expectation would usually be unfair.

Although fairness and justice are similar, they should not be equated. Aristotle
contended that the unjust person is also unfair (1941, 1143a10). Justice may, there-
fore, presuppose a certain fairness. However, justice and fairness may diverge,
for some demands of fairness could require a violation of the constraints of jus-
tice. Aristotle also asserted that justice involves giving to equals equally and to
unequals unequally (1941, 1131a). Even this formal account, emblematic of consis-
tency itself, suggests something important about fairness: At some minimal level,
fairness refers to the wrongness of making exceptions in the application of a rule,
or to playing favorites and giving privileges to some but not to others. In addition,
it may be possible to understand fairness in relation not only to the treatment of
persons but to the retrieval, presentation, and evaluation of information: The fair
accountant is one who does not favor one interpretation of events over a plausible
alternative but tries to ensure that the financial facts are presented without privi-
leging a desired outcome (e.g., the appearance of financial soundness) over another
(e.g., the reality of debt). Or unfairness might occur insofar as one manipulates a
rule from its accepted meaning so that it favors some outcomes or persons over
others.

The discussion so far takes up fairness in relation to a rule, agreement, or
recognized expectation. This sort of fairness, sometimes referred to as “procedural
fairness” (Hooker 2005, 329), is important, and its violations may be inequitable,
wrong, or hurtful. Rules, agreements, or recognized expectations seem to generate
claims on the part of those to whom the rules, agreements, or expectations apply.
(This conceptual link between fairness and claims is suggested by Broome 1990.)
For example, if a code of conduct specifies that no employee may trade a company’s
stock on the basis of certain types of proprietary or inside information, then with
respect to this provision all employees of the corporation have a similar claim.

A claim is a kind of reason. We have various types of moral reasons (keeping
a promise, not violating a right, or distributing goods fairly), but one of these is
concerned with what we owe others; these reasons are claims (Broome 1990, 92).
Some reasons (e.g., that we ought to maximize happiness) have nothing to do with
claims, and in many instances a person may not have any claims to be satisfied.
However, in the event that a person has a claim, then to treat the person fairly is
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to ensure that the claim is satisfied in proportion to its strength: Fairness requires
“that claims should be satisfied in proportion to their strength” (Broome 1990, 95). That
we should honor claims in proportion to their strength does not entail that fairness
trumps all other obligations. For we may have obligations not to violate rights,
and these obligations may function as side constraints (so that whatever we do,
we should not violate these constraints).

Procedural fairness concerns the application of a rule, agreement, or expec-
tation to which the individual has some claim. However, a rule, agreement, or
recognized expectation might itself be unfair. One may apply fairly an unfair rule:
For example, a rule, consistently applied, that rewards some but not others (rel-
evantly situated) is unfair. If fairness is a kind of moral reason, then the idea of
fairness can be applied to the very substance of rules, agreements, or expectations.
Following Broome, we can assert that fairness at both a substantive and procedural
level involves the proportional satisfaction of claims (about rules, agreements, or
expectations) or the proportional satisfaction of claims existing prior to the making
of rules, agreements, or expectations. The latter sort of claims may relate to needs,
to desert, or to other prior agreements.

It is at this substantive level that fairness becomes a more contestable topic,
morally and politically. It is one thing to assert that a rule, agreement, or expectation
generates a claim on behalf of those to whom it applies (procedural fairness); it is
a more fraught question to consider whether we owe something to individuals, or
to identify the claims that individuals may have, simply as human beings. Some
might say, for example, that all individuals have a claim on some minimal level
of basic goods—housing, health care, food, and education. If individuals do have
such claims, then fairness dictates that they ought to be satisfied in proportion to
their strength. One might argue, in some instances, that the claims are only alleged:
They cannot be real claims for they presuppose that there are such basic goods in
existence. Such basic goods appear not by a snap of the fingers but by the labors
of others whose very efforts may have established prior claims on their products
or creations.

Another element of contestability arises from the fact that there are moral
reasons distinct from the claims of fairness. The appeal to fairness does not, nec-
essarily, trump all other moral considerations. In some instances it may be better
to maximize the general welfare than to treat everyone fairly. After all, it is not
evident that all acts of unfairness constitute harms (Hooker 2005, 336). If an un-
fair act does not constitute a harm, then it may not be the sort of act that must
be prohibited; in this sense, the claims of fairness do not function as rights which
must be enforced. For example, if two individuals apply for a loan, then procedural
fairness would dictate that each individual has a claim on being evaluated with
regard to the criteria for issuing loans. If both individuals are relevantly similar
in terms of credit history, income, and so on, and if the bank has the funds avail-
able, then there would be no reason for granting one person the loan and denying
it to the other. To do so would treat unfairly the person denied the loan. What
is less clear is whether this denial constitutes a harm. One might contend that a
harm is done if the person has a right to the loan in the sense that the person has
an enforceable claim to receive a loan if the person meets the relevant criteria. Yet
in the absence of a clear right, there is neither an enforceable claim nor a harm.
Without a right (or some equivalent claim) there is no enforceability. And if the
failure to receive the loan does not leave one worse off, then there is no harm.
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FOUNDATIONS OF MARKETS
With this account in hand, we may return to the market, specifically to financial
markets. The concept of fairness is often invoked in evaluating the foundations of
markets and their operations. The sections that follow offer some brief considera-
tions as to how fairness might apply to some of the salient features and institutions
of markets, including differences in income and reward, the use of public debt to
finance government, and the administration of a currency.

Income and Rewards

The legal and institutional foundations of markets set the parameters of exchange
and contract, delineate the kinds of firms that may exist, and establish a monetary
system. As individuals interact they receive differential rewards for their labor,
goods, or services; as a result, inequalities of income and wealth emerge. These
inequalities result from consumer preferences and from how individuals with
certain skills, traits, and luck are able to respond to these preferences in a timely
fashion. The rewards that individuals receive are not distributed separately from
the processes of production and exchange. As Robert Nozick puts it, “There is no
central distribution. . . . What each person gets, he gets from others who give to him
in exchange for something, or as a gift” (1974, 149). Yet the inequalities of income,
wealth, and status may seem unfair. How can this unfairness be understood?

John Rawls (1999) contends that in a market system (such as Adam Smith’s
“system of natural liberty”), inequalities of income and wealth are the “cumu-
lative effect of prior distributions of natural assets—that is, natural talents and
abilities—as these have been developed or left unrealized, and their use favored
or disfavored over time by social circumstances and . . . chance contingencies” (63).
In Rawls’s estimate, an unfettered market allows the distribution of income and
reward to be influenced by features, such as natural and social assets, that are
“arbitrary from a moral perspective” (1999, 64). It is important to note that Rawls
does not assert that the distribution of natural or social assets is unfair, only that it
is arbitrary.

To overcome the inequalities conditioned by such arbitrary elements, Rawls
proposes a theory that he calls “justice as fairness” (1999, 3). The principles of justice
that undergird and inform the structure of society are precisely those principles
that would be selected in a situation of choice that is itself fair (15). The fairness
of the choice situation is constituted by the fact that the individuals in the original
position of choice are not able to tailor the principles of justice to favor their natural
talents or social circumstances, or even their particular conception of good. Thus,
the fair situation of choice as described by Rawls is one in which the individuals
make their decisions behind a “veil of ignorance” (118) in which the parties do
not know facts about themselves, including education, social status, intelligence,
or their conception of the good.

Rawls can plausibly describe such a situation as fair because he assumes that
a society is “a mutually advantageous cooperative venture” (1999, 96). If society
is such a venture of mutual cooperation, then each person has a claim on society
to advance that individual’s good. Such claims should be satisfied equally since
no one may assert that his own claim is more important than anyone else’s. If each
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person has such a claim, then it would be unfair to allow any person to select rules
of justice that would structure society in such a way that some goods or traits are
favored over those of others. As it turns out, the principles that are chosen are two:
that each person has a right to basic liberties; and that social and economic in-
equalities are permissible only if these inequalities benefit the “least advantaged”
and are “attached to offices and positions open to all” (Rawls 1999, 53).

Setting aside the actual principles of justice—compatible with markets as well
as with a strong public sector (Rawls 1999, 234–242)—the Rawlsian project raises
interesting challenges. For present purposes, it is useful to consider how the very
idea of society as a “cooperative venture” may relate to fairness. Rawls explains
that society is a “self-sufficient association of persons” (1999, 4). The idea that we
have embarked together on a “venture” or formed an “association” suggests that
any one person’s goods, traits, or situations should not be favored or disfavored
in comparison to those of others. However, even if society involves cooperation
among and between individuals, society itself may not be a “cooperative venture”
to which we have somehow consented. Without the underlying idea of society as
an agreed-upon venture, the appeal to fairness must find some other footing.

Robert Nozick (1974) charges that Rawls’ account of justice is so designed that
the parties will neglect any consideration of a rights-based theory of cooperation
and interaction. As an alternative to Rawls, Nozick proposes an entitlement the-
ory of justice according to which a property holding is justified provided that its
sequence of transfers and original acquisition were just. Such a theory, Nozick
contends, is historical rather than patterned: It takes into account not what people
have now—how their income and wealth is distributed currently—but how their
holdings arose over time. If one’s income and wealth came about through actions
that did not violate rights—which function as side constraints on everyone’s con-
duct (Nozick 1974, 28–30)—then one’s income or wealth is just. On this account,
even if an individual treats another person unfairly, such treatment is permissible
(though morally condemnable) so long as it does not violate a side constraint. Even
if one thinks it unfair or, at best, unfortunate that some have vastly greater incomes
than others, it does not follow that a government (or anyone else) would have
a right to interfere so as to alter the patterns of income and wealth unless these
patterns resulted from violations of rights.

Nozick’s argument rests on his basic assumption of rights as side constraints.
Another view of justice and markets is that of F. A. Hayek (1976) who contends
that the outcomes of markets—the differential rewards of buying and selling—are
neither just nor unjust. Outcomes are just or unjust only if they are the results of
intentional or deliberate actions (Hayek 1976, 31). The market is grounded on rules
of justice, characterized as prohibitions, generalizable to all persons, that protect
domains of freedom. These rules allow for the emergence of an unintended or
spontaneous order. The monetary rewards that accrue to individuals acting within
the market cannot be analyzed as just or just, or fair or unfair, for these rewards
are the unintended outcomes of a vast and complex series of interactions. Hayek
writes, “the impersonal process of the market . . . can be neither just nor unjust,
because the results are not intended or foreseen, and depend on a multitude of
circumstances not known in their totality to anybody” (Hayek 1976, 70).

The Hayekian insight suggests that an understanding of markets should lead
one to reassess whether the concept of justice (or fairness) even applies to certain
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kinds of outcomes and interactions. In point of fact, there may be evidence that
what is counted as fair or unfair depends on whether one is evaluating a market or
a nonmarket institution (Isaac et al. 1991; Zajac 2002, 383). As an empirical question,
a person’s tendency to assess rules or outcomes in terms of fairness may provide
evidence of distinct understandings of how the market functions and of the differ-
ences between for-profit businesses and nonprofit organizations. Nonetheless, at
this foundational level of permissions and requirements, the question of fairness
remains, and its appropriate application often pivots on significant and contestable
issues of political thought.

Fairness and Public Finance

A government provides the legal framework in which exchange takes place. How-
ever, the institutions of government require revenue to function: Laws must be
enforced and justice met; the programs and services of the state must proceed.
How is the government to finance its activities? In the modern era, governments
have typically financed their activities through taxation. In democratic govern-
ments, voters elect representatives who make decisions about programs, services,
infrastructure, and defense; these same representatives also determine how to fi-
nance these endeavors. In a representative democracy, it is ultimately the voting
citizen who determines what the government will do and how the revenue will
be raised. But it turns out that taxation is only one means of generating the funds
for government. An alternative mode of financing is issuance of public debt: A
government receives revenue through the sale of government bonds; in turn, the
government promises the buyer of the bond the return of the face value of the bond
plus the payment of interest.

The great philosopher Immanuel Kant warned against the use of public debt
to wage war, for it “provides a military fund which may exceed the resources of
all the other states put together” (1970, 95). However, one could also argue that the
financing of government via public debt, rather than taxation, raises questions of
fairness. In the case of taxes, the current taxpayer receives the government services
that the taxes provide. In the case of public debt, the current taxpayer receives
the government services and the bondholder receives interest payments; however,
it is not the current but the future taxpayer who must pay the bond! It might be
considered a recognized expectation of democracies, if not a tacit agreement, that
the current services and programs of the government should be paid for by the
current taxpayers. All taxpayers, current and future, have a claim against bearing
a financial burden to which they did not consent. But the financing of government
by public debt shifts the financial liability to future taxpayers, even as the current
generation enjoys the services or programs (Buchanan 1999).

The alleged unfairness rests on two principles: Those who receive benefits
should pay the costs, and those who bear the costs should have some say in
whether they are imposed. However, public debt financing allows some voters to
determine the obligations of future voters. The Nobel laureate James M. Buchanan
summarizes the idea thusly: “The essence of public debt, as a financing question,
is that it allows the objective cost of currently financed expenditure projects to be
postponed in time” (2000, 358).
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There are at least two ways of dealing with this problem: A constitutional
amendment could proscribe or limit the use of public debt, or the nation could
inculcate or revivify a moral constraint against the use of public debt. Apart from
these possible resolutions, some might challenge Buchanan’s argument by con-
tending that, in fact, there is no unfairness because, as it is often said, “we owe it to
ourselves.” According to this objection, Buchanan fails to see how the decision to
raise revenue via public debt involves transfers to ourselves: Government services
are a transfer to us and the payment of the bonds is a transfer from us. This argu-
ment requires, however, that one regard the nation as a single collective whole.
However, Buchanan’s point is about individuals, and a view of the economy as
a collective whole “does not take seriously,” as Rawls says about the doctrine of
utilitarianism (Rawls 1999, 24), “the distinction between persons.”

The Administration of a Currency

Some scholars contend that the increase in the use of public debt is, in part, a
consequence of monetary inflation (Hülsmann 2008, 166). Monetary inflation may
itself raise questions of fairness. Markets of any complexity require a medium of
exchange, money, which itself is a commodity subject to the forces of supply and
demand. Whatever the form of money—precious minerals such as gold or silver, a
paper currency backed by such minerals, or the legal tender authorized by law—its
value should be stable. Not only does the instability of the value of money increase
the costs of doing business, but if monetary prices are to provide information, then
these prices should signal real changes in supply and demand, not increases or
decreases in purchasing power.

The Federal Reserve Act of 1913 created an institution whose mission is “to
promote effectively the goals of maximum employment, stable prices, and moder-
ate long-term interest rates” (Federal Reserve Board 2005, 15). The Federal Reserve
holds a monopoly on the issuance of currency, and until 1971 it allowed the dollar
to be backed by gold. Since that year, dollar notes are not redeemable but are simply
“legal tender.” There are, no doubt, significant and interesting questions related to
whether monetary stability is best achieved through a government monopoly or
whether money should be allowed to emerge through the market itself. If a govern-
ment monopoly on money tends to produce inflation, and if this inflation is unfair,
then this is one reason for considering whether inflation would be diminished if
there were a market in currencies. (In a free banking system, banks would likely
hold gold reserves as a backing for their notes. A currency backed by a precious
metal will more likely find acceptance among the public than a paper currency
with no backing. Indeed, without the enforced monopoly of the government there
seems no reason why any purely paper currency would attain any circulation at
all. See Hülsmann [2008, 29–33] and Selgin [1996].)

Inflation can be defined as an increase in the supply of money, which in turn
diminishes the purchasing power of money and raises prices. For much of history,
inflation would occur through the shaving or clipping of coins or through the
substitution of a lesser for a more valued metal. However, governments have
the power to increase the supply of money, thereby lowering its purchasing power
and distorting “the prices of goods, services, materials, and labor” (Federal Reserve
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Board 2005, 15). There are two ways in which the control of the money supply may
be used unfairly.

If the Federal Reserve is to administer the money supply so that prices are
stable, then it must retain, as its mission stipulates, a genuine independence from
both the political process and the economy. Those who administer the currency
must not, in other words, seek to affect the value of money in order to alter or
affect political decision making, economic rewards, or the production of goods
and services. There are strong economic reasons for such independence, including
the simple fact that citizens should be able to trust that their currency is stable,
but there is also an issue of fairness: Citizens, including those engaged in politics
or holding political office, have a claim that their currency should be a medium
of exchange for goods and services. To affect the value of a currency for political
ends (or to favor a narrow economic interest) serves to benefit some citizens at the
expense of others and thereby fails to respect the claims of all citizens to a currency
whose value is independent of particular projects, industries, or aims.

There remains a more significant and obvious question of fairness. Any infla-
tion of the currency tends to benefit some at the expense of others. An inflated
currency devalues monetary assets, and a steady inflation of the currency ensures
that the purchasing power of money is steadily reduced. This also affects conduct:
Saving money is no longer sufficient, and it loses its traditional function. To retain
the purchasing power of one’s money, one must not simply save but invest (Hüls-
mann 2008, 183–184). But the real unfairness is that inflation is hard on those who
have fixed incomes, those who have interest-bearing savings accounts, and any-
one who has lent money. The real value of their assets is diminished. Conversely,
inflation helps borrowers and anyone with hard assets.

To alter the value of money is essentially no different than taking something
without someone’s permission. The unfairness arises because each individual en-
ters an exchange with a claim on money as a store of value; an intentional increase
in the supply of money changes that value so that some are advantaged and oth-
ers disadvantaged. However, all originally had the same claim on the money as
possessing a certain value.

THE OPERATIONS OF FINANCE
Acting within the legal foundations that permit production, contract, and ex-
change, market participants engage in a variety of activities and enterprises. Firms
and individuals raise capital or secure loans and mortgages. Investors buy stocks
and bonds and utilize other financial instruments. Firms and companies track and
assess their own performance using the knowledge and standards of accoun-
tancy; corporations offer financial statements to disclose information relevant to
investors. Financial rules, practices, and regulations not only guide and inform the
behavior of owners, managers, and executives, but they determine the conduct of
professionals such as advisers, stockbrokers, and accountants.

It is often assumed that the rules and regulations of finance are and should
be judged in terms of either fairness or efficiency (Shefrin and Statman 1992, 8;
Boatright 2008, x). It may be true that legislators and regulators attend only to
the trade-offs that occur as they “attempt to enhance both efficiency and fairness”
(Shefrin and Statman 1992, 1). However, there exists significant scholarly literature
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grounded on “the theory that purportedly public-interested regulation is almost
always an effort to create a cartel or to serve some private interest at the public
expense” (Sunstein 1997, 271; see also Macey 1994). Even if efficiency and fairness
provide the primary criteria for assessing a rule, regulation or practice, this does
not entail that these criteria are the primary motivations or intentions of legislative
bodies or of regulators.

Fairness and Disclosure

There are three significant questions in financial disclosure: How do financial
statements fairly present the financial position of a firm? Should companies, as
a matter of fairness, disclose certain information to the public? How should fi-
nancial professionals represent themselves and their products to their clients? The
first question concerns accounting ethics, the second public policy, and the third
professional obligation.

In the field of accountancy, an internal accountant or an external auditor may
be called on either to provide or to verify a firm’s financial statement. In drawing
up or testifying to the financial condition of a company, the accountant has the duty
to present the information fairly. The Code of Conduct of the American Institute of
Certified Public Accountants (AICPA) requires integrity, objectivity, independence,
and due care in the performance of the profession. This suggests that the accountant
must report objectively and without bias the information that he receives (Monti-
Belkaoui and Riahi-Belkaoui 1996, 3). Whether a fair presentation extends beyond
the use of “generally accepted principles of accounting” is a matter of debate
(Monti-Belkaoui and Riahi-Belkaoui 1996, 10–12; Duska and Duska 2003, 118–119).
Nonetheless, there is solid justification for employing the concept of fairness in
the presentation or verification of financial statements. These statements purport
to report clearly, fully, and relevantly the “underlying events and transactions”
(Monti-Belkaoui and Riahi-Belkaoui 1996, 10) of the firm. All facts germane to
these events and transactions have a claim on being presented. In this sense, a
fair presentation is one in which all of the elements of the company’s financial
picture receive their appropriate notice in accordance with the rules or principles
of accounting.

Some have argued that fairness in accounting should also involve a more
expansive presentation of material and social as well as financial information
(Williams 1987). True fairness in accounting should include an objective statement
of how the firm is fulfilling its social responsibilities and whether the firm’s en-
gagements and activities have costs to third parties not otherwise manifest in their
balance sheets (Monti-Belkaoui and Riahi-Belkaoui 1996, 58–59). This approach
remains controversial. For example, given the variety and contestability of what
counts as a “social responsibility” it is not obvious that such statements would be
easily consistent with the AICPA’s appeal to objectivity.

Turning from accounting to public disclosure, the Securities Act of 1933 and
the Securities Exchange Act of 1934 provide the regulatory background for the
disclosure of material deemed relevant for the prudent investor. Prior to the act of
1934, the information disclosed was left up to the corporation unless it was listed
on an exchange which required that the balance sheets and income statements be
made public (Benston 1982, 170). So even prior to the regulations of 1934 there was
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disclosure. In fact, there are market incentives for disclosing information. Any cor-
poration that wishes to sell stock has a strong interest in providing the information
that a reasonable investor would want to know, thereby demonstrating that the
corporation is in sound condition and well run (Benston 1982, 172–173). “There is
almost no evidence to support the assertion that the financial statements of publicly
traded companies were fraudulently or misleadingly prepared in the years prior
to the passage of the securities act” (Benston 1982, 185). Those disclosures were not
necessarily made for reasons of fairness, but they do reveal how market incentives
can accomplish precisely what the advocate of fairness might demand. This is an
important consideration, if only because a regime of mandatory disclosure will
have its own costs (Benston 1982, 177, 191; Shefrin and Statman 1992, 38).

Shefrin and Statman delineate three thresholds of disclosure. The first is “buyer
beware,” in which there is no guarantee of truthfulness; a second is disclosure in
which there is no misrepresentation, even if there is not full disclosure of what a
prudent and reasonable investor would want; the third stage is mandatory disclo-
sure (Shefrin and Statman 1992, 34). They contend that any shift from a framework
of buyer beware to that of no misrepresentation is a move toward fairness because
it serves to equalize the information available to investors, though it still allows
for the inequalities of “cognitive errors and imperfect self-control” (Shefrin and
Statman 1992, 42).

Why is disclosure deemed fair? Setting aside that nondisclosure is distinct
from willful misrepresentation, disclosure is often thought to be a step toward
a fair playing field in which all investors have access to the same information.
This could mean that “the parties to a trade [either] actually possess the same
information or have equal access to information” (Boatright 2008, 33). There is,
clearly, no meaningful sense in which parties could possess the same information,
but there is a sense in which the access to the information could be more or less equal
(Boatright 2008, 33). After all, one must expend effort to secure the information,
and the ability to comprehend, process, or analyze information will vary widely.
Thus, even if companies disclose to the public all material information, the qualities
of individuals—their natural talents or educational levels—may affect how well
they can process the information. Perhaps those who have a better education
or greater financial aptitude will make better investment decisions than others
(or perhaps not!). However, if the prices of stocks reflect all available information,
as held by the efficient market hypothesis, then the same information is available to
everyone. Moreover, as Boatright acknowledges, “this kind of equal information
is possible only if people with superior information are allowed to trade on it”
(Boatright 2008, 33; see also Benston 1982, 188).

Turning to the responsibilities of financial professionals, the Securities and
Exchange Commission states that brokers and dealers are to “treat investors fairly
and honestly, putting investors’ interests first” (SEC 2009, 3). One of the functions
of a dealer or broker is to serve as a pillar of trust. Trustworthy financial firms
help individuals to make sense of the plethora of investing options. A crucial
responsibility for a broker or dealer in financial securities is, therefore, not to
misrepresent a security.

Taking into account that a misrepresentation is an instance of fraud, not un-
fairness, an additional question arises: Should the financial profession offer clients
investment vehicles that are suitable to the client’s circumstances, aims, and risk
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profile? There are two levels of suitability. In the first, the broker recommends a
security based on the unverified information that the client discloses to the broker;
in the second and higher (or paternalistic) level, the broker must “elicit and verify
information” from clients and use this to determine the clients’ appropriate finan-
cial needs (Shefrin and Statman 1992, 55). The rules about suitability, especially
the paternalistic ones, reduce efficiency by deterring a customer from buying the
securities he wants and by thwarting those customers who are less risk averse
than other investors (Shefrin and Statman 1992, 63–64). However, insofar as bro-
kers or dealers voluntarily opt to recommend suitable investments, they may be
responding to what customers want and expect.

From the perspective of the client, the broker who does not take into account
even the first level of suitability may appear to be attempting to secure commissions
at the client’s expense, perhaps taking advantage of a client’s lack of experience,
knowledge, or prudence. This would be unfair in the sense that the client may have
formed an expectation, encouraged by the broker, that the broker is working for the
client (suitability of at least the first level). To the extent that the broker encourages
this expectation but fails to conform to it, then the broker has engaged in a kind of
deception. But is this also unfair? To understand how it may be unfair, one must
appeal to a more traditional standard of fairness, the golden rule: Do unto others
as you would have them do unto you. The failure to adhere to the first threshold of
suitability is unfair in the sense that if the broker were the client, then that broker
would want the expectation of first-level suitability fulfilled. The unfairness is
captured by the fact that the broker is not demanding his own adherence to the
expectation of suitability, though he would do so if he were the client.

Fairness in Lending

To grant a benefit to one person and to refuse it to a person who is relevantly similar
and equally situated would seem to be unfair. Such unfairness is part of what is
at issue in instances of discrimination, including discriminatory lending. When a
bank lends money it must exercise a kind of legitimate discrimination in that it
must evaluate the person to whom it is lending in order to determine whether that
person will be able to repay the loan with interest. The creditworthiness of the
person who seeks a loan is not only relevant but essential. (Many contend that the
encouragement of home loans to those who did not meet the traditional criteria is
one more factor in the financial crises of 2008. See Sowell 2009.)

In 1992, the Federal Reserve Bank of Boston published a study (Munnell et al.
1992) that suggested that banks were in fact engaging in racial discrimination. The
Federal Reserve study has been the subject of numerous and serious criticisms,
but it also has its defenders (see Ross and Ringer 2002). The first question to ask is
whether such discrimination has, in fact, occurred (Boatright 2008, 115). Following
Becker (1957, 5–9), if bankers harbor prejudices or discriminatory tastes, then they
will be punished by the market. So if a bank is discriminating in the application
of its lending criteria, then other lenders should be attracted to the opportunity
to grant loans to those who have been the victims of discrimination. Still, even
if there are disincentives to discriminatory lending, any discrimination is unfair
because all applicants have claims to be evaluated by the relevant criteria for bank
loans. However, if one adopts the Nozickean view that rights are side constraints,
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then lenders may have rights to discriminate even if there are market incentives
for overcoming genuine discrimination.

Fairness and Insider Trading

Of the two major ethical arguments deployed against insider trading, one employs
a conception of fairness, the other the idea of property rights. The property rights
argument presumes that information is a scarce and valuable good; if informa-
tion originates within a corporation, then that corporation has a right to use that
information and may stipulate that no employee is permitted to trade on the in-
formation. If a corporation elects to allow such trading, then that is permissible
from a property rights perspective. Indeed, from the standpoint of efficiency, some
argue that insider trading should be permitted (Shefrin and Statman 1992, 83;
Manne 1966).

The fairness argument turns on the question of whether insider trading upsets
a level or fair playing field. If one accepts that investors should have equal access
to information, then those who are insiders have information that is simply not
available to the public. No matter how strenuously one tries, a private investor
cannot gain the knowledge that the insider gleans from working for the corporation
(Shefrin and Statman 1992, 83). However, there are many alternative circumstances
in which there are inequalities of information and knowledge (Moore 1990, 153),
and these inequalities, which often reflect a division of labor, do not seem unfair,
nor does it seem unfair to profit from these inequalities. Considerations such as
these weaken the argument of unfairness.

Typically, insider trading is conceptualized in terms of the buying or selling of
a stock. Another kind of unfairness may arise, however, if one considers not the
phenomenon of insider trading but the enforcement of its prohibition. Insofar as
the price of a stock may appreciate over time, then insider knowledge may also
be used as the basis for holding a stock, on the assumption that it will appreciate.
Once the inside knowledge is made public and raises the price of the stock, then
one may sell. The unfairness of such a pattern of enforcement is that the person
who buys or sells is arrested but the person who holds and sells later gets rich
(Boudreaux 2009, W2)!

CONCLUSION
Fairness proves to be a concept of some breadth and application. To invoke this
idea in the context of financial ethics is to discover deep and interesting questions
of law, policy, and morals. At the foundational level of markets, the concept of
fairness generates interesting but contestable issues regarding income inequality,
rights, and liberty. Moreover, the extent to which a government utilizes public
debt as a source of revenue may reveal a bias toward current as opposed to future
taxpayers. And the inflation of currency may prove unfair to those whose money
or savings lose purchasing power.

Within the operational practices of finance and business, fairness has wide
application and is often used as a justification of various kinds of financial disclo-
sure. There is a genuine sense in which an accountant must construct a financial
statement so that it “presents fairly” a picture of a company. However, there is
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greater controversy as to whether mandatory disclosure of a corporation’s finan-
cial status is necessary or whether there is a meaningful sense in which such
disclosure is considered fair. For financial professionals, the responsibility of en-
suring that a client finds investments suitable for that person’s circumstances and
risk profile may fulfill fairness. Finally, in the case of bank and mortgage loans, it
seems clear that discriminatory lending, if it exists, is unfair; it is less than obvious
whether there is any unfairness in insider trading.
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CHAPTER 10

Regulation
EDWARD SOULE
Associate Professor, McDonough School of Business, Georgetown University

The fact is that bankers are in the business of managing risk. Pure and simple, that is the
business of banking.

—J. Pierpont Morgan1

INTRODUCTION
A dreadful chapter in U.S. commercial history is being written. When complete, it
will chronicle institutional carnage of staggering proportions. The casualty list from
a single month in 2008 included AIG, Lehman Brothers, Bear Stearns, Fannie Mae,
Freddie Mac, Washington Mutual, Wachovia, and Merrill Lynch. Although debates
as to the cause of the wider financial crisis will continue for years, this much is
indisputable: A number of major financial institutions became insolvent—abruptly
and without warning. That phenomenon, and what should be done about it, are
the focus of this chapter.

Two general claims are defended here: (1) Defective risk management prac-
tices were to blame for the spate of firm failures; and (2) regulators with ample
authority to constrain financial institutions from taking excessive risks did not do
so. Aside from increased vigilance, a sensible response to these findings would in-
clude innovative regulatory strategies, ones that provide advance warnings of risk
management catastrophes. As against these claims, advocates of regulatory reform
blame other factors: from the housing bubble to credit default swaps. And rather
than the performance of regulatory agencies, they blame the regulatory framework
applicable to the financial services industry. Thus, for instance, the Obama admin-
istration proposes to reconfigure the regulatory agencies that oversee banks and
broker-dealers and increase the scope of their authority (see Appendix A). As such,
it takes aim at the wrong target, offers nothing in the way of novel strategies, and,
therefore, is likely to disappoint. Or so it will be argued here.

The chapter proceeds as follows. The first section sketches the regulatory
framework and dispels the widely shared but misleading belief that the financial
services industry was deregulated. The second section argues that the relevant
regulatory agencies were sufficiently empowered to discharge their legislative
mandates; their failure to avert risk management breakdowns is not an indictment
of the laws and regulations in force but the performance of individual agencies.

179
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The third section is a proposal for improved regulation of banks and broker-dealers
by focusing supervisory attention on their risk cultures. Fostering a culture that
places a high priority on risk management is a critical responsibility of manage-
ment; ensuring that it has been discharged should be a top priority of regulatory
supervisors.2

THE REGULATORY FRAMEWORK
Among the universe of regulatory targets, the financial services industry is a par-
ticularly difficult one to hit. This section provides a brief sketch of the effort. It
is not comprehensive but is designed to serve two purposes: (1) to describe the
nature and scale of the regulatory project; and (2) to dispel the misconception that
deregulation is to blame for the lax oversight of banks and broker-dealers.

The regulatory framework applicable to financial institutions has been
erected over the course of nearly a century. Construction began with foundational
legislation: the Federal Reserve Act of 1913 for banking and several Depression-era
laws for broker-dealers. These acts established the broad contours of financial
regulation and delegated implementation and enforcement authority to gov-
ernment agencies. Subsequent market conditions and business trends produced
targeted legislation like the Bank Holding Company Act of 1956. More recently,
ever-narrower initiatives have produced legislation with titles that include the
words reform, improvement, or efficiency, signifying the remedial nature of laws like
the Financial Institutions Reform, Recovery and Enforcement Act of 1989 and the
Market Reform Act of 1990.

Three government agencies have primary responsibility for the safety and
soundness of nationally chartered banks and thrifts: the Board of Governors of
the Federal Reserve System (Fed), the Office of Thrift Supervision (OTS), and the
Office of the Comptroller of the Currency (OCC).3 The Securities and Exchange
Commission (SEC) is responsible for the financial integrity of broker-dealers. The
authority of these agencies is delineated in their enabling legislation and is bounded
by the purposes and limitations specified therein or in subsequent legislation.
Courts tend to defer to agency expertise and to uphold an agency’s actions that
have not exceeded its legislative purpose. There are exceptions: “arbitrary and
capricious” actions, abuses of discretion, and so forth. But within the limits of
reasonableness, regulators enjoy broad power and are given wide berth in using it.

Agencies have two means of bringing the law to bear on financial institutions:
regulation and supervision. The former refers to the issuance of regulations, rules,
and sundry guidelines and interpretations. Supervision entails everything else:
monitoring, assessing, and enforcing compliance with the rules and regulations.
The OCC, OTS, and Federal Reserve subject banks and thrifts to continuous
monitoring, targeted examinations, and annual ratings. The SEC and the Financial
Industry Regulatory Authority (FINRA), a self-regulatory organization with
legislative origins, rely on periodic reports and annual examinations of broker-
dealers. In order of importance, the success or failure of the regulatory project
turns on supervision. Assiduous supervision can compensate for ambiguous or
incomplete regulations, but the most comprehensive and explicit rules cannot
make up for superficial oversight or feckless enforcement. This dynamic stems
from the formidable powers that Congress vested in financial regulators. Those
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with a reputation for using it command attention, and supervision proceeds
informally and privately between agency officials and firm management.

The informal and nonpublic dimension of agency supervision is well suited
for the financial services industry. Rigid rules are inherently imperfect for rapidly
changing and inordinately complicated institutions with a propensity to gener-
ate lethal risks out of seemingly benign activities. Try as they may, agencies have
struggled to craft rules that cannot be interpreted opportunistically or otherwise
circumvented. As such, supervision is a rational response to the formidable obsta-
cles to achieving legislative objectives.4

From the point of view of most industry participants, there are at least two
more layers of oversight: state laws and commissions of banking and securities,
and the regulatory schemes of other nations. The cumulative effect is a robust and
pervasive framework of laws, regulation, and supervision. Its reach and complexity
is evident from the annual reports of major banks and broker-dealers. For instance,
describing the regulatory environment applicable to Goldman Sachs required 6,514
words in its 2008 Form 10-K. Wells Fargo & Company required 4,043 words in its
filing. Combined, these disclosures exceed the length of this chapter. In contrast,
nonfinancial firms make passing references to regulation; Proctor & Gamble did
so in 162 words in its 2008 Form 10-K.

Some prominent and authoritative voices would take issue with the foregoing
characterization. Robert Kutner (2007) observed that “this old-fashioned panic is
a child of deregulation.” In particular, he cited legislation that repealed “the 1933
Glass-Steagall Act, which prohibited the same financial company from being both
a commercial bank and an investment bank.” Joseph Stiglitz (2008) lambasts “the
wisdom of leaving markets to themselves” and compares U.S. financial regula-
tion to the Chilean experiment in “free banking” under Augusto Pinochet. A less
trenchant version of this criticism was advanced by then-Senator and presidential
candidate Barack Obama in a speech entitled “Renewing the American Economy”
(Obama 2008):

. . . [W]e have deregulated the financial services sector, and we face another crisis. A
regulatory structure set up for banks in the 1930s needed to change because the nature of
business has changed. But by the time the Glass-Steagall Act was repealed in 1999, the
$300 million lobbying effort that drove deregulation was more about facilitating mergers
than creating an efficient regulatory framework.

President Obama reiterated his belief that financial regulation had been “gut-
ted” (Obama 2009). Thus, it is fair to associate him with those who endorse the
following line of thought: By repealing the Glass-Steagall Act, the Gramm-Leach-
Bliley Financial Services Modernization Act of 1999 (GLB Act) deregulated the
financial services sector and, thereby, created the conditions for the financial cri-
sis. If this deregulation narrative is accurate, then reparative legislation is clearly
needed. Thus, the veracity of its core tenet warrants scrutiny: Was the Glass-Steagall
Act a significant feature of the regulatory landscape before passage of the GLB Act?
It will be argued here that it was not.

By way of background, the Glass-Steagall Act (technically, the Banking Act
of 1933) introduced safeguards that were intended to restore the integrity of a
very battered banking system.5 Thus it is reasonable to believe that eliminating
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those safeguards would weaken the regulatory system, perhaps catastrophically.
However, the Glass-Steagall Act was dismantled in stages, beginning with the
Depository Institutions Deregulation and Monetary Control Act of 1980 and ending
with the GLB Act of 1999. That last installment eliminated provisions that were
intended to protect depository institutions by inhibiting them from engaging in
securities businesses. But as Jackson (1987, 2) notes, inhibiting is not the same as
prohibiting:

Although Glass-Steagall seemed to maintain the barriers between “banking” and “com-
merce” for half a century, depository financial, industrial, and securities firms have in-
creasingly blended the businesses of banking and brokerage, using “loopholes” in the Act
and other tactics. . . . Since 1982, as a result, banks and the financial arms of non-depository
firms have become competitors to some extent.

Or as Barth, Brumbaugh, and Wilcox (2000, 1) explain,

Since the barriers that separated banking from other financial activities have been crumbling
for some time, the GLB Act is better viewed as ratifying, rather than revolutionizing, the
practice of banking.

Thus, to claim that the GLB Act enabled “broad” or “free” banking, or that it
“dismantled” or “gutted” financial regulation, ignores prevailing practices at the
time of its passage. Indeed, the likes of J.P. Morgan had fully diversified: Based on
its 1999 annual report, the firm earned less from traditional banking activities than
it did from its underwriting, trading, derivatives, and mergers and acquisitions
businesses. A better characterization of the GLB Act is that it streamlined the
process whereby depository and other financial institutions could operate within a
holding company structure. And as former President Clinton noted in his defense
of having signed the GLB Act (Bartiromo 2008), it has provided a vital tool in
combating the financial crisis. For instance, unless the Glass-Steagall prohibition
had been nullified, the government could not have called on JPMorgan Chase to
take over Bear Stearns, and Bank of America would not have been able to rescue
Merrill Lynch.

Historical accuracy aside, the deregulation narrative is at odds with recent
events: The commingling of commercial and investment banking has not been
a significant factor in the financial crisis. Depository institutions have been seri-
ously or fatally damaged; but not because of the activities of a related firm in the
securities industry. Rather, the failures of banks and thrifts stemmed primarily
from residential and commercial real estate, quintessentially traditional banking
businesses. Similarly, investment banks have suffered crippling losses, but not to
the detriment of depository institutions. For instance, the losses that jeopardized
the viability of Merrill Lynch did not threaten the safety or soundness of Merrill
Lynch Bank & Trust Co., FSB. Nor did the investment-related liquidity crisis of AIG
threaten the solvency of AIG Federal Savings Bank. Contrary to the deregulation
narrative, we have not witnessed a repeat of the toxic mixture of activities that
gave rise to the Glass-Steagall Act.

Granted, the GLB Act contains many other provisions, one of which limits the
reach of regulatory authority. Another could (arguably) reduce the effectiveness of
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financial holding company regulation. Those provisions will be examined shortly,
and their significance will be discounted. For now, suffice it to say that neither
of them created serious gaps or otherwise impaired the regulatory framework
applicable to banks and broker-dealers.

In sum, the deregulation narrative is an exercise in exaggeration if not an out-
right myth. The onslaught of failed financial institutions lends intuitive plausibility
to this line of thought, but it does not comport with the facts. When accepted un-
critically, the deregulation narrative motivates reform initiatives that seek to fix
putative flaws in the regulatory framework, flaws that are cited as reasons for the
lax oversight of banks and broker-dealers. A case in point is the Obama adminis-
tration’s proposal. But if agency authority was adequate, then these proposals are
taking aim at the wrong target. Such is the claim of the next section.

ADEQUACY OF REGULATORY AUTHORITY
Whether regulation is adequate depends on its intended purpose. Some would ar-
gue that it should prevent financial crises, perhaps by targeting market bubbles and
other known catalysts of financial dislocations. However, the history of financial
crises, well documented by Kindleberger (1996), is a saga of human psychology
run amok. There may not be a regulatory solution to market bubbles but there is
a realistic strategy for ameliorating their damages: Limit the high-risk activities of
major financial institutions. That objective is consistent with the legislative man-
date of the agencies with responsibility for the financial integrity of U.S. banks and
broker-dealers. Thus it will be assumed to be the appropriate objective for these
purposes. Insofar as the agencies have fallen so short of achieving that goal, it is
reasonable to ask, “What went wrong?”

The answer on offer here is performance: Regulatory agencies failed to use
their authority to constrain the risk-taking activities of some major banks and
broker-dealers. By way of pinpointing the failure, consider that there are two lines
of defense against the hazards that can imperil financial institutions. The first
consists of internal risk management systems and strategies and the second is
agency supervision of that effort. The claim being made here is that regulators
failed to intervene in deficient risk management practices. That interpretation is
based on the beliefs that the risks were identifiable, that the agencies had ade-
quate authority to constrain them, and that there were no impediments to its use.
The following examples are intended to substantiate those beliefs and the claim
they support.

Perhaps the most blatant risk management failures were related to subprime
and other nontraditional residential mortgages. The blunder was not the mort-
gages per se but the size of the exposure in relation to capital, the financial cushion
for absorbing losses. For instance, the Office of Thrift Supervision (2008) reported
that as of June 30, 2008, Washington Mutual Bank (WMB) maintained $24 bil-
lion of capital in support of $307 billion of assets. Such leverage is not neces-
sarily menacing; but it is downright treacherous when that asset base includes
$122 billion of nontraditional mortgage loans.6 A mere 10 percent decline in the
value of those holdings stood to cut the bank’s capital in half. Thus, it is not surpris-
ing that the OTS declared the company to be “in an unsafe and unsound condition”
(OTS 2008, 1) on September 25, 2008. What is surprising is the OTS’s longstanding
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assessment that “WMB met the well-capitalized standards” (OTS 2008, 2), a stance
that was altered by receivership.

IndyMac, another OTS-supervised thrift, presented a similar risk profile to that
of WaMu, was accorded the same “well capitalized” designation, and failed in a
similarly abrupt fashion. As for the quality of its mortgage loan portfolio, FDIC
chief operating officer John Bovenzi (2008) commented that “Most of the loans
have little or no documentation, including no verification of income.” As was the
case with WMB, unambiguously imprudent banking practices were to blame for
the failure of IndyMac, practices that were not identified by the OTS.

Risk management blunders were not limited to OTS-supervised thrifts. The
Federal Reserve is the umbrella regulator of Citigroup, and the OCC and the OTS
are the functional regulators of its banks and thrifts, respectively. Thus, any of these
agencies could have intervened in the multiyear activities that culminated in the
following risk profile on March 31, 2008: $48 billion of exposure to nontraditional
mortgages; $48 billion of commercial real estate; $38 billion of loan commitments
to highly leveraged borrowers; $17 billion of private equity investments; $7 billion
of auction rate notes; and a $34 billion contingent liability to several structured
investment vehicles, a now-defunct off-balance-sheet scheme that Citibank had
pioneered. All told, $192 billion of hazards bore down on $127 billion of capital.7

It is no surprise that Citigroup exists by dint of massive government support. But
it is baffling that a trio of regulators did not act to halt the self-destruction of such
a critically important balance sheet.

These episodes illustrate the nature and magnitude of the risk management
failures that destroyed or crippled so many banks and thrifts. As portrayed, the
hazards of imprudent balance sheet management and cavalier underwriting were
unambiguously hazardous and within clear view. As against that characterization,
it has been argued that regulators should be excused for not acting proactively
with regard to the risks of nontraditional mortgages. Such is the stance of John
Dugan, Comptroller of the Currency, in his defense of his agency’s performance:

Collateralized debt obligations (CDOs) backed by subprime mortgages were the prime
example of the need for better efforts here. Despite the inherent risk of the underlying
collateral, the industry and regulators were lulled into a false sense of security by the
triple-A ratings given to the super-senior tranches of these securities. Some of the exposure
[to subprime mortgages] was masked in off-balance-sheet vehicles in ways that clouded the
full extent of exposure. (OCC 2008, 2)

This comment warrants unpacking. First, “the industry” was not lulled into
a false sense of security by flawed credit ratings. In actuality, some banks were
and some were not; but precious few institutions had lethal levels of exposure to
subprime mortgages. Second, it is not the case that major banks were naı̈ve buyers
of nontraditional mortgages; after all, they were sponsors of CDOs and the same
firms that have been accused of improperly engineering the triple-A ratings. Third,
Dugan ignores the fact that to overconcentrate in an unproven asset class is to
violate a basic tenet of prudent risk management—regardless of its credit rating.
Finally, complex arrangements should not have impeded the OCC’s ability to
identify risk. Agencies can specify the format of information; “Enterprise-wide
Exposure to Subprime Mortgages” could have been a line item in a mandatory
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report. Simply put, there is no justification for managers weighing down a balance
sheet with nontraditional mortgages; and there is no good excuse for supervisors
condoning it.

Dugan concludes his defense of the OCC with the following comment.

Indeed, some senior bank management thought they had avoided subprime risk by delib-
erately choosing to avoid originating such loans in the bank—only to find out after the
fact that their investment banks had purchased subprime loans elsewhere to structure them
into CDOs.

This is alarming. A CDO production desk requires specialized personnel, so-
phisticated systems, and significant capital. It is frightening to consider that such
an operation could have been maintained without rigorous oversight. The fact that
senior management learned of it after the fact is not indicative of a risk manage-
ment flaw, it is a classic sign of a risk management system that had utterly failed.
Dugan points to this example as evidence of the inscrutability of subprime mort-
gage risks. It is a better example of how a wholesale risk management breakdown
could evade detection by a regulator that dedicates 27 examiners to each of the
largest U.S. banks (OCC 2008, 13).

As for SEC supervision of broker-dealers, three episodes warrant attention:
Lehman Brothers, Merrill Lynch, and Bear Stearns. As with bank and thrift failures,
overconcentration in asset classes was a factor, but the broker-dealers had smaller
margins for error. Citigroup supported $1.251 trillion of assets with $99 billion of
equity capital at December 31, 2007, for an asset-to-capital ratio of 12.6 to 1. Merrill
Lynch supported $1.020 trillion of assets with $31 billion of equity, a ratio of 33
to 1. Such extreme leverage entails extreme vulnerability when a firm does not
properly align its assets with its liabilities. Such was the case with these firms, each
of which was perilously dependent on overnight funding of illiquid and volatile
positions. The risk management practices of these broker-dealers were not beyond
the purview of SEC constraint. Indeed, they had been anticipated in the applicable
law and regulations.

To explain, the SEC reduced the mandatory capital requirements of broker-
dealers in 2004.8 The increased leverage that ensued would not necessarily have
been problematic had the Commission monitored the composition and alignment
of firm balance sheets. Doing so required sweeping authority that cut across hold-
ing company structures, but such powers had been granted by the Market Reform
Act of 1990. And a monitoring plan was developed: the Broker-Dealer Risk Assess-
ment Program, the cornerstone of which was a comprehensive quarterly report of
disaggregated nonpublic information. As designed, the SEC was able to assess “the
risks . . . that may stem from affiliated entities, including holding companies, and
keep apprised of significant events that could adversely affect broker-dealers . . .”
(SEC IG, 2008: iii). In other words, the Commission was well positioned to curtail
haphazard risk management practices.

Unfortunately, execution left much to be desired. A comment from a 2002
IG audit is revealing: “. . . the effectiveness of the broker-dealer Risk Assessment
Program has been compromised by the lack of a supervisor . . .” (SEC IG, 2002).
The report describes an overburdened group of five accountants, two economists,
two support staff, and no leader. To have assigned a staff of nine individuals to
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such a vital program is telling. To put that in perspective, the OCC has a staff of
467 assigned to the 17 largest banks or an average of 27 examiners and support
personnel per bank (OCC 2008, 13). But an equally worrisome finding was that
firms were filing incomplete information because the SEC had not finalized the
applicable regulations.

In the past, underfunding may have explained such a feeble effort. However,
that excuse dissolved after the Enron era corporate scandals and the enactment
of Sarbanes-Oxley (SOX). As explained by then-Chairman of the SEC Christo-
pher Cox, “[B]etween fiscal 2002 and 2004, the SEC hired more than 1,000 new
employees—the largest staffing increase in the agency’s history” (SEC 2005, 2).
Jickling (2004) notes that the SEC budget increased from $423 million in fiscal year
2003 to $913 million in fiscal year 2005. And yet the Inspector General (IG) con-
ducted another audit in 2008 and discovered that the regulations were still not
finalized and the information was still not being filed. Worse yet, the temporary
regulations were not being enforced and “nearly one-third of the firms failed to
file [the report] . . .” (SEC IG 2008, v). Of those that filed partial information, the
IG noted that six received in-depth reviews but the other 140 were not reviewed
at all. As an indicator of how assiduously the SEC was supervising the risks of
broker-dealers, this is damning evidence.9

Advocates of regulatory reform could concede that lax supervision was a factor
in the demise of financial institutions, but they excuse it or downplay its importance
based on factors beyond the control of regulatory agencies. Two often-mentioned
items, products of the GLB Act, are the unregulated status of credit default swaps
and putative gaps in the supervisory coverage of financial holding companies.
These items can be dismissed as excuses for dismal performance by examining the
episode that culminated in the government takeover of American International
Group, Inc. (AIG). Following is a brief synopsis of what transpired at AIG.

A subsidiary of AIG, AIG Financial Products Corp. (AIGFP), had initiated a
large volume of credit default swaps (CDSs), a form of insurance on debt instru-
ments. Although issuers of CDSs do not maintain reserves as would a traditional
insurance company, they agree to maintain collateral over the life of the con-
tract. The amount of the collateral is based on a number of factors, all of which
went against AIGFP in late 2007. The resulting demands for additional collateral
exceeded the liquid resources of AIGFP and its parent, AIG. If not for govern-
ment intervention, AIGFP would have defaulted; and its counterparties, including
several major financial institutions, would have realized losses of a potentially
destabilizing magnitude.

As for the status of CDSs, the fact that they are unregulated means that the
parties to a CDS can contract as they see fit. But if one (or both) of them is a bank
or a registered broker-dealer, then a regulatory agency can specify the accounting
treatment of the transaction on the books of the regulated entity, the method
for computing the carrying value of the so-called insured security, and, thereby,
its impact on regulatory capital. Thus, while CDSs are beyond the purview of
regulation, the risk they pose to banks and broker-dealers is not. This is not to say
that CDSs should remain unregulated—that is a separate matter. It is to say that
there is ample authority to limit their risks to banks and broker-dealers.

As for alleged gaps in the coverage of financial holding companies, AIGFP
did not evade regulatory oversight. Since the creation of AIG Federal Savings
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Bank in 1999, AIG has been subject to regulation by the OTS. As described in the
company’s Form 10-K, this authority extends to “enforcement authority over AIG
and its subsidiaries,” and it “permits the OTS to restrict or prohibit activities that
are determined to be a serious risk to the financial safety, soundness or stability of
AIG’s subsidiary savings association, AIG Federal Savings Bank.”

Nonetheless, there remains an entrenched impression that “AIG exploited a
huge gap in the regulatory system.” That quotation is a response to a question
that Senator Tim Johnson had posed to Donald Kohn, vice chairman of the Fed.10

Asked to elaborate on the gap, Kohn stated that “. . . no one was responsible for
the whole company . . . and there was a piece of the company, Financial Products,
that wasn’t being supervised and regulated by anybody.” At the conclusion of his
comments, Scott Polakoff, the then-acting director of OTS, set the record straight:

. . . it’s time for OTS to raise their hand and say, “We have some accountability and
responsibility here.” This entity [AIG] was deemed a Savings and Loan Holding Company
and we were deemed the acceptable regulator for both U.S. domestic and international
operations. The segment, this AIG Financial Products, was an unregulated, as that term
is defined, subsidiary of AIG but part of the overall consolidated regulatory responsibilities
of OTS.

While there is not enough evidence to explain the dismal performance of U.S.
financial regulators, there are some early indicators of what went wrong. A recent
Government Accountability Office (GAO) examination of the banking agencies
reported a common refrain: Officials admitted that “they did not fully appreciate
the risks to the institutions under review” (GAO 2009, 4). If, after further study,
that explanation holds, then the performance breakdowns can be chalked up to
errors in judgment. While every supervisory protocol is vulnerable to human
error, those employed by financial regulators would appear to be particularly
worrisome. All of them use similar techniques and none of them acted proactively
with regard to momentous risk management failures. This would appear to call for
novel supervisory strategies, protocols unlike any in current use. One possibility
is introduced in the next section.

REGULATING ROOT CAUSES
Losses from imprudent lending, reckless trading, and ill-conceived investments
are unavoidable facts of life in the financial services industry. However, they rarely
incapacitate firms in which risk management is embedded in the culture: when
risk is a top-of-mind consideration for traders, investment bankers, lending officers,
and other employees in risk-prone positions. Conversely, debilitating losses and
outright failures are lively possibilities when those employees have little concern
for the downside of their conduct. Thus, the effectiveness of risk management is not
a function of the sophistication of the systems or the rigor of regulatory oversight
alone. Rather, it turns on an intangible factor: the culture in which those systems
are situated.

This relationship between formal controls, organizational culture, and perfor-
mance is well supported by scholarly research; Treviño and Nelson (2004) and
Treviño and colleagues (1999) are two good examples. And it has been confirmed
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empirically: The Ethics Resource Center (2007) has conducted multiple examina-
tions of employee conduct, the upshot of which is that culture tends to trump
controls in terms of how people behave. This was borne out by the Enron-era scan-
dals (Soule 2005). That is, deviant conduct was not deterred by an array of internal
controls and a number of external gatekeepers; nor did threats of legal sanctions
alter the course of events. Post-hoc examinations of Enron, WorldCom, and other
scandal-ridden companies revealed what scholarly research and empirical studies
would have predicted: The offending conduct was the manifestation of corporate
cultures that valued short-term profitability and personal enrichment, regardless
of how the earnings were created or the risks they entailed. In short, internal con-
trols and external constraints were no match for the values, beliefs, and attitudes
of the people doing the work.

Although the literature and studies are focused primarily on ethical conduct,
the findings are germane to risk management. Both are compliance efforts. In
the case of ethics, the objective is conduct that meets the ethical expectations of
society, as expressed in a code of conduct or otherwise communicated. In the
case of risk management, the objective is conduct in conformity with principles of
prudential risk management, as expressed in operational directives and compliance
documents. Based on this alignment, it would follow that if employees believe that
risk management is one of those things that “really matters around here,” then
it will. Losses would still be incurred, but the chances of catastrophic damage
would be minimized. Alternatively, if employees believe that risk management
is not taken seriously, or if it is of secondary importance to short-term profits,
then potentially lethal losses are lively possibilities. Following is a side-by-side
illustration of this phenomenon.

As previously discussed, Citigroup was hobbled by the cumulative effect of
a long list of imprudent activities. JPMorgan Chase & Co. (JPM), a similarly con-
figured firm with overlapping businesses, avoided them. The company had a
small exposure to subprime mortgages and none to the more exotic varieties. JPM
did not sponsor structured investment vehicles and did not participate in eso-
teric structured finance products. And the JPM balance sheet was conservatively
managed: Capital and liquidity levels were above industry averages and funding
sources were properly aligned with its assets. The contrast with Citigroup could
not be more striking. In terms of damages sustained, JPM has preserved $171 bil-
lion of market capitalization while Citigroup owes its very existence to the U.S.
Government.11

Given the size and sophistication of these two firms, it is safe to assume that
their internal control and risk management systems are equally sophisticated. So
what might account for their disparate performances? In his 2008 shareholder
letter, CEO Jamie Dimon offered the following explanation of JPM’s performance:

Our culture of strong risk management (proper due diligence, documentation, auditing,
among other measures) is consistent with our philosophy of putting clients’ interests first
and has enabled us to avoid many of the negative developments that surfaced last year.
(JPM 2009, 7).

Tett (2009) confirms the veracity of this comment. It is also borne out by Cisafulli
(2009), a study of Dimon that includes a chapter entitled, “Never, Ever Forget



P1: OTA/XYZ P2: ABC
c10 JWBT301-Boatright June 10, 2010 11:57 Printer Name: Hamilton

REGULATION 189

the Downside.” As for Citigroup, the equivalent letter from CEO Vikram Pandit
contains no mention of culture, except in a reference to his determination to build a
“culture of meritocracy” (Citigroup 2009, 3). However, there is a reference to “risk
culture” buried deep in the body of the 2008 annual report:

Significant focus has been placed on fostering a risk culture based on a policy of “Taking
Intelligent Risk with Shared Responsibility, without forsaking Individual Accountability.”
(Citigroup 2008, 51)

One can only wince at such a pronouncement. Worse yet is the string of legal-
istic definitions that follows it:

‘Taking intelligent risk’ means that Citi must carefully identify, measure and aggregate
risks, and must fully understand downside risks.

‘Shared responsibility’ means. . . . [And so forth]

It is jarring to consider that someone in a position of authority in the nation’s
largest bank thought it was necessary to specify the importance of identifying and
measuring risk on an enterprise-wide basis. To have done so in such uninspiring
text is evidence that risk management was probably not a deeply entrenched,
top-of-mind consideration for Citigroup traders or bankers.

Another example of a culture that promotes conservative risk management is
the Royal Bank of Canada (RBC). As the largest of the so-called “Big Five” Canadian
banks, RBC has been virtually unscathed by the financial crisis. That performance
cannot be attributed to its location, insofar as banks headquartered in London,
Paris, Zurich, and elsewhere around the world suffered severe damages. Nor can
it be attributed to its size or activities. RBC is engaged in the same businesses as
other global banks, and with a market capitalization of $82 billion at the end of
2007, it was larger than many of the banks that suffered severe damages. But the
following excerpt from the RBC 2008 Annual Report is illuminating:

Our management of risk is supported by sound risk management practices and effective en-
terprise risk management frameworks including capital management and liquidity manage-
ment. The cornerstone of these frameworks is a strong risk management culture, supported
by a robust enterprise-wide set of policies, procedures and limits which involve our risk
management professionals, business segments and other functional teams. (RBC 2009, 83)

Finally, consider a study of the 11 largest financial institutions by senior reg-
ulatory officials of the United States, the United Kingdom, France, Germany, and
Switzerland. Through interviews and analysis, the group identified factors that
account for successful risk management performance. Primary among them was
the following:

An overarching difference is apparent in the balance that senior management achieved
between expanding the firms’ exposures in what turned out to be high-risk activities and
fostering an appropriate risk management culture to administer those activities. (Senior
Supervisors Group 2008, 7)
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The report containing this finding goes on to explain what “an appropriate risk
management culture” entails. With a few modifications for context, it could have
been abstracted from a study of ethical culture: hands-on leadership involvement,
enterprise-wide communication, elevating the importance of minimizing risk, and
so forth.

Granted, anecdotes do not constitute data. But the foregoing illustrations pro-
vide compelling reasons to anticipate a corollary to the connection between the
ethical performance of an organization and its culture: that an organization’s
propensity to manage risk is a function of its culture. At a minimum, the role
of organizational culture should be a pressing concern to regulatory agencies.

As against this emphasis on the role of culture, there are alternative accounts
of what went wrong and what warrants regulatory attention. However, their plau-
sibility is in doubt. The more compelling of them violate a basic principle of social
science: A universal condition does not explain aberrant phenomena. Following is
an example of this flawed reasoning.

Rebonato (2007) faults the use of statistical risk models (e.g., value at risk or
VaR) for risk management failures. Taleb (2007) agrees. But since virtually every
large bank employed VaR, the casualties should have been nearly universal. Why
did just a subset of banks experience catastrophic breakdowns? RBC management
explains that “VaR is a risk measure that is only meaningful in normal market
conditions. To address more extreme market events, stress testing is used . . .” (RBC
2009, 183). Likewise, Nocera (2009) reported that Goldman Sachs disregarded its
statistical models during periods of market turmoil. Since the inherent flaws of
statistical risk models were well known at the time, what inclined the managers
of RBC, Goldman, and many other firms to abandon the models while others
slavishly followed them? A satisfactory answer to that question must refer to
some distinguishing characteristic(s) of the firms that successfully managed risk.
Organizational culture is a lively possibility because unlike the use of VaR, it is a
firm-specific factor.

Jickling (2009) assembled a list of 26 other explanations of what went wrong.
Next to each entry is a synopsis of the argument in support of it; and next to
that is a reason why the account is not plausible. Like the preceding illustration,
each explanation cites a general market condition or practice that would have
applied with more or less equal force to all similarly situated firms (e.g., the glut of
inexpensive funds) or practices that were in widespread use (e.g., securitization and
credit default swaps). The list was comprehensive when published and remains
exhaustive.

Suffice it to say that it would behoove regulatory supervisors to concentrate
their efforts on the risk cultures of banks and broker-dealers. Indeed, unlike many
performance metrics, insight into the culture of an organization can provide
advance warning of calamitous developments. For instance, consider New
Century Financial Corp., a critical organization at the bottom of the subprime
mortgage feeding chain. The company originated $56 billion in loans in 2005 (2005
Form 10-K). As the economy softened, portfolio losses mounted. Additional losses
were incurred when the company was required to repurchase underperforming
loans that had been sold to investment banks. To compound matters, New
Century was unable to renew its lines of credit. On April 2, 2007, the company
petitioned for bankruptcy protection. Although New Century was not subject to
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banking regulation, it was publicly traded and, therefore, subject to SEC disclosure
requirements and the internal control provisions of Sarbanes-Oxley.

New Century’s abrupt demise was not foreseeable from any of its publicly
disclosed information. But what is not evident from any public disclosure is a
complete disregard for prudent lending practices. Such qualitative information
would have emerged from an assessment of New Century’s culture, a process
that would have involved structured interviews with “employees in the know,”
as Treviño and colleagues (1999) and Treviño and Nelson (2004) dubbed them. By
way of example, consider the following excerpt from an interview that Cho (2007)
conducted with a New Century appraiser.

Maggie Hardiman cringed as she heard the salesmen knocking the sides of desks with a
baseball bat as they walked through her office. Bang! Bang!

‘You cut my [expletive] deal!’ she recalls one man yelling at her. ‘You can’t do
that.’ Bang! The bat whacked the top of her desk. As an appraiser for a company called
New Century, Hardiman was supposed to weed out bad mortgage applications. Most of
the mortgage applications Hardiman reviewed had problems, she said. But ‘you didn’t
want to turn away a loan because all hell would break loose,’ she recounted in inter-
views. When she did, her bosses often overruled her and found another appraiser to sign
off on it.

If that episode was representative of New Century’s underwriting practices,
then the company’s risk culture was utterly corrupt—vital information for gauging
the firm’s viability. A competent assessment of the culture in several New Century
loan production offices would have revealed more about what was in store for
New Century stakeholders—and investors in subprime mortgages—than all of its
other disclosures combined. Indeed, it would have signaled that those disclosures
should not be relied upon. Unfortunately, accurate assessments of organizational
culture do not automatically emerge. The degenerate situation at New Century
evaded detection by KPMG in the course of its audits, notwithstanding the in-
creased scrutiny of a SOX-mandated audit of internal controls. And it evaded de-
tection by a court-appointed examiner (Missal 2008) whose report notes minimal
irregularities in the company’s practices. This, and similar such episodes, suggest
that unless the culture of an organization is the target of a systematic examination
then it will not receive the attention it deserves.

To be clear, New Century was not subject to regulatory supervision. But based
on the IndyMac episode, it is not obvious that an OTS examiner would have focused
sufficient attention on cultural factors. Not to single out the OTS, culture is simply
not a priority from a regulatory point of view. Case in point: Fed examiners are
instructed that “the CEO should establish and communicate a corporate culture
that promotes safe, sound, and prudent business practices.” That quote is from
the Federal Reserve Bank Holding Company Supervision Manual (3070.0.1.4), on
page 731 of a 1,661-page tome in which “culture” appears only nine more times
(ignoring those instances where it is preceded by “agri”). The OCC Examination
Handbook includes references to culture but none of them treat it as an attribute
worthy of rigorous evaluation. And the OTS Examination Handbook contains no
references to culture. The impression that culture is not a priority for any of these
agencies is confirmed by the absence of a protocol for assessing it.
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The failure to systematically assess the risk culture of financial organizations
is a grievous oversight but a promising opportunity. And it is not farfetched; the
importance of culture has crept into at least two regulatory regimes. Following is
a sketch of each.

The first requires a little background. The U.S. Sentencing Commission issues
guidelines for use by Federal courts in determining fines and prison sentences. In
the case of businesses, the Federal Sentencing Guidelines for Organizations (FSGO)
specifies a basic fine that considers the nature of the misconduct and the damages
inflicted. Courts can increase or decrease it, depending on a variety of consider-
ations that are expressed numerically as a culpability score multiplier (CSM). A
troubling realization emerged in the wake of the scandals of 2001–2002: Enron
and WorldCom—poster children of corporate malevolence—would have earned
favorable CSMs by dint of their sophisticated compliance and ethics programs. In
response, the Commission amended the Guidelines so that simply installing and
maintaining these programs would no longer qualify. In the future, they would
have to be effective. The section that defines “effective” reads in pertinent part as
follows:

To have an effective compliance and ethics program . . . an organization shall . . . promote an
organizational culture that encourages ethical conduct and a commitment to compliance
with the law.12

The second example involves the Public Company Accounting Oversight
Board (PCAOB), the agency that supervises auditors of publicly traded companies.
Its chairman, Mark Olson (2006), explained a key consideration in the inspection
of public accounting firms:

PCAOB inspections begin by looking at the professional environment in which audits are
performed and focuses on the influences—both good and bad—on a firm’s audit practice.
These influences include a firm’s culture and the relationships between the firm’s audit
practice and its other practices, as well as between engagement personnel in field or affiliate
offices and a firm’s national office.

The U.S. Sentencing Commission does not specify how to determine whether
an organization has fostered a culture that encourages ethical conduct, and the
PCAOB does not publicize its methodology for assessing the culture of public
accounting firms. However, models are available, and one in particular warrants
mention. The U.S. Chemical Safety and Hazard Investigation Board (CSB) conducts
“root cause investigations” of industrial chemical accidents. Insofar as the root
cause of the most serious industrial accidents are defective organizational cultures,
the agency’s methodology is a case study in how to rigorously assess the operative
values, beliefs, and attitudes of employees in risk-prone areas of organizations.
Following is a sketch of one such exercise.

The CSB investigated the explosion of a British Petroleum (BP) refinery on
March 23, 2005, that claimed 15 lives and injured 180 people. The investigation
uncovered equipment malfunctions and operator errors, but focusing on what
took place on the morning of March 23 “misses the underlying and significant
cultural, human factors, and organizational causes of the disaster that have a
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greater preventative impact” (CSB 2007, 19). The underlying cause was described
as follows:

The Texas City disaster was caused by organizational and safety deficiencies at all levels
of the BP Corporation. Warning signs of a possible disaster were present for several years,
but company officials did not intervene effectively to prevent it. The extent of the serious
safety culture deficiencies was further revealed when the refinery experienced two additional
serious incidents just a few months after the March 2005 disaster. (CSB 2007, 18)

That conclusion is based on the results of a systematic assessment of the BP
safety culture. As detailed in the Report of the BP U.S. Refineries Independent
Safety Review Panel (January 2007), 700 in-depth interviews were conducted with
current employees and retirees at all levels of the organization. Additionally, an
extensive and thoughtfully designed survey was administered to 10,348 refinery
employees and contractors; 7,450 or 72 percent of them responded. Many of these
workers were not from the Texas City refinery and served as a control group
for questions like the following: “In my work group, process safety concerns are
secondary to achieving production goals.” In one refinery, 82 percent of the opera-
tions personnel disagreed with that statement, but in the Texas City refinery only 7
percent did so. Not surprisingly, the results of this study were not disputed by BP.

Industrial safety would appear to be unrelated to the safety and soundness of
financial institutions. But the disasters that occur in each domain are of the same
category: They are wide-scale organizational failures or, to put it less abstractly,
management failures. As such, it is not surprising to find a common denominator
between chemical plant disasters and catastrophic bank failures. Such was the
finding of a 1988 study by the OCC Administrator of National Banks. Contrary to
the perception that external factors (e.g., economic conditions) cause banks to fail,
the Administrator examined 171 bank failures and discovered that they were the
result of “poor management and other internal problems” (OCC 1988).

In summary, there are ample reasons to focus supervisory attention on the risk
management culture of banks and broker-dealers. For these purposes, to “focus
attention” would entail a formal protocol specifying the manner and frequency of
assessments. The assessment need not be as extensive as the CSB assessment of the
BP disaster, but two aspects of it warrant inclusion. First, it is proactive. Employees
are not inclined to use anonymous whistleblower hotlines, but they are responsive
to surveys and very responsive to interviews. The CSB approach does not passively
await information but harvests it from the only credible source. Second, the CSB
engaged outside experts to design and administer the data gathering process. The
results speak for themselves: The questions are carefully worded and the results
are unambiguous and authoritative.

The CSB is an obscure federal agency with a budget of less than $12 million, a
fraction of the cost of operating a financial regulator (e.g., $775 million for the OCC
in fiscal year 2009). Ideally, the expertise of that tiny agency would also be resident
in its colossal cousins. But unlike the CSB, financial regulators have the ability to
act before disasters strike. Periodically assessing risk cultures provides advance
warnings, but the process itself stands to alter the course of events. To increase the
transparency of an organization’s culture is to increase the chances that it will be
managed in a manner that comports with regulatory objectives.
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CONCLUSION
The finding that culture can trump compliance implies that the safety and sound-
ness of any given bank or broker-dealer could be impervious to conventional
supervisory strategies. Simply put, the arsenal of techniques is ill suited for large,
complex organizations whose leaders accord so little importance to risk manage-
ment that traders, loan officers, and investment bankers have little concern for the
downside risks of their conduct. That sad reality flies in the face of the conven-
tional approach to the supervision of financial institutions. But it is consistent with
the history of the financial services industry: a chronicle of prominent institutions
abruptly imploding in a maelstrom of recklessness.

This is not to say that traditional supervisory approaches should be abandoned.
They are formidable forces in fostering and maintaining a healthy risk culture. The
ideas advanced here would add a supervisory protocol: one that places a feature
of organizational culture on the same footing as operational and financial metrics.
At present, the latter have monopolized attention while the former is ignored.
This proposal would elevate the importance of culture to the point that it would
be systematically assessed, just like any other indicator of the performance and
condition of federally supervised financial institutions.

In closing, the core idea of this paper was expressed by John Stumpf, CEO of
Wells Fargo & Company. The setting was a hearing before the House Financial Ser-
vices Committee on February 11, 2009. Representative Melvin Watt asked whether
there is a need for “an even more aggressive regulatory framework for larger banks
or other institutions that have systemic risk potential.” Stumpf responded as fol-
lows: “I think success and failure is more a condition of culture and leadership and
values than it is [a matter of] small or large. In our case, we have a strong culture;
we are able to buy a firm, merge with a firm, using our own money.”

Unfortunately, the Congressman cut him off at that point. Had he been allowed
to continue, Representative Watt would have learned what has gone so tragically
wrong with some prominent financial institutions, and the futility of trying to fix
it by passing a law.

APPENDIX A
CURRENT LEGISLATIVE ACTIVITY
As this chapter goes to press, several reform proposals are in circulation. Although
the ultimate outcome defies prediction, the main contenders share a key feature: a
tilt toward consolidated regulation. For instance, the Obama administration would
increase the authority of the Fed to include “all firms that could pose a threat to
financial stability, even those that do not own banks” (U.S. Department of the
Treasury 2009, 3). Additionally, the plan entails a merger of the OCC and the OTS
into a new entity, the National Bank Supervisor. The Senate Committee on Banking,
Housing, and Urban Affairs and the House Committee on Financial Services have
authored similar plans, albeit with different mechanisms. Insofar as some version
of consolidated regulation would appear to be a lively possibility, the concept
warrants a brief examination.

It is important to stipulate that none of the proposals creates any new su-
pervisory authority; rather, they concentrate existing authority in fewer agencies
and expand the universe of entities subject to it. But because the most severe risk
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management failures transpired within banks and broker-dealers, an expanded
universe of regulated entities would not have averted the institutional breakdowns
on display lately. Thus, any improvements from the proposals will come from the
increased efficiency and efficacy of vesting authority in fewer agencies, two in
the case of the Administration’s plan. Because this plan has been in circulation
the longest and its details are easier to discern, it will be the focus of the discussion
that follows.

As for the efficiency of consolidated regulation, size and complexity are the
bane of agency performance, and the Federal Reserve stands to be a significantly
larger organization with a considerably more complex mission. It would seem to
be a more streamlined approach, but the benefits of consolidation could be con-
founded by the nature of what would be consolidated. Realistically, it is not feasible
for a single group of professionals to supervise every type of financial business—the
work is too specialized. Rather, a discrete staff with expertise in securities will be
needed; another for banking; and another for commodities and futures. The result
is likely to resemble a mini-SEC, a mini-OCC, and a mini Commodity Futures
Trading Commission (CFTC). Whether a regulatory conglomerate would be more
efficient than the current configuration of stand-alone specialized agencies under
an umbrella regulator is anyone’s guess. Granted, interagency rivalries would be
eliminated; but interdepartmental conflicts can be equally counterproductive.

Likewise, the efficacy of consolidation is questionable. Most significantly, the
recent performance of the Federal Reserve in supervising bank holding companies
does not inspire confidence in its expanded role—a span of authority that would
make the Federal Reserve way too big to fail. Nor does the performance of what
advocates of consolidation hail as “the world’s premiere consolidated agency”
(Jackson 2008, 1), the British Financial Services Agency. In 2008, the Agency’s
tenth year of operation, Northern Rock plc was nationalized. Shortly thereafter,
two diversified banking concerns, the Royal Bank of Scotland Group and Lloyds
Banking Group, were bailed out. Finally, a £400 billion ($692 billion) bailout plan
for a group of large UK banks was announced on October 8, 2008 (BBC 2008). More
recently, the program has been enlarged. This scenario should seem eerily familiar
to American observers. And it should dampen enthusiasm for consolidation.

This is not to say that consolidation is a bad idea—the Canadian regime is
consolidated and its banks were ranked first in soundness by global business
leaders (Porter and Schwab 2009). It is to say that consolidated regulation is the
wrong idea. It has been billed as the elixir for what ails a flawed framework. This
study has urged a different diagnosis: substandard agency performance. If that is
an accurate assessment then the reform proposals on offer are apt to disappoint.
Not only are they bereft of supervisory innovations, it is improbable (at best)
that combining substandard performing agencies will dramatically improve their
performance. And to be sure, the safety and soundness of U.S. financial institutions
calls for nothing short of dramatically improved agency performance.

NOTES
1. Quotation from Buder (2009, 143).

2. The scope of this investigation is limited to the safety and soundness of depository
institutions (i.e., banks, thrifts, and savings associations) and securities broker-dealers
(i.e., brokerage firms and investment banks). Thus, references to “financial institutions”
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do not include insurance companies nor government-sponsored enterprises (GSEs) such
as Fannie Mae and Freddie Mac.

3. The safety and soundness of state-chartered banks and thrifts that are not a part of the
Federal Reserve System are supervised by the Federal Deposit Insurance Corporation
(FDIC). Insofar as these institutions have not figured prominently in the financial crisis,
the agency is not germane to this study.

4. These observations were informed by a decade of personal experience as a senior
financial manager in the financial services industry.

5. But as Barth, Brumbaugh, and Wilcox (2006) point out, subsequent studies dispute the
assumption upon which Glass-Steagall was enacted. Benston (1989) and Puri (1996)
reject the notion that the securities businesses of commercial banks were to blame for
the bank failures that ushered in the Great Depression. And Kroszner and Rajan (1997)
cite evidence indicating that that commingling the two businesses was beneficial.

6. The balance included $16 billion of subprime and $52.9 billion of payment-option
adjustable-rate mortgages plus $53.4 billion of home equity lines of credit.

7. This data was included in Citigroup’s first quarter 2009 earnings review dated April 17,
2009. It can be downloaded from http://www.citigroup.com/citi/fin/qer.htm.

8. Alternative Net Capital Requirements for Broker-Dealers That Are Part of Consolidated
Supervised Entities (17 CFR Parts 200 and 240), http://www.sec.gov/rules/final/34-
49830.pdf.

9. Lest these remarks be interpreted as uncharitable or unnecessarily trenchant, I am on
record as having respected and admired the work of the SEC in years past (Soule 2002).
It is not clear when or why that aggressive watchdog became so passive.

10. The setting was a hearing before the U.S. Senate Committee on Banking, Housing, and
Urban Affairs on March 5, 2009.

11. As reported by the Wall Street Journal on March 12, 2010.

12. FSGO, §8B2.1(2).
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INTRODUCTION
In December 2001 the CEO of ImClone Systems sold $5 million shares just before the
public announcement of the U.S. Food and Drug Administration’s rejection of the
company’s experimental cancer drug, which led to a share price drop of 16 percent
on the announcement date. He also tipped his father and daughter to dump their
shares (SEC 2003, 2005). The broker handling the sale order tipped his client Martha
Stewart about the transaction, leading her to sell shares as well (SEC 2006). The
latter turned into a high-profile media case in the United States (CNN 2004).

The spouse of a board member of the Belgian-based industrial company
Bekaert purchased stocks prior to the public announcement of a special interim
dividend. The Court of Appeal acquitted both the husband and wife for lack of
evidence. An economic analysis of the case revealed the information not to be
privileged or material (Engelen 2006).

R. Foster Winans was a financial journalist of the Wall Street Journal column
“Heard on the Street,” in which he gave positive or negative outlooks on the future
share price movements of specific stocks. He was involved in a scheme of buying
or selling the shares before the publication of the column. Although Winans was
convicted for insider trading, it is strange from an economic point of view because
the input for his articles was only publicly available information.

DEFINING INSIDER TRADING
The preceding examples illustrate the wide range of activities and actors involved
when we talk about insider trading. It is quite difficult to give an exact definition
of the phenomenon of insider trading. The point of view from which one looks
at insider trading will outline the answer, because an economic, legal, or ethical
perspective might answer this question differently (Exhibit 11.1). Not every case of
insider trading from an economic point of view will be considered insider trading
from a legal or ethical point of view. Or a case might not be considered insider
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Ethical Perspective

Economical
Perspective 

Legal 
Perspective

Exhibit 11.1 Different Ways to Look at Insider Trading

trading from a legal point of view, even though it is considered problematic from
an economic or ethical point of view.

It is clear that insider trading involves a situation of asymmetric information.
This occurs when some market participants utilize information that other market
participants do not possess. From an economic point of view, inside information
refers to every situation in which some market participants are better informed and
others are less well informed about the relevant aspects of the valuation of a share
of a certain company. A situation in which market participants are subsequently
trading on the stock exchange based on the superior knowledge arising from this
information asymmetry can be labeled as trading on inside information. It is clear
that trading on inside information is not automatically reprehensible or punishable
(Engelen 2005).

The crucial question will be how much asymmetric information market par-
ticipants are permitted to use. And the answer to this might differ from a legal
or from an ethical point of view. Generally, legal rules determine the threshold
of admissible versus inadmissible use of asymmetric information. The legal def-
inition of insider trading must therefore be more restrictive than the economic
definition because otherwise no trading could occur on a stock exchange, because
informational asymmetry is inevitable in the stock markets. In general, we can
define insider trading as trading on the basis of nonpublic information of a certain
company-specific event that can influence the stock price of a company, but the
precise legal interpretation of insider trading obviously depends upon the legal
system one analyzes. Moreover, an ethical perspective might consider certain acts
as unacceptable, while such acts might be legally acceptable. Before moving to the
ethical analysis, we briefly outline the legal rules on insider trading in the United
States and in Europe.

LEGAL RULES FOR INSIDER TRADING
Following a European Directive, most European countries enacted insider trading
regulations in the early 1990s. Among these countries were Italy and Denmark
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in 1991, Austria in 1993, and Spain and Germany in 1994.1 The EU updated its
regulation with the introduction of the Market Abuse Directive (MAD) in 2003.2

The MAD prohibits primary and secondary insiders to engage in three types of
behavior: (1) to use their inside information in conducting a transaction, (2) to
disclose the inside information to a third party, and (3) to recommend a transaction
to a third party (Kristen 2005; Engelen 2007).3

The U.S. insider trading rules are governed by the statutory authority from
Section 10b of the Securities Exchange Act of 1934. Based on this authority, the
SEC enacted Rules 10b-5 and 14e-3, which it applied to impersonal stock exchange
transaction beginning in 1961 (Bainbridge 2005). Moreover, milestone U.S. Supreme
Court rulings (Dirks v. SEC, Chiarella v. United States, United States v. O’Hagan)
further determined the scope of application of those rules. In Chiarella v. United
States, the U.S. Supreme Court rejected the SEC’s equal access to information
policy. Insiders are only liable if they breach a fiduciary duty to the source of the
information. In Dirks v. SEC the U.S. Supreme Court extended this view to recipients
of insider tips (“tippees”), requiring a breach of the tipper’s fiduciary duty before
the tippee becomes liable.4 In United States v. O’Hagan, the U.S. Supreme Court
accepted the misappropriation theory, which bases insider trading liability on “a
breach of a duty owed to the source of the information.” A misappropriator is thus
liable if he fails to disclose to his principal the use of confidential information for
his personal gain while having a duty of loyalty or a duty of confidentiality.5 The
U.S. regulation shows that legal prohibition is an evolving field developed by court
decisions (Bainbridge 2005).

The seriousness of trading based on privileged information is well docu-
mented. Empirical studies examining the profitability of reported legal insider
trading clearly show that insiders earn abnormal returns (e.g., Givoly and Palmon
1985; Seyhun 1986; Lin and Howe 1990; Seyhun 2000; Atkas et al. 2008).6

Another line of the empirical literature focuses on examining illegal insider
trading using detailed data on the illegal inside trades. Cornell and Sirri (1992)
report an abnormal return of 5.4 percent during the month insiders were trading,
while Meulbroek (1992) finds an abnormal return realized by insiders of about 3
percent on the day of the insider trade.

Finally, a third strand of literature examines insider trading around major cor-
porate events, such as dividend announcements (John and Lang 1991), earnings
announcements (Sivakumar and Waymire 1994; Hillier and Marshall 2002), new
issue announcements (Karpoff and Lee 1991), stock repurchases (Lee, Mikkelson,
and Partch 1992), corporate sell-offs (Hirschey and Zaima 1989), capital struc-
ture changes (Karpoff and Lee 1987), and corporate control transactions (Keown
and Pinkerton 1981; Schwert 1996; and Linciano 2003). In broad lines, those three
strands of literature demonstrate that corporate insiders earn abnormal returns.

A Classification of Insider Trading Transactions

Since Manne (1966, 1970), the distinction between insider trading and market
manipulation is omnipresent in the economic literature on insider trading. Coming
back to our definition of insider trading as any form of trading based on nonpublic
information that is relevant for the fundamental value of a company (and thus
the stock price), it follows that there is a strong link between insider trading
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Exhibit 11.2 The Impact of Insider Trading on Security Prices
Source: Engelen and Van Liedekerke (2007).

and market efficiency defined as information efficiency.7 Since insider trading is
based upon private information that is crucial for the evaluation of a stock price,
bringing this information into the open will automatically imply that the price of a
stock moves closer toward its fundamental value. Insider trading will therefore by
definition increase market efficiency. Market manipulation, by contrast, takes place
whenever nonpublic information is used to push the price of a stock away from
its fundamental value.8 Again, by definition, market manipulation will decrease
market efficiency. To visualize this distinction, consider Exhibit 11.2.

Assume a price-sensitive event occurs at moment t = 0, increasing the funda-
mental value of the stock (panel c in Exhibit 11.2). If there is no insider trading, the
stock price will remain at its pre-event level until the news is announced at mo-
ment t = 1 (panel a of Exhibit 11.2). If insider trading were allowed, the informed
trading by the insider at t = 0 signals to the market that some value-relevant
event has occurred, and the stock price will adjust according to the solid line (1) in
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panel b of Exhibit 11.2. If insiders, fearing criminal charges because of insider trad-
ing regulation, try to disguise their trading, the signal will be less clear and stock
prices may adjust according to the dashed line (2) in panel b of Exhibit 11.2. Not
surprisingly, Vermaelen (1986) concludes that “reduction of insider trading will
reduce, rather than increase market efficiency because it will slow down the speed
with which information will be reflected in security prices” (compare panels a and
c in Exhibit 11.2).

Suppose, by contrast, that false information is released that pushes the stock
price below its fundamental value (Vbefore in panel c before t = 0) or above its
fundamental value (Vafter after t = 0). By this action the stock price moves away
from its fundamental value. At that moment, market manipulation is taking place
and results in a decrease of market efficiency (again, by definition).

This conceptual distinction, which is paramount in the economic literature,
is relatively absent from the philosophical literature. For although a conceptual
distinction is always possible, ethicists argue that it is unclear whether it reflects
a reality. And if one cannot distinguish insider trading from market manipulation
when trading takes place, the distinction itself becomes problematic when one is
looking for a moral judgment on insider trading. Empirical studies, however, in-
dicate that it is possible to distinguish between market manipulation and insider
trading. Meulbroek (1992) examines the transactions of 320 individuals charged
with insider trading by the SEC during the period 1980–1989. The results show that
in 81 percent of all cases, insider trading led to quick price changes that follow the
pattern indicated in panel b of Exhibit 11.2. Other empirical studies that corroborate
these results are Cornell and Siri (1992) and Chakravarty and McConnell (1997).
Examining legal insider trading, Atkas et al. (2008, 1391) find that the “insiders do
contribute significantly to faster price discovery on insider trading days.” Many
cases of insider trading therefore have the information effect that Manne predicted
in his initial study and definitely augment information efficiency in markets. We
must therefore conclude that empirical studies confirm the possibility to discrimi-
nate between forms of inside trading that augment information streams in markets
(which economists label insider trading), and other forms that hamper informa-
tion streams in financial markets (which can be labeled as market manipulation).
Whether they like it or not, philosophers have to take the distinction between in-
sider trading and market manipulation seriously and adapt their argumentation
accordingly.

The second distinction we want to elucidate is between insider traders and
misappropiators. The term insider trader has gradually extended its scope from
corporate insiders such as officers or directors to persons other than corporate
insiders like tippees (people who get information from corporate insiders), tem-
porary insiders (people who are temporarily inside the company), or people who
happen to stumble upon crucial information (the innocent passerby who picks up
a fax). As Moore puts it: “Increasingly the term insider has come to refer to the kind
of information a person possesses rather than the status of the person” (Moore
1990, 172). But when Manne (1966) discusses the issue his eye is firmly on the
corporate insider, the manager leading the company who is mainly responsible
for the creation of information that is valuable to the operation of the firm, and
that is still how economists look upon the insider. Misappropriators are essen-
tially all the rest, contributing nothing to the value of the firm. Once you take this
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Exhibit 11.3 Classification of Different Types of Alleged
Wrong Transactions

Insider Misappropriator

Insider trading I II
Market manipulation III IV

Source: Engelen and Van Liedekerke (2007).

distinction seriously, it becomes possible for shareholders to use inside informa-
tion as a compensation scheme, and that is precisely what Manne argued for in his
1966 study.

Manne has essentially two arguments in favor of insider trading. The first is
the market efficiency component stressed earlier: Insider trading will release infor-
mation early into the market and make prices stick closer to their real value. The
second argument is Schumpeterian in nature and stresses the fact that by allow-
ing insiders to cash in on their private information, a more creative, productive,
risk-taking breed of managers will be attracted to the firm. From the point of view
of the shareholders, allowing insider trading has the double advantage that these
new managers will create more value for the firm (and its shareholders), while at
the same time being less costly because the fixed salary/benefit package can be
reduced. All that is needed for this mechanism to work is a clear labor contract
stipulating that shareholders hand over the right to deal on inside information to
corporate insiders and to nobody else, thereby excluding all misappropriators.

Given both basic distinctions, we now have four different types of insider
transactions, as shown in Exhibit 11.3. When Manne discussed insider trading,
he thought about type I transactions. The legal and philosophical literature, how-
ever, often mixes these different types. For instance, it uses correct arguments to
condemn type III or IV transactions in order to condemn type I transactions.9

We will hereafter round up most arguments against insider trading and order
them in four classes. When we discuss these arguments, it is vital for the reader
to keep both distinctions in mind. When we refer to insider trading, we refer
to transactions of type I and II, but not III and IV (where market manipulation
takes place). Likewise, when we talk about insiders, we talk about the corporate
insider and not about anybody else who might be involved in an inside transaction.
Basically we will find out that many arguments against allowing inside transactions
hold for type II, III, or IV transactions, but it will prove to be very hard to find a
sound argument against type I transactions.

In the remainder of this chapter we analyze insider trading from a utilitarian
perspective, a fairness perspective, a property rights perspective, and a market
morality perspective.

UTILITARIAN PERSPECTIVE
Assessing insider trading from a utilitarian perspective implies balancing pros
and cons of insider trading with respect to social utility to decide upon its ethical
acceptability. Arguments both for and against insider trading can be found. Since
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this mainly coincides with an economic analysis of insider trading, our coverage
of the utilitarian perspective will be brief.

The previous section already showed that insider trading contributes to mar-
ket efficiency. Empirical research shows that security prices will better and faster
reflect the real fundamental value by incorporating the private information due to
the transactions of insiders. This is an important finding since it demonstrates that
the allocation efficiency of the security market will definitely improve by allowing
insider trading. This allows security prices to become a more reliable criterion for
the optimal allocation of scarce financial resources at a fair price, which is one
of the central functions of the stock market in our economy.

Another aspect of the efficiency argument is the fact that insider trading creates
an additional method for communicating information (Carlton and Fischel 1983).
This is especially the case with diffuse, complex information that is not readily
encapsulated in a public announcement (King and Roell 1988). The case study of
CUC International in Healy and Palepu (1995) shows that it is sometimes diffi-
cult to disclose value-relevant information effectively through an official public
announcement. In such cases, insider trading can act as an efficient replacement
for public disclosure.

An argument that is often used to ban insider trading is the fact that it allegedly
harms the insider’s counterparty on the other side of a trade. Haddock and Macey
(1986a) demonstrate that insiders do not harm the counterparty. On the contrary,
he is better off than in a situation in which insiders do not use their privileged
information. This can be illustrated by means of an example. Suppose an event
occurs that has a negative impact on the value of the firm (bad news). In this case
insiders can realize a profit based on their inside information by selling the security
before the news is announced (see Exhibit 11.4). By this, the security price p1 will
decrease between the price-sensitive event date t1 and the announcement date t3
(see the dashed line AC). If no insider trading occurs, the price will move along
the solid line ABC and fall to price p3.

p1 200

p3 150

Stock Price

Timet1 t3

BA

C

p2 170

t2

Loss = 20

Loss = 50

Exhibit 11.4 Alleged Damage to Counterparty in the Case of Negative News
Source: Haddock and Macey (1986a).
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Suppose the original price at the moment t1 amounts to EUR 200. Because of
the bad news, insiders sell their securities so that the stock price falls as a result
of the extra supply. Suppose an insider sells his security to the outsider buyer for
EUR 170. Hereafter, the price falls to EUR 150. By this, the outsider buyer loses
EUR 20. But without insider trading this buyer would have bought the security
for EUR 200 and he would have suffered a loss of EUR 50. Precisely by the extra
supply of the insiders, the buyers are better off than when they buy without the
transactions of the insiders.

Analogously, in case of good news it can be demonstrated that “if insider
trading increases share prices before the announcement, all current shareholders
who were planning to sell before the announcement are better off (while the other
ones are not made worse off) than if no such insider trading occurred” (Vermaelen
1986, 439).

Since the insider’s counterparty is not damaged, there is no credible investor
injury story. Bainbridge (2000) therefore points out that it is difficult to see why
insider trading should undermine investor confidence in the integrity of the securi-
ties markets. As insider trading improves the efficiency of the security market, the
confidence of a rational investor in the security market will not be damaged. It is ir-
relevant to him whether an insider can earn abnormal profits, because the investor
can always buy or sell the security at a fair price, namely its fundamental value.
In an efficient market an investor can rely on the accuracy of the market prices
because every piece of information is already reflected in security prices, without
the necessity to collect and process the information himself. If all information is
reflected in security prices, investors can trust market prices. This is precisely the
difference between insider trading and market manipulation. While insider trad-
ing moves stock prices closer to their fundamental value, market manipulation
moves stock prices away from their fundamental value, thereby decreasing the
allocative efficiency of market prices.

Moreover, no empirical study has ever shown a decrease in the confidence of
investors if insider trading were allowed. For instance, Young (1985) points out
that the number of small individual investors on the U.S. stock markets sharply
increased during the 1980s, despite the many cases of insider trading during the
same period. Interestingly, different cultures might have a different perception of
the fairness of insider trading (Statman 2009). Statman finds significant differences
between U.S., Taiwanese, and Chinese students with respect to their view of the
fairness of insider trading. Carlton and Fischel (1983, 860) as well point out that
in Japan insider trading was considered proper and that “there has never been
a reported case under the limited insider trading prohibition currently in effect.”
This has not limited the development of the Japanese stock market. Macey and
Kanda (1990) point out that the Tokyo Stock Exchange is highly automated, enjoys
a high liquidity, is of the same size as the New York Stock Exchange, and has higher
price/earnings ratios than the NYSE. This makes Bainbridge (2000) conclude that
insider trading does not seriously threaten investors’ confidence.

Besides market efficiency, another major goal of securities regulation is liq-
uidity. Investors value a liquid stock market because it allows a quick and cheap
disposal of their securities. There exist several theoretical models for making pre-
dictions about market liquidity in cases of insider trading, though these predic-
tions differ widely. Different assumptions about the relative importance of insiders,
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liquidity traders, noise traders, or market makers lead to different outcomes.10 For
instance, Kyle (1985) predicts less liquid stock markets, while Grossman (1986) and
Holden and Subrahmanyam (1992) predict just the opposite, that is, an increase
of market liquidity. The argument that banning insider trading increases liquid-
ity ignores the liquidity enhancing role of the insiders themselves and of some
noise traders (Kabir and Vermaelen 1996). Ultimately, the question of the impact
on liquidity is an empirical issue.

The sparse amount of empirical studies on this aspect shows that a ban on
insider trading could cause stock markets to become less liquid. Kabir and Ver-
maelen (1996) examined the effect of the introduction of insider trading restrictions
on the liquidity of the Amsterdam Stock Exchange. They clearly show that liquidity
decreased after the introduction of these restrictions on insider trading, while the
amount of company-specific information did not change. The authors conclude
that this is an example of “regulatory overkill” because market liquidity decreased
while the main objective was to increase liquidity by eliminating insider trades.
Examining a clinical case of insider trading, Cornell and Sirri (1992) report that
insider trading did not reduce market liquidity, mainly because of the increase in
uninformed trading volume. Chakravarty and McConnell (1997) lastly also indi-
cate that there is no evidence that the insiders’ trades decrease market liquidity.

Finally, by allowing corporate insiders to trade based on their inside infor-
mation, small investors will benefit by the enhanced shareholder value creation
because of the equity-linked compensation of management (as outlined later in
this chapter). In case of a ban on trading by corporate insiders, market profes-
sionals obtain the benefits of the insider trading regulation, while imposing the
cost on a large number of small investors. The latter will not seriously challenge
the current rules because these costs are distributed at a low per capita rate. Both
Haddock and Macey (1987) and Tighe and Michener (1994) clearly show that a ban
on insider trading causes the largest gains to be earned by market professionals,
instead of transferring trading profits from corporate insiders to small investors,
as is generally assumed. In the end, the prohibition of insider trading does not
solve the informational asymmetry or the so-called “unfair” situation (as is ex-
plained shortly). It merely rearranges the ranking of winners and losers. As such,
the so-called fairness argument is in reality a problem of distributing insider trad-
ing profits. Insider trading rules thus redistribute resources but not necessarily in
a fairer way.

Balancing the pros and cons of insider trading, one has to observe from the
preceding analysis that from a utilitarian (welfaristic) point of view it is actually
very hard to point out the damage done by insider trading. On the contrary, the
balance seems more positive then negative. First, one has to stress the social gains
from informationally efficient capital markets. The more accurately prices reflect
information, the better prices guide capital investment in the economy. Moreover,
it creates an additional signaling device for management to communicate com-
plex news in a credible way. The confidence of investors cannot be expected to
decline because empirical studies showed no decrease of market liquidity. And the
noninformed counterpart of the insider is not harmed but is, on the contrary, ben-
efited. Another important social benefit from insider trading is the market-based
compensation scheme, which makes it also possible to reward the innovative and
entrepreneurial inputs of corporate insiders. Therefore, there is little ethical basis
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on utilitarian grounds for banning insider trading, since such an argument for
banning insider trading would require that the harm of insider trading exceed
the benefit.

FAIRNESS PERSPECTIVE
It is often argued that insider trading is unethical because it is simply “unfair”
(Schotland 1967; Mendelson 1969). Werhane (1991) refers to the lack of a level
playing field because “it gives the outsider an unfair comparative disadvantage
that skews competition.” Analogously to Lawson (1988), we can distinguish two
versions of the fairness argument: the absolute equality version and the equal
access view.

Absolute Equality Version

The first version focuses on the possession of information and pursues an absolute
equality between market participants. Levmore (1982) defends this full disclosure
theory on the basis of a general moral obligation to treat others as we would
ourselves. Insider trading is thus unfair because one party uses superior informa-
tion that the other party does not possess. Such a strict notion of fairness would
make every transaction in which there is asymmetric information unethical. This
is counterintuitive.

To understand why, take the classical example of the antique dealer who buys
a genuine antique piece below price at a jumble sale. Moore (1990) points out that
one is “not morally obligated to tell those who deal with [him] everything that it
would be in their interest to know.” For instance, it is standard practice in news
reporting that a journalist who discovers some important news facts doesn’t share
this information with his colleagues, but instead scoops the competition. Among
journalists this is considered professional behavior and one that might even reward
you with a Pulitzer Prize. Notice that in this case, like in the case of insider trading,
money is made on nonpublic information. Machan (1996) correctly asks why this
should be different with respect to insider trading. Without a substantive moral
theory that tells us when it is permissible to allow the interest of some person
to take priority over the interests of others, the absolute equality rule gives no
guidance to assess insider trading.

Following a similar reasoning, Moore (1990) and Machan (1996) also conclude
that the absolute equality version of the fairness argument fails. Moreover, there
may be relevant differences between the parties that make the informational ad-
vantages fair. For instance, a doctor charging for his services is clearly profiting
from an informational advantage but is, according to most people, not acting un-
ethically. Again, one has to observe that informational advantages motivate almost
every transaction in a market economy (Macey 1988).

Equal Access View

The second version of the fairness argument was advocated by Brudney (1979)
and focuses on the access to inside information rather than the unequal possession
of it, because unequal possession is an advantage which “cannot be competed
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away since it depends upon a lawful privilege to which an outsider cannot acquire
access” (Brudney 1979, 346). Again, this ethical argument is far from self-evident
because the notion of equal access is unclear (Lawson 1988). Easterbrook (1981)
shows that access to information is not an absolute matter, but a function of the
cost of obtaining such information. The resulting inequality of information is,
therefore, a result of the division of labor, which in itself need not be unfair. Just as
one can decide to become a plumber to have equal access to specialized plumber
information, people can invest time and human capital to become a corporate
insider with superior access to information (Moore 1990). Since the equal access
view does not explain why inequality in some means of access to information is
morally more significant while other inequalities are not, it offers no solid ethical
basis against insider trading. Any such attempt to provide a further explanation
would quickly lead to a more general theory of property rights in information
(Lawson 1988).

Werhane (1991, 730) rejects insider trading because it ignores two conditions
necessary for fair competition: “an efficient market where as much complete infor-
mation as possible is available to everyone, and the ideal of an equal comparative
advantage between competitors.” However, she fails to see how these conditions
can be reached by the market mechanism itself. In an efficient market, an investor
can rely on the fact that every piece of information is already reflected in security
prices, without the necessity to collect and process the information himself. In this
way, efficiency provides individual investors a low-cost access to the production
and dissemination of all relevant information to value securities because in an effi-
cient market, investors only have to observe market prices and rely on the market
to incorporate information into securities prices, without the need to spend private
resources to acquire and process information that is almost immediately publicly
available through the pricing mechanism (Levine 1997). As a result, equality among
market participants is reached through the pricing mechanism itself.

Ideally, one would like stock markets to be strong form informationally ef-
ficient. Currently, stock markets seem to be semi-strong form informationally
efficient. Because security prices only reflect all publicly available information,
but not the nonpublic information, the transactions of insiders will reveal the pri-
vate information component to the market (as outlined earlier). Although market
efficiency in itself is certainly not a sufficient ethical basis for allowing insider trad-
ing, the equal access view does not provide an ethical justification for prohibiting
insider trading.

Closely related to the equal access theory is the argument that insider trading
is like a poker or casino game where some players “have marked cards” (Werhane
1991, 730) or with “two sets of rules” (Werhane 1989, 841). As Ma and Sun (1998)
point out, these rules are clearly stated before the start of the game. Investors
are fully aware ex-ante that some market participants are better informed and that
insider trading may be possible. Even if we assume that investors would require an
extra return to compensate for this nondiversifiable risk,11 thereby causing a decline
in stock prices, it still “is not an argument about fairness, but about . . . whether
the decrease in share prices is outweighed by the incentives to produce valuable
information, efficient stock pricing, and efficient managerial compensation that
insider trading might provide” (Lawson 1988, 758). Basically, we are again on
utilitarian ground.
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PROPERTY RIGHTS PERSPECTIVE
If one thing is clear about insider trading it is that information has value. Privi-
leged corporate information can be seen as a valuable, intangible property right.
The existence of property rights in intangibles such as patents, copyright, trade-
marks, trade secrets, and information is well established (Kitch 1980; Easterbrook
1981; Bainbridge 2000). Since material nonpublic information is also some kind of
property, it is argued that insider trading is wrong because it involves a violation
of property rights and can be seen as a form of theft. Irvine (1987) refers to this as
the “theft theory”; others have labeled it the misappropriation theory.

In order to analyze this argument we follow Macey (1988), who offers a two-
step procedure for answering the question of whether property rights are violated.
First, one has to determine who holds the ownership rights over the material
nonpublic information. Second, the relationship between the trader and the owner
has to be determined. If the trader is also the rightful owner of the information,
then there is no ethical problem.12 If he is not, then one has to determine whether
he has the actual or implied authority of the owner to use the information. Only in
the case where he has not will there be a violation of property rights.

So the central issue here is to determine who is the owner of the inside informa-
tion. Or as Lawson (1988, 766) puts it: “The moral inquiry with respect to insider
stock trading thus centers on where the network of contracts between the firm
and its shareholders, suppliers, lawyers, accountants, investment bankers, print-
ers, and so on, places the right to trade on the information.” From a Lockean point
of view the information belongs to the one who created it.13 Rightful acquisition of
unowned property takes place when a person mixes his labor with the property.
Therefore, Moore (1990) assigns the property rights to most inside information to
the company. In this case, insider trading is wrong only when the company has not
permitted the use of the property right. Under the Lockean approach of property
rights, insider trading is only unethical when the company withholds permission
to trade on the inside information.

Efficiency-Based Property Rights

In the law and economics literature, Easterbrook (1981) sees the right to trade
on some piece of information about a company as a part of the larger question
of whether and how to allocate property rights in intangible assets. In general,
the term property rights refers to a bundle of exclusive rights of use. In particular,
possession of a right means that a person controls at least a three-element bundle
of rights in which each of the rights can be separated from the others (Demsetz
1998). First, the bundle of rights includes the right to use a scarce resource. Second,
it includes the right to exclude others from exercising this right of use without
permission. Finally, it includes the right to transfer control of the three-element
bundle to other potential owners (the right of alienation).

As the regulation of insider trading can be seen as an allocation of property
rights within the company, the relevant question in the law and economics literature
is how these property rights can be allocated efficiently. Assigning property rights
to those who created the information gives them incentives to produce socially
valuable information. In this way, social welfare is increased. A rule allowing
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insider trading assigns the property right to the insider, while a rule prohibiting
insider trading assigns this right to the company (Bainbridge 2000). Depending on
whether the property right in inside information is more valuable to the managers
or to the shareholders, allowing insider trading will be beneficial or not (Carlton
and Fischel 1983). The property right to inside information should therefore be
allocated to the party that values it most.

No uniform legal rule is a solution to this allocation, because it depends on
who is the next-best information processor after the insiders. In such a situation
the best legal rule is contractual in nature (Macey 1991)14 because Coase (1960) has
shown that property rights will be allocated to their highest-valuing user (absent
of transaction costs). It is thus irrelevant to which party the property rights are
allocated initially, because the parties can engage in a value-maximizing exchange
by allocating the property right to its highest-valuing user (Haddock and Macey
1986b). As long as parties are free to contract around the initial rule, they can
allocate the property rights in a way that increases the total value of the firm.

Of course, this solution depends upon the level of transaction costs. The cost of
including provisions specifying the preferred insider trading rule in the corporate
charter or in employment contracts is insignificant (Carlton and Fischel 1983). One
could argue that the enforcement costs of such contracts are high, but this is a
separate issue unless one can show that all companies have attempted to limit
insider trading by contract. Otherwise, a uniform legal rule banning inside trading
displaces efficient private contracts with inefficient regulatory solutions (Carlton
and Fischel 1983). First, the cost-effectiveness of enforcement by a governmental
body was never demonstrated. Second, even if it is more efficient to enforce a ban
on insider trading by such a supervisory authority, this does not prevent individual
companies from customizing their own rules (Haddock and Macey 1986b).

Mediating the Economic and Ethical Approaches

An efficiency-based property rights approach to insider trading is largely ab-
sent from the philosophical literature, basically because “the conceptual difference
[between the two approaches] . . . is enormous” (Lawson 1988, 770). But if a system
of property rights based on natural law is efficient, the practical difference between
a Lockean and an efficiency-based property rights approach is minimal. The link
between both is offered by Miller (1987), leading Macey (1988) to conclude that
there is actually no difference between the two approaches.

Miller (1987) examines the relationship between economic efficiency and the
so-called Lockean proviso. Although people can justly acquire unowned property
by mixing their labor with the property, Locke adds a limiting condition by stating
that “Labour being the unquestionable Property of the Labourer, no Man but he
can have a right to what is once joyned to, at least where there is enough, and as
good left in common for others.” Miller (1987, 410) demonstrates that the Lockean
proviso is not violated, “so long as the value of the property that one has taken in
excess of one’s pro rata share is less than or equal to the benefits to others that flow
from the appropriation of his excess land.”

Suppose someone takes land out of the commons in excess of his pro rata
share. Is this consistent with the Lockean proviso? Miller examines three possible
cases depending on the market value of the land taken in excess of the pro rata
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share. In the first case, where the market value of the land is zero, no problem
arises with respect to the Lockean proviso because it is certain that the benefits to
others that flow from the extra enclosure will equal or exceed the loss of value of
the extra land enclosed.15 The second case is where the excess land has a positive
value, but it is lower than the value that flows to the others. Again, the enclosure
is still consistent with the Lockean proviso because the others receive “as good” in
exchange for what they give up. In the third case, when the positive value of the
excess land exceeds the benefits to others, the Lockean proviso would rule out
the enclosure—that is, unless the appropriator is willing to pay compensation to
the others for his action. In this scenario the others receive through compensation,
again, “as good” as what they lose. So appropriation is permitted if at least one
person is made better off and no one is made worse off than he was before. In
this sense the Lockean proviso rules out appropriations that are Pareto-inferior. In
fact, the Lockean proviso “. . . has a function not unlike the role of certain efficiency
criteria in modern economic thought.” In this way, Miller (1987, 410) clearly bridges
the gap between a Lockean and an efficiency-based property rights approach.

Reinforcing Fiduciary Relationships

Contrary to Moore (1990), we don’t see insider trading as a threat to the fidu-
ciary relation between shareholders and managers. In many cases, insider trading
can even strengthen this fiduciary relationship. Because of the separation between
ownership and control in publicly traded companies, agency problems may occur
(Jensen and Meckling 1976). Because of divergence of interests between sharehold-
ers and managers, the latter, driven by their personal utility function, will not
act automatically in the interest of shareholders when adopting investment and
financing policies (Fischel 1982; Coffee 1999). This might lead to actions, for exam-
ple in terms of investment decisions, that diverge from those that are maximizing
shareholder value. However, several corporate governance mechanisms exist to
align the interests of shareholders and managers.

One of these mechanisms is the use of remuneration schemes that link com-
pensation to the creation of shareholder value (as measured by the increase in
the stock price). This mechanism to align the interest of shareholders and man-
agers is very adequate (Brindisi 1985; Baker, Jensen, and Murphy 1988). Several
writers—Larcker (1983); Brickley, Bhagat, and Lease (1985); Murphy (1985); Morck,
Shleifer, and Vishny (1988); and Mehran (1995)—confirm the positive relationship
between stock price increase and the introduction of equity-linked compensation
systems. By substituting a part of the fixed wage with a variable equity-linked
part, interests of shareholders and managers are better aligned. Surprisingly, an
overview of equity-linked compensation schemes is always limited to bonuses,
stock options, shares, and the like. Insider trading by corporate insiders is al-
ways excluded a priori. Since nobody would argue seriously that salaries, options,
bonuses, and other compensation schemes allow insiders to profit at the expense
of shareholders, why should insider trading be treated differently (Carlton and
Fischel 1983)?

The problems with respect to insider trading as a compensation scheme are
no different in nature than any other form of equity-linked compensation schemes
(Macey 1999). Traditional counterarguments against allowing insider trading as a
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compensation scheme include the following (Easterbrook 1981; Moore 1990; and
Scott 1998):

� If insider trading were allowed, managers could also trade on negative inside
information.

� Managers would be focused on short-term stock price movements to exploit
insider trading opportunities.

� Managers could create false information to induce stock price movements to
capture profits based on inside information at the expense of shareholders.

� Managers would choose risky projects to increase the volatility of stock
prices in order to increase profits based on inside information.

� The general meeting of shareholders would lose control over the amount of
compensation of management.

But take a careful look at these arguments and you will see that exactly the same
problems exist with respect to executive stock options (see Engelen 2005). This has
not brought us to the point where executive stock options have been eliminated;
on the contrary, they are widely used, and we believe that all the problems listed
here can be contained under a proper labor contract. Moreover, insider trading
as a compensation scheme could have some clear benefits compared to these tra-
ditional remuneration devices. By its automatic and market-based compensation
for the creation of shareholder value by management, insider trading avoids any
slow and costly (re)negotiations between the company and its management about
the correct amount of remuneration (Engelen 2005). As long as one cannot show
that other remuneration schemes yield the same benefits at a lower cost, insider
trading can therefore not be excluded as a valid compensation scheme (Carlton and
Fischel 1983).

Choice Left to the Company

It follows from the Coase theorem that companies and managers have a strong
incentive to allocate the property right in valuable information to its highest-
valuing user (Fischel 1984). As a result, the distribution of the gains from inside
information should be a matter of contract (Macey 1999). In this way, regulating the
use of inside information is simply an applied executive compensation problem.
Regulating the use of inside information by means of contract allows companies
to specify which insiders may trade on private information and which may not,
because a company might want to prohibit some individuals, but not others, from
trading on the same information (Fischel 1984). For instance, a company might
want managers to trade, but not lawyers, accountants, or consultants. Or it might
choose to exclude members of the board of directors from a right to trade on inside
information. Moreover, it allows companies to specify in the contract what type
of private information insiders may trade. For instance, a company might want
to allow managers to trade on private information, but exclude any information
related to an impending merger or acquisition.

Haddock and Macey (1986a) show that the allocation to the highest-valuing
user depends on the identity of the next-best information processor. Who the
next-best information processor is after the insiders (which might be market
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professionals, dominant shareholders, or small shareholders) determines whether
the property rights are assigned to the corporate insiders or to the shareholders.
So, again, the key question is who captures the benefits when insiders cannot.
Haddock and Macey (1987), Tighe and Michener (1994), and Engelen (2005) argue
that in companies with widely dispersed share ownership, it will mostly be the
market professionals who will capture the gains from the new information when
insider trading is banned. Neither the insiders nor the small shareholders will
benefit from this rule. So a ban on insider trading is not necessarily beneficial to
small shareholders. Even the opposite might be true since, turning back to Manne
(1966), allowing insider trading can limit the fixed salary package of the managers
and, again following Manne, could invoke a more innovative breed of managers
who create more shareholder value (Haddock and Macey 1986b). Similar conclu-
sions can be drawn from the model in Zhang (2001), which suggests that insiders
can be allowed to trade on private information so long as this trading also brings
benefits to shareholders. These benefits result from better shareholder control over
corporate decisions because the insider trading is a useful mechanism to convey
managerial private information. In order for this mechanism to operate properly,
two conditions must be satisfied. First, the insider is required to report his trading
activity, and second, he is prohibited from profiting by making short-term reversals
of his trading position.

However, Haddock and Macey (1986a) indicate situations in which a corpora-
tion is more likely to assign the property rights to the shareholders instead of to
the insiders.16 Such a situation arises when shareholders are the next-best informa-
tion processors. This is the case of dominant shareholders who closely monitor the
company. When the profits from trading on the inside information (when insiders
are banned) are likely to exceed the benefits from fixed salary reduction, dominant
shareholders will prefer a ban on insider trading by corporate insiders. They show
that this will be especially the case if insiders are more risk averse because the
inside trading profits are less certain, thereby making them unwilling to give up
a fixed salary. So, depending on the next-best information processor, insiders and
shareholders will reach an arrangement that would make both sides better off.

MARKET MORALITY PERSPECTIVE
The remaining argument that occurs regularly in the literature is the effect that le-
galized insider trading would have on general market morality. In several publica-
tions, Werhane (1989 and 1991) goes back to Adam Smith in order to clarify the need
for a basic market morality, carried by values like fairness in competition, or a form
of self-interest that is restrained by reason as necessary conditions for a free market.
The problem about insider trading then becomes that the practice is connected to a
“Boeskyian greed culture” (Werhane 1989) that undermines market morality and,
if it takes the upper hand, destroys the market itself. It is very hard to argue with
this type of general argument, and on the whole we are rather sympathetic to it.

However, if you dismiss insider trading along these lines, it seems very dif-
ficult to see why one would not want to dismiss other forms of equity-linked
executive compensation on the same grounds. The excesses of stock option com-
pensation that occurred the past decade seem to invoke the same greed culture
as insider trading. Still, stock options are considered far less problematic while



P1: OTA/XYZ P2: ABC
c11 JWBT301-Boatright June 2, 2010 9:16 Printer Name: Hamilton

INSIDER TRADING 215

insider trading is deemed to be inacceptable. If shareholders regulate insider trad-
ing in a contractual manner, this compensation mechanism comes very close to
stock option compensation and should therefore have the same moral effects
(Machan 1996). Nevertheless, the ban on insider trading has grown dramatically
while stock option compensation is still hailed as a compensation system that
allows us to solve the agency problem.

CONCLUSION
Many examples of insider trading are problematic when looked upon from a nor-
mative point of view. Valuable inside information can be used in order to manipu-
late share prices, or a fax containing the information may get stolen on the way to its
receiver. Misappropriation of information and manipulation of share prices can be
highly problematic. There is, however, another form of insider trading, identified
by Manne (1966), that is much harder to reject on normative grounds. It is a form of
insider trading executed by somebody who creates real value for the company and
who is authorized to use this information, for instance, as part of a compensation
scheme. We evaluate specifically this type of insider trading (labeled type I) and
find it hard to reject.

From a utilitarian (welfarist) point of view, its main impact is that it increases
market efficiency, and this implies a number of positive effects which we believe
greatly outweigh the possible negative effects. On top of this, several supposedly
negative welfare effects (loss of confidence in the market, evaporating liquity) are
not confirmed either in theoretical models or in the empirical literature.

Fairness is an often-used argument against insider trading. But, again, it is very
hard to formulate exactly which type of unfairness is involved and to understand
why this unfairness is unacceptable while other forms of unfairness based on in-
formational asymmetries are quite common in markets (and in fact drive markets).
A highly problematic argument against insider trading is that we need to ban it in
order to create a level playing field. But there is no such thing as a level playing
field in financial markets, certainly not for the small investor. There are several
types of actors active in financial markets, and if we eliminate the informational
advantage from insiders, the advantage simply switches to another group, often
institutional investors. In fact, one could even look upon the rise of insider trad-
ing regulation as a shift in power relations in financial markets in the direction of
institutional investors.

From a property rights perspective one can argue that the right to this valuable
form of information should go to the party that values it the most. In a situation with
referential shareholders, it is often these shareholders who have the most to gain
from keeping this information. From the point of view of small shareholders this
might differ and bring us to the situation that Manne believed to be the best option:
Managers are paid by handing them the right to insider trading, thus reducing the
fixed cost of management and (hopefully) creating an innovative type of managers
who generate shareholder value. There are, of course, serious risks involved in
handing over to managers the right to trade on inside information. We do not
dismiss these arguments lightly; on the contrary, this is a permanent risk. But it is a
risk connected to any type of equity-linked executive compensation, and that is all
too often forgotten. Creating a good, functioning labor contract around executive
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compensation is a real challenge, as became abundantly clear in recent years. Using
insider trading as equity-linked compensation is essentially no different from these
other types of compensation, but probably less costly to the small investor.

A final argument against insider trading refers to a basic market morality
necessary in order to let a free competitive market flourish. This is a very abstract
argument but in a sense the most convincing of all. It is the case that a well-
functioning market is very different from a jungle in which anything goes. A
“Boeskyian greed culture” could very well turn the market into such a jungle. But
so did the compensation schemes at Enron, Worldcom, Citibank, Fortis, and so on.
If we believe that saving market morality is the basic argument, why do we need
to eliminate insider trading when there are a number of other activities that are
just as questionable but continue to be practiced on a massive scale?

NOTES
1. European Directive 89/592/EEC of November 13, 1989, for the Coordination of the

Regulations of Insider Trading, O.J., L334/30.

2. European Directive 2003/6/EC of the European Parliament and of the Council of
January 28, 2003, on Insider Dealing and Market Manipulation (Market Abuse), O.J.,
L96/16, 12 April 2003.

3. A primary insider is a person with access to information because of his capacity as a
corporate insider (like managers and board members), a large shareholder, and/or a
person with access to inside information due to his employment, profession, or duties
(like lawyers, consultants). A secondary insider is a person who is not a primary insider,
but who possesses inside information while he knows or ought to have known that it is
inside information that was disclosed in a breach of a fiduciary duty.

4. In the context of takeover bids, Rule 14e-3 prohibits insiders of the bidder and target to
tip inside information to persons likely to buy shares of the target for their own account
(Bainbridge 2005).

5. The novelty of O’Hagan is that he was not in a fiduciary relationship with the company
whose stock he traded (Pillsbury) but in a fiduciary relationship with the takeover
company (Grand Met). The court rules in effect that this makes no difference. A fiduciary
to Grand Met is enough to constitute insider trading in Pillsbury stock.

6. Legal insider trading refers to the transactions by corporate insiders that have to be
reported to the market authority. Several countries, such as the Netherlands, Germany,
the United Kingdom, and the United States, use this system. For instance, in the United
States officers, directors, and beneficial owners of more than 10 percent of any class of
stock are obliged to disclose their fraction of share ownership and their transactions in
shares of their company (Section 16a-3 (a) Securities Exchange Act of 1934). This legal
insider trading has to be distinguished from illegal insider trading prohibited by Section
10b of the Securities and Exchange Act of 1934 and SEC Rule 10b-5.

7. A financial market operates efficiently if security prices instantaneously and fully re-
flect all relevant available information. In an efficient financial market, market prices
are therefore a reliable criterion for the investment value of securities. A more explicit
definition can be found in Malkiel (1992): “A capital market is said to be efficient if
it fully and correctly reflects all relevant information in determining security prices.
Formally, the market is said to be efficient with respect to some information set if
security prices would be unaffected by revealing that information to all participants.
Moreover, efficiency with respect to an information set implies that it is impossible to
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make economic profits by trading on the basis of that information set.” One method
to measure the efficiency of a financial market is thus to ask what set of information
is reflected in securities prices. Traditionally three types of information can be distin-
guished: information in historical market prices, publicly available information, and all
information, irrespective of its public or nonpublic character. Based on these three types
of information, three forms of the efficient market hypothesis can be distinguished: the
weak form, the semi-strong form, and the strong form of market efficiency (Fama 1970,
1991).

8. A security price is equal to its fundamental value when it accurately reflects investors’
expectations about the present value of the expected future cash flows, discounted at
the appropriate risk-adjusted discount rate.

9. Examples are Moore (1990) and Shaw (1990). Both excellent articles do not believe in the
possibility of a distinction between market manipulation and insider trading. For Moore,
allowing type I transactions will result in type III and IV transactions, and because types
III and IV are wrong, type I should also be excluded. Shaw argues that insider trading
harms investors, but that is hard to accept once you believe in the possibility of an
information-enhancing form of insider trading.

10. Noise traders are investors who trade on the basis of what they believe, falsely, is special
information. See Black (1986). In this case, they are investors who trade on fundamentals
and who fail to recognize the extent of the inside information reflected in security prices
and thus incorrectly believe they have superior information.

11. Notice that it does not have to be the case and that it has not been empirically demon-
strated.

12. Macey (1988) gives the example of a tender offer or purchasing stock in the target
company before disclosing the takeover plans to the target’s shareholders.

13. In The Second Treatise of Government, Locke argues that “Every Man has a Property in his
own Person. This no Body has any Right to but himself. The Labour of his Body, and
the Work of his Hands, we may say, are properly his. Whatsoever then he removes out
of the State that Nature hath provided, and left in, he hath mixed his Labour with, and
joyned to it something that is his own, and thereby makes it his Property. It being by
him removed from the common state Nature placed it in, hath by this Labour something
annexed to it, that excludes the common right of other Men” (Locke 1967).

14. Historically, companies have made little or no attempt to prohibit insider trading (Carl-
ton and Fischel 1983). Or as Manne (1985, 940) puts it: “Clearly the overwhelming
number of companies, when they were perfectly free to contract their way into such a
rule, did not do so. This failure of corporations to design internal rules against insider
trading could not have been an accident or oversight.” The behavior of companies sug-
gests that insider trading may be beneficial (Fischel 1984). However, this does not imply
that insider trading will be beneficial in all situations.

15. The benefits come from increased productivity of the enclosed land. Others will gain
through lower purchase prices of the produce of the land and through higher salaries
for their labor.

16. The model of Hu and Noe (2001) also predicts situations in which shareholders will
benefit and situations in which insiders will benefit from insider trading.
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CHAPTER 12

Derivative Contracts: Futures,
Options, and Swaps*
JAMES A. OVERDAHL
Chief Economist, U.S. Securities and Exchange Commission

INTRODUCTION
Derivatives are financial contracts that derive their principal source of value
from some underlying asset, reference rate, reference credit, or index. When
used prudently, derivatives offer an efficient mechanism for financial institutions,
commercial enterprises, governments, and individuals to hedge preexisting risk
exposures—that is, to transfer risk from those who do not want it to those who
are willing to accept it for a price. In addition to providing an efficient means
for hedging preexisting risks, derivatives also serve an important function in the
price-discovery role of markets.

Although derivatives offer many benefits to our economy, they also hold the
potential for being misused or misunderstood. The main ethical criticism of deriva-
tive products stems from their potential for misuse. A look to newspaper headlines
over the years reveals several instances in which derivatives were allegedly mis-
used, leading to financial fiascos or scandals. For example, in 2008, American Inter-
national Group, Inc. (AIG) sought government protection to avoid defaulting on
payments owed to counterparties under the terms of AIG’s credit default swaps—a
popular kind of derivative based on the credit characteristics of a single firm or an
index of the credit characteristics of many firms. In 2002, the Allfirst unit of Allied
Irish Bank (AIB) lost $750 million due to the unauthorized derivatives trading of a
single rogue employee. In 1995, Barings Bank, an institution that had epitomized
prudent financial management throughout its 200-year-old history, was brought
down by the actions of an unsupervised employee who had placed large bets on
Barings’ behalf using derivative contracts written on Japanese equities. Because
of their potential for misuse, derivatives have become inviting targets for criti-
cism. For example, Berkshire Hathaway chairman Warren Buffett has referred to
derivatives as “time bombs” and “financial weapons of mass destruction.”1

∗The Securities and Exchange Commission, as a matter of policy, disclaims responsibility for
any private publication or statement by any of its employees. The views expressed herein
are those of the author only and do not necessarily reflect the views of the Securities and
Exchange Commission or of the author’s colleagues on the staff of the Commission.
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Buffett’s criticism refers to the potential of derivatives, when misused, to create
or amplify risk instead of serving as tools for risk mitigation. In addition, the com-
plex structure of certain kinds of derivatives can lead to ethical considerations re-
garding the duties owed by better-informed market participants to lesser-informed
participants. One noteworthy case involved Bankers Trust Securities Corporation
(BT) and Gibson Greetings, Inc., where Gibson claimed that BT had breached the
fiduciary duty it owed Gibson as its financial adviser. At the center of the dispute
was the duty owed by BT to Gibson in valuing derivative contracts between the
two parties. A taped conversation between a BT managing director and his su-
pervisor includes the following passage: “From the beginning, [Gibson] just, you
know, really put themselves in our hands like 96 percent. . . . And we have known
that from day one . . . these guys have done some pretty wild stuff. And you know,
they probably did not understand it quite as well as they should. . . . And that’s like
perfect for us.”2 This case led to greater specificity in the structure of derivative
contracts concerning the roles and responsibilities of contract participants.

This chapter begins by defining a derivative contract. The next section discusses
five types of derivative contracts: forward contracts, futures, options, swaps, and
structured products. In succeeding sections, we describe the size of the market,
and how derivatives are used.

DERIVATIVES DEFINED
First and foremost, derivatives are contracts, or agreements, between contract coun-
terparties. Unlike many market transactions where ownership of an underlying
asset is immediately transferred from the seller to the buyer, a derivatives transac-
tion involves no actual transfer of ownership of the underlying asset at the time the
contract is initiated. Instead, a derivative contract simply represents a promise, or
agreement, to transfer ownership of the underlying asset at a place, price, and time
specified in the contract. In fact, most derivative contracts are offset prior to con-
tract expiration without transfer of ownership ever occurring. The counterparty
that contracts to buy is said to have established a long position. A counterparty that
contracts to sell is said to have established a short position. Because of the bilateral
nature of a derivatives contract, the value of the contract depends not only on the
value of its underlying asset, but also on the creditworthiness of the counterparties
to the contract.

Derivative contracts are characterized by the fact that for every long position,
there is a corresponding short position. Prior to the agreement of the long and
the short, the contract defining the terms of future exchange for that asset did not
exist. This means the aggregate net value of derivative positions held across the
economy is zero.

Another characteristic of a derivative contract is that it must be based on
at least one underlying. An underlying is the asset, reference rate, or index from
which a derivative inherits its principal source of value. In practice, derivatives
cover a diverse spectrum of underlyings, including stocks, bonds, exchange rates,
interest rates, credit characteristics, weather outcomes, political events, and stock
market indexes. Practically nothing limits the financial instruments, reference rates,
or indexes that can serve as the underlying for a financial derivative contract.
Moreover, some derivatives can be based on multiple underlyings. For example,
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the value of a financial derivative may depend on the difference between a domestic
interest rate and a foreign interest rate.

Consistent with the characteristics described thus far, we can define a deriva-
tive as a “zero net supply, bilateral contract that derives its principal source of value
from some underlying asset, reference rate, or index.”3 The reader should be aware,
however, that there are many competing definitions of derivatives. Economists,
accountants, lawyers, and government regulators have struggled to develop a pre-
cise, universal definition. That the term derivatives is difficult to define arises from
the fact that derivatives, in a pure economic sense, are not fundamentally different
from other financial instruments that can be used to manage risk.

TYPES OF DERIVATIVES CONTRACTS
This section briefly describes the various types of derivative contracts: forward
contracts, futures contracts, options (both exchange-traded and over-the-counter
versions), swaps, and structured notes. The main features of each type of contract
are discussed as well as how these features can be used to meet particular risk
management objectives.

Forward Contracts

A forward contract is the most basic form of a derivative. A simple forward contract
might specify the exchange of 100 troy ounces of gold one year in the future for a
price agreed upon today, say $400/oz. If the spot price of gold—that is, the price
for immediate delivery—rises to $450/oz. one year from now, the purchaser of this
contract makes a profit equal to $5,000 ($450 minus $400 multiplied by 100 ounces),
due entirely to the increase in the price of gold above its initial agreed-upon value.
Suppose instead the spot price of gold in a year happened to be $350/oz. Then
the purchaser of the forward contract loses $5,000 ($350 minus $400 multiplied by
100 ounces); and he would prefer to have bought the gold at the lower spot price
at the maturity date.

For the short, every dollar increase in the spot price of gold above the price
at which the contract was negotiated causes a $1 per ounce loss on the contract
at maturity. Every dollar decline in the spot price of gold yields a $1 per ounce
increase in the contract’s value at maturity. If the spot price of gold at maturity
is exactly $400/oz., the forward seller is no better or worse off than if he had not
entered into the contract.

Implied in this example is the fact that the value of the forward contract will
depend not only on the price of gold but also on the creditworthiness of the
contract’s counterparties. Each counterparty must trust that the other will perform
under the terms of the contract. A default by the counterparty owing money means
that the other counterparty will not receive what he is owed under the terms of
the contract. The possibility of default means that this kind of forward contract can
take place only between creditworthy counterparties or between counterparties
who are willing to mitigate the credit risk they pose by posting collateral or other
credit enhancements.
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In the preceding example, the forward contract is physically settled at maturity.
Many forward contracts, however, are cash-settled, meaning that at maturity, the
long receives a cash payment if the spot price on the underlying prevailing at the
contract’s maturity date is above the purchase price specified in the contract. If
the spot price on the underlying prevailing at the maturity date of the contract
is below the purchase price specified in the contract, then the long makes a cash
payment.

A key characteristic of a forward contract is that the counterparties to the
contract intend to take delivery (if they are long) or make delivery (if they are short).
Forward contract specifications require that counterparties satisfy their obligations
by completing the delivery terms of the contract. However, the counterparties can
at any time negotiate a separate agreement, apart from the forward contract’s
terms, calling for early termination of the forward contract. This process typically
involves a cash payment from the party seeking early termination.

Forward contracts are important not only because they play an important role
as financial instruments in their own right but also because many other finan-
cial instruments embodying complex features can be decomposed into various
combinations of long and short forward positions.

Futures Contracts

A futures contract is essentially a forward contract that is traded on an organized
financial exchange such as the Chicago Mercantile Exchange (CME).4 Organized fu-
tures markets as we know them arose in the mid-1800s in Chicago. Futures markets
began with grains, such as corn, oats, and wheat, as the underlying asset. Today,
in addition to futures contracts written on agricultural commodities, futures based
on currencies, debt instruments, individual stocks, stock indexes, and energy trade
actively and represent a vast majority of the volume of futures traded on-exchange.

The early 1970s began an evolution in the futures industry with the introduc-
tion of futures on financial products. In 1971, President Richard Nixon removed the
United States from the gold standard, causing the U.S. dollar to float in relation to
other currencies. The CME ventured into financial products first, establishing the
International Monetary Market (IMM) in 1972 to trade foreign currency futures.

During that same period in the early 1970s, interest rates were very volatile, and
the Chicago markets expanded their financial offerings to address this challenge.
The Chicago Board of Trade (CBOT) introduced contracts on government-backed
mortgage certificates in 1975, and two years later began trading futures on long-
term government debt instruments. The IMM in 1981 launched its Eurodollar
contract to shift risk associated with short-term interest rates.

Equity futures, which are another major source of financial futures trading
activity in the United States, were initiated in the early 1980s on indexes such as
the Value Line Index at the Kansas City Board of Trade, the Standard & Poor’s S&P
500 at the CME, and the Dow Jones Industrial Average at the CBOT.

Foreign currency futures are futures contracts calling for the delivery of a
specific amount of a foreign currency at a specified future date in return for a
given payment of U.S. dollars. Interest rate futures take a debt instrument, such
as a Treasury bill or Treasury bond, as their underlying financial instrument. With
these kinds of contracts, the trader must deliver a certain kind of debt instrument
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to fulfill the contract. In addition, some interest rate futures are settled with
cash. A popular cash-settled interest rate futures contract is the CME’s Eurodollar
futures contract, which has a value at expiration based on the difference between
100 and the then-prevailing London Interbank Offer Rate (LIBOR) for three-month
Eurodollar certificates of deposit. Eurodollar futures are currently listed with quar-
terly expiration dates and up to 10 years to maturity. The 10-year deferred contract,
for example, has an underlying of the three-month U.S. dollar LIBOR expected to
prevail 10 years hence.

Futures on individual stocks and stock indexes are also traded. For futures on
individual stocks, called single stock futures, contracts are generally settled through
physical delivery, at least in the United States. For futures on broad-based stock
indexes, such as the S&P 500, rather than attempt to deliver a basket of the 500
stocks in the index, traders settle their accounts by making cash payments that are
consistent with movements in the index.

For many years, a substantial share of futures transactions in the United States
occurred through the open-outcry trading process, in which traders literally cry out
their bids to go long and offers to go short. This process is still used but is becoming
less common as trading volume has migrated to electronic trading platforms. Open-
outcry trading helps ensure that all traders in the central marketplace (called a pit
because of the bowl-like tiered arrangement in which traders stand) have access
to the same information about the best available prices. Over the past decade,
open-outcry trading has been superseded by electronic platforms that attempt to
replicate the trading pit. Some of the largest futures exchanges in the world now
handle all order entry and trade execution electronically.

Forwards versus Futures
To say that a futures contract is a forward contract traded on an organized exchange
implies more than may be apparent at first blush. This is because trading on an
organized exchange involves key institutional features aimed at overcoming the
biggest problems traders face in using forward contracts: credit risk exposure, the
difficulty of searching for trading partners, and the need for an economical means
of exiting a position prior to contract termination.

To mitigate credit risk, the exchange-affiliated clearinghouse will require pe-
riodic recognition of gains and losses. At least daily, the clearinghouse will mark
the value of all futures accounts to current market-determined futures prices. Any
gains in value from the previous marking-to-market period can be withdrawn by
the winners, and those gains are financed by the losses of the losers over that
period.

Marking-to-market creates a difference in the way futures and forward con-
tracts allow traders to lock in prices. With a forward contract, the price of the
asset exchanged at delivery is simply the price specified in the contract. With a
futures contract the buyer pays, and seller receives, the spot price prevailing at
the delivery date. If this is so, then how is the price locked in? The answer is that
gains and losses on a futures position are recognized daily so that over the life
of the futures contract the accumulated profits or losses—coupled with the spot
price at delivery—yield a net price corresponding with the futures price quoted at
the time the futures position was established. The marking-to-market procedure
requires that customers post a performance bond that, loosely speaking, covers the
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maximum daily loss on their futures position. Those who fail to meet their margin
call have their positions liquidated by the clearinghouse before trading resumes.
Marking-to-market coupled with daily price limits serves to reduce exposure to
credit risk.

To further mitigate credit risk, futures exchanges use clearinghouses to serve
as the central counterparty to all transactions. If two traders consummate a trans-
action at a particular price, the trade immediately becomes two legally enforceable
contracts: a contract obligating the buyer to buy from the clearinghouse at the
negotiated price, and a contract obligating the seller to sell to the clearinghouse
at the negotiated price. Thus, individual traders never have to engage in credit
risk evaluation of other traders. All futures traders face the same credit risk: the
risk of a clearinghouse default. To further mitigate credit risk, futures exchanges
employ additional means, such as capital requirements, to reduce the probability
of clearinghouse default.

A second problem with a forward contract is that the heterogeneity of contract
terms makes it difficult to find a trading partner. The terms of forward contracts are
customized to suit the individual needs of the counterparties. To agree to a contract,
the unique needs of contract counterparties must correspond. Searching for trading
partners under these constraints can be costly and time consuming, leaving many
potential traders unable to consummate their desired trades. Organized exchanges,
by offering standardized contracts and centralized trading, economize on the cost
of searching for trading partners.

A third and related problem with a forward contract is the difficulty in exiting
a position, short of actually completing delivery. In fact, forward contracts do not
contemplate offset as a means for exiting a position. Users of forward contracts, who
tend to be commercial users, intend to take or make delivery when they enter the
contract. As noted previously, in some instances, one party to the forward contract
may decide that it is no longer desirable to complete the contract through the
delivery process. Early termination of a forward contract requires new negotiation
between the counterparties, a process that can be expensive for the party seeking
early termination, who typically must pay cash to induce the counterparty to
agree to the new arrangement. An organized exchange makes it easy for traders
to complete their obligations without actually making or taking delivery. In fact,
fewer than 2 percent of futures contracts (by volume) are settled by delivery.

Because of credit risk exposure, the cost and difficulty of searching for trading
partners, and the need for an economical means of exiting a position early, forward
markets have always been restricted in size and scope.5 Futures markets have
emerged to standardize contract terms and mitigate the credit risk associated with
forward contracts. An organized exchange also provides a simple mechanism that
allows traders to exit their positions at any time.

Options

In 1973, the Chicago Board Options Exchange (CBOE) began trading options on in-
dividual stocks. Since that time, the options market has experienced rapid growth,
with the creation of new exchanges and many different kinds of new option con-
tracts. Contracts include options written on individual stocks and bonds, foreign
currencies, stock indexes, exchange-traded funds (ETFs), and futures contracts.
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There are two major classes of options: call options and put options. Ownership
of a call option gives the owner the right to buy a particular asset at a certain price,
with that right lasting until a specified date. For example, if IBM is selling at $120
and an investor has the option to buy a share at $100 (the strike price), this option
must be worth at least $20, the difference between the price at which you can
buy IBM ($100) through the option contract and the price at which you could
sell it in the open market ($120). Such an option is said to be in-the-money. If the
market price of IBM is equal to the strike price, then this option would be at-the-
money. If the market price of IBM is below the strike price, the option would be
out-of-the-money.

Ownership of a put option gives the owner the right to sell a particular asset
at a specified price, with that right lasting until a particular date. For example, if
IBM is selling at $120 and an investor has the option to sell a share at $140 (the
strike price), this option must be worth at least $20, the difference between the
price at which you can buy IBM ($120) in the open market and the price you can
sell it ($140) through the option contract. Such an option is said to be in-the-money.
If the market price of IBM is equal to the strike price, then this option would be
at-the-money. If the market price of IBM is above the strike price, the option would
be out-of-the-money.

Like other forms of derivatives, for every option there is both a buyer and a
seller. In the case of a call option, the seller receives a payment from the buyer and
gives the buyer the option of buying a particular asset from the seller at a certain
price, with that right lasting until a specified date. Similarly, the seller of a put
option receives a payment from the buyer. The buyer then has the right to sell a
particular asset to the seller at a certain price for a specified period of time.

Selling an option does commit the seller to specific obligations. The seller of a
call option receives a payment from the buyer, and in exchange for this payment,
the seller of the call option (or simply, the call) must be ready to sell the given
asset to the owner of the call, if the owner of the call wishes. The discretion to
engage in further transactions always lies with the owner or buyer of an option.
Option sellers have no such discretion. They have obligated themselves to perform
in certain ways if the owners of the options so desire.

There are eight options exchanges in the United States trading options on a
variety of financial instruments, reference rates, and financial indexes. In many
respects, options exchanges and futures exchanges are organized similarly. To buy
an option, a trader simply needs to have an account with a brokerage firm holding
a membership on the options exchange. The trade can be executed through the
broker with the same ease as executing a stock transaction. The buyer of an option
will pay for the option in full at the time of the trade. In selling a call option,
the seller is agreeing to deliver the stock for a set price if the owner of the call
so chooses. This means that the broker will need to ensure that the seller has the
necessary financial resources to fulfill all obligations. The broker needs financial
guarantees from the seller of the option (called the writer) because the full extent of
the seller’s obligations is not known when the option is sold. In the case of a call,
the writer may already own the shares of stock and deposit these with the broker.
Writing call options against stock that the writer already owns is called writing a
covered call. This gives the broker complete protection, because the shares that are
obligated for delivery are in the possession of the broker. If the writer of the call
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does not own the underlying stocks, he has written a naked option, in this case a
naked call. In such cases, the broker may require substantial deposits of cash or
securities to ensure that the trader has the financial resources necessary to fulfill
all obligations.

The Options Clearing Corporation (OCC) serves as a guarantor to ensure that
the obligations of options contracts are fulfilled for the selling and purchasing
brokerage firms. Brokerage firms are either members of the OCC or affiliated with
members. The OCC provides credit risk protection by enforcing rigorous member-
ship standards and margin requirements. The OCC also maintains a self-insurance
program that includes a guarantee trust fund. As an additional safeguard, the OCC
has the right to assess additional funds from member firms to make up any default
losses. As in the futures market, the buyer and seller of an option have no direct
obligations to a specific individual but are obligated to the OCC. Later, if an option
is exercised, the OCC matches buyers and sellers and supervises the completion
of the exercise process, including the delivery of funds and securities.

Over-the-Counter Options
Not all options are traded on exchanges. Over-the-counter (OTC) options markets,
where financial institutions and corporations trade directly with one another in
principal-to-principal (P2P) transactions are becoming increasingly popular. Trad-
ing in OTC options is particularly active on interest rates and foreign exchange.

The main advantage of an OTC option is that it can be tailored by a financial
institution to meet the precise needs of corporate clients. Nonstandard features can
be incorporated into the design of the option. For example, the option might specify
that it can be exercised only on specific days during the option’s life. OTC options
containing nonstandard features are referred to as exotic options. At one time,
exotic options seemed fanciful and gained attention only as academic curiosities.
Although the name is still used, many exotic options are today commonly used by
corporate treasury departments and other end users.6

OTC Interest Rate Products
Over-the-counter interest rate options masquerade under a variety of names, in-
cluding caps, caplets, floors, floorlets, and collars. Most people are familiar with
caps in the context of interest rates since so many mortgage contracts offer bor-
rowers the opportunity to protect against the rate of interest on a floating-rate loan
going above some level over some specified period of time. If the rate of interest
on the loan does rise above the cap rate, the seller of the cap (i.e., the lender) is
responsible for the difference.

A cap is simply a call option on interest rates. A cap on interest rates guarantees
that the borrower (the buyer of the cap) will pay the lesser of the cap rate and the
prevailing rate. Suppose that the rate on a loan is reset every three months equal
to three-month LIBOR and that the borrower has capped the loan at 10 percent.
Since the loan is written for more than three months with several reset dates, the
cap can be viewed as a portfolio of options. The individual options are referred to
by practitioners as caplets.

A floor guarantees that the lender (the buyer of the floor) will receive the greater
of the floor rate and the prevailing rate. Therefore, a floor can be thought of as a
put option on interest rates. For example, the loan contract just considered may
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require a minimum payment of 5 percent. Since the loan is written with several
reset dates, the floor, like the cap, can be viewed as a portfolio of options. The
individual options are called floorlets.

Caps are often used in conjunction with floors to create collars. The combination
of a purchased cap and a written floor results in a collar for a borrower. For example,
the borrower may purchase a cap at 12 percent and sell a floor at 8 percent.
Purchasing a collar is sometimes viewed as a way for a borrower to reduce the cost
of a cap by accepting the obligation to make payments if rates fall below the floor
rate. A lender can also purchase a collar by purchasing a floor and simultaneously
selling a cap. For example, a lender may purchase a floor at 8 percent and sell a
cap at 12 percent. Like the collared borrower, the collared lender views a collar as
a way of reducing the cost of purchasing a floor.

Swaps

A swap is an agreement between two or more parties to exchange sets of cash
flows over a fixed period of time in the future. Swaps are privately negotiated
derivatives. They trade in an off-exchange, over-the-counter environment. Swap
transactions are facilitated by dealers who stand ready to accept either side of a
transaction (e.g., pay-fixed or receive-fixed) depending on the customer’s demand
at the time.

The origins of the swaps market can be traced to the late 1970s, when currency
traders developed currency swaps as a technique to evade British controls on the
movement of foreign currency. The first interest rate swap occurred in 1981 in
an agreement between IBM and the World Bank. Since that time, the market has
grown rapidly.

There are five basic kinds of swaps: interest rate swaps, currency swaps, equity
swaps, commodity swaps, and credit swaps. Swaps can also be classified as plain
vanilla or flavored. Some types of plain vanilla swaps can be highly standardized,
not unlike the standardization of contract terms found on an organized exchange.
With flavored swaps, numerous terms of the swap contract can be customized to
meet the particular needs of the swap’s counterparties.

An interest rate swap obligates the counterparties to exchange interest pay-
ments periodically for a specified period of time. In the most common form of
interest rate swap, called a fixed-for-floating swap, one payment is based on a float-
ing rate of interest that resets periodically (e.g., three-month LIBOR) and the other
on a rate fixed at the inception of the contract. The actual amounts exchanged
are calculated based on a notional principal amount. Interest rate swaps can also
involve multiple underlyings.

Currency swaps are similar to interest rate swaps in that one party makes
a series of fixed or floating-rate payments to its counterparty in exchange for a
series of fixed or floating receipts. In a currency swap, though, the payments and
receipts are in different currencies, and the principal amounts of each currency
are exchanged at the beginning of the swap and returned at its conclusion. The
principal of a currency swap is therefore not notional because the principal amounts
are actually exchanged.

An equity swap is similar to an interest rate swap in that there is an underlying
notional principal, a fixed tenor (i.e., the time until maturity as defined in the
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contract), and one party paying a fixed rate of return on the underlying individual
equity or equity index while the other pays a floating rate. The difference is that
the floating rate is determined by the rate of return on a stock index.

In a commodity swap, the counterparties make payments based on the price
of a specified amount of a commodity, with one party paying a fixed price for the
good over the tenor of the swap, while the second party pays a floating price. In
general, the commodity is not actually exchanged, and the parties make only net
payments.

A credit swap is a privately negotiated, OTC derivative designed to transfer
credit risk from one counterparty to another. The payoff of a credit swap is linked
to the credit characteristics of an underlying reference entity, also called a reference
credit. A reference credit can be an individual firm or an index of individual firms.
Credit swap contracts will also specify the types of credit events that will trigger
payouts from protection buyers to protection sellers. These events may include
bankruptcy of the reference entity or failure to pay on a reference obligation.
Credit swaps enable financial institutions and corporations to manage credit risks.

Counterparty credit risk is a significant concern of end-users and dealers in
the swaps market. Credit risk arises from the possibility of a default by the swap
counterparty when the value of the swap is positive (i.e., in-the-money). Current
credit exposure is measured by the swap’s current replacement cost—that is, the
amount required to replace the swap in the event of a counterparty default today.
Only positive swap values are of interest in determining swap credit exposure.
This is because with negative- or zero-value swaps (i.e., out-of-the-money or at-
the-money swaps), the counterparty owes nothing in the event of a default. In
other words, the only time money is at risk is when the default occurs with a
counterparty owing money.

Current replacement cost represents current credit exposure. However, cur-
rent replacement cost alone does not accurately portray the potential credit risk
over the life of the swap. A counterparty might default at some future date with
swap values significantly different than current swap values. The potential loss is
larger because the replacement cost can potentially become larger over the life of
the swap.

In assessing potential counterparty credit risk in swaps, risk managers must
account for what a bankruptcy court would do in the event of a default. For
example, in one legal scenario, a bankruptcy court may determine the replacement
cost of each swap in the portfolio and simultaneously close out all positions. In
an alternate legal scenario, a bankruptcy court may allow each swap to run until
its settlement, maturity, or expiration date, and then close out only those swaps
that have positive replacement cost. Selectively closing out only those swaps with
positive value is called cherry picking. The possibility of cherry picking is a scenario
that must be accounted for in measuring potential counterparty credit exposure.

Structured Notes

A structured note can be defined as a debt security whose cash flows can be decom-
posed into the cash flows on a traditional, straight debt security (e.g., a level-coupon
or zero-coupon bond) and a derivatives contract.7 For that reason, structured notes
are also sometimes called derivative securities or hybrid debt. By offering the debt
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and derivative features in a combined contract, the issuer believes he can reduce
the cost of debt over a stand-alone debt offering.

A simple option-based structured note is a commodity-linked note. Consider
the Standard Oil Company of Ohio’s issue of an oil-indexed zero-coupon note in
1986. At maturity, the holder of the note received $1,000 plus the excess of the
crude oil price over $25 per barrel multiplied by 170 barrels. The payout in excess
of $25 per barrel was capped at $40 per barrel. The market value of the notes was
contingent on the price of oil in the future. Thus, the cash flows on the note were
equivalent to the cash flows of a regular note plus a long call option exercisable at
$25 per barrel plus a short call exercisable at $40 per barrel.8

THE SIZE OF THE MARKET FOR DERIVATIVES
Derivatives activity can be tracked on a regular or semi-regular basis through
several sources. Exchange-traded derivatives data is maintained and distributed
by the exchanges themselves. For privately negotiated derivatives activity, perhaps
the most regular and reliable source of data is contained in surveys conducted twice
a year by the Bank for International Settlements (BIS). The Office of the Comptroller
of the Currency (OCC) is another reliable source of market information, at least for
derivatives activity at U.S. dealer banks. The OCC compiles and reports derivatives
information from call reports submitted by banking organizations.

Exchange-Traded Derivatives

For exchange-traded derivatives, including futures and options on futures,
Exhibit 12.1 provides the breakdown of 2008 annual global volume by product
type. The table shows that exchange-traded derivatives can be characterized as
contracts with financial, rather than physical, underlyings.

Exhibit 12.2 shows total exchange-traded derivatives volume by region. North
America, which was once virtually unchallenged in the international arena, is
now just one of several areas of the world in which derivatives trading flourishes.

Exhibit 12.1 Global Exchange-Listed Derivatives Volume
(Futures and Options), 2008

Type of Underlying Number of Contracts Traded

Equity Index 6,488,620,434
Individual Equity 5,511,194,380
Interest Rates 3,204,838,617
Agricultural Commodities 888,828,194
Energy Products 580,404,789
Foreign Currency 577,156,982
Precious Metals 180,370,074
Other Metals 175,788,341
Other 45,501,810
TOTAL 17,652,703,621

Source: Futures Industry Association.
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Exhibit 12.2 Total Exchange-Listed Derivatives by Region

Contracts Traded Change

2008 2007 Percent
Contracts
(millions)

Asia-Pacific 4,974,727,462 4,289,600,329 16.0% 685,127,133
Europe 4,167,116,664 3,592,095,161 16.0% 575,021,503
North America 6,995,493,016 6,137,204,923 14.0% 858,288,093
Latin America 854,405,219 1,048,627,318 −18.5% −194,222,099
Other 660,961,260 459,104,373 44.0% 201,856,887
Global Total 17,652,703,621 15,526,632,104 13.7% 2,126,071,517

Source: Futures Industry Association.

Exhibit 12.3 shows the top 10 global futures contracts in 2008 by volume, again
confirming the popularity of financial products. Exhibit 12.4 presents the 10 most
active global exchanges ranked by 2008 volume.

Privately Negotiated Derivatives

Measuring the size and growth of privately negotiated derivatives is difficult.
Quantifying privately negotiated derivatives activity is problematic, largely be-
cause disclosure and reporting are not required on a widespread basis.

Data that provide information on privately negotiated derivatives activity
are routinely reported. Two popular measures are notional principal amounts
and replacement cost. Notional principal is simply the total principal amount
outstanding on privately negotiated derivatives of a particular variety. However,
although some products, such as currency swaps, have principal that actually is
exchanged, many products such as interest rate swaps do not—hence, the term
notional. The notional amount underlying a swap reveals nothing about the capital
actually at risk in that transaction. If one party to a swap agrees to pay 5 percent of

Exhibit 12.3 Top 10 Global Listed Derivatives Contracts (by 2008 Volume)

Rank Product Exchange Contracts (millions)

1 Kospi 200 Options KRX 2,766.5
2 E-mini S&P 500 Futures CME 633.9
3 Eurodollar Futures CME 597.0
4 DJ Euro Stoxx 50 Futures Eurex 432.3
5 DJ Euro Stoxx 50 Options Eurex 400.9
6 SPDR S&P 500 ETF Options Multiple 321.5
7 Euro-Bund Futures Eurex 257.8
8 10-Year T-Note Futures CME 256.8
9 Euribor Futures Liffe 228.5

10 Eurodollar Options on Futures CME 228.2

Source: Futures Industry Association.
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Exhibit 12.4 Top 10 Global Derivatives Exchanges (by 2002
Volume)

Rank Exchange Contracts (millions)

1 CME Group 3,277.7
2 Eurex 3,172.7
3 Korea Exchange 2,865.5
4 NYSE Euronext 1,675.8
5 Chicago Board Options Exchange 1,194.5
6 BM&F Bovespa 741.9
7 NASDAQ OMX 722.1
8 National Stock Exchange of India 590.2
9 JSE South Africa 513.6

10 Dalian Commodity Exchange 313.2

Source: Futures Industry Association.

a $100 million notional amount while the other party pays LIBOR as a percentage
of $100 million, using $100 million as a measure of the swap’s value is of little
practical relevance. In most cases, the cash flows actually exchanged are many times
smaller than the notional principal amount. Because of the problems associated
with notional value, replacement cost is often used as an alternative measure for
reporting the extent of a firm’s derivatives activity.

Exhibit 12.5 shows annual estimates of privately negotiated derivatives ac-
tivity by product type from 2004 through 2008. The exhibit shows that inter-
est rate and currency derivatives represent the largest segment of privately ne-
gotiated derivatives activity, whereas equity, commodity, and other derivatives
have a smaller showing. Exhibit 12.5 also shows that the size of the market for
credit swaps grew nearly 10 times between 2004 and 2008 to $57 trillion as of
June 2008.

HOW ARE DERIVATIVES USED?9

Users of exchange-traded and privately negotiated derivatives include commercial
and investment banks, thrifts, financial corporations (e.g., insurance and finance
companies), nonfinancial corporations (e.g., airlines and manufacturing firms),

Exhibit 12.5 Privately Negotiated Derivatives Notional Amounts Outstanding ($ billions)

Year Total Interest Rate Currency Equity Commodity Credit

2008 $683,726 $458,304 $62,983 $10,177 $13,229 $57,325
2007 $595,341 $393,138 $56,238 $8,469 $8,456 $57,894
2006 $414,845 $291,582 $40,271 $7,488 $7,115 $28,650
2005 $297,666 $211,971 $31,360 $5,793 $5,435 $13,908
2004 $257,894 $190,502 $29,289 $4,385 $1,443 $6,396

Source: Bank for International Settlements.
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institutional investors (e.g., pension funds), governments, and specialized trad-
ing firms. Some of the ways these institutions use derivatives are described in
this section.

Perhaps the most important use of derivatives is to efficiently manage preexist-
ing risk exposures—that is, to hedge. Interest rate swaps, for example, help banks
to hedge the asset/liability mismatches inherent in funding long-term assets, such
as mortgages, with short-term liabilities that are revalued more frequently, such
as certificates of deposit. Currency forwards, options, and swaps help importers,
exporters, and multinational corporations better manage the foreign exchange risk
inherent in their ordinary business operations.

To see how derivatives can be used to hedge preexisting risk, consider a pension
fund that expects to receive $1,000,000 in three months to be invested in stocks.
If the fund manager waits until the money is in hand, the fund will have to pay
whatever prices prevail for stocks at that time. This exposes the fund to risk because
of the uncertain value of the stocks three months from now. To hedge this risk, the
fund manger could establish a long position in stock index futures expiring in
three months and establish the effective price the fund will pay for the stocks it
will purchase in three months. If the stock market rises over the next three months,
the fund benefits by being in the futures market. However, if the stock market falls
over the next three months the fund is worse off by being in the futures market. By
establishing a futures position, the fund locks in the price it will pay for the stocks
it wishes to purchase in three months. This decision reduces risk. The decision
protects against rising prices, but it sacrifices the chance to profit from falling
stock prices.

Using derivatives to hedge does not make sense for everyone. In particular,
publicly held corporations must ask whether hedging adds value to shareholders.
For corporations, reducing risk comes at the expense of reducing expected return,
and hedging may not improve the trade-off between risk and return. Companies
are organized using the corporate form specifically to spread risk across many
shareholders, who further spread risk through their individual ownership of di-
versified portfolios of stocks from many corporations. In a sense, a publicly held
corporation is hedged naturally through its ownership structure. Shareholders are
therefore likely to be at best indifferent to hedges constructed at the corporate level.
Yet, in spite of this indifference, many publicly held corporations are observed to
hedge. We must assume that since capital market discipline creates powerful in-
centives for corporations to make value-maximizing decisions, not all observed
hedging is done over the objections of shareholders.10

In addition to hedging, derivatives are also used by financial institutions in
order to lower funding costs. A U.S. corporation, for example, might borrow
75 million euros in German capital markets, then use a currency swap to con-
vert the euro currency exposure to a U.S. dollar exposure. The final result could be
a lower cost of funds in U.S. dollars than if the firm had sought direct financing
in U.S. capital markets. International differences in taxation, regulation, and con-
trols on capital often make these types of transactions persistently advantageous for
some firms.

Many institutions engage in derivatives transactions as a profit center, thus
making derivatives a part of a firm’s primary line of business. For example, a
bank may enter into a proprietary derivatives transaction aimed at exploiting a
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perceived profit opportunity. When a firm has a view on the direction or volatility
of asset prices or interest rates, it may use derivatives to exploit that view while
still reducing its overall capital at risk.

Finally, derivatives provide a low-cost and effective means for both corpo-
rations and institutional investors to respond quickly and cheaply to new infor-
mation and manage their portfolios of assets and liabilities more efficiently as
a result. A fully invested equity fund, for example, can reduce its market expo-
sure expeditiously and at low cost by using futures on stock indexes, instead of
selling off that part of its cash equity assets that comprises the index. Corporate
borrowers can also effectively manage their liability structure, fixed/floating debt
ratio, and currency composition by using interest rate and currency swaps and
futures. Derivative instruments can be substantially less costly to trade than the
underlying instrument itself. Without access to derivative instruments, altering risk
exposure in response to new information, for example, would be much more costly
to accomplish.

NOTES
1. See Annual Report to Shareholders, Berkshire Hathaway Corporation, April 2003.

2. Barry Schachter and James Overdahl, “Derivatives Regulation and Financial Manage-
ment,” Financial Management (Spring 1995).

3. This definition comes from Christopher L. Culp and James A. Overdahl, “An Overview
of Derivatives: Their Mechanics, Participants, Scope of Activity, and Benefits,” in The Fi-
nancial Services Revolution, ed. Clifford E. Kirsch (Chicago: Irwin Professional Publishing,
1997).

4. We say “essentially” because in some legal proceedings over-the-counter swap transac-
tions have been alleged to be futures for purposes of invoking the antifraud provisions
of the Commodity Exchange Act. See, for example, CFTC docket no. 95-3 concerning
disputed swaps transactions between Gibson Greetings, Inc., and BT Securities Corpo-
ration.

5. There is a notable exception in the forward market for foreign currency, where the
forward market is extremely large and overshadows the futures market.

6. For a more detailed discussion of exotic options, see Futures, Options, and Swaps, 5th
edition, by Robert W. Kolb and James A. Overdahl (Malden, MA: Blackwell Publishing,
2007); or Options, Futures, and Other Derivatives, 7th edition, by John C. Hull (Saddle
River, NJ: Prentice Hall, 2008).

7. Structured securities can also involve the combination of equity securities with deriva-
tives. For a survey of some of these, see Jack Clark Francis, William W. Toy, and J.
Gregg Whittaker, eds., The Handbook of Equity Derivatives (Chicago: Irwin Professional
Publishing, 1995).

8. See C. L. Culp, and R. J. Mackay, “Structured Notes: Mechanics, Benefits, and Risks,” in
Derivatives Risk and Responsibility, ed. R. A. Klein and J. Lederman (Chicago, IL: Irwin
Professional Publishing, 1996).

9. For an excellent reference on the use of derivatives, see Christopher L. Culp, Risk Transfer:
Derivatives in Theory and Practice (Hoboken, NJ: John Wiley & Sons, 2004).

10. For more information on the subject of when corporations should hedge (and when they
should not), see Smith and Stulz, “The Determinants of Firms’ Hedging Decisions,”
Journal of Financial and Quantitative Analysis 20 (1985), 391–405.
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INTRODUCTION
Hedge funds are targets of ethical criticism, and most criticism has focused on
their opacity. Hedge funds are structured to block transparency for strategic
reasons—that is, they systematically deny information to their own investors and
to governments in order to protect their competitive advantage, typically a pro-
prietary strategy. They resolutely hold their financial details and their strategies
close, even though the information they hide holds tremendous significance for
the interests of both groups. This particular form of asymmetry in information is
not unique to hedge funds, but it is emblematic of them.

In this chapter I detail the major ethical allegations made against hedge funds,
and explain why hedge fund opacity creates intractable conflicts, many of which
cannot be resolved through government regulation. Sometimes opacity can be reg-
ulated away; but hedge funds are subject to what I call regulatory recalcitrance. These
considerations suggest strongly that, in the end, only tightly designed government
measures to enforce limited transparency, combined with industrywide voluntary
moral coordination, can succeed. Moreover, any successful ethical and regulatory
approach to hedge funds involves distinguishing among four key stakeholder
groups of hedge funds: direct investors, indirect investors, the global public, and
the national public.

BACKGROUND ON HEDGE FUNDS
Hedge funds are privately owned financial firms that raise money from large
investors, including individuals, pension funds, and charities, for the purpose
of increasing the value of the investment. They grew dramatically from 1998 to
2008, and according to a report by the Zurich-based Financial Stability Forum
commissioned by G8 governments, in 2008 they managed assets of $1.6 trillion
(New York Times 2007).

∗Some material in this chapter appeared originally in Thomas Donaldson, “Hedge Fund
Ethics.” Business Ethics Quarterly, 2008, 18(3): 405–416. I thank John Boatright for his excellent
scholarly and editorial help with this chapter.
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In contrast to traditional investment firms such as brokerage houses and banks,
hedge funds successfully avoided traditional government regulation for years. At
least until 2009, U.S. firms did not have to file quarterly reports with the Securities
and Exchange Commission (SEC). It has, hence, been extraordinarily difficult over
the years to get accurate information about either their strategies or their earnings
(Cassidy 2007). This privileged position offered them almost unlimited freedom in
designing investment strategies, and indeed the term hedge fund is a loose-fitting
blanket that covers a bewildering array of financial strategies. Hedge funds can
invest in the distressed debt of a foreign country; can buy equities long (buy stocks
or bonds hoping they will rise in value); can buy short (buy stocks or bonds expect-
ing they will fall in value); can invest and trade using a complex computer-driven
algorithm (quant strategies); can speculate in foreign currencies; can arbitrage com-
modity futures, and so on. In short, they can do anything sufficiently profitable to
justify the fees they charge to investors.

The economic crisis and worldwide recession that began in 2008 promised to
impose more regulations on this heretofore elusive industry. In 2009, SEC head
Mary Schapiro argued that her agency needed the ability to inspect and examine
the books and records of hedge funds as well as some rulemaking authority (Poirier
2009). In addition, legislation seemed virtually certain requiring the registration of
hedge funds with the SEC. Even more invasive regulatory measures, detailed later
in this chapter, were proposed by the European Community in 2009.

The most salient feature of hedge funds is that they charge huge fees to their
investors. The usual cost to an investor is “2 and 20,” meaning that the fund receives
annually 2 percent of the value of the invested money (i.e., two cents each year
for every dollar it manages), plus 20 percent of any profit it happens to make for
investors. Sometimes the formula is even “3 and 30.” As has been noted, this can be
a “heads I win, tails you lose” proposition. If the fund loses badly for investors, it
still receives more than twice the normal fees charged to large investors. But if the
fund wins for investors, it receives not only twice the normal fee, but 20 percent of
the profits. Fees are considered “carried interest” for tax purposes and are taxed at
the capital gains rate. Because most hedge fund managers pay only capital gains
rates on their remuneration (currently 15 percent in the United States) instead
of income tax rates for top bracket earners (currently 35 percent in the United
States), it is little wonder that in 2006 three hedge fund managers—James Simons
of Renaissance Technologies, Kenneth Griffin of Citadel Investment Group, and
Edward Lampert of ESL Investments—received more than a billion dollars each in
after-tax remuneration (Cassidy 2007).

But there is no reason to condemn prosperity per se. Making large sums of
money is not itself morally objectionable. One must ask, then, whether there are
genuine moral issues raised by hedge funds. At least three moral allegations are
often made: that they (1) receive unfair tax benefits, (2) dupe investors, and (3)
cause social harm. Let us examine these moral allegations in turn, in order to see
the extent to which, if at all, each involves the problem of transparency.

ALLEGED UNFAIR TAX BENEFITS
Critics point out that hedge fund managers and also private equity fund managers
pay only the capital gains tax on their remuneration, in contrast to the income
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tax rate that others in the highest tax bracket pay. Even the salaries of execu-
tives in investment banks and brokerage firms are taxed as income, not as capital
gains. What is more, taxes are even lower for the many firms legally based in tax
havens. About 75 percent of the world’s hedge funds are said to be based in the
Cayman Islands.

As a Wall Street Journal article noted, in 2006 Stephen Schwarzman, chairman
and co-founder of the Blackstone Group, earned almost double the combined pay
of the bosses of Wall Street’s five largest investment banks (Schuman 2007). This
appears to violate a basic principle of tax fairness: namely, like should be taxed
alike. The secretaries of hedge fund managers, indeed, usually pay a higher tax
rate than their bosses, who are earning hundreds of millions of dollars. In the
United States in 2007, legislation was introduced that would have removed this
tax perk. It was supported by prominent senators including the chairman of the
Senate Finance Committee, Max Baucus, Democrat from Montana, and Charles
Grassley of Iowa, who is the ranking Republican on the committee (Anderson and
Sorkin 2007). The legislation was fought vigorously by the industry and as of early
2010, the congressional effort had failed.

Fund managers argue that the lower rate is appropriate because of the risky
nature of hedge fund investments. This is, in effect, the same argument often used
to justify lower tax rates on investments generally. The critics, however, note that
most fund managers have very little of their own money at risk. They raise and
manage the money of other investors and in this sense function as investment
managers and advisers—just as managers of investor stock portfolios do. If it
walks like a duck and quacks like a duck, critics allege, then it is a duck and should
be taxed accordingly.

ALLEGED INVESTOR DUPING
Hedge funds are said to dupe investors with false or misleading claims. The data
are hazy, but there is no solid evidence to support the claim that the average hedge
fund performs any better than a traditional investment in the stock market. Since
2000, the average hedge fund does not appear to have done any better, after fees,
than the market as a whole. Interestingly, very large funds, many of which are
not open to new investments, appear to outperform the market after fees, while
smaller ones underperform (Leonhardt 2007).

Given the fact that many hedge funds at the time of this writing (2009) have
some exposure to subprime investments, the slow unwinding of leverage over
the next few years may be painful for hedge fund investors and depress profits
even further. Warren Buffett, in a 2008 letter to Berkshire Hathaway share owners,
called the fee arrangements of hedge fund managers “grotesque” and warned
shareholders not to expect high returns. Moreover, it is not only the rich who
invest in hedge funds anymore: Pension funds are now invested heavily, and many
middle-income Americans are indirectly exposed to hedge fund risk through their
pension funds.

A physicist is said once to have quipped that “the most powerful force in the
universe is compound interest” (Kay 2008). The 2 percent annual fee charged by
hedge funds seems modest, but compounded over years its effect is staggering on a
given investment. In an intriguing set of calculations set out in the Financial Times by
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John Kay, one can see how much an investor stands to lose when investing money
with a hedge fund, in contrast, say, to investing it with an investment manager who
charges little or no fees—as the renowned investment manager, Warren Buffett,
does. Kay calculates how much less Buffett investors would have today if, instead
of investing in the actual Berkshire Hathaway (a collection of investments), they
had invested it in a hypothetical Berkshire Hathaway managed by hedge funds
with a “2 and 20” annual fee structure. The results are staggering. Instead of creating
$62 billion of wealth, those investments would have only created approximately
$5.6 billion. In other words, the effect of sacrificing compound interest and lowering
the annual profits of the investments by “2 and 20” is to reduce the accumulation
by more than 90 percent (Kay 2008). It is not clear whether the average hedge fund
investor is fully aware of these implications.

Clearly, however, it is the hope of above-average financial returns that lures in-
vestors to deviate from traditional investments that possess more transparency
and regulatory safeguards. Does this not imply that hedge funds are duping
their investors?

Hedge funds have vigorously opposed legislation that would require them
to provide data to the government about their various investments and credit
exposure. They protect their secrecy with vigor. Most even hide critical information
from their investors. The rationale is strategic: In effect, “If we expose our positions,
we expose our strategy. Doing so would sacrifice our competitive advantage.” But
this strategic absence of transparency, even to their own investors, can create a
perverse incentive that separates the interests of fund operators from investors. If
a fund is doing poorly, might it not disguise its loss to investors, hoping that things
improve later?

The valuation of assets at hedge funds is another important concern in the
investor-duping question. It is difficult to value the increasingly complex assets
owned by hedge funds, and this has implications for investors. Incorrect valuations
can mean that investors pay too much, lose out when they sell, or overpay for
performance fees. A key issue is the valuation of derivatives that do not trade on
exchanges, such as the collateralized debt obligations (CDOs) that helped spawn
the 2008 subprime crisis in the United States. It is easy to imagine a situation where
a valuation problem remains undiscovered for years, substantially affecting net
asset value. The United Kingdom’s Financial Services Authority (FSA) flagged this
issue in 2006 when it reprimanded a small UK hedge fund, Regents Park Capital
Management, for a discrepancy between the valuations offered to investors and
the actual market value of the fund’s assets (Kelly 2007). Valuation, Robert Kelly
notes, is not an exact science even in the best of circumstances. How much less
precise valuation will be, then, in a context where managers may have conflicting
interests with investors and in which nontransparency is the norm. Even relatively
sophisticated pension fund directors can become prey to such imprecise hedge fund
valuation since whatever their financial expertise, they may have little knowledge
of the instruments being traded by hedge funds.

Finance professors Dean Foster and Peyton Young recently analyzed hedge
fund statistics and concluded that “it is quite easy for a hedge fund manager to
‘fake’ high performance over an extended period of time without getting caught.”
Hedge fund managers can undertake calculated gambles by investing money in
deals that return substantially above-average returns in contexts where the higher
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returns derive entirely from a small but extant risk that the entire investment will
explode (Foster and Young 2008). This phenomenon has a formal name: It is a called
a Taleb distribution—that is, a distribution with a high probability of a modest gain
and a low probability of huge losses in any period (Wolf 2008). Even if the risk of
the rare event is only 10 percent, it can be enough for the manager to collect high
returns, to earn his “2 and 20,” and to make his investors happy in the process. Of
course, if the one-in-ten risk occurs, he will be out of business. But he may well
be willing to take that risk since it is not his money, and since it is likely that he
will profit handsomely for many years. The manager appears to his clients to be
enormously talented. The catch is that his investors don’t have any way of knowing
that he is gambling with their money, and in turn, no way of knowing that their
supposedly talented manager has no talent at all (Foster and Young 2008).

ALLEGED SOCIAL HARM
Finally, hedge funds are alleged to aggravate financial crises and create significant
social harm. Bank lending in recent years to hedge funds has been huge. Hedge
funds, meanwhile, have been loading up on high-risk debt. With hedge funds,
then, we must ask what happens when the good times become bad times, as now
appears to be the case. In response to the problems of the Long Term Capital
Management hedge fund in 1999, the U.S. Federal Reserve was forced to cobble
together a multibillion-dollar bailout because it worried that the hedge fund’s
meltdown would spark a tsunami in the financial system.

Again, the absence of transparency underlies the purported problem. The
economist Paul Krugman observed that when two hedge funds run by Ralph Cioffi
of Bear Stearns imploded in the summer of 2006, it shocked investors and helped
trigger a financial panic. But subsequent investigation showed that the funds
were a disaster waiting to happen. “The funds borrowed huge amounts, and in-
vested the proceeds in questionable mortgage-backed securities . . . and more than
60 percent of their net worth was tied up in exotic securities whose reported value
was estimated by Cioffi’s own team” (Krugman 2007). Later, in April 2007, the U.S.
government spent billions of dollars in a bailout of the Bear Stearns firm. Only a
few days earlier, Bear Stearns’s CEO spoke confidently about the financial health
of his firm.

Before rushing to judgment and condemning hedge funds for the subprime
credit crisis of 2008, it is worth remembering that banks, not hedge funds, held
the largest share of subprime CDOs in 2008. Moreover, hedge funds were not in-
volved, as the banks were, in creating them and collecting fees for their slicing
and dicing. Indeed, the overall situation is so complex that hedge funds often
can be credited with playing a role in limiting investors’ risks for subprime mort-
gages. Hedge funds often hold derivatives contracts that pay money to investors
when bonds backed by subprime mortgage loans—loans made to less creditworthy
borrowers—run into trouble (Scholtes 2007). In this way and in others, hedge funds
often serve the vital role of expanding liquidity in the market, and of spreading
risk more broadly.

Governments are worried about hedge funds, but how much they worry varies.
German Chancellor Angela Merkel attempted in the summer of 2007 to have
a strongly worded statement announced at the G8 Summit meeting demanding
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greater hedge fund transparency But her attempt failed, likely because of resistance
from the United States and the United Kingdom.

While less concerned than their European counterparts, American regulators
have expressed worry for years about the systemic risks inherent in hedge funds.
In the spring of 2006, and long before the advent of the recession of 2008, Federal
Reserve Chairman Ben Bernanke granted that market forces offered strong correc-
tive powers for dealing with hedge fund excesses, but added a series of personal
concerns about hedge fund risks. He identified the risk that, because hedge funds
are now among the most important customers of American banks, and because
they have a huge appetite for credit, banks and dealers may be tempted to reduce
their margin levels—that is, the level of their holdings that provides a safety net
in the event of default. He also worried about whether, in the face of increasingly
complex transactions between banks and hedge funds, it is even possible for one
side to measure accurately the amount of risk exposure on the other (Bernanke
2006). His concern speaks directly to the issue of transparency. Bernanke cau-
tioned that good management demands that when banks and investors lend to
hedge funds, hedge funds must provide transparency appropriate to the lender’s
determination of risk. Creditors may not “fully internalize the costs of systemic
financial problems” and “time and competition may dull memory and undermine
risk-management discipline” (Bernanke 2006).

These three allegations, namely tax unfairness, duping, and societal risk, then,
are the most salient of the ethical charges made against hedge funds. Of these,
it should be noted that only the second and third entail significant problems of
transparency and information asymmetry. The first issue, the allegation that the
current tax structure unfairly favors hedge fund operators, is significant but not
unique to hedge funds. Indeed, it is an historical but arbitrary fact that hedge funds
are treated for tax purposes as they are, not unlike the arbitrary tax treatment of
thoroughbred horse owners or peanut growers. There may be good public policy
reasons for hedge funds’ privileged tax status (although I doubt it), but the issue
is unconnected to the underlying nature of the hedge fund entity.

HEDGE FUND TRANSPARENCY AND REGULATION
Focusing on the transparency issues in allegations two and three, let us now assess
the most popular suggestion for dealing with them, namely government regula-
tion. Why cannot the transparency problems endemic to the hedge fund structure
be eliminated though disclosure laws? Data on hedge fund positions could be
collected by government authorities and, if necessary, aggregated for public pol-
icy purposes. Even more precise data could be disclosed to hedge fund investors.
Of course, even without attacking the opacity problem directly, the government
can and does establish sanctions for hedge fund conduct through laws that pro-
hibit insider dealing and fraud (Mallaby 2007). But the option to sue for fraud,
many argue, cannot substitute for real information that is vital in protecting the
public interest.

To be sure, forced-transparency remedies have a successful track record, not
only for the financial service industry in particular but for business in general.
When information asymmetry in the past meant that pharmaceutical customers
were ignorant of the side effects of drugs, governments instituted drug labeling
laws. When asymmetry meant that borrowers were ignorant of the true costs of
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their home and car loans, governments instituted credit disclosure laws. And when
asymmetry meant that investors were ignorant of the financial status of the com-
panies whose stock they purchased, governments instituted financial disclosure
requirements. Why should not governments require hedge funds to disclose their
precise financial positions both to their investors and to the government? This is
currently true for registered dealers and brokers under Financial Industry Regula-
tory Authority (FINRA) rules in the United States, and for broker-dealers in other
developed economies.

Such forced disclosure, however, raises special issues of what I call regulatory
recalcitrance. As is well known, some social problems are more recalcitrant to reg-
ulation than others. Two types of recalcitrance are pertinent to the moral problem
of transparency, namely:

1. The regulatory process that gathers information and forces disclosure may
not only bend entrepreneurial aspirations (as any regulation does) but de-
stroy them. In other words, monitoring and disclosure requirements may
constitute a market force of their own, and end up destroying the value of
the original aspirations of market participants.

2. The regulatory process that requires monitoring or data collection is either
impossible to effect or impossibly costly.

Examples of type 1 recalcitrance are rare but include the self-destructive pro-
cess of government attempts to regulate the arts. Regulating literature, drama,
and cinema has the pernicious effect of destroying the creative process of art. Most
modern societies have abandoned attempts to regulate the arts, but Soviet-era gov-
ernments that attempted to do so paid a high price in the deterioration of artistic
quality. In type 1 cases, the regulation that forces disclosure is not exogenous to
the creative process; rather, it is internal to it and pernicious. In other words, the
regulation directly dampens or eliminates the incentive of hedge fund managers
to develop innovative strategies.

Examples of type 2 recalcitrance are more common, and arise often both in pri-
vate and economic life. The notorious failures of government attempts to regulate
private sexual mores show that what government cannot see, it cannot regulate.
Some societies manage to regulate private sexual behavior with moderate effec-
tiveness, not from the strength of the regulatory apparatus, but on the basis of the
culture’s shared religious belief (for example, strict Islamic cultures).

Type 2 regulatory recalcitrance is common in economic life. One of the most
obvious instances is bribery. All countries in the world have laws that forbid
bribery, yet bribery’s prevalence varies widely from country to country. Nor are
the differences among countries driven solely by levels of regulatory enforcement.
Some differences may be enforcement related, but even much higher expenditures
on enforcement would leave bribery difficult to regulate, especially in countries
where gift-giving practices are historic and endemic. Bribery with checks or wire
transfers is easily monitored. But people can also be bribed with cash payments,
physical goods, jobs to family members, free services, or payments to a third party
that are channeled into a bribe. In the end, the array of bribing possibilities is almost
endless and impossible to monitor and regulate fully. The dramatic differences
among nations in levels of bribery owe more to cultural norms than to levels of
enforcement.
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Other examples of type 2 regulatory recalcitrance include government attempts
to prevent employees who move from one firm to another firm from passing trade
secrets to their new firm (called post-employment restraint agreements or noncompetes),
and government attempts to prevent digital reproduction (e.g., attempts to forbid
software piracy and music downloading).

Important is the fact that bribery, software piracy, and trade secret transfers
are inefficient for the market as a whole. They are classic examples of market
imperfections. Bribery distorts the market’s natural allocation mechanism and
promotes economic waste. Software piracy and trade secret transfers corrode the
economic incentives that spur creativity and advance social welfare. These points
are well established. Hence, to the extent that regulatory control is difficult or
impossible, we are brought to consider the cultural and moral attitudes that help
explain national differences in behavior.

It is not surprising that market efficiency requires more than market freedom
and government regulation. Governments enforce business contracts but would
be powerless to enforce them were it not for shared norms of promise keeping and
honor. Such moral norms are crucial for facilitating efficient economic activity.

I have argued elsewhere (Donaldson and Dunfee 1999) that rational partici-
pants in a market economy will endorse a “hypernorm” or basic moral principle
that imposes civic duties on market participants to avoid systematic abuse or sab-
otage of the overall market system. Such duties of avoidance are important in
achieving market participants’ shared goal of overall economic welfare. Thomas
Dunfee and I have referred to this principle as the “efficiency hypernorm” and
linked it to the overall need for moral coordination in a market economy (Gauthier
1986). Such economic duties stemming from the need for coordination are espe-
cially relevant to the present problem of transparency, for they include duties on the
part of market participants to limit the distortion of information available to market
participants—that is, information upon which market efficiency depends. We re-
member that in a perfectly efficient, ideal market, information availability is perfect.

We all want our society to have a higher level of economic welfare, or what
Amartya Sen has called the level of “aggregative resources.” By this expression Sen
means the sum total of what is available for society (Sen 1992). More bread, more
wealth, more health care resources, more educational resources—all of these we
presume to be good even prior to considering how the “more” is to be distributed.
All other things being equal, more efficiency means greater aggregative resources,
and because regulatory regimes are unable to enforce all of the norms necessary
for efficiency, market participants possess at least some civic responsibilities to
support cooperative practices that enhance efficiency. These include:

� Respecting intellectual property.
� Engaging in fair competition and avoiding monopolies.
� Avoiding nepotism and crony capitalism.
� Not abusing government relationships.
� Providing nondeceptive information to the market (including transparency

of relevant information).
� Avoiding bribery.
� Respecting environmental integrity.
� Honoring contracts, promises, and other commitments.
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We are now in a position to return to the issue of the possible regulation of
hedge funds and determine whether the regulation of hedge funds will encounter
either type 1 or type 2 regulatory recalcitrance. The answer is that regulation
would encounter both forms of recalcitrance. Type 1 recalcitrance occurs when the
regulatory process destroys entrepreneurial aspirations. If we grant the possibility
that hedge fund operators may at least sometimes discover novel and creative
investment strategies (this appears to be the presumption of investors prepared to
pay “2 and 20” to fund operators), then fund operators may be seen as involved in
the creation of a form of intellectual property. But unlike other forms of intellectual
property such as literature, music, drugs, and novel product design, investment
strategies, just as business strategies, are notoriously difficult to protect through
patents, copyrights, and trade secret law.

They are also highly perishable: This week’s strategy may fail next week and
need to be replaced by a new one. The relatively slow reaction of legal regimes to
infringements upon intellectual property seems wholly inadequate to protect the
creative investment designs of hedge funds. Requiring hedge funds to disclose their
positions in detail could well disclose their underlying strategies to competitors.
How, then, would proprietary information be protected? “Protection of propri-
etary information,” Ben Bernanke writes, “would require so much aggregation
that the value of the information . . . would be substantially reduced” (Bernanke
2006). Regulation that demands disclosure, thus, would inevitably either stifle the
incentive of fund executives or violate their right to intellectual property.

Type 2 regulatory recalcitrance also poses problems for the regulation of hedge
funds. Collecting sufficiently precise data to avoid social harm seems impossible
on a practical level. Ben Bernanke (2006) asks:

[Should the government create a] database on hedge fund positions? To measure liquidity
risks accurately, the authorities would need data from all major financial market partic-
ipants, not just hedge funds. As a practical matter, could the authorities collect such an
enormous quantity of highly sensitive information in sufficient detail and with sufficient
frequency (daily, at least) to be effectively informed about liquidity risk in particular market
segments? How would the authorities use the information? Would they have the authority
to direct hedge funds or other large financial institutions to reduce positions? If several
funds had similar positions, how would authorities avoid giving a competitive advantage
to one fund over another in using the information from the database?

Because hedge funds are capable of pursuing any strategy that an individual
might pursue, such as long positions, short positions, arbitraged currency, mathe-
matical investment models, hedged currency, and so on, it follows that monitoring
the economic activity of the existing 9,000 hedge funds in real time, on an ongoing
basis, would be as formidable a task as monitoring the real-time economic actions
of every single individual in an entire city. This may be bad news for those who
have already made up their mind that hedge funds should be regulated regard-
less. Yet, while frustration with hedge funds is understandable, frustration does
not justify concocting irrational regulation as punishment.

Our reasoning here is no different from that used to analyze other difficult con-
texts where regulatory recalcitrance prevails and where market freedom and law do
not by themselves ensure acceptable market outcomes. Again, analogous contexts



P1: OTA/XYZ P2: ABC
c13 JWBT301-Boatright June 17, 2010 9:0 Printer Name: Hamilton

248 Financial Markets

of regulatory recalcitrance include bribery, corporate/host-country relationships,
software piracy, and cronyism. As with other such examples, the implication for
hedge funds is not that “anything goes.” Rather, the implication is that hedge
funds must be pushed to pursue the development of ethical norms and codes
that instantiate cooperative action—in other words, industry standards that help
resolve the cooperative action dilemma that lies at the bottom of the hedge fund
problem. Elsewhere I have called these standards “microsocial norms” (Donaldson
and Dunfee 1999).

There is little doubt that microsocial norms work. Stark differences in levels
of bribery, nepotism, cronyism, and software piracy must be explained against the
backdrop of different cultural, industry, and national norms. During the 1990s and
2000s, substantial progress was made by corporations on issues such as bribery and
global supply chain labor standards. For the most part regulation was not involved.
Their progress often involved coordination with other key organizations, such as
industry associations, nongovernmental organizations (NGOs), and host country
governments. Nike and other members of the Global apparel industry coordinated
with NGOs on the design and implementation of industry codes of conduct, codes
that had measurable impact on labor standards for first-tier suppliers in China
and elsewhere. The regulatory apparatus that now constitutes FINRA, and which
grew from the National Association of Securities Dealers (NASD), not only began
as a securities industry exercise, but even today is governed, especially through
its National Adjudicatory Council (NAC), by elected industry participants and
appointed independent, but nongovernment, representatives.

Recall that regulation always lags behind novel events, so that sometimes it is
only our ethics—or ethics instantiated broadly through industry standards—that
can save us from future disasters. The law regulating asbestos in the mid-twentieth
century lagged behind the knowledge held by scientists in the industry about
the cancerous product’s danger, just as laws regulating banking lagged behind
bankers’ knowledge of the dangers of the leverage they employed in the economic
crisis of 2008.

This is not the place or time to speculate about the precise form of industry
codes, best practices, and other standards appropriate to hedge funds. But there
is little doubt that such norms can reach beyond regulation’s grasp. For example,
a hedge fund industry standard for desirable transparency between a hedge fund
manager and his client would be a standard known to both client and manager
and thus available to guide and even arbitrate conflicts between the two. Industry
standards, whether formal or informal, provide an agreed-upon benchmark that
can guide discussion and arbitrate disputes. Thus, a challenge for the hedge fund
industry is to discover, design, and agree upon norms for industry behavior and
to contribute to the specifications of best practices in client relations, especially
practices affecting transparency.

It does not follow that every single hedge fund activity should escape gov-
ernment regulation. Predatory short-selling is a case in point. If hedge funds gang
together and intentionally circulate false information in order to short the shares
of a company stock, then their fraudulent activity can be exposed in court. U.S.
legislation currently even limits the percentage of stock and the size of the com-
pany whose shares may be susceptible to so-called “naked-short” strategies—that
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is, strategies that promise to deliver shares at a later date without the firm even
owning shares.

Nor does our analysis condemn any regulations that might manage to avoid
the problems of recalcitrance identified earlier. In April 2009, the European Com-
munity (EC) proposed new rules to regulate hedge funds. The new rules exempted
managers of funds under €100 million who use leverage—or borrowings. For ones
who do not use leverage and have a five-year lock-in period for their investors, a
much higher threshold of €500 million applies. Because of the dominance of large
firms, the new rules were expected to take in only 30 percent of hedge fund man-
agers but 90 percent of European hedge fund assets (Tait and Masters 2009). Fund
managers would have to meet certain reporting, governance, and risk manage-
ment standards, including some minimum capital requirements (Tait and Masters
2009). The new rules aroused controversy immediately and the obvious ire of a
European hedge fund trade association, namely the European Private Equity and
Venture Capital Association. Because of such resistance, the implementation of the
proposed EC standards remains uncertain at the time of this writing (eventual im-
plementation requires agreement from both the European Parliament and member
EU states).

The shape of such regulations avoids many of the regulatory recalcitrance
problems identified earlier. By not demanding real-time collection of data for all
funds, it limits the impact of type 1 recalcitrance problems in which the regulatory
process bends and destroys entrepreneurial aspirations by requiring disclosure of
competitively sensitive information. For the same reason, it limits type 2 recalci-
trance problems by limiting the kind of data collected and, in turn, the costs of
collection. Of course, any collection of data will carry some recalcitrance friction;
but some collecting is better than others, and the cost of data collection may be
weighed against the benefit of lower systemic risk in the economy.

By limiting more stringent regulatory requirements to large, leveraged firms,
regulations like those proposed by the EC target better the problems of systemic
risk that lay behind the recession of 2008–2009. With the issue of systemic risk
in mind, it is helpful to classify the key stakeholders of hedge fund activity for
ethical purposes. These are (1) direct hedge fund investors; (2) indirect hedge fund
investors (through, e.g., hedge funds); (3) the national public (citizens of the nation
state); and (4) the global public (citizens of all nations). Exhibit 13.1 maps these
stakeholders, depicting how as one moves from 1 to 4, the degree to which the
respective stakeholder’s involvement is voluntary decreases.

The so-called harm principle in moral philosophy implies that informed market
transactions among adults deserve prima facie protection unless third parties are
exposed to significant harm. As Robert Nozick famously quipped, we ought not
“prevent capitalistic acts among consenting adults” (Nozick 1975). This implies
that as one moves from the bottom to the top of the diagram, the prima facie jus-
tification for regulation to gather information increases. To put the matter another
way, the trade-offs between the problems of regulatory recalcitrance on the one
hand and limiting risk on the other vary depending on the level to which the
stakeholder’s involvement is voluntary. Demands for enhanced provision of sensi-
tive information to regulators to protect a poor farmer in Bangladesh have higher
moral priority than demands for enhanced provision of sensitive information to
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Exhibit 13.1 Hedge Funds: Key Stakeholder Constituencies

protect a wealthy Wall Street speculator making a calculated gamble on a particular
hedge fund.

It is difficult to estimate the level of risk to, say, a Bangladeshi farmer from the
activities of hedge funds, and such a task lies beyond the scope or competency of
this chapter. Yet it is worth noting that hedge funds, including leveraged ones, were
not key culprits in the global recession of 2008. Banks and insurance companies
with average leverage estimated to be five times that of hedge funds were seen
as far more culpable. Nonetheless, as the earlier comment from Bernanke makes
clear, leveraged hedge funds often gain leverage through borrowing money from
banks. Hence, either closer bank regulation or the collection of selected data from
hedge funds relevant to the generation of systemic risk offers the possibility of
lessening systemic risk.

These considerations show that certain well-tailored regulations designed to
make appropriate trade-offs between the downside of regulatory recalcitrance and
the upside of protecting third parties are neither unreasonable nor immoral. Yet,
as we have also seen, even such limited regulation will not be fully effective in
the absence of industry-level cooperation—in other words, the instantiation of
microsocial norms designed to include the inevitably clearer, inside-the-industry
perspectives on certain risks.

CONCLUSION
Hedge funds raise important ethical issues, including those of taxation and trans-
parency. I have focused primarily on the latter in order to see whether and what
kind of government regulation might aid investors and the general public. We have
seen that these conflicts cannot be resolved easily through government regulation
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because hedge fund activity is subject to two forms of regulatory recalcitrance. In
turn, the only practicable resolution lies in the development of sharply tailored
regulations designed with an eye to the avoidance of regulatory recalcitrance and
the voluntary/involuntary status of key hedge fund stakeholders, along with the
development of microsocial norms in the form of industry level codes and the
articulation of best practices. Moral coordination, instituted as an industry stan-
dard, is essential to help circumvent the inherent limits of regulation. The solution
to ethical conflicts in hedge fund opacity, then, is itself partly ethical and not
regulatory.
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CHAPTER 14

Sovereign Wealth Funds
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Doctoral Student in Ethics and Legal Studies, Wharton School,
University of Pennsylvania

INTRODUCTION
In 2006, Congressional furor and a widespread public outcry greeted the news that
Dubai Ports World (DPW), a state-owned company under the control of the United
Arab Emirates, would soon manage six ports in the United States by virtue of its
acquisition of a British company. In fact, the Committee on Foreign Investments
in the United States (CFIUS) had approved this deal. Given the widespread con-
gressional and public opposition, DPW eventually decided to divest itself of the
management of these ports. Only a year earlier, a similar response had greeted the
news of China National Offshore Oil Corporation’s (CNOOC) bid for Unocal, a U.S.
oil company. Some opposition parties “portrayed CNOOC as a front for Beijing’s
strategic energy interests” (Willman 2007). The DPW and CNOOC controversies
are perhaps some of the most well-known recent examples of public outcry against
foreign government–related investment in the United States. Vehement reactions
have likewise characterized other types of foreign government investment in the
United States, such as in the case of sovereign wealth funds (SWFs).

Sovereign wealth funds are government-owned investment vehicles and have
been called “the new power brokers” (Farrell, Lund, and Sadan 2008). But prior
to the current financial crisis, newspaper headlines about SWFs, such as “Who’s
Afraid of Mideast Money?” or “Russian Wealth Fund Rattles West,” also frequently
signaled the highly controversial nature of these recently proliferating investment
vehicles. Sovereign wealth funds are particularly divisive because, unlike simi-
larly controversial but private investment vehicles such as hedge funds or private
equity funds, SWFs as government-owned investment vehicles are ultimately gov-
ernment actors. Their status as government actors has potentially important and
unique implications in international financial markets. As economist Lawrence
Summers (2007) explained concerning the controversy surrounding SWFs:

What has received less attention are the particular risks associated with ownership by
government-controlled entities, particularly where the ownership stake is taken through
direct investments. The logic of the capitalist system depends on shareholders causing
companies to act so as to maximise the value of their shares. It is far from obvious that
this will over time be the only motivation of governments as shareholders. They may want
to see their national companies compete effectively, or to extract technology or to achieve
influence [in a foreign country/market].

253
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Renowned investor Warren Buffett, however, has offered a slightly different
perspective and has cautioned against such concerns, claiming that: “this [SWF
investment in the United States] is our doing, not some nefarious plot by for-
eign governments. Our trade equation guarantees massive foreign investment in
the U.S.” (Buffett 2007). As the Organisation for Economic Co-operation and De-
velopment (OECD) and others note, “To date they [SWFs] have been reliable,
long-term, commercially driven investors and a force for global financial stability”
(OECD 2008).

Although recently the focus of glaring popular controversy, SWFs appear to
have faded from public scrutiny in the light of the current worldwide financial cri-
sis. Interestingly enough, the effects of the financial crisis seem likely to precipitate
a resurgence of attention to SWFs. The causes of the current financial crisis appear
to be many—a prolonged period of overly low interest rates, excessive risk-taking
in financial markets, exotic and toxic financial instruments, outdated regulatory
structures, and regulatory lapses, to name a few. Although a definitive account of
the recent international financial meltdown remains outstanding, it seems likely
that in any such account, SWFs will appear in a variety of roles. Some fault the U.S.
Federal Reserve (Fed) not only for monetary mismanagement in keeping interest
rates too low for too long, and thereby facilitating an asset bubble in the housing
market, but in doing so, facilitating an unprecedented influx of foreign investment
into the United States, including capital from SWFs. A widespread conviction now
exists among many economists and commentators that global trade imbalances
played a role in the financial crisis. For example, some suggest that “Without ex-
cessive imbalances, the demand for products we now refer to as toxic assets would
have been smaller” (Munchau 2009). However, during early rescue attempts in the
financial crisis, many SWFs injected large amounts of capital into U.S. financial
institutions such as Citigroup, Merrill Lynch, and Morgan Stanley. Most of these
SWFs ended up with very heavy losses. But perhaps one of the most interest-
ing roles of the proliferation of SWF investment has been to pave the way for a
widespread acceptance of government intervention and investment in financial
markets. With the recent, unprecedented interventions of the U.S. government and
others around the world in financial markets during the crisis, SWF investment no
longer seems as controversial as before.

Before the financial crisis, SWFs ignited controversy due to both micro and
macro concerns. The micro concerns focused on issues surrounding individual
SWF investments and the benign and malign stories that characterized a SWF’s
ultimate objectives in undertaking this investment activity. By contrast, the macro
concerns related to complex social issues, including questions surrounding the
nature of capitalism, the role of government in financial markets, the relationship
between the public and private sector, the consequences of significant global trade
imbalances, increasingly protectionist policies in many countries, and conflicting
international value systems. For example, the growth of SWF investment has pre-
cipitated a largely unprecedented occurrence in financial markets: the uphill flow
of capital—that is, the flow of capital from economically developing markets to
economically developed markets. Economists cautioned that the implications of
capital flowing uphill from economically developing markets to developed mar-
kets are unknown (Summers 2006). What is clear, however, is that the questions
surrounding SWF investment are complex. For example, when China invested in
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Blackstone, a U.S. private equity firm, did “‘bad’ Chinese state-owned money [be-
come] transformed into ‘good’ American private capital” (Schonberg 2008)? And
should the large capital infusions by SWFs into U.S. financial institutions during
the early stages of the crisis have been refused to keep government actors out of
private financial markets?

Economists such as Setser suggest that the answers to such questions might
be unnecessary because with the financial crisis, “the sovereign wealth fund mo-
ment has passed—at least for the time being” (Setser 2008). Some news stories
now claim that “The flows [of SWFs] are neither as big nor as scary as they once
seemed” (Economist 2009). But this does not diminish the role of SWFs in the in-
ternational financial markets. Recent reports on SWFs have concluded that “Given
the vast pool of assets they represent, SWFs will be important participants in shap-
ing . . . [the] future [of global finance]” (Nugee, Rozanov, and Hoguet 2009). While
it is impossible to predict the future ambit of SWF activity, their recent ascendance
and predictable resurgence as financial market conditions improve suggest a con-
tinued need to explore the public policy issues and associated ethical concerns
surrounding SWF investment activity.

The discussion of ethical concerns surrounding SWF investment begins with an
exploration of both the International Working Group of Sovereign Wealth Funds’
(IWG) Sovereign Wealth Funds Generally Accepted Principles and Practices (“Santiago
Principles”) and the Organisation for Economic Co-operation and Development’s
(OECD) Guidance on Sovereign Wealth (“OECD Guidance”). These informal guide-
lines encapsulate a response to the multiplicity of underlying ethical concerns of
both investment recipient countries (IRCs) and SWFs as they relate to the contro-
versy surrounding SWF investment. Ultimately, both the Santiago Principles and
OECD Guidance seek to balance concerns about maintaining the free flow of inter-
national capital with IRCs’ concerns about protecting national security. A tension
also implicit in this balancing act is the often differing interests of politicians and
businesspersons. I argue that the underlying issues amount to two sides of the
same coin: generalized concerns that can be grouped under the label of corruption,
which for the purposes of this chapter will be understood as the decay of something.

One can categorize IRC concerns about SWF investment under the broad la-
bel of corruption: corruption of national security, corruption of market processes,
corruption of information integrity, corruption of the rule of law, and corruption
of domestic industry competitiveness. Conversely, one can also categorize SWF
concerns about the response of IRCs to their investments under the broad label
of corruption: corruption of open, international financial markets; corruption of
the rule of law; and corruption of legitimate concerns about national security. I
conclude by suggesting a balanced-concerns perspective, which recommends taking
a cautious, reasoned approach to SWF investment.

GENERAL BACKGROUND AND DESCRIPTION
OF SWFs
In this section, I provide a definition of SWFs, a brief history of their ascent, an
exploration of the primary reasons for their recent proliferation, a description of
their current size and investing practices, a cursory look at their various roles in the
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financial crisis, and a summary of the legal regime surrounding SWF investment
in the United States.

Basics of SWFs

Sovereign investment can take many forms, including “international reserves, pub-
lic pension funds, state-owned enterprises, and SWFs” (Kimmit 2008) and can be
thought of as creating a “continuum of sovereign investment vehicles” bookended
by central banks and state-owned companies (Gilson and Milhaupt 2008, 1354).
Although some note that the “distinctions between sovereign wealth funds and
other types of government investors are blurring” (Farrell, Lund, and Sadan 2008),
this chapter specifically focuses on SWFs for simplicity. Sovereign wealth funds do
not have a clearly agreed-upon definition, but I adopt the general definition and
description of SWFs in the Santiago Principles since it represents the consensus of
24 countries with SWFs and several permanent observers:1

SWFs are defined as special purpose investment funds or arrangements, owned by the
general government. Created by the general government for macroeconomic purposes,
SWFs hold, manage, or administer assets to achieve financial objectives, and employ a set
of investment strategies which include investing in foreign financial assets. The SWFs
are commonly established out of balance of payments surpluses, official foreign currency
operations, the proceeds of privatizations, fiscal surpluses, and/or receipts resulting from
commodity exports.2

Perhaps one reason why there is no generally recognized definition of SWFs
is their diversity. For example, SWFs have differing “legal, institutional, and gov-
ernance structures” and they comprise “fiscal stabilization funds, savings funds,
reserve investment corporations, development funds, and pension reserve funds
without explicit pension liabilities” (IWG 2008). As the preceding definition sug-
gests, however, SWFs can be generalized into two main categories: commodity-
based funds and non-commodity-based funds. The former derive their capital from
government commodity revenues or taxes on commodities revenues. Commodity-
based SWFs are used for many purposes, including “fiscal revenue stabilization,
intergenerational saving, and balance-of-payments sterilization (that is, keeping
foreign exchange from stoking inflation)” (Kimmitt 2008). Non-commodity-based
SWFs derive their capital largely from official foreign exchange reserves. Global
trade imbalances have created massive foreign exchange reserves in some coun-
tries. SWF assets, however, can also come from government borrowing or other
public or private capital.3

The recent intense spotlight on SWF investment activity is relatively new and
has already diminished somewhat as a result of the financial crisis. But SWFs have
a long history. In 1953, Kuwait created the first SWF, the Kuwait Investment Board,
from its oil revenues (Deloitte 2008). The rapid proliferation of SWFs, however,
is a more recent development. Since 2005, at least 19 SWFs have been created
(SWF Institute 2009). French President Nicolas Sarkozy stated that the purpose
of France’s recently created SWF is to “give the state the instruments it needs
to intervene directly in the economy when it considers that strategic interests
of the nation are threatened” (Associated Press 2008). In fact, France has urged
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other European countries to follow suit in order to protect their own domestic
industries. France should not be seen as an anomaly. Countries around the world
are increasingly taking such protectionist measures (Samuelson 2009).

Understanding the Recent Proliferation of SWFs

A multitude of economic, political, and social factors are behind the recent pro-
liferation of SWFs. Several macroeconomic factors contribute to the tremendous
amounts of financial assets SWFs have available for investment, including general
economic growth, high commodity prices, and large global trade imbalances. For
example, SWF assets of many countries, particularly those in the Middle East,
Norway, and Russia, ballooned with recent high price levels of commodities such
as oil and gas. And although the SWF assets of such countries dipped with the
global financial crisis and the drop in commodity prices, this trend will likely begin
reversing itself as commodity prices are, once again, on the rise. Such countries
want to productively deploy their financial assets and they actually stand to lose
out on substantial financial returns if they forgo high-yielding investment oppor-
tunities. For example, a 2008 McKinsey Global Institute Report calculated that in
the case of Asian SWFs, “the opportunity cost of investing excess reserves in rela-
tively low-yielding assets is $123 billion per year, equivalent to 1.3 percent of these
countries’ GDP” (Farrell, Lund, and Sadan 2008).

Another related macroeconomic factor contributing to SWF investment is that
many countries have massive excess foreign exchange reserves resulting from
general global trade imbalances. This is particularly true of many Asian SWFs. In
October 2009, China had approximately $2.27 trillion in foreign exchange reserves
(Batson 2009). For perspective, the increase in China’s foreign exchange reserves
during six months of early 2009 was $318 billion, which is “a sum nearly equal
to the annual gross domestic product of Argentina” (Dyer 2009). Recently, Ben
Bernanke, the chairman of the Federal Reserve, expressed concern about such
global trade imbalances, suggesting “that it was ‘extraordinarily urgent’ that the
U.S. and Asia adopt policies that prevent a revival of global economic imbalances as
the financial crisis ebbs” (Guha 2009). But this is easier said than done. Although
global imbalances decreased as a result of the financial crisis, “[a]s the global
economy recovers and trade volumes rebound . . . global imbalances may reassert
themselves” (Bernanke 2009).

Some sovereigns, such as China, maintain an artificially weak currency in order
to boost their country’s exports, further contributing to global trade imbalances.
This tactic is known as the competitive devaluation of a currency, a long-standing
strategy that sovereigns sometimes employ to promote export growth. It was a
very popular tactic immediately following the Great Depression (Garten 2009). A
resurgence of this strategy, however, risks increasing economic nationalism and
widespread protectionist measures. Sentiments such as those of Nicolas Sarkozy,
quoted earlier, exemplify an increasing trend toward protectionism in response
to SWF developments. Reversing export-oriented currency management policies
should decrease SWF assets in certain countries, which in turn should help mod-
erate global trade imbalances.

But in addition to a weak Chinese yuan, a sustained period of high levels of U.S.
domestic consumption coupled with low domestic savings rates has significantly
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contributed to the United States’ large trade imbalance and its impact on global
imbalances. The end result is that the United States needs vast amounts of inflowing
capital to finance its large current-account deficit (see Kimmitt 2008). A weak
dollar has also made U.S. assets comparatively inexpensive and incentivized SWF
investment. But an important underlying question is why “the United States, as
the world’s greatest power, is the world’s greatest borrower” (Summers 2006)?
Therefore, in thinking about the pros and cons of SWF investment, it is important
to take a holistic perspective. It must be remembered that “[i]f the U.S wants to
run a trade deficit of up to 7 percent to 8 percent of GDP, then there will be a lot of
consequences. [Foreign entities] can come back and buy us” (Allen 2008). This is
also why SWF investment in the United States should come as no surprise.

Social and political factors have also contributed to the recent proliferation
of SWFs. Sovereign wealth funds have arguably become symbols of sovereign
achievement and prestige, as seen, for example, in rhetoric such as “elite league of
SWF nations” and ideas such as “SWFs are increasingly being seen, particularly
by the west, as the tools of emerging economies to increase their dominance in
global financial system” (Phulgirkar and Gupta 2008). Sovereign wealth funds
also excite protectionist rhetoric and tendencies, which has actually encouraged
recipients of SWF investment to create their own SWFs in order to safeguard the
ownership of national industries.4 Such SWFs can assist the industrial policy of
IRCs by investing in state-favored industries or by providing cheap capital to
domestic industries. Another impetus for SWF growth is that SWFs can serve as a
protective measure by countries attempting to avoid their past economic fragility,
which had exposed their economies to external management and intervention. For
example, during the Asian financial crisis of 1997–1998, the International Monetary
Fund (IMF) conditioned much of its financial assistance to many Asian countries
on programs of domestic “economic austerity.” By accumulating vast amounts of
foreign reserves, such countries can avoid a repeat of this outside intervention
(Allen 2008). Finally, it has been argued that an aging demographic provides an
important reason why the United States and Western Europe should welcome the
growth of SWF investment. Retirees will need willing buyers when they liquidate
their assets to fund their retirement: “[t]hey have lots of stock, but who is going to
buy it all?” (Percival 2008).

Current estimates place SWF assets at approximately US$3.6 trillion (SWF
Institute 2009). These amounts are thought to be largely unlevered, that is, not
debt-based. Therefore, SWFs are generally viewed as stable, long-term investors.
Projected estimates of SWF asset growth varies. A State Street report provides
estimates of a SWF asset range of $12 to $20 trillion by 2020 (Nugee, Rozanov, and
Hoguet 2009); the IMF estimates a range of $6 trillion to $10 trillion by 2013, and
Merrill Lynch estimates approximately $8.5 trillion by 2012 (De Ramos 2009). These
current and projected amounts make SWFs “systemically significant” international
investors (Kimmitt 2008). SWF investment has historically been concentrated in
the United States, the United Kingdom, Japan, Australia, India, and Switzerland
(Sovereign Wealth Fund Institute 2008), but these investment patterns are likely
to change in the future. As of October 2009, the largest SWFs in billions of dollars
were UAE-Abu Dhabi ($627), Saudi Arabia ($431), Norway ($396.6), China SAFE
($347.1), China Investment Corp. ($288.8), and Singapore ($247.5). The United
States itself has several SWFs: Alaska ($39.8 billion), Alabama ($3.1 billion), New
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Mexico ($11.7 billion), and Wyoming ($3.6 billion) (SWF Institute 2009). With these
amounts of capital, SWFs are now large enough to “have the potential to distort
markets” if they concentrate their resources (Allen 2008).

SWF Relationships with Hedge Funds and Private Equity Funds

For perspective on the total size of this asset pool, SWF assets exceed the combined
total amount of assets held by hedge funds, about $1.8 trillion (Lindsay 2010),
and private equity funds, about $1.2 trillion (Roxburgh et al. 2009). Furthermore,
both hedge funds and private equity funds are themselves often the objects of
SWF investment. Sovereign wealth funds have long made capital contributions to
hedge funds or been limited partners in private equity funds. Such funds include,
among others, Carlyle, Blackstone, Och-Ziff Capital, and Apollo Management,
and investments in these funds are estimated to total approximately $450 billion
(Farrell, Lund, and Sadan 2008). Korea’s SWF is reportedly actively looking to
invest in hedge funds in addition to other alternative investments (SWF Insti-
tute 2009). Although largely unlevered themselves, SWF investment in hedge
funds and private equity funds ultimately contributes to global leverage and,
thereby, increased systemic risk (see Johnson 2007). SWFs could also form their
own “sovereign hedge funds” in the future. In addition, the creation of a “supra-
sovereign-wealth investment fund,” a fund of sovereign wealth funds to invest in
developing economic markets has been recently suggested (Dyer 2009).

The rise of hedge funds, private equity funds, and SWFs is significant because
it signals the “rise of alternative capital pools” in international financial markets.
This development “has changed the balance of the global financial system” (World
Economic Forum 2008). And some commentators have called for the application
of similar regulatory regimes to all three types of investment vehicles (World Eco-
nomic Forum 2009). Although SWFs are government actors, which fundamentally
distinguishes them from both hedge funds and private equity funds, such distinc-
tions could soon blur. Some suggest that in the future, the private equity industry
will largely be based upon the financial assets of SWFs and that current private
players will likely work for SWFs instead (Thornton, Reed, and Lakshman 2008).
The ascent of SWFs suggests that “the mechanisms and structures for accumulating
and deploying capital are not pre-existing givens” (Deloitte 2008). With new forms
of capital deployment often come new regulatory regimes. The interaction between
the two then results in “stable and mature” investment forms (Deloitte 2008). The
Santiago Principles and OECD Guidance that I discuss later in this chapter are part
of the evolving regulatory response to SWFs.

Sovereign wealth fund investments in the United States have historically been
concentrated in debt such as Treasury securities. But SWFs are increasingly migrat-
ing to higher-yielding investment opportunities such as equity and, as mentioned
earlier, hedge funds and private equity funds. This trend has several implica-
tions. First, it could contribute to a weakening of the dollar if demand for U.S.
Treasury securities decreases (Barkley 2008). Second, it increases the amount of
risk in global financial markets by increasing demand for riskier financial assets
that provide higher returns. Third, it contributes to the controversy surrounding
these investment vehicles. Although there is a widespread concern that, as gov-
ernment actors, SWFs will invest with both economic and political objectives, it is
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important to remember that so far SWFs “have consistently behaved as model
investors” (Epstein and Rose 2009, 117).

SWF’s BENEFITS AND POTENTIAL COSTS
In many ways, SWFs can be viewed as ideal investors. They have low levels of lever-
age, if any, and generally have long-term investment horizons, which puts them in
a better position to withstand short-term market volatility. Their investments also
add market liquidity, boost asset prices, and decrease corporate borrowing costs in
the economies in which they invest (Kimmitt 2008). Ironically, some suggest that
the various regulatory reforms discussed in this chapter, such as additional SWF
transparency and disclosure, could create a disproportionate, detrimental focus
on short-term results not unlike those faced by public companies in the United
States that have high expectations surrounding their quarterly results. At the same
time, there is a tricky tension here because SWFs are public actors, and additional
disclosure would promote accountability, a definite benefit at a time when the
financial crisis has demonstrated the detrimental effects of information deficien-
cies in global financial markets. Yet, to date, SWFs “represent large, concentrated,
and often opaque positions in financial markets” (Kimmitt 2008). Concerns about
this opacity are similar to those in the over-the-counter derivative markets, where
concentrated, opaque positions resulted in the freezing up of credit markets after
Lehman Brothers collapsed.

As noted in the introduction, SWFs arguably contributed to and were represen-
tative of several macroeconomic issues that played a part in creating the financial
crisis. First, the global trade imbalances that added large amounts of financial as-
sets to SWF’s capital also contributed to precarious macroeconomic conditions.
Economists argue that one contributing factor to the financial crisis was global
trade imbalances, such as those of China, which resulted in large capital inflows,
which decreased interest rates, which then increased the attractiveness of riskier
securities, such as subprime mortgages, which, in turn, helped create the housing
bubble (Samuelson 2009). Second, SWFs invested large amounts of capital in U.S.
financial institutions during the early stages of the financial crisis: “From March
2007 through June 2008, Asian SWFs invested $36 billion in Western financial insti-
tutions while oil-based SWFs invested $23 billion” (Farrell, Lund, and Sadan 2008).
In fact, about 90 percent of SWF investment has “focused on the Western financial
sector” (McDermid 2008, citing a report by Global Insight). In general, SWFs suf-
fered substantial losses from these investments. For example, each of Singapore’s
two SWFs are estimated to have lost many billions of dollars in 2008 (Paris 2009a).

Interestingly, despite the controversy surrounding SWF investment in the
United States, their early rescue attempts were largely welcomed. Perhaps Norwe-
gian Finance Minister Kristin Halvorson was correct at the 2008 Davos Economic
Summit in his suggestion about the United States and Europe, where SWFs also
made significant financial institution investments, that “They don’t like us, but
they need our money” (O’Grady 2008). In most of these investments in financial
institutions, SWFs took passive stakes. Experts suggest that in the future, SWFs
are likely to demand increased levels of influence. And because many govern-
ments have now invested in their own domestic financial institutions, complex
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governance issues could arise if multiple government actors have significant stakes
in the same company (Moore 2009).

At the same time that the financial crisis has decreased the value of SWF
investments, it has also diminished their capital sources, such as commodity prices
and export levels. Consequently, the overall capital held by SWFs has decreased.
Additionally, the financial crisis could “[provide] an important catalyst for SWFs to
re-examine their identity, priorities and objectives in a new financial world order”
(Nugee, Rozanov, and Hoguet 2009). For example, some SWFs have increased their
focus on their own domestic economies, which have also experienced financial
distress. At the same time, economists such as Marko Maslakovic argue that “SWFs
have increased their influence on global financial markets since the start of the credit
crisis” (quoted in Bradbery 2009). If that ends up being the case, the controversy
surrounding SWF investment is likely to revive.

It is important to note that SWF investment in U.S. companies can constitute
either a controlling or a noncontrolling position. This is an important distinction.
Because SWFs are government-controlled entities, any controlling investment they
make in a U.S. company is subject by law to a national security review process by
CFIUS. The Committee on Foreign Investment in the United States (CFIUS) is a
12-member, interagency committee headed by the Department of the Treasury and
located within the executive branch. The purpose of the CFIUS review process is to
strike a balance between encouraging beneficial capital inflows and safeguarding
national security concerns while avoiding protectionist measures cloaked as secu-
rity precautions. In practice, the CFIUS review process has rejected extremely few
investments. For example, as noted in the introduction, the CFIUS review process
did not block DPW’s takeover of the management of six U.S. ports.

The United States is not unique in its regulation of foreign investment. Most
countries have some type of regulation in place to address concerns about foreign
investment that could potentially harm national security interests. Certain laws in
the United States such as the securities laws also subject controlling investments by
any investor to additional regulatory requirements. Sovereign wealth funds would
likewise be subject to such regulations, but they would still be sovereign actors,
meaning that enforcement mechanisms against them would be much more limited
than those available against private investors. And whereas a foreign government
might assist or at least cooperate with a U.S. enforcement action against a foreign
private investor in its jurisdiction, it might not demonstrate the same level of
cooperation if the government’s SWF itself was the subject of the investigation
(Cox 2007). For example, a little over a third of the insider trading cases pursued
by the SEC in 2007 involved foreign considerations (Tafara 2008). Sovereign wealth
funds are also prohibited from making controlling investments in certain highly
sensitive industries such as airlines and nuclear energy (Gilson and Milhaupt 2008).

Although the controlling interest question is an important one, in actual fact
SWFs have historically largely avoided taking controlling stakes in U.S. compa-
nies. Although noncontrolling investments are not subject to CFIUS review or
various other regulations, concern still exists that even noncontrolling positions
could allow SWF actors to pursue noneconomic objectives. For example, Gilson
and Milhaupt suggest “consider[ing] SWFs’ rapid infusion of capital into U.S.
commercial and investment banks in the wake of the subprime write-downs. Few
domestic financial institutions provided capital. If the investment opportunity was
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attractive in purely economic terms, why were the SWFs the principal investors”
(Gilson and Milhaupt 2008, 1352)? Gilson and Milhaupt provide another example
to further suggest the considerable influential role SWFs could provide to govern-
ment actors: “Could anyone genuinely believe that the investment managers of
China Investment Corporation or Singapore’s Temasek would hang up the phone
if a senior government (or in China’s case, Party) official called to offer advice on
the fund’s handling of a particular investment to advance the country’s, rather
than the portfolio company’s interests” (Gilson and Milhaupt 2008, 1362)?

Their concern is not purely hypothetical. In 2006, Norway’s SWF shorted cer-
tain debt of Iceland’s banking sector, but was “forced to back off after strong
protests from Iceland politicians.”5 Finally, even if SWFs have generally taken
noncontrolling positions in the past, this does not mean that this strategy will
continue. In fact, even now “Middle East families and sovereign wealth funds are
slashing their investments and demanding more favourable terms from private
equity funds following the financial crisis” (Wigglesworth et al. 2009). And some
commentators speculate a likely corporate governance trajectory for SWFs simi-
lar to that of large mutual funds, which became highly influential investors in a
relatively short period of time (Useem 2008).

GENERAL POLICY ISSUES: BENIGN AND
MALIGN EXPLANATIONS
Assuming the influence of SWFs in international financial markets continues to in-
crease, they are likely also to continue arousing passionate controversy. Benign and
malign stories—generally designed to influence policies encouraging or discour-
aging SWF investment—told by the proponents and opponents of SWF investment
have arisen in the midst of this firestorm. But it is important to note that the rhetoric
surrounding discussions of SWF investment often masks more fundamental and
embedded political and social issues related to the government nature of SWFs.
As government actors, SWFs are unique. Their public character differentiates them
even from foreign private investment.

Proponents of SWF investment argue that such investment should be wel-
comed by recipient countries because it provides a plethora of benefits. They
argue that SWF investment is not only economically beneficial to the United States
but also to the global economy as a whole. Such benefits include much needed
capital investment, increased financial market stability through long-term invest-
ments, additional market liquidity, stronger asset prices (although this also can
have negative implications), investment for economically emerging markets, in-
tergenerational savings, and higher investment returns. Furthermore, proponents
frequently note, as the OECD states, “To date they [SWFs] have been reliable,
long-term, commercially-driven investors and a force for global financial stability”
(OECD 2008).

Similarly to other scholars,6 I have previously argued7 that increased economic
interdependencies through SWF investment could actually increase international
cooperation. As commentators suggest, “When SWFs buy a stake in a US company,
they also buy a stake in our domestic welfare” (Epstein and Rose 2009, 134). Not
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only is this due to economic investment, but it also could result arguably from the
unique cross-border regulatory coalitions, such as the Santiago Principles, forming
in the absence of a global financial regulator to create a governance structure for
these markets. Scholars suggest that “an economic enterprise that provides benefits
to two different countries embroiled in a dispute contributes to an environment
where the leaders of the countries can point to the mutual economic advantages
of resolving a conflict as a reason to avoid escalation” (Fort and Schipani 2004,
30). Furthermore, “corporations can build relationships that cross boundaries in
a way that might not be accomplished through the traditional political means.
Corporations . . . may be able to provide channels for communication that might
not otherwise have existed” (Fort and Schipani 2004, 30–31). Sovereign wealth
funds likely also have this capacity.

Opponents of SWF investment argue that recipient countries should be highly
circumspect about SWF investment since such capital flows could have political
motives that endanger national security interests. Some suggest that “governments
can be counted upon to act out of more than just economic motivations. It’s in their
DNA” (Cartwright 2007). For example, Russia has exhibited “a pattern of being
very aggressive in using their assets in pursuit of policies unrelated to economics”
(White et al. 2008, quoting Evan Bayh). And Michael McConnell, former U.S.
Director of National Intelligence, expressed strong concerns about “the financial
capabilities of Russia, China and the OPEC countries, and the potential use of
their market access to exert financial leverage to achieve political ends” (White
et al. 2008). In fact, some economists have termed the U.S. economic situation a
“financial balance of terror,” creating a geopolitical vulnerability reminiscent of
“the effective American use of exchange rate diplomacy to force the hands of the
British and French during the Suez crisis” (Summers 2006). Opponents argue that
SWF investments could have serious negative effects, including financial market
instability resulting from sudden movements of large, concentrated, opaque invest-
ment positions; increasing financial market volatility and risk; implementing polit-
ically driven rather than economic decisions; harming national security interests;
decreasing levels of intellectual property protection; and facilitating anticompeti-
tive effects from SWF access to sensitive government information and preferential
financing arrangements which could distort market pricing and competition.

ETHICAL ISSUES SURROUNDING SWFs
As the controversy surrounding SWFs has increased, the IMF and the OECD have
spearheaded efforts to develop codes of best practices to govern the behavior of
both SWF investors and IRCs to diffuse tensions. The Santiago Principles and
the OECD Guidance are the products of these efforts. The Santiago Principles
are voluntary best practice guidelines addressing SWF investment practices. The
IMF’s push to develop these principles, however, was not without opposition. Rus-
sia and Kuwait were particularly resistant, the latter pointing to its lengthy and
exemplary investment history (O’Grady 2008). Likewise, the OECD has issued
tripartite “guidance on recipient country policies towards SWFs” (OECD 2008)
focused on recipient country policies, OECD general investment policies, and na-
tional security policies. Unfortunately, both the Santiago Principles and OECD
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Guidance address mostly micro concerns surrounding SWF investment, and give
less attention to consideration of the many underlying macro policy issues that are
relevant to SWF investment and arguably at the core of the SWF controversy. This
section discusses the ethical concerns surrounding SWF investment by beginning
with an exploration of both the Santiago Principles and the OECD Guidance.

Both the Santiago Principles and the OECD Guidance guidelines can be under-
stood as encapsulating general responses to the multiplicity of underlying ethical
concerns of both IRCs and SWFs, which are implicitly embedded in the surround-
ing controversy. As stated previously, I argue that these underlying concerns are
really two sides of the same coin: generalized and often related concerns about
various issues that can be grouped under the label of corruption. Because these
concerns are often interrelated, the more extreme positions potentially risk un-
intended consequences. I suggest, instead, a balanced perspective. For example,
many stringent regulations have been proposed to circumscribe SWF investment,
including mandating the use of financial intermediaries to invest; only permitting
investment in global index funds; removal of voting rights; prohibiting controlling
positions; mandating specific disclosure and governance; and creating domestic
investment funds to counteract this investment (Epstein and Rose 2009, 119–120).
Yet many of these restrictions would have important downsides. For example,
stripping SWFs of voting rights could exacerbate agency problems because activist
shareholders can positively impact firm performance. To demonstrate the need
for a balanced perspective, I will first describe the content of the OECD Guid-
ance and the Santiago Principles, and then explain how a balanced perspective
could increase the effectiveness of SWF regulation while also addressing SWF
ethical concerns.

The OECD Guidance and Concerns Surrounding IRC Responses

The OECD Guidance surrounding IRC reception of SWF investment, finalized in
October 2008, is a three-part approach to balancing the concern for maintaining “an
open international investment environment” with the concern of individual IRCs
“to safeguard the essential security interests of their people” (OECD 2008). Alto-
gether, it aims to encourage the free flow of international capital and discourage
protectionist measures masked as national security precautions in individual IRCs.

The OECD Guidance recognizes both the “constructive contribution” of SWFs
and the “legitimate national security concerns [that] could arise” as a result of
this investment. The three parts of the OECD Guidance are: (1) the “OECD Dec-
laration on sovereign wealth funds and recipient country policies”; (2) “Guidance
that reaffirms the relevance of long-standing OECD investment principles”;8 and
(3) “Guidelines for recipient country investment policies relating to national secu-
rity.” Together, these three parts tailor the application of traditional OECD general
investment principles of nondiscrimination (“treat SWFs as well as similar do-
mestic investors”), transparency, standstill (“don’t introduce new [protectionist]
measures”), and progressive and unilateral liberalization to the context of SWF
investment. Specifically, the OECD Guidance actively discourages the develop-
ment of protectionist measures by IRCs, reiterates long-standing OECD policies of
nondiscrimination, and, where discrimination is deemed necessary for legitimate
national security purposes, calls for transparency, predictability, proportionality,
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and accountability in such measures. IRCs’ adherence to the substance of the OECD
Guidance in their development of investment policies relies upon a long-standing
OECD process of “peer review” and accompanying potential peer pressures. Addi-
tionally, OECD discussions about approaches to investment policy are increasingly
involving input from nonmember SWF investor countries such as China, Russia,
and Brazil.

The Santiago Principles and Concerns Surrounding
SWF Investment

The Santiago Principles, formalized in October 2008, are informal investment
guidelines for SWFs that represent the consensus of an extraordinary cross-section
of nations. These are voluntary guidelines that are “each . . . subject to home coun-
try laws, regulations, requirements, and obligations” (IWG 2008), which “must be
ratified by the competent authority in each participating country” (Deloitte 2008).
Although informal and nonbinding guidelines, the Santiago Principles should
not be dismissed easily since international law scholars have noted a general trend
away from international treaties toward more informal agreements (Murphy, 2010)
such as those contained in the Santiago Principles. The IWG has also recently pro-
duced the “Kuwait Declaration,” which established the International Forum of
Sovereign Wealth Funds (Forum) for the “continuing exchange of views and study
of SWF activities” (IWG 2008).

The Santiago Principles are based upon the following four objectives: “(1) to
help maintain a stable global financial system and free flow of capital and invest-
ment; (2) to comply with all applicable regulatory and disclosure requirements
in the countries in which they invest; (3) to invest on the basis of economic and
financial risk and return-related considerations; and (4) to have in place a trans-
parent and sound governance structure that provides for adequate operational
controls, risk management, and accountability” (IWG 2008). To implement these
objectives, the IWG developed 24 principles applicable to individual SWFs that can
be grouped and discussed in three general categories: (1) a SWF’s “legal framework,
objectives, and coordination with macroeconomic policies”; (2) a SWF’s “institu-
tional framework and governance structure”; and (3) a SWF’s “investment and risk
management” framework (IWG 2008). Taken as a whole, the Santiago Principles
are primarily concerned with institutional frameworks, transparency, accountabil-
ity, and the management of risk. This focus directly addresses the main concerns
of opponents to SWF investment. The Santiago Principles were purposely given
a broad formulation to facilitate their application in a diversity of “institutional,
constitutional, and legal settings” (IWG 2008).

Related and Underlying Concerns about Corruption

As mentioned previously, the fundamental, related purpose of both the Santiago
Principles and OECD Guidance is to promote a balancing act between the concerns
of IRCs about their national security interests and the concerns of SWFs that their
investments be welcomed on a nondiscriminatory basis and receive equal treat-
ment. Embedded in this balancing act is also a tension between government actors
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and private business interests. Finding an equilibrium between these interests will
prevent the corruption of the free flow of capital through large-scale protectionist
measures and prevent the corruption of market processes by encouraging more
transparent market practices.

The main concern from the perspective of SWF actors is that individual coun-
tries will enact excessive investment regulations under the pretense of maintaining
national security interests, while really enacting protectionist measures. Hence,
what is sometimes left unstated in such discussions, but is at the root of many such
concerns, is the particular countries behind SWF investment. For example, there
was no public or congressional outcry in the United States when a British company
managed the six U.S. ports in the DPW fiasco, but when those ports were to be
managed by a member of the United Arab Emirates, a public and congressional
outcry arose. In a similar vein, a good deal of Europe’s unease with SWF investment
likely stems less from SWF investments themselves and more from the countries,
such as Russia, behind the investments. Effective regulation must address these
national security concerns while also providing avenues for SWF investment.

From the perspective of IRCs, the first set of corruption concerns centers on the
corruption of international financial markets and market processes. The integrity of
international financial markets can be thought of as an international common good.
Maintaining this good, however, is a difficult collective action problem. The po-
tential of SWFs to corrupt market processes could take several forms. The primary
concern is that SWF activity be based on political rather than economic motives:
“Sovereign wealth funds and their cousins, the state-controlled enterprises, are
one example of a class of institutional owners whose behavior can be expected
to reflect, in part, non-economic motivations” (Cartwright 2007). Noneconomic
motives could include many considerations: to gain access to technology or infor-
mation, to favor national industries, to secure long-term access to commodities,
to serve long-term geopolitical influence, or even to gain the eventual control of a
particular industry internationally.

It is particularly challenging to monitor potential misbehavior because, aside
from certain limited exceptions such as Norway’s SWF, many SWFs have low lev-
els of transparency and disclosure. For markets, or the pricing system, to function
properly, additional information disclosure is required. This opacity presents chal-
lenges not only for international interests, but also for domestic interests wishing
to hold SWFs accountable for their use of public monies. But, as has been noted,
transparency is a complex issue because it can relate to a multitude of considera-
tions such as governance structure, investment objectives, and investment strategy
(Khanna 2008). While it might be reasonable to demand transparency of gover-
nance structure and investment objectives, such demands seem less reasonable in
relation to investment strategy (Khanna 2008).

Consequently, an important area of concern related to this lack of domestic ac-
countability is the potential for increased levels of domestic corruption and related
agency issues. Lack of transparency and disclosure facilitates this problem. And
many of the largest SWFs are located in countries already perceived to be highly
corrupt according to Transparency International’s Corruption Perceptions Index
(Transparency International 2008). It would be naı̈ve to think that the SWFs in such
countries would constitute an exception. Such considerations are particularly im-
portant when a public matter is involved. Related to these accountability concerns



P1: OTA/XYZ P2: ABC
c14 JWBT301-Boatright June 2, 2010 9:35 Printer Name: Hamilton

SOVEREIGN WEALTH FUNDS 267

is the fact that many of the largest SWFs are not owned by democratic political
regimes. Furthermore, questions about the investment management competency
of some SWFs are frequently voiced and represent two primary concerns. First, do
SWF managers have the actual skills needed to invest public funds responsibly?
Second, what is the benefit of investing such funds through SWFs instead of re-
turning these funds to the private sector and letting individuals themselves decide
how to invest this money?

An additional concern is that many SWFs are owned by countries with high
levels of domestic poverty. As economists have noted, “It is an irony of our times
that the majority of the world’s poorest people now live in countries with vast
international financial reserves” (Summers 2006). This is a serious and complex
international ethical concern. The per capita income of SWF countries varies enor-
mously. Why would a government entity in a poor country make overseas invest-
ment when so much infrastructure, education, and health investment is needed
on the domestic front? For example, India’s proposed SWF has been met with
a variety of reactions. India is in a strong position with its foreign exchange re-
serves. Investing these excesses reserves in U.S. Treasury securities rather than in
high-yielding assets is not only very costly, but also arguably forfeits the oppor-
tunity to accomplish “strategic objectives” such as energy asset accumulation and
contributing to domestic financing demands (Phulgirkar and Gupta 2008). Critics
of the idea of an Indian SWF suggest, however, that pressing domestic concerns
such as infrastructure, health care, and education should be a higher priority for
India’s excess reserves (Nair 2008). Similarly, on the one hand it is thought that if
Russia used its SWF assets for necessary infrastructure purposes, its SWF’s rate
of growth would moderate (Sorkin 2008). On the other hand, Russia’s finance
minister has argued that widespread use of SWF financial assets in the domes-
tic economy could create asset bubbles and stoke inflation (White, Davis, and
Walker 2008).

Trends suggest that SWFs will play an increasingly important role in both in-
ternal and external development. Robert Zoellick, president of the World Bank,
has recently called upon the SWFs of Asia and the Middle East to invest in African
development (Weisman 2008). Singapore’s Temasek is reportedly planning to in-
vest close to $2 billion in China, India, Mexico, and Brazil in the near future (Paris
2009b); discussions about the creation of a “supra sovereign wealth investment
fund” to do just that have already begun. Some think that taking this approach
would decrease the opportunities for corruption created when funds are dispersed
to “local middlemen” (Dyer 2009). Of course, this route would also allow investors
to exert greater local control, which would likely have both positive and negative
implications. These combined concerns point to the idea that as public investment
vehicles, SWFs should be investing for the benefit of the public, not for the benefit
of a variety of possible individuals. Consequently, increased transparency and ac-
countability are necessary to ensure that SWF financial assets are not siphoned off
for the benefit of the political and business elite.

A related area of concern can be labeled rule of law issues. Maintaining the rule
of law can become particularly complex if the regulator and the regulated share the
same identity (Cox 2007). Two issues are particularly salient in this area: conflicts
of interest and enforcement ability. First, what happens when the regulator is the
regulated? A conflict of interest will arise. As mentioned earlier, a foreign entity is
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less likely to cooperate with the SEC in an investigation of that country’s own SWF
(Cox 2007). Second, even in a case where enforcement is necessary and provided
for by law, enforcement proceedings against sovereigns are extremely difficult and
present limited possibilities.

A final area of corruption concern made salient by SWF investment is con-
flicting international value systems. It has been quipped that one country’s ethics
is another country’s politics. For example, investments by Norway’s SWF are re-
viewed by a Council of Ethics to ensure that they conform to delineated Ethical
Guidelines.9 The Council has decided that several U.S. companies, including Wal-
Mart and Freeport-McMoRan Copper & Gold, do not conform to these guidelines,
thus requiring divestment by Norway’s SWF.

CONCLUSION
Despite all of the surrounding controversy, SWFs have a history of being model
investors whose investments offer many benefits. Taking a balanced perspective
on SWF investment can help resolve the tensions that exist between the concerns
of SWFs and IRCs. These counteracting tensions, properly managed, can work as
counterbalancing forces against the corruption tendencies that tempt both con-
stituencies. Sovereign wealth funds already have a long history and should be
anticipated to be important financial market participants for the foreseeable fu-
ture. Therefore, their increasing participation in international financial markets
should be cautiously welcomed as their activities could provide many benefits,
but could also cause detrimental market disruptions. Therefore, I agree with for-
mer SEC Chairman Christopher Cox’s recommendation for a “cautious optimism.”
He writes:

The optimism would be warranted by the extraordinary progress the world has made in
recognizing the importance of markets, and in relying upon them for the allocation of
society’s resources. The caution comes in recognizing that the rising sun, for all its friendly
promise, is still a ball of fire. Whether we ultimately bask in its warmth, or blister under
its heat will be determined by wise choices made now, and the continued vigilance of all
people dedicated to truly free markets. (Cox 2007)

NOTES
1. Currently, these countries are: Australia: Australian Future Fund; Azerbaijan: State Oil

Fund; Bahrain: Reserve Fund for Strategic Projects; Botswana: Pula Fund; Canada:
Alberta Heritage Savings Trust Fund; Chile: Economic and Social Stabilization
Fund/Pension Reserve Fund; China: China Investment Corporation; Equatorial Guinea:
Fund for Future Generations; Islamic Republic of Iran: Oil Stabilization Fund; Ireland:
National Pensions Reserve Fund; Korea: Korea Investment Corporation; Kuwait: Kuwait
Investment Authority; Libya: Libyan Investment Authority; Mexico: Oil Stabilization
Fund; New Zealand: Superannuation Fund; Norway: Government Pension Fund; Qatar:
Qatar Investment Authority; Russia: Reserve Fund/National Wealth Fund; Singapore:
Temasek Holdings Pte Ltd, Government of Singapore Investment Corporation Pte Ltd;
Timor-Leste: Petroleum Fund of Timor-Leste; Trinidad and Tobago: Heritage and Sta-
bilization Fund; United Arab Emirates: Abu Dhabi Investment Authority; and United
States: Alaska Permanent Investment Fund. Current permanent observers are: Oman,
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State General Reserve Fund; Saudi Arabia: Saudi Arabian Monetary Agency; Vietnam:
State Capital Investment Corporation; Organisation for Economic Co-operation and De-
velopment; and the World Bank.

2. IWG, 2008. Appendices and References, 27.

3. France planned to access a variety of sources to capitalize its SWF; see Associated Press
(2008). And Singapore’s Temasek has sold bonds to raise capital; see Lopez (2009).

4. For example, see Associated Press (2008).

5. “Special report: The new competition for global resources” (2008). Available from: The
Boston Consulting Group. http://knowledge.wharton.upenn.edu/papers/download/
BCGReport Competition for Global Resources.pdf.

6. For example, see Epstein and Rose (2009).

7. “The Role of Sovereign Wealth Funds in Promoting Peace Through Commerce,” presen-
tation for Peace Through Commerce Conference at George Washington Business School,
November 15, 2008.

8. Note that this guidance reaffirms OECD principles originally adopted in 1961.

9. For additional background on Norway’s SWF and its Council of Ethics, see Chesterman
(2008).
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CHAPTER 15

Marketing of Financial Services
GEORGE G. BRENKERT
Professor of Business Ethics, McDonough School of Business, Georgetown University*

INTRODUCTION
The marketing of financial services and products has become increasingly impor-
tant as the role of the financial services industry has grown throughout the world
and as competition has become more intense (Meidan 1996, 1). Financial services
and products provide the means by which people manage their money or gain ac-
cess to money. Suppliers include banks, credit card companies, stock brokerages,
investment funds, and consumer finance companies. The expectation is that atten-
tion to the marketing of their services and products improves the effectiveness of
the ways in which they are developed, targeted, priced, advertised, and promoted.
As such, marketing enhances the competitiveness of the firms involved. To the ex-
tent that ethical responsibilities are integrated into these marketing efforts, it may
also be expected that there will be fewer occasions for consumer dissatisfaction
and greater trust toward those offering financial services.

Unfortunately, the economic and financial crisis of 2008 was an example of
how marketing can go astray. There are good reasons to believe that the marketing
of financial services and products contributed to this crisis. Mortgage companies
marketed home loans to people who could not afford them. Credit card companies
raised rates on past purchases, putting increased financial pressure on already
overextended consumers. Financial advisers encouraged customers to buy and
sell securities in ways that did not contribute to the betterment of their financial
situation. And when those at the bottom of the financial scale needed money to get
a car or house repaired, payday loans were marketed to them in ways that trapped
them in a cycle of debt.

However, this chapter is not simply about ethical issues that appeared during
this recent financial crisis. It is more generally about ethical concerns that are
always relevant when financial products and services are marketed. The preceding
examples simply point to some of the ethical issues that the general topic of the
ethical marketing of financial products and services raises.

In this chapter, I can address only a small number of these issues. I limit my
discussion here to the marketing of financial services and products to individual

∗I am indebted to John Boatright for helpful editorial and substantive comments on an
earlier version of this chapter.
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customers, rather than to other businesses. Within this restricted, though still broad
area, I give special attention to ethical issues that arise with regard to the marketing
of mortgages, credit cards, and payday loans.1 These three areas capture a diverse
sample of financial services and products that are marketed to a broad range of
individuals. Though the ethical issues that arise in these areas are just a few of
the topics that the marketing of financial services and products raises, they are
important ones.

AN ETHICAL FRAMEWORK
Before looking at these particular issues, we should first briefly consider what
ethical marketing framework should be involved in the marketing of financial
products and services. To speak of marketing here is not simply to speak of ad-
vertising. Advertising is only one part of marketing. Instead, marketing is a set
of coordinated activities that are “designed to create, communicate, and convey,
through voluntary exchanges, something those targeted will value, and to do so in
ways that fulfill the objectives of marketers and/or their organizations” (Brenkert
2008, 13). Understood in this general sense, marketing involves marketing research,
product development, segmentation, pricing, distribution, advertising, promo-
tions, and sales. Ideally, all these elements are interconnected by a marketing
strategy.

During the latter half of the twentieth century, it was widely held that marketers
should guide their actions in accord with the marketing concept. This called on
marketers to satisfy the wants or needs of customers in ways that contribute to the
profits of the businesses that employ them. “The objective of the marketing process
is the profitable sale of services that satisfy customers’ financial requirements and
needs” (Meidan 1996, 18).

However, this objective is too narrow and simple. Marketers should also follow
the law. Still, it is a staple of marketing ethics that just because something is legal
it is not necessarily ethical. For example, even if a marketer satisfies the law, there
are other marketing activities that could run afoul of ethical concerns, such as
when marketers target vulnerable groups with credit cards that they may not be
able to handle. Thus, ethical marketing must seek to convey something of value to
customers in ways that accord with law and basic ethical values and norms.

An ethical framework for marketing financial services and products would do
three things. First, it would identify the basic values and norms (as well as their
basis) marketers should follow (norms identification). Second, it would indicate how
these norms and values would be applied or used in marketing different kinds of
financial products and services (norms application). Third, it should place this ethical
marketing effort within a context in which it could be successful (norms promotion).
I provide here only a brief sketch of these three parts of an ethical framework.

For norms identification, we can turn to the American Marketing Association
(AMA), which has adopted a code of ethics that includes such principles and values
as do no harm, honesty, fairness, respect, transparency, trust, and citizenship. In
addition, the AMA code calls on marketers to avoid the use of coercion and to
reject manipulation (AMA 2009). These are important answers to the first part of
an ethical framework. This pluralist set of norms and values should guide the
marketing of financial products and services. Though some have viewed these
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principles as aspirational rather than obligatory, to do so would let marketers off
the ethical hook much too easily.2 To aspire is to seek to do something or to have an
ambition to do it. As such, one may aspire to do or be something even though one
does so in half measures and is not required or under an obligation to be successful.
However, ethics functions differently (or at least an important part of it does).
Ethical principles impose obligations and duties on marketers. Thus, ethics doesn’t
simply say “Strive not to lie”; it says “Don’t lie.”3 One source of the aspirational
view of ethics is the assumption that ethical requirements are externally imposed on
marketing. But they are not. Ethical requirements emerge from an understanding
of marketing as an undertaking that presupposes noncoercive exchanges between
people who own what they exchange (hence private property) or have authority
to exchange those resources.

For example, inasmuch as marketing involves voluntary exchanges, efforts
to coerce, manipulate, or influence people to act in ways other than they choose
undercut marketing. Thus, there is first a capacity component of marketing that
is relevant to questions of autonomy and self-direction and hence to norms of
openness and respect.

Second, if a person is deceived about an exchange and the person does not re-
ally understand what it is he is exchanging or the conditions the exchange involves,
the voluntary nature of the exchange is undermined. Thus, there is also a cognitive
component of marketing. Here norms of honesty, fairness, trust, and truthfulness
are relevant.

Third, there is a relationship component. The voluntary exchange of items of value
creates a relationship between the members of the exchange that may be short-term
or long-term, in which the interests of the other member of the exchange may or
may not be taken into account. Hence, norms of trust, respect, doing no harm, and
openness arise again in a marketing context. However, inasmuch as marketing
exchanges frequently take place in a competitive context, one’s relationship with
other marketers and customers may be different than in a cooperative context.

The second part of an ethical marketing framework, norms application,
elaborates on and applies the relevant values and norms in different relationships
and situations. This is best done not abstractly but in particular contexts, as I do
in the following sections. The ethical determinations made in applying values
and norms are not simply subjective responses, but ideally reflective judgments
based on appropriate features of the norms and situation. This ethical application
component requires that one carefully ascertain the relevant facts of each issue;
the pertinent ethical norms and values; possible courses of action; and the extent,
degree, and manner in which everyone is affected by alternative actions. Out of
such examinations a best, all-things-considered judgment must be rendered that
remains subject to review and revision.

Finally, a crucial issue is not simply whether something is ethical, but how
we encourage people to do the ethical thing. Crucial to this third part of the
ethical framework, norms promotion, are background interrelationships between
marketers and their firms, those they target, and society. In short, acting morally
or ethically (I understand these to be the same thing here) is always action within
a context. The nature of that context plays an important role in whether people act
morally. The organization within which people work must be one in which they
can make and act on ethical decisions. This will also require laws and regulations
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that protect organizations from other businesses that are less concerned about
ethical marketing.

This chapter focuses primarily on the second part of this ethical framework,
applying various ethical principles and values to three important areas of market-
ing financial services. However, it also, albeit briefly, takes note of steps required to
fulfill the third part of an ethical marketing framework, namely norms promotion.

MARKETING MORTGAGES
A house or condominium is one of the iconic possessions in the United States
and Canada. It is also the largest single purchase that most individuals will ever
make. For this reason, if no other, the marketing that is part of the process by
which people acquire a residence deserves close ethical scrutiny. It also deserves
examination because the home mortgage industry is widely identified as having
played a central role in the credit crisis and financial meltdown of 2008. Of course, it
did not accomplish this all by itself. There were many other actors who contributed
to this predicament. Further, this was not simply a financial meltdown involving
misjudged risk assessments (though it was this). It was also an ethical meltdown
arising, in part, from various unethical marketing practices. Unless the ethical
dimensions of marketing mortgages are given greater attention than in recent
years, we may face similar problems in the future. Three important dimensions
of the ethical marketing of mortgages include (1) the relation of the mortgage
broker or lender to the borrower; (2) the role of informed decisions in marketing
different kinds of loans to customers; and (3) the deception and manipulation of
some borrowers that has occurred in getting them to finance their homes.

The Relation of Customers, Mortgage Brokers, and Lenders

The relationship between the providers of a product or service and those whom
their marketing targets conditions (or should condition) the nature of that market-
ing. In the past, a person would find a house through the services of a real estate
agent and go to a bank, credit union, or savings and loan company in order to
get a loan to buy the house. Though the local bank or credit union that issued a
loan often tried to do the best it could for its customers (simply due to the fact
the lender and customer were part of the same community and the lender had a
concern for its reputation), the lender did not have a fiduciary relationship with
its customers—that is, it was not legally or ethically obliged to focus its efforts on
serving the best interests of its customer. Still, because the lender, in this case, held
on to the loan and received interest and principal payments from the borrower, it
was interested in the borrower being able to pay off the loan. The financial futures
of the borrower and the lender were joined. Of course, in this system, once the
bank had loaned money to others, it had less assets to make additional loans.

Beginning in the 1970s and 1980s, various laws and regulations were changed
so that it became possible and desirable to sell those mortgages to other lenders
who would package them into mortgage-backed securities that other financial
institutions and Wall Street might buy.4 This opened up more money for those who
wanted to buy homes. In addition, in the early twenty-first century, the Federal
Reserve cut interest rates to spur lending and spending. This made even more credit
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available at cheaper rates (see Rozeff 2008). Further, the government encouraged
Fannie Mae and Freddie Mac to expand home ownership.5 Finally, investors on
Wall Street were clamoring after investments that offered them the opportunity
to increase their profits. Accordingly, there were incentives and opportunities to
make many more mortgages available to customers.

These legal and economic changes affected the relation of customers and mort-
gage lenders and thereby the ways that mortgages were marketed to potential bor-
rowers. One of the crucial tasks responsible marketing faces is to avoid targeting
those who are unlikely customers because they would be injured by a marketing
exchange due to their vulnerability or lack of resources. However, given the pre-
ceding changes, and since many of those who could (on a traditional credit evalua-
tion) own a home already owned one, the companies marketing mortgages targeted
groups of people whose creditworthiness was shaky. Some companies disregarded
traditional procedures for evaluating creditworthiness and introduced “No Doc”
loans—that is, no documents were required in order to obtain a loan. Countrywide
had a “SISA” program—stated income, stated assets—in which “[t]he borrower’s
income and assets were stated but not verified.”6 This approach had initially de-
veloped at a time when self-employed people who had good credit ratings sought
loans. However, over time, it was applied to almost anyone, regardless of their
credit ratings. In addition, because those targeted were at high risk of defaulting
on their mortgages, higher rates of interest were charged for their loans. For ex-
ample, “in 2001, standard mortgage loans carried a 6.5 percent interest rate. The
average subprime mortgage rate was over 15 percent” (Legal Helpers 2009).

Further, more and more people went to independent mortgage brokers who
marketed these loans and submitted the borrowers’ applications to lenders. In
fact, by 2007 most “homebuyer’s business (70 percent) . . . [went] to independent
mortgage brokers—some of whom [received] . . . bonuses for steering borrowers
to higher-interest loans” (Trehan 2007). Inasmuch as those who initially made the
loans did not hold them but sold them, they became less worried about whether
the borrower could pay off the loan or even what were the financial resources of
those who sought loans. Their compensation was based upon the new loans they
could generate and the rates of interest that the new loans would pay.

Their compensation was also enhanced by yield-spread premiums (YSP) and
prepayment penalties (Ernst, Bocian, and Li 2008, 5). The YSP is a premium that
lenders pay brokers to obtain mortgages with higher rates of interest than the bor-
rowers would be qualified to obtain. The prepayment penalty is a charge borrowers
have to pay if they seek to change their loan, either by paying it off sooner than
required or by changing the terms of their loan. In either case, the aim from the
lender’s standpoint is, in effect, to lock people into their current loans and into the
rates of interest they are paying. Accordingly, because it intended to sell the mort-
gages it generated to the secondary market, firms such as Countrywide wanted
to originate mortgages “with above-market interest rates and other terms [such
as prepayment penalties] which would attract premium prices on the secondary
market.”7

The effect of this marketing approach was a large expansion of borrowers
who could not afford their loans (subprime loans) by lenders who were indifferent
to the borrowers’ ability to pay. Borrowers were regarded as responsible for the
situations they got themselves into. If they defaulted, that was their problem. The
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mortgage broker or lending institution had made its fee or commission and then
sold the mortgage to some other institution that was stuck with what have come
to be called toxic mortgages. It was a system built upon a failure to engage in due
diligence and a hearty disregard for honesty. Its short-term focus hid significant
dangers of defaults.8 Mortgage brokers and lenders displayed little concern for
the injuries that would likely befall their customers or the eventual investors in
mortgage-backed securities.9

Knowledge of Products: Informed Decisions

Decisions with ethical implications may also be criticized when they are made
without an adequate understanding of their nature and consequences. Mortgages
are marketed ethically when marketers provide sufficient information to the bor-
rower so that he may understand the nature and implications of the mortgage
being offered. When this does not occur, the decision made may be faulty both
economically and ethically.

An example of this kind of situation occurred when mortgage brokers pro-
moted adjustable-rate mortgages (ARMs), rather than fixed-rate mortgages, to
many borrowers. ARMs start out with (sometimes very) low initial monthly pay-
ments, but then after a short period of time, the payments increase (and sometimes
dramatically so). There is nothing inherently wrong with such mortgages. If people
know what they are and are prepared for their consequences, an adjustable-rate
mortgage might be appropriate for the right people at the right time.

However, in many instances the mortgage dealer emphasized “. . . the very low
initial ‘teaser’ or ‘fixed’ rates while obfuscating or misrepresenting the later steep
monthly payments and interest rate increases or risk of negative amortization.”10

Further, in some cases the interest rate increases could happen once every year
or every six months, leading to a continuing adjustment (and increase) in one’s
monthly mortgage. Finally, in other cases, a person might select a minimum pay-
ment option based on the introductory rate of interest. If this was less than the
interest accruing on the loan, the unpaid interest was added to the principal of
the loan, which resulted in a negative amortization—in other words, the amount
the borrower owed grew and grew. In many cases, the amount owed on the loan
after five or six years could be tens of thousands of dollars more than the loan for
which the borrower originally contracted.11

Unfortunately, many people did not understand the complexities and implica-
tions of the loans they were taking out. They were encouraged sometimes to make
unrealistic assumptions about the increasing value of their houses that would per-
mit them, through refinancing, to avoid paying higher monthly payments. In any
case, many soon encountered mortgage payments beyond the amount they were
able to pay, and as a result many lost their houses to foreclosures.

Two different marketing sources contributed to this lack of understanding.
First, through advertisements and telemarketing calls and solicitations by e-mails
and letters, mortgage brokers would tout “low introductory rates and monthly
payments that purportedly would save borrowers money over their existing mort-
gages when the principal amount of the loan would increase, according to court
documents” (Gullo and Harris 2008). In addition, television commercials empha-
sized that the payment rate could be as low as 1 percent, and print advertisements
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lauded the extra cash available to borrowers because of the low minimum payment
on the loan. Television advertisements did not effectively distinguish between the
“payment rate” and the interest rate on loans, and any warnings about poten-
tial negative amortization in Countrywide’s print advertisements were buried in
densely written small type.12 In short, a number of mortgage brokers and lenders
failed to adequately and clearly present the terms of the mortgages they were offer-
ing. Caveat emptor was, in effect, their motto. However, with complicated financial
products such as mortgages, especially the ones that involved shifting interest
rates, different prepayment penalties, and so on, and with customers having little
understanding of such financial instruments, some higher level of responsibility
involving due care for the customer is required.

Second, the process whereby the customer agreed to a mortgage was also
inadequately informed. For example, when a borrower obtained a “Pay Option
ARM” from Countrywide, the only initial monthly payment amount that appeared
anywhere in his loan documents was the minimum payment amount. In other
words, documents provided to the borrower assumed he would make only the
minimum payment. Thus, a borrower would not know the monthly payment
necessary to make a payment that would, for example, cover accruing interest,
until he received the first statement after the expiration of the teaser rate, well after
all loan documents had been signed.13

This may be admirable marketing by one who cares only about his bonus or
the fees involved, but not one guided by concern for the interests of the borrower
or the ethics of marketing. Such marketers display little concern for the cognitive
component of the ethical framework noted in the previous section.

Loan Flipping

Suppose you have a mortgage. You are settled into your home. Ethical issues of
marketing mortgages haven’t ended. A mortgage lender might contact you with
the following proposal: If you take out a new loan you will be able to tap into the
equity that has accumulated in your home in order to fix up the family room, buy
a new car, pay off some other bills, or take a long-desired vacation. Or perhaps the
mortgage lender seeks to get a home owner to move from one loan to another loan
with the promise that doing so would save him money on his present mortgage
payments. In some cases, a good argument might be made for either initiative.
Perhaps the interest rates have significantly changed. Maybe a new family room
will make the family happy and increase the resale value of the home. In short, in
some cases the new or refinanced loan might be in one’s best interests. But when
this is done in ways that do not benefit the borrower, but simply the loan officer,
through charging higher fees, we have a case of what is called loan flipping.

This has also occurred in the collapse of the mortgage market in the first
part of the twenty-first century. It was alleged that Countrywide was “routinely
soliciting borrowers to refinance only a few months after Countrywide or the
loan brokers with whom it had ‘business partnerships’ had sold them loans.”14

One source claims that “80 percent of subprime mortgages involve refinancing
existing mortgages” (Legal Helpers 2009). A major problem here is that too often
the borrowers did not realize the true costs of the new loan. One of the reasons
for this is that these costs are sometimes not accurately and openly portrayed to
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them. The borrower needed to know that in refinancing a mortgage a person will
have “to pay closing costs and fees, and perhaps even additional mortgage loan
points.”15 The upshot is that the new loan might cost several thousand dollars in
extra charges. Some people have even ended up with a higher-interest loan. In these
cases, they have been misled or deceived by the omission or misrepresentation of
crucial information. In addition, lenders may also play on people’s desires for a
special vacation or for extra space in their home. Of course, borrowers should
guard against these kinds of appeals. But even if borrowers are to be criticized for
their gullibility, this does not license lenders to use marketing techniques that take
advantage of these weaknesses and obscure the true costs of the proposed new
loans.

Promoting the Ethical Marketing of Mortgages

What can be done to foster more ethical behavior on the part of those marketing
mortgages? A number of individual changes could help. For example, lenders
might be required to provide worksheets that “allow consumers to compare their
final loan terms and closing costs with what was listed on the good-faith estimate”
(Singletary 2008).16 Or mortgage brokers might be required to disclose their fees
in advance, and not simply after an application has been submitted to them (see
Guttentag 2009). Such steps might help make clearer to borrowers the costs they will
be facing. In addition, the penalties imposed on mortgage brokers and originators
for deceiving customers need much stronger enforcement. This would require an
increase in the number of investigators who go after those engaged in mortgage
fraud.17

However, more basically, the relation between borrowers and mortgage bro-
kers and lenders needs to be addressed. Instead of a relationship in which brokers
and lenders are viewed as focused on their own interests, a more professional
relationship is needed in which they should attend to the best interests of their
customers. Then when they market loans to potential customers, they would be
expected to disclose features of the loans and their fees in a way that would enable
customers to make an informed decision in their own best interests and would
not encourage them to take out loans inappropriate for their levels of risk and
resources. Of course, laws and regulations would also have to be shaped to en-
courage this relationship on behalf of all those who market mortgages. And for
these changes not simply to be an empty gesture, adequate resources would have
to be devoted to enforcing such provisions.

CREDIT CARDS
Credit cards have become a fixture of daily life for many people in North America.
The average American family has eight credit cards; there are 640 million credit
cards in circulation in the United States.18 In 2008, the average amount of credit
debt per household with more than one card [in the United States] was more than
$8,000.19 Since most credit cards do not require that the user pay the full balance
at the end of each billing period, they are “a way of borrowing money without
security, so [they substitute] . . . for other forms of unsecured lending . . .” (Kahr
2004). For the cost of the monthly interest, credit card holders can extend their
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payments over a period of time, if they pay a minimum amount specified on the
monthly bill.

Credit cards are a $970 billion industry that is the most profitable in the bank-
ing sector and has been one of the fastest growing parts of the financial services
industry in the past quarter century.20 In spite of its financial success and the
widespread adoption of credit cards by consumers, the credit card industry has
also been hit with numerous ethical charges in recent years that relate to the mar-
keting of credit cards. Three of the major marketing ethical issues that credit cards
raise are: (1) Who should be targeted for credit card marketing? (2) What should
card users know about the cards marketed to them? and (3) How should credit
card companies impose charges on users?

Targeting for Credit Cards

Traditionally, credit cards were issued only after the issuer had ascertained that the
financial condition of the person seeking the card merited an extension of credit.
To make this determination, credit card companies relied on the use of the large
databases of credit reporting bureaus to determine an applicant’s credit rating
or FICO21 score. This score is used to determine how much one can borrow and
the interest rates at which one can borrow. Despite its obvious impact on their
borrowing ability, most Americans do not know their FICO score.22

In the past, one had to have a relatively high level of creditworthiness to
receive a credit card. However, times have changed. Now virtually anyone can
obtain a credit card. In fact, there are credit cards that advertise a “100 Percent
Guaranteed Approval,” that there will be “no credit check,” and that applicants
will be “approved regardless of credit history.” Of course, with such credit cards
there are conditions, such as required FDIC-insured bank accounts with a balance
of at least several hundred dollars linked to the card, and finance charges being
applied without a grace period. However, many other standard credit cards are
marketed to those with little or no credit history (e.g., college students, immigrants).
In fact, credit card companies increased by 41 percent their direct mail credit card
offers to subprime consumers in the first six months of 2006 and 2007; at the
same time, they reduced their offers targeting consumers with very high credit by
13 percent.23

From the standpoint of credit card companies, the fact that a person has a lower
credit rating does not mean that they cannot make money off such a person. Far
from it—in fact, a significant portion of their profits come from such customers.24

Credit card companies have run various risk analyses of potential customers and
have made decisions based upon their expectation of being able to make money
on people who have a wide range of creditworthiness. The result has been that
some people with very shaky creditworthiness have been issued credit cards. And,
given the fact that multiple companies may make similar decisions, these less-
creditworthy customers may receive multiple cards.

The question is not simply whether targeting people with poor credit ratings
is financially rewarding for credit card companies but also whether it is ethically
responsible. If a credit card company decides to issue credit cards to those with
little credit history or poor credit ratings, then some people will obtain cards who
do not have the experiences or resources to use them wisely. They will incur
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more debt than they can handle, their credit scores will be jeopardized, and their
financial circumstances will be negatively impacted for years. In addition, many
will experience family conflicts and even suffer bouts of depression. In the case of
students, they may have to drop out of college in order to get a job to pay bills.
Their parents may have to help out.

There is, of course, a positive side to the extension of such credit, and this is that
the mere fact that credit cards are available to a wider range of people is a kind of
democratization of credit that would seem desirable. “Low- and moderate-income
people now quite often have credit cards, and that wouldn’t have been the case,
say, 30 years ago” (Yingling 2004). Still, the significance of this benefit assumes that
those receiving credit can handle it. What if they cannot?

The argument here is that credit card companies bear some—but not all—of the
responsibility for the difficulties that those with poor credit histories will encounter.
Credit card companies know in advance that these results will occur, though they
do not know with which particular customers they will occur. If ethical marketing
seeks to avoid doing harm, then the marketing of credit cards should not use
techniques that extend credit cards to members of these groups without warning
people of their dangers, seeking to educate them about the dangers, limiting their
access to modest amounts until they have proven able to handle larger sums, not
raising interest rates that worsen their condition, and offering financial counseling
services to those whose debt level exceeds their abilities to handle it.

Information and Deception

Ethical transactions generally require that those taking part have all the relevant
information. Accordingly, for credit card applicants and holders to ethically acquire
and use credit cards, they must have information regarding their credit cards
that is pertinent to their use. Some of that information would include whether
the card requires an annual fee and, if so, how much it is. What are the interest
charges? When and how may those interest charges change? If they change, what
forewarning will one receive? What are the limits to the credit on one’s credit cards?
What penalties might be incurred if these limits are violated?

In addition, this information must be presented in a manner that is intelligible
to the ordinary customer. One should not have to have a degree in finance or
accounting in order to understand the conditions that apply to having a credit
card. Nor should one have to be a trained investigator in order to learn the relevant
facts about a credit card.

These guidelines have not been followed in various cases. For example, some
credit cards have advertised low teaser rates that involved charging a very low
rate of interest, sometimes even zero percent, at the beginning. However, later
the interest rate might rise dramatically (possibly to 30 percent or more) without
the customer understanding when or why this was taking place. Capital One was
accused of running television ads in Minnesota that advertised credit cards with
low “fixed interest rates.”25 Though this feature was offered in the major part of
the ad, in the final six seconds of the ad (or in small print in printed ads) Capital
One made qualifications that contradicted the fixed-rate offer (Sullivan 2005). As
a result, surprised credit card holders found their interest rates rising to three and
four times what they had been led to expect.
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Most customers also do not understand how long it will take them to pay
off their debts if they make only the minimum payment. In fact, “approximately
35 million Americans pay only the required minimum—as low as 2 percent—of
their balance each month. Sticking to that rate, it could take years to clear their
debt and they’ll end up paying far more than the cost of the items or services they
bought.”26 The reason is that credit card companies do not tell customers how
long it would take to pay off their current debt if they make simply the minimum
payment the card requires for that period. They don’t want people to know this,
since those people might then pay more of the balance due and hence pay less in
interest. As Elizabeth Warren says, “They don’t tell because they don’t want the
customer to know, because an informed customer is not as profitable a customer”
(Warren 2004).

Companies respond that such information would involve hypothetical num-
bers. Since a customer can add to his debt going forward, such a number has no
real meaning (Warren 2004; Yingling 2004). Yingling argues that a disclosure of
how long it would take an individual borrower to pay off his particular loan at the
current minimum payment would be wrong 99 percent of the time due to floating
rates and added debt (Yingling 2004). Still, this does not mean that hypothetical
examples regarding one’s current level of indebtedness and the time required to
pay it off at minimum payment levels might not help inform credit card holders
about the implications of their decisions.

The preceding forms of information regarding ways in which one’s interest rate
may change, how long it would take to pay off one’s debt, the fees that a credit card
company may impose, and so on, are all materially relevant to one’s use of a credit
card. Unfortunately, too often, credit card companies have inadequately shared
these kinds of information with cardholders. Though they may assume a rational
consumer is capable of protecting himself in a highly competitive environment,
their reluctance to openly and directly share information with customers implies
a lack of concern with fostering such consumers.

Credit Card Charges and Terms of Agreement

Credit cards are issued based on an agreement with customers that the customer
will pay a certain interest rate on outstanding balances that have not been paid
following a set period (usually 25 days, at present) after the charges were incurred.
However, this agreement has been a unique one inasmuch as once a customer
has bought something using the credit card, the credit card company has been
able to unilaterally increase (with notice of as little as 15 days) the rate of interest
on the card and hence effectively raise the price of the product or service already
purchased (Croghan 2009).27 Thus, if I buy a washing machine for $600 at an interest
rate of 9.85 percent but the credit card company subsequently increases my interest
rate to 21.75 percent, it has unilaterally increased the price of the washing machine
over the period I pay it off.28 This might occur, for example, if you were late with a
payment, even on some other bill. This practice has been termed universal default,
according to which if one fails to make a payment on any credit card, mortgage,
car loan, or the like, or if a credit card company believes that one is taking on
too much debt, the interest rate on one’s credit card(s) may be raised. The issue
here is one of the fairness or the justice of unilaterally changing the terms of the
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agreement. Of course, if one signs a credit card agreement that permits this, then
one has technically agreed to this practice—however, few read these agreements
and their only real option is not to have a credit card. In response, to these practices,
the Credit Cardholders’ Bill of Rights Act became law in 2009 that prohibits such
unilateral interest rate increases on existing balances and universal default.29 Critics
point out that there is no other form of contract between a customer and business
that is of this nature. If one loses one’s job and fails to make a payment on a
credit card, one’s mortgage rate does not change, nor does the rate one pays for
one’s car. Credit card companies respond that they raise their rates when the credit
rating of the customer has changed—that is, worsened. Defenders of this feature
of credit cards argue that the rates they charge for credit loans are linked to the
creditworthiness of the customer and that if this has declined (for example, by
missing a payment or two on some other credit card or a mortgage), then their
creditworthiness has declined; they are more risky and hence should pay higher
rates (see Yingling 2004). This argument has only superficial plausibility. One’s
credit score may change because of a late payment due to any number of reasons
unrelated to one’s creditworthiness—for example, one was on vacation when the
bill came due; the bill was temporarily mixed up with other bills due at a later
date; one might even be disputing a charge on another credit card. To have one’s
interest rates increased not only on future purchases but also on all past purchases
strikes most observers as unjust. One made those earlier purchases with a certain
interest rate in mind. To have this changed, as well as the total cost of the product,
by the unilateral decision of a credit card company is an ethically arbitrary action
that should be prohibited.

Some Remedies to Promote Ethics in the Credit Card Industry

The ethical issues raised by the preceding marketing practices may be addressed
by emphasizing the ethical values and norms underlying ethical marketing. For
example, crucial to ethical marketing is that those who are party to a transaction
understand the terms of what they are agreeing to. If customers do not understand
the terms of their credit cards and how their rates may be raised or extended over
billing periods preceding the most recent one, this should be made clear to them.
However, it is not sufficient to enable people to understand practices that may
themselves be arbitrary and unfair. Hence, double-cycle billing and increases in
interest rates without the opportunity, through prudent handling of one’s credit
card, to return to lower rates should be ended. Further, if consumers don’t under-
stand the implications of making only the minimum payment on their debt, then
this should be part of what a person is told. It may also be that certain groups, such
as college students or those with weak credit, are more vulnerable to the misuse of
credit cards than others.30 Special precautions should then be taken in marketing
to such groups, both proactively as well as after the fact, with regard to ways to
mitigate problems that arise. It is possible to extend too much credit to certain
individuals.

Similarly, if the fairness of increasing interest on credit charges already made
cannot be clearly established, it should be stopped. The practice of raising rates
on all one’s credit cards because of a problem with one credit card (universal
default) without any further justification or clarification for that single problem
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also raises fairness issues. The reasons a person misses a payment on one card
may not imply that his creditworthiness has declined. To stop these practices, the
Credit Cardholders’ Bill of Rights Act was passed in 2009. It is a case where law
and ethics have come together.

Changes such as these might lift much of the ethical, political, and social
criticism of credit card companies. Such changes might also begin to foster the
kind of relationship between credit card companies and customers that ethical
marketers should insist on.

PAYDAY LOANS
Financial services and products are marketed to people from a wide range of eco-
nomic backgrounds. Mortgages are targeted to those with at least modest means.
Credit cards have become increasingly available to a wide range of individu-
als, though not to the poorest, least creditworthy segment of the population.
Payday loans are aimed at those who lack financial resources that many others
have. They offer those with poor credit and/or little income small sums of money
to pay pressing bills. Accordingly, these products are usually marketed to vulnera-
ble groups such as day laborers, enlisted personnel in the military, some students,
and people in inner-city neighborhoods. Payday loans advance the borrower a
small amount of money (the average is about $300). The lender does not seek to
verify the borrower’s ability to repay. Rather, borrowers must have a checking
account and demonstrate that they have a job (usually this involves producing a
pay stub). They receive their cash usually based on a postdated check they leave
with the lender.31 It might be thought that such loans are unworthy of attention.
However, though individual loans are small, this is a $100 billion industry (McGray
2008).32 “There are more payday outlets than there are McDonald’s restaurants”
(Miller 2008). “Iowans entered into more than 900,000 payday loans last year, based
on state Department of Banking data” (Lynch 2008).These loans come at high rates
of interest. A person may take out a loan for $200 for two weeks, but have to repay
$230 to settle the loan. Though that may seem simply like an interest rate of 15 per-
cent, those doing this calculation forget that the loan occurs over a two-week period
(see Knerl, 2007). “A $15 fee for a $100 two-week loan works out at a 390 percent
annual rate.”33 If the fee were $16, that would be an annual percentage rate of
435 percent. Ethical issues of marketing payday loans include (1) what informa-
tion borrowers have about the terms of the loans; (2) the pricing of the loans; (3)
the groups to which they are marketed; and (4) issues of mistrust of traditional
financial institutions.

Information

Consider the information that borrowers have regarding these loans. In contrast
to credit card charges and some home mortgages, not to mention some car loans,
the information at payday loan offices is, seemingly, fairly clear and transparent.
At such places there may be “a list of products, services, and prices, a bit like
a fast-food menu. Some of the prices are quite high, but the charges are neither
confusing nor deceptive” (McGray 2008).
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When you go to the Web pages of some of the prominent payday loan com-
panies, you can see very clearly not only what the charges are but also what the
annual percentage rates are for those loans. For example, in February 2009, 1 Stop
Check Cashing offered a 14-day loan of $200 to customers in Arizona for a finance
charge of $35, and a $500 loan for a finance charge of $87.50. In both cases, the page
noting these charges also clearly indicates that the annual percentage rate (APR) is
456.2 percent.34

It does not appear, at least currently, that customers of payday loans have
any difficulty learning what the interest rates are on the loans they take out. This
contrasts, as we have seen, with credit cards, as well as with some banking ac-
counts, where higher interest rates and penalties may be imposed in a manner
many people consider arbitrary and deceptive. For example, “fees imposed on
customers for temporarily overdrawing their [checking] accounts—by accident or
on purpose—have been particularly lucrative; banks made $25.3 billion in 2006
on overdraft-related fees, up 48 percent in two years, according to the Center for
Responsible Lending” (McGray 2008). One of the reasons some people turn to
payday lenders is that they have been hit with unexpected fees from banks and
credit cards. They don’t trust them. Furthermore, they feel that the implications
of bouncing a check are worse than paying a high fee to borrow the money they
need. In short, they don’t trust credit card companies or mainline banks.

Credit card fees are generally buried in small print that few read and fewer
understand. By contrast, at payday loan offices, the fees appear in large, bold
print—and they do not change. Though they are much higher, for example, than
the interest rates on credit cards, the borrower will not be surprised by sudden
changes. At least, they know what they are up against. Or do they?

The other side of this information issue is whether people really understand
the implications of taking out a payday loan when they may well not have the
funds to pay it back at the end of the loan period (usually 14 days). If the results
of some surveys are correct, the large majority of payday borrowers must take out
follow-up loans, which trap them into a cycle of taking out loan after loan such
that the final cost of borrowing the money they need is much higher than ordinary
personal loans. They may be aware of the high interest rates they have to pay, but
may not appreciate the difficult situation in which they may be placing themselves
by taking out such a loan.

Pricing and Groups Targeted

The pricing of payday loans has been another major topic of ethical concern. Some
object that the rates lenders demand are unfair or unjust, even usurious. Payday
lenders are said to be loan sharks.

The rates are clearly very high. Given people’s circumstances, they may get
trapped into taking out successive loans that compound the trouble they face (see
Knerl 2007). But are these interest rates unjust or unfair? The people taking out
these loans are not physically dragged into the payday loan offices and forced to
take out these loans. Sometimes they choose to take their loans at payday offices
rather than at ordinary banks.

If the fairness or justness of an interest rate is what people agree to in a market,
without deception or fraud, then these interest rates would seem to be fair. But are
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there other measures of justice and fairness? One way of considering this issue is
to compare it with other charges that some financial institutions levy. For example
a $100 payday loan for $15 carries an APR of 390 percent. However, if you bounced
a $100 check that carried a $54 nonsufficient funds (NSF)/merchant fee, this would
amount to a 1,409 percent APR. Or if a person had a $100 credit card balance but
a late fee of $37 was assessed, this would amount to a 965 percent APR.35 Finally,
wire-transfer companies, such as Western Union, may charge fees similar to payday
loans—for example, $15 to send $100—although since some banks have decided to
compete in this area, the fees have dropped by nearly two-thirds (McGray 2008).36

In short, the fees people pay for payday loans may not be greater, suitably
viewed, than those charged by credit cards and banks. Still, this doesn’t show that
either set of fees is reasonable or just. In some states, such as Ohio, voters have
decided to cap payday loan fees at an APR of 28 percent. Other states are pushing
to limit the amount of fees and interest to 35 percent on an annualized basis. “That’s
what the federal government allows payday lenders to charge military personnel
and their families” (Lynch 2008).37

There is, obviously, no magic figure here that would be the just price for payday
loans. Other considerations may also enter into our evaluation of the ethical status
of such loans at 24 percent, 35 percent, or higher—for example, the ability of the
borrowers to pay off such loans and their need to take out subsequent loans when
they cannot pay off the initial loan.

Apparently, payday lenders draw approximately “90 percent of their revenue
from borrowers who cannot pay off their loans when due, rather than from one-
time users dealing with short-term financial emergencies” (King, Parrish, and
Tanik 2006, 2). This result is due, it is alleged, to the way in which the repayment
of these loans is set up. “By requiring full repayment within a short period of time
(generally two weeks), with no option to make payments in installments, lenders
compel payday borrowers to return again and again, renewing a loan for another
large fee without being able to pay down the principal” (King, Parrish, and Tanik
2006, 3). In effect, this is a form of loan flipping that was discussed earlier. “Only
one percent of payday loans go [sic] to borrowers who take out one loan per year
and walk away free and clear after paying it off” (King, Parrish, and Tanik 2006,
3). Instead, “ninety-one percent of payday loans go to borrowers with five or more
loan transactions per year” (King, Parrish, and Tanik 2006, 3).38

The Community Financial Services Association (CFSA) responds that “in
states that permit rollovers, CFSA members limit rollovers to four or the state
limit—whichever is less. The reality is that a loan cannot be outstanding longer
than eight weeks (two-week loan rolled-over four times).”39 But the Center for
Responsible Lending contends that “over 60 percent of [payday] loans go to bor-
rowers with 12 or more transactions per year” and that “24 percent of loans go
to borrowers with 21 or more transactions per year” (King and Parrish 2007, 3).
Clearly there is disagreement over the facts here. Only a few states, for example,
report data regarding the number of borrowers who take out a loan, pay it off, and
do not borrow again during that year (see King and Parrish 2007, 7).

Accordingly, one way of addressing the level of interest rates is to tackle the
implications they may have for borrowers who must roll over their loans. Doing this
might involve allowing borrowers to pay back their loans in partial installments,
rather than an all-or-nothing payment, and giving them a longer period to pay
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back the loan. Along these lines, at the end of 2008, the state of Virginia passed
a law that limits borrowers to one payday loan at a time and extends the time
period they have to repay the loan (Fox News 2008). Of course, one effect of this
law would be that borrowers can take out fewer loans, though it might increase
the amount they borrow at any one time.

Promoting Ethical Payday Lending

Payday loans are a market response to a situation of needy people. “Poor peo-
ple pay more for just about everything, from fresh groceries to banking; [C. K.]
Prahalad, the economist, calls it the ‘poverty penalty.’ They pay more for all kinds
of reasons, but maybe most of all because mainstream firms decline to compete
for their business” (McGray 2008). In addition, “some 28 million Americans still
go without a bank account . . . and more than 50 million have no credit score,
which means no access to mainstream credit” (McGray 2008). People go to payday
lenders because it is cheaper than having a bank account and paying overdraft fees
(McGray 2008).40

This situation has arisen, in part, because decades ago, traditional financial
institutions left inner cities and ceased to offer short-term, small-denomination
loans. Such loans are expensive for banks to originate and maintain. In their place
came payday lenders that filled in the financial gap (McGray 2008).

So part of the ethical issue here is the failure of mainline banks to offer loans to
those who are among the neediest in the United States. And though banks no longer
shy away from low- and medium-income neighborhoods, still their approach is
not directed at those borrowers whom payday lenders serve (McGray 2008). “Most
banks remain reluctant to fight with check cashers and payday lenders for low-
income customers; they don’t believe there’s enough in it for them” (McGray 2008).
By way of contrast, McGray makes the point that payday lenders are successful, at
least in part, because they position themselves as part of the community. Borrowers
feel more comfortable going to them. Good marketers know the importance of
customer relations management.

Accordingly, the ethical marketing issues payday loans raise require action by
payday lenders themselves, mainline lending institutions, and the government.
According to McGray (2008), one payday loan company is making an interesting
effort by providing a rebate on a payday loan into a savings account after six
months, if a person pays his loans back and doesn’t bounce any checks. “People
get payday loans because they have no savings,” but this way, heavy payday
borrowers will accumulate a small balance (McGray 2008).

The mainline banking industry should consider the needs of those with very
modest and minimal incomes. Payday lending could be ended only if the banking
industry aggressively sought to serve those who now use payday loans: “They
must assist low income families by providing low-cost products that do not involve
unexpected fees” (Miller 2008).

State governments have required payday lenders to keep databases regard-
ing their loans, cooling-off periods, repayment plans, or limits to the number of
outstanding loans (King, Parrish, and Tanik 2006, 13). The Center for Responsible
Lending has found that such reforms “have little impact on the debt trap payday
lenders depend on for their revenues” (King, Parrish, and Tanik 2006, 13). Instead,
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action by policy makers may need to “provide incentives to banks and credit unions
to craft responsible small loan products, and [to] . . . look at ways to encourage
savings among low- and moderate-income families so that they can weather finan-
cial emergencies without taking on additional debt” (King and Parrish 2007, 6).

C. K. Prahalad has written about the wealth at the bottom of the pyramid.
Those in the mainstream financial realm have not thought long and hard enough
about how to develop and market products to those without bank accounts and
without credit scores who still need to borrow money, and yet who can be good
risks (see McGray 2008).

CONCLUSION
The marketing of financial products and services raises a host of ethical issues. This
chapter touches on only a few. However, its intention is to portray these in a manner
such that their reality and significance are apparent. I place this discussion within
a broader ethical marketing framework that applies not only to the discussion of
the topics of this chapter but also to other financial products and services.

As this chapter is being completed, the current administration is considering
the creation of a regulatory commission to protect consumers of financial products
such as mortgages and credit cards. Whether such a commission will be created,
let alone what its powers and reach would be, is unclear at this point. Part of its
mandate might be to protect consumers from faulty financial products, just as the
Consumer Product Safety Commission protects consumers from poorly designed
physical products. However, protection from the faulty marketing of safe financial
products is also needed.41

The solution to these problems is, in general, not an easy one—if it were,
that solution would already be in place. In many cases, large sums of money are
involved, something sure to stir the self-interests of individuals as well as the
groups and industries of which they are part. Still, if ethics teaches us anything it is
that we must look beyond short-term, narrow self-interests to the broader impacts
of our actions and practices, as well as to the norms and values that underlie them.

NOTES
1. Some of the other relevant subjects I do not discuss include marketing research and the

segmentation of markets as well as more specific issues regarding investments in the
stock market, salesforce management, and retirement plans.

2. As recently as 2004, the American Marketing Association suggested that these values
and norms were aspirational.

3. It may be granted that this is subject to certain contexts in which other moral norms may
override the norm against lying. Still, the obligation not to lie is not simply aspirational.

4. The Depository Institutions Deregulation and Monetary Control Act of 1980 and the
Alternative Mortgage Transactions Parity Act of 1982 played important roles in en-
couraging the development and expansion of adjustable-rate mortgages (ARMs) and
interest-only mortgages (see Engel and McCoy 2002, 1275–1277).

5. “The Federal Housing Enterprise Financial Safety and Soundness Act of 1992 directed
the Department of Housing and Urban Development (HUD) to significantly increase the
volume of low-to-moderate income home loans purchased by Government Sponsored
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Enterprises (GSEs)” (Matthews 2009, 247). The reference to GSEs here is a reference to
Fannie Mae and Freddie Mac.

6. See People of the State of California v. Countrywide Financial Corporation in Consumer Law
(2008, 20f).

7. Ibid., 5–6.

8. Blame for this situation does not rest simply on mortgage brokers and lenders. Some of
the potential borrowers were far less than candid about their resources, creditworthiness.

9. Another way of putting the point here is that a form of moral hazard resulted from
the securitization of mortgage loans, since the lenders believed that they were thereby
protected from the consequences of borrowers defaulting and consequently lowered
their standards for lending and marketing mortgages.

10. Consumer Law (2008, 5).

11. See example in Consumer Law (2008, 12).

12. Ibid., 14.

13. Ibid., 14f.

14. Ibid., 5.

15. Home Loan Basics (2006).

16. HUD has announced a requirement to be implemented in 2010 that lenders add a page
to a new standardized HUD-1 settlement sheet. It will “allow consumers to compare
their final loan terms and closing costs with what was listed on the good-faith esti-
mate” (Singletary 2008). Singletary argues that this is a small step since “much of the
information on the revised statements is something loan originators should have been
disclosing and discussing with mortgage applicants anyway.”

17. Bart Bartholomew, president of the Colorado Association of Mortgage Brokers, has
claimed that “HUD enforces federal statutes, but there are only 30 investigators for the
country” (Rozeff 2008).

18. For the number of credit cards per family see http://centerforinvestigativereporting.
org/tags/bankingindustry (accessed May 13, 2009). For the number of credit cards in
circulation, see Sweet (2009).

19. This figure comes from Sweet (2009), who is reporting a press release from Congressman
Luis V. Gutierrez, chairman of the Financial Services Subcommittee on Financial Insti-
tutions and Consumer Credit of the U.S. Congress. However, there are differences over
this number. Some place the figure as low as $3,000 for 2007 (see Maloney and Schumer
2009); others say it is $5,100 for 2007 (see American Financial Services Association 2009).
A higher figure of $10,679 for households is reported by Gordon (2009).

20. The $970 billion figure comes from Trejos and Appelbaum (2008). Regarding
the “most profitable” claim, see http://centerforinvestigativereporting.org/tags/
bankingindustry (accessed May 13, 2009). This section has been informed by a valu-
able program on credit cards, “Secret History of the Credit Card,” which appeared on
PBS in 2004 (Kahr 2004).

21. “FICO” is an abbreviation for “Fair Isaac Corporation,” the name of the corporation that
first came up with a score for one’s creditworthiness.

22. Most Americans do not know their FICO score: http://www.pbs.org/wgbh/pages/
frontline/shows/credit/more/scores.html (accessed May 13, 2009). If a person has a
good credit score, this means that they not only have the resources to meet the debt
obligations they may undertake with credit cards but also have the discipline to do
so; that their circumstances do not overwhelm their resources and any discipline they
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might have; and that they have the knowledge or understanding to handle their debt.
Now suppose that a person has a lower credit score. This could be for various reasons.
But some factor in the preceding list has affected their handling of their debt.

23. See 24-7 Press Release (2007).

24. In 2007, nearly half of the industry’s profits came from so-called “revolvers.” See Gary
Weiss (2008).

25. ProQuest, 2005.

26. Kahr (2004, 2).

27. When the Credit Cardholders’ Bill of Rights takes effect this will be increased to 45 days.

28. “After you have borrowed the $5,000, they can change the interest rate from 9.9 percent
to 29.9 percent” (Warren 2004).

29. See Huffman and Bosworth (2009), http://www.consumeraffairs.com/news04/2009/
04/obama credit cards02.html. It should be noted that there are a number of specific
exceptions written into the Credit Cardholders’ Bill of Rights that permit the raising of
interest rates on existing balances.

30. See Moyer and Shumsky (2008).

31. “Payday lenders do not make loans based on the borrower’s ability to repay. Borrowers
need only a checking account and a pay stub verifying employment to qualify for a
payday loan, which averages about $300” (King, Parrish, and Tanik 2006, 3).

32. Some of the most prominent of these companies are Stop Check Cashing, P.D.Q. Title
and Payday Loans, Advance America, QC Holdings, Ace Cash Express, Check ‘n Go,
and Kinecta.

33. Economist (2008).

34. See 1 Stop Check Cashing’s web site: www.1stopcheckcashing.com/payday loan rates
.html (accessed February 26, 2009).

35. These two examples come from Community Financial Services Association (2009),
www.cfsa.net/myth vs reality.html (accessed February 27, 2009). The calculation of the
APR mentioned here assumes a 14-day period.

36. Note that a report of the Pew Charitable Trusts studied households in California and
found that “about 58 percent of households in the state are now being charged overdraft
fees, credit card late payment fees, out-of-network ATM fees, or check-cashing fees.
Across the United States, these fees add up to over $58 billion each year” (Fellowes and
Mabanta 2008).

37. Washington, D.C., has capped the interest rates at 24 percent APR (see Hampton Roads
2008).

38. King and Parrish (2007, 8) have a table illustrating the difficulty of paying back a loan
after two weeks. They assume that borrowers may require up to four discrete loans a
year. When the number of loans a person takes out exceeds this number, they assume
that they are rolling over their loans or taking out back-to-back transactions (see King
and Parrish 2007, 3).

39. See CFSA (2009). CFSA is an organization that promotes the interests of payday loan
companies. Its web site claims that “The Community Financial Services Association of
America is the only national organization dedicated solely to promoting responsible
regulation of the payday advance industry and consumer protections through CFSA’s
Best Practices.”

40. A supporter of payday lending institutions maintains that “Banks prey on low-income
families to a greater degree than payday lenders” (Miller 2008). He goes on to say, “Show
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me a financial industry that has a sign that says customers are subject to up to $300 a
day in fees and fines.” Banks, he says, thrive on bounced-check charges and overdraft
fees, and credit card charges can be exorbitant, as well. By contrast, payday lenders let
their customers know up front what they’ll be paying (Miller 2008).

41. See Goldfarb, Appelbaum, and Cho (2009).
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INTRODUCTION
Most corporations, professional associations, and educational institutions develop
a code of ethics to guide the actions of their members and to formalize a set of
standards indicating the sort of behavior expected of their members. This chapter
focuses on codes of ethics developed by professional associations governing the
practitioners in the financial services industry. Specifically, this chapter examines
11 codes of ethics and explores how these codes of ethics interpret seven common
principles. Not all codes contain each of the seven principles, but they overlap
enough so that we could call them the seven fundamental principles of ethical
behavior in financial services.

Codes of ethics play an important role in guiding the behavior and decisions
of financial services professionals. Indeed, in many cases, these ethical obligations
become the basis for a moral community among financial services professionals.1

For example, the Financial Planning Association describes its commitment to ethics
as follows: “At FPA, our Core Values represent who we are. They describe our
intended state of being. They are so integral to our being that we would not
abandon them even if we were penalized for holding them. We want to attract as
members those who share our values.”

The codes of ethics in financial services are unique insofar as they deal specifi-
cally with the obligations that financial services practitioners have in virtue of their
status as professionals. Professionals are required to submit their actions to the ju-
risdiction of four distinct institutions: (1) the laws of the society in which they
practice their profession; (2) the regulatory guidelines established by legitimate
authorities, such as the Securities and Exchange Commission (SEC), the Financial
Industry Regulatory Authority (FINRA), and the various state departments of in-
surance; (3) the moral norms of the community in which they practice their profes-
sion; and (4) the moral principles promulgated by their profession’s code of ethics
as well as the code of ethics of any specific organization with which they choose to
affiliate themselves. These codes of ethics create moral duties that govern profes-
sionals’ relationships with their clients, their fellow professionals, and society.

297
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It is important to note at the outset that the financial services profession differs
in important ways from other professions. There are two visible differences; the
first is the depth and breadth of government regulation in the financial services
industry relative to the other professions. In most other professions, codes of ethics
play a significant role in justifying the autonomy and self-regulative aspects of the
profession. “The problem that faces any professional community is one of ethical
quality control: how can it regulate itself so as to justify its autonomy while en-
suring that the clients of its members and the society as a whole benefit from the
profession and the individual professional’s actions, rather than becoming their
victims” (Brien 1998, 391–392). In the financial services industry, however, ethi-
cal quality control is partially monitored and enforced by various branches of the
government (an example is the creation of the nonprofit Public Company Account-
ing Oversight Board [PCOAB] established in accordance with the Sarbanes-Oxley
Act). The presence of formal regulatory authorities makes it difficult to assess the
profession’s role as an autonomous self-regulator.

A second difference is the number of specialized divisions within the finan-
cial services industry, such as accounting, investment advisers, and life insurance
agents, each of which has its own particular set of obligations and responsibilities.
Since the financial services industry encompasses a wider variety of groups rela-
tive to other professions, it can be difficult to determine the overall effectiveness of
codes of ethics in the financial services industry in a general way. We discuss the
question of whether codes of ethics are successful in encouraging higher instances
of ethical behavior at the end of this chapter.

WHAT IS A PROFESSION?
It is helpful to begin by taking a closer look at what counts as a profession and
what distinguishes professionals from other practitioners.2

Solomon Huebner, an educator who worked diligently to establish the financial
services industry as a profession, states that a profession emerges when a group
of practitioners possesses four characteristics. The first is that professions engage
in a vocation that is useful and noble. Professional activities contribute value to
society through providing a needed service. For example, doctors provide for the
health and comfort of our bodies, and accountants allow for the free market of
shares by validating the financial reports and the overall health of corporations. In
general, the financial services industry is useful to society because its practitioners
help people manage their financial risk and provide for their financial future.

It is instructive to consider Huebner’s use of the term vocation. According to
Lawrence Blum, the concept of a vocation includes a specific place and a desig-
nated purpose within society. Vocation carries with it certain values, standards,
and ideals. “Vocation implies that the ideals that it embodies are ones that speak
specifically to the individual in question. There is a personal identification with the
vocation, with its values and ideals and a sense of personal engagement that helps
to sustain the individual in her carrying out the activities of the vocation” (Blum
1994, 104). Huebner’s use of the term vocation points to his belief that an attach-
ment to a vocation results in a personal transformation. For Huebner, it is impos-
sible to become a professional without adopting these professional values. Blum
affirms Huebner’s insistence on professional values by saying, “An individual
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with a vocation must believe deeply the values and ideals of the vocation and
must in some way choose or at least affirm them for herself” (Blum 1994, 104).

The second characteristic is that the professions require the possession of expert
knowledge. To possess expert knowledge is to understand both the universal
principle and the concrete particular and, more important, how to apply correctly
the universal principle in specific situations. For example, a professional not only
understands that he has a moral obligation to act in the best interest of the client
but also understands which course of action promotes the best interest of the client
in this particular situation. The professional needs to be competent, and so it is a
responsibility of the true professional to stay abreast of the latest developments,
not only learning latest practices but also understanding why they are beneficial.

The third characteristic of Huebner’s definition is that to be a professional
means to “abandon the strictly selfish commercial view and ever keep in mind
the advantage of the client in the application of that knowledge.” The strictly
commercial view, according to Huebner, is defined as pursuing one’s self-interest
to the exclusion of everyone else. The strictly commercial view, then, is extreme in
that it promotes unfettered selfishness.

In the English language, the words self-interest and selfishness have very dif-
ferent meanings. It is important and natural for people to look out for their own
interests. In fact, if people are not self-interested, or if they do not have a healthy
self-love, they do both their neighbors and themselves a disservice. Andre Comte-
Sponville warns us not “to make too much of the distance between them [love of
self and love of others]. We can love others, of course, only if we can love our-
selves, which is precisely why the Scriptures enjoin us to love thy neighbor ‘as
thyself’”(Comte-Sponville 1996, 47–48). However, if we pursue our self-interest at
the expense of others, we go too far and are selfish.

The fourth characteristic of a professional is a spirit of loyalty to other pro-
fessionals. Huebner’s requirement involves three aspects. First, there are duties of
the professional toward his fellow professionals. These duties involve a negative
duty to refrain from engaging in malicious gossip about fellow professionals and
a positive duty to provide assistance to other professionals in carrying out their
responsibilities when it is appropriate. The second aspect requires professionals to
work to maintain the positive reputation of the industry in general by not engaging
in unethical behavior. This includes monitoring and policing fellow professionals
who engage in unethical behavior and calling to task those who fail to uphold
professional standards. The obligation of loyalty to the profession is grounded in
the fact that the profession is larger than the sum of its members. The important
service to society performed by the profession transcends the individual contri-
butions of its members. This obligation goes beyond loyalty to individuals and
requires professionals to defend and protect the integrity of the profession itself.
Finally, there is the obligation of the professional to the public at large. Profession-
als have a responsibility to serve the public that depends on their expertise and
labor. The American Institute of Certified Public Accountants (AICPA) recognizes
this obligation in its Code of Conduct: “A distinguishing mark of a profession
is acceptance of its responsibility to the public who rely on the objectivity and
integrity of certified public accountants to maintain the orderly functioning of
commerce. This reliance imposes a public interest responsibility on certified public
accountants.”
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Professionals take on these additional moral duties for two reasons. The first is
that professionals possess expert knowledge, which enables their clients to depend
upon them for reliable guidance. The client’s dependence upon the professional
opens the client up to harm through the professional’s intentional or unintentional
disregard of the client’s interests. It is important to note that many financial trans-
actions require specialist knowledge, which means that the client is, in many cases,
entirely dependent upon the expertise of the professional. As financial products
have become more complex, it is necessary for people to seek the aid of a profes-
sional to ensure their financial future. Hence, the professional has a heightened
duty of care on the basis of the vulnerability of the client and the asymmetry of
the information. Andrew Brien notes, “It is this dependence and vulnerability of
society and its members and the profession’s control of vital knowledge that em-
powers the members of the profession: quite literally the non-professional is at
their mercy” (Brien 1998, 301).

A second reason why professionals take on additional moral obligations is that
they undertake their role as an expert adviser on a voluntary basis. Professionals
offer guidance and advice of their own free will and consequently accept additional
moral and legal responsibilities. The AICPA recognizes this point in the Preamble
to its Code of Ethics, which states, “Membership in the American Institute of
Certified Public Accountants is voluntary. By accepting membership, a certified
public accountant assumes an obligation of self-discipline above and beyond the
requirements of laws and regulations.”

Most codes of ethics governing the various areas of the financial services pro-
fessions have two elements: principles and rules. The principles are aspirational
characteristics that lay out general principles professionals should follow in prac-
ticing their profession. For example, most codes use fairness as a principle. That
means that each professional should treat his clients with a characteristic behavior
that is spelled out in the description of that principle. Those principles are then
further specified by rules, which promote or prohibit specific activities, such as
not commingling clients’ funds with one’s own funds, reporting the suspicious
behavior of fellow professionals to the proper authorities, or specifying how much
compensation one can give or receive for work done.

CORE PRINCIPLES IN ETHICS CODES
In this section, we spell out seven basic principles found in the codes of ethics of
the following 11 financial services professional associations.3 These professional
organizations represent a broad range of the financial services industry. Most of
the codes of ethics governing the financial services industry appeal to several or
all of seven aspirational characteristics: integrity, objectivity, competence, fairness,
confidentiality, professionalism, and diligence.

The organizations examined are the American Academy of Actuaries; the Insti-
tute of Certified Bankers/American Bankers Association; the American Institute of
Certified Public Accountants; Chartered Financial Analysts; the Financial Planning
Association; the Million Dollar Roundtable; the National Association of Insurance
and Financial Advisors; the American College Designees; the National Associa-
tion of Personal Financial Advisers; Certified Financial Planners; and the Society
of Financial Service Professionals.
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Appendix A outlines the seven aspirational characteristics that surround the
codes (including the actual wording) of these 11 professional associations.

Along with the principles, each of the codes has specific rules, but to spell
out the specific rules is beyond the scope of this chapter. One can easily access
them by looking at the various codes available on the Internet. We now turn to
the enumeration and explication of the principles.

Integrity

Almost every professional code that governs professional associations within the
financial services industry requires its members to act with integrity.4 However, the
interpretations of integrity, even within a business context, exhibit a high degree
of diversity. Robert Audi and Patrick Murphy cite three prominent definitions of
integrity found in the business ethics literature. The first is Lynn Sharp Paine’s in-
terpretation of integrity as “moral self-governance.” A second is Robert Solomon’s
definition of integrity as a “super virtue,” which “consists not just of individual
autonomy and ‘togetherness,’ but of such company virtues as loyalty and conge-
niality, cooperation and trustworthiness.” The third is taken from John Della Costa,
who understands integrity as “equivalent to honesty in a wide sense of that term”
(Audi and Murphy 2006, 6–7).

Most interpretations of integrity tie it to honesty. Nevertheless, honesty and
integrity are not correlative terms since to have integrity requires more than simply
telling the truth. Lying is a symptom of the lack of integrity and does not quite
get to the core meaning. For another, more basic meaning we need to get to the
word’s origin as a mathematical concept. It comes from the word integer, which
refers to whole numbers. Thus, another definition of integrity is the quality or state
of being complete or undivided. Therefore, integrity means wholeness, the kind of
wholeness referred to when people are praised for “having themselves together.”

What does it mean for someone to “have it all together”? The Merriam-Webster’s
Collegiate Dictionary definition of integrity is useful: “firm adherence to a code of
especially moral or aesthetic values.” This means having a good conscience and
adhering to it by doing the right things. Since it is possible to both be honest and
lack integrity, honesty is a necessary but not sufficient condition of integrity. To
have integrity, therefore, seems to mean to be always one.

Daryl Koehn characterizes the person of integrity as someone who is introspec-
tive and is able to give an honest reckoning of his own strengths and weaknesses.
This self-knowledge allows people of integrity to be comfortable with others. “Peo-
ple of integrity can dwell comfortably anywhere in the world. As long as they can
live with themselves, they are satisfied” (Koehn 2008, 131).

These definitions reveal that integrity demands the professional to act accord-
ing to the same principles in both his personal life and his business life. Integrity,
under this interpretation, means integrity as integration. “Integration . . . in moral
matters has the advantage of generally making them consistent in their thinking,
in their conduct, and what they say connects the two” (Audi and Murphy 2006,
9). The Financial Planning Association (FPA) Code of Ethics captures this in their
explanation of integrity: “We strive to have ever more congruence between our
words and deeds and to deliver genuine value to those we serve.” In other words,
a person with integrity speaks with words that do not contradict his actions.
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The Certified Financial Planner (CFP) Board of Standards offers another in-
terpretation of integrity: “Integrity demands honesty and candor which must not
be subordinated to personal gain and advantage . . . integrity cannot coexist with
deceit or subordination of one’s principles.” Therefore, a person with integrity
possesses strong moral principles and does not deviate from them out of a desire
for personal gain.

Objectivity

A second characteristic common to codes of ethics that govern the financial services
industry is objectivity. The ideal of objectivity is grounded in the professional’s
obligation to subordinate his own interests to the needs and interests of the client.
This is particularly important since the professional functions as an advice-giver
and is trusted to give sound counsel that is in the interest of the client. Objectivity
requires the professional to strive to perceive facts in a way that is not distorted by
personal feelings, prejudices, or interests. In short, it requires the practitioner not to
be partial to his own perspective or advantage. The CFP Code of Ethics claims that
“objectivity requires intellectual honesty and impartiality. . . . [C]ertificants should
protect the integrity of their work, maintain objectivity and avoid subordination
of their judgment.” The FPA Code of Ethics notes that integrity “is an essential
quality for any professional.”

Threats to objectivity cluster around two factors: perceptual bias and conflicts
of interests. A perceptual bias is a prejudice that distorts perception and leads to
faulty beliefs. An expression used in carpentry refers to cutting on a bias. To cut on
the bias refers to the technique of cutting a piece of fabric or wood against the grain.
Since the grain of the wood typically runs in a straight line, to cut on the bias is
to cut at an angle. Perceptual bias refers to the same phenomenon insofar as when
one is operating under conditions of bias, the world is perceived in a distorted
fashion. Overconfidence, anchoring, and sunk costs are just a few examples of the
biases, identified by psychologists, that affect the way in which people perceive
the world and their place in it.5

More attention is paid to the threat that conflicts of interests pose to objec-
tivity, particularly in the financial services industry. Beauchamp defines a conflict
of interest as occurring “whenever there is a conflict between a person’s private
or institutional gain and that same person’s official duties in a position of trust”
(Jamal and Bowie 1995, 709). The institutional structure of the financial services
industry creates compensation structures that some argue cause an unavoidable
conflict of interest.6 The Society of Financial Service Professionals (SFSP) Code of
Professional Responsibility recognizes the problems implicit within certain com-
pensation models: “A potential conflict of interest is inherent in the relationship
between the client and the financial services professional when the professional
is compensated by commissions.” In any situation in which there is a conflict of
interest, most codes of ethics require that members place the interests of the client
ahead of their own interests.

Several codes distinguish between actual and apparent conflicts of interest.
The AICPA Code of Ethics clearly requires members to be independent not only
in mind, or in practice, but also in appearance.7 The Institute of Certified Bankers
(ICB)/American Bankers Association (ABA) Professional Code of Ethics also
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distinguishes between actual and perceived (apparent) conflicts of interests and
urges its members to studiously avoid both situations. Members of the ICB or
ABA are required to promise “to conduct my professional affairs in a manner
that avoids a conflict of interest or the appearance of a conflict of interest.” These
organizations’ concern with objectivity, in fact as well as in appearance, reflects
the importance of maintaining public trust in the integrity and soundness of the
financial services industry.

Competence

If a professional is defined as possessing expert knowledge, the professional must
be competent in his field. Thus, competence appears as a principle in each of the 11
codes of ethics. The SFSP Code of Financial Responsibility states, “Professionalism
starts with technical competence. The knowledge and skills held by a professional
are of a high level, difficult to attain, and therefore, not held by the general public.”
The principle of competence refers to the level of expert knowledge a professional
maintains and builds upon through continued education and experience. As the
AICPA Code of Ethics states, “competence is derived from a synthesis of education
and experience.” Every professional organization has educational requirements
designed to ensure that its members are able to provide competent service to their
clients, as well as serve as an effective advocate or representative of their clients’
interests. Most professional organizations require their members to participate
in continuing education programs to maintain an acceptable level of technical
knowledge throughout the course of their careers. The Code of Ethics that governs
the Chartered Financial Analysts (CFA) is one of several codes that specify the
importance of continuing education. Chartered financial analysts are required to
“maintain and improve their professional competence and strive to maintain and
improve the competence of other investment professionals.”

The principle of competence also includes the manner in which professionals
handle situations where they lack the requisite knowledge to provide acceptable
service to their clients. The competent professional is obliged to admit what he does
not know. The ICB/ABA Code of Ethics requires its members to promise that “[if]
I accept responsibility for handling new and unusual professional activities, but I
find that it is beyond my competency, then I agree I am expected to become com-
petent . . . or obtain the assistance of a professional possessing the necessary skills
or competency.” Several codes explicitly require financial services professionals to
recuse themselves from client engagements when they cannot serve the needs of
their clients. In short, the competent professional should act only within his area of
expertise and defer to outside experts when situations call for such consultation.

The principle of competence shows up in most of the codes of ethics that govern
the financial services industry for two reasons. The first is that clients typically lack
the information necessary to make decisions in their own best interest. It is this
information asymmetry that creates the conflicts of interest discussed in the earlier
section on objectivity. “The existence of this kind of information asymmetry can
create a conflict of interest situation whereby the professional can serve her interest
or the interest of another at the expense of the interest of those who are legitimately
depending on the professional for an objective opinion” (Jamal and Bowie 1995,
709). Clients depend on financial services professionals as expert advice givers and
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trust these professionals to help them make good decisions to secure their financial
future. As experts in the field of finance, financial services professionals play an
increasingly important role in our society. This is the case since financial products
have become incredibly complex, and an increasing number of individuals are
responsible for planning for their own retirement and long-term financial security.

The second reason competence shows up in most financial codes arises from
a problem that is implicit in agency theory. This is the adverse selection problem.
Although the client (principal) can observe the actions and behavior of the profes-
sional (agent), he is not capable of assessing whether the professional is acting in
the client’s best interest. Not only does the client usually lack access to the informa-
tion to which the professional has ready access, such as information about financial
products, markets, and terminology, but the client is also uncertain whether the
professional is doing a good job in protecting the client’s interests. Professional
organizations such as the American Medical Association and the American Bar
Association were founded, in part, to vouchsafe for the competence of their mem-
bers and provide assurance to the public that they could put their faith in the
expertise of their members. In order for the professions to flourish, the public must
have faith in the competence of financial services professional to provide them
with the tools necessary to meet their financial goals and objectives.

Fairness

The concept of fairness is either implicitly or explicitly addressed in each of
the codes that govern the actions of financial services professionals. As applied
in the codes of ethics under consideration, fairness revolves around three con-
cepts. The first is the principle of equality, which requires like things to be treated
in like ways. The second is the Golden Rule, which requires professionals to treat
their clients in a manner in which they would like to be treated. The final concept is
the obligation to give each person or constituency that which is due to them, which
often involves balancing the claims of competing parties. These interpretations of
fairness overlap considerably but, taken together, they present a comprehensive
picture of how the principle of fairness is interpreted by the codes of ethics that
govern the behavior of professionals in the financial services industry.

Several codes of ethics explicitly include the principle of fairness. The first
canon in the SFSP Code of Professional Responsibility requires its members to ap-
ply the principle of fairness. Both the FPA Code of Ethics and the CFP Standards of
Professional Conduct include the principle of fairness as one of their seven princi-
ples. The American College obliges designees to conduct themselves in accordance
with a professional pledge which demands they “make every conscious effort to . . .

render that service which, in the same circumstances, I would apply to myself.”
This promise clearly reflects a commitment to the Golden Rule, which is one of the
interpretations of fairness.

The first interpretation of the principle of fairness is a version of the principle
of equality, which is the idea that like things should be treated in like ways. Any
deviation from this principle requires an explanation to the affected parties in which
the decision maker’s course of action is justified by showing the relevant differences
that justify the disparate treatment. For example, consider a financial services
professional who charges one of his clients significantly lower fees for service
than he charges another client. Differential pricing, on its face, is not necessarily a
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violation of the principle of equality. It is possible that the clients concerned differ
in morally relevant ways and therefore warrant different treatment. Perhaps working
with the client who is charged the higher rate demands more of the professional’s
time and attention because his financial plan is much more complex, while the
other client is relatively low maintenance and does not require much in terms of
the professional’s resources.

However, the differential pricing policy may appear differently if it was dis-
covered that the professional charged his clients varying rates based on their race.
This pricing policy raises a troubling moral question since policy is based on char-
acteristics that are irrelevant to the value of the services provided.

What factors are relevant in determining a fair pricing policy? We tend to think
that if the professional is providing greater value to the client, it is reasonable to
expect the client to compensate the professional accordingly. Many professionals
who possess more experience or education demand more in terms of compensation
than their colleagues with relatively less experience or education. This strikes most
people as appropriate on the assumption that increased education and experience
translate into greater value for the client. However, the professional is not required
to provide any additional value to the client based on the client’s race. In the same
way, a professional’s race does not contribute to or detract from the value they are
able to provide to a client. Quite simply, racial status does not factor into the value
proposition at all. The temptation on the part of a professional to base treatment on
morally irrelevant differences motivates the FPA to interpret fairness as partially
involving, “a subordination of one’s own feelings, prejudices, and desires so as to
achieve a proper balance of conflicting interests.”

A second interpretation of fairness is exemplified in the principle of the Golden
Rule: “Do unto others as you would have them do unto you.” The SFSP Code of
Professional Responsibility endorses the Golden Rule in its first canon: “Fairness
requires that a professional treat others as he/she would wish to be treated if in
the other’s position.” The FPA’s Code of Ethics states, “Fairness is treating others
in the same fashion that you would want to be treated.” Applying the Golden Rule
often affords an opportunity for professionals to determine exactly which action
they should perform in a specific situation. Asking yourself how you would like
to be treated can clarify your obligations since, unless there is a relevant difference
between you and another person in the very same situation, it seems that you
are bound by fairness to treat this person as you would want to be treated. This
approach can be quite helpful since people usually understand what is in their
best interests in a much clearer manner than they recognize the interests of others.
Our perception of our own advantage is not muddled by the prejudice or bias that
blocks our objectivity when we consider the interests of others.

The Golden Rule is used in codes of ethics to justify the obligation to disclose
material conflicts of interest. When most people make financial decisions that will
affect their future security, they want to know whether their adviser has any interest
that may conflict with their ability to provide sound advice and suitable recom-
mendations. Therefore, it is incumbent upon the financial services professional to
disclose all information that is materially relevant to his recommendations, and
this includes conflicts of interest.

The final interpretation of fairness requires that the financial services profes-
sional take the legitimate interests of all parties involved into consideration and
give each person or constituency what is owed to them. Several codes of ethics
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explicitly state that professionals are obliged to work toward a proper balancing
of interests between all affected parties. Of course, it is often difficult to identify
the affected parties and whether the needs and interests of these parties are le-
gitimate and should be taken into consideration. The AICPA, however, provides
its members with a broad list of stakeholders to which a CPA should consider
herself responsible. “A distinguishing mark of a profession is acceptance of its
responsibility to the public. The accounting profession’s public consists of clients,
credit grantors, governments, employers, investors, the business and financial
community, and others who rely on the objectivity and integrity of certified public
accountants to maintain the orderly functioning of commerce.”

The SFSP’s Code of Professional Responsibility requires its members to “per-
form services in a manner which respects the interests of those he/she serves,
including clients, principals, partners, employees and employers.” All profession-
als, because of the different constituencies they serve, as well as their obligation
to consider the public interest, are forced to consider what is fairly owed to all the
stakeholders affected by their decisions. A common example is the conflict faced by
captive agents between their obligations to the company, for whom they act as an
agent, and their clients. Ideally, agents and the firms they represent share an interest
in working for the good of the client. However, there are circumstances in which
the interests of the company diverge from the interests of the client and an agent
may be pressured by his employer to profit the firm at the expense of his client.

In brief, professionals have additional obligations besides the ones owed to
their clients. The AICPA Code of Professional Conduct recognizes that conflicts
are likely to emerge between competing constituencies and recommends that its
members “act with integrity, guided by the precept that when members fulfill
their responsibility to the public, clients’ and employers’ interests are best served.”
Several codes of ethics mention the professional’s ethical duties to his employer
and to the industry in general. The ICB/ABA requires that its members promise “to
conduct my professional affairs in a manner that does not damage the reputation of
my employer.” Most codes of ethics recognize that professionals are obliged to help
their clients within the boundaries of the law and regulation. Maintaining healthy
and viable financial services corporations and an efficient and stable regulatory
environment ultimately promotes the good of the client.

Confidentiality

Most professions include a duty of confidentiality, and so it is not surprising that
all of the codes of ethics in financial services explicitly mention a professional
obligation to hold client information in confidence. This is the case since financial
services professionals, like physicians and attorneys, possess sensitive information
about their clients, and this warrants a duty of confidentiality.

Confidentiality of client information is a requirement based on a promise made
to the client not to divulge personal information. Clients not only provide infor-
mation about the state of their finances and financial goals but also often reveal
sensitive information regarding their family dynamics.8 Moreover, such disclo-
sure is required in order that a financial services provider is able to offer useful
guidance and work with them to achieve their financial goals. People often have
excellent reasons for not wanting their neighbors, employers, and even certain
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family members to know about their financial situation and objectives. Conse-
quently, the obligation of confidentiality owed by financial services professionals
to their clients is the foundation of a lasting and trusting relationship.

Sissela Bok notes that confidentiality involves “a duty to protect confidences
against third parties under certain circumstances. Professionals appeal to such a
principle in keeping secrets from all outsiders, and seek to protect even when they
would otherwise feel bound to reveal” (Bok 1983, 25). According to Bok, there are
four reasons that show the need for confidentiality, three of which support confi-
dentiality and one which argues for professional secrecy. The first is that respect
for personal autonomy entails keeping a client’s personal information confidential.
Part of what is required for respecting a person’s autonomy is the acknowledg-
ment of that person’s jurisdiction over his own personal information. We believe
we have a right to control access to information about ourselves. This is shown in
the fact that we view someone surreptitiously gathering information about us as an
inappropriate invasion of our privacy. Such an intuitive negative response points
to our belief in our right, all things being equal, to control access to information
about ourselves.

Ethical questions emerge when the person in question is not a fully autonom-
ous adult—for example, when an individual, not being fully autonomous, lacks
the ability to make decisions in his own best interest. Often financial services
professions face dilemmas when dealing with the concerns of a client whose ability
to act autonomously is called into question.

Consider the decision faced by an estate planner whose client, apparently suf-
fering from dementia, seeks the professional’s assistance to implement decisions
that are not only out of character but may also have lasting and harmful conse-
quences for the client and his family. In those circumstances, is it permissible for the
professional to violate his duty of confidentiality and share his concerns with the
client’s family? Many factors need to be taken into consideration in such a situa-
tion. What is the family dynamic? How severe does the client’s impairment appear
to be? Are there other options besides speaking with the family? The difficulties
raised by this example reinforce the fact that the obligation of confidentiality may
not be absolute and is predicated upon the assumption that both parties are both
rational and fully autonomous.

The second reason that shows the need for confidentiality is that one must
respect the obligations entailed in relationships. Bok correctly notes that one of the
ways in which people build trust and intimacy is through the sharing of personal
information. According to Bok, confidentiality “presupposes the legitimacy not
only of having personal secrets but of sharing them, and assumes respect for rela-
tionships among human beings and for intimacy. . . . Human relationships could
not survive without such respect” (Bok 1983, 25).

Financial services professionals may be asked to sell their client list to third
parties who are interested in advertising to a particular demographic. Alterna-
tively, a financial services professional might want to use the names and per-
sonal information of clients for his own marketing initiatives. Doing this without
permission violates the terms upon which information was provided to the finan-
cial services professional. Therefore, most codes of ethics emphasize the importance
of refraining from using client information for personal gain. While codes might
differ on what specific activities are not permitted, their prohibitions are all based
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on the belief that confidentiality is a mark of respect for the act of trust performed
by the client in sharing his information.

This relationship of personal trust is captured in the FPA Code of Ethics. The
code states that “a client, by seeking the services of an FPA member, may be
interested in creating a relationship of personal trust and confidence with the FPA
member. This type of relationship can only be built upon the understanding that
information supplied to the FPA member or other information will be confidential.”

The third reason showing the need for confidentiality is the client’s vulnera-
bility. By sharing personal information, the client places himself in a position of
vulnerability. This vulnerability increases the asymmetry already implicit in the
relationship with the professional. A client seeks the professional’s aid and coun-
sel because he lacks the expertise possessed by the professional. The client, for the
most part, is compelled to provide personal information so that the professional
can best work toward the client’s best interest. While ideally both parties gain from
this engagement, the professional is obliged to take pains to protect the information
entrusted to him by the client.

The final reason for confidentiality is that it is useful insofar as it serves the
common good. Bok argues that even though the professional obligation of confi-
dentiality may hinder the pursuit of the common good or justice, for the most part,
the duty of confidentiality creates a situation in which individuals can freely seek
advice and counsel of which they might otherwise be deprived.9 In short, a system
that respects confidentiality will work for the public interest better than one that
does not.

Professionalism

Each code of ethics featured in Appendix A mentions the importance of profes-
sionalism. The principle of professionalism promoted by each of these codes of
ethics has three requirements. First, they all require the professional to treat all
persons with respect and consideration. Second, they require professionals to act
in a way that brings dignity to the profession. Finally, they require professionals to
work toward improving the quality of services provided to the public.

The requirement to treat all the persons encountered throughout the course of
their business with respect and consideration can be understood on two different
levels. First, the professional has an ethical obligation not to treat others as merely
a means to his goals. Professionals treat people as mere means when they use
other people for their own purposes—for example, treating a client as if he were
merely a source of commission income. Treating people as means denies them
the right to act autonomously. This obligation, then, would prohibit railroading
or other aggressive marketing tactics that undermine a person’s ability to pursue
an independent course of action. Second, the requirement to treat clients with
respect means showing consideration for the client’s feelings and circumstances.
The American Academy of Actuaries’ Code of Ethics requires that its members
must “perform actuarial services with courtesy and professional respect and shall
cooperate with others in the principal’s interests.”

The second requirement of the principle of professionalism is to act in a way
that maintains and enhances the public image of the profession. For example,
among other groups, the ICB/ABA Code of Ethics reminds its members of their
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“solemn duty to uphold the integrity and honor of my profession and to encour-
age respect for it.” The obligation to protect the reputation of the financial services
industry is grounded in the necessity of the public trust that is required for the
industry to flourish. At times, this trust has been undermined by the actions of
an unscrupulous few, which makes it more difficult for ethical financial services
professionals to establish the basic level of confidence necessary to initiate a rela-
tionship with prospective clients. All the codes of ethics recognize that the actions
of individual members of the profession have consequences that extend beyond
their own reputation. Therefore, it is necessary for professionals to consider the
effects of their behavior on a larger scale. The FPA Code of Ethics recognizes this
obligation in describing one of its core values as stewardship of the profession:
“We recognize our responsibility to act with vision, ever mindful of the effects of
our actions today and tomorrow on the future.”

The final requirement of the principle of professionalism is to improve the
quality of services to the public. This requirement reinforces the importance of the
public service component of the financial services profession. As is the case in other
professions, the concept of a vocation creates a nobler end of professional activities
than simply the personal success of the individual practitioner. It is the role of
the professional to serve the public by working to ensure the financial security of
his clients. This benefits not only the individual client but also society in general.
Responsible financial decision making on the part of individuals contributes to
a more efficient economy and also to a less strained social safety net. Given the
important contribution that financial services professionals make to the greater
good, it is evident why several codes of ethics require their members to work
together to achieve these benefits.

Diligence

The final principle found in most codes is diligence. The 11 codes of ethics we
are considering in this chapter interpret this principle in three different ways. The
first interpretation is that diligence requires providing services in a reasonably
prompt and thorough manner. One of the ways in which professionals respect
their clients is through fulfilling their commitments and obligations within an
appropriate time frame. The SFSP Code of Professional Responsibility requires
its members “to act with competence and consistency in promptly discharging
his/her responsibilities to clients, employers, principals, purchasers and other
users of the member’s services.” An important aspect of diligence is making sure
clients have suitable expectations of when work will be completed. Failure of a
professional to meet the legitimate expectations of his client creates disappointment
and undermines the trust necessary to build a successful client relationship.

A second requirement of the principle of diligence is that professionals provide
services with due care. Due care requires undertaking one’s duties in a painstaking
manner. The term painstaking implies both a close attention to detail and persis-
tent focus and effort over the course of time. Given the complexity and diversity
involved in the activity of financial planning, it is difficult to enumerate specific
behaviors that are either diligent or negligent, but it is obvious that diligence de-
mands that the financial services professional act with care and attention at each
stage of the planning process.
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Several codes of ethics require their members to carefully gather informa-
tion about a client’s background, long-term goals, and sophistication regarding
financial markets and products. This is an important example of the principle of
diligence since a one-size-fits-all approach is not appropriate, and the professional
is compensated on the basis of his ability to apply general principles to a specific
individual case. Not only are professionals required to carefully gather informa-
tion to understand the particular situation and needs of each individual client,
but they are also required to exercise due care when giving financial advice and
making recommendations to their clients. The ICB/ABA Code of Ethics requires
its members to promise “to use reasonable care in expressing opinions involving
and related to the performance of my professional duties, and obtain sufficient
evidence to warrant an opinion.”

A third requirement of the principle of diligence obliges professionals to en-
sure that their support staff members conduct themselves in a professional manner.
Robert H. Colsen, writing on the AICPA Duty of Due Care, explains that diligence
for CPAs requires “adequately training, supervising, and evaluating staff members
and their work” (Colson 2004, 88). Jamal and Bowie believe that the emphasis on
training and supervising staff can be explained by a recognition of the centrality
of the moral hazard problem in the professions, and they say that the “monitor-
ing of junior colleagues, who may be naı̈ve about such moral hazard issues, is a
professional obligation” (Jamal and Bowie 1995, 709).

EFFECTIVENESS OF CODES
Generally, professional codes of ethics are instituted to raise the level of ethical
behavior within the profession. More specifically, a professional code of ethics
is usually structured to accomplish three objectives (Higgs-Kleyn and Kapelianis
1999, 364). The first is to assure the public that its members are committed to act in
accordance with the highest ethical standards as well as being competent technical
practitioners. Frankel argues that codes of ethics can both enhance a profession’s
reputation in the eyes of the public and establish expectations for professional
performance (Frankel 1989, 111). All of the codes of ethics reviewed in this chapter
contain an obligation to maintain professional competence and expertise as well
as an injunction to work toward the good of society in the practice of professional
duties. Several codes of ethics refer to the importance of continuing education in
order to maintain professional competence and technical expertise.

The second objective is the fostering of group cohesion around a set of self-
legislated values and norms. When individual professionals come together to share
their understandings of vocation and their personal values and beliefs with other
professionals, increased loyalty to the profession and its ideals can emerge from
this conversation. This cohesion is reaffirmed when professionals continue to meet
to refine the code of ethics to meet new challenges and developments in the mar-
ketplace and professional environment. The process of code development enables
experienced professionals to share practical lessons with less-experienced profes-
sionals. Frankel notes that codes of ethics also help new members of the profession
resolve ethical conflicts: “As a distillation of collective experience and reflection, a
code can offer guidance to individual professionals by simplifying the moral uni-
verse and by providing a framework for organizing alternative courses of action”
(Frankel 1989, 111).
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Finally, codes of ethics can serve as the basis for adjudicating disputes that
emerge among professionals or between individual professionals and the people
they serve. In this way, the code of ethics is established as the benchmark of ethical
behavior and functions as the standard against which the actions of individual
practitioners should be assessed. By creating and legitimating an ethical standard
in the form of a code of ethics, the profession assists individual professionals to
challenge the unethical behavior of their colleagues or supervisors. Disagreements
can be ideally transformed from individual differences of opinion into conversa-
tions as to whether an action is in accord with a shared set of ethical standards.
In this way, the code of ethics functions as the basis for continuing conversations
about ethics.

Codes of ethics, then, are effective if they work toward meeting these three
objectives. The limited literature on professional codes of ethics (as opposed to
the more voluminous literature on corporate codes of conduct) does not pro-
vide a definitive answer to the question of whether codes of ethics are effec-
tive in generally elevating the instances of ethical behavior or in meeting these
three objectives. However, it is evident that codes of ethics are insufficient with-
out adequate monitoring and enforcement provisions. Given the problem of ad-
verse selection—namely, that consumers have difficulty evaluating the behavior
of experts—much of the monitoring burden falls in an informal way on other
professionals. Historically, however, professionals have failed to report their
colleagues’ ethical violations to the appropriate professional and regulatory
authorities.10

This negligence belies the professions’ commitment to self-regulation and
threatens to undermine the public trust upon which their mandate to autonomous
self-policing is based. Further, the failure of professionals to defend the code of
ethics through sanctioning defectors points to a troubling concern that individual
professionals are not truly committed to their stated principles. It also provides
ammunition to those who argue that codes of ethics are merely “window dressing”
constructs that are “self serving and are more designed to protect the economic
interest of the professional than they are for protecting the public from unethical
conduct” (Jamal and Bowie 1995, 703). It is perhaps this failure of the self-policing
obligation that has motivated recent regulatory encroachments into the financial
services industry.

The answer to the question of whether codes of ethics are effective remains
vague and indeterminate until further research reveals the extent to which codes
of ethics elevate the level of ethical behavior within the financial services industry
and achieve the three objectives: public assurance of the ethics and competence
of its members, group cohesion around a set of self-legislated norms and values,
and the establishment of a standard that can adjudicate conflicts both within and
outside the profession. Additional research will reveal both limitations of pro-
fessional codes of ethics and the opportunities that codes of ethics provide, if
properly designed and enforced, to increase instances of ethical behavior among
professionals.

APPENDIX A
Exhibit 16.1 provides a synopsis of how the seven aspirational characteristics are
presented in the codes of ethics of the 11 organizations considered in this chapter.
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NOTES
1. “A profession may, therefore, be viewed as a ‘moral community’ whose members ‘are

distinguished as individuals and as a group by widely shared goals, beliefs about
the value of those goals . . . and about the appropriate means for achieving them,
and about the kinds of relations which in general should prevail among themselves,
and in many cases between themselves and others’” (Camenisch cited in Frankel
[1989, 111]).

2. For additional definitions of the term profession found in the literature see Higgs-Kleyn
and Kapelianis (1999, 363).

3. Mark Frankel distinguishes three forms that professional codes of ethics can take: A
code can be aspirational if it presents a set of ideals or principles that a professional
should use to guide his actions. A code is educational when a “conscious effort is made
to demonstrate how the code can be helpful in dealing with ethical problems associated
with professional practices.” Finally, a code is regulatory if it promulgates a series of rules
to govern professional conduct and establishes policies through which these rules are
monitored and enforced. As Frankel notes, these categories are not mutually exclusive,
and several of the codes of ethics that we examine in this chapter have elements of all
three types (Frankel 1989, 110–111).

4. Audi and Murphy point out that integrity as a moral principle or ideal is primarily
applied in the context of business or commercial exchange. “One might be surprised
that its [integrity’s] main home is in the business world and in the literature of business
ethics” (Audi and Murphy 2006, 5).

5. Kahneman and Tversky (1979, 263–291).

6. This is particularly a problem for professionals who are compensated by commission
in which they receive a percentage of the value of the product or the service they sell.
See Kurland (1991, 759).

7. The AICPA points out seven broad threats to independence: self-review, advocacy threat,
adverse interest, familiarity threat, undue interest threat, financial self-interest threat,
and management participation threat.

8. Additionally, many financial planning professionals have access to personal informa-
tion such as a client’s social security, credit card, and bank account numbers. A fur-
ther aspect of confidentiality requires professionals to take adequate precautions to
protect against this sensitive information falling into the wrong hands. Many codes
of ethics contain explicit instructions regarding the storage and disposal of client
information.

9. Bok’s point is not uncontroversial. Jamal and Bowie mention that an objection to pro-
fessional codes of conduct is that they may not represent the moral position of the
community. Referring specifically to the professional duty of confidentiality, they write,
“attorneys have interpreted these provisions [confidentiality] to mean, that an attor-
ney has no obligation to tell the police where a body of a murder victim may be
found even if the attorney knows where it is. Members of the public argue, how-
ever, that keeping such information confidential is morally wrong” (Jamal and Bowie
1995, 704).

10. Frankel notes that there may be several reasons for this dereliction, ranging from the
desire to protect the profession’s reputation and ensure continued public trust to fear of
legal retaliation (Frankel 1989, 113). Andrew Brien accounts for this failure by pointing
out that it may not be in the best interest of the profession to police itself and its members
too vigorously (Brien 1998, 392).
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CHAPTER 17

Banking
CHRISTOPHER J. COWTON
Professor of Accounting and Dean, University of Huddersfield Business School

INTRODUCTION
A bank may be broadly defined as a financial institution that is licensed as a
taker of deposits and that makes loans and provides other financial services to its
customers. The term covers a wide variety of institutions that differ greatly in size
and nature—not only historically but also geographically, and within a particular
country.

Most countries have a central bank, which usually has macroeconomic respon-
sibilities (especially related to monetary policy), acts for the government in other
ways (e.g., managing the public debt), regulates banks and other financial institu-
tions, and acts as a lender of last resort to the banking system. Examples include
the Federal Reserve Bank in the United States and the Bank of England in the
United Kingdom. The operations of central banks are a specialized topic in their
own right and are not addressed in this chapter. However, their regulatory role is
of some relevance in the following discussion of commercial banking.

There are various ways of categorizing banks other than central banks. One dis-
tinction of particular significance in the United States is between investment banks
and commercial banks—a distinction employed by the U.S. Glass-Steagall Act of
1933 (a consequence of the Great Depression), which separated their activities. An
investment bank supports and advises on corporations’ capital market activities,
including mergers and acquisitions and the underwriting of securities issues, and
it often engages in proprietary trading. A commercial bank is an institution that
accepts deposits of money, makes loans using a proportion of those deposits, and
offers related products and services, usually of a financial nature. Although this
chapter is about banking in general, its focus is on commercial banking.

Some definitions of commercial banks, particularly in the United States, em-
phasize the receipt of deposits from, and lending to, businesses, whereas oth-
ers include institutions that perform similar transactions with individuals or
households—so-called retail banks. For the purposes of this chapter, the broader
definition is used. In any case, in many parts of the world, commercial banks, in
the narrow sense, and retail banks do not exist as distinct entities, and the manner
in which the discussion in this chapter is framed can be applied to both.

Through their financial intermediation and other activities, commercial banks
play a major part in modern economic life. Their problems toward the end of the
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first decade of the twenty-first century attest to this. Intimately involved in so much
economic activity, a reduced ability to function on their part is like reducing the
supply of oxygen to the economic body. And if they fail—as history demonstrates
they are prone to do, especially if appropriate regulations and safeguards are not
in place—the consequences can be severe, not only for their own shareholders and
customers but also for businesses and households not connected with the failed
bank; even for governments and nation states (Iceland is a recent example).

Although simple in its basic form, commercial banking is a complex profes-
sional activity, and like many such activities it entails significant technical and
ethical issues. The technical issues that revolve around managing the process of
financial intermediation are introduced, quite briefly and in general terms, in the
following section. Taking as a springboard the simple model of financial interme-
diation developed in that section, the principal ethical issues involved are then dis-
cussed in three subsequent sections, organized according to three terms—integrity,
responsibility, and affinity.

COMMERCIAL BANKS AND FINANCIAL
INTERMEDIATION
Commercial banks (hereafter referred to simply as “banks”) undertake a variety of
activities. Many offer a wide range of financial products and services (for example,
financial planning, pensions, mutual funds, and insurance) to their customers.
From the customer’s point of view, this can make life simpler; from the bank’s
commercial perspective, it is a means of improving profitability through cross-
selling. Both the products and services themselves, and the approach to selling
them, entail ethical issues. However, at the heart of banks is their banking activity,
and in order to stay within scope and at an appropriate length, that is the focus of
this chapter. Thus this chapter is about banking rather than the complete range of
activities undertaken by banks.

The core of banking is financial intermediation. A bank can be described as a
middleman or a bridge between those with surplus funds (savers) and those who
require credit (borrowers), whether for consumption, working capital, or invest-
ment purposes. In attracting funds, commercial banks offer a variety of products,
including checking (or current) accounts and savings (or deposit) accounts. Check-
ing accounts rarely offer significant interest, but they have associated benefits and
services, and many banks charge for the services attached to such accounts. Sav-
ings and similar accounts that offer interest differ from checking accounts in two
significant ways. First, they usually do not have services directly associated with
them. Second, those that offer higher interest rates tend to require that notice be
given before withdrawals can be made; or, at least, some interest already earned is
relinquished if a speedier withdrawal is required.

Similarly, banks lend on a variety of bases and terms, including overdraft facil-
ities associated with checking accounts, and term loans. Traditionally, the granting
of credit has depended on the exercise of professional judgment by skilled profes-
sionals, but increasingly in recent decades the process has been automated by the
use of credit scoring. Nevertheless, judgment is still involved, especially for large
and nonroutine lending.
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Generally speaking, whatever the method by which the interest rate is set,
the higher the perceived risk, the higher the interest rate charged—which means
that those who are probably least able to pay interest face the greatest interest rate
burden. Risk is inherent in lending; the only way to avoid it is not to lend—which
is what banks are choosing to do when they turn down a request for credit, at
any price. However, risk is not the only issue that impacts whether, and at what
rate of interest, a bank is willing to lend. For a given level of risk, the size of the
loan also has an impact, with small loans tending to be priced higher (i.e., a higher
rate of interest is charged) than larger loans because of the bank’s fixed costs of
arranging and managing a loan. Very small loans, which may be all that a poor
person needs or can afford, tend to be uneconomical for mainstream banks. This
can push the poor toward using more expensive or unlicensed lenders—so-called
loan sharks—which adds to their financial difficulties.

One response to this has been the development of microfinance, the most well-
known example of which is Grameen Bank. Although outside the scope of this
chapter, microfinance is worth noting as an essentially socially or ethically moti-
vated response to the perceived failure of banks to cater to the needs of the poor.
However, some mainstream banks provide assistance for microfinance operations.

In addition to pricing for risk, banks also pursue various means of reducing
it, providing safeguards if the borrower defaults on the payment of interest or
the repayment of the principal, or is likely to do so. One is the use of third-party
guarantors, who stand behind the borrower. Another is for the bank to take security
or collateral, often in the form of a fixed charge on a specific asset or assets of the
borrower. Mortgage loans are a familiar form of this. Where the borrower is a
corporation facing bankruptcy, having security or collateral places the bank ahead
of general, unsecured creditors.

The process of financial intermediation can be illustrated by means of a simple
diagram (see Exhibit 17.1). Savers make deposits at the bank. Since not all savers
are expected to withdraw all their funds at the same time, the bank is able to lend
on a proportion of the funds it has received, while keeping a smaller proportion
to be able to pay savers who wish to reduce or withdraw their deposits. The bank
makes its margin by charging borrowers, on average, a higher rate of interest than
it pays, on average, to savers. This margin is intended to cover not only the bank’s
operating expenses but also losses incurred when borrowers default and fail to
pay some or all of the interest and principal they owe.

The process underlying this simple model will be familiar to most readers, but
it is worth spelling out its essential nature, since it is drawn on in the remainder of
the chapter. As indicated already, the bank can be seen as providing a bridge be-
tween saver and borrower. One of the central features of modern capitalism is the

Savers Bank Borrowers
Deposits Loans

Interest and Withdrawals Interest and Repayments

Exhibit 17.1 A Simple Model of Financial Intermediation
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way in which much financial capital is freed from ties of family, clan, tribe, and even
nation. Banks use money received from savers and lend it, generally subject only to
financial considerations, to borrowers with whom the savers have no connection.
Exploiting their access to a wide pool of borrowers and using their expertise
in assessing and managing lending activities, banks help to ensure that surplus
funds are put to financially productive use—subject, of course, to an appropriate
level of risk.

However, it is not just a question of acting as a conduit between two par-
ties. A bank can take many small deposits (e.g., from households) and transform
them into large loans (e.g., to companies), thus mobilizing savings to contribute
to economic growth; this is a major function of banks within an economy. A sec-
ond transformation is also involved: borrowers usually borrow for much longer
periods than depositors are willing to commit their funds for. Again, this is an
economically valuable consequence of the bank’s financial intermediation, though
it also exposes banks to significant financial risk.

For the saver/depositor, the financial intermediation engaged in by the bank
provides not only expertise in the use of the funds, but also benefits such as
liquidity (they have access to their funds without depending on payments by
particular borrowers) and diversification of risk (they effectively have a tiny share
in a large portfolio of loans). In this sense, the bank acts not only as a bridge but also
as a shield; it breaks the direct relationship between savers and specific borrowers.
To change the metaphor again, the bank also acts as a veil, since depositors in
general have little or no knowledge of the purposes for which their money has
been lent or who has borrowed it.

The preceding paragraph sets out the basic social benefit of banking: the mobi-
lization and transformation of savings to be used in economically productive ways,
as reflected in the ability of borrowers to pay interest. However, as the financial
crisis of the latter part of the twenty-first century’s first decade has shown, there
are significant negative consequences when banks, for whatever reason, fail or en-
counter severe difficulties in honoring their debts to their depositors. Recent events
are just one more episode in a long history of banking crises. Regulators attempt
to prevent bank failures by such means as specifying capital adequacy ratios so
that banks do not overextend themselves by lending too much. Yet even an appar-
ently strong bank can be brought down by a run on it, when a large proportion of
savers seek to withdraw their funds simultaneously when they lose confidence in
the bank’s financial stability—a self-fulfilling prophecy, of course. Regulators seek
to prevent such panic occurring by various means, and in many regimes smaller
deposits are guaranteed by the state. While beneficial to the stability of the bank-
ing system, this is counterproductive if extended to a 100 percent guarantee of all
deposits, because big savers then have no incentive to make intelligent decisions
about where to deposit their money, instead simply seeking the highest return, per-
haps offered by a less reliable, indeed risky, bank. There is a sense in which judging
the soundness of a bank, including the control of moral hazard, is a task best per-
formed by a combination of regulators and relatively well-informed depositors.

Thus, the net contribution of banking to society can, in its broadest sense, be
viewed as a balancing act between, on the positive side, productive financial trans-
formations brought about through financial intermediation, and, on the opposite
side, economic and social disruption if the process goes wrong on a significant scale.
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In addition to bringing out the basic nature of banking, Exhibit 17.1 also helps
to frame the remainder of the chapter as the principal ethical issues relating to
banking are explored. The next section examines ethical issues relating to the left-
hand side of the model. In particular, it examines the generation of trust that is
necessary for savers to hand over their money to a bank. The section after that
considers various possible responsibilities that a bank might have in relation to
its lending activities—thus focusing on the right-hand side of the model. The
final main section then considers how some depositors might have more highly
developed and nuanced interests or concerns regarding borrowers or the purposes
for which their money is lent, thus reaching across the bank bridge, or seeing
through the veil.

BANKING WITH INTEGRITY
As indicated in the previous section, deposits are needed for the process of fi-
nancial intermediation to take place. Indeed, historically, banking developed from
the custodial role of looking after other people’s money. Given the exposure or
vulnerability of those who deposit their money at a bank, the most obvious door
through which ethics enters banking is trust. In entrusting their funds to a bank,
depositors are relying upon both the technical competence of the bank (not to lend
recklessly, to collect payments, etc.) and the integrity of the bank not to abuse its
position—a position not only of holding the money, but also of possessing signif-
icant expertise and information not held by depositors. This latter characteristic,
information asymmetry, is common to situations of moral hazard where a layperson
engages with a technical or professional expert.

Depositors, then, can be harmed both by technical incompetence and by a lack
of integrity. A good example of the latter within recent memory is the case of the
Bank of Credit and Commerce International (BCCI), which engaged in fraudulent
activity on a large scale. Typical of the former is when a bank is weakened because a
large proportion of its loan book is subject to default—though, as noted earlier, it is
depositors’ perceptions of likely problems that may be more influential regarding
bank failure. However, one of the features of the recent banking crisis is the way
in which some of the problems have arisen because of a move away from the
traditional model of financial intermediation. First, some lenders, instead of relying
upon savers’ deposits, attempted to fund their operations by borrowing on the
money markets or by relying on brokered deposits, which often entailed high rates
of interest. This saved them trouble and expense in terms of retail operations and
was effective—until the money markets became tighter and interest rates rose.
Second, some lenders securitized bundles of loans and sold them off to other
lenders, thus disconnecting information gathering and processing in the lending
decision from the creation of assets. A combination of the “market for lemons”
(Akerlof 1970) and the “winner’s curse” (Thaler 1988) (when bundles of loans
were effectively auctioned off) left many institutions with assets that were worth
much less than they had thought, especially when the financial crisis hit.

The difference between technical competence and ethical integrity is largely
a matter of intentions (Provis 2001). Professional bankers are well aware of the
importance of integrity for generating trust. “Since its earliest beginnings banking
has been perceived as a business which depends on mutual trust and personal
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integrity” (Lynch 1991, 3). Although personal integrity is an issue, for the depositor
the personal qualities of their contact person (if any) at the bank are not sufficient.
When you lend money to a relative or friend, you are trusting a person, whereas
when you deposit it at a bank, you are trusting an institution—and the regulators
(such as a central bank) that stand behind it. Such a shift in trust from people to
institutions is part of the condition of modernity (Giddens 1990). The institution
or system needs to be trustworthy, though that does not mean that the personal
qualities of individual bankers are irrelevant. In this context, it is instructive to
note the everyday use of the phrase bank on to mean to rely upon.

One of the ways in which banks have responded to the challenges of engender-
ing trust on the part of savers is in making more explicit the behavior that may be
expected of them, for example through codes of ethics (see Cowton and Thompson
2000). Regulators are also important, seeking to prescribe and proscribe certain be-
haviors of banks and providing a degree of protection for depositors through their
monitoring and deposit guarantee activities. Sometimes ethics and regulation are
viewed as substitutes for each other, particularly when regulations are extended to
remedy a perceived lack of ethics, perhaps in the context of some scandal; witness
calls for more regulation when it is felt that banks have not acted with integrity.
However, the relationship between banking ethics (at the level of the individual,
the bank, or the industry) and external regulation is more complex than this.

Writing detailed rules for complicated businesses, such as banks, where the
pace of change is so great and opportunities for moral hazard abound, is very dif-
ficult. Indeed, encouraging a rule-based approach can be ultimately self-defeating,
since it can lead to a compliance-focused, hollowed-out approach to banking,
where what is not forbidden is assumed to be permitted. What is more likely to
help generate trust on the part of depositors is to treat ethics (or self-regulation) and
external regulation as complementary rather than as substitutes for one another.
Thus, initiative for the development and maintenance of trustworthy behavior on
the part of banks is best not left solely to regulators but is to be welcomed when
it emanates from the banks themselves, either collectively or individually. Indeed,
given uncertainty and fear about banks’ trustworthiness and reliability, develop-
ing a good reputation is probably an astute competitive move on the part of an
individual bank.

Howard Davies, former chairman of the UK Financial Services Authority, con-
sidered an “ethical, responsible culture” a “win-win” for financial services firms
(Davies 2001, 284), and in that context it has been interesting, therefore, to see some
commercial banks—those that felt able to do so—emphasizing their trustworthi-
ness in promotional campaigns during and following the recent financial crisis. Of
course, there is the question of whether such claims themselves are to be trusted,
but—without delving too deeply into an argument familiar in the business ethics
literature—it is at least the case that the most sustainable basis for developing a
reputation for being trustworthy is to behave with integrity, rather than just talk
about it.

To summarize, integrity is important in banking, helping to generate the trust
that is vital for a banking system to flourish. It is important that depositors trust
banks, otherwise there is no money to lend. The following section moves on to
characterize some of the ethical issues that arise in the context of lending that
money.
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BANKING WITH RESPONSIBILITY
In acting with integrity and competence toward people who deposit money with
them, banks should lend responsibly, in the sense of managing the risk and re-
turn characteristics of the loan book so as not to put depositors’ savings at undue
risk. In this regard, depositors’ interests are broadly aligned with those of share-
holders. However, banks can be argued to have further obligations, including to
stakeholders other than depositors and shareholders.

Responsibilities may change in nature or emphasis over time. Many of those
faced by banks are faced by other large commercial enterprises too—for example,
to be a good employer, a prompt payer of debts, or a fair competitor (Lucas 1998).
However, some are specific to banks, or are particularly pertinent for them. Be-
fore examining some of them in greater depth, it is worth emphasizing that any
conception of a company’s social responsibility must start with the nature of its
business and the social contribution that that business makes. Thus, for example,
while corporate philanthropy might be regarded as one component of corporate
social responsibility (CSR), it is just one part. On occasions it even seems to be used
as a smokescreen, as an attempt to disguise or at least ameliorate the problematic
nature of a company’s business or the manner in which it pursues that business.
Returning to the point made earlier, banks’ fundamental contribution to society is
bound up with the beneficial effects of the improved use of surplus funds brought
about through competent financial intermediation. If they do not succeed in that,
they fail in their contribution to society, whatever the other trappings of CSR they
might display.

Nevertheless, between the broad issue of the general contribution of banking
and the responsibilities that might be attributed to all or many types of business
corporation, there remains a set of particular issues related specifically to banking.
These are focused on the right-hand side of Exhibit 17.1 and are concerned with a
bank’s activities as a lender.

First, particularly given the important role that bank finance plays in many so-
cieties, banks can be argued to have a responsibility not to exclude certain groups.
This includes a responsibility to lend fairly. The danger is that banks’ lending poli-
cies, where they are unnecessarily restrictive, will tend adversely to affect certain
groups that are denied credit or cannot afford credit on the disadvantageous terms
on which it is offered to them. This might prevent those groups from participat-
ing in economic life in various desirable ways or drive them to loan sharks and
their ilk. Exclusion can happen in various ways, some more deliberate or explicit
than others. It might occur, for example, through the so-called redlining of certain
geographical areas or the refusal to lend to certain ethnic groups.

Of course, if it is assumed that banks are responsible institutions that seek to
maintain their depositors’ trust and to earn money for their shareholders, then
it might be concluded that any apparent patterns of exclusion exist only because
of simple business considerations. However, this can be questioned on several
grounds, including that some banks’ lending policies—formal or informal—seem
to be unjustifiably discriminatory not just in moral (and legal) but also in financial
terms. At best, it can be viewed as a kind of laziness not to look more carefully at
a particular segment of the market; at worst, it can be viewed as something more
perniciously prejudicial.
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Second, having lent money, the responsibility of banks can be argued to include
not being too hasty to foreclose. Although calling in a loan can be supported
in ethical terms as protecting depositors’ funds and shareholders’ capital, banks
should not be overzealous in seeking to safeguard their position. In other words,
they should withdraw lending with some consideration for the consequences for
other stakeholders—not just for borrowers, but those indirectly affected, too. For
example, if a bank calls in a loan from a small firm, it is not only the firm concerned
that is affected, but also its network of suppliers and customers, its employees,
and other business contacts—with both economic and social consequences. The
fear is that some banks seek to withdraw too quickly, at the first possible sign of
trouble. Since they do not share in any upside in the firm’s performance, there is
a temptation for downside possibilities to dominate the decision about whether to
continue lending.

Third, as Morison (1995) argues, lending too much is potentially as serious
a problem, ethically, as lending too little. There is a connection with the previ-
ous point here in that, if too much is lent, then foreclosure is much more likely.
Nevertheless, the two are worth distinguishing, for a bank’s approach to foreclo-
sure is not necessarily tied to its approach to lending; both may vary according
to the degree of profligacy or leniency versus stringency or aggression displayed.
Borrowers clearly have a major responsibility in deciding how much to borrow, but
so do banks, both in how they encourage borrowing and in how they exercise their
expertise in sanctioning loans—bearing in mind that if they are taking security,
they might be harmed less than others if things go wrong. In other words, if banks
can protect their downside risk reasonably effectively, especially if a relatively
high rate of interest is in prospect, they might be more willing to lend to vulnerable
borrowers than a proper regard for the interests of those borrowers (and others
indirectly affected) would allow.

Finally, beyond issues relating to borrowers, there are questions about the
purposes for which loans are made. In particular, in common with other large
corporations, banks have been prompted to consider their impact on the natural
environment, variously conceived as (for example) sustainability, climate change,
or carbon footprint. Like other businesses, banks have a direct impact on the
environment (e.g., through their use of stationery and occupation of office build-
ings). However, they do not—for example—clear rain forests or produce hazardous
chemicals; their direct impact is limited compared to many businesses. Their indi-
rect impact, though, is substantial (Thompson and Cowton 2004).

As explained earlier, banks are involved in an incessant search for profitable
lending opportunities, and if their industrial borrowers are engaged in activities
that significantly and negatively impact upon the environment (especially if the
cost is externalized), then the banks are implicated. Given the way in which they
transform small, liquid savings into large, long-term loans through financial inter-
mediation, banks make possible industrial activities that would otherwise likely
not occur or would occur on a smaller scale. Put another, more positive way,
commentators have viewed bank lending as an important lever for limiting or
changing business behavior. Thus, for example, the UNEP Statement by Financial
Institutions on the Environment & Sustainable Development is a significant ele-
ment of the work of the United Nations Environment Programme; about 170 fi-
nancial institutions were signatories as of October 2009. This is one method of
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encouraging banks not to make loans without considering the environmental con-
sequences of their lending.

This section has focused on the right-hand side of the model, discussing some
of the ways in which a bank might be considered to act more or less ethically,
or responsibly, in its lending behavior, going beyond what might be considered
necessary to protect the legitimate interests of depositors (and shareholders). It
has suggested that there are certain responsibilities in the lending process, which
might be seen as prima facie duties (Dancy 1991). The section has covered both the
treatment of those to whom money is—or is not—lent, and the purpose for which
it is lent, focusing on environmental impact. Such concerns might be expressed by
any observer of the lending process.

However, the next section turns to the possibility that some depositors, as par-
ticipants in the process, have a direct, ethically motivated interest in the direction
in which their money is loaned or the uses to which it is put. Such depositors have
some sense of responsibility for, or affinity with, the use of their deposits. This
involves certain deliberate modifications to the conventional financial intermedia-
tion process.

BANKING WITH AFFINITY
The model of financial intermediation presented in Exhibit 17.1 separates the saver
from the borrower. As explained earlier, the bank sits in the middle of two decou-
pled processes, with a veil of ignorance—to borrow a well-known philosophical
phrase—between depositor and borrower. However, some depositors are uncom-
fortable with this, and various developments have occurred that offer the potential
for concerned savers to deposit their funds with a clear, or clearer, conscience.
Such depositors are seeking to make an association, even though there is no direct
financial link, between their funds and the loans made by the bank.

These various initiatives may be referred to as affinity banking. Lynch (1991)
calls similar practices viewpoint banking. The term affinity is used here for two prin-
cipal reasons. First, in various fields it stands for relationship by choice, a mutual
attraction or resemblance, and hence it seems ideally suited to the coming together
of like-minded parties around a values-based or values-influenced financial in-
termediation process. Second, it is already familiar in a financial context (at least
in some countries), referring to credit cards that are associated with a particular
organization. The card is branded with the affinity organization’s name and logo,
and payments are made to it by the card issuer, usually based on initial take-up of
the card and usage. Many types of organizations are involved, but among the most
prominent beneficiaries of these schemes are charities (Cowton and Gunn 2000;
Schlegelmilch and Woodruffe 1995; Worthington and Horne 1993).

Some banks have a lending policy that is avowedly ethical or responsible, going
beyond the more general ethical codes and environmental policies already referred
to. A good example is that of the Co-operative Bank in the United Kingdom.
Its Ethical Policy was launched in 1992, capitalizing on the bank’s historic roots
in the cooperative movement. The policy, which is now incorporated into the
bank’s Partnership Approach, continues to be refined in response to customer
opinion and changing circumstances. It sets out whom the bank will and will not
do business with. For example, the bank states that it will not supply financial
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services to any organization or regime that oppresses the human spirit, takes away
the rights of individuals, or manufactures any instrument of torture. Nor will it
provide financial services to tobacco product manufacturers. More positively, it will
encourage and seek to do business with companies that avoid repeated damage to
the environment. The approach is thought to have been a major factor in the bank’s
success in capturing market share since it was introduced (Cowton and Thompson
1999; Davis and Worthington 1993; Harvey 1995; Kitson 1996; Thompson 1999),
including significant growth in the charities sector (Cowton et al. 2000). Savers
attracted to the bank because of its stance on various issues are expressing a view
not only on its trustworthiness as a custodian of funds, but also on the uses to
which those funds are put. The bank’s policy provides an opportunity for some
savers’ ethical values to be more closely aligned with the characteristics of the loan
book than is the case with most other banks.

The Co-operative Bank can be depicted as “a conventional bank with an ethical
emphasis” (Cowton and Thompson 1999, 10). However, there are other examples
of banks or related financial initiatives, many of them of quite recent origin, which
seek to go further than the Co-operative Bank in expressing through their product
offering a particular set of values or beliefs. The Europe-based Triodos Bank is
an instructive example. Triodos has an overarching policy to finance projects that
benefit the community, enhance the environment, and respect human freedom.
This policy determines the types of projects the bank will and will not finance, but
Triodos pushes affinity much further than the Co-operative Bank.

First, because it is relatively small, it is able to provide more detailed infor-
mation to its depositors about where money has been lent, thus providing an
unusually high level of transparency. Second, within the envelope of its standard
social and environmental lending criteria, Triodos gives depositors opportunities
to specify more precisely the uses to which they wish their funds to be put, through
particular accounts, in which the money is then ring-fenced. Examples of areas of
application include organic farming and social housing. Thus, Triodos Bank man-
ages to restore a sense of relationship between depositor and borrower which, as
explained earlier, tends to be broken in normal banking practice. (For further de-
tails see Cowton and Thompson [1999, Chapter 12], and Cowton and Thompson
[2001].) Another interesting feature is that, although the Bank’s policy is to offer
relatively attractive rates of interest, in many cases depositors elect to receive a
lower rate of interest than the official rate on the account, in some cases waiving it
altogether, thereby helping the borrower by permitting funds to be lent at favorable
rates of interest (interest offset).

Explicit or implicit interest offset is seen in several other affinity initiatives,
which might therefore seem to be as much about personal philanthropy as banking
or conventional saving. For example, Shared Interest (Cowton and Thompson 1999,
Chapter 9; Moore 1993) seeks to lend to third-world producers while providing
a very low return to savers. Such schemes, which emphasize social rather than
financial return, pose little threat to mainstream banking because, even though they
are growing significantly, they are minuscule in terms of total finance. Nevertheless,
they are still of relevance to mainstream banks. First, they provide opportunities
for collaboration that might help to deflect some criticisms of mainstream banks;
for example, they might support, financially or technically, an organization that
has a mission to lend to the poor. Second, the initiatives might be regarded as
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experiments or sources of ideas for schemes that might subsequently be adopted
by mainstream banks in some form.

Finally, although there is not enough space within this chapter to do it jus-
tice, mention should be made of the growing phenomenon of Islamic banking.
In some cases this is practiced by an independent Islamic bank, in other cases by
an Islamic banking unit or subsidiary of a conventional bank, with the Islamic
component financially ring-fenced. Islamic banking is widely interpreted to mean
a ban on the charging or receipt of interest (riba), in accordance with Islamic law
(Sharia)—though, as in historical debates within Christianity, there is some discus-
sion of whether it is really a matter of not charging excessive interest, or usury.

As indicated in Exhibit 17.1, the flow of interest payments is central to the
financial intermediation process that lies at the heart of conventional, Western
banking. In Islamic banking, this is replaced by alternative mechanisms, including
the payment of fees and the sharing of profits and losses or risks, under various fi-
nancial contract forms (e.g., Mudharabah, Musharakah, Mudaraba)—though some
commentators are not convinced that all banking services and products marketed
as “Islamic” are really compliant with Sharia. However, it is not only interest that
is forbidden (haram) in Islamic banking. Attention is also paid to the activities that
are being undertaken; for example, all dealings in gambling, pornography, alco-
hol, and other intoxicants are forbidden, so loans should not be made for those
purposes. Overall, Islamic banking involves not only a constrained financial in-
termediation process, in terms of the direction of lending, but a different type of
intermediation process in terms of the nature of the flow of payments between
the bank, its depositors, and borrowers. Growing rapidly both in predominantly
Muslim nations and among Muslim communities in other countries, Islamic bank-
ing poses an interesting challenge to models of banking focused solely on interest
and risk.

CONCLUSION
This chapter has sought to provide an overview of ethics in banking by focusing on
the core process of financial intermediation that banks engage in through accepting
deposits from savers and lending to borrowers who seek credit. Three terms have
been used to frame the discussion of some of the salient issues in banking ethics.
First, integrity (in addition to technical competence) is important to generate the
trust necessary for savers to deposit their funds with banks. A minimum level is
necessary for any banking system to flourish and so make its fundamental contri-
bution to the economy and society, with banks using information and expertise to
channel funds appropriately to economically productive uses. Second, responsibil-
ity highlights contemporary banks’ need to take into account the consequences of
their lending policies. I highlighted four prima facie duties: not to exclude certain
classes of customers unfairly; not to foreclose too hastily; not to lend profligately;
and not to lend without consideration of environmental consequences. Third, and
finally, affinity refers to a set of relatively novel ways in which depositors and bor-
rowers can be brought into closer association than they are in conventional Western
banking, such that the process or outcomes of financial intermediation explicitly
align with the depositors’ ethical values.
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CHAPTER 18

Mutual Funds
D. BRUCE JOHNSEN
Professor of Law, George Mason University School of Law

INTRODUCTION
Soft dollars and directed brokerage are two forms of institutional brokerage com-
mission rebate that have persisted for years in the mutual fund industry both in
the United States and across the globe, with total yearly volume in the billions of
dollars. In the United States, these practices have periodically come under attack
from academics, financial market commentators, securities regulators, and politi-
cians as examples of disloyalty and unjust enrichment by fund managers whose
duty it is to serve investors. Yet a strong case can be and has been made that they
are efficient forms of economic organization that benefit investors. This chapter
examines whether they are ethical according to Integrative Social Contracts Theory
(ISCT) as informed by transaction costs economics.

ISCT is primarily the creation of Donaldson and Dunfee (1999) (“TD2”), who
developed it as a practical framework to help businessmen untrained in higher
philosophy grapple with the ethical issues they are likely to face. ISCT is intellec-
tually congruent with Western philosophical discourse, as reflected in its reliance
on global “hypernorms,” and at the same time practical and approachable in its
reliance on local “authentic community norms” that allow for substantial “moral
free space.”

The layered structure of ISCT is akin to the notion of competitive federal-
ism in political and economic theory. It allows for local variation—”laboratories
for experimentation”—minimally constrained from above to the extent necessary
to mitigate intercommunity spillovers. ISCT emphasizes the moral force of the
informed individual’s options to exit from and exercise voice in local communi-
ties. These options ensure that local norms are subject to evolutionary competitive
forces. At the same time, ISCT is sufficiently empirical that it can evolve over time
to gradually iterate toward a more useful structure applied to specific business
settings. This chapter augments the TD2 conception of ISCT using transaction cost
economics. Transaction cost economics suggests that law, ethics, and other evolved
institutions serve, at least in part, to constrain socially inefficient behavior (Coase
1937 and 1960).

The following section briefly describes the U.S. mutual fund industry and
soft dollars and directed brokerage, two forms of brokerage commission rebate
that have been popular in the mutual fund industry but that have also been the
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target of repeated, and heated, criticism. The third section explains why these
practices might be efficient and likely to benefit fund investors once the cost of
transacting is considered. The fourth section briefly describes the basics of ISCT and
integrates the insights from transaction cost economics to assess the ethical status of
these commission rebates. I conclude they are arguably ethical, though admittedly
puzzling when viewed from outside the local community of institutional brokers
and money managers.

THE MUTUAL FUND INDUSTRY AND
INSTITUTIONAL BROKERAGE
The mutual fund industry relies heavily on agents to act on behalf of dispersed
shareholders. In such a setting, conflicts of interest are inevitable but by no means
crippling. To show how soft dollars and directed brokerage resolve conflicts of
interest it is important to have a clear picture of how funds are organized and how
soft dollars and directed brokerage actually work.

The Organization and Regulation of Mutual Funds

Mutual funds are investment pools organized as corporations or trusts under state
law. To raise capital the fund issues shares to the investing public, with the proceeds
placed in a more or less diversified portfolio of risky securities (primarily corporate
stocks and bonds, government debt, etc.) and cash to which shareholders have a
pro rata claim. A unique feature of mutual funds is that they stand ready to issue
and redeem shares at the daily net asset value of the fund next computed based
on the reported prices of the underlying portfolio securities. For this reason they
are also known as open-end funds.1 Much of Americans’ savings is held by mutual
funds and managed by advisory firms regulated under the Investment Company
Act (ICA) of 1940 and the Investment Advisers Act (IAA) of 1940 (collectively
known as “the ‘40 Act”).

The ICA formally mandates that the adviser to a mutual fund be a verti-
cally separate firm. The adviser provides management services through a contract
periodically approved by the fund’s board of directors or a majority of fund share-
holders. In reality, however, the adviser normally creates and promotes the fund,
and fund boards almost invariably renew advisory contracts. What is more, even
though Section 15(a) of the ICA prohibits direct assignment of the advisory con-
tract, Section 15(f) allows advisory firm owners to profit from a sale of control
in the advisory firm that indirectly assigns the advisory contract. The relation-
ship between the adviser and the fund therefore lies somewhere in an economic
netherworld between an extended firm and market exchange.2

Advisory services include record keeping, custody of shares, and other minis-
terial functions, but in an actively managed fund they consist most importantly of
portfolio management, normally provided by an employee of the advisory firm.3

As an agent for the fund, an active manager’s primary charge is to hold an effi-
ciently diversified portfolio, to use his best efforts to perform or acquire research
to identify mispriced securities, and to buy or sell those securities to make a profit
for the portfolio before the market fully corrects the pricing error. Once having



P1: OTA/XYZ P2: ABC
c18 JWBT301-Boatright May 31, 2010 14:2 Printer Name: Hamilton

MUTUAL FUNDS 341

identified a potentially profitable trade, the manager traditionally hires an institu-
tional securities broker to execute it. In selecting between brokers, the manager has
a fiduciary duty to choose the broker that will provide best execution for the fund.

The executing broker is also an agent of the fund. Like the manager, he is subject
to a fiduciary duty of best execution of portfolio trades. This requires him to search
for willing sellers or buyers and to contract with them for the purchase or sale of
the security on the best possible terms for the benefit of the fund. In consideration,
the broker typically receives a commission averaging five or six cents per share.
Although the manager may be able to trade through a proprietary network or
with a discount broker for as little as a penny a share, institutional brokers provide
the benefit of specialization, access to a variety of securities exchanges and other
exclusive trading networks, and, perhaps most important, anonymity. There is
little doubt these specialized agents effectively reduce the total costs of transacting
portfolio securities in the vast majority of agency trades.4

Because brokerage commissions are treated as a capital expense and included
in the price basis of portfolio securities for tax reasons, fund shareholders implicitly
pay them in the form of lower net returns.5 Outsiders to the world of institutional
securities brokerage are often shocked to learn brokers routinely provide fund
advisory firms or their portfolio managers with benefits as a partial quid pro quo
for their promise of premium commission payments on future portfolio trades.
Soft dollars and directed brokerage are the primary means by which brokers have
provided such benefits.

How Soft Dollars Work

To understand how soft dollars work, Exhibit 18.1 illustrates relations between
the parties. P represents the mutual fund’s portfolio of securities, whose beneficial
owners consist of any number of dispersed shareholders, S. The fund enters into a
contract in which it promises to pay the manager, M, a fee consisting of a periodic
share of the portfolio’s net asset value, say 75 basis points per year.6 In exchange the
manager provides active management by expending effort to identify profitable
trading opportunities. Having identified a profitable trade, the manager hires an
institutional broker, B, to execute the trade in exchange for commission payments
on completion.

In a typical soft dollar arrangement, the broker provides the manager with
credits, oftentimes up front, to pay a specific dollar amount of his research bill with
independent research vendors, V. In exchange, the manager agrees to send the
broker future trades at premium commission rates. By way of example, the broker
might provide the manager with $60,000 in research credits if the manager agrees
to send the broker enough trades over the coming months at seven cents per share
to generate $140,000 in brokerage commissions, clearly more than necessary to
cover the lowest available commission or the broker’s marginal execution cost. In
this sense the manager is said to pay up for research bundled into the brokerage
commission. Once having entered into this agreement the manager orders any of
a large number of research products—fundamental analyses, hardware, software,
subscriptions, databases, and so on—from independent, or third-party, vendors,
who in turn receive payment from the broker. If all goes as planned, the manager
places the promised trades with the broker at the agreed premium commission
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Exhibit 18.1 Relations Between the Parties—Soft Dollars

rate. If not, he can terminate the connection with the broker at any time with no
legal obligation to make the promised trades.

Courts and regulators have long regarded brokerage payments as assets of the
fund, so-called client commissions. Managers’ use of client commissions to pay for
research with soft dollars has been heavily criticized as an unethical conflict of
interest that may lead the manager to favor itself over fund investors. The prospect
of unjust enrichment is said to pervert advisers’ incentives, leading them to engage
in too much trading, to use too much research, and to select brokers to generate
research credits rather than to enhance execution quality.7 The picture that emerges
is one in which the entire commission premium is a net drag on fund performance,
reducing investor returns dollar for dollar.

It bears emphasizing that none of these criticisms identify a conflict of inter-
est unique to the manager’s receipt of independent research through soft dollar
arrangements. Instead, they identify a conflict inherent in bundling the costs of
research and execution together into premium brokerage commissions. Soft dollar
brokerage constitutes only one form of bundling. Historically, full-service brokers
have provided investment managers with proprietary in-house research and other
brokerage services bundled together with execution as part of an informal, long-
term relationship. Indeed, this practice predominates to this day, as illustrated
by the diagonal arrow in Exhibit 18.1. The main difference between these two
forms of institutional brokerage is that proprietary research is generated within
the brokerage firm and is accounted for only informally during the long course of
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a trading relationship, while independent research is transacted in the market for a
price—in soft dollars—and provided in arm’s-length transactions by independent
research vendors. In either case, as part of the Securities Acts Amendments of 1975,
Congress provided a safe harbor to fund managers who pay a premium commis-
sion for brokerage as long as they determine “in good faith that it was reasonable
in relation to the value of the brokerage and research services provided.”8

How Directed Brokerage Works

Like soft dollars, directed brokerage occurs in the context of premium commission
payments by the mutual fund in exchange for institutional brokerage, but rather
than providing the manager with research, the broker (or its underwriting affiliate)
provides effort selling the fund’s shares to the investing public. Exhibit 18.2 illus-
trates two ways fund shares can be marketed. Historically—but to a lesser extent
today—the brokerage firm’s retail brokers, RB, provided effort selling the fund’s
shares to the investing public, S, for an up-front load paid directly by the investor.
The investor would write a check for, say, $100 to the RB, who would forward $95
to the fund for the investor’s account and retain the $5 load fee as compensation
for its selling effort.

In a directed brokerage arrangement, the RB provided effort selling the fund’s
shares to the investing public in exchange for the adviser’s commitment to send
the brokerage firm future premium commission business on portfolio trades to
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be executed by the firm’s institutional brokers.9 Until its prohibition by the SEC
in 2004, directed brokerage was one of several no-load methods an adviser could
use to compensate brokers for their sales effort, often in the context of proprietary
fund supermarkets that feature funds from a variety of fund families managed by
reputable advisory firms. In this context, directed brokerage can be seen as one
form of payment for shelf space, similar to what occurs regularly in the retail
grocery industry (Klein and Wright 2007; Wright 2007).

Examples of directed brokerage arrangements prior to the SEC’s ban involved
various partner programs between a fund adviser and one or more retail brokers.
In exchange for the expectation of having the adviser send trading commission
business for its managed funds to the retail broker’s institutional affiliate, the retail
broker would agree to display the adviser’s funds more prominently within its
universe of fund listings when making recommendations to its client investors.
Fund managers received greater access to the retail broker’s sales system, includ-
ing its branch system, access to individual point-of-sale brokers via training and
customer seminars, inclusion in broker events, and invitations to participate in
programs broadcast over the retail brokers’ internal systems. In some cases the
point-of-sale broker and his sales manager received a larger fee for the sale of part-
ner funds than nonpartner funds, with this fee being paid out over time depending
on how long the investor remained with the fund.

According to the SEC’s release In re Massachusetts Financial Services Company,10

MFS, a prominent fund adviser, negotiated for preferential access to its partners’
sales staffs and “heightened visibility” for its fund offerings within their distri-
bution systems. In exchange, MFS paid the retail broker between 15 and 25 basis
points for the sale of its fund shares and 3 to 20 basis points per year in trailing
fees for fund shares held by its partners’ clients more than one year. In some cases
MFS paid partners in cash from its own account, but in others it paid with di-
rected brokerage, and there was apparently some evidence to suggest it preferred
this method. In any event, MFS made clear to the employees on its trading desk
that they could consider partners’ sales of fund shares only as “a factor” in al-
locating portfolio brokerage and that best execution was not to be compromised.
MFS cautioned its personnel not to enter into legally binding agreements with
partners to promise a specific amount of commission business nor to refer to their
arrangements with partners as binding. Nevertheless, some MFS employees casu-
ally labeled commission allocations to partners as “obligations,” “commitments,”
or amounts “owed.” What is more, from time to time MFS requested that its trading
desk increase trading with specific partners to satisfy the commission targets.

MFS informed its fund boards that, subject to best execution, it considered
the sale of fund shares as a factor in allocating its funds’ portfolio brokerage. It
also showed them the exact amount of commission business allocated to every
broker-dealer for which consideration of fund sales was a factor. In substance, the
SEC found that MFS had entered into bilateral arrangements in which it agreed
to allocate specific amounts of fund brokerage commissions, subject to best ex-
ecution, to broker-dealers for “shelf space” or heightened visibility within their
distribution systems. The MFS disclosures to the fund boards were therefore in-
adequate because they failed to specifically state that the amounts were “used to
satisfy bilateral arrangements under the [partner programs].” What is more, the
SEC found that MFS avoided using its own assets in consideration for its partner
programs by financing the sale of fund shares with directed brokerage. It therefore
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failed to communicate adequately its reliance on directed brokerage to its funds’
boards. Although the SEC release makes no mention of an actual injury to any MFS
client, it found MFS had violated various securities laws, assessed it $50 million
in disgorgement and penalties, censured it, and imposed various remedial and
compliance undertakings.

A TRANSACTION COST ANALYSIS
OF INSTITUTIONAL BROKERAGE
Any serious transaction cost analysis of business practice must take seriously the
proposition that the parties to a transaction—in this case fund advisers, institutional
brokers, and fund investors—share a common interest in increasing the gains
from trade. They will adopt new forms of organization that help them do this.
Transaction costs stand in their way. Transaction costs are real costs, and so it
does not pay the parties to resolve all conflicts of interest or seek the first-best
allocation of resources. Nevertheless, cooperation subject to the constraint imposed
by transaction costs is a powerful beacon to understand economic organization.

The Role of Prices in Transaction Cost Analysis

Prices as an economic phenomenon are not just about who gets the income from a
commercial activity. They are also about providing informative signals to otherwise
ignorant market participants—the “man on the spot” (Hayek 1945)—about how
best to allocate scarce resources. By relying on prices to allocate resources, both
parties to a transaction are encouraged to adjust the goods’ attributes to maximize
the gains from trade. If, compared to payment on delivery, widget buyers are
willing to pay an extra 20 gizmos per widget for credit terms that cost the seller
only 15 gizmos, sellers will happily bundle credit terms into the transaction for
an increase in price of somewhere between 15 and 20 gizmos. Similarly, if widget
buyers are willing to pay an extra 20 gizmos per widget to assure their quality
rather than spending the equivalent of 30 gizmos on careful inspection, sellers will
happily provide a warranty or some other form of quality assurance as long as the
cost of doing so is less than 20 gizmos.

But transfer for a price accomplishes more than efficient bundling. One party’s
claim that his widget is worth 30 gizmos is more credible when that party is
willing to accept 30 gizmos for the widget, and vice-versa for the other party;
that is, when the parties “put their money where their mouth is,” so-called smart
money. The transfer has two components: a simple trade of one good for another
and reliable information about the value of the respective goods, all bundled
attributes considered. However distributed,11 the parties’ gains from trade are a
private benefit, but the information itself is a nonrivalrous public good that reliably
signals what they consider efficient resource allocation. Only if (and to the extent
that) there are substantial spillovers from the transaction—costs or benefits that fall
on outsiders—is the informational role of prices undermined (though not entirely
eliminated).

The common criticism of this and, indeed, all methods of price allocation is that
it gives the rich an advantage over the poor. True, being rich, or well-capitalized,
provides one with more opportunities than being poor. In a market system, those
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of relatively modest means often succeed in outbidding their richer rivals when
they are able to generate greater value-added as a result. Value-added, not riches,
is what gives market participants pricing power because capital tends to flow to
more profitable uses.

One point worth noting about the important role prices play in an economic
system is that, as informative as prices may be, they are also costly to use (Coase
1937). Where we see prices emerging for goods, or attributes of goods, that have
otherwise been unpriced or bundled with other goods for a single price, it suggests
that the informational benefit a new price generates exceeds the transaction cost to
the parties involved.

At a very basic level, soft dollars and directed brokerage payments are nothing
more or less than garden-variety prices targeted to the agents of fund investors
(Coase 1979). These practices unquestionably involve real conflicts of interest, but
at the same time they appear superior to the available alternatives once subjected to
the scrutiny of transaction cost economics (Johnsen 1994; Horan and Johnsen 2008;
Johnsen 2009). Where transacting is costly, perfection is an irrelevant benchmark.

Agency Costs

Agency law tolerates conflicts of interest as long as they are disclosed or, if not
disclosed, as long as the agent can demonstrate after the fact that any self-dealing
was fair. This is sensible and, I should point out, the empirically evolved common
law approach. The phrase conflict of interest identifies the set of activities in which
agent self-dealing might occur. Agency law is, and in this chapter I argue ISCT can
be, far more parsimonious than to condemn soft dollars and directed brokerage as
unethical per se.

Transaction cost economics introduces the equivalent of friction into the neo-
classical model of impersonal exchange of goods whose quality is easily evaluated
at the moment trade occurs.12 In the neoclassical model, the act of exchanging is
itself costless, and competition ensures price is equal to marginal production cost.
There is no need to rely on specialized agents, and no conflicts of interest arise
because all dimensions of the exchange can be fully specified—that is, all goods
are what economists characterize as search goods. Once transaction costs are intro-
duced, buyers must evaluate quality; sellers must evaluate buyers’ ability to pay;
and trade is often supported by legally enforceable contracts, reputational capital,
long-term relationships, ethical norms, or various other forms of economic organi-
zation that rely on specialized agents who are imperfectly motivated. Price cannot
equal marginal production cost because transaction costs drive a wedge between
the price the buyer pays and the net compensation the seller receives.

This does not mean unjust enrichment occurs on any significant scale, because
the parties can profit by avoiding it. In 1976, Jensen and Meckling published the
seminal work on principal-agent conflicts.13 Their positive (descriptive) analysis
relies on agency costs (a form of transaction costs) to explain how the parties orga-
nize their business affairs to maximize the gains from trade. Agency costs consist
of monitoring costs incurred by the principal, bonding costs incurred by the agent,
and residual losses. The principal can limit divergence from his interest by estab-
lishing appropriate organizational incentives for the agent, such as sharing profits
or other benefits, and by incurring monitoring costs designed to limit harmful



P1: OTA/XYZ P2: ABC
c18 JWBT301-Boatright May 31, 2010 14:2 Printer Name: Hamilton

MUTUAL FUNDS 347

activity by the agent, such as shirking. In some settings it will pay the agent to
spend resources bonding himself against actions that would harm the principal. In
many agency relationships the parties incur both monitoring and bonding costs.
In addition, it is inevitable that some beneficial trade may not occur that would
occur absent agency costs. These forgone benefits are the residual losses. As long
as residual losses persist, the parties have an interest in innovating new forms of
organization to increase the gains from trade (Klein and Murphy 1988). The cost of
transacting inhibits this process. Understanding economic organization, including
ethical norms, is largely about how the parties adjust the rules to increase the gains
from trade.

Institutional Brokerage as an Experience Good

It would be difficult to find an industry that departs more fundamentally from
the neoclassical model than institutional securities brokerage. In contrast to search
goods, institutional brokerage is what economists recognize as an experience good,
one that is too costly for the buyer to fully evaluate at the moment trade occurs and
whose quality will become apparent only in time or with repeated use. For certain
experience goods, the receipt of unexpectedly low quality can impose substantial
transaction costs on the buyer in the specific form of search costs. The quality of
an institutional broker’s execution is costly for a portfolio manager to evaluate
owing to the inherent noisiness of securities prices. Excessive price impact on large
block trades can easily overwhelm brokerage commissions and create a substantial
drag on investor returns.14 Price impact is an artifact of the high transaction costs
managers face achieving best execution.

A conflict of interest arises from the manager’s inability to evaluate the broker’s
execution quality, even after an extended series of trades. If high-quality trades are
more costly to perform than low-quality trades, a broker might tout himself as
willing to execute high-quality trades and cheat the manager by doing a careless
job that leads to excessive price impact. The broker would earn a high commission
and save on execution costs. Before the manager could discover the breach, his
investors would have suffered diminished portfolio returns.

The market for brokers and fund advisers is competitive in the sense that there
are large numbers of each, with active entry and exit and ample organizational
innovation. If the cost of legally verifying the quality of broker executions were
reasonably low, managers could enter into binding warranties with their brokers
and seek money damages on behalf of the portfolio against those whose care-
lessness or greed led to excessive price impact. Absent egregious conduct by a
broker—front-running being a potentially verifiable example15—it is impossible
for a manager to seek legal recourse against a careless broker because the cost of
verifying mere carelessness to an outside party in such a noisy setting is prohibitive.
The best the manager can do to protect the portfolio is to terminate brokers whose
execution quality proves to be subpar over an extended series of trades.

Execution Quality Assurance

A well-known transaction cost model of how sellers assure the quality of expe-
rience goods (Klein and Leffler 1981) shows why, under plausible assumptions,
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investors would suffer if fund managers paid the lowest available brokerage com-
mission, and why they are better served if managers instead pay up for brokerage
in exchange for soft dollar research and other beneficial inputs.

Given the problem of price impact, institutional brokerage is an experience
good. What is more, the cost to the broker of avoiding price impact increases
the greater care he takes in executing trades. Suppose the manager offers to pay a
broker, say, four cents per share for high-quality execution, which is exactly equal to
the broker’s execution cost. The broker can cheat by secretly providing low-quality
execution that costs, say, two cents per share. In noisy securities markets it takes
time even for a diligent manager to discover the excessive price impact from low-
quality execution and to terminate the broker. In the meantime, the broker earns a
short-term profit of two cents per share. Absent brokers’ ability to bond themselves
against this moral hazard, managers will refuse to pay for high-quality execution,
low-quality execution will dominate the market, and investors will suffer excessive
price impact that reduces their returns (Akerlof 1970).

Suppose, instead, that the manager offers to pay a broker a premium commis-
sion of seven cents per share for high-quality execution. Brokers will welcome this
opportunity because it allows them to earn a surplus, or economic rent, of three cents
per share on each trade, presumably over an indefinite time horizon assuming they
refrain from cheating. If the broker were to cheat he could earn a surplus of five
cents per share, but only until the manager discovered that his trades create exces-
sive price impact. The Klein-Leffler model shows that there is some commission
premium on high-quality trades sufficiently high that the long-term gain to the
broker from providing high-quality execution exceeds the short-term gain from
cheating. If offered a sufficient commission premium, a wealth-maximizing broker
will never cheat.

The harder it is and the longer it takes for the manager to detect excessive price
impact—as where the noisiness of securities prices increases—and the higher the
broker’s discount rate, the higher the commission premium must be to assure high-
quality execution. What is more, the manager must presume any broker offering
to trade for a low commission is likely to perform poorly and generate excessive
price impact. Shopping between brokers for lower commissions is futile where
execution quality is unobservable ex ante.16

In general, quality assurance requires the buyer to pay a premium price for
honoring his commitment. This should come as no surprise. The average consumer
routinely buys hundreds of experience goods for which he happily pays a premium
price to assure quality—gasoline, golf balls, fine perfume, and even garden-variety
aspirin are just a few such goods. Aspirin buyers often pay a premium price for
branded tablets, for example, although the generic equivalent is far cheaper and
said to be chemically identical. Studies suggest that even those consumers who
buy generic aspirin for themselves tend to favor branded aspirin over generic for
their children, where quality assurance is considered particularly important.17 For
the producers of high-quality goods, cutting price is simply not an option because
it signals to consumers a likely reduction in quality.

If people acting on their own behalf often pay a premium price—they pay
up—for goods so they can be confident of quality, it is reasonable that agents acting
on others’ behalf should do the same. Those who condemn fund managers for using
investors’ money to pay premium commissions for trades claim identical execution
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can be found for as little as a penny or two per share. The inference is that any
excess commission payment above this amount provides no compensating benefit
to investors, serving merely to unjustly enrich managers. Unjust enrichment is a
normative claim that has little or no foundation in positive economic theory.

Soft Dollars and Directed Brokerage as Performance Bonds

The Klein-Leffler model has one additional feature. Brokers competing for institu-
tional trades stand to earn a surplus equal to the difference between the premium
commission they receive on each trade and their cost of executing high-quality
trades. In the preceding example this was three cents per share. Standard economic
theory tells us that abnormal profits cannot persist in a competitive environment.
For normal search goods, competition takes the form of price reductions, but for
experience goods a price reduction signals low quality. Consequently, brokers can-
not cut their commissions. Instead, they compete by offering to post an up-front
performance bond equal to the discounted present value of the quality-assuring
premium over the expected time horizon and trading volume.

The use of a quality-assuring performance bond is subject to three competitive
conditions. First, the bond must be large enough relative to expected commissions
that the broker earns no surplus and merely covers his forgone opportunities.
The performance bond capitalizes the broker’s expected commission premiums,
ensuring he earns only a competitive profit. Second, the bond must be nonsalvage-
able in the sense that the broker cannot recover it once he has paid or incurred it.
Finally, the bond must take the form that provides the greatest possible benefit to
the portfolio.

With soft dollars the first condition is met because brokers compete vigorously
for managers’ business by offering larger soft dollar research payments. The second
condition is met because the manager can insist that the broker provide soft dollars
up front18 —whether in the form of third-party or in-house research—and any
commitment the manager makes to use a particular broker’s services is legally
unenforceable as contrary to his fiduciary duty of best execution. A broker who is
terminated for poor execution quality will lose its up-front bond. The remaining
question is whether soft dollar research provides the greatest possible value to the
portfolio. The answer is that investors benefit more if the bond takes the form of
soft dollar research provided to the manager rather than an equivalent amount of
cash paid into the portfolio.

To see this it is important to identify the main conflict of interest the manager
faces. The extensive literature on the economics of agency uniformly recognizes
that agents whose compensation is based on a fractional share of benefits to the
principal have too little incentive to produce gains for the principal if they are
required to pay the entire expense out of their own account. Following this logic,
if managers were required to pay the entire expense out of their own account,
mutual fund investors’ concern would not be that they will overuse brokerage and
research services but that they will underuse them.

Contrary to prevailing wisdom, the critical conflict of interest for fund
managers is that they will tend to spend too little of their own money on raw
research, devote too little labor effort to identifying mispriced securities, and do
too few profitable trades. If spending a dollar out of his own pocket on research
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yields a two-dollar increase in portfolio wealth but the manager receives only
15 cents as his fractional share, he may decline to spend the dollar. The limiting
case is known as closet indexing, in which the manager collects a hefty fee for
active management but instead indexes the entire portfolio, saving the cost of
researching mispriced securities.

It is unsurprising that the beneficiaries of managed portfolios—whether fund
investors, trust beneficiaries, or pension plan sponsors—routinely subsidize their
managers’ use of brokerage and allow them to bundle the cost of research and other
services into the brokerage commission through some form of soft dollar arrange-
ment. Because raw research is a complement to the manager’s labor effort in iden-
tifying profitable trading opportunities, by subsidizing research the fund increases
the manager’s effort. With increased effort the manager is likely to identify more
profitable trading opportunities and to have good reason to order more trades.

Empirical work suggests soft dollars constitute a self-enforcing bond to as-
sure high-quality brokerage execution and efficiently subsidize manager research
(Horan and Johnsen 2008). But what about directed brokerage? Prior to the SEC’s
complete prohibition on directed brokerage it appears to have met the necessary
competitive conditions. First, there is little doubt brokerage firms competed in-
tensely for fund advisers’ trading business by offering to sell shares issued by their
funds to the investing public. As with soft dollars, the size of the sales effort bond
should have approximated the discounted present value of the expected stream
of premium brokerage commissions. Second, retail brokers’ sale of fund shares to
the investing public came in advance, with the manager following up by directing
portfolio trades to the firm’s institutional brokers based on their past success selling
fund shares. Owing to the manager’s fiduciary duty of best execution, he was free
to terminate the broker with the balance of the directed brokerage trading account
unpaid. A broker’s costly effort selling fund shares was therefore nonsalvageable
in the sense that the adviser could terminate the broker with the balance of the
trading obligations unfulfilled if the adviser discovered low-quality execution.

The final question is whether a dollar’s worth of extra trading commissions
used to compensate brokers for their sales effort might have been worth more than
a dollar paid to the portfolio in cash. In the absence of concerted sales effort most eq-
uity mutual funds would experience net redemptions approaching 18 percent per
year.19 Perhaps more important, uncertainty over near-term redemptions requires
a fund to hold higher cash balances than otherwise. Relative to risky securities,
cash yields a low expected return. By spending fund resources to sell fund shares
to the investing public, a manager can control its net redemptions to reduce cash
balances and increase investor returns. Because managers’ fees provide them with
only a fraction of the investment returns they generate, they would otherwise have
too little incentive to spend their own resources selling fund shares. By subsidizing
fund share sales, investors reduce the associated conflict of interest.

A widespread but misguided criticism of allowing managers to use fund assets
to promote the sale of fund shares is that it gives the adviser a perverse incentive to
increase fund assets through share sales, to which its compensation is tied, rather
than to increase fund assets through investment performance. These outcomes are
not mutually exclusive. By allowing the manager to reduce cash balances, fund
sales effort can be an efficient form of performance bond that benefits investors
more than dollar for dollar. More important, when the manager sells new shares,
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his added fees consist of a percentage fee based on the larger asset holdings in
the current period and additional fees for each subsequent period in which the
larger asset holdings persist. The manager’s compensation is back-end loaded and
contingent on continuing investor satisfaction. Making an unsuitable share sale to
a new investor does little to increase the manager’s long-run compensation, i.e.,
wealth (Johnsen 1986), because the investor is likely to become dissatisfied with an
unsuitable fund and withdraw sooner rather than later.

A second and more subtle source of efficiency from directed brokerage is the
indirect effect it likely had on the brokerage firm’s incentive to provide high-
quality portfolio trades. Having sold shares of Fund X to its client-investors, a
firm that expects future portfolio commission business from Fund X is in position
to increase the fund’s returns (or prevent them from being eroded) by ensuring
that its institutional brokers do a careful job of executing its portfolio trades. By
minimizing price impact, it can improve its client-investors’ fortunes. Providing
the brokerage house with proper incentives to manage various relational spillovers
explains why the parties characterized their relationship as a partnership.

Finally, the partner programs targeted by the SEC provided point-of-sale bro-
kers with back-end-loaded compensation. Brokers who sold fund shares retained
by investors for more than one year received trailing fees of three or more basis
points per year as long as the investor held the shares.20 In many cases these fees
were paid by way of ongoing directed brokerage arrangements. The point-of-sale
brokers’ compensation therefore increased the longer fund investors held their
shares. Holding a broker’s sales effort constant, the more suitable the sale to a
particular client-investor, the longer the client would have held on to the shares
and the higher the discounted present value of the broker’s total compensation.
The broker’s willingness to accept trailing fees bonds the credibility of his promise
to provide an appropriate suitability determination.

As long as a dollar’s worth of sales effort provided the fund with benefits ex-
ceeding a dollar in cash, directed brokerage cost fund investors nothing compared
to the alternative and in fact provided it with net benefits. Recall that the size of
the performance bond is set by competition, and that the brokerage commission
therefore cannot be reduced without suffering a loss of execution quality. As a loyal
economic agent, the manager’s charge is to spend the competitively determined
performance bond on any of a long list of items according to the benefits they
provide to the fund. Some forms of soft dollar research surely occupy the top of
the list, as recognized and protected by the Section 28(e) safe harbor, but there
is no reason to think, a priori, that retail broker sales effort should be precluded
from advisers’ consideration under the umbrella of “brokerage services” in the
soft dollar safe harbor. Presumably, the fund manager’s specialized expertise in
balancing the associated trade-offs is one of the benefits investors hope to capture
from investing in the fund in the first place.

ISCT AND THE ETHICS OF INSTITUTIONAL
BROKERAGE REBATES
In this section I make a first pass at combining ISCT and transaction cost economics.
I make no claim that this is the last word on the subject. My hope is that my humble
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efforts here will encourage subsequent scholars to take of the task where I have
left it.

The Basics of ISCT

In their book Ties That Bind, Donaldson and Dunfee carefully lay out the struc-
ture of ISCT and its rationale.21 They start with the plausible proposition that
businesspeople are limited by “bounded moral rationality,” which leads them to
the following two conclusions. First, those called on to make ethical decisions “are
constrained in their ability to discover and process morally relevant facts.” Second,
even ethical theorists “are constrained in their ability to devise a calculus of moral-
ity that coheres well with settled moral opinions” (Donaldson and Dunfee 1999,
29). People therefore face significant ethical uncertainty, a problem compounded
in business settings by the huge variety of commercial systems in which people
transact.

Owing to this variety, a one-size-fits-all approach would be decidedly ineffi-
cient, and no one can doubt that efficiency is at least one important concern for
business ethics. Just as the substance of commercial (and other) law varies from
one community to the next, so too must business ethics be allowed to vary so as
to efficiently fill out the behavioral interstices that lie beyond law’s effective force.
ISCT embraces moral free space sufficient to allow substantial variation in ethical
norms across local communities.

Local communities are free within an ISCT framework to specify appropri-
ate ethical norms for commercial conduct as the product of a microsocial contract
based on constructive consent. To be authentic, these norms must meet the lim-
ited terms of the macrosocial contract derived from social contract theory and
fundamental shared principles outside the community—much along the lines of
Constitutional values in a federal system—that limit the scope of local community
consent. These terms are informed consent, the option for community members to
exit and exercise voice, and consistency with what Donaldson and Dunfee charac-
terize as global hypernorms. Some hypernorms are procedural, such as the rights
to exit and exercise voice; some are structural, such as those supporting essential
political and legal institutions; and some are substantive, such as fundamental
conceptions of “the right and the good” (Donaldson and Dunfee 1999, 52). Within
the community, authentic norms carry a presumption of moral force as long as
they are consistent with these macrosocial contract terms. Local community norms
will inevitably come into conflict. This might occur because of globalizing trade
that raises issues regarding conflicts of norms. It might also occur within an identi-
fied community that consists of various vertically related subcommunities, as with
corporate stakeholders. When different community norms conflict and both are
consistent with the preceding conditions, the conflict is resolved by applying the
following six priority rules:

1. Transactions solely within a single community, which do not have significant
adverse effects on other humans or communities, should be governed by
the host community’s norms.

2. Community norms for resolving priority should be applied, so long as they
do not have significant adverse effects on other humans or communities.
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3. The more extensive the community that is the source of the norm, the greater
the priority that should be given to the norm.

4. Norms essential to the maintenance of the economic environment in which
the transaction occurs should have priority over norms potentially damag-
ing to that environment.

5. Where multiple conflicting norms are involved, patterns of consistency
among the alternative norms provide a basis for prioritization.

6. Well-defined norms should ordinarily have priority over more general, less
precise norms.

It is worth noting that Dunfee and Donaldson refrain from overengineering
ISCT. They decline to specify the source of hypernorms. They also eschew a detailed
listing of hypernorms, apparently leaving that task to ethical theorists applying
ISCT as necessary to specific ethical dilemmas.

Transaction Costs and ISCT

Transaction cost economics provides a plausible and potentially empirically
testable explanation for soft dollars and directed brokerage according to which
they provide clear benefits to investors relative to the alternative forms of organiza-
tion. With this insight, applying ISCT to these practices to determine whether they
are ethical is fairly straightforward. First steps include identifying the macroso-
cial and microsocial communities within which these practices can be evaluated.
There are many candidates for the relevant macrosocial community. A macrosocial
community of “all human beings” would ensure that all possible intercommunity
spillovers are taken into account, but defining the macrosocial community this
broadly would surely be overly inclusive and analytically intractable. Turning the
lens of the microscope a few clicks is appropriate.

I propose that the relevant macrosocial community consists of the en-
trepreneurs and investors who seek to sell and buy the corporate securities held,
in part, by mutual funds. Assuming away substantial relevant spillovers on other
dimensions, corporate entrepreneurs and investors share a common interest in
maximizing the gains from trade through the supply of capital to finance commer-
cial opportunities. There are many alternative ways to do this. Investors can buy
and hold corporate securities directly through individual retail brokerage-house
accounts or in-person investment advisers or trustees, or they can hold indirectly
through pension plans, banks, and insurance companies. They also have the option
to hold securities issued and traded in markets outside the United States.

Within the macrosocial community, investors search among the alternatives
for the securities likely to provide them with the highest risk-adjusted returns net
of the transaction costs of search, monitoring, risk assessment, and so on. On its
face, it would appear they have ample opportunities to exit from mutual fund
ownership. As it turns out, however, virtually all of these specialized financial
intermediaries, both in the United States and elsewhere, engage in some form of
institutional brokerage rebate. To err in favor of finding soft dollars and directed
brokerage unethical, the only relevant rebate-free alternative is individual retail
accounts. The local microsocial community consists of the universe of available
mutual fund managers, institutional brokers, and, to some extent, retail brokers
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selling mutual fund shares. By hypothesis, a corporate investor seeking to exit this
community would view the community of retail brokers selling corporate securities
directly and managing investor accounts as the relevant alternative, although the
practices followed by the various intermediaries listed previously also provide
a relevant benchmark to perform the ISCT analysis. Note that exit from mutual
fund share ownership to direct corporate share ownership is as simple for an
investor to do as calling his retail broker and paying a small transaction fee to make
the switch.

Both local communities offer investors some prospect of voice. Although few
mutual fund shareholders actually cast their votes, it is far from clear that those
shareholders directly holding corporate shares are any more engaged in gover-
nance. But even if they were, the effectiveness of voice in mutual fund share
ownership must account for the fund’s ability to vote the corporate securities it
holds in its portfolio. Assuming the fund manager and its board of directors are
loyal agents for the common good of fund investors when voting corporate shares,
fund investors have added, though indirect, voice in the governance of their in-
vestments.

The one sticking point is whether fund shareholders are sufficiently informed
about their managers’ reliance on soft dollars and directed brokerage to consti-
tute informed consent. Mutual funds are required by SEC regulations to state in
their prospectus that the manager receives research from brokers as a quid pro
quo for his brokerage allocation decisions. Some have argued that this blanket
disclosure is insufficient and have proposed more detailed disclosure identifying
which brokers the manager uses, how much trading he does with these brokers,
and specifically what research products he receives in exchange. However, this
and similar proposals suffer from huge deficiencies. First, keeping track of these
details and effectively reporting them to fund shareholders would be costly, and
at least part of these costs would be borne by shareholders in the form of higher
fees. Second, understanding the details would impose direct costs on shareholders
unless, of course, they chose to ignore the disclosure. In all but one of the civil
cases following the SEC’s action against MFS for failure to adequately disclose
its directed brokerage practices, federal courts have granted summary judgment
in favor of the defendants because they found the omitted details immaterial in
relation to the value of the brokerage commissions at stake, something like a few
pennies per $10,000 of investment (Johnsen 2008b). As the Second Circuit Court of
Appeals stated as early as 1996, “If brokerage firms are slightly inflating the cost
of their transaction fees, the remedy is competition among the firms in the labeling
and pricing of their services, not resort to the securities fraud provisions.”22

Finally, and most important, the detailed information is very likely proprietary
in nature. Which brokers a fund manager uses and how many trades they direct to
them is a closely guarded secret. One of the main reasons to trade through a broker
is to maintain anonymity to avoid price impact. It is unsurprising that an SEC
proposal to mandate detailed disclosure of soft dollar brokerage arrangements was
met with a storm of protest from the industry and was quickly abandoned (Johnsen
2008a). Similarly, the innovative forms of organization fund managers used in
partnering with brokerage houses over directed brokerage were proprietary. No
doubt they were part of the competitive process by which managers and brokers
sought to prevail over business rivals. Mandating detailed disclosure of proprietary



P1: OTA/XYZ P2: ABC
c18 JWBT301-Boatright May 31, 2010 14:2 Printer Name: Hamilton

MUTUAL FUNDS 355

information can hardly benefit fund shareholders and would very likely hurt them
over the long run.

The relevant benchmark for evaluating the partner programs, in which brokers
earned back-end-loaded fees, is how investors would fare with individual retail
brokerage accounts in which they hold corporate securities directly. In this setting
retail brokers have traditionally earned an up-front brokerage commission on each
share traded, which can be duplicated as many times as the broker can convince
the client to trade. Cases of retail brokers making unsuitable recommendations and
churning client accounts are legion. This is probably one reason corporate investors
have gradually migrated over the past 50 years away from direct corporate share
ownership and toward mutual fund share ownership. And this is true in spite of
dramatic reductions in retail brokerage commissions.

The main problem with informed consent is that mutual fund investors are
widely dispersed, often hold only a small fraction of a fund’s shares, and are largely
apathetic monitors owing to the collective action (free-rider) problem they face. No
doubt collectively their buy and sell decisions reflect some measure of informed
decision making. Mutual fund investments tend to flow toward funds whose
managers outperform the market, for example. Simply because individual fund
investors know little, in fact, about their manager’s brokerage allocation practices
does not mean they would object if they did know. The behavior of pension plan
sponsors is a relevant example. These sponsors—the firms who manage pension
assets for their workforce—directly bear any losses or gains on their portfolio
investments, but they face no collective action problem. In this case, the principal
is a single entity that is fully capable of monitoring its portfolio managers to
gather information about their brokerage allocation practices. Yet pension plan
sponsors routinely consent to allowing their managers to receive research rebates
from institutional brokers.

The ethical issues at hand with soft dollars and directed brokerage are suffi-
ciently mundane that global hypernorms generally impose no binding constraint
in finding them ethical. Once having dealt with the procedural hypernorms of exit,
voice, and informed consent, these practices simply do not invoke issues regarding
essential political or legal institutions or fundamental conceptions of “the right and
the good.” It may be that the local norms held by fund shareholders conflict with
those held by the fund managers and brokers on which they choose to rely. But
given the ease with which investors can exit the community of fund shareholders,
the fact that they have chosen not to do so makes a compelling case that soft dollars
and directed brokerage are ethical. My transaction cost analysis of these practices is
strongly consistent with Donaldson and Dunfee’s priority rule 4: Norms essential
to the maintenance of the economic environment in which the transaction occurs
should have priority over norms potentially damaging to that environment.

CONCLUSION
One of my points in this chapter has been to show that institutional brokerage
rebates are likely efficient given the available facts and what we now know about
economic organization from transaction cost economics. Because the quality of
institutional securities brokerage is difficult to assess, investors can benefit from
structuring the temporal flow of costs and benefits in a way that helps to assure
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high quality. Efficiency increases the size of the pie, but no injustice occurs by
serving one party his slice earlier rather than later.

A second point is that ISCT can benefit from further refinements based on
transaction cost economics. Among other reasons, this is because innovative but
efficient business practices such as soft dollar and directed brokerage often appear
puzzling or even evil to outside observers, and their collective outcry of “unethical
conduct” can drown out any reasoned analysis. My hope is that transaction cost
economics will contribute to the evolution of ISCT and to a deeper understanding
of business ethics.

NOTES
1. In contrast, closed-end funds issue shares but do not offer shareholders a redemption

option. To cash out, a shareholder must sell his shares to other investors in the market.

2. See Coase (1937); and Klein, Crawford, and Alchian (1978).

3. Mutual funds can be divided into active and passive styles. An index fund attempts
to duplicate a specific benchmark such as the Standard & Poor’s (S&P) 500 Index and
therefore involves little in the way of active management. Most actively managed mu-
tual funds are part of a family of funds that contract for management services with a
central advisory firm. Each separate fund has one or more portfolio managers, who are
employees of the advisory firm (or possibly independent contractors), each with spe-
cific responsibilities and separately negotiated compensation paid by the adviser. In a
stand-alone fund the adviser and the manager may be one and the same. For simplicity,
I use the terms adviser and manager interchangeably unless the context requires greater
care.

4. Total transaction costs include the brokerage commission, which is an out-of-pocket
expense, but it also includes any adverse change in the price (whether bid or ask) at
which the broker sells or buys a security between the moment the manager decides
to trade and the moment the trade is fully executed—this change is the so-called price
impact. Price impact is a difficult-to-observe opportunity cost rather than an out-of-
pocket expense.

5. Brokerage commissions are added into the price basis of a portfolio security when it is
purchased and are netted out when it is sold. Gross investment returns are therefore net
of commissions (and other transaction costs).

6. A basis point is one one-hundredth (1/100) of a percentage point.

7. See, for example, Johnsen (1994); see also 2006 Guidance.

8. 15 U.S.C. section 78bb(e) (1988) (as amended).

9. The term directed brokerage is sometimes used to refer to the situation in which a pension
plan sponsor directs a manager of its pension portfolio to send brokerage commission
business to specific brokers in exchange for various benefits they provide to the plan
sponsor.

10. Investment Advisors Act Release No. 2224, Investment Company Act Release No.
26,409, 82 SEC Docket 2036 (Mar. 31, 2004).

11. Compared to transacting at a uniform price, for example, price discrimination redis-
tributes the gains from trade between the parties.

12. Johnnie L. Roberts and Richard Gibson, “‘Friction’ Theorist Wins Economics Nobel,”
Wall Street Journal, October 16, 1991, B1.

13. Jensen and Meckling (1976).
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14. The SEC’s 2003 Concept Release quoted revealing statements by others at note 32: “Virtu-
ally all the major institutions have a transaction-cost measuring system in place. They
compare their actual execution costs to pre-trade benchmarks from models or peer com-
parisons from different firms. That puts pressure on the trading desks to control costs.
So the guys who aren’t doing it are being left behind.” (See Alison Sahoo, “SEC Weighs
Trading Cost Rule, Seeks Industry Input,” Ignites.com, July 22, 2003, quoting Ananth
Madhavan.) Additionally, “[M]ore pension funds and investment managers are mea-
suring transaction costs—either by using proprietary systems or third party services. .
. . Since the wrenching bear market of 2000–2002, institutions have learned that trans-
action costs can be a significant drag on performance, and they have begun managing
them as intently as they research stocks.” (Justin Schack, “Trading Places,” Institutional
Investor, November 2003, 32.) Request for Comments on Measures to Improve Disclosure of
Mutual Fund Transaction Costs, Investment Company Act Release No. 26,313, 68 Fed.
Reg. 74,820, at 74,820–21 (Dec. 24, 2003).

15. Front-running occurs when a broker or his tippee purposely trades a security ahead
of the client’s trades in anticipation of a price correction. The inevitable result is price
impact.

16. For a legal case in which a famous law and economics scholar and now Seventh Circuit
judge recognizes that it is not an option for the parties to transact for lower commissions,
see Wsol v. Fiduciary Management Associates, Inc., and East West Institutional Services, Inc.,
266 F.3d 654 (Seventh Circuit, 2001). (J. Posner: “In either case, FMA, which is to say the
fund, would have paid six cents a share per trade; that is the standard fee and there is
no proof that FMA could have obtained comparable trading services for less.”)

17. See Klein and Leffler (1981, 18) (in 1978 the market share of generic aspirin for children
was less than 1 percent compared to a 7 percent share for generic adult aspirin) and
http://www.econlib.org/Library/Enc/Brand Names.html.

18. “The traditional soft dollar arrangement works on a simple formula: The soft dollar
house provides research or other services to a trader in exchange for a certain amount
of trading business in the future. The arrangement is normally defined by a ratio: say
two dollars’ worth of trading commissions for every dollar’s worth of research.” Jack
Willoughby, “Autranet Angers Rivals Again with Soft Dollar Proposal; Suggests SEC
Ban Commission Commitments,” Investment Dealers’ Digest, February 20, 1995, 5.

19. See Investment Company Institute, Investment Company Fact Book 117 (47th ed. 2007),
available at www.icifactbook.org/pdf/2007 factbook.pdf.

20. Morgan Stanley DW, Inc., Securities Act Release No. 8339, Exchange Act Release No.
48,789, 81 SEC Docket 1993, 1993 (Nov. 17, 2003).

21. For related work see Dunfee, Smith, and Ross (1999) and Dunfee (2006).

22. Feinman v. Dean Witter Reynolds, Inc., 84 F.3d 539, 541 (2d Cir. 1996).
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CHAPTER 19

Pension Funds
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University of Michigan

INTRODUCTION
Policy makers and financial planners traditionally refer to financial security for
retirement as a “three-legged stool.” The three legs are payments from the gov-
ernment (i.e., Social Security), the individual’s own personal savings, and pension
payments provided by the individual’s employer. Controversies and concerns sur-
round all three legs. Some fear that Social Security in the United States is in a crisis
and will run a deficit in the near future. Personal savings rates are below levels
suggested by experts. Many believe that public pension plans are dangerously
underfunded and that private pension plans have shifted significant amounts of
risk of sufficient retirement funding onto employees.

This chapter focuses on the concerns related to that third leg of the stool—
pension funds—and discusses the ethical issues surrounding the management of
pensions to ensure they responsibly meet the retirement needs of employees. As
an initial matter, it is important to present some basic background information
to guide the discussion that follows. Pension plans are classified based on their
sponsor. Public pensions are for any state or local government employee, including
public school teachers, police officers, and judges. Private pensions, by contrast,
are sponsored by private companies. Typically, private pensions are administered
by the company. In some cases, however, if the company has unionized employees,
then the union may have significant control over the pension. In the United States,
private pensions are regulated by the Employee Retirement Income Security Act
of 1974 (ERISA), while the governance of union pensions is regulated by the 1947
Taft-Hartley Act.

Pension plans are also classified based on whether they are a defined benefit
(DB) plan or a defined contribution (DC) plan. Under a defined benefit plan, the
employer promises to pay an employee a set retirement income based on factors
such as the employee’s salary and years of service with the employer. To fund that
commitment, the employer sets aside sufficient funds to pay those future benefits.
In addition to the employer’s contribution, employees also typically are required to
contribute a percentage of their income to the plan. In a defined contribution plan,
the employer and employee contribute funds to an individual retirement account,
such as what is commonly known as a 401(k) account in the United States, which
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is under the employee’s control. Both the employer’s and the employee’s partic-
ipation is voluntary, and often the employer’s contribution is contingent on the
employee’s contribution (e.g., the employer matches funds contributed by the em-
ployee up to a specified amount). The employee’s retirement income then depends
on the employer’s and employee’s contributions to the account and any investment
earnings on those funds. In the United States, the vast majority of public pensions
are DB plans while private pensions are more commonly becoming DC plans.

This chapter proceeds by setting out the issues for private pensions and public
pensions separately. Running through both discussions is the idea of fiduciary
duties for those individuals with authority over the pensions. Simply stated, a
fiduciary duty is a legal obligation (through either the common law or statutory
law, such as ERISA) that requires one party to act in the best interests of another.
This is a relationship based on trust, where one party entrusts financial assets, for
example, to another for that party to manage prudently. What fiduciary duties
require of individuals is at the heart of many of the ethical issues for pensions.
The last section of this chapter discusses shareholder activism and social investing
by pension plans. This includes a discussion of both private and public pensions,
though these are primarily issues for public plans.

PRIVATE PENSIONS PLANS
Private pension plans have undergone significant changes in the past few decades.
This section sets out those changes and the ethical issues they have created. The
first subsection discusses the issues created by the shift from DB plans to DC plans.
The next two subsections focus on issues related to the use of DC plans, including
how the use of these plans impacts the ability of employees to build up sufficient
assets for retirement and the duties of the various fiduciaries of a DC plan.

Defined Benefit versus Defined Contribution Plans

Since the early 1980s there has been a dramatic shift in the private sector from
defined benefit plans to defined contribution plans. This includes both the estab-
lishment of new plans as DC plans and the decision of employers to change existing
DB plans to DC plans. In 1981 in the United States, of those enrolled in a private
pension plan, 81 percent were in a DB plan. By 2003, that number dropped to
38 percent (James 2008). This shift is due to a variety of factors. DB plans may hurt
a corporation’s competitive position due to their growing costs and because they
can impede corporate flexibility (e.g., restructurings, resource allocation) (Clark
and Monk 2008). Deregulation and globalization likely amplified these competi-
tiveness factors. The dramatic nature of the shift to DC plans may be due in part
to the fact that the costs of DB plans were largely unexpected by employers since
pension commitments grew incrementally over time (Clark and Monk 2008). Also
playing a role in the shift away from DB plans is the reduction of government
tax incentives to fund DB plans and changing accounting rules on how to report
pension liabilities (Smith 2007; Walsh 2006).

The shift toward DC plans raises ethical issues related to the choice between
the use of a DB or DC plan and, if the employer elects to shift to a DC plan,
how that shift is implemented. An employer’s decision to close a DB plan to
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participants and shift employees to a DC plan or to modify its DB plan to a cash
balance plan or some other form (see Johnson-Cramer and Phillips 2007) can have
a significant impact on employees. Employees have an interest in a sufficient and
secure retirement benefit, though there are clearly differences among employees.
For example, employees nearing retirement may favor a DB plan, while employees
who are early in their careers and expect to change jobs multiple times in the future
may favor the portability of a DC plan. Core issues for all employers include
fairness of any pension plan changes to existing employees (especially those close
to retirement or in retirement), the shifting of investment risks to employees, and
any potential reduction of retirement income. For public corporations, shareholders
may push against some of these concerns, since they have interests in a company’s
ability to reduce costs and ensure the corporation has flexibility over the long term
to adjust to market conditions, which typically point toward the adoption of a
DC plan.

At the heart of this discussion is the core ethical issue of determining the
extent of the employer’s responsibility for ensuring that employees have an ade-
quate source of income for retirement. For those who believe that DC plans shift
too much of that responsibility to employees, critics point out the potential for
DB plans to fail due to bankruptcy of the sponsor, payments to retirees that are
not offset by new contributions from active employees, and other factors (Gavin
and Sloan 2007). Private DB plans are typically insured by the Pension Benefits
Guarantee Corporation (PBGC), a federal government corporation that is funded
by insurance premiums of participating companies. However, many believe that
the PBGC is facing a funding crisis (Gavin and Sloan 2007). In addition, the PBGC
may only pay retirees a portion of what they would have received had the com-
pany not terminated the plan (Werhane 2007). An additional important factor for
determining if an employer is meeting its responsibilities to employees is the em-
ployer’s motivation for any changes that adversely affect employees, which can
range from necessary changes to meet the demands of the business environment to
simple attempts of financially healthy companies to opportunistically reduce costs
(Windsor 2007).

Ensuring Adequate Retirement Income under a Defined
Contribution Plan

Under a DC plan, employees are allowed, but not required, to contribute a certain
percentage of their income to a tax-favored retirement account. The employer
also may contribute to that account, either by matching employee contributions
or making noncontingent contributions. Employees choose how to invest those
assets within the options provided by the employer, and therefore they bear the
risks of ensuring that they have set aside sufficient assets and invested those assets
appropriately to support themselves during retirement.

Many workers are not establishing retirement accounts that will provide them
with adequate retirement income. For example, a recent Government Accountabil-
ity Office (GAO) report found that only one-third of employees were participating
in a DC plan with their current employer (and significantly fewer among lower-
income employees), and those who were participating had little assets in the plan
(GAO 2008b). An additional concern for those participating employees is that
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many are simply making poor investment choices, such as investing heavily in
their employer’s stock or avoiding equity investments altogether. This again raises
issues of the employer’s responsibility to ensure that employees are adequately
saving for their retirement.

The Pension Protection Act of 2006 gives employers the ability to attempt to
correct some of these problems. First, the Act allows employers to automatically
enroll new employees into pension plans and then give them the opportunity to
opt out if they so choose. This provision was based on behavioral research showing
that individuals are more likely to stay with the default option rather than opt in
or opt out (see, e.g., Madrian and Shea 2001). Thus, an employee’s right to choose
whether to participate is still respected, but the policy makes it more likely that an
employee will set aside money for investment.

Second, employers are allowed to provide investment advice to employees
through Eligible Investment Advice Arrangements (EIAAs). Prior to the Act, many
pensions provided investment education, but not investment advice (Muir 2004).
Investment education provides employees with general information on the basics
of investing for retirement needs, while investment advice includes personalized
recommendations on specific mutual funds, asset allocations, and other matters
based on such factors as the individual’s financial situation, age, and risk tolerance
(Muir 2004). Because this advice is expensive to provide and makes the provider
a fiduciary (discussed shortly) and potentially liable for inappropriate advice, plan
sponsors were unwilling to provide these services. The goal of EIAAs is to make
it more likely that employers will make services available to provide sound ad-
vice to employees, while also ensuring that the advice provider does not have any
conflicts of interest that would influence that advice. For example, under the Act
a “fiduciary advisor” cannot receive fees that vary based on the employees’ in-
vestment options (though, apparently, it is still possible for the adviser to steer the
employee toward investments that charge a higher fee). Alternatively, the invest-
ment advice can be provided based on a computer model independently certified
to be unbiased. By following these requirements, the employer receives liability
protection.

Even if an employee is participating in a DC plan, he may harm his chances of
having adequate assets for retirement by borrowing against the retirement plan,
taking a withdrawal due to a proven financial hardship, or simply cashing out
a plan when changing employers. Withdrawals and cash-outs are harmful not
only because those assets are now no longer available for retirement, but also
because they are taxed at that time as income and may include a penalty for early
withdrawal. With respect to loans, employees can typically borrow against their
retirement plan for any reason without penalty if they pay back the funds with
interest within five years. Employees take advantage of this option to pay medical
bills, make housing payments, or pay down credit card debt (Joyner 2008; Weller
2008). Although the loan option sounds valuable to employees, such loans can be
extremely costly in the long run. According to one special interest group, a 35-year-
old who borrows $30,000 from his retirement fund and repays it over five years
can lose $200,000 in retirement savings if the expected rate of return is 6.25 percent,
and $600,000 if the rate of return is 10 percent (Joyner 2008).

Some companies have been criticized for making such withdrawals too easy
or tempting for employees. For example, some companies provide a service
that allows employees to borrow against their private pension by using what is
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essentially a debit card (Gannon 2008). In other cases, investment adviser encour-
age employees to take legally permitted penalty-free early withdraws at age 59 1/2,
retire early, and invest those funds in other investment vehicles that will suppos-
edly earn a higher rate of return. The Financial Industry Regulatory Authority
(FINRA) has sought penalties against firms engaging in such scams that tout unre-
alistic potential rates of return and provide inadequate counseling on the potential
for the employee to lose his entire retirement savings (Gannon 2008).

Fiduciary Duties in Defined Contribution Plans

Under ERISA, a large number of people are potentially considered fiduciaries of
the plan and therefore have special obligations of trust to the plan participants.
First, the retirement plan must name at least one party (e.g., a specific person, an
officeholder, or a committee) as the fiduciary with control over the plan. Second,
anyone who exercises discretion in administering the plan or exercising control
of its assets is also a fiduciary under ERISA. This includes investment advisers
for the plan, but not necessarily accountants or lawyers who are working in their
professional capacities to provide advice for the plan. It is important to note that
although certain people may be fiduciaries of the plan, such as a member of the
board of directors, they only have fiduciary duties with respect to acts on behalf of
the plan and not with respect to other company business-related decisions, such as
establishing the plan in the first place or determining the employer’s contribution
for each employee in a DC plan (U.S. Department of Labor 2006; Muir and Schipani
2007; GAO 2008b).

The obligations of these fiduciaries under ERISA developed out of common-
law duties of loyalty and care found in trust law. If a fiduciary breaches one of
his duties, that individual may be liable for any losses suffered by the plan. First,
fiduciaries have a duty of loyalty to act “for the exclusive purpose” of “providing
benefits to participants and their beneficiaries.” For example, the duty of loyalty is
potentially violated if an employer selects a service provider that does not charge
a fee to the employer, but passes those fees on to the plan participants (GAO
2008b). Second, fiduciaries have a duty to act with the “care, skill, prudence, and
diligence . . . that a prudent man acting in a like capacity and familiar with such
matters would use.”1 The “prudent man” standard requires fiduciaries to have
expertise in investments or hire someone with that expertise to perform the
investment functions.

The employer (the sponsor of the plan) that lacks expertise in certain areas of
pension administration can fulfill its duty of care by hiring external advisers to
make those decisions, such as deciding on the menu of investments available to
employees. The employer, however, must still monitor the performance of any such
adviser and ensure that the provider does not have any conflicts of interest that
could influence its advice. The employer has this duty even if the adviser becomes
a fiduciary of the plan, and therefore also has a duty of loyalty to the plan (GAO
2008b). An example of a potential violation of the duty of loyalty by an adviser
would be an adviser who plays a role in the selection of the investment options
to be included in the plan but also has relationships with potential investment
product providers that causes the adviser to select products with higher fees or
lower performance than the available alternatives.
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PUBLIC PENSION PLANS
Understanding the ethical issues in public pensions requires an understanding
of their governance. Public pensions are overseen by a board of trustees that has
authority over such matters as investing the plan’s assets, administering the plan
(e.g., overseeing contributions to the plan, making payments to retirees, and hiring
staff), and ruling on complaints filed by beneficiaries. In some cases, one or more
of these responsibilities is given to a different government entity. For example, it is
not uncommon for one investment board to manage the investments of multiple
state and local plans. In some cases, such as in Connecticut, the state treasurer
has authority over investment decisions. If the board of trustees has authority
over investments, it must determine (with the advice of staff and consultants) the
investment policy and strategy and then hire internal and/or external investment
managers to carry out the strategy. In administering the plan, the board often
has control over such varied matters as making the actuarial assumptions that
determine the government’s contribution to the plan and determining cost-of-
living adjustments for retirees’ payments.

The trustees who make these decisions are appointed to the board in one
of three ways: (1) those elected by plan members (either retired or active); (2)
ex officio trustees who serve due to their public office (e.g., state treasurer); or (3)
those appointed by a government official or committee. Public pensions can vary
significantly in the distribution of board seats among these different categories.
For example, on some pension boards, member-elected trustees hold the majority
of seats, but on others such trustees are completely absent (Hess 2005). Similar to
private pension fiduciaries, the trustees have duties of loyalty and care. The source
of these duties is not ERISA—which does not apply to public pensions—but from
common-law rules and the state-level statutes that established the plans.

There are three key stakeholders to public pension plans (Hess and Impavido
2004). First, there are the plan participants—which includes both active and retired
members—who are interested in the certainty and adequacy of their benefits, as
well as the amount of their required contributions to the plan. Second, the gov-
ernment has an interest in a plan that is run efficiently and has strong investment
returns, since these factors may reduce the government’s required contribution to
the plan and free up the funds for other uses. Moreover, a poorly run plan with sig-
nificant underfunding can have a negative impact on such matters as negotiations
with employee unions, property values, and bond and credit ratings (D’Arcy et al.
1999; Hess and Impavido 2004). Third, the taxpayers are the stakeholders ultimately
responsible for any underfunding, since taxpayer funds must be used to make up
any shortfall. As indicated earlier, there is no uniformity in how these different
stakeholder groups are represented on the board, if they are represented at all.

Conflicts of Interest

In governing the pension plan, each category of trustees has significant potential
conflicts of interest. These conflicts can be due to a trustee’s own personal financial
interests or to the trustee’s interest in some broader social or political goals. With
respect to personal interests, the most basic problem is referred to as pay to play,
where a money manager, for example, must make some form of donation or gift
to the trustee (e.g., a contribution to the trustee’s political campaign, a charitable
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donation in the trustee’s name, or meals and entertainment) to receive any consid-
eration for a contract from the fund (Chernoff 2006). Thus, investment managers
and others may be selected on the basis of political donations and gifts rather than
on merit, which can negatively impact fund performance. In addition, there have
been reports of investment management companies hiring trustees after winning
a contract with the pension fund or providing trustees with honoraria for attend-
ing investment conferences sponsored by that manager (Barrett and Greene 2007).
Likewise, trustees rely heavily on consultants, who may have pay-to-play relation-
ships with potential investment managers that would influence the advice those
consultants provide (Munnell and Sunden 2005).

Some pensions have attempted to handle these problems by imposing financial
limits on donations or gifts, requiring trustees to recuse themselves from decisions
where there are potential conflicts, and punishing violators (Chernoff 2006). Some
reform proposals also impose limits on investment managers’ donations to the
governor, since the governor often can appoint trustees or otherwise exert political
influence over politically affiliated trustees (Hess 2005).

Trustees also have been criticized for using their position to take actions that
further social or political goals not directly related to the beneficiaries’ interests. In
some cases, the trustees may seek to use the pension’s assets to further their own
political aspirations. For example, critics claim that some trustees engage their
pensions in shareholder activism as a way to improve the trustees’ public profile
and reputation, rather than in an attempt to improve the pension fund’s returns
(Romano 1993). The most common criticism is that some politically affiliated
trustees use their position to direct government funds away from the pension
plan and into other government programs. In some cases, the government simply
does not make required contributions to the plan. In other situations, the trustees
modify actuarial assumptions in order to reduce the government’s required contri-
bution. For example, raising the expected rate of return on investments by 100 basis
points (e.g., from 8 percent to 9 percent) can result in a 20 to 25 percent decrease in
the government’s required contribution (GAO 1996).

Several studies have found that pensions manipulate their expected rate of
return and other assumptions to reduce required contributions during periods
of fiscal stress (and especially for state funds if the state has a balanced budget
amendment) (see Hess [2005] for a review). Politically affiliated trustees have
strong incentives to engage in these behaviors because manipulating assumptions
not only reduces the required contribution but it can also create the appearance
of a more fully funded pension plan. There is some evidence that the presence of
member-elected trustees on the board protects against such manipulation (Hsin
and Mitchell 1997). Because these trustees’ interests are more directly aligned with
the beneficiaries, they have an incentive to monitor the behavior of the politically
affiliated trustees. Some pensions have instituted reforms to attempt to reduce
political influence, such as having the pension hire legal counsel and auditors who
are independent of government (Barrett and Greene 2007).

Board Competence and Commitment

A significant challenge facing boards of public pensions is getting trustees with
the needed investment expertise and willingness to commit to the board. Many
trustees are elected from the plan membership and often do not have the necessary
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expertise to manage a multimillion-dollar investment fund. In one study, a trustee
stated, “Our board members have a three-year term of office, and the learning
curve is at least two years” (Hess 2007, 261). Ex officio trustees, who serve due to
their political office, may have greater expertise but have priorities elsewhere that
cause them to miss important board meetings or fail to prepare adequately (Hess
2005). These factors can lead to the board simply taking actions based on what
other pensions are doing (which may not be right for that pension); continuing
actions taken by prior boards without careful analysis (e.g., renewing contracts
with service providers without reviewing their performance relative to the market
of available service providers); or simply acting upon misinformation (Barrett and
Greene 2007). One example is pension funds investing in hedge funds when they
do not have the expertise to fully understand the investment and its risks and
opportunities (GAO 2008a). Reforms used by pensions have included education
requirements for trustees, the appointment of investment expert trustees, moving
investment decisions to a state board, and prohibitions or limits on particular types
of investments (such as hedge funds).

SHAREHOLDER ACTIVISM AND
SOCIAL INVESTING
One of the most controversial aspects of DB pensions funds—and especially for
public pension funds—is their involvement in shareholder activism and social in-
vesting. Shareholder activism refers to pensions placing direct pressure on specific
corporations to change their corporate governance practices or their policies on
social or environmental issues. Social investing includes refusing to invest in cor-
porations based on some aspect of their social and environmental performance and
the incorporation of these nonfinancial factors into the fund’s investment policies
and practices.

Public pension funds are significantly more active on these issues than private
DB pension funds. Private pensions are not active because a corporation does not
want its pension to challenge the governance practices of another corporation,
since that simply invites retaliation in the future (Useem 1996). In addition, private
pension funds are managed mostly externally, and those external money managers
provide services for many corporations. Thus, they will not want to vote against
management at any particular company, since that may harm their chances of get-
ting business at that company or others in the future (Useem 1996). To a significant
degree, this holds, as well, for mutual funds that contract with private pension DC
plans. These funds may treat client and nonclient corporations the same, but they
use overall voting policies that are management-friendly (Davis and Kim 2005).

There are several reasons for the activism of public pension plans. First, they
are independent from management pressures. Second, their political oversight
may encourage antimanagement rhetoric against large corporations, which, as
discussed later, is also a significant point of criticism. Third, some public pensions
have become so large that rather than selling their shares in a company with
problems, it makes more sense to engage the corporation and seek improvement
(Useem 1996). This is especially true for pensions that have large portions of the
portfolio indexed. Fourth, because public pensions seek to provide retirement
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security for current and past employees, they are concerned more with the long-
term performance of their investments than with short-term gains. Fifth, many
large pension are what some call universal owners, which means that because their
investments cover the entire market, they are more concerned with the health of the
entire economy than with the financial health of any particular firm (Hawley and
Williams 2000). Thus, for example, any short-term gains a corporation receives from
externalizing environmental costs is offset by the negative impact those costs have
elsewhere in the economy, which affects the performance of the pension’s entire
portfolio over the long term. It is important to note, however, that although public
pensions are closely tied to shareholder activism and social investing, historically
only a handful of very large public pensions have been very active (Choi and Fisch
2008; Hess 2007).

Union pension funds are also very active shareholders, and often work di-
rectly with public pensions on shareholder campaigns. Starting in the 1990s, union
pension funds became very active on corporate governance issues. In some cases,
these actions were designed to improve the corporation’s overall value for all share-
holders, but in other cases their actions were designed to benefit workers at the
expense of the nonunion shareholders (Schwab and Thomas 1998; see also Marens
2004, 2008). The use of their power to benefit workers is checked by the fact that
union pensions must gain the support of other shareholders to have any chance of
forcing changes in corporate behavior (Schwab and Thomas 1998). Although some
claim that union activism is troublesome because it is designed to benefit unions
at the expense of other shareholders, others argue that passive investment in the
equity markets by unions can only serve to harm workers’ interests with their own
investments (Baker and Fung 2001).

Public pensions became involved in shareholder activism in the 1970s and
1980s when religious investors and others filed shareholder proposals encourag-
ing corporations to adopt the Sullivan Principles, which concerned corporations’
operations in apartheid South Africa (Eisenhofer, Barry, and Levin 2007). In some
cases state laws were passed requiring divestment, and in other cases the board
acted on its own initiative. Other early major campaigns that solidified public
pensions as shareholder activists included the Valdez Principles on environmental
issues and the MacBride Principles on employment discrimination in Northern Ire-
land. These were followed by tobacco divestment in the 1990s and divestment from
companies doing business in Sudan in the 2000s. These campaigns recognized the
unique nature of public pensions, which involves investing state funds directly in
corporations. For example, many questioned the logic of the government winning
large financial settlements against the tobacco companies and then investing those
funds directly in those companies through government pensions.

With respect to corporate governance issues, the California Public Employees’
Retirement System (CalPERS) was a pioneer of shareholder activism in the mid-
1980s and is still the most well-known shareholder activist. Common corporate
governance issues raised by activist pension plans include antitakeover defenses,
board structure, and CEO compensation. A common means of pressuring for these
changes is the filing of shareholder proposals. In such a proposal, a shareholder
requests that a corporation submit some proposed change to a shareholder vote at
the corporation’s annual meeting. These proposals are only advisory, which means
that even if the majority of shareholders vote in favor the proposal, it is not binding



P1: OTA/XYZ P2: ABC
c19 JWBT301-Boatright June 17, 2010 9:1 Printer Name: Hamilton

368 Financial Services

on the corporation. However, even proposals that receive well under a majority of
shareholder votes when management is recommending a vote against the proposal
are viewed as successful and can influence corporate behavior.

In addition to corporate governance matters, shareholder proposals also
cover social and environmental issues. Common environmental issues relate to
disclosure on how corporations are preparing for any future greenhouse gas
regulations and how corporate strategy accounts for the risks of climate change
to their business. Social issues include policies on nondiscrimination based on
sexual orientation, disclosure of political contributions, and labor standards in
developing countries.

In addition to issuing shareholder proposals and developing voting policies
on the issues, a few public pension funds have engaged in social investing to
encourage greater corporate responsibility. The most common form is negative
screening, where the fund divests its holdings in corporations engaging in certain
actions, such as divestment from companies doing business in Sudan, as men-
tioned earlier. A few have moved past just negative social screening and attempt
to use positive screens, as well as generally incorporate social and environmental
issues into their investment decisions. Some pensions, for example, are attempt-
ing to assess how well their external money managers are considering the risks
of climate change when making investment decisions (Cooper 2008). Others have
taken actions that support the ability of investors to engage in social investing (e.g.,
pressing for disclosure on greenhouse gases).

Economically targeted investments (ETIs) are a final form of social investing.
These are investments designed to improve the local economy where the pension
fund beneficiaries live and work, such as by creating jobs or improving low-income
housing opportunities (GAO 1995; Hagerman, Clark, and Hebb 2007). Although
some initial empirical evidence showed that ETIs reduced such funds’ investment
performance, more recent studies show no impact (see Hess [2005] for a review).
These results can potentially be explained by guidelines issued in the 1990s by the
Department of Labor and others that supported the use of ETIs as long as such in-
vestments were prudent, even if they did not provide those extra benefits. Current
proponents of ETIs claim they are underused, and that in addition to providing
significant community benefits, they also can help to diversify the fund’s portfolio
and achieve a competitive rate of return (Hagerman, Clark, and Hebb 2007).

Do Trustees’ Fiduciary Duties Permit Activism
and Social Investing?

Since the campaigns to divest from corporations doing business in apartheid South
Africa, there have been significant concerns about the restrictions that fiduciary
duties place on trustees’ ability to engage in social investing and on the appropri-
ateness of making investment decisions on such ethical issues. Some states (e.g.,
Connecticut) have expressly eliminated the fiduciary duty issue concerns by leg-
islating that the trustee of the state pension fund “may” consider the social and
environmental implications of any investment decision (Hess 2007).

Although still unclear in the minds of many trustees, recent reviews support
the claim that social investing is not a violation of a trustee’s fiduciary duties
(Freshfields Bruckhaus Deringer 2005). To understand this, it is important to
remember that the trustees’ duty is not to maximize the value of individual
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investments but to improve the value of their entire investment portfolio
(Freshfields Bruckhaus Deringer 2005). The duty of loyalty is not violated as long
as the trustees are incorporating social and environmental factors into their invest-
ment decisions in the expectation of creating long-term value for their portfolio.
If, however, the trustees take an action to further their own personal political or
social beliefs, then the duty of loyalty may be violated. Likewise, actions designed
to directly benefit some third party without regard to the risk/return profile of the
investment also would violate the duty of loyalty. However, trustees may consider
the social and environmental benefits to society if the investment has a risk/return
profile commensurate to other similar investments. With respect to the duty of care,
to the extent that social and environmental factors have the potential to impact an
investment’s return and risk profile, those factors can (and possibly in some cases
must) be taken into account. This same analysis also applies to the voting of proxies
on social and environmental issues.

This basic analysis applies to both public pensions and private DB pensions
operating under ERISA. For example, with respect to proxies, the Department of
Labor has stated that voting rights are assets of the plan and that plan managers
have a fiduciary duty to vote the shares prudently. The Department of Labor has
also stated:

An investment policy that contemplates activities intended to monitor or influence the
management of corporations in which the plan owns stock is consistent with a fiduciary’s
obligations under ERISA where the responsible fiduciary concludes that there is a reasonable
expectation that such monitoring or communication with management, by the plan alone
or together with other shareholders, is likely to enhance the value of the plan’s investment
in the corporation, after taking into account the costs involved.2

Criticisms of Shareholder Activism by Pensions

Shareholder activism remains highly controversial. In addition to raising issues
related to fiduciary duties, it raises issues of costs and political motivations, both
of which can reduce investment returns. This general wariness over government
assets being invested in the market has a long history, since even in the 1990s many
public pensions had strict limits on the amount of assets that could be invested in
equities or had complete bans on such investments (Useem and Hess 2001).

With respect to costs, some suggest that public pension activism does not im-
prove firm performance because the funds are not targeting the right issues or
are using a one-size-fits-all approach to governance issues that is not appropriate
(Romano 2001; for a review of studies on the effectiveness of shareholder ac-
tivism, see Gillan and Starks 2007). Thus, they argue, it is a waste of the pension’s
resources. Others, however, point to the “CalPERS effect”—where corporations
that CalPERS has targeted for corporate governance reforms have had significant
financial improvements—and argue that targeted activism can be effective (see
Eisenhoffer et al. 2007). With respect to social issues, critics maintain that a divest-
ment campaign imposes costs on the pension fund but is unlikely to be effective in
creating social change. The critics maintain that boycotting a company’s stock will
have no effect on that corporation’s behavior, since it will not have an impact on
the company’s stock value (Munnell and Sunden 2005). Thus, the pension fund is
devoting attention and resources away from risk/return factors and toward efforts
that have no financial or social benefit.
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The other major criticism is that activism is driven by political motivations
rather than fulfillment of fiduciary obligations (Romano 2001; Bainbridge 2006).
The primary example of critics is the attempt of CalPERS to remove the CEO
of Safeway Inc. in 2004. CalPERS claimed that it acted based on Safeway’s poor
performance, but critics claimed that CalPERS (whose board includes union
trustees) acted in retaliation for Safeway’s hard bargaining with its employees’
union (Bainbridge 2006). Likewise, social investment decisions are claimed to be
made on the personal political preferences of the trustees, rather than preferences
expressed by the fund’s beneficiaries and other stakeholders (Munnell and Sunden
2005; Entine 2005).

CONCLUSION
This chapter has reviewed the significant ethical issues raised in designing pension
plans to ensure adequate retirement income for private sector and public sector
employees. For private sector employees, the increased use of DC plans has shifted
responsibility for ensuring adequate assets for retirement from the employer to the
employee. This shift has raised significant ethical issues, including conflict-of-
interest issues for those advising employees on financial matters and for those
that are considered fiduciaries under ERISA. For public pension plans, there are
significant governance concerns, including conflicts of interest for members of
the board of trustees that impact the investment of pensions’ assets. Additional
ethical issues are raised by some public pensions’ history of social investing and
shareholder activism.

NOTES
1. ERISA, 29 United States Code Service, section 1104.

2. Interpretive Bulletin Relating to the Employee Retirement Income Security Act of 1974,
29 C.F.R. § 2509.94-2(3) (1994).
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INTRODUCTION
In order to appreciate the relationship of ethics to insurance it is necessary to
understand the nature of insurance. As a financial instrument for managing risk,
insurance is a social institution that plays an essential role in contemporary society
in its function of dispersing and distributing risk. Risk management and distribu-
tion involve questions of fairness and justice that are intensely debated not only by
philosophers and economists but also by industry practitioners, the government,
and consumers.

We begin this chapter with a discussion of the nature of insurance. We then turn
to a consideration of the history of insurance to understand how insurance arose
as a social institution and how the three major types of insurance—life insurance,
property and casualty insurance, and health insurance—developed into the forms
we recognize today. Each form of insurance shares common ethical issues, such
as moral hazard and adverse selection, but each form also poses unique ethical
questions. We consider an example of a specific ethical conflict that emerges within
each type of insurance: In the field of life insurance we examine the development
of life settlements; in property/casualty insurance we examine the controversy
over flood damage which emerged after Hurricane Katrina; and concerning health
insurance we briefly consider the question of a nationalized health care system.
Finally, we conclude with some general comments on the future of the insurance
industry at the beginning of the twenty-first century.

THE NATURE OF INSURANCE
The Encyclopedia Britannica provides one of the most thorough definitions of insur-
ance available:

A contract that, by redistributing risk among a large number of people, reduces losses
from accidents incurred by an individual in return for a specified payment (premium). The
insurer undertakes to pay the insured or his beneficiary a specified amount of money in

373
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the event that the insured suffers loss through the occurrence of an event covered by the
insurance contract (policy). By pooling both the financial contributions and the risks of a
large number of policyholders, the insurer is able to absorb losses much more easily than
is the uninsured individual. Insurers may offer insurance to any individual able to pay, or
they may contract with members of a group (e.g., employees of a firm) to offer special rates
for group insurance.

This definition points to three essential characteristics of insurance. The first
is that insurance is a contract, which means it is an agreement between parties to
provide or receive services under certain conditions. Second, insurance is a form
of risk management that protects the insured against economic loss. These economic
losses can be occasioned through the destruction or loss of property, suffered as
a result of medical costs or illness, or financial losses occasioned by a premature
death. The third point is that insurance is a social institution created through the
pooling of risk among a group of insureds. In each form of insurance, individuals
voluntarily invest resources, which may not be regained, in order to protect against
the possibility of a larger loss they hope does not occur. In order for pooling to be
economically successful, it is necessary that the collective shares are sufficient to
meet the burden. Successful pooling requires that each member’s contribution be
fixed according to the rates of payment, which are developed by underwriters, who
calculate the probabilities of how many participants are required and the amount
they need to contribute to the pool of resources so that there are enough reserves
for those who suffer loss.

THE DEVELOPMENT OF MODERN INSURANCE
Insurance, as a method of managing risk and assuring security, has a long history.
The oldest insurance contract is believed to have occurred in 1347 in the city of
Genoa. Archival research in the city of Florence reveals that insurance contracts
were an ordinary event in the principal cities of Italy at this time, although they
appeared to be limited to maritime or marine insurance (Holdsworth 1917, 88).

According to Alfred Manes, the history of insurance can be divided into three
distinct phases. The first phase, from the middle of the fourteenth century to
the end of the seventeenth century, is characterized by the beginnings of the in-
surance contract and the establishment of maritime insurance. The second period,
from the eighteenth century to the first half of the nineteenth century, saw the
emergence of the insurance company. The final period, from the mid-1800s until
the present time, witnessed the rise of the large international companies and the
appearance of social insurance (Manes 1942, 30).

Maritime Insurance

The first period saw the rise of marine insurance, which is generally agreed to be the
oldest form of insurance. As Manes states, “The human mind must have thought of
indemnity first in relation to sea risks” (Manes 1942, 36). The birth of the insurance
contract was “the last term in the evolution of various legal devices invented to
provide against the risks of the sea” (Holdsworth 1917, 85). Insurance contracts
originated in Italy in the fourteenth century, but they were rarely recognized as
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such and were often described as sales or even loans in order to avoid falling under
the general prohibition on usury.

These contracts were the successor of the maritime loans made in ancient
Greece and Rome, which were designed to finance seafaring expeditions. However,
the use of so-called sea loans extends beyond ancient Greece and Rome to the
civilization of Babylonia in 2000 B.C. and were transmitted to the Greeks and
Romans by the Phoenicians (Nelli 1972, 217). Holdsworth distinguishes between
maritime loans and maritime insurance, in which the roles of debtor are essentially
reversed. “In the maritime loan, the debtor, who has borrowed the money, declares
that he has received the sum advanced and promises to restore an equivalent sum
on safe arrival of the ship or goods; in insurance the assurer plays the part of the
debtor, states that he has received the amount for which the ship or goods are
insured, and promises to repay it in the event of the ship or the goods not arriving
safely” (Holdsworth 1917, 89).

Fire Insurance and Life Insurance

Eventually, insurances against other dangers to property were developed. The
Great Fire of London in 1666 impressed upon Londoners the importance of pro-
tecting themselves against the losses to personal property by fire. In 1680, Dr.
Nicholas Brabon set up the first fire insurance office in London, and his suc-
cess encouraged other companies to enter the market (Evans 1987, 89). In 1752,
Benjamin Franklin founded the Philadelphia Contributionship for the Insurance
of Houses from Loss by Fire in response to a series of devastating house fires in
Philadelphia (McChesney 1986, 73). Each home insured by the Contributionship
placed a fire mark, a plaque affixed to the residence, in order to alert firefighters to
stop at their home in case of a fire. A second fire insurance company, the Mutual
Assurance Company, opened its doors in Philadelphia in 1740. The Mutual Assur-
ance Company offered protection, at a higher premium rate, to consumers whose
properties “were tree-fronted” and were denied protection on these grounds by
the Contributionship (McChesney 1986, 73).

At the beginning of the second period, from the eighteenth century to the first
half of the nineteenth century, insurance companies began to develop a system
of assigning premium payments and assessing risk. It was only in the eighteenth
century that the idea of premium income to cover losses and make profits was
established (Evans 1987, 89). One of the first examples of this approach was the
Scottish Ministers’ Widows Fund. Between 1741 and 1744, two Scottish ministers,
Alexander Webster and Robert Wallace, established this fund, which collected
yearly premiums from all Scottish ministers and then provided annuities to the
widows and children of the participants (Hald 2003, 547). In the United States, in
1759, the Presbyterian Ministers’ Fund began to provide life insurance for their
retired ministers as a way for religious congregations to care for the widows and
children of their pastors after their death. These efforts were hindered by the
objections of other religious groups who preached to their congregations against
life insurance, arguing that it was immoral and a sin to lack faith in providence.1

This moral argument against life insurance was so powerful that life insurance was
illegal in Massachusetts as late as 1809. The aforementioned Presbyterian synods
in Philadelphia and New York had a more prudent bent and set up the Corporation
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for Relief of Poor and Distressed Widows and Children of Presbyterian Ministers
in 1759 (Zelizer 1983, 2). The Episcopalians soon followed suit and developed
a similar fund to support the dependents of their ministers in 1769. However,
these organizations are considered by some scholars of business history not to be
life insurance organizations but a hybrid of charity and business (Zelizer 1983, 3).

Although there was some growth between 1787 and 1837, the life insurance
industry did not significantly expand in the United States until the 1840s, the begin-
ning of the third period. To appreciate the significance of this growth, consider that
the total life insurance in force in the United States grew from $600,000 in 1830 to
just under $5 million in 1840. Within five more years, life insurance in force tripled
to $14.5 million, and by 1850, the amount of life insurance in force swelled to almost
$100 million. This amount was spread among 48 companies, but the three largest
companies—Mutual Life Insurance Company of New York (1842), Mutual Ben-
efit Life Insurance Company of New Jersey (1845), and Connecticut Mutual Life
Insurance Company (1846)—accounted for half of this amount (Murphy 2002).

Historians and sociologists provide various accounts of the factors that led
to the tremendous growth of life insurance in force during this time period, but
two factors clearly contributed to it. The first is important changes in the law,
both regarding contracts and corporate structures, that occurred in or around
1840. Before 1840 in the State of New York, married women were unable to enter
into contracts and therefore could not take out life insurance policies either on
themselves or on their husbands. Additionally, any policy that a man undertook
with his wife and children as the beneficiaries could be confiscated to pay any
debts he had remaining after his death. Since women had the greatest need for
life insurance, given their limited access to the labor market and their inability to
own property, this placed a serious limitation on the growth of the industry. In
1840, the state legislature of New York passed a law that established the right of
a woman to take out a life insurance policy on her husband and protected that
policy from creditors of her husband’s estate under most circumstances (Murphy
2002). A second factor is that life insurance companies developed a new and more
aggressive marketing and selling strategy, which involved personal, door-to-door
sales. “In the 1840s, the new companies introduced person-to-person solicitation
by thousands of active, high-pressure salesmen who went into the homes and
offices of prospective customers” (Zelizer 1978, 596).

The final period in insurance history is the rise of large multinational insurance
companies. Significant changes have occurred in both the structure of insurance
companies and the types and forms of insurance they offer to consumers. We
discuss some of these changes when we look at three different types of insurance:
life insurance, property/casualty insurance, and health insurance. However, before
we turn to a consideration of these specific forms of insurance, it is helpful to
examine two ethical issues that emerge within the social construction of insurance
as a pooling mechanism. These are the problems of moral hazard and adverse
selection.

MORAL HAZARD AND ADVERSE SELECTION
Before the development of insurance companies, people dealt with catastrophic risk
by depending on the goodwill of their communities. Communities and subgroups
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within communities—for example, the Presbyterian ministers—determined eligi-
bility for participation in the insurance pool or plan, usually on the basis of some
form of group membership, such as religion or occupation. The development of
the modern insurance company led to questions concerning whether it is ethically
permissible to impose limitations on who can participate in an insurance pool. In
this section, we discuss adverse selection and moral hazard, which deal specifically
with the implications of broadening or narrowing insurance pools.

Adverse selection occurs when a greater proportion of higher-risk individuals
purchase life insurance relative to the number of lower-risk individuals. Mark
Pauley defines adverse selection as “the tendency for people with higher risk
to obtain insurance coverage to a greater extent than persons with lesser risk,
when insurers are unable to tell who’s high risk and who’s low risk” (Pauley
2007, 6). Adverse selection is a result of the information asymmetry between the
consumer and the company issuing the health insurance policy. In the case of
adverse selection, the issuing company lacks information, which is known to the
insureds, regarding their own risk factors.

Adverse selection predicts that since higher-risk individuals are more likely
to purchase insurance than lower-risk individuals, these higher-risk individuals
will be disproportionately represented in a pool. It suggests that since the pool is
composed of a disproportionate number of higher-risk individuals, the amount of
monies paid out in claims will be higher than it would be if the pool were better
balanced between higher- and lower-risk individuals.

While paying higher premiums in order to purchase adequate risk coverage is
acceptable to self-identified higher-risk individuals, if premium rates become too
high, lower-risk individuals may be priced out of the market. The ethical problem
posed by adverse selection is that these lower-risk individuals may bear the higher
costs of participating in a risk pool that contains a disproportionate number of
higher-risk individuals relative to the population. The ethical issue at stake is
whether it is fair to require that apparently lower-risk individuals (with no known
risk factors) participate in a pool composed disproportionately of self-identified,
known higher-risk individuals.

The exclusion of known higher-risk individuals from collective pools is a diffi-
cult ethical question, which is compounded by the fact that people make decisions
without perfect information about themselves or other people. Most people tran-
sition from lower-risk to higher-risk states throughout the course of their lives,
and may even be unaware that such a shift has taken place. In many cases the
precipitating high-risk factor is often due to circumstances outside of the insured’s
control. It seems that there is an ethical distinction between a higher-risk driver
who is classified as such as a result of numerous speeding tickets and a driver who
suffers from a degenerative condition. Therefore, another ethical issue emerges,
which is whether it is fair to bar participation in the pool to higher-risk individuals
when their status as higher-risk participants is beyond their control.2

A second ethical issue arising in insurance is the problem of moral hazard.
Moral hazard occurs “when the expected loss from an adverse event increases
as the insurance coverage increases” (Pauley 2007, 1). A well-known example of
moral hazard is the hypothesis that an individual who owns a home that is well
insured against fire damage will be less cautious about preventing a house fire
than an individual who lacks adequate homeowners insurance. The explanation
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is that since the former may be more careless since he will not bear the full cost of
replacing his home in a case of fire damage. The intuition behind this application
of moral hazard is that the more extensive insurance coverage people purchase (in
other words, the more risk they are able to transfer to the issuing company), the less
incentive they have to take preventive measures against suffering loss. As Baker
notes, “the more that a particular risk lies within the control of the insured, the less
confidently insurance institutions can insure that risk” (Baker 2003, 259–260). In
other words, the more insureds can protect themselves from loss through taking
preventive measures (for example, by not leaving lit candles unattended) and the
greater the probability that they can inflict harm on themselves by not taking those
measures, the more difficult it is for insurers to protect themselves.

Others are concerned about the effect of moral hazard in regards to health
insurance. The manifestation of the moral hazard problem in health insurance is
slightly different than its application in property insurance.3 The moral hazard
problem emerges, according to this argument, when individuals with more ex-
tensive medical coverage consume more medical services than individuals with
less extensive medical coverage in similar circumstances. The concern is that if
some individuals are using the medical system more than is necessary to maintain
health, this is an inefficient distribution of resources that increases the cost of health
insurance for everyone.

Concern over moral hazard is partially mitigated by the establishment of a
cost-sharing plan. A cost-sharing plan can take one of the following forms (or
a combination of forms): deductibles, which are set amounts paid by insureds
before the medical benefits provided by the policy take effect; coinsurance, an
arrangement whereby the insured and the insurer each pay a fixed percentage of the
medical costs after the deductible has been met; and co-pays, a fixed dollar payment
an insured pays to access a particular medical good or service. The intuition behind
cost sharing is that if individuals are required to bear a portion of the medical costs,
they will be more prudent and efficient consumers of medical care.

The practice of cost sharing raises several ethical issues. Opponents argue that
if the proportion of medical costs is too high, patients will not seek the medical care
they need. This not only harms patients and those who depend on their well-being
(children and other dependents as well as employers) but also creates inefficiencies
within the medical system as minor health problems grow progressively more
serious in the absence of medical care, necessitating more costly treatment in the
future. Others take a different view and argue that “cost sharing is virtuous. It
causes people to be frugal and wise in their use of medical care, and wise as well
in their financial planning” (Pauley 2007, 2). Advocates of cost sharing believe that
if there is no cost or a negligible cost to a good or service, the good or service will
not be valued as much, and hence it may be more heavily consumed. The resulting
inefficiencies of the system raise costs for all participants, and higher costs may
place adequate medical coverage beyond the reach of some consumers.

At the heart of this debate is the larger question about the nature of insurance.
Proponents of social insurance believe that insurance should function to transfer
resources from the healthy to the unlucky individuals who are ill and in need
of medical treatment. Social insurance does not discriminate against higher- or
lower-risk individuals and simply transfers the funds to each as they are needed.
Healthy individuals are willing to pay into a program whose resources they will
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depend on if they become ill. Another way to organize insurance is to establish an
actuarial system. Under this model, premium levels are determined by individual
circumstances and history. A health insurance system organized on an actuarial
basis looks quite different from a social insurance scheme. Higher-risk insureds and
lower-risk insureds would be clustered together into separate pools and consumers
could select the level of protection they believe is appropriate to meet their needs.
Insurers can then decide to offer protection to those they identify as higher-risk
individuals at increased premium levels.

The distinction between these different forms of organizing insurance raises
interesting and provocative questions about fairness and the obligations of a com-
munity to its more vulnerable and unlucky members, as well as questions about
individual rights and the importance of autonomy. Concerns about adverse selec-
tion and moral hazard emerge in each of the principal forms of insurance: life,
property/casualty, and health insurance. It is to a consideration of these forms of
insurance that we now turn.

LIFE INSURANCE
Life insurance is a contract that allows insureds to provide financially for des-
ignated beneficiaries in the event of their death. An individual purchases life
insurance in order to protect others from the financial losses brought about by his
death. Since the traditional beneficiary of a life insurance policy is someone (or
some institution) other than the insured, it is generally distinguished from other
forms of insurances, such as property and casualty insurance, which are meant to
minimize risk to oneself rather than to others.

Both state and religious institutions have good reasons to encourage the pur-
chase of life insurance since it lessens the strain of the social services safety net
provided by such institutions. The United States government, in order to encour-
age the purchase of life insurance, added Section 101 to the Internal Revenue
Code. This section exempted the proceeds of a life insurance policy, maturing as a
death claim, from taxation as personal income. Favorable tax treatment also makes
it possible to purchase life insurance in which portions of the premiums are set
aside as savings. This encouraged the development of whole life and universal
life insurance policies which could be used for more general financial planning
purposes.

An ethical question that sharpened with the development of life insurance
was the extent of the responsibility financial providers have to ensure the material
security of their loved ones and dependents after their death. A life insurance policy
directs resources to a fund that can only be accessed upon the insured’s death, and
it is reasonable to consider what portion of an individual’s resources should be
saved for the maintenance of dependents after the insured’s death. Individuals
need to consider how to balance their obligations to the community and family
during their lifetime with their obligations to plan for the long-term care of their
dependents and loved ones, while at the same time ensuring they have sufficient
resources to meet their own financial needs during the remainder of their life.
These questions have grown increasingly important as social norms developed
that deemphasized community reliance and stressed individual responsibility and
independence.
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Life Settlements

A life settlement is a transaction whereby an insured assigns ownership of a life
insurance policy to a third party in exchange for a financial remuneration. “In
other words, it is the sale of an economic interest in the death of the insured”
(Bozanic 2008, 1). The contracting and sale of life settlements creates a secondary
market for life insurance. This secondary market has transformed life insurance
from a relatively illiquid asset to one that is more liquid. The ultimate result of this
new market is a commodification of death that many find ethically repugnant and
morally problematic.

The life settlement industry arose in the late 1980s to meet the needs of termi-
nally ill HIV/AIDS patients who were looking to sell their life insurance policies
to pay for medical treatment. These contracts, called viaticals, provided a way for
terminally ill patients to meet their medical expenses through selling their life
insurance policies. The terminally ill insured sold his life insurance policy to a
third party, who agreed to pay the premiums for the duration of the life of the
insured, thus keeping the policy in force. When the terminally ill insured died,
the third party collected the death benefit. The third party profited from the dif-
ference between the face value of the policy (paid out as a death benefit) and
the purchase price of the policy paid to the insured plus the premium payments
needed to keep the policy in force. The sooner the insured was expected to die,
the higher the settlement offer since the third party would need to outlay less in
premium payments before collecting on the investment. Viatical settlements grew
increasingly complex and less profitable when advances in medical technology
and research made it difficult to accurately predict mortality rates (Bozanic 2008, 7)

The early success of the viatical market led investors to look for other ways to
capture the benefits of other securities tied to the death market that did not have the
viatical market’s uncertainties. The solution was to tie a security to so-called natural
mortality, which lacked the uncertainty of a security tied to morality occasioned
by a terminal illness, or a viatical settlement. This approach had the advantage
of leveraging the data the life insurance companies had historically employed to
determine the premium structure of life insurance. As Bozanic states, “Applied
to the senior market, actuarial science enables investors to achieve more accurate
mortality expectations. This increased accuracy makes the rates of return in the
senior market more predictable than the market for terminal patients” (Bozanic
2008, 10).

Life settlements emerged as the successor to viatical contracts. A typical life
settlement involves a male over the age of 65 or a female over the age of 70. The
insured is usually in deteriorating health with a life expectancy of less than 15 years.
The life insurance policy generally has a face value of $100,000, is past the two-year
contestability period, and has been issued by an insurance company with a rating
of A or higher (Flood 2008). The contestability period is the time period in which
the life insurance company that issued the policy can challenge the validity of the
contract.

During this period, insureds make the premium payments on their life in-
surance policy, even if it has been initiated as a life settlement (in other words,
was originally purchased as an investment tool). The premium payments are usu-
ally financed through a loan made by the life settlement company. If, after the
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contestability period has ended, the insured elects to maintain the insurance pol-
icy, he is responsible for repaying the loan. If the insured chooses to sell the policy
to the life settlement company, the company takes over the premium payments
and collects the benefits upon the death of the individual.

As an example of a life settlement, consider Tom, a healthy widower in his
late sixties who is approached by his insurance agent about an excellent, risk-free
investment opportunity and agrees to participate. An insurance policy is taken
out on his life by an irrevocable trust with the beneficiary listed as Tom’s family
or perhaps a preferred charitable organization. A special purpose lender will loan
the trust enough money to pay for the premiums of this new policy for the next
two years (the period of contestability). After two years, Tom can choose from
three options: (1) pay off the loan and maintain the policy; (2) sell the policy to the
investor group, pay off the loan, and keep any profit that remains for himself; or
(3) walk away from the loan and allow the lender to collect the insurance policy as
collateral.4

If Tom selects the second of the three options, the life settlement company will
sell Tom’s policy to a hedge fund or investment bank, which will warehouse it in
order to build a large pool of policies. After the investment bank or hedge fund
collects a sufficient number of policies, usually around 200, it converts the pool of
policies into an asset-backed security.5 This process is referred as to securitization,
defined as “a structured finance process whereby illiquid assets (payment obli-
gations) are transformed into liquid assets (securities)” (Bozanic 2008, 11). These
securities, also referred to as death bonds, are sold to investors as a low-risk invest-
ment that will produce steady returns, around 9 to 13 percent, and lack the volatility
often correlated with equities. “Due to the law of large numbers, the bundling of
risk across many policies, and the subsequent allocation to many investors, no one
investor is unduly exposed to excess risk as he has only a fractional interest in a
specific individual’s life. All investors enjoy an interest in an asset that generates
a smooth stream of income as insureds die off and their life insurance policies pay
off” (Bozanic 2008, 12).

One of the ethical issues that emerges from the practice of life settlements is
whether it is permissible for the state or the life insurance industry to limit an
insured in the use of his property. A troubling consequence of the development
of the life settlement industry is that it transforms the concept of insurable interest
and, some people contend, undermines the traditional purpose of life insurance.
There are three traditional understandings of insurable interest, all of which reflect
an 1840 law passed by the New York state legislature. This law determined that
insurable interest flows from bonds of affection and/or financial interest in the
continued life of the insured. Insurable interest means that some form of financial
dependency or love is supposed to ensure that the beneficiary (1) has an interest
in the continued life of the beneficiary, (2) will experience a loss at the cessation of
this life, and (3) will require material compensation to mitigate this loss. The law
mandates insurable interest must exist at the time of the issuance of the life policy.
If it does not, then the policy is void. It is understood that “insurable interest is
lacking when life insurance is underwritten in a scenario where benefits arise or
appreciate only from the death, disability or injury of the insured person.” The
practice of life settlements turns the traditional interpretation of insurable interest
on its head. Far from having an emotional or financial interest in the continued life
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of the insured, the beneficiaries of a life settlement have a financial interest in the
hasty death of the insured since they do not receive a return on their investment
until the insured’s death.

Some argue that if it is permissible for insureds to surrender their policies to
the issuing company in exchange for the cash value of the policy, why should
they be prevented from selling the same policy to a life settlement company for
significantly more money? Defenders of life settlements argue that it is in the
interest of life insurance companies to prohibit the sale of any life insurance policy
to an outside party. Life insurance companies determine their premium rates on the
assumption that certain policies will lapse—that is, some insureds will fail to pay
their premiums and their policies will become null and void. If insureds are able
to sell policies they no longer need or cannot afford to investors on the secondary
market, the lapse rate will decline. This may have a negative effect on insurance
companies since they will be required to pay out death benefits on policies that
perhaps would have lapsed without the existence of the secondary market. This
argument assumes that “life insurance is a form of property, and an owner has fair
discretion over what they do with it” (Connolly 2007). If insureds are compelled
to sell their policies at a price dictated by the issuing company then it appears that
their property rights are being illegitimately limited.

Opponents of life settlements argue that governmental and regulatory bodies
frequently circumscribe the use an individual can make of his own property when
it is in the best interest of the public. If the development of the life settlement
industry undermines the public good, it is morally appropriate to regulate the
growth of this product. Life insurance, as we have seen, has historically played
an important role in maintaining the safety net in our society. To encourage the
purchase of life insurance, the state has given life insurance policies privileged tax
status. It is this privileged tax status that the life settlement industry has exploited
to develop an attractive product. In this sense, life settlements free-ride on the tax
benefit, which was originally intended to incentivize something else entirely.

If the life settlement industry continues to expand, life insurance will begin to
be perceived by regulators as an investment product and will be regulated as such.
The concern is that if this comes to pass, life insurance may lose its privileged tax
status. While a tax on the proceeds of a life insurance policy would certainly hurt
the life insurance industry by making its product less competitive, it is possible
that it may also have the unintended consequence of making life insurance a less
attractive product for some families who need it.

PROPERTY AND CASUALTY INSURANCE
Property and casualty insurance insures one’s property against serious loss. From
its earliest form as maritime insurance, property and casualty insurance has ex-
panded to cover homeowner policies, personal auto policies, other personal prop-
erty insurance (renter insurance), commercial property, negligence of legal liability,
personal liability insurance, commercial liability insurance, and errors and omis-
sions policies. Like all insurance, property and casualty insurance is a hedge against
loss, and as a financial instrument it is generally beneficial for society in helping
people overcome catastrophic loss.
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Ethical issues arise from abuse of the product, either by companies reluctant
to pay legitimate claims, insurance agents misrepresenting the product and its
benefits in order to make a sale, or owners of the policies lying to companies
about their qualifications or abusing the policy in other fraudulent ways, such as
a person buying a policy against fire and setting his property on fire to collect on
the insurance.

It is the obligation of any insurance company to meet legitimate claims against
policies underwritten by that company. Since the success of property and casualty
insurance depends on maintaining the trust of their insureds and, through them,
the trust of the public, companies that engage in delaying tactics or consistently
underpay on legitimate claims destroy that trust and damage the reputation of the
entire industry.

A persistent ethical issue in property and casualty insurance in recent years
centers on whether a company should pay certain damage claims. Some of the most
well-known incidents arose among the companies handling claims in the aftermath
of Hurricane Katrina. Hurricane Katrina was responsible for 1,353 fatalities, and
approximately 275,000 homes were destroyed by the storm. As of 2007, insurance
companies had paid an estimated $40.6 billion on 1.7 million claims for damages to
homes, businesses, and vehicles in six states (Cohen and Rosenberg 2008, 140). One
of the most highly publicized cases that emerged from Hurricane Katrina involved
a large insurer refusing to pay damages to certain policyholders in Mississippi
whose houses were lifted from their moorings and blown upstream to another
location.

These insureds filed claims for damages with their insurance companies in the
wake of the storm. The insurance companies, in some cases, while conceding that
the insured’s property suffered serious damage, determined that this damage was
the result of flooding. Since flood damage is an uncovered risk in most standard
homeowners polices, insurance companies declined to pay the claims for people
who did not have flood insurance. After a devastating series of floods in 1927
and 1928, most insurance companies stopped including flood protection in their
standard homeowner policies.6 However, since 1968, the federally funded National
Flood Insurance Program (NFIP) has been available, and while there have been
several initiatives to encourage more people who live in at-risk zones to participate
in NFIP, less than 50 percent of homeowners in these areas have purchased flood
insurance (Cohen and Rosenberg 2008, 142).

Damage to property during a hurricane is usually an admixture of water and
wind damage, and the proximate cause is not always clear. Since all homeowner
policies cover wind-related damage, courts have grappled for decades with the
problem of ascertaining an insurer’s coverage obligations for hurricane losses
resulting from a covered and an uncovered risk. Some of the claimants whose
homes were damaged during Hurricane Katrina argued that, as a result of the
hurricane winds, their homes were torn from their moorings and deposited in
different places, where they suffered additional water damage. These claimants
and their attorneys argued that their cases fell under the efficient proximate cause
doctrine, which means, “it is sufficient to show that the wind was the proximate
or efficient cause of damage, notwithstanding that other factors contributed to the
loss” (Grace v. Lititz Mut. Ins. Co., cited in Cohen and Rosenberg 2008, 144). In
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this case, the insured plaintiffs argued that without the wind damage, their homes
would not have been in a position to suffer the far more severe water damage. 7

For the most part, the courts have rejected the insureds’ application of the
efficient proximate cause doctrine. In Leonard v. Nationwide Mutual Insurance, the
court ruled that “to the extent that the property is damaged by wind, and is
thereafter also damaged by water, the insured can recover that portion of the
loss which he can prove to be caused by wind, but the insured is not responsible
for any additional loss it can prove to have been later caused by water” (Cohen
and Rosenberg 2008, 142). The situation of insureds who had homeowners poli-
cies in which wind was a covered risk but water damage was not, and whose
property suffered from both wind and water damage, raises interesting ethical
questions.

One question concerns whether the reasonable expectations of the policyhold-
ers were violated by the insurer’s refusal to pay claims as a result of water damage.
Robert E. Keeton argues that judicial decisions involving insureds and the issu-
ing company have traditionally been guided by two broad principles, although
he notes that both principles have not been explicitly stated. The first is that “an
insurer will be denied any unconscionable advantage in an insurance transaction”;
the second is that the “reasonable expectations of applicants and intended benefi-
ciaries will be honored” (Keeton 1970, 961). Keeton argues that as the influence of
these two principles becomes more explicit, it is possible to trace the development
of a third principle, which also guides judicial decision making. He calls this the
“principle of granting redress for detrimental reliance,” which Keeton defines as
“the objectively reasonable expectations of applicants and intended beneficiaries
regarding the terms of insurance contracts will be honored even though the painstak-
ing study of the policy provisions would have negated those expectations” (Keeton 1970,
967; emphasis added).

These principles are justified, according to Keeton, on account of the asym-
metrical information relation between the insured and the issuing company. The
idea is that insurers should not be permitted to benefit from an information asym-
metry in unconscionable ways, and redress should be provided to insureds who
had reasonable expectations as to the nature and extent of the coverage they were
purchasing. Regarding the second principle, Keeton notes that insured are limited
to selecting their coverage from the policies offered by the issuing companies or
the government. In other words, insureds cannot design a contract that meets their
specific need for risk protection. Since they are purchasing a standardized prod-
uct on the assumption that it will meet their needs, their reasonable expectations
regarding this policy should be taken into account in any dispute. Further, Keeton
believes that contracts should be clearly written and not contain any provisions or
exceptions that would belie the consumer’s reasonable expectations. Under Kee-
ton’s framework, the question is whether or not the insureds in the case under
consideration had a “reasonable expectation” that their homes and property were
protected against all forms of hurricane damage.

In the Katrina court case Leonard v. Nationwide Mutual Insurance Company,
the insured argued that since his agent had informed him that he did not need
additional flood insurance, he had a reasonable expectation that his homeowners
policy covered all hurricane damage. Although he read his policy and noted the
water exclusion, he relied on his agent’s advice and did not purchase the additional
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insurance. However, the courts did not accept his argument. According to Cohen
and Rosenberg (2008, 156),

Judge Senter rejected this argument, emphasizing that the insurance agent offered no
reason for his opinion and never expressly stated that the homeowners policy would provide
coverage for water damage. . . . [T]he court concluded that the agent’s statement regarding
the need for flood insurance was nothing more than an opinion rather than a factual
misrepresentation.

In short, whether the agent misrepresented the extent of coverage to the in-
sured is irrelevant since the agent had no authority to make any statement that
contravened the language of the policy. The implication is that if the insured re-
ceives an explanation that misrepresents the nature of the coverage and the insured
acts on this knowledge, he can receive no redress from the company. It is incum-
bent upon the insured to understand the policy without relying on the assistance of
his agent.

Even if the insured did not have a reasonable expectation in a legal sense,
according to Judge Senter, it is possible that he had a reasonable expectation in
a moral sense. If insurance practitioners are committed to acting as profession-
als, rather than as salespersons, the public has a legitimate expectation that their
advice is reliable and that to depend upon this advice is reasonable. If insurance
practitioners are not professionals, then their advice should be treated with skep-
ticism. However, if this is the case, then the misrepresentation of the industry as
a profession is an ethical violation since it creates a false expectation. Since insur-
ance agents represent themselves as professionals, it seems reasonable and prudent
for consumers to depend upon their advice and counsel, and agents are morally
obliged to give accurate, clear, and sound advice.

However, there certainly may be cases in which the expectation of coverage was
not reasonable. Perhaps insureds failed to read their policies and note the covered
and uncovered risks. Perhaps they were unwilling, or simply could not afford, to
spend the additional money to purchase insurance sufficient to supplement their
uncovered risks. Resources used to make these underinsured persons whole would
have to be diverted from a legitimate business purpose, or the outlays made up
by increasing premium demands on other policyholders. Insurance rests on the
pooled resources of the collective, and, all things being equal, each participant
should only receive payment for the loss against which he insured himself.

HEALTH INSURANCE
The United States is unique insofar as it is one of the few countries in the world
that has opted for a system of voluntary health insurance rather a compulsory
program administered by the government (Applebaum 1961, 25). The development
of the voluntary health insurance system in the United States can be divided into
three stages. The first stage spans the end of the eighteenth century and runs
through the beginning of the nineteenth century. This stage is characterized by
the establishment of mutual aid societies formed by workers to protect against
wage loss in the event of disability or illness, which is primarily what we know as
disability insurance (Applebaum 1961, 31). These were collective pools arranged
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to reduce the risk of ruinous medical costs. Some of the pools were the precursor to
unions and engaged in collective bargaining on behalf of their members. However,
many pools collapsed as a result of financial difficulties that were brought on by
the incorrect application of the principles of actuarial science.

Employers had limited involvement in this first stage, and while a few employ-
ers took full responsibility for the medical care of workers, and their dependents,
this was rare. For the most part, employer contributions to employee-financed
heath collectives were relatively small. The labor movement was particularly sus-
picious of management involvement in health care insurance, which it viewed as a
means to generate employee loyalty without changing the structure of the system
under which employees labored (Applebaum 1961, 26).

The second stage, which began with the Great Depression and continued
until the beginning of the Second World War, is characterized by the efforts of
both consumers and medical providers to develop innovative means of providing
affording medical care. A good example of this sort of innovation involved Baylor
University Hospital, which in 1929 founded the first Blue Cross Plan. A group
of teachers in Dallas wanted to ensure access to affordable hospital care. They
negotiated an agreement with Baylor University Hospital whereby if a teacher paid
$3.00 per semester, he/she would be eligible to receive three weeks of in-patient
care. With over 1,500 participants, the Baylor University Hospital program was
successful and inspired similar programs throughout the Southwest (Thomasson
2002, 237).

One reason these plans proved popular with hospital providers is that they
supplemented their endowment income, which was rapidly declining as a result
of the economic conditions during the Great Depression. A second reason was a
fixed benefit plan that limited the amount of benefits insureds could claim from
the hospital. In the case of the first Blue Cross Plan at Baylor University Hospital,
participants’ in-patient treatment was capped at 21 days. The fact that the plan
was capped limited the problem of moral hazard since the patients’ access to
medical resources was fixed. However, this structure may have encouraged some
participants to take advantage of the benefit they were paying for and seek out
more medical treatment than they would have been willing to pay for otherwise.
This example reveals the balance that health insurance providers try to maintain
between providing attractive benefit packages and limiting their exposure to loss.

The American Hospital Association (AHA), encouraged by the development
of Blue Cross, established a set of standards that all Blue Cross plans were obliged
to follow. The AHA mandated that consumers should be free to select both their
physician and their hospital. This decision fostered an environment of competition
among local hospitals as they competed for business and attempted to keep costs
down (Thomasson 2002, 238). Since Blue Cross was believed to be acting in the pub-
lic’s best interest, the government allowed it to operate as a nonprofit corporation.
“Under the enabling legislation, plans enjoy the advantages of exemption from the
regular insurance laws of the state, are freed from the obligation of maintaining
the high reserves required of commercial insurance companies, and are relieved of
paying taxes” (Thomasson 2002, 238).

The American Medical Association (AMA) followed in 1930 with the develop-
ment of Blue Shield. Caught between the Scylla of the possibility of the hospital-
provided insurance for physician services and the Charybdis of the possibility of



P1: OTA/XYZ P2: ABC
c20 JWBT301-Boatright June 17, 2010 9:2 Printer Name: Hamilton

INSURANCE 387

nationalized health insurance embedded in the upcoming Social Security legis-
lation, doctors worked together to organize a framework for prepaid plans that
covered physician services (Thomasson 2002, 239). The result was the Blue Shield
plan, which allowed physicians to protect the principle of patient choice and also
to maintain the right to charge patients the difference between what the insurance
plan would reimburse and the actual price of the medical visit.

The third stage of the development of health insurance began at the onset
of the Second World War and was characterized by the efforts of the National
Labor Relations Board (NLRB) and the unions to expand all employee benefits,
including health insurance. Follmann (1965) mentions two factors that contributed
to the growth of health insurance. The first was a revision to the Internal Revenue
Code which permitted employer contributions to employee welfare funds to be
deductible as business expenses. “This development combined with the expansion
of the economy . . . contributed to the establishment of many new or expanded
health and welfare programs” (Follmann 1965, 107). Employer contributions were
perceived by corporate managers as a means of building goodwill and loyalty
among their current employees, as well as an effective recruitment tool.

The second factor that contributed to the growth of health insurance resulted
as a consequence of federal wage policies implemented during the war period in
order to control inflation. In 1944–1945, under the “Little Steel Formula,” employers
were permitted to increase employee benefits in lieu of direct wage increases. The
NLRB in 1948–1949, in a case involving W. W. Cross and Company, ruled that
corporations were required to submit to collective bargaining regarding the group
health benefits of their employees. “The direct consequence of the NLRB decisions,
upheld by the federal courts, . . . has been one of the primary reasons for the growth
of voluntary health insurance, especially as sold in the group form” (Applebaum
1961, 30).

The Debate over Government-Sponsored Health Care

The issue of whether the United States should mandate some form of compul-
sory health insurance is, at its heart, a question of economic justice, specifically a
question of how to distribute scarce resources. There are many ways to distribute
goods: on the basis of merit or need, on the basis of strict equality, or through the
forces of the free market.

The original health collectives were distinguished by the freedom of choice of
their participants: individuals could choose to join or leave a collective according
to their interpretation of their own best interests. Currently, individuals or corpora-
tions can shop different health insurance providers and purchase the amount and
type of coverage they see as appropriate for their needs. Further, subject to certain
limitations imposed by the state, health insurance companies are able to choose
who can join the collective they administer. They can determine, also within certain
regulatory limitations and the constraints of the market, how much to charge for
admission into the collective. The idea is that competition will compel the health in-
surance companies to make themselves desirable to almost every potential insured
by offering generous risk protection at a low price.

Opponents of compulsory health insurance argue that it is ethically inappro-
priate for a government to compel people to join a collective where they may
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experience a lower quality of care than they would if they had been permitted
to contract for themselves. Additionally, opponents contend that people who are
young and healthy may not wish to spend resources on health insurance and
should not be forced to participate. The President’s 2004 Economic Report argues
that a portion of the uninsured are uninsured by choice:

Others who lack insurance coverage possess economic or demographic characteristics that
suggest many of them remain uninsured as a matter of choice. For example, some have
levels of household income that are above the median for the population. Over 32 percent
of uninsured individuals report a household income of $50,000 or more. Others have
access to employer-provided coverage but opt not to participate. . . . Still others may remain
uninsured because they are young and healthy and do not see the need for insurance.
(Economic Report of the President 2004, 197)

This is a particularly tricky question since the presence of young, healthy
payers in a collective lowers the price for the aged and infirm. Thus, this arguments
runs, not only are people being compelled to act, but they are being compelled to
act against what they believe to be in their own best interests.

Proponents of some form of compulsory health insurance object to distributing
such an important social good through the market. They point to the fact that
many other countries recognize a moral obligation to care for and promote the
health of their citizenry. Proponents argue that many Americans find the cost of
adequate health insurance and the consequent health care beyond their financial
means. Many people, they argue, would certainly purchase health insurance if
they could afford to do so. Contrary to opponents of compulsory health insurance,
they contend that the decision to forgo health insurance is often made reluctantly
and makes them vulnerable to serious financial loss from catastrophic illness.
Supporters believe it is particularly necessary for the government to take a more
active role in providing health insurance given the decline in employer-sponsored
health insurance. While many employers previously provided health insurance
for their employees and their dependents, these costs have proved onerous for
many companies, and benefits have been eroded as companies have been forced to
streamline their expenses in order to compete in the global marketplace—a global
marketplace in which many of the dominant economies exist in countries where
the government provides health care for their workers.

We have only sketched the outlines of a complex and difficult problem facing
all Americans, and the debate over a free-market form of distribution versus some
form of compulsory health insurance will likely continue for some time. Solutions
to these issues will serve as the beginnings, perhaps, for the fourth stage in the
evolution of health insurance.

CONCLUSION
This chapter has presented insurance as a social institution established by a collec-
tivity to mitigate the risk of some form of loss. A necessary condition for insurance
to succeed is trust in a promise that the collectivity will make good on its commit-
ment in the participant’s time of need. The history of insurance reveals that the
institution has been able to evolve to meet both individual and collective needs.
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In the future, insurance companies and insurance professionals will be faced with
serious ethical challenges. These include determining the legitimacy of life set-
tlements; designing sustainable policies that meet the needs of consumers and
promote the long-term growth of the industry in the context of catastrophic losses
and natural disasters; and adequately and fairly dealing with the insuring of peo-
ple against financial loss due to the high costs of health care without strangling the
health care system.

We have tried to emphasize the common ethical issues faced by providers,
regulators, and consumers of any form of insurance. At a theoretical level, the way
we think about the issues of moral hazard and adverse selection has the capacity
to profoundly influence how we think about the role of insurance in society. If
America continues moving toward a more actuarial model of insurance, insurance
contracts will become increasingly specific in order to meet the protection needs of
groups at each stage of the risk continuum. This development has the potential to
make insurance of all kinds more readily available and attractive to a wide group
of Americans. However, the actuarial model may also sharpen the problem of
adverse selection and create a class of higher-risk consumers who find themselves
priced out of products they desperately need. The social insurance model creates
its own set of difficulties, one of which is the problem of moral hazard. The concern
is that if participants are able to transfer risk to another party or institution, they
will be less attentive to the preventive measures needed to avoid suffering loss
and will be more likely to use the benefits they receive in inefficient ways. These
inefficiencies may increase the cost of social programs beyond what the collective
pool of participants can bear, as well as diverting government resources from other
important projects and initiatives.

At its heart, resolution of these ethical conflicts is a question of economic
justice. This question affects all Americans who depend upon the social institution
of insurance to protect themselves and their loved ones from serious financial loss.
How the insurance industry, the government, and consumers respond to these
challenges will shape the institution of insurance in the twenty-first century.

NOTES
1. “Putting death on the market offended a system of values that upheld the sanctity of

human life and its commensurability. It defied a powerful normative pattern: the division
between marketable and the non-marketable, or between the sacred and the profane”
(Zelizer 1978, 594).

2. While we have provided an example concerning health insurance, it is possible to apply
the problem of adverse selection to other forms of insurance as well. Regarding property
insurance, consider the problem posed by flood insurance: “If flood coverage is offered
as an option, people living in areas prone to flooding will buy it. Those who live high and
dry won’t. The pool of covered houses is much more likely to experience damage than
the average of all houses. For insurers to break even, they must charge high premiums
for flood coverage. More people opt out and eventually the only people covered are those
with a high probability of flooding” (Lotterman 2007).

3. Several sources point out the differences between health insurance and other forms of
property/casualty insurance such as homeowners insurance or automobile insurance.
The first difference is that health insurance policies tend to cover many events that
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have little uncertainty, such as dental checkups and physical exams. Second, health
insurance policies also tend to cover low-expense items (such as treatment for the flu or
an ear infection). Additionally, there are some economists who are doubtful that people
consume health care in the same way that they consume other goods. Gladwell quotes
Princeton economist Uwe Reinhardt, who argues that “Moral hazard is overblown . . .

you always hear that the demand for health care is unlimited. This is just not true. People
who are very well insured, who are very rich, do you see them check into the hospital
because it’s free? Do people really like to go to the doctor? Do they check into the hospital
instead of playing golf” (Gladwell 2008)?

4. The exact amount that an insured receives in return for surrendering a life policy depends
on several different variables besides life expectancy, such as (1) the type of policy being
sold; (2) the death benefit attached to the policy; (3) the amount of future premium
obligations; (4) the policy’s existing cash value; (5) the insurance company; (6) the amount
of loans against the policy; and (7) current interest rates, assumptions, and mortality
expenses. “The overwhelming factor in the determination of whether there will be a life
settlement offer and the amount that will be paid is heath related—i.e. has there been
a significant and adverse change in the insured’s health since the policy was issued”
(Leimberg and Gibbons 2003).

5. The large debt rating agencies, such as Moody’s Investors and Fitch Ratings, are expected
to start issuing ratings on these death bonds. Hedge funds and other large investors have
proved to be a ready market for these bonds in Europe, and it is anticipated that demand
for these sorts of asset-backed securities in the United States will be significant. The
growth in the life settlement industry has been rapid. It is estimated that sales of life
settlements were $2 billion in 2002, and they rose to $10 billion in 2005 and $15 billion
in 2006. In spite of the fact that the market for life settlements is constrained by several
factors—namely, that the insured need to be senior citizens and that the policies have
face value in excess of $100,000—it is predicted that the life settlement industry will be
worth upwards of $160 billion in 2030.

6. “Typical language [of a homeowners’ policy] will exclude coverage resulting from (1)
flood, surface water, waves, tidal water, overflow of a body of water or spray from any
of these, whether or not driven by the wind; (2) water which backs up through sewers
or drains or which overflows from a sump; or (3) water below the surface of the ground,
including water which exerts pressure on or seeps or leaks through a building, sidewalk,
driveway, foundation, swimming pool or other structure.” Solomine v. Mass Prop. Ins.
Underwriting Ass’n, 844 N.E. 2d 256, 258 (Mass. App. Ct. 2006) (Cohen and Rosenberg
2008, 142).

7. It is interesting to note that different states have varying standards of coverage in a
situation in which damage is the result of two causes, one of which is a covered risk
(wind) and one of which is an uncovered risk (water). For example, in Florida, the
requirement is that the covered risk (wind) be the proximate cause only applies when
the risks are dependent—that is, one event causes the other event (wind damage causing
water damage). However, if the events are independent (wind damage did not cause
the water damage, but wind damage and water damage happened concurrently), “the
concurrent coverage doctrine establishes coverage for the loss if at least one insured risk
(covered event) contributed to the loss, regardless of whether this risk (covered event) was the
efficient proximate cause of the loss” (Cohen and Rosenberg 2008, 145; emphasis added). In
response to the state’s concurrent coverage doctrine, insurance companies have inserted
anticoncurrent causation clauses into their policies. This move/countermove between
the State Department of Insurance and the insurance companies raises interesting ethical
questions: If the state regulatory organization is attempting to create policies to protect
its citizens, is it legitimate for insurance companies to nullify the effects of this regulation
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through establishing counterclauses? Conversely, is it appropriate for state regulatory
organizations to compel insurance companies to take on greater risk than they would
choose to do on their own and which may not be in the best long-term interest of the
organization? It is certainly possible for states to develop their own mandatory insurance
program for home owners in high-risk areas. Are they, therefore, simply shifting the
burden of protecting their citizens to a private company?
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INTRODUCTION
Responsible investment is both a product and a practice (Gond and Boxenbaum
2004). Responsible investment (RI) is an investment product in the sense that in
addition to financial factors, investors acquire, hold, or dispose of companies’
shares on the basis of environmental, social, and governance (ESG) factors as well
as ethical factors. It is a practice in the sense that RI is a way to identify companies
with strong sustainability records and to engage with companies to encourage
improved ESG performance.

Responsible investment goes by many names—it is variously referred to as so-
cially responsible investing, ethical investing, sustainable investing, triple-bottom-
line investing, green investing, best-of-class investing, or most simply as responsi-
ble investing. It has evolved over the years from the concerns of religious organi-
zations; environmental, labor, and human rights activists; community groups; and
shareholders in the corporations themselves.

Underlying these varied names and approaches is a common theme: long-term
value creation. Practitioners of RI seek to generate both financial and societal value;
to stimulate change toward sustainability within corporations; to steer investments
toward the productive and socially beneficial use of capital; and to initiate debate
on the proper role of corporations in society. Value creation in this context refers
not only to economic value, but to the wider impact of companies on society and
the natural environment, both today and in the future (World Economic Forum
2005). The RI community implicitly recognizes and acknowledges that investment
as an activity impacts society and influences business’s behavior and actions. In
addition, ESG information helps investors better manage risk and make better
informed investment decisions (Lydenberg 2007).

Among the key characteristics of RI are the following:

� Responsible investment encourages a long-term perspective in investing. It
does so because (1) environmental, social, governance, and ethical issues

393
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cannot always be captured by the market, which tends to be short-term
in its perspective; (2) RI seeks to establish trust between stakeholders (em-
ployees, communities, customers, suppliers) and corporations, a trust that
results from ongoing dialogue and persists over time; and (3) RI encourages
corporate managers themselves to adopt a perspective that encompasses
corporate social responsibility goals with long-term financial benefits.

� Responsible investment has a broad definition of materiality, which it con-
ceives as relevant to all stakeholders (not just stockowners) and as striking
a balance between that relevance (what matters to whom) and significance
(how much it matters). This means that RI takes into account in its decision-
making issues that have both short-term and long-term implications for
investors, other stakeholders, and society in general (AccountAbility 2006).

� Responsible investment adopts a stakeholder perspective. At the core of
the conception and practice of RI is the belief that all stakeholders in the
corporation matter and that a productive and profitable company will invest
in its full range of stakeholders, receive a return from all its stakeholders,
and consequently be able to provide a long-term return to its investors (Post
et al. 2002).

The objective of this chapter is to provide insights into the activity of responsi-
ble investment and to highlight some of its key challenges. The first section presents
the history of responsible investment from its roots in the eighteenth century to
2009. The second section maps the different tools and strategies used by responsible
investors. The third section focuses on the major players including asset owners,
providers of support services, and related organizations. Lastly, the fourth section
examines four major challenges the RI field is currently facing.

HISTORY OF RESPONSIBLE INVESTMENT
The concept and practice of responsible investment have evolved over the years
in what can be classified as five primary periods. Each phase of this evolution is
characterized by its own particular practices and concerns. Each new phase of RI
tends to incorporate previous forms that persist and coexist with the new ones.

Although precise figures are difficult to come by, there has been a significant
growth of assets under RI management and the number of RI funds over the years,
a growth that, it is not an overstatement to say, has been explosive since the late
1990s. In the United States, RI assets under management were at $2.71 trillion in
2007, representing 11 percent of the $25.1 trillion in total assets under management
(U.S. SIF 2008). RI assets have increased by 324 percent since 1995, a faster growth
than the broader universe of all investment assets under professional management.
In Europe between 2002 and 2007, the number of RI funds increased by 150 percent
to 447 in 2007 (Lipper FERI 2008). Eurosif has placed the value of the RI market at
€2.665 trillion as of December 31, 2007, an increase by 102 percent between 2005 and
2007 (Eurosif 2008). According to Eurosif’s figures, RI accounts for 17.6 percent of
total European funds under management. Exhibits 21.1 and 21.2 depict the growth
in RI funds in the United States between 1995 and 2007. Exhibit 21.3 shows the
growth in RI funds in Europe during the period 2002–2007, while Exhibit 21.4
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outlines the growth in number of European RI funds and their total assets from
1984 to 2007.

Phase 1: Roots

The earliest stage of responsible investment, before it was known as responsible
investment, dates back to the eighteenth century (Domini 2001). For several hun-
dred years religious institutions—such as the Society of Friends (Quakers) and the
Methodists—were precursors to the modern form of RI in that they believed that
investing was not a neutral activity, but implied values. They shunned “sinful”
companies whose products conflicted with their basic beliefs. These so-called sin
stocks were for the most part those of companies involved in alcohol, tobacco, gam-
bling, and, in certain cases, weapons. One of the emblematic and first RI mutual
funds of this first phase was the Pioneer Fund, launched in the United States in 1928.

Phase 2: Development

The second phase dates from approximately 1970 and runs through the late 1980s.
It marks the beginnings of RI in the contemporary sense of the term and is typified
in the United States by the Pax World Fund, launched in 1971, and in Europe by
the Friends Provident Stewardship Unit Trust in 1984.

In the United States, this incarnation of RI originated in part in the political
and protest movements of the day. The Vietnam War and apartheid in South Africa
were two issues that in particular drove the RI movement of that time. Other citizen
movements such as civil rights, women’s liberation, and the environment raised
issues of crucial concern to the RI movement and became a part of its lobbying
of corporations on issues seen as unethical (Louche and Lydenberg 2006). At that
time, Ralph Nader and Saul Alinsky, two U.S. consumer and community activists,
started to use the shareholder right to appear at corporate annual meetings and
to file shareholder resolutions to raise social and environmental issues directly
with corporate management. Nader’s General Motors campaign leading to the
submission of two socially based resolutions on the annual meeting proxy ballot
remains an historical moment. These tactics were soon adopted by the RI movement
and became an important second tool for the responsible investor.

In the 1980s, RI also took root in Europe. The Friends Provident Stewardship
Unit Trust was among the first ethical investment funds in the United Kingdom
and a precursor to many similar funds. A number of eco-banks such as Triodos
Bank in the Netherlands were also founded during that time.

Simultaneously, a number of RI support organizations were created, such as
the Interfaith Center on Corporate Responsibility (ICCR) in 1971, the first two
Social Investment Forums in the United States (1980) and the United Kingdom
(1983), as well as the first professional RI rating agencies, such as KLD Research &
Analytics (United States, 1988) and EIRIS (United Kingdom, 1983).

During this second period, RI developed in a political climate of social protest
and was transformed from a faith-based activity (using ethical principles in the
construction of investment portfolios) into an activity promoting a public aware-
ness of the social responsibility of corporations and of investing (the self-conscious
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phenomenon of RI) (Sparkes 2001). This was the period in which RI was first used
to lobby corporations to adopt responsible and ethical practices.

Phase 3: Transition

During the early 1990s, RI began a gradual transition to a less confrontational
approach with a strong growth in environmental concerns. The Brundtland Report,
which highlighted and defined the concept of sustainability, was published in 1987.
The Kyoto Protocol on climate change was ratified in 1997. For RI, this meant
the emergence of so-called green funds, especially in Europe, less concerned with
avoidance and stressing identification of specific positive sectors or activities linked
to the environment, such as renewable energy and clean technologies.

During this period the number of social rating agencies grew significantly; the
first RI index, the Domini 400 Social Index, was launched (1990); and corporate
social responsibility (CSR) consultancy organizations such as SustainAbility began
to thrive. These developments were typical of the new, more systematic and ana-
lytical aspects of this third phase with its emerging emphasis on sustainability and
cooperation.

Phase 4: Expansion

The beginning of the twenty-first century heralded a turning point for RI in both
its approach and its growth. This fourth period is characterized by the profession-
alization of the field and a growing worldwide interest in its practice. RI began to
find acceptance in the mainstream investment community, leaving behind its more
activist image and becoming a more commercially viable endeavor (Déjean, Gond,
and Leca 2004; Louche 2004). This evolution was closely linked to the growing im-
portance of corporate social responsibility and the increasing accessibility of CSR
reports issued by corporations. The Global Reporting Initiative, launched in 2000,
played a crucial role in this growing acceptance of CSR reporting by corporations
and the increasing thoroughness and sophistication of these reports.

In the early 2000s, institutional investors started to become broadly involved
in RI.1 This growing interest on the part of institutional investors was partially
stimulated by governments in Europe at both the continental and national levels.
In several European countries, legislation and regulations required pension funds
to publicly state the degree (if any) to which they took into account social, environ-
mental, and governance considerations in their investment decisions. In the United
Kingdom, RI pensions disclosure regulation was enacted in 2000, followed shortly
thereafter by many other European countries. In addition, in 2001 the Norway
Petroleum Fund adopted several RI policies, initiating a movement among major
European pension funds toward the incorporation of RI practices. The interest of
institutional investors in RI explains the substantial growth of the assets under RI
management in Europe during the first decade of the twenty-first century.

With the increasing involvement of institutional investors, a best-in-class ap-
proach to stock selection found growing acceptance. This approach stresses broad
diversification (no elimination of industries entirely), positive rankings (only the
best companies in each industry are included), and quantitative measurements
(all companies are scored on sustainability indicators). Companies are evaluated
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on their performance relative to their peers, rather than in absolute terms. By
stressing best practices, the approach promotes societal and financial values and at
the same time encourages competition among corporations to achieve social and
environmental goals.

Phase 5: Mainstreaming

As the first decade of the twenty-first century drew to a close, RI stood at a cross-
roads. Its increasing acceptance by institutional investors was marked by such
events as the launch of the Principles for Responsible Investment (PRI) in 2006.
Subsequently, the PRI grew into a coalition of more than 400 of the largest insti-
tutional investors and asset managers worldwide, representing some $15 trillion
under management (Hobbs 2008). In many senses RI appeared to be poised to
become a mainstream investment practice applied across various asset classes. A
number of the members of the PRI, including the French national pension fund
(Fonds de Réserve pour les Retraites) and the California Public Employees Retire-
ment System (CalPERS), were extending the concepts of RI to asset classes beyond
public equities.

At the same time, however, daily investment practices within the mainstream
were apparently increasingly short-term in their time horizon and risky in their
approach, as could be seen by the dramatic growth of hedge funds and large
private equity firms and the increasing use of exotic financial instruments such as
collateralized debt obligations and credit default swaps.

These five phases of the development of RI are summarized in Exhibit 21.5.
The challenges faced by RI and its advocates as the financial world entered into a
crisis of confidence in 2008, of a scope not seen since the Great Depression of the
1930s, are discussed in more detail in the last section of this chapter.

Responsible Investment and Financial Performance

Throughout the various phases of its development, the question of whether respon-
sible investment imposes costs on financial returns has been the object of ongoing
debate and extensive academic study. Advocates of socially responsible invest-
ing (SRI) have argued that social and environmental screens can help investors
avoid risks unrecognized by traditional stock analysts, help identify high-quality
corporate management, and highlight companies that are attuned to emerging
issues—all of which should help boost performance (Camejo 2002). Critics have
argued that, according to modern theories of portfolio management, any restriction
on a universe of potential investments will increase undiversified risks and reduce
risk-adjusted returns. Some have asserted that assets managed under such screens
are insufficient to move stock prices. Others argue that social and environmen-
tal performance affects a company’s overall reputation and that companies with
stronger reputations can command higher price-to-earnings ratios in the stock
markets and borrow at lower rates in the bond markets.2

Although this debate is likely to continue, considerable research indicates that,
in general, social and environmental screening as recently practiced does not hurt
a fund’s financial performance. For example, a review of 31 socially screened
mutual funds from 1990 to 1998 found that on average they outperformed their
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unscreened peers, but not by a statistically significant margin (Statman 2000).
Similarly, a 2001 academic review of 80 studies on the links between CSR and
financial performance found that 58 percent of the studies observed a positive
relationship to performance, 24 percent found no relationship, 19 percent found
a mixed relationship, and only 5 percent found a negative relationship (Margolis
and Walsh 2001).

As responsible investment finds application in asset classes beyond pub-
licly traded stocks—such as fixed income, microlending, real estate, and private
equity—this debate as well as an ongoing stream of studies examining RI’s financial
implications in practice will almost certainly continue (Lydenberg 2005).

TOOLS AND STRATEGIES USED
BY RESPONSIBLE INVESTORS
Responsible investors vary in their motives and approaches to the discipline, al-
though their underlying concerns may be the same. Four basic elements determine
the final form that RI takes for these investors: (1) the degree of commitment, (2) the
strategy adopted, (3) the tools used, and (4) the organizational approach taken. The
investors’ decisions about each of these elements shape their investment approach,
the actions they take, and the types of outcomes they seek.

Degree of Commitment

In their stock selection, responsible investors may apply standards or screens either
to the totality or to only part of their portfolio. Most stand-alone RI mutual funds
in the United States, such as those run by Calvert, Domini, and Pax World, apply
a set of RI screens to all the stocks in their equity funds. By contrast, in the early
2000s, several large European pension funds, such as the Dutch funds ABP and
PGGM, allocated a limited portion of their equities to sustainability funds with
environmental screens to test the effects of applying RI practices.

A second, alternative approach consists not in screening, but in applying a
responsible engagement overlay to a part or all of one’s assets. For example, this
approach was promoted in the early 2000s by F&C Investments in the United
Kingdom under the brand name reo and involved dialogue and engagement with
the managers of the corporations in which investments were made. This approach
does not require forgoing investment opportunities due to screening, while still
allowing for dialogue and discussion with management on sustainability issues.

Strategies

Four strategies for implementation of RI screening coexist within the RI community.
They can be used independently or, as often happens, in combination.

1. Avoidance. This approach seeks to avoid investing in companies engaged
in businesses or practices regarded as unacceptable or generally harmful
to society. It can be based on the exclusion of certain sectors or of certain
activities.
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2. Inclusion. This approach seeks to invest in companies engaged in business
areas or practices that are exceptionally beneficial to society, particularly
those encouraging a sustainable environment and economic development
among the historically underserved.

3. Relative selection. This approach aims at selecting sector leaders on environ-
mental, social, and governance (ESG) criteria. It invests across all industries
and sectors, selecting the best-performing companies in each.

4. Engagement. This approach seeks either to supplement standard setting with
contact with companies or to avoid screening altogether and concentrate
instead on engaging with companies to voice shareholders’ concerns on
ESG and ethical issues.

According to surveys conducted in 2008, as much as 70 percent of the American
and European RI industry may employ some kind of avoidance strategy, making
it the dominant RI strategy (Eurosif 2008; U.S. SIF 2008), while inclusion strategies
are employed by less than 10 percent of the European RI industry (Eurosif 2008).
The avoidance strategy has been criticized as limited in impact and scope and as
conveying a negative message that fails to encourage companies to improve their
CSR commitments (Cowton 1999). The first decade of the twenty-first century has
seen an increasing emphasis on the inclusion and relative-selection approaches,
particularly among institutional investors.

Tools

For each of these four general strategies, a variety of specific tactics have been
developed within the RI community since the 1970s.

The avoidance strategy has led to the development of a set of negative or
exclusionary screening tools. A number of standards or screening tools have been
developed that serve to exclude companies or sectors from the investment universe
based on criteria relating to their products, services, policies, or actions. These
screening tools include the following:

� Screens on products viewed as harmful by faith-based organizations and
others concerned with ethical issues. These products include tobacco, alco-
hol, and gambling. In addition, a substantial Islamic finance practice has
grown up in recent years that applies standards based on the teachings of
the Koran. Among these is one on usury, which in effect excludes most
companies in the financial sector.

� Screens on companies involved in products viewed as more generally harm-
ful to society or the environment, such as land mines, nuclear weapons,
nuclear power, ozone-depleting chemicals, pesticides, infant formula, and
animal testing.

� Screens on companies doing business in countries generally regarded as con-
travening international human rights standards, such as Sudan and Burma.

� Screens based on international treaties and standards signed by governments
but applicable in general to companies. These screens can relate to weapons
of mass destruction or antipersonnel weapons, human rights, labor practices,
environmental degradation, and similar issues.
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Within this range of screening techniques, the specific exclusions applied are
usually tailored to the values of individual and institutional investors and can vary
considerably.

The inclusion strategy has led to the development of a set of positive screening
tools. Tools that have been developed for these positive screens seek out companies
or sectors particularly beneficial to society:

� Screens identifying companies promoting environmental sustainability
through the development of energy efficiency, renewable and alternative
energy technologies, pollution control and prevention, public transporta-
tion, and similar initiatives.

� Screens identifying companies promoting economic development and
health among the historically underserved, such as mobile telephones, mi-
crofinance and microinsurance, vaccines, clean water, and related initiatives.

The relative-selection strategy has led to the development of a best-in-class
screening tool. Best-in-class generally employs a substantial number of ESG criteria
to score and rank companies. It then selects the best-performing (for example, top
10 percent) companies in each industry and excludes the rest. The number of
ESG criteria used varies greatly. For example, SAM Group, a longtime proponent
of best-of-class screening, uses some 130 criteria, while Asset 4 has developed a
methodology that employs approximately 250 key performance indicators that it
uses to rate and rank 2,300 companies worldwide.

Exhibit 21.6 provides examples of ESG criteria that are widely used in the
RI world and often serve as the basis for best-in-class screening. In constructing
scores for ratings, a weighting system is often applied to the different criteria in
each sector to reflect the varying degree of importance of ESG issues for different
industries. For example, environmental issues may be given a substantial weight
in the chemical sector while human resource issues may be overweighted in the
computer software industry.

Exhibit 21.6 Examples of Environmental, Social, and Governance Issues

Environmental (E) Social (S) Governance (G)

• Emissions
• Environmental policies
• Environmental

management systems
• Toxic chemicals
• Genetic engineering
• Pollution
• Water
• Energy efficiency
• Hazardous and solid

waste

• Stakeholder relations
• Working conditions
• Respect for human rights
• Diversity
• Workplace health and

safety
• HIV/AIDS
• Product safety
• Treatment of customers
• Labor relations

• Board structure
• Independent directors
• Independent

leadership
• Separation of chairman

and CEO
• Remuneration
• Shareholder rights
• Accounting quality
• Audit quality
• Board skills
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The engagement strategy has led to the development of a set of engagement
tools. Over the past 30 years, shareholder activism and dialogue have become
widely used strategies for those seeking to influence corporate behavior on a
broad range of issues. Three primary modes of RI engagement have emerged:
proxy voting, filing of shareholder resolutions, and dialogue with corporations.

Voting on the shareholder resolutions that appear on corporate proxy state-
ments for annual general meetings is not only the right of all stockholders but the
fiduciary obligation of institutional shareholders. Most resolutions appearing on
proxy statements relate to corporate governance: election of board members, selec-
tion of auditors, approval of compensation packages for corporate executives, and
related issues. In addition, resolutions relating to social and environmental matters
also appear, particularly at U.S and Canadian companies. Adopting RI voting poli-
cies and communicating these policies to corporate management is therefore the
most common form of engagement and is essentially applicable to all investors.

Filing shareholder resolutions is a more direct means of engagement with man-
agement, used particularly by the RI community in the United States and Canada
where filing such resolutions is simpler than elsewhere. Since the early 1970s in
the United States, members of the Interfaith Center on Corporate Responsibility
have filed well over 100 such resolutions on social and environmental issues each
year. Increasingly, unions are also using this tactic to raise corporate governance
concerns. Although few proposals on social issues receive majority votes, these
resolutions are an important tool in reaching management and initiating dialogue
(Forum for the Future 2002).

Dialogue with corporate management is the third widely used form of engage-
ment. RI institutional investors often enter into dialogue with managers on social
and environmental issues such as human rights, labor standards, the environment,
and diversity, as well as corporate governance matters. Increasingly dialogue is
conducted through coalitions of RI investors, such as those participating in the
Carbon Disclosure Project (CDP). The CDP is a coalition of institutional investors
urging the largest corporations in the world to measure and disclose their carbon
emissions.

Between 30 and 40 percent of the U.S. and European RI industries currently
engage in some kind of shareholder activism or dialogue (Eurosif 2008; U.S. SIF
2008). While the U.S. RI industry is active in filing shareholder resolutions and
public engagement, Europe is notably active in direct private engagement (Louche
and Lydenberg 2006).

Organizational Approach

The organizational approaches that asset owners and money managers—be they
pension funds or foundations, banks, private money managers, or mutual funds
and unit trusts—choose to implement their RI strategies vary depending on
whether they choose to conduct these activities internally or outsource them
to vendors. Activities that can be outsourced include research, screening, and
engagement.

On the research side, responsible investors have the option of either build-
ing their own in-house research team to evaluate the social and environmental
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records of publicly traded companies, or purchasing such services from specialized
vendors. The advantage of having an in-house team is that RI investors can focus
their research on the specific CSR issues of greatest importance to themselves; or,
in the case of the managers of RI funds, they can perform their research on be-
half of others and tailor separate portfolios to the concerns of a variety of clients.
Examples of asset managers with in-house RI research capabilities—sometimes re-
ferred to as green teams—include F&C Investments and Morley Asset Management
in the United Kingdom; Société Générale in France; Dexia Asset Management in
Belgium/France; and Calvert Asset Management, Domini Social Investments, and
Pax World Mutual Funds in the United States. These teams typically range in size
from 5 to 15 researchers and are charged with developing the RI standards for
in-house funds, conducting CSR research on specific companies, and maintaining
lists of approved and excluded companies. In most cases, firms with in-house re-
search teams combine their own research with the research provided by one or
multiple outside research vendors.

Money managers or asset owners may also decide to rely primarily on out-
side RI research vendors for their RI research and screening. In this case, the firm
typically maintains an internal staff of one to three persons responsible for over-
seeing research obtained from vendors and creating approved or excluded lists
from that research. (See the next section for a listing and description of research
providers often used by RI investors.) By using an outside vendor, the manager
or asset owner relies on research criteria and screening methodologies developed
by what are generally regarded as independent and high-quality parties, thereby
avoiding the internal decision making and expense of customized research and
screening. This approach is often adopted by money managers wishing to serve an
RI clientele along with their other conventional clients, but choosing not to make
RI a primary focus.

On the engagement side, similar options for the developing of in-house exper-
tise or the outsourcing of services exist. (See the next section for a description of
organizations providing outsourced engagement services.) An additional consid-
eration for RI investors taking up the engagement tactic is whether to act alone
or in coalitions with others as they approach corporations on social and envi-
ronmental issues. As RI becomes an increasingly accepted practice, the trend is
toward engagement in broad-based coalitions. One of the largest and most suc-
cessful of these currently is the Carbon Disclosure Project, which as of 2009 in-
cluded some 475 institutional investors with combined assets of approximately
$55 trillion, seeking disclosure from the largest corporations in the world regard-
ing their carbon emissions. In the United States, since the early 1970s, the Interfaith
Center on Corporate Responsibility, a coalition of some 300 institutional investors,
mainly religious organizations with combined portfolios worth an estimated
$45 billion, has served as a coordinating organization for those engaging with cor-
porations on a wide variety of CSR issues. In the Netherlands, VBDO, the Dutch
Association of Investors for Sustainable Development, provides voting services
and engages with companies in order to direct corporate policies and behavior
toward sustainable performance. It has provided voting advice since 2005 to its
clients and engages in dialogue with publicly traded Dutch companies on their
behalf.
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EngagementRelative SelectionInclusionAvoidanceStrategy

Best-in-classPositiveNegativeScreening Mode of 
engagement

Dialogue
Shareholder resolution

Proxy voting

Organization

Type of criteria Weighting system

Coalition
Individual

In-house
Outsourced

Full Partial OverlayDegree

In-house research
Outsourced research

Exhibit 21.7 Map of Approaches to Responsible Investment

Coalitions have the advantages of pooled resources and coordinated action in
approaching companies, increasing the chances for a successful engagement. In
particular, they raise the level of seriousness of dialogue by assuring corporations
of a breadth of concern for specific issues.

The approaches to RI outlined in this section are summarized in Exhibit 21.7.

MAJOR PLAYERS IN THE RESPONSIBLE
INVESTING FIELD
As RI has evolved, the number and variety of players in the field has increased.
Since the late 1990s RI investors have come to encompass individuals, small insti-
tutions, and, increasingly, large government and private pension funds. A growing
number of specialized RI research firms and rating agencies, as well as in-house
green teams within mainstream money management firms, have also emerged.
These in-house teams and outside research firms play a crucial role in supporting
the engagement between the financial community and corporate management on
social and environmental issues and are important intermediaries between com-
panies and fund managers as they have gained legitimacy in their assessments of
companies (Louche, Gond, and Ventresca 2005).

The major players in the RI community today can be divided into three basic
categories: asset owners, providers of support services to the RI field, and related
organizations.
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Asset Owners

The asset owners category refers to retail and institutional investors investing their
funds according to RI principles.

Retail Investors
Retail RI investors are individuals wishing to invest in corporations that have pos-
itive social and environmental records and to avoid those with more questionable
records. They usually invest in RI mutual funds (unit trusts) or, if they are par-
ticularly wealthy, through separate accounts managed by private banks or trust
offices. They are typically driven by a desire to use their investments as part of a
commitment to lives that improve the world.

The retail market for RI products is notably strong in the United States and
Japan. In the United States, retail investors, along with religious organizations,
were historically one of the driving forces of the RI movement as it evolved during
the 1970s and 1980s (Louche and Lydenberg 2006).

According to the U.S. Social Investment Forum, as of 2007 in the United States
there were 260 RI mutual funds with $202 billion in assets. These funds primarily
serve retail RI investors and retirement savings plans (defined contribution pen-
sion plans) for individuals. In Europe, the number of RI retail funds in 2008 was
437, representing €49 billion in assets.

Retail investors may participate in the RI market individually or through re-
tirement savings plans offered by institutional investors. For example, TIAA-CREF,
the retirement plan for many college and university professors in the United States,
offers its Social Choice Account, which as of year-end 2008 had assets of approxi-
mately $6.5 billion.3

In Japan, social investing began in the mid-1990s with the launch of a number
of retail funds with environmental and sustainability themes (ASrIA 2003; Sakuma
and Louche 2008; Solomon, Solomon, and Suto 2004). As of 2007, there were some
34 RI funds in Japan with combined assets of approximately ¥58 billion, or approx-
imately US$3 billion (Sakuma and Louche 2008). Institutional investors currently
play a relatively minor role in the Japanese RI market.

Institutional Investors
Since the late 1990s, institutional investors, particularly in Europe, have become
a major factor in the responsible investment movement (Albareda and Balaguer
2009). In the 1970s and 1980s in the United States, a substantial number of state and
municipal pension funds participated in the South Africa divestment movement
to protest the apartheid legal system there. At its peak, many of the major pension
funds in the United States, including those of the states of California, New York,
New Jersey, Massachusetts, and Wisconsin, with hundreds of billions of dollars
in assets, had policies limiting investments in companies doing business in that
country (Massie 1997). With the dismantling of apartheid in 1994, these American
pension funds pulled back from RI activities.

With the growth of interest in sustainability in Europe starting in the mid-
1990s, and the simultaneous privatization of many industries previously in state
hands, governments and institutional investors became increasingly interested
in responsible investment. Governments, including the European Union, began
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11 Spain
10 Canada
9 Austria
8 Norway
7 Belgium
6 Italy
5 Australia
4 Sweden
3 France
2 Germany
1 U.K.

Pending20082005200420012000

Exhibit 21.8 The Adoption of Disclosure Regulations for Pension Funds

promoting the concept of corporate social responsibility, and various national and
local pension funds began adopting aspects of RI. One early move in the pro-
moting of RI among institutional investors came in the late 1990s and early 2000s
when the governments of the United Kingdom, Germany, and Sweden, among
others, adopted policies requiring pension funds to state whether they took social
and environmental considerations into account in their investment practices (see
Exhibit 21.8). At the EU level, discussions around increased transparency by institu-
tional investors on their RI practices were underway as of early 2009 (Eurosif 2009).

As a result of these RI disclosure requirements, a number of large European
pension plans have increasingly adopted specific RI practices. The Norwegian
national pension fund has established specific screens on weapons, human rights,
bribery, and the environment.4 The Swedish national pension plans have varying
policies, including several with weapons and human rights screens.5 The French
Fonds de Réserve pour les Retraites (Retirement Reserve Fund) is planning to
apply sustainability criteria across all asset classes.6

One of the most significant developments in the institutional investor field,
however, has been the creation of the Principles for Responsible Investment (PRI),7

under the aegis of the United Nations Global Compact. Launched in 2006, the PRI
had been endorsed by approximately 150 pension funds and other large institu-
tional investors as of early 2009, including major pension funds from throughout
the world.

By signing the PRI, they agree to implement six basic practices in their
investing:

1. Incorporate ESG issues into their investment analysis and decision making.
2. Incorporate ESG issues into their ownership policies and practices.
3. Seek ESG disclosure.
4. Promote the PRI principles within the financial industry.
5. Work cooperatively to implement the PRI principles.
6. Report on progress in implementing the PRI principles.

The PRI is particularly significant because it provides a forum to institutional
investors for consensus building on best practices, collaborative action, engage-
ment, and the promotion of academic work in the field.
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Support Services

This second category consists of actors that provide support services to the RI. It
consists of money managers, financial consultants, research providers, and those
offering engagement services.

Money Managers and Financial Consultants
As the market for RI has grown, the financial community has also responded.
Having treated RI with suspicion as it emerged in the 1970s and 1980s, many, if
not most, large financial institutions now offer RI services.

A number of mainstream money managers and financial institutions in the
United Kingdom have committed to applying responsible investment principles
to all of their assets. These include:

� F&C Investments. F&C describes its commitment to responsible investment
as “fundamental to our global investment philosophy across all our funds.”
In addition to managing some £3.4 billion in funds with RI screens, it en-
gages with corporate management on behalf of all its own funds, as well as
providing an engagement service to others.8

� Hermes Asset Management. Owned by its largest client, the BT Pension
Scheme, Hermes describes itself as “completely committed to responsible
investment and the long-term approach that it entails.” Hermes manages
some £27 billion in funds for a variety of clients, including BT, with an
interest in responsible investment.9

� Co-operative Bank. A part of the Co-operative Group, a large UK consumer
cooperative organization, the bank had £18 billion in unit trust assets under
management as of September 2008 and analyzes “social, ethical, environ-
mental and other company management issues (e.g., ‘fat cat’ pay) across all
the funds we manage.”10

RI money managers serve a variety of clients with a variety of social and en-
vironmental considerations. One fast-growing segment of the RI market is Islamic
investing. Investors in Islamic countries have become increasingly interested in
developing and applying approaches based on the teachings of the Koran. As
interpreted by most Sharia committees (local committees of clerics charged with
applying the Koran’s principles to daily life), the Islamic approach resembles tra-
ditional Christian RI screening in that, for example, it avoids companies producing
alcohol. However, its interpretation of the Koran’s condemnation of usury can re-
quire the screening out of financial services companies. According to a report by
the Oliver Wyman consulting firm, Islamic finance will reach $1.6 trillion in as-
sets by 2012, and as of year-end 2007 had $660 billion under management (Zaywa
Finance 2009).

As interest in RI has grown, financial consultants—who serve as gatekeepers
for institutional investors, advising them on management practices and helping
them implement their financial objectives—are increasingly recognizing responsi-
ble investment as a legitimate discipline and advising interested clients on how
best to enter the field. Among the major financial consulting firms with RI teams
in place as of 2009 were Mercer and Cambridge Associates.
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Research Providers
To serve the growing need for data to implement RI strategies and tactics, a num-
ber of RI research organizations have sprung up. These organizations provide
background data on the social and environmental records of publicly traded com-
panies, rating and ranking their performance. The information they provide is
used primarily by institutional investors for investment decisions or shareholder
engagement.

In 2007, the French consultancy Observatoire sur la Responsabilité Sociétale
des Entreprises (ORSE), in an update of a study originally published in 2001, sur-
veyed the methodologies and services of 30 RI research and rating organizations
(ORSE 2007). Among the major firms are EIRIS (United Kingdom), GES Invest-
ment Services (Scandinavia), Jantzi-Sustainalytics (Canada and the Netherlands),
PIRC (United Kingdom), RiskMetrics Group (including KLD Research & Analytics,
United States), SIRIS (Australia), and Vigeo (France).

Engagement Services
Engagement with corporations to encourage positive change has been an important
feature of RI since its inception. During the 1970s, engagement was in many senses
the primary focus of RI in the United States. Since 2000 it has become increasingly
an important part of the sustainable investment movement. Among organizations
with a strong focus on engagement as of 2009:

� F&C Investments, which has an engagement protocol called Responsible
Engagement Overlay (reo) that it applies to all its assets plus an additional
£63 billion of funds managed by other investment institutions.11

� Principles for Responsible Investment Engagement Clearinghouse, which
provides its institutional investors with a platform for sharing informa-
tion on engagement activities and encourages collaborative engagement
efforts.12

� GES Investment Services Engagement Forum, which facilitates collaborative
actions among Northern European institutional investors, with a particular
focus on encouraging companies to meet international norms on social,
environmental, and governance issues.13

In addition, proxy voting advisory services, such as RiskMetrics Group and
Glass Lewis in North America and PIRC in the United Kingdom, provide recom-
mendations on how to vote on the numerous shareholder resolutions filed each
year on corporate governance, social, and environmental issues.

Related Initiatives

The last category of actors covers all other organizations and initiatives that are
involved and active in the field of responsible investment. It consists of trade
organizations, think tanks, national stock exchanges, and national governments.
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RI Associations and Think Tanks
With the growth of RI, a number of associations facilitating networking, meetings,
and the promotion of best practices have evolved. These initiatives bring together
professional practitioners, researchers, and academics.

The most widespread model for these associations is the social investment forum,
or SIF. As of 2009, the European Social Investment Forum (Eurosif) served as an
umbrella for seven European national SIFs—Belgium, France, Germany, Italy, the
Netherlands, Sweden, and the United Kingdom—and was affiliated with four
other SIFs in Asia, Australia, Canada, and the United States.14

In addition to the Principles for Responsible Investment, other coalitions of in-
vestors organized around particular issues, such as the Carbon Disclosure Project
and the Investors Network on Climate Risk, are also increasingly emerging and
attracting widespread participation. In addition, organizations such as the En-
hanced Analytics Initiative have been formed to influence money managers and
fund owners to factor into their investment practices those negative and positive
externalities relating to ESG that companies have created.

An increasing number of RI academic research initiatives are also underway,
including the Moskowitz Research Program at the Center for Responsible Busi-
ness at the University of California, Berkeley; the Sustainable Investment Research
Platform, hosted by the Umeâ School of Business in Sweden and sponsored by
the Mistra Research Program on Sustainable Investments; the European Center for
Corporate Engagement, a joint initiative of Maastricht University and RSM Eras-
mus University in the Netherlands; and the Initiative for Responsible Investment
at the Harvard University Kennedy School.

National Governments and Stock Exchanges
Also enhancing the growth of SRI around the world have been initiatives by gov-
ernments and national stock exchanges to promote corporate social responsibility,
along with the creation of socially responsible stock indexes by private parties.

To overcome one important barrier to the implementation of SRI in the equities
market—the lack of data on the corporate social responsibility records of publicly
traded companies—a number of national governments have taken steps, some-
times in conjunction with their national stock exchanges, to encourage and even
mandate increased CSR disclosure (Investments 2008). Among countries engaged
in these efforts are the following:

� The government of France in 2001 mandated disclosure in financial reports
of some 40 key CSR data points by publicly traded companies.

� The government of Malaysia has required publicly traded companies to
disclose CSR data in their annual reports since 2007 and imposed CSR re-
quirements for companies listed on its national stock exchange.

� In South Africa, the JSE Limited (formerly the Johannesburg Stock Exchange)
has published its SRI Index since 2004, listing companies with the best CSR
records.

� The government of Sweden has mandated that companies with state owner-
ship report on their CSR records by 2009, following the guidelines developed
by the Global Reporting Initiative.
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� The government of Denmark mandated in late 2008 that the 1,100 largest
companies in that country begin disclosing CSR data or report on why they
do not do so (Cooper 2009).

In addition, a number of RI research firms around the world have created in-
dexes of their own, listing companies they believe fit various criteria for responsible
investors. ORSE (2007) lists 12 groups of such indexes, including those maintained
by KLD Research & Analytics; SAM Group and Dow Jones; and EIRIS and FTSE.
These indexes serve as the basis for a number of financial products.

MAJOR CHALLENGES OF RI TODAY
Despite the growth in interest in RI over the past 30 years, RI remains a niche
market within the traditional financial community and a number of important
questions confront the field as it continues to evolve. Four of the major challenges
are:

1. Can RI become mainstream?
2. Can RI be applied across all asset classes?
3. Can RI develop tools to measure sustainability risks and rewards?
4. Can RI address the issues raised by the financial crises of 2008–2009?

Can RI Become Mainstream?

The increasingly global reach of the RI industry has led some authors to conclude
that RI is becoming mainstream (Friedman and Miles 2001; Sparkes and Cowton
2004; World Economic Forum 2005; Zadek, Merme, and Samans 2005). Investment
managers, brokers, and fund managers are increasingly interested in RI or spe-
cific RI issues such as the environment (Ambachtsheer 2005; PLEON 2005; Taylor
Nelson Sofres 2003). A 2007 survey showed that there is a common belief among
investors that RI is expected to grow by 25 percent per annum over the next few
years and become mainstream by 2015 at the latest (Robeco and Booz & Company
2007).

Money managers such as Generation Investment Management, where former
U.S. Vice President Al Gore is a partner, view the practice of sustainable investment
as a source of competitive advantage. In addition, regulatory pressures, collabo-
rative initiatives such as the Principles for Responsible Investment, and the trend
toward shareholder engagement are bringing RI into the mainstream.

However, a number of hurdles remain before RI will be fully accepted:

� Models quantifying ESG data in stock valuation need to be developed. A
2005 World Business Council for Sustainable Development Young Managers
Team and the UN Environmental Program Financial Initiative survey found
that young financial analysts felt unequipped to incorporate ESG issues into
mainstream company analysis (Jaworski 2007; WBCSD and UNEP Finance
Initiative 2005).

� Cross-fertilization between mainstream financial analysts and ESG special-
ists needs to be encouraged.
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� The dominant single-dimensional assessment of companies only on financial
dimensions needs to move toward multidimensional models that include
ESG issues.

� The communications gap between companies and investors with regard to
ESG issues and their relation to materiality needs to be overcome.

� The inherent short-termism of today’s financial markets that undercuts the
long-term orientation of RI needs to be addressed (Guyatt 2006; Juravle and
Lewis 2008).

Can RI Be Applied across All Asset Classes?

Discussions about RI in academic literature and the general press often focus on its
theory and practice in relationship to publicly traded corporations. Increasingly RI
practices are also applied to other asset classes—most notably cash, fixed income,
and real estate, but also private equity and hedge funds.

� The Institute for Responsible Investment (2007) has noted that although the
underlying principles of RI remain the same for each asset class, the specific
social and environmental issues that they are most naturally suited to ad-
dress vary from one asset class to another. For example: Cash investments
in banks, credit unions, and revolving loan funds are naturally suited for
local community economic development, particularly serving the histori-
cally underserved. Microfinance is currently a prominent example of RI’s
integration into the asset class of cash.

� Fixed-income investments in the bonds issued by national and local
governments are particularly well suited for the creation of large-scale
public goods such as affordable housing, transportation infrastructure, and
education. In the United States, Community Capital Management and RBC
Global Asset Management’s Capital Access Strategies are examples of the
use of this asset class to support affordable housing and environmental
infrastructure projects.

� Real estate investments are naturally suited to promote environmentally
sustainable communities emphasizing proximity to public transportation,
walkability, and energy-efficient properties. The UN Environmental Pro-
gram’s Financial Initiative Real Estate Property Working Group, for example,
is currently promoting best practices in sustainable real estate development
among institutional investors.

A major question for RI is whether it can develop a theory that applies RI to
all asset classes.

Can RI Develop Tools to Measure Sustainability
Risks and Rewards?

Contemporary investment practice is dominated by the measurement of risk and
reward in relation to price-based benchmarks. Risk (usually defined as volatility
or beta) and rewards (usually defined as excess risk-adjusted returns or alpha) do
not account for the social and environmental risks and rewards of investments.
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Pioneering work has been done by RI research firms such as Trucost in quan-
tifying environmental risk—in Trucost’s case, quantifying the carbon footprint of
companies and the implied financial risk.15 The RI research firm Innovest (acquired
by RiskMetrics Group in 2009) has produced “intangible value assessments” that
capture the social and environmental capital created by firms.16

In 2005, Freshfields Bruckhaus Deringer, a prominent international law firm,
concluded that investment managers’ fiduciary duties should not necessarily pre-
clude or overly hamper RI (Freshfields Bruckhaus Deringer 2005). According to
this report ESG information should be taken into account whenever it is relevant
to the investment strategy. Where the link between ESG factors and financial per-
formance is recognized, the integration of ESG is not only permissible but even
advisable.

How best to report on the full range of social and environmental risks and
rewards of investments is a question the RI community needs to address.

Can RI Address Issues Raised by the Financial
Crises of 2008–2009?

The worldwide financial crises of 2008–2009 have raised questions about the wis-
dom of many of the practices of contemporary investing driven by the application
of modern portfolio theory (MPT). Whether RI can construct a theoretical frame-
work that justifies its approach as an alternative to certain aspects of MPT remains
an unresolved question. Without such a theoretical framework, however, it is un-
likely that RI will be able to replace or modify in a meaningful way the investment
practices that led to these crises (Lydenberg and Sinclair 2009).

NOTES
1. From the 1970s through 1994 many pension funds and other institutional investors,

particularly in the United States, had adopted South African divestment policies, but in
general they withdrew from the RI field with the dismantling of apartheid in 1994.

2. For those interested in an extensive annotated bibliography of academic studies on this
topic, see the web site maintained by the Center for Responsible Business, sristudies.org.

3. See TIAA-CREF’s web site at http://www.tiaa-cref.org/ (accessed April 8, 2009).

4. See Norges Bank Investment Management’s web site at http://www.norges-bank.no
(accessed April 8, 2009).

5. See http://www.ipe.com/news/Swedish buffer funds exclude cluster bomb
investment 29115.php (accessed April 8, 2009).

6. See FRR’s web site at http://www.fondsdereserve.fr/ (accessed April 8, 2009).

7. See PRI’s web site at http://www.unpri.org/ (accessed April 8, 2009).

8. See F&C’s web site at http://www.fandc.com/new/aboutus/Default.aspx?id=82810
(accessed April 8, 2009).

9. See Hermes Investment’s web site at http://www.hermes.co.uk/abt our philosophy
.aspx (accessed April 8, 2009).

10. See Cooperative Bank’s web site at http://www.co-operativeinvestments.co.uk/
servlet/Satellite/1204616032483,CFSweb/Page/Investments-UnitTrustsAndISAs
(accessed April 8, 2009).
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11. See F&C web site at http://www.fandc.com/new/institutional/Default.aspx?ID=80961
(accessed April 9, 2009).

12. See the PRI web site at http://www.unpri.org/workstreams/#1 (accessed April 9, 2009).

13. See the GES web site at http://www.ges-invest.com/pages/?ID=70 (accessed April 9,
2009).

14. See the EuroSIF web site at http://www.eurosif.org/about eurosif/sifs/other sif s
around the world (accessed April 9, 2009).

15. See Trucost’s web site at www.trucost.com (accessed April 9, 2009).

16. See RiskMetrics web site at http://www.riskmetrics.com/sustainability (accessed April
9, 2009).
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CHAPTER 22

Microfinance*

ANTONIO ARGANDOÑA
Professor of Economics, “la Caixa” Chair of Corporate Social Responsibility
and Corporate Governance, IESE Business School, University of Navarra

INTRODUCTION
Although microfinance as a practice is probably very old, the term itself is very
recent. It started to be used in the 1960s and 1970s when organizations such as
ACCION International, Opportunity International, and Grameen Bank started to
grant small loans (less than US$100) to microentrepreneurs, mostly women. These
loans were backed by a group guarantee, thus overcoming the lack of collateral
which was the main reason why commercial banks neglected the low-income
segments of the population.

Since then, microfinance has experienced considerable growth. In 2006,
Muhammad Yunus and the Grameen Bank were awarded the Nobel Peace Prize
“for their efforts to create economic and social development from below.” In award-
ing the prize, the Nobel committee wrote, “From modest beginnings three decades
ago, Yunus has, first and foremost through Grameen Bank, developed microcre-
dit into an ever more important instrument in the struggle against poverty.”1 At
present, microfinance is a standard tool in development and poverty reduction
policies. It is estimated that in 2007 the volume of outstanding microcredits in the
world stood at about US$25 billion, with about 125 to 150 million beneficiaries
(Financial Times 2008, 1).2

The social goal pursued by the microcredit lending agencies gave them an
aura of respectability that they have maintained over the decades. However,
with the passing of time, critical voices have also emerged: Some of the fea-
tures that made microfinance attractive have been lost or become blurred, such
as the joint liability (see later section on microcredits, discussing group guaran-
tees). Other questionable aspects, such as the high interest rates charged by the
microcredits, have been maintained, and microfinancial institutions (MFIs) have
placed increasing emphasis on their operations’ economic sustainability, which
has led some to think that they were not being true to their social function and
ethical mission.

∗This chapter forms part of the activities of the “la Caixa” Chair of Corporate Social Respon-
sibility and Corporate Governance, IESE Business School.
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This chapter offers an overview of microfinance and a detailed discussion of
the ethical problems associated with it. There is a very extensive literature on
microlending,3 but the literature that is specifically concerned with its ethical di-
mension is very limited (Hudon 2006, 2007, 2009; Vakulabharanam and Motiram
2007; Vanroose 2007). The following sections discuss the concept and scope of mi-
crofinance and the features of the microcredits, after which the chapter turns to
issues with a more substantial ethical content: microfinance’s social responsibil-
ity, the debate over the MFIs’ financial sustainability versus their social function,
and the ethical issues raised by setting interest rates and the MFIs’ right to earn a
profit. The chapter closes with some conclusions.

MICROFINANCE
The shortest definition of microfinance, and perhaps the most comprehensive, is
the provision of financial services to poor, low-income people who, in normal
conditions, would not have access to them (the unbankables). The reasons for this
exclusion may be their location (farmers who live far away from towns); their lack
of income (which makes it difficult to repay the loan) or assets (which keeps them
from providing any surety); their lack of a financial track record; or other reasons,
which altogether mean that the potential client is not profitable for a traditional
financial institution. Microfinancial services started with the microcredits, but they
also include payment methods (cards, transfers, emigrant remittances), savings
instruments (current and savings accounts and other assets), insurance, pension
funds, financial leasing, and so on. This extension is based on the realization
that microentrepreneurs’ needs go much further than credit and may also include
training, creation of social networks, education, health, access to land ownership,
and information.

Microfinancial services are provided by a broad range of organizations, in-
cluding commercial banks, nonbank financial companies, public and development
banks, and credit unions, both nonprofit and for-profit. The institutional landscape
is completed with (1) the providers of funds, which may be the clients themselves
(through deposits) or other financial institutions, such as unit trusts, private eq-
uity, and public or private donors; (2) partner financial institutions that render
services to foundations or NGOs; and (3) supranational organizations that create
microlending networks, such as ACCION International, Women’s World Banking
(WWB), Kreditanstalt für Wiederaufbau (KfW), and the Small Enterprise Education
and Promotion (SEEP) Network.

The goal of microfinance is to ameliorate poverty and underdevelopment. It
is based on two basic assumptions: (1) The lack of access to financial services is
a major (although not the only) cause of poverty, and (2) access to credit is key
for the development of entrepreneurial projects that will provide borrowers with
a stable income, assets, and the knowledge and skills that will enable them to lift
themselves from poverty, thereby extending the impact to the local community
(through the creation of jobs and income, the generation of new ideas) and to the
country as a whole. This assumption implicitly holds another within it: There is
a considerable supply of entrepreneurial ability, even among people without any
financial resources or specific training.
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MICROCREDITS
Based on the practices of the Grameen Bank, microcredits are usually identified as
having the following 12 features (Armendáriz de Aghion and Morduch, 2005):

1. They are for small amounts.
2. The beneficiaries are poor or very poor families and, within them, partic-

ularly women.
3. Their goal is to help the beneficiaries put an end to a state of poverty

by generating self-employment activities or entrepreneurial projects and,
sometimes, enabling construction or purchase of a dwelling; but the mi-
crocredits do not cover day-to-day expenses.

4. They are not backed by physical collateral or a contract whose performance
can be enforced by law but are founded instead on trust.

5. In order to obtain the credit, the beneficiary must belong to a group (group
lending); considerable importance is given to the creation of social capital
among the participants.

6. The guarantee is collective, with joint responsibility by the entire group.
7. The microcredit program develops a distinctive credit selection and man-

agement methodology and a personalized system for relations between
the MFI’s staff and its clients; it is the bank that goes to the client and not
the client who goes to the bank.

8. Interest and capital are paid in regular installments at frequent periods
(every week or fortnight) and in public.

9. The credits are granted in a continuous sequence. The quantity offered in
each new credit increases and is conditional upon prior repayment of the
previous loans by all of the group’s members.

10. The lending program is complemented with compulsory or voluntary sav-
ings programs.

11. The interest rates stipulated do not seek to provide an attractive return
for investors but to guarantee the program’s sustainability. However, the
sustainability goal is subordinated to providing a service to the poor.

12. The loans are usually granted through nonprofit organizations or institu-
tions owned by the users themselves (cooperatives), although participation
is also open to for-profit institutions.

However, microlending can take many and varied forms, such that, in practice,
there is no unanimous—or even majority—agreement on each of these individual
features. Let us examine each of these features more closely.

1. Amount. A microcredit is the act of lending a small amount, less than
what is usually lent in commercial banking. Its amount depends on the
borrowers’ ability to use it effectively and, above all, on their ability to pay
interest and return the capital in various installments.

2. Beneficiaries. Microcredits usually target people who are close to the poverty
threshold (they live on slightly more than two dollars a day), “poor” people
(who live on less than two dollars a day), and “destitute” people (who
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live on less than one dollar a day). The ethical problems arising from the
microloans’ goals and beneficiaries are discussed later in this chapter.

3. Women. Preferential lending to women is based on three assumptions:
(1) They are better administrators than men; (2) the money they re-
ceive will have a greater effect on the family’s well-being, particularly on
the children; and (3) in many countries, they are discriminated against in
the development of their abilities and the roles they can perform, with the
consequence that the microcredits may be a useful tool for increasing their
empowerment and improving their status and opportunities. In fact, many
microcredit programs target primarily women (97 percent, in the case of
the Grameen Bank, for example [Financial Times 2008]).4

4. Microenterprises. The microcredit’s purpose is not to solve occasional prob-
lems caused by lack of income but to start a self-employment program
or create or expand a microenterprise. Borrowers may buy a business or
farmland, operate a small industrial or craft business, engage in retail sale,
street-selling, farming, and so on. The intention is that borrowers be able to
generate future income that will enable them to pay interest and return the
loan. This purpose of the microcredit is based on two assumptions: (1) that
poor people have entrepreneurial abilities that they cannot put to good
use due to lack of financial resources, so that providing these resources
will enable them to change their lives; and (2) that self-help is much more
effective than public or private aid targeting the low-income population.

5. Other uses. Rather than restricting the microcredit to an income-generating
function, other authors suggest that the borrower be allowed to decide
how the funds are used, which may also include covering extraordinary
expenses (a wedding, a funeral, or a disease), a temporary fall in income (a
bad harvest), the purchase of a trousseau or educational expenses, and so
on (Nourse 2001).5 However, if the microcredit is used for consumption, it
may be harder for borrowers to repay it, and its economic impact may be
more limited.

6. Group guarantee. Microcredits are usually not granted against a physical
guarantee but on the basis of trust. Accordingly, credit applicants join
groups that perform a variety of functions: share information, negotiate
together, monitor other borrowers’ compliance, and even share in their
members’ liability, undertaking to pay their debt if the borrower defaults.

The most distinctive feature of microlending, at least in its early stages,
is this group liability. Because the borrowers have no assets, individual
guarantees are replaced by that of the group, whose formation is facili-
tated by the fact that the members already know each other. These mem-
bers join the group voluntarily and usually live in the same place. The
group’s meetings with the MFI’s representative are held in public, and at
these meetings, each member makes her payment in the presence of all
the others. The fact that it is a group enables members to monitor each
other’s compliance and bring pressure to bear on defaulters, appealing to
incentives such as reputation loss, shame, or reprisals.

However, many authors criticize joint liability. For example, it raises
free-rider problems (Stiglitz and Weiss 1981); the fact that liability is ac-
cepted jointly may attract potential borrowers with a higher risk (adverse
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selection) and encourage higher-risk behaviors (moral hazard). And it may
also have a domino effect, when nonpayment by one member of the group
induces the others to also default if the liability they would incur is too
burdensome (Schreiner 2003). Therefore, if social pressure is to effectively
counteract these perverse incentives, it must be very strong, perhaps un-
justly so.

7. Individual guarantee. In spite of the success achieved with the group credit,6

many MFIs do not work with groups, and some of those that do are reduc-
ing the percentage of their portfolio made up of group loans (including
Grameen Bank). This may be for efficiency reasons: Many of the advan-
tages previously discussed (sharing information, peer pressure to abide
by the contract, and mutual help) are the result of the group treatment
of credit, without any need for joint liability. It may be appropriate in the
program’s early stages, but when the group and the MFI have obtained
the necessary information on each member and the member in question
has already acquired some real guarantees and a greater confidence in her
project, the individual guarantee may offer more advantages (Drugov and
Macchiavello 2008).7

8. Repayment. When the loan is granted, regular installments are specified
for paying interest and returning the capital (the installment amount is
constant during the loan period). The first installment is usually a few
days (often one week) after the loan is granted, and the installments are
also spaced closely together (weekly or fortnightly) during the loan’s term
(usually 6 to 12 months). Using this procedure, the amount of each install-
ment is low, which facilitates regular payment and reduces monitoring
costs.

9. Bank-client relationship. The public nature of the transactions and the unique
relationship between clients and the MFI also play a major role, which starts
with the formation of the group, the discussion of the microcredit’s terms,
and the provision of the money. It is not the client who goes to the bank but
the bank that goes to the client. Meetings are usually held at the borrowers’
village or town, often in a public place, such as the market square. The
MFI’s employee comes weekly or fortnightly, meets with each group of
borrowers (attendance is compulsory) to discuss any problems that have
arisen, and reviews the credit’s status. At this meeting, each member of
the group pays her installment in the presence of the other members; if a
member cannot pay, she must say so at this time because the meeting is
usually not concluded until the employee has received all the payments,
either from the borrower or from the other members of the group. Under
this system, the defaulter is under very strong pressure from the group,
which explains, at least in part, the high repayment rates obtained with
these loans.

10. Credit scaling. The incentive to repay the loan within the stipulated period is
not just based on the social costs (reputation and shame) but also on the fact
that honoring the loan’s terms by all of the group’s members is a necessary
condition for entitlement by any one of them to future loans. These loans
usually follow a progressive scale: The first loan is small, which makes it
easy to return and reduces the group’s monitoring costs. When this loan
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has been fully repaid, clients may have access to other loans for higher
amounts. This is in the interest of each member, because they can now
ask for larger sums; in the interest of the group, because their monitoring
costs are now lower; and in the interest of the MFI, because its costs are
reduced by economies of scale. It is common for the first two or three loans
to a client to provide very little return, because the administrative costs are
very high compared with the quantity lent (Roodman and Qureshi 2006).

11. Savings. The MFIs usually encourage their clients to save voluntarily, or
else they impose a compulsory savings amount that is included in the mi-
crocredit installments. By this means, the borrower shows her willingness
to abide by the terms of the loan; it provides an additional guarantee for
the credit and complements the repayment installments; it provides an
additional source of income for the family; and it helps develop habits of
austerity, good administration, and thinking about the future. Compul-
sory saving also provides an incentive for punctual performance of one’s
obligations, because noncompliance of the compulsory saving condition
may entail loss of the quantity saved and exclusion from future credits.
However, the savings increase the cost of the credit to the borrower and
provides a surplus to the MFI, due to the differential between the interest
rate paid on the loan and the interest received on the savings.

12. Interest rates. The microcredits’ interest rates are usually high, often above
100 percent per annum. This raises efficiency and, above all, equity prob-
lems, which are discussed later in this chapter.

THE SOCIAL RESPONSIBILITY OF MICROFINANCE
Is microfinance ethical? The most common answer is yes: Microfinancial institu-
tions’ moral legitimacy is given by the goal they pursue. But what goal provides
moral justification for MFIs? To help determine this, it is helpful to consider (1)
how they perform their social responsibility and (2) what are the social results
achieved.

The Social Function of Microfinance

In principle, the social function of any organization is justified by its internal and
external mission (Pérez López 1993). The former is defined by its contribution to
satisfying those needs that drive its members to pool their effort in a common
task: how it rewards the labor and capital provided, and how it sustainably and
efficiently offers satisfaction, knowledge, and skills to employees, while earning
a profit in the case of a business enterprise. The external mission is defined by
the needs of clients, suppliers, local community, and other groups that it tries to
satisfy, including its actions’ impact on outside stakeholders. This external mission
is specific to each type of company. In the case of financial institutions, it will be the
provision of brokerage services that facilitate the flow of savings toward investment
(Argandoña 1995; Merton and Bodie 1995). Each MFI will adapt this generic social
function to its nature (commercial bank, hedge fund, insurance company, and so
on) and to the environment in which it operates (for example, whether it is a
developed or emerging country).
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Each MFI defines and implements its mission to a greater or lesser extent and
expresses it in a series of voluntary policies: in the case of the MFIs, the provision of
financial services (generic social function) to people who until now were excluded
from the system (specific function arising from the nature of their activity and the
environment they operate in). This is then implemented using different models.
Some of them minimally fulfill their social function while trying to maximize
profits; others give more weight to social results, although they also try to cover
their costs; and, lastly, others emphasize helping the most needy, even if this entails
incurring losses, which are covered by donations. We can therefore say that all MFIs
fulfill, at least in principle, the generic social function of financial institutions, but
the degree to which they assume their specific responsibilities varies in each case,
depending on how they have voluntarily defined their external mission.

Social Results

It is not easy to measure the social results of microfinance, because these organ-
izations usually pursue different goals that cannot be measured by applying uni-
form criteria for society as a whole (economic development, poverty reduction,
women’s empowerment), for their clients (improve the microentrepreneurs’ stan-
dard of living), or for the lending institution (its sustainability). Which goal is used,
or which goals are combined, is always a more or less arbitrary decision, and the
measurement of these variables is also subject to discrepancies.

The empirical studies of the measurement of social results do not show any
agreement on the results achieved, not even on one of these variables, and the
methods used in most of these studies are subject to serious criticism. Even so,
the best empirical studies support the microcredit programs’ effectiveness in re-
ducing poverty and empowering women.8 Dunford (2006) concludes his review
of several of these studies by saying that “in sum, the evidence seems suffi-
cient to say that [microfinance]—particularly when provided to relatively poorer
women—increases income and savings, improves nutrition and health, and em-
powers women” (12), and that “many microfinance programs are reaching large
numbers of very poor while fully covering their costs” (13). In regard to the effects
on the direct beneficiaries (microentrepreneurs and their families), there are many,
more or less anecdotal cases of very positive results, although it is not possible to
generalize very far from these conclusions.

It would seem, therefore, that an ethical appraisal of microfinance would give
a positive finding, at least in regard to its social function and results. But good
intentions or positive social results are not sufficient in themselves. Like any hu-
man organization, the MFI must also observe ethical criteria in its decisions, which
include fairness in granting the microloans, avoiding dependence and overbor-
rowing, and managing with prudence.

SUSTAINABILITY AND THE FIGHT
AGAINST POVERTY
The debate on the ethics of microfinance has focused recently on the compatibility
between its economic (cost coverage) and social dimensions (outreach). In this
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section, two issues are discussed: (1) whether the MFIs can and/or should be
financially sustainable,9 and (2) whether they can and/or should try to earn a
profit like the commercial banks—that is, whether for-profit organizations should
take part in microfinancing.

Microfinance has an economic dimension, and, as such, it is reasonable that
it be required to show efficiency in its management, which will manifest in cov-
erage of its costs and production of a surplus. However, microfinance is also an
instrument for social policies, and on the one hand, some (the so-called welfarists)
argue that it should subordinate its strategies and policies to its social function by
providing the best possible service at a price that can be afforded by the greatest
possible number of people, particularly the poorer people, even if this means that
it will always be dependent on donations and subsidies. On the other hand, the
institutionalists, while acknowledging the social function (outreach), add that fi-
nancial self-sufficiency is a necessary condition for the MFI’s survival and for the
expansion of its activity to more potential clients, as its social function requires,
without having to resort to a continuous injection of donations. Institutionalists
also hold that both goals should be compatible with each other, at least in the
medium term.

The debate between these positions has given rise to what Morduch (2000)
calls the microfinance schism. This debate can be analysed on two levels: historic
development and principles.

The Development of Microfinance

From the historic viewpoint, the discussion is a consequence of the organizations’
evolution. They started off as subsidized institutions in which the product was new,
the clients were not the conventional clients served by commercial banking, and
the risk was very high, so that cheap funds provided by subsidies were required
to cover start-up expenses. At that time, few people thought that MFIs would ever
be self-sufficient.

Over time the MFIs learned to manage their businesses. They improved their
procedures, increased their scale, and reduced their costs. Sustainability was no
longer a utopia, and, for some of them, it became a necessity because the growth of
their businesses forced them to look for broader sources of finance,10 while the con-
tinuity of donations was no longer assured since it was affected by the appearance
of other needs requiring the help of agencies and private donors. According to one
writer, “The challenge is not to find a willing lender and endow it with sufficient
loanable funds but, rather, to find a production function (a technology) that makes it
possible to produce quality financial services at reasonable costs for the micro-client
and in a profitable manner for the MFO [microfinance organization]” (González
Vega 1998, 7). At the same time, commercial banking had also entered the microcre-
dit business, and some nonprofit MFIs have now become for-profit organizations.11

In order to be sustainable, microfinance requires a mix of yield and risk that
gives it appeal. This may be feasible for some organizations but not for all of
them. Hence the danger that some may relinquish their social function for the sake
of sustainability—for example, by charging very high interest to increase their
profitability, or cutting back on their portfolio of very poor borrowers to reduce
their risk (Conning 1999).



P1: OTA/XYZ P2: ABC
c22 JWBT301-Boatright May 31, 2010 7:27 Printer Name: Hamilton

MICROFINANCE 427

Microfinance and Profit

The debate on principles has focused on criticizing those people who seek to earn a
profit by doing business with a country’s poorest people. However, I feel that this
view is mistaken. If someone intends to supply goods and services to those who
have nothing (such as severely disabled people or children in a state of complete
destitution), it is not reasonable to obtain anything from them because they have
no possessions. However, if they can give something, it is reasonable to ask them
for a little (such as asking people who go to charity-run community canteens to
help clean up afterward), not to obtain a personal profit at their cost but to help
them appreciate what they receive, to reduce costs (so that more people can benefit
from the service), and to restore their human dignity. Such an argument would be
even more justified if beneficiaries are provided with resources that enable them
to improve their situation, as is the case with MFIs. Therefore, it seems reasonable
for an MFI to require something in exchange from the microcredit’s beneficiaries,
including return of the capital and payment of interest. To say that these institutions
earn profits at the cost of the poor, and not by helping the poor, is to ignore the
very nature of business activity, portraying it as predatory.

However, this response does not give a final answer to the question of the
compatibility of sustainability and outreach. As Morduch explains, “Much of the
enthusiasm [about microfinance] rests on an enticing ‘win-win’ proposition: mi-
crofinance institutions that follow the principles of good banking will also be those
that alleviate the most poverty” (2000, 617). Obviously, this is true for some organi-
zations, but it is not necessarily true for all of them. Many MFIs have not achieved
a win-win solution nor is it likely that they ever will,12 either because that is not
their chosen strategy or because they are prevented from doing so by such fac-
tors as the regulatory framework, government attitudes, competition from other
financial institutions, and the impossibility of gaining access to cheap sources of
finance.13

In any case, a growing number of organizations are trying to make their social
function compatible with operational sustainability. This can also mean a rap-
prochement to the traditional banking model, either as a result of a deliberate
decision by the MFIs themselves or because they are forced to do so by the envi-
ronment in which they operate. It is not known what effects this may have in the
long run on the extent, depth, and nature of the microcredits.

THE ETHICAL PROBLEMS ASSOCIATED
WITH INTEREST RATES
A large part of the debate between institutionalists and welfarists is concerned with
the interest rates charged by the MFIs, which are often very high.14 This matter
raises three economic and ethical issues:

1. Are these high rates justified?
2. What should be the interest rate stipulated for each operation?
3. If, as seems logical, a high interest rate discourages the poorest clients, does

this effect give rise to a moral duty for the MFI?
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Why Are the Interest Rates So High?

The following arguments are usually given to justify the high interest rates
(Goodwin-Groen 2004):

� The alternatives available to microcredit clients also charge very high inter-
est rates. For example, informal lenders and pawnshops may charge up to
20 percent per day (Lewis 2008, 57).

� The profitability of microenterprises in developing countries is probably
very high, particularly in the informal economy.15

� The real interest rate is high because it includes a risk premium. The lender
takes into account the likelihood of a loan not being repaid and increases the
interest rate charged on all loans to cover the expected loss. And although
the microcredit repayment rate is usually very high (close to 97 percent in
many cases), as a group, the borrowers continue to be high risk, particularly
because of their vulnerability to external factors, such as poor harvests,
epidemics, and recessions.

� The MFIs need capital, which they obtain from private investors, and their
cost of capital is high because the MFIs’ risk is also high, because it includes
their clients’ risk premium.

� The interest rates must cover operational and transaction costs, which are
usually very high: The clients often live at a considerable distance from
towns, they are visited frequently, and the meetings are lengthy. In addition,
the administration costs (study and decision making, monitoring, enforce-
ment, and accounting costs) are not less than those of a traditional financial
institution, but because the amount of the loans is very small they are un-
likely to cover the organization’s overhead. (It is just as expensive to process
a microcredit for $50 as it is to process a loan for $10,000.)

The conclusion to be drawn from all this is that the high interest rates of MFIs
may be justified by the lenders’ cost structure and the borrowers’ risk. However,
the fact still remains that the interest rates are very high—and other costs must be
added that are borne by the borrowers, such as the monitoring costs by members
of their group (including the time spent in meetings) and compulsory saving.

The Fair Interest Rate

The issue of what interest rate should be charged in a specific operation corre-
sponds to commutative justice (Pieper 1966).16 In a competitive market, in which
the prospective borrower has access to several credit providers with similar terms,
the resulting interest rate will tend to be equal to the minimum amount needed
to cover the provider’s costs, and, as a result, there will be no ethical problem
at all. However, in the microcredit market, competition is usually limited, so the
resulting interest rate will depend on the two parties’ relative bargaining power.
Because the clients usually have little power, the interest rate imposed will be high
(Hudon 2006).

In this case, fair price theory does not recommend what should be the fair
interest rate. It cannot be said on the basis of fair price theory that the high rate
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is unfair, but the MFI should remember that this extraordinary profit is not the
outcome of its greater efficiency, but because of the MFI’s market power. Then,
corporate social responsibility policies should address the best use that could
be made of this profit, which might include reducing the interest rate for all or
some clients and allocating the extraordinary earnings to social activities.17

Exclusion of the Most Needy

If the interest rate is high, it is likely that some potential clients, mainly those
with less income, will be excluded from the microcredit system. What are the
MFI’s moral obligations in this case? This is a problem of distributive justice, which
addresses the distribution of costs and profits between people in a community
(Pieper 1966). There are a number of possible solutions. A lower interest rate could
be specified for lower-income borrowers, financed by higher interest rates for those
who have more resources (a cross-subsidy), by public or private subsidies from
outside organizations,18 or by waiving part of the institution’s profits (provided
that this does not endanger its sustainability). As I said earlier, the MFI’s external
mission should be to establish the needs of the people it seeks to satisfy, and this
determination will define its social responsibility on this point.

In any case, the issue of distributive justice goes beyond microfinance’s social
responsibility in that it also has a political element. The microfinance sector of
the economy absorbs indeed a not insignificant volume of subsidies; it generates
competition between organizations with very different profiles; it receives different
treatments from the authorities; and, in short, it gives rise to vested interests, which
often come into conflict, particularly when it must answer the question asked here.

CONCLUSION
Microfinance has undergone considerable growth in recent years and, in general,
has enjoyed a very favorable public opinion—which is well deserved, at least in
many cases. This chapter has discussed its economic-financial, social, and ethical
features—and all of them must be taken into account when judging this reality,
which is, at one and the same time, an instrument integrated in development
policies, a business opportunity, and a service provided for needy people.

Microfinance rests on certain basic assumptions, such as the role of capital
and the importance of access to financial services for economic development; the
existence of a large supply of entrepreneurial ability among people without any
financial resources or prior training; the importance of social networks as guaran-
tors of the borrowers’ conduct; the need for economic efficiency (sustainability) as
a condition for the MFIs’ survival and growth; and the possibility and effective-
ness of a development strategy devised by private institutions, without requiring
any direct public involvement (but with the appropriate legal, regulatory, and in-
stitutional framework). If any of these assumptions is rejected or challenged, the
appraisal made of microfinance might be different.

Microfinance is important for the institutions that offer it, as well as for its
clients, the local communities, and society in general. It is based on an ethically
correct motivation, and its actions are morally good. Consequently, if it is ap-
plied with prudence, honesty, and reasonableness, it deserves a positive ethical
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appraisal. It also seems to be morally good when judged by its personal, social,
and economic effects, although there are reasons for being unsatisfied with the
results, either because they have unwanted indirect effects or because they are
insufficient in some of their dimensions. In addition, success or failure depends on
many factors that are outside an MFI’s control, including protection of property
rights, adequate incentives, infrastructures and basic services, absence of corrup-
tion, adequate regulation of MFIs, and a public policy that fosters it or, at least,
does not interfere with microfinance.

Microfinance organizations are not a panacea in the fight against poverty, and
microcredit will not render other development policies unnecessary. MFIs have a
lot to learn and room to improve—and, in fact, they are learning and changing, both
in the technical-financial area (sustainability) and in the ethical area (outreach). As
Morduch observes, “There appears to be ample room . . . for a diversity of programs,
with competing methods and financial arrangements” (2000, 626), and an extensive
variety of MFIs, each one of which will leverage its comparative advantages, as
explained by Hudon (2008, 41):

For-profit institutions have important financial know-how and are able to mobilize impor-
tant sums. The state-owned institutions understand the local markets and benefit from a
strong reputation among the poor. Their social knowledge could become essential to com-
plement the financial knowledge of the for-profit institutions. Cooperatives have the deepest
penetration in the market for small deposits. NGOs can play a key role by helping to create
experiments with new frameworks to develop the microfinance schemes. They also provide
training and management capacity building in order to stabilize and sustain the growth in
this field.

This ultimately implies that there is no point in opposing sustainability to
outreach, and even less in defending a fundamentalist attitude about what a mi-
crofinance program is and should be (Vanroose 2007). In any case, every MFI
should be responsible for its decisions on the balance between sustainability and
outreach, since it will have to consider its mission and goals, its limiting factors,
the intentions of its fund providers (owners, donors, financial markets) and clients,
its competitors’ strategies, and the constraints of the legal and institutional envi-
ronments in which it operates.

NOTES
1. See nobelprize.org/nobel prizes/peace/laureates/2006/press.html.

2. The differences in the figures between the various sources are substantial. Stephens
(2008) reports information on almost 900 microfinancial institutions in 2007, with 366,000
employees and more than 40,000 branches throughout the world, more than 64,000
borrowers, and almost $32 billion in credits.

3. See summaries in Armendáriz de Aghion and Morduch (2005), Ghatak and Guinnane
(1999), Morduch (1999), and Sengupta and Aubuchon (2008), among many others.

4. Khandker (2005) and Smith (2002) provide empirical evidence to support the efficacy
of microcredits targeting women; for evidence against this, see Goetz and Gupta (1996).
See also Brau and Woller (2004) for a summary of papers on this subject.
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5. In fact, “scattered research suggests that only half or less of loan proceeds are used in
business purposes. The remainder supports a wide range of household cash man-
agement needs.” From “What Is Microfinance” in www.microfinancegateway.org/
section/faq percent23Q2, no. 5.

6. Empirical studies on the factors that determine high credit repayment rates include
Ahlin and Townsend (2007), Cassar et al. (2007), Hermes et al. (2005), Karlan (2007),
Sharma and Zeller (1997), Wenner (1995), Wydick (1999), and Zeller (1998).

7. As a general rule, the commercial banks that engage in microlending prefer individual
liability, while the nonprofit institutions prefer group liability. See Cull et al. (2008).

8. For recent reviews of these studies, see Armendáriz de Aghion and Morduch (2005),
Goldberg (2005), Morduch et al. (2003), and Watson and Dunford (2006). Khandker
(2005) is a particularly careful paper, based on three large-scale programs in Bangladesh;
his conclusions are clearly positive.

9. Here, sustainability refers to the economic aspect, the coverage of operating expenses
and capital costs, not the environmental aspect.

10. In 2007, the 892 MFIs that provided information to Microfinance Information eXchange
(MIX) obtained 72 percent of their funds from deposits or commercial debt and only 2.5
percent from subsidies (Stephens 2008, 29). The inability to gain access to sustainable
sources of funds accounts for the high percentage of MFIs that do not manage to grow
(73 percent of them never get beyond 2,500 clients, according to “Economies of Scale”
in www.microfinanceinfo.com/economies-of-scale).

11. This is the case of Banco Compartamos, Mexico’s largest MFI, which was created in
1990 as a nonprofit institution. Over the following years, it received $4.3 billion from
international development agencies and private donors. In 2000, when it had 60,000
clients, it became a commercial bank; by 2006, it already had 616,000 clients, and it
decided to go public in 2007. This operation aroused the interest of investors: 30 percent
of its equity was placed for $450 billion, which gave an annual compound rate of return
of 100 percent (Rosenberg 2007). Some institutions, such as ACCION International, saw
a model in this operation that other MFIs should follow, but there was also strong
criticism from those who interpreted it as a betrayal to the spirit of microlending,
as Compartamos charged interest to its borrowers at an annual rate of 120 percent,
compared with 31 percent charged by similar institutions (Lewis 2008; Yunus 2007).

12. Among the optimists, see González Vega et al. (1997) and Hulme and Mosley (1996).
Among those who think that it is not possible to achieve both goals, at least as a general
rule, is Morduch (2000).

13. The empirical studies on the effect of a greater sustainability on outreach are not con-
clusive; for recent summaries, see Goldberg (2005) and Weiss and Montgomery (2004).
Hulme and Mosley (1996) and Copestake et al. (2005) show that the poorest people are
the least benefited by microcredit, but Khandker (2005) and EDA Rural Systems (2004)
come to the opposite conclusion.

14. Cull et al. (2008) calculate that the median interest rate charged by nonprofit, nongovern-
ment MFIs is 25 percent per annum, while the interest rate charged by commercial banks
on ordinary loan operations is 13 percent.

15. “For a microentrepreneur, the cost of a microcredit loan represents a small proportion of
total business costs. Studies conducted in India, Kenya, and the Philippines found that
the average annual return on investments by microbusinesses ranged from 117 percent
to 847 percent.” (From “International Year of Microcredit,” United Nations, 2005; quoted
in “What Is Microfinance,” www.mcenterprises.org/studycenter/microfinance.) How-
ever, Dehejia et al. (2005) and Karlan and Zinman (2006) deny that the demand for
microcredits is insensitive to the interest rate, at least for low-income clients.
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16. This problem is a variant on the old fair price problem (Messner 1965). Commutative
justice is the justice that regulates the relationship between two people: in this case,
lender and borrower.

17. Sen (2006) is stricter when he discusses sharing the benefits of globalization. For him, it
is not enough that the poor borrower does not come out worse off, in absolute terms. In
fact, he argues that profit distribution between the two parties should be biased toward
the borrower, and increasingly so the poorer the borrower is and the greater the MFI’s
market power is (cf. Hudon 2006).

18. Sustainability-driven MFIs are unwilling to accept government aid, which imposes
constraints on their characteristic flexibility, innovativeness, and independence.
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CHAPTER 23

Shareholder Wealth
Maximization
DUANE WINDSOR
Lynette S. Autrey Professor of Management, Jesse H. Jones Graduate School of
Business, Rice University

INTRODUCTION
The shareholder wealth maximization (SWM) principle states that the immediate
operating goal and the ultimate purpose of a public corporation is and should
be to maximize return on equity capital. The SWM specification of what is often
termed the corporate objective makes operating goal and ultimate purpose the same:
Managers and investors should focus narrowly on SWM.

The question of whether the corporate objective can be a strict emphasis on
SWM or must recognize significant differences between the operating goal for man-
agers and investors and the ultimate social purpose of the public corporation lies
at the intersection of three literatures. In economics and finance literature, SWM is
a standard assumption. This SWM operating goal is expected to yield the most so-
cially efficient allocation of capital. Business ethics, corporate social responsibility,
and stakeholder theory literature emphasizes significant differences between an
operating goal of SWM and the ultimate social purpose of the public corporation.
Corporation law addresses duties, responsibilities, and rights of both financial and
nonfinancial stakeholders. In the United States, the business judgment rule and
in various states corporate constituency statutes permit relaxation in SWM as an
operating goal in favor of stakeholder and social considerations.

This chapter addresses ethical considerations concerning the SWM principle
and its managerial implications. A key factor in understanding SWM is that the
public corporation is simultaneously private property, a web or nexus of contracts,
a governmentally licensed and traded securities registrant, a social benefits entity,
and a locus of stakeholder relationships.

This introduction explains some basic points of general relevance. The second
section discusses the historical background of SWM and some technical consider-
ations including measurement issues. The third section explains justifications for
SWM. The fourth, fifth, and sixth sections explicate three critiques of SWM arising
from (1) business ethics and corporation law, (2) corporate social responsibility
(CSR), and (3) stakeholder theory. The chapter concludes with a summary of the
arguments for and against SWM and their implications for managers.
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Shareholder wealth maximization focuses on the motives and behaviors of
financial stakeholders. The thesis of separation of ownership and control (Berle
and Means 1932) posits that principals (or shareowners) employ agents (or man-
agement) who must have some reasonable discretion (e.g., the business judgment
rule). At law, officers and directors have a fiduciary duty to safeguard the financial
interests of the shareholders (or shareowners). The SWM principle can be stated,
however, in two forms.

The stronger form argues that, within any set of legal and ethical constraints,
the corporate objective is and should be strictly SWM. The operating goal and
ultimate purpose of the public corporation are the same. Fiduciary duty ought
therefore to be tightly focused on SWM. From this viewpoint, CSR activity is inap-
propriate wealth-decreasing altruism unless it yields future positive returns to the
firm. This strong form associates with the views that legal and ethical constraints
on corporate activity ought to be minimal and that institutions (including common
law and social norms) should be market-facilitating. A multinational corporation
may be able to select sets of legal and ethical constraints, varying by country, within
which it will operate.

There may be a significant difference between management’s operating goal
and the ultimate social purpose of the public corporation. A weaker form therefore
relaxes the strict formulation to a more nuanced argument that the corporate
objective is and should be primarily SWM. A relaxation admits, beyond legal and
ethical constraints, consideration of CSR and interests of nonfinancial stakeholders.
The relaxation understands that managerial responsibility is more complicated
than mere fiduciary duty. The relaxation accepts that legal and ethical constraints
are and ought to be stronger than minimalist (Windsor 2008).

One must decide which view to accept. One way to combine strong and weak
forms is to argue that shareowners can and do make pragmatic choices that best
protect their financial interest. A combined approach retains the financial goal and
market context of the strong form but expects shareowners to figure out how best to
address agents, nonfinancial stakeholders, and gatekeepers (Boatright 2007). The
shareowners may decide to act in accord with the weak form in order to advance
the SWM goal posited in the strong form.

This chapter explains three key objections to a strong SWM formulation of
the corporate objective. These objections are logically admitted by any nuanced
statement of SWM as a primary rather than as a singular goal for managers.
As previously explained, a goal and a purpose need not be the same. The nar-
row (but socially penultimate) goal of investors is to maximize financial return.
The broader (and ultimate) purpose of a public corporation, a rationale for gov-
ernment licensing, is generation of social benefits. Both corporate social perfor-
mance (CSP) and financial performance should be positive. The three objections
are as follows. First, business ethics functions as a set of supralegal constraints
on managerial conduct to avoid wrong acts and social harms. Second, CSR is a
justification for corporate contribution of social goods in addition to legal com-
pliance and business ethics. Third, stakeholder theory argues that any business
must be a multiple-constituency and a social entity. A continuing debate con-
cerns whether these three objections (business ethics, CSR, and stakeholder the-
ory) justify basic changes in corporate governance principles and/or corporate
purpose.
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Two competing views about multiple principles can be articulated. A mono-
tonic SWM view is that any two or more principles must be strictly hierarchical
(Jensen 2001). Legal and ethical constraints can be antecedent conditions. “Some-
times the aims of the business and rational self-interest will clash with ethics,
and when they do, those aims and interests must give way” (Economist 2005).
Considerations of CSR and stakeholder satisfaction would be subordinate to SWM
and function as strategic variables only (Husted and Salazar 2006). A competing
view is that two or more corporate goals should be pursued simultaneously. The
firm serves a diverse set of social goals. Either there is some win-win combination
of goals or else multiple goals must be balanced in some way. An ongoing
controversy concerns whether observable varieties of capitalism, addressing these
matters differently, will converge or continue to diverge.

HISTORICAL BACKGROUND AND
TECHNICAL CONSIDERATIONS
The first important joint stock company was London-based Muscovy Company,
which was chartered in the sixteenth century to trade with Russia (Sasse and Trahan
2007, 30). Adam Smith, in The Wealth of Nations (1776), commented adversely on
Honourable East India Company’s (HEIC, 1600–1874) governance problems and
the handling of monopoly rule in India. The Dutch East India Company (VOC,
1602–1800) was likely the first to issue public stock (i.e., shares traded on a stock
exchange as distinct from a private placement). There was not much attention to
corporate governance until the passage of the Joint Stock Companies Act in 1844 in
the United Kingdom, and the United Kingdom introduced limited liability only in
1862 (Cadbury 2006, 16). Legal liability of public corporation shareowners today
remains limited to capital invested. Bismarck introduced mandatory supervisory
boards (i.e., today’s two-tier board system) for joint stock companies in Germany
in 1870 (Cadbury 2006, 16).

The SWM principle is relatively recent (Englander and Kaufman 2004). The
traditional underpinning of public corporations has always been an apprecia-
tion of private property rights as the foundation of market capitalism: in theory,
capital investors organize firms and hire agents to manage them. This underpin-
ning aims at prudent conservation. The classical statement occurred in Harvard
College and Massachusetts General Hospital v. Francis Amory (9 Pick., 26 Mass. 446,
461, 1830, Supreme Court of Massachusetts, for Suffolk and Nantucket, Judge
Samuel Putnam): “Do what you will, the capital is at hazard.” Trustee Armory,
trading in riskier business stocks rather than investing in bonds or real property,
lost much of a corpus bequeathed to Harvard College (an annual dividend being
paid to the donor’s widow) and was sued for recovery. Modifying stricter English
common-law standards requiring virtually absolute conservation of capital, the
court accepted greater flexibility in the conduct of trustees. The court articulated
the guiding principle as follows: “These trustees are not to be made chargeable but
for gross neglect and wilful mismanagement.”

The capital stock of any for-profit enterprise is divisible into ownership shares
for legal definition of duties, responsibilities, and rights, and for purposes of
theorizing. The exact form of the enterprise and the related division into shares is
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a matter of law. Large, publicly traded corporations typically have many owners
and diffused ownership, even with large blocks of institutional investors. A share-
owner, or shareholder, is an individual or entity owning an equitable interest. The
interest (or financial stake), consisting of one or more shares, conveys to the holder
limited rights (and liability) to control the entity and to the residual revenues (or
profits), if any. A shareowner risks capital in order to obtain return on investment.
Rights to control and residual revenues are held jointly by (distributed among)
the owners in some proportion to number of (and sometimes type of) shares held.
Issues of majority versus minority shareholder rights and types of shares (preferred
versus common, voting versus nonvoting) are not the concern of this chapter. The
discussion of SWM here proceeds from a basic, idealized conception of the public
corporation as a large set of shareholders holding approximately equal rights to
control and to profits.

New underpinnings for today’s SWM principle developed in the twentieth
century. One underpinning is agency theory, positing the separation of legal own-
ership and effective control. Another underpinning is economic efficiency in real
and financial markets: Investors contribute capital to firms in expectation of earn-
ing the relatively highest return on investment (Lea 2008). Another underpinning
is an understanding of the corporation as a web or nexus of contracts (Lea 2008).
This contractual view is the dominant one in economics and finance literature.
Managers in a publicly owned corporation with a separation of ownership and
control are agents in a position of trust, which is defined as having a fiduciary
duty to the principals. This fiduciary duty is to safeguard the assets of the owners.
The fiduciary duty is not, however, necessarily to maximize shareholder wealth in
the sense of return in addition to safeguarding assets. The fiduciary’s first respon-
sibility and concern is always to safeguard corporate assets. Shareholder wealth
maximization is a norm for prescribing what the fiduciary should do once asset
safety is reasonably assured. Both return and risk are involved in SWM. Higher
return implies greater risk.

Shareholder wealth can be defined, at any time, as the market capitalization
of the public corporation. This market cap is the number of equity shares out-
standing multiplied by the share price at the time of calculation. Market cap is an
estimate, by capital markets, of the net worth of the firm. The market cap reflects
the firm’s tangible assets plus the future expected residual revenues, which may be
distributed as dividends or kept as retained earnings. The estimate thus includes
the future expected dividend stream. Higher earnings per share (EPS) of common
stock (i.e., equity) will tend, ceteris paribus, to increase the market price of each
share (and thus the market value of the firm) and to permit in principle either
additional investments in profitable projects or higher dividends.

A problem inherent in the market cap definition is that it involves an artificial
dimension of subjective valuation by buyers and sellers. There can be artificial bub-
bles, particularly for real estate and commodities. In a bubble, the price-to-earnings
ratio rises, often rapidly. The SWM principle effectively encourages investors to
demand, and management to supply, actions that will increase share price over
time. There is a significant difference between these management actions and the
process of subjective valuation in capital markets. Free cash flow, defined as net
operating cash flow minus capital investments, occurs in product markets; and
management has direct control of decisions affecting free cash flow, which is then
available to exploit opportunities to enhance shareholder value. Real free cash flow
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is more difficult to manipulate than accounting profit. But capital markets inde-
pendently evaluate the estimated worth of free cash flow or earnings per share
or any other relevant measure. This evaluation process might be influenced by
management actions and information, but it is not under direct control of manage-
ment. (Management itself is subject to being disciplined or even replaced by what
is termed the market for control of the firm itself.)

How to define the SWM norm as a specific corporate objective and how to
measure that objective concretely in order to show an increase or decline in wealth
remains a matter of disagreement. There are three different approaches to thinking
about measurement: accrual accounting, cash flow, and market value added. The
traditional profit-maximization model of the firm embeds the accrual concept of net
income (i.e., profit). Accrual profit is a declaration, in accordance with accounting
principles, of the difference between revenues and expenses over an accounting
time period (such as a quarter or a year). Accounting declaration is subject to
manipulation of revenues, expenses, and net income.

The wealth of an investor is more related to cash flows than to accrual profits.
The cash-flow model of the firm uses free cash flow computed as net operating cash
flow less capital expenditures without respect to specific accounting time periods.
One can think of a cash flow return on investment. This real measure avoids
accounting distortions or manipulations. Free cash flow can also be computed as
net income plus amortization and depreciation less changes in working capital
less capital expenditures. Negative cash flow might signal large investments in the
firm’s future success.

The market value model focuses on the share price of a publicly traded com-
pany. For example, Warren Buffett—one of the world’s wealthiest billionaires who
built Berkshire Hathaway into a major publicly owned investment manager—
initially bought some stock in a small company in 1962 at reportedly $7 per share.
In October 2006, each share of Berkshire Hathaway was worth about $100,000.
Whether that change in wealth was, strictly speaking, maximization (i.e., the most
that could have been created over the time period involved) is a different matter.

Stock price, however, may not fully reflect the worth of the shares. There can
be unrelated fluctuations in the stock market and other considerations that inflate
or deflate a stock’s price relative to some true value (which is an estimate by buyers
and sellers). Maximization, in this context, requires relatively strong conditions
such as efficient capital markets, negligible social costs (i.e., negative externalities),
full protection of bondholders from expropriation, and nonappropriation by
managers.

Of the three approaches, stock price has the strongest claim to approximating
shareholder wealth. Aggregate shareholder wealth, measured as market capital-
ization or market value, is then the value (i.e., market price) of each share times the
number of shares outstanding. The formula for this measurement can be stated as
follows:

MV = V × S

where MV = market value
V = value of each share (i.e., of common stock)
S = number of shares outstanding (i.e., of common stock)
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If V (i.e., share price) rises, at a constant S (i.e., number of shares outstand-
ing), then MV rises. The management should focus on getting share price to rise
over time. If management issues additional shares, however, then V could fall in
response.

One can relate market value to accrual profits or cash flows in the following
manner. To grow wealth, managers can increase earnings per share (EPS). MV is
the present value of expected future profits or expected future cash flows, which
are discounted over time at the equity shareholder’s required rate of return re. If
we let � stand for either accrual profits or cash flows, depending on the prediction
we want to apply, then the formula for this measure can be constructed basically
as follows (where successive time periods t are summed from 1 to infinity):

MV =
∞

∑

t=1

∏

t

/

(1 + re )t

The market value added (MVA) of a firm is the difference between the value
of equity and net debt and the book value of capital invested. If net debt is equal
to book value, then the difference between market capitalization and book value
of the shareholders’ equity is the market value added. The MVA concept is a way
of measuring gain over book value.

Stern Stewart & Co. developed in 1989 a concept of economic value added
(EVA) to measure wealth generation. EVA measures whether a firm is earning
more than its true (i.e., economic) cost of capital. In effect, EVA subtracts a charge
for the opportunity cost of capital from net operating profit in order to estimate
return on the invested capital. (The opportunity cost of a resource is always the
next best return it could earn. The opportunity cost of an equity stock is a risk-
free government bond; an equity stock must earn more than the bond in order to
show an economic profit.) This EVA is computed as a return on investment less the
opening capital (debt and equity) times the weighted average cost of capital (for
debt and equity). If debt is D, equity is E, net operating profit after tax is NOPAT (as
a notion of return on investment), and weighted average cost of capital is WACC,
then the formula is basically as follows:

EVA = NOPAT − (D + E) × WACC

Economic profit begins only when capital cost is recovered. A firm could show
accrual profit and be losing economic value. An investment project should return
more than its cost of capital in order to be profitable (on an economic basis) and
increase shareholder wealth.

The SWM principle can be dangerous in three ways. First, as illustrated by
Enron and other recent corporate frauds, management may undertake illegal ac-
tions to prop up or increase stock prices that have no basis in economic reality.
Second, management may trade future economic value for short-term earnings
targets. Economic value added, which is effectively net gains after recovering
cost of capital invested, may be a superior way of evaluating investment choices.
Third, the market for corporate control may not discipline managers but rather
exert strong pressure to maximize earnings or short-term share price (Vives 2008,
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228–229). A survey of 401 financial executives and in-depth interviews with an
additional 20 financial executives found that a majority of the firms involved view
earnings, especially earnings per share (EPS), as the key metric for external audi-
ences, even more important than cash flows (Graham et al. 2005). A majority of the
executives would avoid initiating a positive net present value (NPV) investment
project if the result would fall short of the current quarter consensus earnings. More
than 75 percent would exchange economic value for smooth earnings. Their belief
is that missing an earnings target or reporting volatile earnings reduces stock price,
because investors and analysts have a preference against uncertainty. Managers
can decrease this uncertainty to some degree by making voluntary disclosures that
reduce information risk. But voluntary disclosure is limited by the need to avoid
disclosure precedents that may prove difficult to maintain in the future.

JUSTIFICATIONS FOR SHAREHOLDER
WEALTH MAXIMIZATION
The descriptive, instrumental, and normative dimensions of the SWM principle
are mutually supporting. The descriptive dimension concerns a particular em-
pirical view of laws, markets, motives, and behaviors. The view posits relatively
efficient markets, market-oriented institutions, and self-interested economic ratio-
nality. Descriptively, the view posits that management (i.e., officers and directors)
has strong fiduciary duties on behalf of shareholders, which are established by
law and enforced by the market for corporate control. The instrumental dimension
concerns the prescriptively best approach to managing a public corporation on
behalf of shareholders and handling the interests of multiple stakeholders in the
corporation and its activities. The prescription is that SWM will most efficiently
and effectively advance the interests of shareholders and stakeholders and thus
social welfare in a market economy.

The normative dimension concerns duties, responsibilities, and rights of the
various stakeholders, with particular attention to the fiduciary and stewardship
roles of management. Normatively, management should have strong fiduciary
duties toward shareholders. There are three normative bases for strong fiduciary
duties. One basis is that the agent contracts voluntarily with the principal to act in
the principal’s best interests and to be trustworthy in this regard. A second basis
lies in property rights. The principal is the owner of the tangible assets and residual
revenues of the firm. The manager is a trustee for this property. A third basis lies in
utilitarianism. This utilitarian interpretation is that free mobility of capital should
promote economic development and growth, benefiting everyone in the long run
more than other approaches. The empirical evidence over the past two centuries,
in this regard, generally (if imperfectly) bears out Adam Smith’s prediction in The
Wealth of Nations (1776) that relatively free markets will outperform alternative
approaches for wealth creation (Jensen 2001).

A “primary” goal of shareholder value creation is “a little vague” (Ross et al.
2002, 15). Managers tend to maximize corporate wealth, under their control, rather
than shareholder wealth (Ross et al. 2002, 16). “The available evidence and the-
ory are consistent with the ideas of shareholder control and shareholder value
maximization. However, there can be no doubt that at times corporations pursue
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managerial goals at the expense of shareholders. There is also evidence that the di-
verse claims of customers, vendors, and employees must frequently be considered
in the goals of the corporation” (Ross et al. 2002, 17).

There are four key questions concerning the SWM principle. Two intertwined
questions are normative. One question concerns the ultimate purpose of a busi-
ness: In principle, what should a business strive to do? Financial economics theory
posits that the ultimate purpose (and immediate operating goal) of any business is
to maximize its market value. This corporate objective should, under certain condi-
tions, maximize social welfare. This specification of the corporate objective reflects
utilitarianism in the sense that everyone should gain over the longer run from
freer markets if the necessary conditions obtain. Nonutilitarian business ethics,
corporate social responsibility, and stakeholder theory provide different answers
concerning ends and means of business activity. (There are several different theories
of business ethics. Utilitarianism, a specific type of teleological or consequentialist
ethics, is most closely aligned with market economics. Deontological ethics, best
represented by Kant’s conception of rational duty, is more closely aligned with
CSR and normative stakeholder theory.)

A second normative question concerns property ownership and corporate
governance: Who has rights to control or influence the objective function of the
corporation? These rights might be moral as well as legal. Linked to SWM as a
corporate objective is a particular understanding of the firm, in a capitalist market
economy, as attracting and employing capital. (Capital owners need not be the
organizers of a firm. Anyone, such as an entrepreneur, might organize a firm and
then seek capital.) Allocation of capital is a key dimension of the functioning of the
market economy.

A third question is instrumental: What are the practical alternatives for max-
imizing the firm’s value and the shareholders’ value—and over what relevant
time horizon? And are these alternatives equally satisfactory? Key stakeholders,
in addition to shareholders and executives, are customers and employees. A bal-
anced approach to value creation, defined as one empirically treating multiple
constituencies as if effectively equal, might perform better in the marketplace than
an approach asserting a purely normative theorem.

A fourth, and final, question is descriptive: What are the conditions external to
the firm affecting the normative and instrumental answers? Germany, Japan, the
United Kingdom, and the United States do not share the same varieties of capi-
talism. The United States is the prime example of a strongly shareholder-oriented
business system. The prevailing assumption is that SWM will tend most efficiently
and effectively to resolve stakeholder issues and contribute to social welfare. The
public firm is directed by a board of directors elected solely by the shareholders.
In Germany, a dual board system and workers’ councils reflect a greater degree
of attention, in theory at least, to stakeholder management. Depending on con-
ditions prescribed by law, a management board reports to a supervisory board
that includes both shareholder and labor representatives. In Japan, although there
is a single board like the United States and unlike Germany, banks are impor-
tant capital sources, and there is an effort to obtain cooperative management-
labor relations, as in Germany. The United Kingdom, although more like the
United States than Germany or Japan, is arguably an independent development
of corporate governance principles and practices. This variation in institutional
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context significantly affects both normative and instrumental dimensions in each
country. Whether globalization will increase convergence or maintain such diver-
gence in descriptive, normative, and instrumental dimensions remains a matter
of debate.

Agency is a relationship in which one person or entity (the agent) acts for
another (the principal) and typically under conditions of information asymme-
tries favoring the agent. This principal-agent relationship is ubiquitous in human
activities (Mitnick 2008, 44). “At present there is no unified, coherent ‘theory of
agency’”—which appears in various social and business fields (Mitnick 2008, 45).
In public corporations, agency involves potentially conflicting fiduciary and stew-
ardship roles. The fiduciary role involves the relationship between management
and shareowners. The stewardship role involves the relationship between man-
agement and the organization as an entity and the multiple stakeholders involved
with the organization (Preston 1998).

In economics and finance, the key agency concern is contracting and moni-
toring to align the financial interests of directors, executives, and employees with
those of the shareowners. One view of management appropriation of value is that
the mechanisms of value diversion do not really matter. The argument is that
self-dealing or insider trading, for example, does not reduce shareholder wealth
because such mechanisms are simply substitutes for alternative compensation
forms that would otherwise be paid to managers by shareholders. In other words,
compensation extracted by management is constant at the end of the day, and all
that actually varies is the form of transfer. Bebchuk and Jolls (1999) question this
view. Their counterargument is that the form of compensation can and does affect
the incentives for management effort at enhancing shareholder value. If so, then
self-dealing would generate less shareholder wealth than some substitute mech-
anism yielding the same compensation to management. Ultimately, the question
is empirical, if difficult to test. The testable hypothesis is that compensation form
does not matter in association with shareholder wealth.

One can argue that transparent, disclosed backdated stock options are simply
one form of compensation. Management openly is permitted to select the date
for pricing options. Looking backward, management picks the lowest permissible
price over some time period in order to obtain the highest feasible compensation.
In theory, this self-selection opportunity may be a motivation to improve future
shareholder wealth. However, one must then explain why managers engaged in
such backdating have frequently kept the activity secret from the shareholders.
Basically, to be legal in the United States, backdated options must be fully dis-
closed (i.e., transparent), approved by the shareholders, and properly treated for
accounting and tax purposes. Options that are in-the-money when awarded, for
instance, involve taxes due. There are significant financial incentives, therefore, not
to disclose backdated options. Backdating may make the company appear to have
more money than it really does.

That managers are being sued and prosecuted over backdating secrecy does
not accord with the view that backdating is simply one form of compensation. In
2006, William McGuire, chair and CEO of UnitedHealth Group (Minnesota), was
forced out in a backdating scandal. In December 2008, a federal judge gave pre-
liminary approval to a settlement in a civil suit by the shareholders. UnitedHealth
Group would pay $895 million and Mr. McGuire $30 million to the shareholders
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(Houston Chronicle 2008). “One financial analyst predicted that an ordinary investor
would be thousands of times more likely to contract mad cow disease than to ex-
perience the profits bestowed by the backdated insider stock options” (Houston
Chronicle 2007).

These posited assumptions, or claims, concerning SWM are best regarded as
a prescriptive formulation concerning what shareholders’ rights ought to be in
some idealized conditions. Contracts, incentives, and monitoring ought to assure
that the board of directors and top executives are reliable agents who undertake
to maximize shareholders’ value (Stout 2002, 1195). The costs of assurance may
be less than the benefits of assurance. However, the cost-benefit relationship is a
purely empirical matter.

CRITIQUE FROM BUSINESS ETHICS
AND CORPORATION LAW
The SWM principle is prescriptive in the sense that it is a proposed standard
of conduct for officers and directors. This prescription is the dominant, and also
a convenient modeling, assumption in the economics and finance literature. The
prescription aligns with the neoclassical theory of the firm operating in weakly reg-
ulated markets (Coase 1937). The legal duty of officers and directors is to safeguard
corporate assets by prudent conduct, not necessarily to increase their own wealth.
In practice, officers and directors legally and morally must have some degree of
discretionary judgment. In part, such discretion is unavoidable because how to
prioritize the competing interests of multiple stakeholders may be conditional and
fluid. Management may need to give attention to the preferences of employees,
for instance, over the SWM preferences of investors (Jensen 2001). Salience of a
specific stakeholder group, including shareholders, may vary over time and by de-
cision situation. An extreme illustration of such conditional and fluid competition
of interests has been reported for the Eurotunnel company (Vilanova 2007), which
changed its name in 2007.

Whether SWM is or should be a binding legal rule rather than simply a primacy
norm is much debated in the U.S. corporation law literature. U.S. legal doctrine
affords considerable discretion to officers and directors with respect to conduct of a
business. This discretion is known as the business judgment rule. Basically, that rule
does not defend SWM as the binding requirement for managers. On the contrary,
managers must be able to handle the conflicting interests just explained. Corporate
constituency statutes in a majority of the American states, adopted mostly as
antitakeover deterrence, reinforce that discretion. Basically, SWM is a prescriptive
standard of conduct for guiding and evaluating corporate officers and directors.
Perhaps even much of the time, SWM is a reasonable standard; but such a standard
cannot be made a binding rule of law or conduct for all of the times tough decisions
have to be made by managers. Shareholder value is arguably a control principle
(who) and not a corporate purpose (why) (Koslowski 2000). At most, shareholder
wealth is a goal of shareholders. The merit, or defect, of the prescription depends
on the behaviors and outcomes that result.

Stout (2002) argues that, at law, shareholders do not “own” a public corporation
and are not the sole residual claimants. “Milton Friedman is a Nobel Prize–winning
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economist, but he obviously is not a lawyer. A lawyer would know that the
shareholders do not, in fact, own the corporation” (Stout 2002, 1191). Sharehold-
ers own stock shares (i.e., equity securities), possessing quite limited rights. The
board of directors exercises control over corporate assets. The Berle-Means sep-
aration thesis (i.e., the separation of widely dispersed ownership and effective
management control) means that shareholder influence is both indirect and, on
the board of directors, effectively negligible (Stout 2002, 1191). The ownership no-
tion applies at best to a closely held firm with a single controlling shareholder
(Stout 2002, 1191).

“Like the ownership argument, the residual claimants argument for share-
holder primacy is a naked assertion, and an empirically incorrect one at that”
(Stout 2002, 1193). The directors declare a dividend, and that declaration is condi-
tional typically on the firm’s financial performance (Stout 2002, 1193). The residual
claimant condition obtains only in actual bankruptcy (Stout 2002, 1193), when
creditors have priority over shareholders, who receive only what (if anything) is
left over after satisfying legal claims of the creditors. For dispersed shareholders
to influence the board of directors is a costly action (Stout 2002, 1194). Maximizing
the firm’s value (or price) is legally binding only at change of corporate control,
and then only when the sale is effectively inevitable. This position was emphasized
in Revlon Inc. v. MacAndrews & Forbes Holdings Inc. (506 A.2d 173, 1986, Delaware
Supreme Court). When an external party offers to acquire a publicly traded com-
pany, then the directors have a duty to ensure that the offer price is fair. Typically,
a purchase offer of this type will include some premium over the current market
price of shares. A purchase offer is public information, so sometimes there will be
a competing bid by another external party.

There are two competing interpretations in the legal literature. One interpre-
tation is SWM is little more than a residual target: If management does not have
some reasonable business rationale for doing otherwise, then it should try to cre-
ate value. Dodge v. Ford Motor Co. (204 Mich. 459, 170 N.W. 668, 1919, Michigan
Supreme Court) supported the business judgment rule and appreciated trade-offs
between immediate profitability and a continuing venture. There is no plain legal
duty to SWM, and such a legal rule would be bad public policy and inefficient. The
case’s specific ruling in favor of a special dividend demanded by the plaintiffs is
therefore effectively “a dead letter” (Stout 2008). Management can typically come
up with a business rationale for why a special dividend should not be paid, and
the courts will likely support management’s judgment (Nunan 1988).

The competing interpretation is that the SWM norm remains legally strong.
The American Law Institute (ALI) Principles of Corporate Governance (1994) provides
only three “minor exceptions” to SWM: legal compliance, charitable contributions,
and a “reasonable amount of resources” for nonbusiness purposes including public
welfare (Macey 2008, 178–179). Practicality is the difficulty: “Maximizing value for
shareholders is difficult to do. There is no simple algorithm, formula, or rule that
managers can employ to determine what corporate strategy will maximize returns
for shareholders” (Macey 2008, 180).

The SWM norm is ineffectual and rhetorical. Management discretion to sac-
rifice corporate profits in the public interest is necessary, independent of law;
and SWM, actually practiced, would override social and moral sanctions on
corporate misconduct (Elhauge 2005). An illustration is provided by an answer
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that Jeff Skilling, later CEO of Enron, reportedly gave in class at the Harvard
Business School. He allegedly supported the position that he would keep selling a
potentially, but not definitely, harmful (potentially even fatal) product unless gov-
ernment prohibited the product (Fusaro and Miller 2002, 28). The possibility is not
hypothetical: Peanut Corp. of America allegedly kept shipping salmonella-tainted
peanut products. That company declared bankruptcy in early 2009, and its CEO
took the Fifth Amendment before a Congressional hearing.

CRITIQUE FROM CORPORATE
SOCIAL RESPONSIBILITY
Firms are expected to practice “corporate citizenship” by engaging in significant
community and social philanthropy programs (Sasse and Trahan 2007). The ques-
tion of whether public corporations should do so is riddled with conflicting opin-
ions concerning strategy and ideology. Friedman (1970) attacked voluntary CSR
as agent misconduct. (He noted that a private company can properly operate as a
philanthropic enterprise.) Citing the example of Timberland CEO Jeffrey Swartz,
Sasse and Trahan (2007) resurrect the unintended results argument of Friedman
that corporate philanthropy compromises “distinct roles” that business and gov-
ernment should play in market democracies and tends toward socialism. However,
Friedman’s formulation posits “rules of the game” of law and ethical custom
constraining SWM. Adam Smith, in The Theory of Moral Sentiments (1759, 339), dis-
tinguished between citizenship and good citizenship. The former is simply legal
compliance; the latter involves promotion of the general welfare.

An analysis of a sample of 384 U.S. companies, using data pooled from 1998
through 2000, concludes that worse performers in the social domains of environ-
mental issues and product safety are more likely to make larger charitable contri-
butions (Chen et al. 2007). No significant association was found between corporate
philanthropy and employee relations. This evidence supports the suggestion that
corporate philanthropy involves effort at corporate social legitimization as distinct
from corporate social responsibility.

A corporate board cannot exceed its authorized powers (i.e., the legal doc-
trine termed ultra vires) (Hardee 1962, 107). Corporate authority to make charitable
contributions was supported under a common-law test of validity, meaning di-
rect benefit to the corporation, in the English case of Hutton v. West Cork Railway
(23 Ch. Div. 654, 1883) (Hardee 1962, 105). The case concerned distribution of pur-
chase funds following sale of a company at a price determined by arbitration.
Upon dissolution, the general meeting determined to pay some of the funds to the
company officials for loss of employment and to directors for past services. The
officials had no legal claim; the directors had never received any remuneration.
Two of the three judges disallowed the payments, on grounds that the company
had been dissolved. However, the opinion effectively supported philanthropy for a
going concern where there is some direct benefit to the company. By the Insolvency
Act of 1986, s.187, and the Companies Act of 2006, s.247, an insolvent UK company
can today consider employees’ interests.

In the United States, A. P. Smith Manufacturing Co. v. Barlow (13 NJ 145, 98 A.2d
581, 1953), a New Jersey state case concerning a $1,500 donation to the annual
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fund of Princeton University by a New Jersey company, expanded the notion of
benefit to be determined by the board of directors. The board of Union Pacific
Railroad decided to increase its corporate citizenship activities (Hardee 1962, 105).
The company organized test litigation in Utah with formation of a foundation
and stimulated passage of a new state law based on a model statute prepared by
the American Bar Association. The Supreme Court of Utah, reversing a trial court,
sustained the company on common-law grounds while declining to pass, on purely
technical grounds, on the new statute. The technical issue (that the statute did not
apply to preexisting corporations) was corrected by a new business corporation
law in 1961 (Hardee 1962, 105–107).

CRITIQUE FROM STAKEHOLDER THEORY
Since likely there will be a continuing gap between laws and markets, varying by
country, a key role of nonfinancial stakeholders is action to expand one or both
(Vives 2008, 229). Management and labor are more likely than investors to view a
public corporation as a social entity, whose value and growth strategy cannot be
summed up entirely by the current equity price (Strine 2007). Stakeholder, team
production, and corporate republic views (Blair and Stout 1999; Englander and
Kaufman 2004; Strine 2006) favor this interpretation. The basic argument is that the
firm is a multiple-constituency organization whose wealth creation is more broadly
definable than financial performance (Preston and Donaldson 1999). Critiques are
available in Boatright (1996) and Meese (2002).

Jensen (2001, 297) argued that maximization in more than one dimension
is logically impossible. If a single-valued objective function must be chosen to
guide corporate activities, then in a market economy SWM will maximize social
welfare. This prescription has, however, very strong conditions. There must be no
externalities and no monopoly; and all goods must be priced. Total market value
must include the market values of all financial claims. A key constraint is that SWM
is not truly motivational for employees and managers, whose sentiments can affect
their productivity effort. Maximizing short-term financial performance (e.g., profits
or earnings per share) can destroy long-term value (Jensen 2001, 309). Under these
conditions, “no constituency can be given full satisfaction if the firm is to flourish
and survive” (Jensen 2001, 309). The government must resolve externality and
monopoly issues (Jensen 2001, 308–309).

The business corporation is a wealth-seeking organization (Jensen 2001). It
buys and sells, or trades, in a marketplace in order to obtain return on invested
capital. There are two minimum conditions for this activity to continue over time.
One condition is that the corporation engages in some socially legitimate busi-
ness. Certain drugs, such as cocaine, heroin, and marijuana, are legally prohibited.
Whether such prohibition is sound or effective public policy is not relevant to
this chapter. The drug trade is regarded, properly or not, as socially illegitimate.
Tobacco products are presently permitted, under certain conditions, but that so-
cial legitimacy is being challenged and may ultimately be withdrawn. A second
condition is that the corporation creates value in some form. Judge Ben F. Tennille,
in First Union Corporation, Wachovia Corporation, and First Union National Bank v.
SunTrust Banks, Inc., citing Coase (1937), wrote: “Corporations exist to create value.
In purely economic terms, if they do not do that, they cease to exist.” As Tennille
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(Special Superior Court Judge for complex business cases) points out, in a case
concerning the proposed merger of Wachovia and First Union banks, corporations
create different types of value: stock price, jobs, community contributions, cheaper
and better goods and services, employee or founder personal goal fulfillment, and
so forth (Tennille 2001, 4–5).

These two minimum conditions point out a basic problem in assessing SWM.
The corporation is both private property and a social institution (Tennille 2001,
5–6, citing Allen 1992). William T. Allen, formerly Chancellor (chief judge) of the
Court of Chancery of Delaware (1985–1997), characterizes this duality in terms of
a schizophrenic competition between two inconsistent conceptions (Allen 1992,
264–265). One conception views the corporation as the private property of the
shareowners. This “property conception of the corporation” or “contract model”
bundles wealth-seeking of the principals with the fiduciary duty of the agents.
Both terms might be used, because there has been an historical evolution from a
private property view dominant in the nineteenth century to a nexus-of-contracts
view dominant in the twentieth century (Lea 2008, 1919). The competing conception
views the corporation as a social institution, licensed by the government to promote
the general welfare. There is thus some duty of loyalty to all concerned with a
particular corporation. The legal entity has a public as well as a private purpose.
“This view could be labeled in a variety of ways: the managerialist conception, the
institutionalist conception, or the social entity conception” (Allen 1992, 265). This
view might be characterized as a communitarian theory of the firm (Lea 2008, 1919).
A good instance, cited by Lea (2008, 1919), is governmental regulation of social
effects such as negative externalities illustrated by pollution. The communitarian
theory is closely aligned with stakeholder theory to the extent that the government
is treated in the latter as a stakeholder.

Variations in the forms of capitalism were noted earlier. Judge Tennille (2001,
6–7) characterizes three competing systems for corporate value creation: (1) the
Japanese keiretsu (a business group comprising a set of companies with interlock-
ing business relationships and shareholdings); (2) the European approach involv-
ing strong (or close) ownership, strong influence by financial institutions, and
state-controlled companies; and (3) the U.S. approach of diverse capital ownership
resulting in separation of ownership and control. In Europe, ownership is more
concentrated, there are pro-stakeholder institutions, and employment protection is
more rigid (Gelter 2009). However, the world is more complicated: There is consid-
erable variation, and the United Kingdom is likely now an independent develop-
ment. But for present purposes, these three systems will serve. The UK Companies
Act facilitates stakeholder interests (Gelter 2009). Each system addresses four tasks
differently: (1) defining and ranking corporate values; (2) combining and using fi-
nancial capital; (3) combining and using human capital; and (4) combining financial
capital and human capital.

An open question is whether the U.S. system outperforms the Japanese and
European approaches. Judge Tennille (2001, 7) answers favorably for the U.S.
system to date. Historically, over the past two centuries, relatively free market
systems have performed well at economic development and growth, support-
ing Adam Smith’s prediction in The Wealth of Nations (1776). However, the recent
global recession, originating in the U.S. subprime mortgage sector and following
various corporate scandals there and elsewhere, raises significant questions about
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a strongly positive answer for the U.S. approach. Yoshimori (2005) suggests that
the corporate performance of Toyota and Canon is superior to the corporate per-
formance of GM and Xerox, due partly to the emphasis of the latter on SWM as
distinct from sustainable strategy development and corporate governance. Leav-
ing aside the question of whether Yoshimori is in fact correct, it is conceivable that
various approaches, rooted in different societal contexts (Tennille 2001, 8), will all
perform sufficiently well that the truth of which is strictly better is not a dominating
consideration (Henisz and Williamson 1999).

Corporate governance structures in Europe and Japan are more favorable to
stakeholder-oriented firms. It may be true that a shareholder board will outper-
form a stakeholder board and that the purpose of a corporation should be narrowly
efficiency rather than broadly social benefits (Williamson and Bercovitz 1996). A ra-
tional person should then arguably select the director-primacy model of corporate
governance over competing proposals (such as a stakeholder board) as improv-
ing social welfare for everyone except the CEO (Dent 2008). However, a recent
analysis by three finance professors suggests that stakeholder-oriented firms have
advantages and disadvantages, such that the case in favor of shareholder-oriented
firms is not automatic or decisive (Allen et al. 2007). The study concludes that
stakeholder-oriented firms may have lower output and higher prices—which com-
bination could result in greater value to the firm. (The reason, as the authors note,
is effectively an increase in monopoly power, to the potential harm of consumers.)
Additionally, consumers (notwithstanding the increase in monopoly power) may
prefer to buy goods and services from stakeholder firms; if so, the number of such
firms will tend to increase over time. (The study uses a mathematical model of
stakeholder governance involving a duopoly of two hypothetical firms selling in
competition.)

It is possible that (1) better relations with primary stakeholders (e.g., employ-
ees, customers, suppliers, and communities) could increase shareholder wealth,
while (2) social initiatives (i.e., CSR activities) not related to primary stakehold-
ers could decrease shareholder wealth (Hillman and Keim 2001). An instrumental
stakeholder strategy, by which better stakeholder management results in both
greater shareholder wealth and greater benefits for other stakeholders, seems to be
a nondebatable win-win thesis.

Several answers may address the social initiative problem. One answer is
that the empirical evidence is disputed and arguably contingent on particular
circumstances (Margolis and Walsh 2003). The weight of evidence suggests that
the average relationship between corporate social and financial performance is
basically neutral or mildly positive (Becchetti et al. 2008). If so, limited CSR activ-
ities are not likely to endanger corporate earnings materially (Roman et al. 1999,
121). A case does not have to be made that social initiatives are profitable, only
that social initiatives are not markedly unprofitable (Bird et al. 2007). Even a thin
difference leaves discretion to corporate strategy. A second answer is that social
initiatives may serve to enhance or protect corporate reputation as an intangi-
ble asset in ways difficult to measure. Market value may depend on intangibles
like brand value and reputation (Vives 2008, 205, n. 9). A third answer is that a
firm ought to avoid doing wrong and causing social harms; the effort to avoid
wrong and social harms may be strengthened by engaging in some social goods
(Greenfield 2008).
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CONCLUSION
The view that the corporate objective is and should be shareholder wealth max-
imization (SWM) is a prescriptive, standard assumption in the economics and
finance literature. There are normative foundations for the principle in utilitari-
anism and property rights. The strong form of the principle is arguably not de-
scriptively or instrumentally defensible. There is reason to think that markets in
which stock prices are set are seriously imperfect. The principle does not corre-
spond with the actual legal duties of officers and directors. There are objections
to strict SWM from business ethics and corporation law, corporate social respon-
sibility, and stakeholder theory (or close variants such as team production and
corporate republic conceptions). The corporate objective is better understood as
constrained maximization in principle, relaxed to constrained wealth seeking in
practice (Jensen 2001). The debate is then over constraints and influences.

The constraints can be understood as a set of antecedent conditions defined by
law and ethics. From a deontological perspective, the corporation should commit
no wrongs (Greenfield 2008). (An idealized standard may have to be relaxed to
a more realistic standard of avoiding or minimizing wrongs.) From a teleological
perspective, the corporation should commit no social harms. (Again, an idealized
standard may have to be relaxed to a more realistic standard of avoiding or min-
imizing harms.) This condition is not necessarily one of doing social good, other
than as a by-product (i.e., positive externality) of market activities. From a purely
financial perspective, wrong conduct may prove very costly to the firm through
fines and civil liabilities, loss of reputation and trust, and increased compliance
costs occasioned by erosion of integrity. The Foreign Corrupt Practices Act (1977)
and the Sarbanes-Oxley Act (2002) are illustrations.

Given compliance with these antecedent conditions, then management should
attempt to maximize the sustainable economic value of shareholders’ investments
over time. Time horizon is a matter of strategic judgment. The shareholders must
be concerned to minimize misappropriation of this economic value by manage-
ment acting as self-interested (i.e., opportunistic) agents. And such agents may
undermine efforts at meeting the antecedent conditions.

This corporate objective is further constrained by three strategic considerations
bearing on management choices. First, some purpose other than money may be
a better strategy and may better enhance employee productivity and stakeholder
loyalty (George 2001). Second, sufficient stakeholder satisfaction to ensure loyalty
(rather than exit or voice) is strategically valuable. Third, doing some social good
(some corporate social responsibility or corporate citizenship) beyond avoidance
of wrongs and harms may prove to be a smarter long-run strategy, and may be
increasingly demanded or expected by important stakeholders.
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CHAPTER 24

Earnings Management
LEONARD J. BROOKS JR.
Professor of Business Ethics & Accounting, Executive Director, Clarkson Centre
for Business Ethics & Board Effectiveness, J. L. Rotman School of Management,
University of Toronto

INTRODUCTION
Earnings management occurs when efforts are made successfully to change re-
ported earnings from those that would be normally reported, often with the intent
to mislead investors and lenders. It has been practiced in one form or another since
the first managers began reporting to owners. In fact, it is probable that earnings
management has been pervasive, both over time and throughout the world. A
study of 649 Harvard Business Review readers, published in 1990, concluded that
“a large majority of managers use at least some methods to manage short-term
earnings” (Bruns and Merchant 1990). Speaking in September 1998 on “The Num-
bers Game,” Arthur Levitt, then chairman of the U.S. Securities and Exchange
Commission, said prophetically:

In the zeal to satisfy consensus earnings estimates and project a smooth earnings path,
wishful thinking may be winning the day over faithful representation. As a result, I fear
that we are witnessing an erosion in the quality of earnings, and therefore, the quality of
financial reporting. Managing may be giving way to manipulation; Integrity may be losing
out to illusion (Levitt 1998).

So significant were the risks and consequences of earnings management that Levitt
went on to present a nine-point action plan to deal with the problem.

Levitt’s view on the seriousness of earnings management practices was con-
firmed within a few months in two surveys of CFOs. In one by CFO Magazine,
78 percent reported being asked to use accounting rules to improve results, 45 per-
cent had been asked to misrepresent results, and 38 percent had done so (Barr 1998).
In the second by BusinessWeek, 55 percent reported being asked to misrepresent
results, and 17 percent reported that they had done so (Barr 1998). Subsequently
a study has estimated that for two decades (1980s and 1990s), at least 10 percent
of reported operating profits for the S&P’s 500 stocks were the result of earnings
management techniques (“Economic Focus: Taking the Measure” 2001). Tragically
for investors, in specific bankruptcy cases such as Enron, in critical periods, up to
50 percent of reported earnings have been the result of manipulations. Moreover,
studies show that earnings management is practiced in countries around the world
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(Land and Lang 2002; Bhattacharya, Daouk, and Welker 2003; and Leuz, Nanda,
and Wysocki 2003).

Definitive evidence is not available on whether earnings management is
practiced more in the United States than elsewhere. It is argued, however, that
principles-based accounting, which is the dominant regime outside of the United
States, even with its greater reliance on judgment, presents fewer opportunities
for earnings management than does U.S. rules-based accounting. An example sup-
porting this assertion would be the 3 percent outside investor rule that facilitated
Enron’s earnings management disaster. Outside the United States, the substance
of external investor control would have been assessed rather than its compliance
with a 3 percent threshold. It is worth noting as well that U.S. accounting standards
have been influenced by lobbying and political pressure to a greater degree than
outside the United States, which may have led to more permissive standards.1

Contrary to Levitt’s hopes, earnings management has remained a problem
in spite of his nine-point plan, although newer, more stringent requirements and
penalties have been introduced that make managers think more carefully about
providing illusion rather than fact. Even so, the traditional desire of managers and
executives to report performance better than or in accord with expectations has
induced creative measures of many kinds, some of which are detrimental to in-
vestors and others who rely upon those reports. During the 1990s and early 2000s,
the advent of more lucrative bonus plans, particularly where stock options were in-
volved, brought creative measures to depress and then overstate reported results in
order to maximize cash bonuses and/or stock option gains. Even more recently, in
response to the increased scrutiny, transparency, and governance structures intro-
duced by the Sarbanes-Oxley Act of 2002 (SOX), earnings management has moved
away from the manipulation of accounting treatments through so-called accruals
to the creation of real asset or liability transactions to influence reported results
(Cohen, Dey, and Lys 2008). Moreover, the broadened and more stringent appli-
cation of mark-to-market accounting in 20072 effectively curtailed the use of some
accrual-oriented techniques and reinforced the need to use real transactions to
move or manage in the desired direction. Whatever the intent—to inflate, deflate,
or increase the volatility of earnings—earnings management presents an ethical
minefield.

Earnings management, as Arthur Levitt noted, represents a degradation of
earnings quality, which refers to the “ability of reported earnings to reflect the
firm’s true earnings3 and to help predict future earnings” (Akers, Giacomino, and
Bellovary 2007). Performance reports that are significantly inaccurate or misleading
lead to a distortion of the decisions that reliant owners, lenders, and others should
take, and to an inability to properly assess the risks that investors face. From an
ethical perspective, these negative outcomes raise many problems such as moral
hazard,4 adverse selection,5 and fairness which may be addressed through analyses
focusing on overall consequences, individual rights and duties, fairness, and the
virtues expected of executives and the board of directors to which they report.

The aim of this chapter is to explore the motivation for and the practice of earn-
ings management, and to provide insights and an ethical analysis of the topic that
are useful to general readers and finance professionals. References are provided to
facilitate further study about earnings management and the actions that directors
and others may take to guard against it.
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MOTIVATIONS TO USE EARNINGS MANAGEMENT
Earnings management occurs when efforts are made successfully to change, in an
unwarranted way, reported earnings from those that would be normally reported.
For purposes of this definition, normally reported earnings are those in accord with
consistently applied, reasonable interpretations of generally accepted accounting
principles (GAAP) that would result from transactions designed to maximize the
organizational value-added for owners. The desired impact of earnings manage-
ment is to present an untrue picture of performance that compares favorably or
unfavorably with what is expected in order to confer a benefit on one or more
stakeholders. Stated succinctly,

Earnings management occurs when managers use judgment in financial reporting and in
structuring transactions to alter financial reports to either mislead some stakeholders about
the underlying economic performance of the company or to influence contractual outcomes
that depend on reported accounting numbers (Healy and Wahlen 1999).

It is worth noting that executives often engage in managing the expectations
of current and prospective owners, but that such expectations management is not
the same as earnings management. For example, executives may discuss positive
rather than negative aspects of their strategies or performance in the management,
discussion, and analysis (MD&A) section of their annual report or in their news
releases, but the earnings they report are those that flow normally from such deci-
sions. Therefore, assuming capital markets are reasonably efficient, owners should
be able to use the normal performance reports to factor out biased expectations
management from their decision making. That said, the desired impact of earnings
management can be enhanced by combining it with expectations management.

The purpose of earnings management by executives is to gain some advan-
tage over the current and/or prospective owners of the company or their elected
representatives, namely the organization’s directors. In so doing, the executives
(or perpetrators) generally seek to transfer wealth to themselves at the expense of
current or future shareholders.

A positive or overstatement of earnings may lead, in the short term, to:

For the executive(s):
� Higher than warranted bonuses in cash or stock options.
� Higher stock prices leading to additional gains on sale of shares or options.
� Meeting or exceeding analysts’ expectations.
� Favorable impact on executive reputation.
� Avoidance of termination.

For the corporation:
� Lower cost of capital.
� Easier borrowing.
� Easier sale of new shares.
� Avoidance of thresholds for regulations and debt covenants.
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Of course, the overstatement of earnings may be discovered, which could lead
to the opposite effects of those listed and to a permanent loss of credibility for the
executives involved and for the corporation in the eyes of its stakeholders. More
to the point, regulations spawned by SOX now require CEO and CFO certification
of the accuracy of financial reports and of the related internal controls that ensure
this accuracy. Knowledgeable false certification can lead to criminal prosecution
of the CEO and/or CFO, and if convicted, to fines and jail. In the opinion of some
observers, this “criminal prosecution for false certification” provision is the most
significant recent reform for reducing earnings manipulation. It has definitely had a
chilling effect on earnings management based upon accounting treatments, but has
probably encouraged managers to switch to real transactions that are chosen for
their short-run impact on profits rather than their long-run economic value-added
for shareholders.

Sometimes earnings management is used to smooth income and earnings in an
attempt to make a favorable impression on investors who have a high regard for
earnings predictability and consistent growth. Income smoothing may be achieved
by transferring income or expenses from one reporting period to another so that
there is an appearance of consistent growth rather than letting income and earn-
ings reflect the volatility of real life. This type of earnings management clouds an
investor’s ability to identify and properly assess the risk inherent in the stock and
to match or manage that risk with a desired risk profile.

Perhaps more important from an ethical perspective, history reveals that many
managements start the income smoothing process with the intention of having
positive manipulations offset by later negative earnings reports, but find that they
must continue to use increasingly large positive manipulations to ensure a constant
growth trend. They find themselves on a type of slippery slope where an initially
small adjustment leads to increasingly larger and much more significant trans-
gressions, leading ultimately to ruin. While it is possible that income smoothing in
which positive earnings manipulations are fully offset over time by negative results
may lead to higher investor confidence, higher demand for the stock, and lower
cost of capital, the risk of such benefits has proven to be too high in memorable
cases such as Enron and WorldCom.

Cookie jar accounting is a term that refers to the situation in which earnings
are manipulated downward by building up a cushion of costs or revenues (the
cookie jar) that can be drawn from (consuming the cookies) in later periods to
manipulate earnings upward. The motivation could range from normal income
smoothing to the achievement of specific impacts. For example, led by CEO Frank
Dunn, the executives of Nortel depressed earnings, creating a cushion that they
later released to bolster earnings for two consecutive terms, which was the required
trigger condition for substantial bonuses. Dunn and his senior executives were
ultimately charged by the SEC (three executives) and the RCMP (two executives)
for accounting fraud.6 Other senior executives returned their bonuses rather than
face recovery charges.

Big bath accounting is another commonly used earnings management tech-
nique. It refers to situations in which earnings are severely depressed, usually
by manipulation, in order to obtain some advantage for the executives or the
company. For example, when a company is taken over or new management is
installed, there is a tendency to write off against earnings every possible expense,
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so that subsequent earnings will be artificially high because they are free of such
expenses. The underlying purpose is to shift earnings from one period to an-
other. The motivation involved could be to garner executives a higher reputation
for gains or higher bonuses, or both, because the performance they are seen to
be responsible for will be falsely inflated. Alternatively, this approach to earn-
ings manipulation/management could be used to create tax advantages, such
as would be the case in using up tax loss credits as soon as possible or before
they expire.

Window dressing and threshold management are two additional motivations for
earnings management in response to a perceived need to make earnings appear
better than they really are. In this context, window dressing refers to the manip-
ulation of earnings so that the organization’s performance or its management’s
performance is seen to be highly desirable in the same way it would be helpful for
a retailer who displays his goods for sale in the store window and “dresses up” the
window display for maximum impact. Threshold management often takes place to
make sure that reported earnings are on the good side of a threshold rather than the
bad side. For example, earnings are often managed to appear as just positive rather
than just negative, or to be above a threshold expected by senior management or a
bonus trigger point.

In one instance from the author’s experience as an auditor, a Canadian sub-
sidiary of a U.S. parent continually proposed offsetting adjustments to those de-
sired by the audit firm. Each adjustment was dutifully and thoroughly verified,
but well after the audit was finalized it was discovered that the subsidiary’s final
net earnings multiplied by the year-end exchange rate resulted in a net earnings
figure of exactly US$1,000,000.00.

The case of Livent’s earnings management by Garth Drabinsky and Myron
Gottlieb is also revealing. Although Drabinsky was a genius as an impresario
of live theater (he thrilled audiences with Phantom of the Opera, Ragtime, Kiss of
the Spider Woman, Sunset Boulevard, Showboat, Joseph and the Amazing Technicolor
Dreamcoat, Fosse, Candide, and Barrymore), he and Gottlieb continuously ordered
the manipulation of earnings so that losses were changed to profits to mislead
investors and lenders. How did he do this? He intimidated his accounting staff,
one of whom was a former partner of Deloitte who did the audit, into

� Rolling show production costs expenses forward from the correct period to
a future period—this raised current earnings, as expenses from one show
that had gone into production were moved to another that was still in pre-
production.

� Withdrawing expenses already booked and holding them until a later period.
� Misrepresenting loan agreements as revenue by telling the auditors that an

agreement with the lender to withdraw funds advanced had been cancelled.

How Earnings Can Be Managed

Depending on the result desired, earnings can be managed up or down by in-
creasing or decreasing the revenues and/or expenses that are the building blocks
of earnings. This can be seen algebraically if the relationship between revenues,
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expenses, and earnings is expressed by the following equation and the impacts of
increasing or decreasing revenues and expenses are examined.

Revenues − Expenses = Net earnings

If the desire is to increase earnings, this can be achieved by raising revenues or
decreasing expenses. Alternatively, if the desire is to decrease earnings, revenues
could be reduced or expenses could be increased.

Basically, there are two approaches to creating the earnings changes desired:

1. Accounting choices—either within the judgment range allowed under GAAP
(within GAAP) or outside the range allowed for accounting treatments or
policies allowed under GAAP (outside GAAP).

2. Real transaction choices—by making real contracts or real economic arrange-
ments that, when recorded using GAAP, move revenues or expenses as
desired.

Accounting choices based on judgment are a normal aspect of measuring,
correctly recording, and disclosing transactions within a range of GAAP options
in order to properly reflect the economic reality of the event or development for
current and potential future shareholders. Too frequently, however, CEOs and
CFOs are choosing the alternative that best serves their own interests, and not the
interests of the shareholders. Sometimes the choices made are biased but within
the range allowed by GAAP; whereas, on other occasions, no attempt is made to
adhere to the rules provided by GAAP. In the first case, there is a subtle attempt
to mislead shareholders or their representatives, namely the board of directors,
whereas in the second case the attempt to mislead is much more blatant, although
relatively difficult to discover. While it is extremely difficult to attach civil or legal
liability in the former case, once discovered the outside GAAP manipulation often
leads to both, particularly since the SOX-generated regulations require the CEO
and CFO to certify the accuracy of financial disclosure and the internal control
systems in place to ensure that accuracy. As a result of this enforceable liability
differential, the significant potential for shareholders and other stakeholders to
be misled by within-GAAP accounting choices places a high premium on the
ethics—the integrity and loyalty—of top management.

Accruals are a common type of accounting choice used to manage earnings,
probably because the judgments that have to be made on a continuing basis are
not susceptible to accurate point estimates. For example, falsely inflated (deflated)
accruals for the following adjustments to assets will decrease (increase) earnings:

� Allowance for doubtful or uncollectable accounts receivable.
� Allowance for obsolete inventory.
� Amortization of intangibles.
� Depreciation of fixed assets.

Conversely, the following accruals that overstate (understate) liabilities will
decrease (increase) earnings:

� Contingent liabilities.
� Warranty claims.
� Other one-time charges.



P1: OTA/XYZ P2: ABC
c24 JWBT301-Boatright June 30, 2010 12:42 Printer Name: Hamilton

EARNINGS MANAGEMENT 463

These changes in accruals are often effected by changing the application of
an accounting policy or practice, such as changing from accelerated depreciation
to straight line depreciation; by adopting a less conservative approach to amor-
tization; or by recording potential bad debts, contingent liabilities, or warranty
claims.

It is important to note that changes in accruals do not generally result in corre-
sponding changes in cash flow. As a result, some researchers erroneously consider
cash flow to be a measure of performance that is relatively immune to manipu-
lation. They should be aware, however, with the recent high-risk changes in the
post-SOX regulatory environment, that there has been a trend toward using real
transactions to manipulate earnings and that these do produce changes in cash
flow.

Real transactions chosen to mislead investors but recorded using acceptable
accounting or sometimes questionable policies and entries would include:

� Change in or abnormal discretionary expenses, such as research and devel-
opment costs or advertising.

� Sale of assets to record gains and leaseback.
� Sales manipulation by product distribution channel stuffing beyond normal

demand levels to increase revenue in a period, but with guaranteed take-
back of unsold inventory in the next period.

� Increase in production leading to high inventory value that results in a higher
than appropriate allocation of overhead cost to inventory rather than to the
cost of goods sold, thus increasing net earnings in the short run.

� Sham off-balance-sheet transactions to increase revenue or decrease ex-
penses (as used in the Enron special purpose entities [SPEs] and the Rhythms
hedge).

Real transactions are also frequently delayed, advanced, or restructured to
defer, advance, or alter the timing of revenue or expense recognition. For instance,
a contract to supply six large power generators that are usually invoiced on a
completed contract basis when installed and operating could be restructured to
include partial invoicing when the units are shipped from the factory, part when
installed and operating, and part after three months of operation. Alternatively, the
date of completion could be delayed on some technicality to delay the reporting of
income.

Both accrual transactions and real transactions have the potential to affect
a company’s assets and liabilities. Unlike accruals transactions, real transactions
generally affect cash flow. Sham transactions such as those used by Enron illustrate
how some earnings management transactions can impact earnings and assets but
not liabilities since off-balance-sheet financing was used. In these cases Enron used
asset sales (which were really disguised loans) to related parties to increase cash
and record profits on sales at outrageously high levels. By erroneously considering
the related party transactions to be sales rather than loans, no liability was shown.

Whether earnings management is effected through manipulative accounting
choices or real transactions, the impact on decision makers is potentially very real
and significant. Moreover, since such manipulations may not become known for
many years, prevention and early recognition are highly desirable. Consequently,
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many organizations develop measures within their governance and internal control
systems to prevent and control for these problems, not the least of which is the
development of an ethical corporate culture in which employees understand the
values the organization professes and specifically why earnings management is
unethical and therefore not acceptable.

ETHICAL ANALYSIS OF EARNINGS MANAGEMENT
Until recently, many business students, as well as many of the finance community,
took the view that business is just a game in which the objective is to win at any cost.
Given Enron and other financial scandals, including the subprime lending crisis,
the proportion has shrunk but is still significant. These gamesters need to appreciate
that the consequences of unethical behavior can be serious for themselves as well as
their employers, but first they need to understand what makes an action unethical.

The Association for the Advancement of Collegiate Schools of Business
(AACSB) that accredits business schools worldwide has recommended a frame-
work for ethics education of business students in their Ethics Education Task Force
(EETF) (AACSB 2004). Applying that framework to earnings management pro-
vides a useful starting point for raising the ethical awareness and understanding
of finance professionals on these matters. Specifically, the AACSB framework refers
to four broad themes that should be present in a business school curriculum:

1. The responsibility of business in society.
2. Ethical decision making.
3. Ethical leadership.
4. Corporate governance.

For ethical decision making, analyses are needed to differentiate an ethical
from an unethical act based on the following approaches:

� Consequentialism—study of the consequences of the action.
� Deontology—study of the impact on individual rights, duties, and justice or

fairness.
� Virtue ethics—study of the virtues expected.

It is important to note that these analyses are to be performed from the perspec-
tive of the consequences to or impacts on stakeholders involved, where stakehold-
ers are those groups that fit within the definition offered by R. Edward Freeman:
“. . . anyone who is affected by or can affect the objectives of the organization”
(Freeman 1984). Specifically, for the analysis of earnings management, the follow-
ing stakeholders should be included:

� Current shareholders.
� Potential future shareholders.
� Board of directors.
� Bankers and other lenders.
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� CEO, CFO, and other senior executives.
� Employees.
� Customers or clients.
� Communities.
� Governments.
� Tax and regulatory authorities.

From a consequentialist perspective, earnings management is said to benefit
current shareholders by smoothing or stabilizing stock price trends, thus reducing
volatility and uncertainty for investors and lenders and leading to lower costs of
capital. Senior executives and other stock option holders may benefit from falsely
stated earnings, but probably only in the short run. However, future shareholders
and current shareholders who wish to continue holding their shares may not
be able to correctly assess their future risks and returns. The board of directors
may also not be able to remunerate senior officers correctly and structure their
bonus plans to provide appropriate motivation. Bankers, lenders, governments,
tax authorities, and other regulators also have no interest in being misled. In
fact, manipulated earnings can give rise to the payment of taxes unnecessarily
and/or to underpayment of taxes and tax penalties. Finally, the enforcement of
SOX-spawned rules could cause the CEO and CFO, who certify the accuracy of
financial disclosures and the adequacy of internal controls, to be prosecuted in
criminal court and, if convicted, to be imprisoned. In summary, although earnings
management may benefit some parties, these benefits are likely to be in the short
term, and when compared to the potential risks for most of the other stakeholders,
earnings management should be considered unethical based on an analysis of its
consequences.

From a deontological perspective, current and potential shareholders have a
right to unbiased7 or unmanipulated information from their agents,8 and secu-
rities regulations should be structured to ensure that is the case. That is a fair
expectation from a contracting perspective, although senior management may
wish it were otherwise since many of them are motivated to maximize their re-
wards within the context of their incentive schemes and contracts. In fact, it is quite
possible for executives to take advantage of poorly drawn contracts or incentive
packages in ways that are legal but not fair or representative of the duty that was
expected. Fairness in the distribution of benefits and costs of an action among
stakeholders is an important ethical concept, but not one enshrined in law. If the
senior executives and others who try to take advantage of earnings management
were to put themselves in the position of those they were taking advantage of, this
point would be quite evident. As many senior executives and others know, many
actions are, in fact, legal but not ethical, although for perpetrators of unethical acts,
the consequences are changing for the worse.

It is important to note that the analysis of the ethicality of acts solely by
evaluating their consequences will likely lead to a flawed result. Deontological
analysis has the capacity to improve the outcome and avoid embarrassment. For
example, some may judge the benefits of earnings management to outweigh its
costs, perhaps because of their own interests or because losses projected were far in
the future. However, an analysis of the fairness involved for all stakeholders and
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the individual rights subverted (both of which are deontological considerations)
would clearly show earnings management to be unethical.

Perhaps the most important lesson for senior executives and others who pro-
mote earnings management is that expectations about performance are changing.
Unethical actions are increasingly being viewed as unacceptable rather than as
part of the game. The discipline of virtue ethics suggests that the motivations for
actions and the processes those actions involve need to be examined to see whether
they match with the virtues expected by the stakeholders involved. Do the motiva-
tions, processes involved, and the impact of such actions reflect the character traits
expected, including courage, honesty, integrity, fairness, impartiality, and enlight-
ened self-interest? Earnings management involves deception for personal gain. It
involves dishonesty, lack of integrity, impartiality, and unenlightened self-interest.
By these standards, earnings management is clearly unethical. Even the arguments
that it is in the interests of the greater good—lower cost of capital or saving the
company—would not change the negative judgment necessitated by virtue ethics.

In some instances, executives and directors will argue that the unfairness to
some stakeholders is more than compensated for by the overall benefit of the
proposed action. In such situations, the trade-offs involved need to be weighed
very carefully. While it may be true that very minor earnings management may
be helpful, it should not be forgotten that few decisions affect only the short term,
and even those earnings management manipulations that are expected to be short
term often need to be repeated, and in larger size, to achieve the stability or growth
in earnings that decision makers require. This is a variant of the slippery slope
problem, in which a small decision grows incrementally into a big problem. In
addition, decision makers should be very wary of the negative medium- and long-
term reputational impacts of unethical action on stakeholder support. The trust
that many executives and directors seek to engender through earnings manage-
ment will become mistrust if stakeholders fail to see the demonstration of duties
and virtues that they expect. Executives and directors would be wise to consider
transparency and ethical management as ways of building and maintaining trust
and of managing risks, rather than resort to the manipulation of earnings.

LEADERSHIP AND GOVERNANCE IMPLICATIONS
Recent financial scandals such as Enron, WorldCom, Tyco, and Adelphia, as well as
the subprime lending crisis, have underscored the importance of ethical leadership
and the development of an ethical corporate culture to guard against unethical
acts by executives. Ethical leadership is vital in ensuring that earnings and other
performance disclosures are accurate and provide an opportunity to manage risks
effectively. Interestingly, the approaches to ethical analysis advocated for business
school education that are outlined earlier provide a useful framework for the
evaluation of corporate leaders and the ethical aspects of an organization’s culture.

It is common now to hear that one of the desirable features in appointing cor-
porate leaders is the tone at the top—how top executives think, conduct themselves,
and serve as exemplars for the rest of the corporation’s employees and agents. In
this regard, a criterion for judging an existing or proposed CEO and CFO would
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be how their reputation and past actions compare with the ethical tests applied to
earnings management; for example:

� Do they have a reputation for honesty, fair dealing, openness, transparency,
consideration for stakeholders, and leadership in ethical matters?

� Have they been involved in any unethical or questionable actions or
activities?

� Have they been forthcoming with past auditors and board audit committees?
� Do they have an understanding of the approaches to ethical analysis devel-

oped earlier in this chapter?

While such questions will seem ridiculously idealistic to some, others believe
they should be considered a standard part of sound due diligence routines, and
many wish they had been part of past assessments of many once well-thought-of
corporate leaders. Finance professionals should be wary of executives who exhibit
unethical blind spots or tendencies that may get them and/or their corporations
into trouble.

The need for an ethical corporate culture has recently been recognized as es-
sential to good corporate governance. Good ethics earns the corporation respect
and support from stakeholders and reduces the ethics risks9 of the corporation
(Brooks and Dunn 2020, 16–18). Employees cannot be expected to adhere to corpo-
rate policies on ethical performance unless such policies exist, are communicated
effectively to them, and are reinforced so that there is no mistake about the com-
pany’s intention. Top executives must add their encouragement and support or
else no one will take the policy seriously. As a result, finance professionals should
be looking for the following types of evidence in their evaluation of a corporation’s
ethical culture:

� Is there a comprehensive, recently revised, code of conduct that captures
company policy and is presented with training for sign-off to all employees
when they join and annually thereafter?

� Do the senior executives continually support ethical behavior and the code
of conduct visibly in both word and deed?

� Is the code integrated into company strategy and operations?
� Is there a credible champion in senior management for the company’s code

and ethical culture initiatives, supported by a credible, adequately resourced
administrative team?

� Is performance in accord with the code monitored, rewards and penalties ap-
plied as necessary, and reports thereupon made quarterly to the company’s
audit or governance committee of the board?

� Is there an effective whistleblowing program in place with quarterly reports
to senior management and the audit or governance committee?

� Is there an annual review by the board or one or more of its committees of
the company’s ethics policies, codes, ethics programs (training, encourage-
ment, monitoring, enforcement, whistleblowing), as well as its leadership
and resource framework?
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INSTITUTIONAL AND VOLUNTARY MEASURES
TO PREVENT EARNINGS MANAGEMENT
Leadership and governance expectations are the aggregate result, in part, of
decades of studies, pronouncements, legal requirements, governance guidelines,
and leading practices. A list of more important institutional milestones would
include the following:

� The Trueblood Committee,10 which in 1973 affirmed the investor-oriented
role of financial reporting and the importance of cash flow information
relative to earnings since the latter were subject to management.

� The Treadway Commission,11 which in 1987 laid out the trust and respon-
sibility framework for companies that raise funds from the public, and for
other market participants involved such as directors, lawyers, and accoun-
tants, as well as recommendations for improving the integrity of financial
reporting. This committee articulated the linkage between governance prac-
tices, corporate culture, internal controls, tone at the top, and the accuracy of
financial reporting systems and the reports themselves. The continuing influ-
ence of this committee is evident in the activities and reports of its successor,
the Committee of Sponsoring Organizations of the Treadway Commission,
known as COSO,12 specifically in COSO guidance given on internal controls
and on enterprise risk management that have become informal worldwide
standards.

� The Financial Accounting Standards Board (FASB), which determines ac-
counting and auditing standards in the United States.

� The International Accounting Standards Board (IASB), which deter-
mines accounting auditing and governance standards on an international
level.

� The U.S. Securities and Exchange Commission (SEC), which promulgates
securities and governance regulation for companies raising funds from the
public in the United States, which in 1998, under its then chairman Arthur
Levitt, embarked upon a nine-point plan13 to curb earnings management.

� The Sarbanes-Oxley Act of 2002, which through new SEC rules provided a
more stringent governance, reporting, and audit framework in response to
the crisis of credibility that followed the Enron and WorldCom bankruptcies,
including:
� Formation of a Public Company Accounting Oversight Board (PCAOB)

to oversee accounting, reporting, and audit standard setting and practice,
and/or enact standards for disclosure and audit where necessary.

� Clarification of responsibilities of directors, officers, and auditors, and of
audit and governance committee charters.

� Audit Committee requirements such as:
� The majority of directors on the audit committee to be independent of

management and to exercise independent expert judgment.
� The establishment of a complaints or whistleblowing system to receive

and address complaints regarding accounting, auditing, and internal
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controls where such a system provides for anonymous submission and
for the protection of employees who make the complaints.

� CEO and CFO requirement to sign off on annual and quarterly financial
statements, certifying their accuracy and the accuracy of the underlying
internal controls in place to ensure this accuracy. In addition, there is
specific criminal liability for CEOs and/or CFOs for knowingly making
misstatements.

� Independence of auditors—prohibition from offering consulting and
other services that might pose a conflict of interest leading to lack of
independent audit judgment.

� Greater transparency—reporting requirements for compensation, stock
options approved, and insider trading.

� The New York Stock Exchange and similar bodies that issue guidelines for
governance expectations.

Each of these institutional developments has been designed to get executives
and/or directors to accept greater responsibility for their actions and greater ac-
countability to investors and other stakeholders. Even so, as Levitt pointed out:
“This is a financial community problem. It can’t be solved by government man-
date: it demands a financial community response. . . . I believe we need to embrace
nothing less than a cultural change” (Levitt 1998). That change is underway, but it
is very slow in developing. New regulations will continue to crystallize stages in
the process as they evolve.

While compliance with enacted or promulgated standards is necessary, vol-
untary adoption of policies and practices that support integrity, transparency, and
disclosure in the public interest can be of great assistance in developing an overall
corporate culture of integrity that is essential in minimizing corporate risk. For
example, the tone at the top of the organization will reinforce desired behavior
throughout. Similarly, although SOX-initiated SEC regulations require a whistle-
blower program for financial matters, instituting such a program for nonfinancial
or strategic matters such as those likely to influence consumer or employee sup-
port could reduce risks and increase overall support for ethical behavior and, in
turn, for integrity in financial reporting. As well, there are many recommended
practices, such as the creation of ethics training and reinforcement programs, that
are not required but are well advised and valuable voluntary practices.

EARLY RECOGNITION
Even with appropriate scores on the ethicality of leadership and culture, corpora-
tions can get into ethical trouble with earnings management, so early recognition
of red flags can be quite useful. Finance professionals should be constantly alert
for the following potential indicators of earnings management (Mohanram 2003):

� Lack of independent directors noted for their independence, ability, and
willingness to challenge proposed transactions.

� Trends in earnings that do not reflect the volatility of the underlying eco-
nomic realities that the company faces.
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� Consistent surpassing of analyst forecasts by a small but relatively constant
percentage.

� Changes in depreciation or amortization methods or other accounting
policies.

� Real transactions that add proportionately more to earnings than to cash
flows.

� Increasing gap between net assets and earnings.
� Increasing gap between cash flow from operations and net earnings.
� Unexpected (large) asset sales, write-offs, or write-downs.
� Large fourth quarter adjustments.
� Qualified audit opinions or (unexplained) change in auditors.
� Large related-party transactions.

CONCLUSION
Earnings management has been widely practiced and will continue to be as the
inevitable result of managements’ desire to put the best interpretation on their
performance. However, it is increasingly important that the significant harm from
the manipulations involved is well understood, and that shareholders and other
stakeholders are adequately protected. The reporting of earnings is no longer sim-
ply part of a buyer-beware culture in which it is accepted that all stakeholders are
at the mercy of management. Senior management faces serious legal consequences
for financial misstatements, and directors, auditors, and finance professionals are
expected to be on guard for deceptions.

It is vital to note, however, that the legally provable standards for fraudu-
lent earnings management are not the only tests of misleading behavior. Greater
awareness of the need for ethical behavior and of the possible consequences of
ignoring ethical red flags in the character and reputations of executives has fo-
cused farsighted executives, auditors, directors, and finance professionals on ethics
frameworks by which to challenge, monitor, and judge those who are in a position
to manage earnings deceptively. Increasingly in the future, the relevant test will
not be whether management can legally get away with earnings management, but
rather whether their actions are considered by stakeholders to be evidence of an
ethical reputation that they can strongly support.

NOTES
1. See, for example, Granof and Zeff (2002), which documents lobbying and government

influence with regard to proposed changes in standards for stock option accounting,
derivative accounting, and mergers and acquisitions accounting.

2. The concept of mark-to-market accounting has long been an accepted practice in
accounting designed to reduce the value of securities owned when their value was
thought to be significantly and permanently eroded. See, for example, the Financial
Standards Accounting Board’s standard FAS 115 (Accounting for Certain Debt and
Equity Securities), which was issued in May 1993. More recently, however, with the
advent and popularity of derivative securities, the need for broadened application of
the concept gave rise to additional accounting standards internationally, including FAS
157, which was issued in September 2006 with effect for fiscal years beginning after
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November 15, 2007. It should be noted that subsequent lobbying pressure caused the
FASB to relax the stringency of FAS 157 on April 2, 2009—a measure that immediately
increased the reported profits of banks and relieved them of having to meet higher
capital requirements during the subprime lending crisis. One quote is indicative of
informed reaction: “It may increase reported bank earnings by 20 percent, but it has
nothing to do with the reality of bank earnings. It’s very important to maintain that
distinction,” according to William Poole, former Federal Reserve Bank of St. Louis
president. See Al Yoon, “U.S. Rulemaker Eases Mark-to-Market’s Bite,” Reuters, April 2,
2009, http://www.reuters.com/article/newsOne/idUSN0235590020090402, accessed
on July 26, 2009.

3. True earnings connotes a type of Hicksian income—”the amount that can be consumed
(that is paid out in dividends) during a period, while leaving the firm equally well off
at the beginning and the end of the period.” Hicks (1939, 176).

4. Moral hazard refers to a condition in which an agent who faces different risks and rewards
than his principal is inclined, as a result, to take actions that are not appropriate from
the principal’s point of view.

5. Adverse selection refers to making a bad or inappropriate choice of product or action, due
to unintended signaling or information asymmetry (agent and principal have different
information about an action).

6. “Regulators file charges against Dunn, 3 other former Nortel execs,” CBC News, March
12, 2007, http://www cbc.ca/money/story/2007/03/12/secnortel.html (accessed Au-
gust 8, 2009); Simon Avery, Tara Perkins, and Paul Waldie, “RCMP charge former Nortel
executives,” BNN Business News Network, June 19, 2008, http:// www.bnn.ca/news/
1771.html (accessed August 17, 2009).

7. For a philosophical discussion of justice as impartiality, see Rawls (1971).

8. For a philosophical discussion of rights and duties, see Kant (1964).

9. An ethics risk may exist when the expectations of a stakeholder are not met.

10. Objectives of Financial Statements, Report of the Study Group on the Objectives of Finan-
cial Statements, Robert M. Trueblood, Chairman, AICPA, NY, October 1973, 71.

11. Report of the National Commission on Fraudulent Financial Reporting, October 1987.

12. Committee of Sponsoring Organizations of the Treadway Commission (COSO), www
.coso.org.

13. In Arthur Levitt’s speech, “The Numbers Game,” referenced earlier, he initiated the
following nine-point plan to curb earnings management by technical rule changes by
regulators and standard setters to improve transparency, enhance oversight, and initiate
a cultural change on the part of management as well as the whole financial community:

1. SEC to require detailed disclosures about the impact of changes in accounting.

2. AICPA to require clarified ground rules for the auditing of purchased R&D.

3. SEC to publish guidance on factors to consider qualitative as well as quantitative
factors when determining materiality criteria.

4. SEC to publish guidance on revenue recognition.

5. Private sector standards setters (FASB) encouraged to take action where standards
are inadequate.

6. SEC review and enforcement teams will reinforce the regulatory initiatives.

7. Improved and more professional training and auditing to downplay cost manage-
ment and increase quality, as well as greater independence of judgment and attention
to the public interest on the part of audit committees.
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8. A Blue Ribbon Committee sponsored by the New York Stock Exchange and the
National Association of Securities Dealers to make recommendations on how to
“empower audit committees and function as the ultimate guardians of investor
interests and corporate accountability.”

9. Challenge “corporate management and Wall Street to reexamine our corporate envi-
ronment” and “embrace nothing less than a cultural change” to restore integrity in
the financial reporting system.
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INTRODUCTION
The investor relations (IR) function is defined as “a strategic marketing responsibil-
ity using the disciplines of finance, communication, and marketing to manage the
content and flow of company information to financial and other constituencies to
maximize relative valuation” (National Investor Relations Institute [NIRI] 2002).1

It has undergone a remarkable evolution over the past two decades: It was once
a part of the public relations department staffed by communications experts, but
has now become, in many companies, a separate department staffed primarily by
finance professionals. The number of firms in the Fortune 500 that have an investor
relations department has grown from 16 percent in 1984 to 56 percent in 1994 (Rao
and Sivakumar 1999) and to 97 percent in 2008.2 Regardless of the growth and
location of the department or the educational background of its managers, the
content and flow of information still lie at the heart of the role of the investor relations
officer (IRO).

Traditional scholarship on investor relations has been dominated by tests of
the financial or capital-market-based effects of information disclosure decisions,
such as reducing the cost of capital, attracting an analyst following, achieving fair
valuation, and managing the agency problems between corporate insiders and
outside shareholders (see Healy and Palepu [2001] and Verrecchia [2001] for com-
prehensive reviews). This approach has placed economic outcomes at the center
of most researchers’ investigations, and the result has been a rather narrow con-
ception of investor relations as a financial concern, to the exclusion of the ethical
implications of the profession. Therefore, in this chapter, we discuss the variety of
ethical nuances that arise when IROs make decisions about the content and flow
of information that they share with—or withhold from—potential and current
investors.

Although analyzing the financial implications of the growth of IR has clearly
emerged as the dominant paradigm in research during the 1980s and 1990s, a
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growing set of scholars has begun to move away from this focus toward a more
behavioral and holistic view of the profession. In this alternate view, scholars note
that legal mandates and public pressure over the past 15 years have compelled or-
ganizations to demonstrate their commitment to shareholder rights by establishing
an investor relations department as a boundary-spanning function (Aldrich 1979;
Rao and Sivakumar 1999; Useem 1996). Investor relations departments occupy a
central position in the organization chart (Rao and Sivakumar 1999), often with the
express purpose of “managing the shareholder” (Useem 1996, 168). In this way,
the IR function enables managers “to signal their commitment to investors but
also to coordinate the disclosure data to investors and analysts and rationalize the
management of shareholders” (Rao and Sivakumar 1999, 39).

A key part of managing shareholders is developing disclosure policies and pro-
cedures to guide interactions with representatives of the firm’s capital and product
markets. Because these internal structures are in place, more disclosure activity
naturally occurs, creating opportunities to strategically manage disclosures to in-
vestors (Gibbins, Richardson, and Waterhouse 1990). Research has also suggested
that IR professionals can and should develop close relationships with their firms’
shareholders, so that they clearly understand, and thus become more responsive to,
their differing needs and preferences (e.g., for information or clarification) (Coyne
and Witter 2002).

While managing shareholder relationships can be an ethical endeavor, re-
searchers and practitioners alike have begun to note that some of these IR policies
and practices may also be misleading and unethical (Cain, Loewenstein, and Moore
2005; Levitt and Dwyer 2002; Mercer 2005; Useem 1996; Williams and Ryan 2007).
At the center of some of the criticism are corporate executives’ ethical obliga-
tions to shareholders, the fodder of a long-standing debate in business ethics.
These obligations encompass fiduciary duty, promise keeping, managing con-
flicts of interest, and effective corporate governance (e.g., issues of coordination
and control). Related to these themes are the recent discussions of transparency,
specifically whether withholding information is unethical and whether certain par-
ties have the “right to know.” For example, some have noted that the disclosure
of more information does not necessarily reduce the likelihood of malfeasance
(Karabell 2008).

SHAREHOLDERS, CORPORATE OBLIGATIONS,
AND THE PROVISION OF INFORMATION
Although the rights of shareholders and other corporate constituencies are often
a hotly debated topic among ethicists, most agree that corporate executives owe
their existing investors the duties of loyalty, candor, and care (Boatright 2008).
These fiduciary duties stem from the promises made to shareholders at the time
of incorporation, placing on executives the moral obligation to both engage in
fair dealing and avoid conflicts of interest between their own interests and those
of investors (Easterbrook and Fischel 1996). Some authors argue that corporate
executives violate these responsibilities when they attempt to withhold or limit
information from some shareholder groups—in short, control the content and flow
of information—while other researchers note that it is the type of information itself
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that establishes the moral issue. As such, the mere presence of asymmetric infor-
mation (Bohren 1998) and negative information (Holder-Webb and Cohen 2007)
can impose upon a firm’s managers a moral obligation. For example, withholding
information about a key executive’s health, as in the case of Apple founder and
CEO Steve Jobs’s five-month medical leave of absence, can create a moral dilemma.
On the one hand, executives deserve some privacy, while, on the other, many chose
to invest in Apple precisely because of Mr. Jobs and his expertise (Silverglate 2009).
Furthermore, the company initially withheld this valuable information and then
gave incomplete information. At first, the public was told nothing in response to
questions about the CEO’s extreme weight loss, and then was told that he was suf-
fering from the common cold. Many have criticized the company for not disclosing
accurate information earlier (Hesseldahl 2009; Silverglate 2009).

Indeed, there is a fine line between failing to disclose required information and
revealing information that is carefully crafted to hide its true meaning. In response
to these troubling trends, some have begun to advocate the idea of value reporting,
where a manager is obligated to disclose both required information and voluntary
information that investors would want to know (DiPiazza and Eccles 2002). Yet
such information, too, can be inaccurate, biased, or unclear, as illustrated by the
Apple case.

Ethical arguments can be made about the type of information that executives
possess and whether they have an obligation to share it, intimately binding in-
formation and obligation together in the discussion of ethics and the role of an
investor relations officer. Therefore, it is necessary to discuss the nature of the two
concepts of information and obligation prior to analyzing the various practices
that IROs may be engaging in, whether intentionally or unintentionally.

Information

While executives possess information that differs in content and importance, some
is legally required to be disclosed to the public while other information can be re-
leased voluntarily. The term voluntary disclosure means the sharing of information
that is not required to be disclosed by law or regulation (Lev 1992). Therefore, it
can refer to information that is released in a nonmandatory subject area, or to the
provision of information that goes beyond the minimum requirement in a manda-
tory area (Gray, Javad, Power, and Sinclair 2001), regardless of whether it is good
news or bad. In general, in the United States, social and environmental information
is voluntary while the majority of a company’s financial information is required.
However, the lines are beginning to blur as insurance companies in the United
States are now required to file an annual climate risk report to disclose the impact
of climate change on their business (Ball 2009). Therefore, any type of required
information follows the standard of materiality, meaning that, if omitted, the in-
formation would have a strong likelihood of altering the total mix of information
available to a reasonable investor (AICPA 1999).3 If it is material, then a firm must
disclose it.

The Securities and Exchange Commission (SEC) and NIRI note that managers
should use their discretion in determining materiality.4 Some researchers argue
that managers misuse their discretion by sharing only voluntary information that
is positive (Adams 2002). If correct, this bias would brand the current voluntary
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social reporting system a failure, because it does not promote transparency but,
instead, strategic disclosure (Hess 2007) of the kind that may produce errors of
omission. Likewise, others have questioned the very efficacy of disclosure regu-
lation in solving information asymmetry and agency problems in capital markets
(Healy and Palepu 2001). Therefore, accountability, transparency, and accuracy are
important issues in both required and voluntary information disclosure, a topic
that is discussed in detail next.

Obligation

The concept of obligation to shareholders has spawned a great deal of discussion,
even tension, among business ethicists. Goodpaster (1991) ostensibly set the stage
for this disagreement by arguing that the multifiduciary view supported by some
stakeholder theorists represented a fundamental misunderstanding of the role of
a fiduciary: to be partial to one group alone, as in the case of executives toward
shareholders, by owing them the duties of loyalty, candor, and care. Boatright (1994)
countered that even though fiduciary duties can be owed to multiple constituents
simultaneously, shareholders have a unique role, in that they provide certain public
policy benefits by helping to keep executives focused on and accountable for
shareholder value creation.

Easterbrook and Fischel (1996) offered the field further insight into executives’
moral obligations to shareholders in their influential book on corporate law. They
note that “entrepreneurs make promises in the articles of incorporation and the
securities they issue when they go public,” and “also promise, explicitly or other-
wise, to abide by the standards of ‘fair dealing’ embedded in the fiduciary rules of
corporate law” (1996, 6). These promises are supported by fiduciary duty because
of the difficulties inherent in foreseeing all possible future circumstances, making
comprehensive contracting between corporations and their investors prohibitively
costly, if not impossible. Other researchers have also noted that managers have an
obligation to work in the shareholders’ best interest (Davis and Thompson 1994).
Philosophical positions support the importance of both promise keeping, in that
one party has led another to rely on his or her actions (Oakley and Lynch 2000),
and property rights, defined as one’s rightful claims in relation to a resource or
thing (Heath 2007).

Marcoux (2003) points out that moral obligation is intertwined with the pos-
session and provision of information, thus extending the concept into our present
discussion of the IRO’s role. He explains that because shareholders are owed certain
duties as beneficiaries they embody two main vulnerabilities. Control vulnerabil-
ity occurs when beneficiaries give control over their assets to another party who is
acting in the role of fiduciary in overseeing that asset or project (e.g., a pension or
mutual fund). Information vulnerability occurs when the fiduciary has access to
beneficiary information that the beneficiary may not even know exists. Information
vulnerability also includes the fiduciary’s ability to control the flow of information
to the beneficiary, such as in the case of withholding information or providing
incomplete or erroneous information.

Controlling the flow of information in these ways was a particularly visible
issue during the 1990s. Arthur Levitt, SEC chairman from 1993 to 2001, raised
concerns about the information advantages that institutional fund managers and
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analysts enjoyed at the expense of other, primarily small, investors. He argued that
companies and their IROs showed favoritism that undermined the integrity of the
capital markets. Levitt’s speeches often focused on the rights of small investors,
whom he considered to be at a disadvantage relative to analysts, brokers, and
institutional investors, who commonly were the first to receive information from
companies (Levitt and Dwyer 2002). In a 1995 NIRI study, for example, common
methods for revealing internal financial forecasts were either via one-on-one con-
versations or conference calls with selected analysts and investors (according to
65 percent of respondents) or during closed analyst and investor meetings (50 per-
cent of respondents) (NIRI 1995). By 1998, 26 percent of companies surveyed were
still using these types of selective disclosure (NIRI 1998), despite NIRI’s repeated
calls to curtail the practice. While the SEC’s Regulation Fair Disclosure (Reg FD)
specifically prohibits the practice of selective disclosure, it continues to occur, as we
discuss in a subsequent section. A 2005 NIRI study revealed that only 36 percent
of respondents were considering discontinuing earnings guidance with analysts
(NIRI 2005), a practice that can come dangerously close to disclosing material
information about earnings to analysts and not to other investors.

While many investor relations officers do not try to “hype the stock” or inten-
tionally issue misleading information, most realize that they have the power both
to broaden the flow and content of information and to restrict it (Useem 1996).
Ironically, the IRO must rely on the internal quality and free flow of information
from company management in the same manner that investors depend on the
IRO’s dissemination of sound information. But, ultimately, it is the company dis-
closure committee and often the IRO who decide how the information is presented
(Atkinson 2002), bringing forth some potential ethical quagmires.

Whether researchers argue that managers have a contractual obligation to
shareholders (Boatright 1994) or a morally grounded obligation (Goodpaster and
Holloran 1994; Hasnas 1998; Marcoux 2003), one fundamental ethical question
surfaces: If an IR manager’s role is to “manage the content and flow of company
information” (NIRI 2002), should she permit the provision of unequal access to
that information? For example, should an IRO condone the disclosure of different
information content between current shareholders, to whom she owes a fiduciary
duty, and potential shareholders whom she wishes to attract? Regardless of one’s
ethical orientation, the likely answer would be “no,” or at least, “it depends.” In
the remainder of this chapter, we explain why.

MANAGING THE FLOW OF INFORMATION
Over the past several years, a number of management techniques and tools have
been used that suggest the existence of questionable efforts to control the flow
of company information (Williams and Ryan 2007) or the quality of informa-
tion (Mercer 2005; Cain et al. 2005). Some of these practices are clearer exam-
ples of conflicts of interest and violations of contractual and fiduciary duties than
others. Yet all are the province of the investor relations department, which, as
noted earlier, has become the office in charge of “managing the shareholder”
(Useem 1996, 168).

In research firm Investrend’s recent comments to the SEC’s Advisory Commit-
tee on Smaller Public Companies, certain ethical dilemmas were still noted, such
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as analysts’ equity stakes in the companies they cover, inconsistent and selective
research, and investor class discrimination favoring institutional owners (Financial
Wire 2005a; emphasis added). Each of these concerns falls within the IRO’s role
of managing the content and flow of information. As such, it is useful to break
down each of these areas according to the common investor relations practices that
present the most pressing ethical concerns. In the area of managing the flow uneth-
ically, three issues stand out: (1) Some IROs provide information access to those
who issue favorable analyst reports; (2) some allow private meetings with certain
investors and analysts and not others; and (3) many use tools to track institutional
investor activity, potentially violating privacy and restricting the flow to these
preferred shareholders only. Regarding the unethical management of content: (1)
Some IROs unethically edit analyst reports, a practice known as entanglement; and
(2) some continue to engage in selective disclosure despite its illegality, whereby
they provide more detailed (or even different) information to some investors than
to others. Issues of transparency, essentially a question of information quality rather
than openness, raise the stakes of the ethical implications of both flow and content
and are discussed in a later section.

As previously noted, in order to make informed investment decisions, share-
holders need the information that management has both access to and control over.
Some researchers argue that corporate information should be treated as a public
good for all to use (Anonymous 2002). Instead, ample evidence suggests that infor-
mation is brokered by management so that certain favorable institutional investors
and analysts have easier access to management’s valuable time and sought-after
information, creating a disadvantage among those who are not granted such fa-
vorable treatment. Companies use, or allow others to use, a variety of methods to
distribute information to their advantage.

Favorable Analyst Treatment

Some securities analysts curry favor with firm management, investment bankers,
and equity buyers by recommending the purchase of a particular stock. Historically,
sell-side analyst research was an objective, third-party endorsement of a stock
sought after by both the firms issuing the stock and investors buying the stock
(Mahoney 1991). Sell-side research was considered to be more objective than buy-
side research and was similar to having a reporter write a favorable article on
the company. Therefore, companies provided sell-side analysts with important
information about their stock in hopes of gaining favorable recommendations or
preferred pricing on investment banking services. As a result, sell-side analysts
began to use unsupported “buy” recommendations to gain access to management
and their information network (Solomon 1998; Levitt and Dwyer 2002). They issued
very few “sell” recommendations in the 1990s United States bull market, often
in order to maintain that access (Sax 2000; Craig 2002). Some company managers
were complicit in these practices and shunned analysts who did not offer favorable
reports (cf. Levitt and Dwyer 2002). In fact, it was once common for companies
to give investment banking firms their business if their analysts issued “buy”
recommendations and for analysts to own shares in companies about which they
issued opinions.
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While recent regulation has discouraged these conflicts, it has not eliminated
them entirely. Empirical evidence continues to confirm that such “favor render-
ing” by executives deters analysts from issuing negative research reports and
stock downgrades (Westphal and Clement 2008). Through these actions, execu-
tives may clearly violate the fiduciary duties of loyalty, candor, and care owed to
their existing shareholders by, in effect, choosing what information to disclose and
to whom. The investors who lack this information because they lack access to the
senior managers who possess it are then more vulnerable when making investment
decisions. Likewise, the information that is disseminated publicly may be made
less accurate by this favor rendering.

Private Meetings

Since the enactment of the Sarbanes-Oxley Act in 2002, companies have curtailed
the practice of executives speaking directly to sell-side analysts, who sell informa-
tion to potential clients. These analysts tended to issue glowing recommendations
on the initial public offerings managed by their firms, another clear conflict of inter-
est (Levitt and Dwyer 2002). Instead, buy-side analysts, who manage investment
portfolios, and large, favored institutional investors now bypass sell-side analysts
and meet directly with management, usually in informal gatherings set up by
preferred brokerage firms (Zuckerman and Portanger 2004). Not surprisingly, ana-
lysts who downgrade a company’s stock receive less of this personal access to top
management (Westphal and Clement 2008). Further compounding the problem is
that more than half of these meetings are paid for by the analyst firms, and the
practice is widespread: An estimated 98 percent of investor relations managers use
this technique (NIRI 2004).

Private access to management is also garnered via the quarterly conference
call. More than 95 percent of respondents to a recent NIRI survey conducted such
calls (NIRI 2004) and provided participants with a wealth of valuable information,
usually directly from the CEO. Throughout much of the 1990s, such calls were
among the benefits of large share ownership, and only rarely were individual
investors or the media even allowed to listen in on the calls (Clark 2000). Quite
often companies held one call for the media and one for the analysts (Clark 1999).
Today, small-stake investors and the media are more often allowed to participate
in analyst calls, but in a listen-only manner: 58 percent of NIRI respondents offered
access to a toll-free listen-only call, while 31 percent required payment for such
access (NIRI 2004). However, 88 percent of companies notify individual investors
of the call only by a posting on the company’s web site, while they notify 95 percent
of institutional investors directly by personal e-mail. In some cases, executives no
longer hold conference calls due to the risk of selectively disclosing information
to some investors and not to others, which is prohibited under Reg FD (Bushee,
Matsumoto, and Miller 2004).

Companies, then, either intentionally or unintentionally limit some investors’
access to management, amounting to a form of discrimination, to be sure, but these
examples also illustrate the practice of providing valuable investment information
to some existing shareholders and not to others, making them vulnerable because
of control and information issues (Marcoux 2003). Likewise, it is a violation of



P1: OTA/XYZ P2: ABC
c25 JWBT301-Boatright June 1, 2010 11:41 Printer Name: Hamilton

482 Financial Management

management’s fiduciary duty to their existing shareholders and of their promise
to abide by the standards of fair dealing (Easterbrook and Fischel 1996). It is also a
violation of the investor relations code of ethics, which states clearly that members
should “provide analysts, institutional and individual investors and the media
fair access to corporate information” (NIRI 2006, 1). In sum, holding selective
conference calls that include only some shareholders is a clear violation of public
policy (i.e., Reg FD), but some managers avoid sanctions by sticking to information
that is already in the public domain.

While these private meetings are argued by some to be a new form of gover-
nance and shareholder activism (Hess 2007; Reid and Toffel 2008), they may also
constitute dissemination of public information to private audiences, which may vi-
olate both business ethics and securities law. Announcing conference calls to some
investors by e-mail or by web-page posting is a sign of improvement. However, it
may constitute a greater hardship for small shareholders, who should receive equal
treatment by virtue of both managerial responsibility and public policy. Likewise,
analysts who issue reports that they believe are accurate assessments of company
performance seem to incur greater difficulty in accessing the valuable flow of in-
formation in the future unless they engage in unethical favor rendering (Westphal
and Clement 2008). Allowing all shareholders equal access to the same level of
information is not only a moral obligation but, as advocates of new governance
mechanisms argue, also less expensive, and it makes for more easily comparable
evaluations across companies or industries (Hess 2007).

Investor Surveillance and Targeting

A large number of public companies currently use computer cookies or stock surveil-
lance vendors that record individual trades to infringe on the anonymity of in-
vestors and track their activities (Jones 2007). Large institutional investors, along
with some high-net-worth individuals, place a premium on the secrecy of their
trades: The vast majority of investors, some 80 percent, intentionally maintain
their anonymity by using street names (Borrus 2005), making it difficult for man-
agement to determine their exact identities. While certain SEC corporate filings
require quarterly data on institutional investing, stock surveillance has become
popular because it promises more current, daily trading data. Recently, the in-
tegrity of the company’s information itself (Investor Relations Business 2002), as
well as the procedures used by companies selling the data (Pulliam 2004), have
come under scrutiny by investors and regulators.

The data typically focus on only the largest shareholders who trade frequently,
leaving out a substantial number of owners (Investor Relations Business 2002). The
convenience of tracking institutional trades biases the information flow in favor
of large investors, making them more attractive and apparently more manageable
than large numbers of individual holders. As a result, stock surveillance companies
help to make institutional investors the dominant and preferred ownership class by
enabling firms to piece together information about their behavior. Questions sur-
rounding the quality of some tracking data are cause for more ethical concern,
given that firms take action based on these potentially questionable reports.

Companies’ recent demands for investor names to facilitate such tracking
raise ethical questions concerning shareholder privacy rights. Given the large
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percentage of investors who prefer anonymity, an ethical justification is needed to
support company demands for their identification. Furthermore, investors should
be notified, prior to investing, that their names may be made public (DesJardins
2006). Companies claim that their interest in investor information simply mirrors
the shareholders’ desire for corporate transparency. However, the investors’ de-
mands for information rest on a long-standing moral foundation (Goodpaster and
Holloran 1994) that includes executive promise keeping and fiduciary duty, while
company demands for information rest on less compelling ethical grounds.

Investor relations and corporate director groups have recently called for
changes in shareholder communication protocols that they feel have been compro-
mised by proxy rules, in order to allow for more direct and uniform communication
to those who directly own the shares. The Shareholder Communications Coalition,
a Washington, D.C.-based organization that includes the Business Roundtable,
NIRI, and the National Association of Corporate Directors, announced in Novem-
ber 2008 the creation of a new informational web site. This initiative is part of a
broader effort to inform the general public and Washington policy makers about
significant challenges in the current system used by investors to vote their shares
in corporate elections. The current proxy process allows banks, brokers, and other
agents to vote the shares of beneficial owners on routine matters if the owners
do not do so themselves within 10 days of the annual meeting. This process is
clearly oriented more toward promoting the efficiency interests of brokers and
banks than toward encouraging effective and efficient communication between
companies and their shareholders. The coalition argues that the current system
is a complicated and multilayered process routed primarily through intermedi-
aries that are not the economic owners of corporate shares. Instead, the coalition
argues that investors should be readily identifiable or, if shareholders want to
retain their street names, then they should bear the costs of maintaining their
privacy.

While the effort to provide the same content directly to investors of all classes
is to be applauded, only weak ethical justification appears to support the publi-
cation of private investor identities and trading activity. Investors have a right to
privacy, and they should be free to exercise that choice without a financial charge.
Furthermore, if investors choose to allow intermediaries to vote their proxies, that,
too, is their right, albeit a lax method of fulfilling their monitoring responsibilities.

As this discussion shows, the flow of information from corporations to their
shareholders or financial intermediaries entails a variety of ethical dilemmas. The
content of that information flow raises a second set of concerns.

MANAGING THE CONTENT OF INFORMATION
Ethical questions surrounding the content of information disseminated by modern
firms fall into two related categories: editing analysts’ supposedly objective com-
pany reports, and disclosing information selectively to different classes of investor.

Editing Analyst Reports

Another questionable practice was prevalent in the 1990s but still continues today:
Companies frequently reviewed or outright edited the content of analysts’ research
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reports but did not reveal their role publicly. Further complicating this practice is
that these reports were normally considered to be the property of the company
producing the report and often copyrighted by the company as sole author. Their
authors often received compensation from the company or its investor relations
agency (Sax 2000). Editing reports, a practice known as entanglement, effectively
amounted to the company editing a journalist’s article prior to publication. NIRI
has attempted to deter this practice for the past several years.

The 2002 global settlement among the top 10 U.S. brokerage firms and the
Sarbanes-Oxley Act, both aimed, in part, at preventing analyst conflicts of interest,
have begun to encourage independent research. As part of this $1.4 billion global
settlement, companies are required to hire three independent research firms in
addition to any other securities research firm that they choose to hire. Although
a number of companies have begun to offer this type of independent research,
many have continued to pen their own, violating both the SEC’s Regulation 17(b)
and the voluntary industry standards which state that an investor relations firm
should disclose both its identity and its compensation information in the event
it does issue its own research (Financial Wire 2005b). In fact, some reports have
been authored by the investor relations firms hired to promote the companies, un-
dermining the definition of independent. Other companies have continued to pay
for analyst research and justify it by disclosing the nature and extent of the com-
pensation. This disclosure follows both the existing regulatory mandate and the
voluntary guidelines for ethical conduct for analyst-corporate relations promoted
by the analyst industry’s professional organization, the CFA Institute. Yet an obvi-
ous question arises: Is it ethical for managers to pay for what is assumed to be an
objective research report about their company? The NIRI code of ethics suggests
that it is not, stating clearly that practitioners have an obligation to represent the
interests of shareholders and to treat all types of shareholders and the media fairly
(NIRI 2006; emphasis added).

From an ethical perspective, the third-party endorsement of sell-side analyst
or so-called independent research reports makes company involvement in their
writing and/or development suspect. On the one hand, it is troubling if companies
pay research analysts—or if these researchers (whether they are employed by
a research firm or an IR firm) accept compensation—or if either party does not
disclose its involvement. However, it can be equally troubling when companies
do disclose the conflict. Recent empirical evidence reveals that greater disclosure
of a conflict can lead to a greater distortion of advice, because it encourages those
doing the disclosing to feel “morally licensed” and “strategically encouraged” to
exaggerate the company’s information or advice (Cain et al. 2005). In fact, the
receivers of information often trust those disclosing their involvement even more
for divulging the conflicts. Disclosing the conflict, then, is not enough. One must
work toward eliminating it in order to preserve credibility.

Furthermore, while companies’ fact-checking of analysts’ drafts could help to
prevent the dissemination of inaccurate information, the ethical nuances of this
behavior rest with the manager’s intentions, specifically whether this legitimate
service is being transformed into a self-serving one. For example, if some managers
fashion the reports so that they intentionally appeal to some investors and not
to others—versus just checking facts—then it would constitute another case of
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violating their fiduciary duties and failing to keep their promises to their existing
shareholders. Thus, analysts’ research reports are another area where the fiduciary
manager must exercise a special duty of care for the shareholders’ interests in order
to avoid entanglement.

Issuing Selective Disclosures

Although discouraged and decreasing in frequency, the practice of selective dis-
closure still occurs far too often. Specifically, the practice involves issuing forward-
looking or material information in oral statements or in handouts to analysts, while
excluding the same information in press releases or SEC filings (NIRI 2002).

While Reg FD did cause management to be more cautious concerning such
practices (Connelly 2005), with many making significant changes to their analyst
and investor communication processes (Rapoport 2005), a handful of prominent
companies have consciously violated the regulation. While it has made firms more
cautious about selective disclosure, some are still able to engage in the practice due
to the difficulties inherent in enforcement or by claiming that materiality is open
to interpretation. Siebel Systems has twice violated the Reg FD ruling by giving
a select group of analysts information that actually contradicted the information
it revealed in a conference call to a broader audience (Williams 2004). Recently,
Lehman Brothers was accused of disclosing more detailed information to large
investors and of misleading the public about its financial condition (Craig 2008;
Craig and Smith 2008) in the days leading up to its collapse, in what would appear
to be a violation of Reg FD. Several executives from the company now face charges
of fraud over misleading statements.

While investors should be able to expect companies to comply with federally
mandated rules about the content of information disclosures, management retains
a fair amount of discretion over whether and how to offer additional or supple-
mentary information. These voluntary disclosures have been shown to heavily
influence investment decisions (Healy and Palepu 2001; Lev 1992). This manage-
rial flexibility also sets the stage for companies to engage in selective disclosures in
the wake of damaging news or in the voluntary provision of information (which is
not prohibited by law) to those investors whom they wish to court. But by provid-
ing more detailed information to one group and not another, even if it is voluntary
information, a company can engage in a number of unethical acts, such as re-
shaping the firm’s shareholder base according to executives’ wishes (Williams and
Ryan 2007), pursuing more transient investors—those with low ownership stabil-
ity, small stakes, and limited monitoring capabilities (cf. Bushee et al. 2004, 33)—or
engaging in outright negligence, as in the case of Lehman Brothers (Craig 2008).

Informing some shareholder groups of corporate performance and projections
without simultaneously informing the remaining shareholders has been recog-
nized in legal terms as discriminatory investor treatment through the passage of
Reg FD. However, it is also an example of unethical treatment of investors from
the perspective of executive promise keeping and fiduciary duty (Williams and
Ryan 2007). All shareholders who purchase a company’s common stock should
have access to identical and timely quantitative and qualitative information from
the firm.
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Thus, issues arise in investor relations from both the flow and the content
of information disseminated by corporations. We now turn to the related, much
discussed but little understood concept: corporate transparency.

TRANSPARENCY AND THE “RIGHT TO KNOW”
While it may be clear that companies have an obligation to share the same content
with all classes of existing shareholders, the quality of that information is still a
murky area. Likewise, some IROs are more forthcoming with certain sharehold-
ers than with others, as noted earlier, and are sharing better information, thus
controlling the flow of truly transparent information.

Although most companies and investors agree that transparency is good, they
typically ascribe different meanings to the term. Indeed, transparency is often ill-
defined (Williams 2005) or simply defined by its opposite: opaqueness (Tapscott
and Ticoll 2003). While transparency is certainly about the extent to which an or-
ganization is open, it is also about the quality of the information disseminated.
Companies have been noted to be open, but not credible (Mercer 2005), transpar-
ent but not trustworthy (Karabell 2008), open but not accurate (Surowiecki 2002),
and even accurate but not timely (Mercer 2005). So transparency is about more
than a company’s willingness to share information (even if it is in equal measure
as required by Reg FD): It is about the precise content of the information as well.
Right-to-know advocates who pressure companies for information rarely argue for
just any information; they argue for better information. Perhaps these advocates
know that the quality of the content matters; information that is accurate, complete,
and timely is considered to be more forthcoming (Mercer 2005). Disclosure qual-
ity may also be conditioned by public pressure and peer comparisons (Cormier,
Magnan, and Van Velthoven 2005), often resulting in improved disclosure content.
Therefore, we consider transparency to mean a firm’s disclosure of “relevant, timely
and reliable information” (Williams 2008, 121).

Many organizational transparency initiatives are based on this right-to-know
requirement. For example, the Toxic Release Inventory (TRI), used widely in empir-
ical research on social and environmental reporting, was part of the 1986 Commu-
nity Right to Know Act. The TRI, which was enacted following the Union Carbide
chemical leak in Bhopal, India, requires companies to report their plants’ emissions
of certain toxic chemicals. Arming corporate constituencies with this type of infor-
mation is intended to help them to hold corporations accountable and is part of an
expanding governance model that includes social reporting frameworks, such as
the Global Reporting Initiative, another right-to-know effort (Hess 2007).

However, many have criticized companies’ social disclosures and transparency
initiatives as nothing more than selective disclosures made with only positive in-
formation and only when firms are hoping to defuse threats to their legitimacy
(Deegan 2002; Hess and Dunfee 2007). Companies whose legitimacy depends on
high levels of trust and morality (e.g., hospitals, banks, laws firms, schools) are
especially susceptible to value challenges by outside constituencies, and compa-
nies’ responses tend to be more symbolic than substantive (Ashforth and Gibbs
1990). Indeed, many of these social reporting justifications have been criticized
for their lack of transparency, noting that their quality is often “woefully poor”
(Gray 2001, 13) and that such reports amount to a firm testifying to its own
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trustworthiness (Swift 2001; Livesey and Kearins 2002). Kolk (2003) found that
most Fortune Global 250 firms provided no data about environmental initiatives,
but instead simply stated their intentions or policies. Simply put, some firms’
struggles to maintain their social legitimacy may drive them to disclose more, but
not necessarily complete, information (Hess and Dunfee 2007), representing in-
creases in quantity but not quality. Indeed, accuracy is about how the information
is presented (e.g., the timeliness, reliability, and relevance), as much as how much
is presented. As a result, much of the discussion has shifted to imploring com-
panies’ investor relations and corporate communications departments to disclose
comparable data that is more useful to all corporate constituencies. As Hess notes,
accountability is about “getting the right information to the right groups at the
right time” (2007, 471).

What, then, is the right information for an IRO to disclose? As previously noted,
for the SEC and American Institute of Certified Public Accountants (AICPA), it is
information that, if omitted, would have been viewed by the reasonable investor
as having significantly altered the total mix of information made available (AICPA
1999). For IROs, this decision often rests on whether or not to share negative
news (Mercer 2005; Skinner 1994). The myth about transparency is that it flows
from “good” management and substantive action, even “truth,” as some have
noted (Surowiecki 2002; Karabell 2008). However, more information does not nec-
essarily reduce the likelihood of malfeasance, nor does withholding information
necessarily harm a company’s growth prospects (Karabell 2008; Surowiecki 2002),
simply because it is possible that what is being disclosed is uninformative, irrel-
evant, harmful, or even deceptive. For example, the problems with both Enron
and Parmalat were not the amount of information released, reportedly quite volu-
minous, but the level of deception contained in the information itself: how it was
presented.

Others have noted that transparency of irrelevant information can lead to other
problems, such as greater public and regulatory scrutiny, less management latitude,
and an ineffective focus on short-term results, which is especially problematic for
environmental solutions that require long-term investments (Bansal and Kistruck
2006). Similarly, Mercer (2005) found that sharing information about negative news
increased the credibility of management but only in the short term, creating a
disincentive to disclose it. Skinner (1994) noted that companies share negative
news for more self-serving reasons, such as to avoid litigation and a reputation
for withholding bad news among analysts, rather than because it is in the best
interest of the shareholders and the capital markets to be informed of all news.
Westphal and Clement (2008) found that senior managers engage in personal and
professional favor rendering to neutralize the effect of negative information on
analysts, and, in most cases, the analysts capitulate by issuing favorable reports.

As one writer put it following the Wall Street crises in the early 2000s, “trans-
parency is well and good, but accuracy and objectivity are even better” (Surowiecki
2002, 54).5 So, while managers might reveal negative information, thus being
accurate in their information sharing, the information may still be incomplete
for analyzing the performance of the company (Mercer 2005), which is a ma-
jor purpose of corporate reporting and the investor relations function. Likewise,
these analyst reports, potentially altered by favor rendering, are no longer ob-
jective. In this way, withholding information or altering it can be motivated by
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self-serving managers who stand to gain personally by the omission (Abraham-
son and Park 1994), as was allegedly the case with the CEO of Lehman Brothers
(Craig 2008).

In contrast, situations exist where withholding relevant information from
shareholders, albeit temporarily, may be in the best interest of shareholders and
the company, provided it is done equally among all classes. Some researchers
have argued that withholding information rests on whether or not management
believes that it will damage their firm’s competitive position (cf. Verrecchia 1983,
2001; Dye 2001), such as information on mergers (e.g., prior to setting a price and a
post-merger structure [cf. NIRI 2004]), trade secrets (Tapscott and Ticoll 2003), FDA
approval letters and clinical trials (Lee 2008), or news about innovations (Karabell
2008). While these types of information are material, an untimely release may harm
the profit potential of the information, so they can be legally withheld for a certain
period of time (NIRI 2004). Ideally, the information is withheld so that shareholders
can earn maximum benefit from the impact of the news. As stewards over share-
holder interests, it is also prudent to avoid harm to other corporate constituencies,
such as consumers and employees, with an untimely release.

In this way, one could argue that managers who are dealing with such piv-
otal sharing and withholding decisions would do best to abide by the basic moral
intuition that one has a prima facie duty to avoid doing harm and to make rea-
sonable efforts toward that end. While IROs have a prima facie duty to release
information that has the potential to be competitively sensitive, they would be
acting prudently and reasonably, and within the bounds of current securities law
(NIRI 2004), if they were to withhold it temporarily in order to work in the best
interest of the shareholders and adhere to their fiduciary duties by exercising care.

EMERGING FUTURE DIRECTIONS
The investor relations function has been in a state of dynamic change over the
past two decades. It has shifted focus from a communications-driven function to
a marketing-dominated function, and from an emphasis on presenting investors
with an accurate portrayal of a company’s performance and prospects to one that
primarily manages the content and flow of company information to a broad set of
constituencies to maximize relative valuation. These changes to the investor rela-
tions function—and the concomitant ethical issues of the position—have become
challenging in the face of rising shareholder pressure and other social movements
described in this chapter. Still, both researchers and practitioners will be confronted
with robust issues for future investigation as the business environment continues
its ongoing transformation.

For example, the recent debacle in global financial markets has given investor
relations officers and executives alike much to think about in terms of content
and flow but also in terms of new constituents. First, IROs, as the chief company
spokespeople to the investor community, must consider, as we have noted, what
and how they will communicate to corporate constituencies. Inherent in that de-
cision is the determination of how often they will disseminate information, while
also avoiding a potentially damaging short-term focus. Some have noted that such
a focus may not only compromise the health of the organization but also cause
executives to behave unethically. Thus, the recent global financial debacle requires
a rethinking of the very nature of investor communications (Samuelson and Stout
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2009). However, the relevance and timeliness of an information event must be
weighed against the audience’s right to know and the potential harms caused by
both short-termism and untimely releases of information.

Next, companies face a fundamentally new investor constituency: the federal
government. Major challenges will arise as companies and courts strive to deter-
mine how much intervention governmental agents should be allowed in their new
role as holders of common or preferred stock. Agents representing taxpayers have,
as do all financial intermediaries, a right to information about corporate dealings.
However, when backed by the threat of force, made legitimate by government’s
separate role as market regulator and arbiter, their requests may have unique
power among shareholders. A new form of investor discrimination—one that fa-
vors the governmental investor, backed by voter fervor—may arise and demand
our consideration.

The Obama administration has also granted added weight to the labor union
constituency, which could lead to a strengthened union-backed investor base. For
example, investor relations officers are likely to be increasingly confronted by
heartened representatives of Taft-Hartley and other union pension funds seeking
employment reforms and board representation.

More generally, tumultuous markets offer critics of capitalism an opportunity
to demand increased regulation and distribution of corporate profits to nonowner
constituencies. Researchers should be prepared with robust arguments to inform
both the media and the public concerning the economic price that accompanies
infringement of investors’ property rights. In a global market, firms that are con-
sidered to be U.S.-based can easily change allegiances.

Likewise, environmental and socially responsible issues will become more
important areas of disclosure (Hockerts and Moir 2004). These so-called ethical
reporting initiatives, along with their call to reveal the risks associated with a
firm’s environmental and social actions (Carbon Disclosure Project [CDP] 2008)
and how they address their shortfalls (Reid and Toffel 2008), are likely to drive
the content of future disclosure research as well (Hockerts and Moir 2004). Such
reports, however, must respond to the criticisms that they lack transparency and
use the selective, positive disclosure techniques noted earlier.

Despite the financial focus of much of the existing body of investor relations
research, the field embodies a plethora of ethical issues. The management of the
flow and content of information between corporations and their shareholders will
only become more central in future conversations about the ethical corporation.

NOTES
1. This definition changed slightly from “a corporate, strategic marketing activity combin-

ing the disciplines of communication and finance that provides present and potential
investors with an accurate portrayal of a company’s performance and prospects” (NIRI
Membership Guide, 1998, emphasis added). The removal of “accurate” from the defini-
tion is a notable change.

2. The 2008 statistic was computed by the first author based on a review of web sites of the
companies in the Fortune 500, as determined by sales, to mirror the analysis used by Rao
and Sivakumar (1999).

3. See also TSC Industries v. Northway, Inc., 426 U.S. 438, 449 (1978), and Basic v. Levinson,
485 U.S. 224 (1988).
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4. The SEC’s Reg FD lists the types of information or events that should be carefully re-
viewed to determine whether they are material. The SEC cautions that the list is not
“exhaustive” but includes the following: (1) earnings information; (2) mergers, acquisi-
tions, tender offers, joint ventures, or changes in assets; (3) new products or discoveries, or
developments regarding customers or suppliers (e.g., the acquisition or loss of a contract);
(4) changes in control or management; (5) change in auditors or auditor’s notification
that the issuer may no longer rely on an auditor’s audit report; (6) events regarding the
issuer’s securities—for example, defaults on senior securities, calls of securities for re-
demption, repurchase plans, stock splits or changes in dividends, changes to the rights of
security holders, and public or private sales of additional securities; and (7) bankruptcies
or receiverships.

5. Note that Surowiecki is using transparency differently that we are. Following Williams
(2008), we use transparency to denote information that is timely, reliable, and relevant.
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CHAPTER 26

Risk Management
PETER C. YOUNG
E. W. Blanch Sr. Chair in Risk Management, Opus College of Business, University of
St. Thomas

INTRODUCTION
Within the risk management field, the subject of ethics has been long influenced by
insurance theory, and especially by the relationship of moral hazard to insurance. In
this context, moral hazard has been defined as “conditions or actions that incentivize
illegal or immoral behavior.” In the extreme, moral hazard actually can lead to
a direct increase in loss frequency or magnitude. For example, the presence of
property insurance coverage has been shown, in some circumstances, to increase
the frequency of arson-related losses. Moral hazard offers a reminder that while
risk management actions may have positive intentions and results (reduced losses,
enhanced gains), they may also produce negative effects if not carefully considered.

There are limitations to this particular moral hazard framework. First, reliance
on a definition that is specific to insurance has meant that the term invariably is
linked to loss-producing behavior, whereas a broader definition would emphasize
incentives to take risks while transferring the costs to others. Second, moral hazard
has a strong transactional bias, as one might expect from a concept rooted in eco-
nomics. Immorality and illegality are seen as responses to the terms and conditions
of transactions—typically economic incentives and disincentives. While useful in
many ways, this context presents very little opportunity to consider the individ-
ual’s (or an organization’s) own values and the cultural context in making choices.
To put it plainly, traditional risk management treatment of ethics has been defined
more by the temptations than by the moral basis for the choices and actions taken.

This chapter attempts to update thinking on the relationship between ethics
and risk management and seeks to broaden the scope of consideration beyond the
moral hazard boundary. Owing to the dramatic degree of change in modern risk
management—what will be called enterprise risk management—some initial discus-
sion on current forms and practices is required. As will be seen, enterprise risk
management and some consequent developments have an influence in defining
the relationship between ethics and risk management.

MODERN RISK MANAGEMENT IN OVERVIEW
Despite the great attention risk management has received in recent years, a
comprehensive understanding of current practices has proven elusive. There are
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reasons for this situation. The degree and velocity of change in the field are two
important factors. For the nonacademic, practitioner sector, most writing has—by
necessity—had to be provisional, descriptive, practical, and responsive to fast-
changing business conditions. Rarely has this work entered the realm of the con-
ceptual, speculative, or exploratory, and this has meant that many topics simply
do not rise to a level of practical interest and, therefore, receive little attention. A
good and important illustration of practitioner writing on the subject is the ISO
31000 statement on risk management (ISO 2009).

Speed of change has been a factor influencing academic work as well, but the
multidisciplinary nature of modern risk management possibly is more of an imped-
iment. Its broad and varied nature—especially in its current incarnation—has not
been well aligned to the existing structure of research parameters within business
school disciplines. Is risk management a finance topic, an operations management
topic, a business law topic, or something else? In which journals can the research
on modern risk management be published? On such small practicalities can intel-
lectual inquiry sometimes founder.

Given these limitations, what can be said about risk management today?
Broadly speaking, developments have tended to move risk management from
a loosely connected collection of technical specializations—clinical risk manage-
ment, insurance buying, financial risk management, health and safety, corporate
security and intelligence, and so on—to a field where specializations continue, but
where the principal focus is on the integration of these specializations under the
umbrella of a holistic view of risk management (Ward 2005; Kloman 2002). The gov-
erning logic behind this general development might be characterized by the ques-
tion: If the individualized management of specific risks is a good idea for organizations,
why isn’t the systematic management of all risks also a good idea?

ENTERPRISE RISK MANAGEMENT:
THE EMERGING FRAMEWORK
Most areas of management (study and practice) contain specialized or technical
knowledge and applications, but they also possess a more nontechnical, integrative
face. For example, financial management requires technical knowledge, and con-
sequently most organizations have specialists in financial management. However,
it also is true that almost all management positions are seen as having general fi-
nancial management responsibilities. The same could be said of accounting/audit,
marketing, operations, strategy, human resources management, and so on. How-
ever, as risk management is a relatively new field, the general face has only just
begun to emerge. Put another way, risk management has existed almost exclusively
as a technical function (really, as many technical functions), and heretofore has not
been understood as an integrated aspect of general management.

To a significant degree, recent advances in risk management may be due to the
simple maturation of the field. However, beginning in the mid-1990s, a number
of developments occurred that accelerated the emergence of a general face for
risk management. These developments, if discussed individually, would make
for a very long story, so suffice it to say here that an environment of external
expectations began to emerge, first through the establishment of market standards
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(often in response to a crisis event); then expanded through the release of best
practice and guidance statements; followed by influential legislation and even
court decisions in key countries; and most recently emanating from new policies
in accrediting/rating agencies and governmental responses to the global financial
situation (Atkins, Bates, and Drennan 2006).

While all these developments have a degree of independence from one another,
a common thread has emerged, which is that key stakeholders expect organiza-
tions (both public and private) to practice risk management and that the nature
of this risk management is broad, comprehensive, integrative, and strategic (ISO
2009). As a practical matter, this has meant that while the technical specializations
within risk management have retained their importance, attention has had to be
paid to the general management face of risk management. Put another way, there
is an expectation that the CEO is, in effect, the chief risk officer for his organization
and that all managers are risk managers within the scope of their responsibil-
ities. Consequently, beyond the specific technical/specialist applications of risk
management, there should be ongoing, embedded, general risk management oc-
curring throughout the organization. But what does risk management mean in that
context?

The answer to the preceding question is not yet fully understood. It does seem
evident that technical specialists will continue to pursue their responsibilities in
a manner consistent with the past—though there will be some change inasmuch
as their work will now have a different context. Notably, there will be greater
explicit expectations for them to interact more frequently with other specialists
and generalists.

For top managers (and for generalists at all levels), logic would seem to indicate
two types of roles: (1) setting risk policy or interpreting policy, in the case of lower
level generalists; and (2) assuring that the intended integration and application of
risk practices is taking place in accordance with that policy. The addition of this
generalist dimension to the preexisting individual technical functions has earned
various labels. For many reasons, the term enterprise risk management (ERM) has
captured the flag at present, so when discussions of comprehensive, policy-driven,
integrated risk management occur, ERM is the shorthand term of reference.

The term enterprise risk management does have a number of limitations, espe-
cially when applied in settings that are not strictly business related. For example,
the phrase seems less relevant in public sector contexts or when multiple orga-
nizations or, say, citizen groups are involved. Nevertheless, engagement in the
ongoing naming battle is not a good use of space here, so the term ERM will be
used throughout.

Components of ERM

In reference to the preceding comments, ERM might be said to be divisible into two
component areas: risk leadership and risk practice. Risk leadership is broadly seen as
encompassing risk policy/governance decisions and activities, while risk practice
focuses on the operational/performance and technical aspects of day-to-day ERM.
In Scandinavia, where this categorization first emerged, the assumption is that
every person engaged in risk management has some leadership duties but also
some practice responsibilities (PRIMO-Denmark 2007, 2008). However, looking at
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an organization in its totality, the balance of these duties varies greatly at different
levels of the organization. At the very top executive and board level, the balance of
duties is weighted heavily toward leadership. Unique to this level of leadership,
overall risk policy is set and risk management is expressly linked to organizational
strategy and governance.

Although ERM presents very interesting new issues in the realm of risk practice
(integrating various technical specialties, communication and information-sharing
across the organization, creating organizationwide reporting systems), these issues
seem to represent extensions of historic activity, and even when ethical matters
arise, they tend to replicate long-standing concerns. A focus on risk leadership is
more appropriate for this chapter, as within leadership lie most of the newer risk
management influences on organizational ethics. For that reason, a short overview
of risk leadership is helpful.

Risk Leadership

Risk leadership—as presently understood—might be defined as follows (EIRM
2009):

Risk leadership is an attribute of leadership representing a conscious understanding of
risk and its impact on decision making. While its visible manifestation is seen in the
activities that constitute risk governance, the reference here is on the individual capabilities
and methods of a manager or groups of managers to understand the cultural, social and
psychological foundations of their approach to decision making as well as their specific role
in the implementation of their risk governance responsibilities.

As the concept of risk leadership is new, there are elements that have yet to be
defined. Indeed, the European Institute for Risk Management (EIRM) white paper
just cited itemizes a range of as-yet unanswered questions. That list includes:

� How does knowledge of risk relate to and integrate with general knowledge
of management?

� How does a manager become usefully conscious of the influence of culture
and psychology on his perceptions of risk, as well as on perceptions and the
framing of risk generally?

� What analytical methods allow the decision maker to account effectively for
risk and uncertainty in analysis?

� To what extent must the leader understand and guide the risk management
process?

� How can leaders develop an organized approach to understanding the limits
of their knowledge and to knowing how to ask proper questions?

� How does an understanding of risk communication inform their approach
to communication?

Undoubtedly, there is much developmental work to do. Recently, however,
work on the concept of risk governance has emerged to define some of the in-
strumentalities of risk leadership. The primary driver of this development is the
International Risk Governance Council’s (IRGC) white paper, Risk Governance:
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Towards an Integrative Approach (IRGC 2006). In that document, risk governance is
defined as follows:

Include[s] the totality of actors, rules, conventions, processes, and mechanisms concerned
with how relevant risk information is collected, analysed and communicated and manage-
ment decisions are taken. Encompassing the combined risk-relevant decisions and actions
of both governmental and private actors, risk governance is of particular importance in,
but not restricted to, situations where there is no single authority to take a binding risk
management decision but where instead the nature of the risk requires the collaboration
and co-ordination between a range of different stakeholders. Risk governance, however, not
only includes a multifaceted, multi-actor risk process but also calls for the consideration
of contextual factors such as institutional arrangements (e.g., the regulatory and legal
framework that determines the relationship, roles and responsibilities of the actors and co-
ordination mechanisms such as markets, incentives, or self-imposed norms) and political
culture including different perceptions of risk.

The reason this discussion is relevant to this chapter is the obvious link between
risk leadership and general governance and corporate responsibilities. Within the
emerging framework of risk leadership is the specific role risk management plays
in informing organizational exploration of its values and goals and their influence
on forming strategy and on addressing all aspects of governance, corporate social
responsibility, and stakeholder relations.

A recent development that seems to underscore the interest in leadership is-
sues is the exploration of reputational risk. While, to date, most of the writing has
tended to focus on operational responses to reputational risk exposure, there is
evidence that practitioners and scholars are approaching important ethical issues
from the vantage point of reputation. A good and recent example is Atkins, Bates,
and Drennan’s book Reputational Risk: Responsibility Without Control? (Atkins, Bates,
and Drennan 2006). Additionally, the emerging audit-oriented literature on gov-
ernance, risk, and compliance has begun to show evidence of an interest in ethics
and risk (OCEG 2009). Taken as a whole, this work suggests that risk leadership is
the domain where ethics and enterprise risk management most fully meet.

ETHICS AND ENTERPRISE RISK MANAGEMENT
Owing to the range of factors already discussed, it should not be a surprise that
there is limited direct reference to the relationship of ethics to enterprise risk
management. Therefore, any discussion on the subject will have to be stitched
together. The following discussion considers the moral hazard framework, the
implications of what is called the contractarian view of risk management, some
limited writing on the concept of ethical risks, and some early insights from research
on ERM adoptions.

Moral Hazard: The Historical View

The historical basis for looking at ethical impacts of risk management has been the
concept of moral hazard (Williams, Smith, and Young 1998). Moral hazard is rooted
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in economics and thus provides a link to an important and influential theoretical
foundation, but it also presents some troubling limitations.

One limitation that should be addressed immediately is that traditional risk
management literature has anchored its view of moral hazard in relation to insur-
ance. This means that it has been interpreted as loss-producing behavior influenced
by the presence of insurance (or any risk management measure). Such a definition
has proven to be somewhat problematic as modern risk management has redi-
rected the focus from the management of downside risks to the management of all
risks. Simply put, a more generalized definition (incentivizing risk taking while
permitting the costs of risk to be borne by others) seems more flexible in situations
where upside risks are also under consideration. Having noted this, the historic
definition has had some positive influences.

The theory of risk and uncertainty has long noted the presence and impor-
tance of hazards. Hazards are defined as conditions that elevate (that is, elevate
above ordinary expectation) the probability of loss or the potential severity of
loss. The concept of moral hazard emerged from consideration of hazards to re-
flect the fact that hazards could be the result of human/behavioral—as opposed
to environmental—factors, as when the presence of an insurance policy provides
motivation for an individual to intentionally create a loss.

The framing of illegal or immoral actions as hazards (or, more precisely, as
consequences of morally hazardous conditions) has served a useful purpose inas-
much as it provides a common basis for discussing human behavior–based risks
alongside all other risks. Further, moral hazard provides an important caution to
risk managers, reminding them that, regardless of good intentions, risk manage-
ment can produce perverse outcomes if it creates incentives or disincentives that
are contrary to intended purposes (Fone and Young 2005).

More broadly, moral hazard illuminates the concept of reflexivity, which has
emerged in public policy discussions of risk—referring to the idea that societies
react to policy measures, and these reactions can alter the fundamental purposes of
the policy. Safer roadways can lead to higher-speed driving; certain required safety
features on construction equipment can lead to more careless usage. Commonly, the
conclusion drawn from both moral hazard and reflexivity is that risk management
has to adopt a more strategic (some would say game-theory) approach, and that
human reactions to risk management should be anticipated and addressed at the
outset. From this line of analysis, it is sometimes observed that, given anticipated
reactions and hazards, it occasionally may be more effective to do nothing than
to introduce a particular risk management measure. An example of this argument
can be found in highway safety literature, where the removal of safety barriers is
sometimes suggested as a way to illuminate the “true” risk of, say, a dangerous
curve—thus promoting more cautious driving (Adams 2001).

Beyond the historic link to insurance, the key limitation of the moral hazard
framework is that it views human behavior primarily in the context of transactional
dynamics. Although this may be more a weakness of application than a weakness
of the concept itself, writing on moral hazard tends to focus on the incentives and
disincentives present in the buying and selling of risk management, and this has
left little room for consideration of the moral foundations of the actors and their
risk-related decisions and actions. For example, the argument for doing nothing
as opposed to doing something presents a different dimension when considered
from an ethical perspective than when asked from the perspective of economic
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efficiency. Yes, perhaps choosing not to install safety barriers on a dangerous curve
might reduce overall driving speeds and thereby reduce accidents in the aggregate,
but what is the ethical duty a state government has to safeguard any individual
driver from known hazards?

The Contractarian View of Risk Management

A somewhat different approach to ethics and risk management—from within the
risk management field—came to light in 1998 when Williams, Smith, and Young
proposed a theory-linked basis for understanding risk management in modern
organizations (Williams, Smith, and Young 1998). Prior to that time, the fragmen-
tation in the field had yielded little in the way of cross-disciplinary connections,
and while the authors did not produce a unifying theory, their work was seen as
an effort to find risk-related consistencies across a range of theoretical fields.

Their conceptualization is sometimes referred to as the contractarian view of risk
management, which—in brief summary—poses the argument that organizations
are collections of contracts, obligations, commitments, and agreements created or
entered into in the service of the overall goals and objectives of the organization. In
subsequent commentary, Fone and Young noted that the contractarian view might
be seen as risk management from the cellular level, as it presented an organization’s
risks in the smallest divisible units (Fone and Young 2005). From that construction,
it has been argued that risk and uncertainty are facets of each contract, obligation,
commitment, and agreement, and that it is in the creation of these arrangements
that the first and best opportunity arises to identify, assess, and address risk.

Exploration of the meaning of obligations, commitments, and agreements gave
rise to rather limited discussion of ethics and risk, where it was noted that each
such arrangement was not specifically the product of a legal agreement, as was the
case with a contract. More broadly, these arrangements rest on a moral foundation.
People make commitments to others, for example, based upon values, beliefs,
cultural expectations, and a range of other factors outside a legalistic framework.

Although the contractarian idea has not been extended to any great degree
since that time, it does have several important implications. Specifically, the con-
tractarian view:

� Assumes that risk management is not a peripheral, narrow technical matter,
but an essential and central activity of management.

� Sets forward the idea that risks are strongly entwined with the substance
of organizational activity and with the overall goals and purposes of the
organization.

� Establishes the view that risks, being a facet of the arrangements that serve as
the building blocks of an organization, are interconnected and that the cor-
relation and interrelationship of organizational risks are critical properties
of its overall risk profile.

� Has proven to be quite consistent with subsequent modern risk management
developments—especially the concept of enterprise risk management.

Recently, a possible formalized pathway into the formation of these arrange-
ments was indirectly presented by Andersen (2006). In his work on strategic
risk management, the concept of real options was adapted to serve as a strategic
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planning and execution tool. He argued that strategic choices could be constructed
as interlocking sets of options contracts, which served to both commit organi-
zations to certain actions and maintain flexibility to move in different direc-
tions if circumstances warrant. Although the author’s intentions were not at all
geared toward explicit consideration of ethical dimensions of strategic risk man-
agement, his work seems promising in better describing how risk management
inserts itself into the actual formation of contracts, obligations, commitments, and
agreements.

Overall, the contractarian view does present a visible link between ethics
and ERM. Importantly, it connects all arrangements to the purposes of the
organization—that is, they are entered into in the service of the overall mission of
the organization (though for some arrangements, like regulation, the word imposed
is possibly more apt than entered into). In turn, mission and vision are presumed
to consciously reflect organizational culture, moral values, and intentions. In this
sense, contracts, obligations, commitments, and agreements all reflect the funda-
mental values of the organization—and this means that values are placed at risk
but are also safeguarded within each arrangement.

Perhaps the broadest insight to be drawn from the contractarian idea is that all
risks are interconnected and that modern risk management expects that addressing
risk interconnectedness is a central objective. Although management has always
involved complexity, it is nevertheless a new dimension of formal risk manage-
ment to expressly seek to identify, assess, and address risk complexity in all its
manifestations.

Two other insights warrant mention. First, what might be called the holistic
imperative of modern risk management places a demand on managers that may
be—in many senses—impossible to fulfill. The idea that risk management is the
management of all organizational risks simply cannot be achieved literally. Orga-
nizations face thousands of noncertain situations, and the belief that every one of
those situations can be managed is unrealistic. This suggests that ERM must be
a high-trust exercise. Top managers are expected to set risk policy, but the actual
implementation of risk management is left to the organization as a whole. Systems
and processes can anchor many aspects of risk management, but ultimately there
is a necessity for all employees to act in a semi-autonomous manner and to use
judgment as the risk managers within their area of responsibility. Writing by Weick
and Sutcliffe (2001) is an interesting example of emerging, early thinking on trust
and reliability.

The other insight is that risk management must be values-based. ISO 31000
(2009), for example, emphasizes that risk management practices should be expected
to become embedded in the organization and that they must be consistent with
the organization’s culture. Significantly, this has been interpreted to mean that
an organization’s approach to risk management is an expression of moral values
and beliefs, not simply an obligation undertaken to comply with external/internal
expectations.

Ethical Risks

In 2004, I attempted to provide some substance to the ethics and risk management
relationship by considering not the relationship itself, but categories of ethical risks



P1: OTA/XYZ P2: ABC
c26 JWBT301-Boatright May 31, 2010 10:6 Printer Name: Hamilton

RISK MANAGEMENT 503

(Young 2004). This approach was based on the much broader work of the Caux
Roundtable (2003). The result was seven generalized ethical risk categories:

1. The organization and the law I: What are our responsibilities under civil law?
2. The organization and the law II: What are our responsibilities under criminal

law?
3. The organization and stakeholders I: Have we correctly specified and valued

our stakeholders?
4. The organization and stakeholders II: What are our nonlegal, value-based obli-

gations to stakeholders?
5. The organization and stakeholders III: Do we understand the relationship of

fairness to our actions and decisions?
6. The organization and the world I: Have we correctly understood societal values

and the relationship of those values to ours?
7. The organization and the world II: Do we understand the consequences of our

behavior on our external environments—particularly with respect to finite
or shared resources?

The intention of this paper was speculative and exploratory, and so many of the
implications of this structure were left in open-ended form. However, the general
thrust seemed to be that stakeholder relationships, relationships to humankind,
and relationships with the physical environment might be seen as categories of
obligations, commitments, and agreements that exist in a realm outside purely
legal requirements.

The implication of the ethical risk framework is that risk management seems
better suited to a type of stakeholder relations structure. Or perhaps, to put it more
directly, modern risk management is not easily seen from a sole-actor perspec-
tive (that is, the organization as a discrete, value-maximizing entity battling the
exogenous forces of risk). Rather, as has been suggested elsewhere, modern risk
management might best be seen as an aspect of stakeholder relationship manage-
ment (Andersen and Schroder 2010).

Significantly—perhaps most significantly—this approach undercuts the con-
ventional decision-making assumption in risk management. That is, all risk man-
agement measures should maximize firm value, as measured by firm share price
(or, in the case of non-publicly traded firms, by some other value-maximization
metric). But in a stakeholder frame of reference, the language of value maximization
is difficult to integrate. The value of risk management, in its modern manifestation,
is possibly more a matter of optimization than of maximization.

Insights from Current Adoptions

In a recent paper, Andersen argues that all current ERM standards, including ISO
31000, presume a top-down orientation (Andersen 2010). In his judgment, this
is problematic as his research shows that decentralization, flexibility, innovation,
adaptability, and local control are key ingredients to successful ERM implemen-
tations. He identifies a centralization/decentralization tension as present both in
the existing standards and in the practices of organizations that have adopted
organizationwide risk management.
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Andersen’s intention is to consider the mechanical process of converting policy
to practice, but in doing so he indirectly identifies a framing issue in ethics and risk
management. The objective of ERM is to embed processes and methods that become
part of the organization’s belief and value system. In other words, a successful
outcome is an organic approach to risk management as opposed to a distinctly
hierarchical, department-oriented management function. The problem is that the
transformation process seems to require strong and assertive leadership to provide
structure and motivation to get to the intended result.

With a bit of hyperbole, one might refer to this as communism’s paradox. In
order to achieve the long-term result of the withering away of the state, communist
societies chose (found it necessary) to take the view that authoritarian, hierarchi-
cal, and bureaucratic means were necessary in order to achieve nonauthoritarian,
nonhierarchical, nonbureaucratic ends.

Andersen isolates a much more benign but (seemingly) similar paradox.
Enterprise risk management represents such a drastic departure from past risk
management practices that it is difficult to imagine an organic or evolutionary
transformation. Strong and dynamic change leadership seems necessary, but early
evidence suggests that the benefits of ERM lie in its flexible form, variability, and
decentralized approach. The ethical question embedded here is this: How can
both centralized leadership and decentralized management be accommodated in
the same organizational culture? And, more pointedly, what organizational values
are put at risk?

SEARCHING FOR THEMES
The connective tissue that exists between the preceding discussions is not neces-
sarily obvious to the naked eye, but it is present. As a basis for discussion, the
central connections might be stated as follows:

� A key aspect of the conception of enterprise risk management is that it is
a manifestation of organizational culture and values, and that these values
are complex and not easily simplified.

� The further complexity of an organization’s risk environment means risk
policy must be carefully constructed, widely communicated, and reasonably
usable in informing day-to-day (and longer-term) decision making.

� The particular emergence of risk leadership and governance places a specific
emphasis on the application of risk-based thinking to overall management
and governance efforts.

� Practically speaking, the centralization-decentralization dilemma signals
possible ethical challenges. When placed in international organizational set-
tings, additional issues arise.

� The emergence of ERM may suggest the beginning of a paradigm shift with
respect to the purposes of risk management.

ERM and the Link to Organizational Culture and Values

Perhaps the most universally espoused, and yet unexamined, aspect of ERM today
is the belief that it is expected to be a manifestation of an organization’s culture and
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its values—more so, it seems, than even its goals and objectives. General writing
on the subject argues that the imposition of a formalized risk management system
or process is unlikely to achieve success unless it is expressly consistent with
an organization’s values and culture. Organizations do not effect such dramatic
change if it does not make sense to the organization’s culture. Therefore, the more
accurate way to understand ERM is as a culturally consistent way of thinking
critically about a world with little certainty. Yes, there are processes and methods,
but those are the instruments of a specific set of values.

The implication is this: The ERM view of risk management argues that risk
management is not just a manifestation of culture and values but is, in fact, a value
the organization holds. But, as noted, the literature is very limited in addressing
what this means.

The Complexity of the Risk Environment

Extending beyond the previous paragraphs, ERM takes the position that in some
real but practical sense all organizational risks are being managed. Stating the
purpose this way belies the impossibility of ever identifying, analyzing, and ad-
dressing all risks. However, there is a sense in which this is an achievable aspiration
through the incorporation of risk-based thinking into the critical-thinking faculties
and processes of all managers. In other words, an ERM model that can be guaran-
teed to unearth and examine all risks is not possible, but equipping managers with
sufficient knowledge to react intelligently to risks they encounter (and to imagine
risks they have not yet encountered) is possible. In this sense, risk management is a
dimension of critical thinking, and indeed—as it is sometimes said—risk manage-
ment might be reducible to a simple question within any critical thinking exercise:
How might we be wrong?

The essence of risk-based thinking, it seems, is a conscious appreciation of
human fallibility, the nature of risk and uncertainty, cultural and psychological
perceptions of risk and uncertainty, and an understanding of the consequences of
risk management decisions and actions. Put together, the fundamental value of risk
management thinking is to incorporate a conscious and systematic awareness of
our inability to possess certainty, and therefore the necessity to imagine alternative
outcomes and alternative approaches.

For specific consideration of ethics and ERM, this means that reflecting on
an organization’s values, the potential of risk management decisions on ethics,
and the identification of ethical risks have to be conscious and explicit aspects of
decision making and management.

Risk Leadership/Governance and Ethics

This is perhaps the most evident of insights here. Enterprise risk management, as
it is required in most venues, assumes that risk-based thinking is an explicit aspect
of organizational governance, and this means that the requirements, values, and
relationship considerations that constitute governance give evidence of an explicit
recognition of the impact of risk management on the organization’s values; and
vice versa.

Early anecdotal evidence suggests great difficulty in addressing this fact in
practice. For example, organizations laboring under requirements of the London
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Stock Exchange have found that it is quite difficult in practice to properly equip
directors and executives in order that risk-based thinking can be integrated into
the general management decision-making apparatus (Atkins, Bates, and Drennan
2006). The process requires time to help decision makers understand their own
views of risk, to help them arrive at a consensus view on which policy can be set,
and to have some understanding of the necessary steps to convert policy to practice.

Centralization/Decentralization Dilemma

There is much work to be done with this issue, and so it is raised here for spec-
ulative purposes. Simply put, it appears at present that general guidance on the
implementation of ERM (and the evidence from early adopters) asks for two seem-
ingly inconsistent things. First, an organization must take a command-and-control
approach to initiating ERM, but at some point ERM must transform into a highly
flexible, decentralized, organic function.

There simply is no clear evidence yet as to how this happens, but since it is
assumed to occur in a manner consistent with organizational values, reason would
suggest that there is an ethical impact. Further, anecdotal evidence from global
firms indicates that the conversion from policy setting to the implementation stage
is fraught with moral challenges when the organization operates on a global basis.
ERM assumes a single, clearly articulated risk policy, but the interpretation of that
policy is likely to vary widely from culture to culture. So a policy encouraging
individual initiative and risk taking will be interpreted differently in, for example,
Norway, Brazil, Japan, and South Africa. Can there be a consistent sense of risk
management values when cultures look differently at risk?

The Purposes of ERM

Despite its fragmented past, the general philosophical approach to risk manage-
ment has been scientific-economic, which is to say that risk management’s value
has tended to be defined by so-called objective assessment of risk frequency and
magnitude, of costs and benefits, and of the monetizable (or at least measurable)
value of outcomes.

A central purpose for private sector firms is to make money for owners, but
ERM represents a departure in that it recognizes that a single overall objective
masks a wide range of other goals and purposes. Indeed, as noted earlier, if the
stakeholder relationship framework seems more suited to ERM, this means that
within each contract, obligation, commitment, and agreement, there may be dif-
ferent goals and objectives present. Optimization is, perhaps, a more relevant way
of thinking about risk management than is maximization.

In a way, this manner of thinking overturns much of the historic and even recent
thought about risk management, so much so that it might constitute a paradigm
shift in our understanding of effective risk management practice. Admittedly, it
is too early to state this with much certainty, but while the scientific-economic
approach to risk management will continue to make sense in specific cases, ERM
is not well-suited to such an approach. Addressing the totality of an organization’s
risk environment requires due consideration of the immense nonquantitative and
nonobjective dimensions of risk—and of the moral value-based nature of ERM.
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CONCLUSION
The prevalent dynamic in ERM is the integration of risk management into overall
general management decisions and actions. The degree to which this has inverted
thinking within the field should not be underestimated. If any views have dom-
inated in the admittedly fragmented world of risk management, they have been
geared to the scientific-economic view—which is to say that risk is mainly an
objective, measurable phenomenon that, from a management perspective, is best
measured and managed in monetizable terms. When joined with economic and
financial theories that prevail in business schools, the consideration of subjective
and noneconomic factors has been pushed into a secondary role.

As the implications of ERM begin to come into focus, it appears that ERM takes
the opposite view. First, risk management is an organizational value, and as such it
derives from the organization’s moral foundations and culture. If anything, finan-
cial goals and the scientific method play a supporting role in fulfilling those values.
Second, because risk leadership is so evidently linked with strategy, governance,
and stakeholder relationship management, it is likely to be the best forum for dis-
cussing the developing relationship between ethics and risk management. Early
exploration of the risk leadership concept suggests that risk-based thinking serves
to articulate an organization’s values with respect to risk, uncertainty, complexity,
and ambiguity, and to inform the decisions and actions that are taken.

Third, moral hazard remains an important idea, but understanding the un-
derlying values and ethical foundations also is critical. Risk managers should be
clearly mindful that risk management actions can send the wrong signals and
can produce unintended effects. But effective risk management probably cannot
be viewed as just a matter of creating the right incentives—especially when ERM
relies heavily on trust for the day-to-day execution of risk management. Organi-
zational views have to be clearly understood by all managers and be seen to be
supported by everyone, in word and deed.

Fourth, the implementation of ERM poses an unusual ethical challenge, as it
seems to require two contradictory approaches. This presently is an open-ended
matter because there is no clear evidence as to what may resolve the issue. Nev-
ertheless, it does seem likely that the transition from risk leadership to practice is
not as clear-cut as early practitioner thinking might suggest. Further, when placed
in international or multicultural settings, there seem to be additional challenges as
cultures tend to adopt specific views of risk that cannot be assumed to be consistent
from one culture to another.

It is, perhaps, unsatisfying to conclude that many unanswered questions
remain—but in fact, this is the present situation. This chapter set out to broaden
thinking about the relationship of ethics to enterprise risk management, and it is
clear the relationship is bidirectional. ERM is intended to be an organizational value
or an expression of values, and in that sense it is expressly an ethical undertaking.
However, ERM has ethical impacts in that it requires a fuller engagement in the
complexity of management, in placing centralizing and decentralizing stresses on
organizational culture, and in emphasizing the importance of trust and consistency
in the interpretation of values.

Further, it is possible that ERM is transforming the actual nature of risk man-
agement and its purposes. When all its facets are considered, it is not terribly
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illuminating to say that the purpose of ERM is only to maximize organizational
value. It may be more proper to say that the purpose of ERM is to ensure consistent
treatment of risk and uncertainty across all the stakeholder relationships—and this
primarily means a consistency of moral values.
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INTRODUCTION
The social stigma once associated with a commercial bankruptcy filing has faded
as the American public has come to view it as a common business life-cycle event.
Between 20,000 and 80,000 U.S. businesses seek bankruptcy protection each year.1

Publicly traded corporations represent a small fraction of these filings. In 2001,
263 public companies in the United States made filings. The petition by General
Motors in early June of 2009 represented the ninety-ninth such filing that year.2

Recently, the assets involved in each public company filing have ranged from $20
billion to $691 billion.3

Given the number of people and assets affected, large bankruptcy filings gain
wide attention. This attention has brought a resurgence of ethically based ques-
tions concerning the mode of prioritizing competing financial claims for a limited
pool of assets. Also emerging is a desire to grasp the complex process of the U.S.
bankruptcy system more effectively.

Accordingly, in this chapter, we explain the basic mechanics of the commer-
cial bankruptcy system. In doing so, we identify attributes that are unique to
U.S. law and discuss cross-border insolvency. After that foundation is laid, we
provide an historical background and framework for the ethical justification of the
bankruptcy system. Then, we identify issues that arise in its administration. Finally,
we share some conclusions as to strengths and weaknesses and future direction of
the bankruptcy system.

THE COMMERCIAL BANKRUPTCY PROCESS
Most insolvent firms seek protection by voluntarily filing a petition with the fed-
eral bankruptcy court. Others are forced into bankruptcy by creditors. Whether
voluntary or involuntary, the firm’s two main options are liquidation or reor-
ganization, typically managed under Chapter 7 or 11 of the Bankruptcy Code,
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respectively. Insolvency, however, is not a prerequisite to filing. Some seemingly
healthy businesses preemptively initiate a strategic bankruptcy filing in order to
avoid or contain contingent liabilities.4

Bankruptcy is but one pathway for failing firms. Troubled companies can also
be acquired or merged into stronger businesses. They can restructure or work out
their debt through private negotiations with creditors. Struggling conglomerates
can auction or sell off assets. Large firms may also seek government loans or
bailouts. Some may resort to state-law remedies like an assignment for the benefit
of creditors and receivership. Very small companies may even cease operations
without any official process at all.5

Chapter 7

Chapter 7 of the U.S. Bankruptcy Code is designed to govern the process of shut-
ting down an insolvent business and fairly distributing its remaining assets. With
a Chapter 7 filing, the U.S. Trustee, an officer of the Department of Justice, appoints
a bankruptcy trustee to operate the enterprise and oversee the liquidation, subject
to the federal bankruptcy court’s oversight. Swiftly taking charge, the trustee may
change the office and warehouse locks, commandeer bank accounts, and take pos-
session of the firm’s books and records. The trustee then supervises the collection
and sale of all business assets and the distribution of the proceeds, if any, to those
with valid claims, according to their legally proscribed priority. At the end of a
liquidating bankruptcy, the debtor firm is dissolved. Certain assets of the firm may
be going enterprises. In such instances, the parent corporation may cease opera-
tions, whereas those underlying enterprises that were sold through the liquidation
process continue to operate under the control of new owners. Creditors have little
influence over the Chapter 7 process, although the trustee has a fiduciary duty to
act in their best interests.

Chapter 11

During a Chapter 11 restructuring, the debtor (or more specifically, its senior man-
agement) usually continues to operate the business and maintain control of its
assets. This debtor-in-possession (DIP) initially has up to 120 days to file its reorgani-
zation plan. The DIP has 180 days from the filing of the original Chapter 11 petition
to solicit and obtain creditor approval. These exclusivity periods can be extended
but, under current law, only up to a maximum of 18 and 20 months respectively.6

Concurrently, upon filing, the automatic stay goes into effect, affording the DIP
breathing room from creditors. Under the automatic stay, pending lawsuits are
frozen and no one can proceed to collect a judgment or payment related to the
debtor’s prepetition actions. Additionally, estate property may not be taken to sat-
isfy a prepetition claim without court permission. For example, a supplier who
received a check from a debtor prior to filing may not deposit or cash it after the
filing.7

Creditors play a large role in Chapter 11. Shortly after the petition is filed, the
U.S. Trustee appoints a creditors’ committee to represent and bargain on behalf
of the unsecured creditors. This constituency includes trade creditors, unsecured
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bondholders, undersecured creditors, and contingent claims holders. Courts may
also choose to create additional committees where parties have particular and
unique interests. For example, the judge may establish a separate committee for a
large class of litigants engaged in a tort lawsuit against the business. Prepackaged
bankruptcies (“prepacks”) are possible. In the months leading up to a prepack
filing, the debtor negotiates with creditors to find a solution. Thus, with a prepack,
the debtor simultaneously files a bankruptcy petition and a reorganization plan.
While the judge and creditors still need to approve the plan, this process is usually
completed in a matter of months instead of years.8

The reorganization plan details the proposed distributions to creditors and
other claimants. While plans vary, often they cancel the prebankruptcy shares
and distribute equity interests (such as stocks and warrants) in the reorganized
firm to the former creditors. In addition, claimants may receive cash and bonds.9

Generally, the market value of what is distributed is considerably below the face
amount of the claims but hopefully above what could have been distributed had
the firm been liquidated.

When a Chapter 11 plan is confirmed and implemented, the debtor firm is
usually discharged of prepetition debts, other than those specifically set out in the
confirmed plan. However, whether the enterprise will survive in the long run is a
separate question. In fact, the majority of debtors who set out to reorganize through
Chapter 11 are eventually liquidated, and according to recent data from the Office
of U.S. Courts, only one of eight Chapter 11 bankruptcies results in a successful
reorganization (Branch, Ray, and Russell 2007, 7–8).

A Chapter 11 case often depends on obtaining DIP financing. In tough credit
markets, firms that might otherwise successfully restructure may be forced into an
asset sale under Section 363 of the Code and then liquidation (Glater 2008).

Insolvency across Borders

Given the growth of multinational businesses, insolvency has international impli-
cations. Yet the prospect of a single global bankruptcy law to manage multijuris-
dictional defaults is more of a vision than a reality. Nonetheless, some level of com-
munication and cooperation increasingly occurs (Paulus 2007; Wessels, Markell,
and Kilborn 2009). For example, Chapter 15 of the U.S. Bankruptcy Code permits
a foreign representative to gain recognition in U.S. courts of a foreign insolvency
proceeding. By doing so, the debtor is able to obtain many rights and protections
available to debtors based in the United States. Correspondingly, in a number
of other countries’ bankruptcy courts, U.S. (and other foreign) debtors can gain
recognition.

The details of the insolvency laws and processes in various nations differ from
those of the United States. A primary distinction between the United States and
other nations is the ability for management of the debtor to remain in control of
the business through a restructuring. Another difference between the United States
and many other jurisdictions relates to the treatment of creditors. In non-U.S. cases,
creditors generally have less input in the process and claims are not given the same
priorities. Most notably, outside the United States, secured creditors do not have
top priority. Under the U.S. rules, secured creditors (who received collateral for
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their loan or otherwise obtained a valid security interest) by law are to receive
the full value of the secured portion of their claims before any other creditors are
paid. In many other jurisdictions, the rights of secured creditors are subordinated
to many other claimants. For example, amounts owed in administrative claims
(e.g., to lawyers, trustees, and appraisers), to employees, and for taxes are paid
ahead of the secured creditors (Kilborn 2008). Additionally, in other jurisdictions,
liquidation rather than restructuring is the norm (Blashalany).

Note that the relative protection of debtors versus creditors within a
bankruptcy system can impact the cost of borrowing generally. In countries with
laws that are more protective of defaulting debtors, lenders have an incentive to
negotiate for more collateral and/or a higher interest rate up front (Davydenko
and Franks 2008).10

ETHICAL JUSTIFICATION OF
THE BANKRUPTCY SYSTEM
The existing U.S. bankruptcy system, characterized by forgiveness of debts and
rehabilitation of the debtor, represents a rejection of old legal practices grounded
in ethical theories of retribution and deterrence. Under the laws of ancient Greece
and Rome, the punishment for defaulting included enslavement, imprisonment,
physical injury, and death (Kilpi 1998, 9–10; see also Newton 2003, 1). Following
that tradition, during the Colonial period in America through the mid-nineteenth
century, imprisonment for debt was common. Some prominent financiers spent
years in debtors’ prison, and a few even died there. By 1857, when Massachusetts
decided that “imprisonment for debt except in cases of fraud is hereby abolished
forever,” nearly all of the States had ended this practice (Warren 1972, 52).

While the U.S. Constitution empowered Congress to make uniform bankruptcy
laws, the battle to enact legislation was long and fierce. Opponents to one of the
early federal bankruptcy bills argued that the proposed voluntary filing right fa-
vored “dishonest debtors and rogues” and thus was morally offensive. Others,
opposed to involuntary proceedings, included President Ulysses Grant, who ob-
served that “the mere filing of a petition in bankruptcy by an unfriendly creditor
will necessarily embarrass, and oftentimes accomplish the financial ruin of, a re-
sponsible business man” (Warren 1972, 115).11 The current system, a result of the
Bankruptcy Code of 1978 (as amended most recently in 2005), attempts to set aside
moral judgment and balances the interests of debtors, creditors, and society at
large.

The ethical justification for the fresh start is utilitarian. The old approach of
injuring, imprisoning, and even executing debtors had significant shortcomings.
An imprisoned individual, for example, is particularly unlikely to be able to repay
his creditors. In addition, when imprisoned, the individual is unable to meet his
family responsibilities, which may well result in additional unpaid debts. This loss
of productivity and ability to provide family care will impose a cost upon society.
For business debtors, this approach is also impractical given that many different
people are engaged in a business enterprise and many creditors need to be paid. To
impose individual punishment upon one person for the actions of another decision
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maker within the firm seems unjust. Also, in theory, the existence of the legal fresh
start wherein the creditors may be only partially paid back encourages lenders both
to undertake serious due diligence on creditworthiness prior to establishing the
terms and conditions of any loans (including sanctions for default) and to diversify
risk across sectors and regions.

Finally, some businesses fail for unpredictable and/or unavoidable reasons
that may not be due to either incompetence or wrongdoing on the part of the debtor.
Too high a penalty for failure is likely to discourage socially desirable risk taking.
By allowing insolvent businesses to file, discharge debts, and be rehabilitated
where possible, our current regime recognizes that credit must be available so
that complex economic and commercial enterprises may thrive. And in order
for creditors to have the appropriate incentives to provide financing to viable
businesses, an orderly, fair, and predictable set of rules is needed for managing
firms when they fail. However, in order to limit the moral hazard of irresponsible
borrowing, the system also strives to provide appropriate disciplines for those who
fail to meet their obligations.

ETHICAL ISSUES IN THE ADMINISTRATION
OF THE BANKRUPTCY SYSTEM
The principal goals of the bankruptcy system are, for a bankrupt enterprise, to
preserve as much value as practical and effectuate an orderly, fair, predictable
process that resolves conflicts between those with valid claims. To further these
goals, the law seeks to establish a fair process that allows the debtor a fresh start
where desirable, maximizes the value of the estate, and distributes the assets
equitably in furtherance of the greater, common good.

Ethical issues arise when the bankruptcy system is perceived to offend broader
societal values. Leading issues include concerns around (1) misuse or abuse of
process, (2) debtor empowerment, and (3) estate expansion and distribution.

Misuse or Abuse of Process

In resolving conflicts between those with valid claims, the bankruptcy court needs
to employ a fair process. Elements of a fair process include transparency, democracy
(an opportunity to be heard and a vote on the outcome), timeliness, and predictabil-
ity. Perceived abuses of process are often the ones that disturb the public, lead to
mistrust of the system, and prompt calls for legal reform.

Issue: Strategic Filing A commonly cited ethical failing of the bankruptcy system
is the so-called strategic or preemptive filing. In particular, some consider abusive
the use by large corporations of Chapter 11 proceedings to eliminate or reduce
payments associated with (1) collective bargaining agreements, (2) product liability
judgments, and (3) pension liabilities and other legacy costs.

Example: Manville In 1982, Johns Manville pioneered the strategic use of bank-
ruptcy in anticipation of future obligations. When it sought bankruptcy protection,
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the company had earnings of more than $60 million and a net worth of over
$1 billion and was not insolvent on an accounting basis. Manville was, however,
the target of litigation from those who claimed to have been injured by its principal
product, asbestos (Boatright 2008, 152–153). The company arranged a prepackaged
bankruptcy from which it emerged in 1988. It created a trust fund of $2.5 billion in
company stock and other assets to pay future claims. Manville thereby sought to
contain its legacy liabilities and move forward with its future operations. Since the
Manville case, more than 70 firms, including around half of the large U.S. asbestos
manufacturers (Bigelow 2007), have sought bankruptcy protection to eliminate
massive personal injury liability obligations. In 1994, Congress authorized the use
of such trusts to channel all asbestos claims (Brickman and Shapiro 2005). In place
of case-by-case litigation, the Code allows the bankruptcy judge to centralize all
related mass tort claims into the bankruptcy proceeding (Smith 2008).

Example: A. H. Robins In 1985, A. H. Robins, manufacturer of the Dalkon Shield,
an intrauterine birth control device, filed for bankruptcy protection. In the early
1970s, women in the United States purchased more than 2.7 million shields. Some
attributed “birth defects, spontaneous abortions and traumatic infections” to the
product. The device was also blamed for 20 deaths. Robins had already paid more
than $500 million to settle more than 9,000 lawsuits related to claimed injuries.
With more than 5,000 additional suits pending, the firm, which was said to have
earned only $10 million on the Dalkon Shield, filed Chapter 11 to stem its losses
(Feder 1987). Through the bankruptcy process, more than 200,000 women filed
claims. According to a claimant advocate, banks and trade creditors would receive
full payment on claims whereas the Dalkon Shield claimants would receive only
35 to 55 cents on the dollar (Lewin 1988).

Example: Northwest Airlines Over many years, Northwest Airlines allegedly un-
derfunded its employee pension fund, leaving a shortfall of $5.8 billion. Then, ac-
cording to a Department of Labor investigation, the company filed for bankruptcy
just a day before a $65 million payment was due. The pension fund contained
assets for more than 60,000 employees (Walsh 2006). Troubled firms commonly fail
to build sufficient assets in employee pension funds to cover the actuarial value of
the plan’s obligations. When the pension plan of a bankrupt enterprise is incapable
of meeting its legally mandated obligations, a government agency created in the
mid-1970s called the Pension Benefit Guarantee Corporation (PBGC) will step in
to take over those obligations, ensuring that current and future retirees continue
to receive their monthly payments. However, the amount of the guaranteed pay-
ments is limited in such a way that many at the higher pay levels do not receive as
much as they would have had under the provisions of the plan. Moreover, other
employee benefits, such as health insurance, are not guaranteed by the PBGC and
are often canceled without a comparable substitute.12

Example: Horizon In the Horizon Natural Resources reorganization, the judge
authorized termination of collective bargaining agreements with the United Mine
Workers of America. As a result approximately 3,800 miners and their dependents
abruptly lost their company-sponsored health insurance coverage (Dao 2004).
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Example: International Steel Group While some may criticize firms for breaking
promises to employees, sometimes the only way to save a business or industry is to
reduce these costs. Wilbur Ross, a successful vulture investor,13 saw an opportunity
to make money and create value in an area that many others were afraid to touch.
He believed that with the right kind of structure, he could make money in steel.
With huge legacy costs and declining demand coupled with strong competition
from abroad, steel had epitomized the Rust Belt’s decaying industry. Ross, however,
believed that if he could put all the pieces together in the right way, he could create
a profitable steel company. Accordingly, he set about simultaneously doing the
following:

� Purchased the assets of several failing steel companies in bankruptcy for
essentially their scrap value.

� Negotiated with the PBGC an arrangement whereby the PBGC assumed bil-
lions of dollars in pension obligations of the companies that he was buying.

� Negotiated contracts with the United Steelworkers of America that pro-
vided for very substantially reduced wages and benefits and much greater
flexibility for how the employer could use labor.

With these various pieces in place, Ross created the International Steel Group in
2002. With a bit of luck, the market price of steel rose from $210 a ton in 2001 to
$750 a ton in 2004. Ross was able to sell International Steel for $4.5 billion, making
over $2 billion for his investors and pocketing $300 million for himself (Stein 2004).

The Bankruptcy Code places a number of procedural hurdles in front of debtors
before a collective bargaining agreement can be rejected. The debtor must make a
proposal to the union prior to making a motion to modify the agreement. The debtor
must then prove that the modifications are necessary, that all parties are treated
fairly and equitably, that the union refused the proposal without good cause, and
that the “balance of the equities” favors rejection (Johnson 2006). Recently, courts
have grappled with the question of whether the rejection of a collective bargaining
agreement gives rise to a damages claim (Updike and Bagby 2008).

Issue: Misuse of Information
Tensions exist in bankruptcy between the need for transparency and the danger of
improper sharing and use of information. For example, a member of the creditors’
committee has access to nonpublic details about the debtor’s business. For the com-
mittee member, this information is critical to determining how to restructure the
firm and how to pay creditors. However, such information may also be valuable
in making investment decisions regarding the debtor’s securities. Suppose, as is
often the case, a large diverse business such as an investment bank has a repre-
sentative on the creditors’ committee. An information barrier (sometimes called
an ethical wall) must exist, and often trading restrictions must be placed such that
the investment arm of the creditor does not use this “material inside information”
in violation of the federal securities laws to trade the debtor’s securities (whether
equity or debt).

A creditor may choose to exit the process early by trading its claim with an
outside investor. This presents a potential legal problem given the material inside
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information about the debtor that members of the committee obtain. Accordingly,
courts have required that an information barrier be put in place between those
employees of an investment bank, a member of which also sits on the committee,
and those who participate in the trading activity (Sullivan 2008). Trading claims,
though, can have important value to investors generally. Research suggests that
the post-rehabilitated firm’s performance is greater when a vulture investor gains
control of the entity (Hotchkiss and Mooradian 1997).

Example: WorldCom Some unscrupulous investors have exaggerated their debt
holdings in order to gain a seat on the creditors’ committee. The SEC accused Van
Greenfield, the manager of Blue River, of falsely claiming to own $400 million of
WorldCom’s bonds when he actually held only $6.5 million. Based upon the false
claim, the U.S. Trustee named Greenfield to the committee as one of WorldCom’s 20
largest creditors (Bilodeau 2005). Greenfield settled the matter without admitting
liability.

Issue: Forum Shopping
One of the “most hotly contested corporate reorganization issues” involves forum
shopping (Skeel 2001). Increasingly, debtors are highly motivated to use somewhat
questionable tactics to select the federal bankruptcy court that will hear their case.
Just prior to filing, a firm may incorporate one of its subsidiaries in a state where
the bankruptcy court is thought to be more favorable to debtors. Or the debtor
with subsidiaries in various states may file that subsidiary for bankruptcy in the
state with the most debtor-friendly court; then, the remaining affiliates file for
bankruptcy and their cases are consolidated with the initial filing. Firms may wish
to avoid the courts in their home states if creditors are likely to have significant
influence there (Fitzgerald 2007). A recent study of 182 commercial bankruptcy
filings between 1995 and 2003 found that creditors collected 25 percent less from
firms filing in New York than in Delaware and recovered more if the firm filed in
its home state.14

However, others note that the ability to select a filing venue may help the
firm survive and thus inure to the benefit of the creditors. Different federal circuits
treat certain assets differently. For example, a debtor that depends upon being a
licensee of intellectual property might choose to file where judges will allow it to
assume licenses without the permission of the licensor. A debtor who is a retailer
with many store leases might select the jurisdiction where the court will allow the
debtor to file toward the beginning of the month and treat the entire month as
an unsecured claim, whereas in other jurisdictions, the postpetition rent would be
treated as an administrative claim.

Issue: Role of Professionals
A fair process benefits the key participants and not simply the fee-charging pro-
fessionals. In other words, a complex, expensive system that rewards the lawyers,
accountants, investment bankers, actuaries, appraisers, and others with handsome
incomes but provides marginal benefits to the debtors and creditors is unlikely to
be seen as fair.15 Two areas of concern are conflicts of interest and fees.

In the United States, unlike other nations, attorneys serve a central function in
the process. In contrast, “[a]ccountants, rather than lawyers, are the leading private
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bankruptcy professionals in England” (Skeel 2001, 2). Given the reliance on and
demand for attorneys, conflicts of interest can arise when a single attorney or law
firm (or other professional) represents the interests of many creditors (Rapoport
2002) and when they may have represented or advised both the debtor and/or
various creditors in previous matters.

The payment of fees from the debtor to these parties is carefully scrutinized by
the court. As one example, attorney fees and other professional fees are paid out
of the bankruptcy estate. In a Chapter 11 case, lawyers for one class of creditors
might be arguing against lawyers for another class. Meanwhile, the estate is paying
the fees of both sides. While only one argument will win, everyone will lose with
the run-up in costs. “Spending the estate’s funds in an effort to bring additional
funds into the estate is one thing. Spending the estate’s funds to fight over how to
divide up the estate’s limited resources is quite another” (Branch, Ray, and Russell
2007, 13).

Debtor Control and Empowerment

A principal feature of the U.S. bankruptcy system is that the debtor retains control.
The debtor usually decides whether to file for liquidation or reorganization. If the
debtor selects reorganization, other than in extraordinary circumstances, such as
when they are suspected of fraud, the managers stay in charge of the operations.
Finally, debtors of a reorganized enterprise are allowed a fresh start. Relative to
the bankruptcy systems of most other nations, the United States is generally more
accommodating and forgiving of its debtors. Until the late twentieth century in
most countries in Europe, discharge of debts without the consent of creditors was
“unheard of” (Kilpi 1998, 11).

For a commercial bankruptcy managed as a Chapter 11 reorganization, debtor
control often means that the same people who operated a business during its
decline, who made promises that were not and probably could not be kept, are
allowed to stay in control of the enterprise, oversee its rehabilitation, and emerge
without the incapacitating debt burdens of the past. Many stakeholders benefit
from rehabilitation. Employees may secure ongoing employment and communi-
ties, a continuous tax base. Suppliers may suffer a small loss but, in exchange,
maintain a long-term customer relationship. Consumers may have more choice in
the marketplace, as continued competition among firms may lead to higher quality
and lower prices. For the economy at large, a fresh start for bankrupt businesses
can mean the more productive utilization of assets rather than dismantling, selling
off, and even scrapping valuable equipment and intangibles, and the dispersion of
valued employees and other human resources.

Moral Hazard
Some economists express concern that the U.S. bankruptcy system creates a moral
hazard. That is to say, they worry that debtor-friendly provisions encourage risky
behavior that may harm corporate shareholders, creditors, and other stakehold-
ers. Some notice that corporate CEOs manage to capture much of the upside with
compensation tied to company stock. Most executives benefit even when the stock
rises due to overall market conditions and not the company’s performance rela-
tive to peers. However, the critics notice that few penalties exist for failure. For
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these observers, the bankruptcy system further enables the problems with CEO
accountability.

Issue: Liquidate or Rehabilitate?
One of the primary debtor control issues is whether the commercial debtor should
be allowed a fresh start through Chapter 11 reorganization, or instead should
promptly liquidate. Only a relatively small percentage of attempted Chapter 11
reorganizations succeed. Many Chapter 11 filings never result in an acceptable
plan and convert to liquidations. Other firms in Chapter 11 do reorganize and
come out of bankruptcy only to fail a second and sometimes even a third time.
Some believe that too many businesses undergo too many reorganization attempts,
straining the system, creating false hopes, and costing stakeholders more in the
long-run.

Example: Horizon Horizon Natural Resources (then known as AEI Resources
Holdings, Inc.), one of the largest coal mining concerns in the United States, filed
Chapter 11 in February 2002 (Jordan 2006). Having negotiated a prepackaged plan
with creditors, Horizon quickly emerged from bankruptcy in May 2002 but was
unable to pay its creditors and filed for protection again in November 2002.16

Studies differ on whether Chapter 11 reorganizations or Chapter 7 liquidations are
better for creditors. A study of commercial bankruptcies in New York and Arizona
from 1995 to 2001 concluded that creditors recovered relatively more in Chapter 11.
While the direct expenses of liquidations are lower and the process is faster, the
authors found that Chapter 11’s better ability to preserve assets benefited creditors
(Bris, Welch, and Zhu 2006). Another study noted that when commercial airlines
sold assets in bankruptcy, prices were substantially lower than those received
by airlines that made sales outside of bankruptcy. However, the study found no
significant difference between prices obtained in Chapter 11 as compared to Chap-
ter 7 (Pulvino 1999).17 In a study of 459 firms that sought protection between 1991
and 1998, the authors found that the operating performance of firms significantly
improved through Chapter 11 (Kalay, Singhal, and Tashjian 2007).

Example: Eastern Airlines Whether Chapter 11 makes sense in each specific case
is a separate question. Eastern Airlines filed for bankruptcy protection in March
1989 (Salpukas 1991). Management boasted that creditors would be paid in full,
yet the firm failed to survive. Researchers contended that “an overprotective court
insulated Eastern from market forces that allowed value-destroying operations to
continue long after Eastern should have been shut down.” During the course of the
bankruptcy, the firm’s value declined by more than 50 percent (Weiss and Wruck
1998).

Issue: Fairness to Competitors
Another fresh start ethical issue is whether market intervention for the sake of one
firm and its creditors and stakeholders is fair to competitors within the debtor’s
industry. A debtor firm that comes under federal bankruptcy court protection
has advantages over its competitors. With the airlines, for example, some argue
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that the protection of bankruptcy led to unsound fare wars and other practices
that drove down overall profits and thereby weakened the industry. While one
of the goals of the bankruptcy system is to maximize wealth for the whole of
society, Chapter 11 may also create an implicit subsidy that is not fair to the
debtor’s competitors.

Issue: Debtor-in-Possession
Another issue stems from the relatively recent practice of allowing senior man-
agers to retain control of the failing business during the bankruptcy rehabilitation
process. Prior to the adoption of the 1978 Bankruptcy Code, control of the firm was
handed over immediately to outside trustees (Passell 1993).

Many justify the DIP practice as it “allow[s] knowledgeable managers to patch
up problems instead of selling a company’s assets off piecemeal” and thereby
helps to “conserve corporate cash” (Passell 1993). Managers wish to rehabilitate
an enterprise in order to retain their jobs and salvage their reputations. However,
creditors often prefer to close down the firm and promptly sell its assets when they
have certainty of soon getting paid back some portion of what’s owed instead of
taking a greater risk, waiting longer until payoff, and perhaps receiving even less
if the reorganization effort fails.

However, others insist that instead of serving creditors, the managers delay the
process and end up serving their own interests. After all, “those closest to the busi-
ness may be the least able to face reality” (Branch, Ray, and Russell 2007).18 More-
over, critics of this practice note that some managers actually drive their companies
into insolvency due to poor resource allocation, overextension of credit, unwise
marketing choices, and the like. By treating blameworthy managers—including
those venal leaders who, while acting as DIP, intentionally loot a failing firm—the
same as competent managers, the DIP practice may encourage some managers to
see little or no disincentive for poor performance, unwise risk taking, and fraud.

Issue: Breathing Room for Debtor
The automatic stay, which takes effect upon the bankruptcy filing, provides debtors
with breathing room. While providing the debtor with space to keep the business
alive as it works out a plan, the automatic stay can seem unjust at times. Some
individuals and businesses that performed under agreements with the debtor now
have to wait to see how many if any of the debtor’s promises will be honored.
To some this seems unfair, particular for those parties who were not privy to the
debtor’s financial problems. However, the automatic stay is a critical feature of
an equitable bankruptcy system. Without this feature, creditors would race to the
courthouse to sue and collect from the debtor. With the stay, all similarly situated
creditors can be treated equally, with no advantage given to the ones who get to
court first. Additionally, creditors are forced to act as a class and reach a compromise
instead of each pursuing its own conflicting interests.

Estate Expansion and Distribution

Another foundational principle of the U. S. bankruptcy system is the objective of
maximizing the distributable value of the debtor’s assets—known as the estate. In
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a commercial bankruptcy, the DIP or, if assigned, the trustee is given the power
to pull into the estate as much value as possible. The law provides many tools
to accomplish this asset gathering goal. The DIP (or trustee) can, under certain
circumstances, “reach back” to reclaim a payment made to a creditor well before
the bankruptcy filing. Disadvantageous contracts under which the debtor would
have owed future payments, products, or services can be canceled. These powers
help the estate’s manager create a circumstance in which the dividable pie is
enhanced and no particular claimant is able to take an unfair slice or get a portion
ahead of time.

Once the assets are gathered, they must be divided. In liquidation they are
distributed; in a reorganization they are reinvested into the business or directed
or allocated over time to pay back the claimants. Many of the rules and the actual
processes involve a balancing of the conflicting interests of the various claimants
and stakeholders. The relevant parties’ differing time horizons and interests may
trigger tensions over how to operate the business after the restructuring. Some of
the rules around this balancing are based upon utilitarian considerations of welfare,
while others reflect additional normative concerns, such as equity or fairness.
For example, some of the so-called blameless bystanders of a bankruptcy can be
afforded special treatment. Thus, the small creditors who would not have the time
or financial resources to participate in the system are often paid some fraction of
their claim (convenience claims) early in the process.

The law itself takes care of some of the pie division by establishing rules of
priority. First in line for payment are those lenders who received collateral for their
loan or otherwise obtained a valid security interest or have a right of set-off against
the debtor’s property. Collateral can be hard assets like inventory, equipment, and
real estate or more intangible items such as future payment streams through ac-
counts receivable and intellectual property licenses. These secured creditors might
have their collateral returned or receive cash equal to the value of their collateral up
to the amount of their claim. To the extent that the amount still owed by the debtor
exceeds the value of the collateral, a lender might have both a secured claim and an
unsecured one. The remaining unsecured claims are divided into six classes of de-
scending priority under the Bankruptcy Code. In the highest priority of unsecured
claims are items such as administrative expenses of the bankruptcy, employee pen-
sion fund accounts, and customer layaway accounts. Often, however, after paying
the secured creditors, nothing remains for the other claimants.

Issue: Absolute Priority
Under the “absolute priority of claims” principle, each class of claimants is to
be paid the amount of its claim in full before the next class begins to receive a
distribution. The class on the margin is to receive a pro rata distribution and those
with still lower priority receive nothing. First-lien secured creditors are given
priority under the U.S. Bankruptcy Code with regard to the assets securing such
claims. This is not often the case in other nations’ insolvency regimes. For example,
in many countries, employee wage claims and retiree pensions are given higher
priority than secured creditors’ claims.19 Recently, problems have arisen when
the U.S. government becomes the only lender able to provide DIP financing. As a
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result of these new and unique circumstances, the government has pressured some
classes of creditors to modify the “absolute priority” scheme.

Example: Chrysler In 2009, after receiving billions in federal assistance, privately
held Chrysler LLC was forced into bankruptcy by the U.S. government. Using
Section 363 of the Code, performing assets of the old Chrysler were transferred to
a new Chrysler. Shares in the new Chrysler were then issued to Fiat, a trust for the
United Auto Workers’ health-care fund, and the U.S. and Canadian governments
(Chasan and Halls 2009). The 363 sale process avoided the long process of gaining
approval by creditors of a reorganization plan.

As a result of this sale, 55 percent of the equity in the reorganized company
plus a $4.5 billion note was used to satisfy part of a $10.5 billion unsecured claim
of the UAW. Prior to the sale closing, however, the secured creditors, who were
owed $6.9 billion under the plan, were paid only $2 billion (or 29 cents on the
dollar). Nearly all of the secured creditors agreed. However, a group of Indiana
state pension funds which had purchased Chrysler debt in 2008 for 43 cents on the
dollar sued to challenge the plan (Kellogg, Bray, and McLaughlin 2009). Ultimately,
the matter was appealed to the United States Supreme Court, which decided not
to interfere with the plan’s approval.20 Some heralded this result as being in the
best interests of the workers, suppliers, economy, and creditors at large. Others
condemn the outcome as unconstitutional and an outright disregard for the law,
as creating uncertainty and thus a higher risk premium for distressed credit.

Issue: Claim Rejection
Issues arise both in the process and the substance of claim rejection. Having a claim
subordinated or rejected or requiring payments to be returned to the debtor di-
rectly harms an individual participant yet furthers the common good of enlarging
the pie for future distribution. Thus, all of the tools available to the trustee and DIP,
including the use of avoidance powers and treatment of fraudulent transfers, trig-
ger ethical issues. Often a claim is rejected or subordinated on technical grounds. In
order to have a secured claim, a creditor must take certain steps, depending upon
the type of collateral. Some creditors fail to perform these tasks (such as filing state
Uniform Commercial Code statements) upon making the loans or fail to update
them when necessary. Yet another tactic is to assert an offsetting claim against the
claimant. That step creates a controversy that must be resolved before the original
claim is allowed. At that point the debtor may seek to negotiate a reduced amount
for the original claim.

The treatment of preferential payments and fraudulent transfers can facilitate
the growth of the estate’s distributable assets. A preferential payment is a payment
made by the debtor to a third party in the window prior to the filing. Generally
the window is 90 days for third parties and one year for payments to insiders.
Under certain circumstances the payment can be clawed back from the payee and
brought into the estate. The theory requiring the return of such payments to the
estate is that to prefer certain creditors and diminish the potential pie for the rest is
deemed unfair. The recipient of the preference payment, who is required to return
it, is subsequently given a claim in the estate for the amount of the clawed-back
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payment. Thus, 100 percent of the payment amount comes back to the estate, and
the creditor receives a claim that is likely to collect only a percentage of its face
value when the distributions are made.

Example: Eziba In 2005, after suspending operations, Eziba, an online retailer,
was forced into bankruptcy (Tode 2005). Through its web site, catalogs, and retail
outlets, Eziba distributed handcrafted goods made by artisans throughout the
world. It boasted to its customers that it paid more than $10 million to people
such as basket-weaving war widows from Rwanda. Prior to the bankruptcy, the
firm paid off a $500,000 bank loan instead of paying the more than $100,000 it
owed to the international artisans. Ultimately, the bankruptcy trustee recovered
the $500,000 payment (Tedeschi 2005).21

A fraudulent transfer is a payment (or transfer of value) made by the debtor before
the filing, at a time when the debtor was considered insolvent, in which the effect
is to diminish the net assets of the estate. For example, a sale of an asset made at
prices well below the asset’s market value might well be found to be a fraudulent
transfer. If the court so finds, the transaction is subject to being reversed, thereby
restoring value to the estate for the benefit of its creditors.

Example: Revco In 1988, the drugstore chain Revco D.S. filed for bankruptcy pro-
tection. In the process of gathering up the estate’s assets, the bankruptcy court
looked back in time to the $1.25 billion 1986 management-driven, leveraged buy-
out (LBO) of the firm (Eichenwald 1991; Labaton 1990). The court-appointed expert
questioned whether the shareholders who had tendered their stock in that trans-
action should have to return their profits to Revco. The theory was that the buyout
was financially unsound. That is, the large amount of debt that the firm took
on made it insolvent at the time of the closing. Thus, the tendering of shares in
exchange for cash was a fraudulent conveyance. In a lengthy report, the expert
determined that there were grounds to sue various parties, including the pre-LBO
shareholders and the Revco financial advisers, in order to bring those funds back
into the estate for the benefit of creditors. However, the use of this tactic has been
curtailed. In 1999, the same court that initially advanced the theory, the Third
Circuit, in another case limited the trustee’s powers, holding that if the tendering
shareholder received payment through a broker or other financial intermediary, he
could not be the target of a fraudulent conveyance action (Beckerman and Stark
2000).

Issue: Representation on Creditors’ Committee
The creditors’ committee becomes a location where tensions between claims to the
estate materialize. Shortly after the filing, at least one, but sometimes more than one,
creditors’ committee is formed. For example, the senior and subordinated creditors
may each have a committee. The committees are made up of representatives from
some portion of those who have a claim in the estate. Not all creditors wish to
have a representative on the committee, and some who do are not given a seat.
The U.S. Trustee appoints the committee or committees from the ranks of the large
creditors.
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Example: Enron Controversies among creditors emerged in the Enron bankruptcy.
Certain creditors objected to having JPMorgan Chase and Citigroup take lead
roles or even serve on the creditors’ committee. Opponents argued that these
firms helped to structure the off-balance-sheet transactions that facilitated and
disguised the demise of Enron. Describing this as the “ultimate conflict of interest,”
bankruptcy law expert Elizabeth Warren noted that the biggest asset of Enron
was the lawsuits against everyone who participated in the fraudulent activity. As
members of the creditors’ committee, “these firms should be initiating lawsuits
against those who injured creditors and shareholders. But the lawsuits they would
be initiating would be against themselves” (Wayne 2002).

Other problems arise when, for example, secured creditors who have some col-
lateral can serve on the unsecured creditors’ committee. As a legal matter, these
undersecured creditors are supposed to look out for the interests of all of the
creditors that the committee is charged with representing. As a practical matter,
however, they are all too likely to put their own interests ahead of the broader
set of creditor interests. To deal with this risk, each class of creditors is given a
separate vote. To support the plan, a class must vote two-thirds in dollar value
and in majority in number in favor of a plan. Thus, how much any one class of
creditors can push its own selfish agenda is limited. That said, if the court deems
the plan fair and equitable, and at least the most senior class of impaired creditors
supports it, the plan can be “crammed down” against the will of the dissenting
class or classes (Weil, Gotshal and Manges 2006).

The power of equitable subordination permits an interested party such as the
debtor or trustee to seek to make a claim a lower priority for payment than it
otherwise would have been if the claimant has a history of misconduct.

Issue: Innocent Bystanders and Small Players
The law does attempt to address the interests of some of the small players who
may not have the resources to wait for the process to be completed. Under the
relevant provisions, a vendor who ships to a troubled firm that subsequently files
for bankruptcy can assert a reclamation claim. This claim technically allows the
vendor to repossess the items that have been shipped. These reclamation claims,
however, are unsecured and often worth nothing since the lender who has supplied
the debtor with a line of credit often has a prior lien on all inventory. As a result,
in the 2005 amendments to the Bankruptcy Code, small trade creditors receive
better treatment. If a vendor delivers goods to the debtor within 20 days of the
bankruptcy petition, the vendor will be given an administrative claim. As noted
earlier, this elevates an otherwise lower-priority unsecured claim to the highest
class of unsecured claims.

CONCLUSION
Bankruptcy is one of the major events in the business life cycle of many firms.
Due to natural causes or management failure or malfeasance, some businesses
will, from time to time, need to either wind up or restructure their operations.
The modern U.S. bankruptcy system tends to recognize rather than place moral
judgments upon this reality. Instead of expecting a debtor to honor all promises
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(which is the ideal for a solvent entity), our bankruptcy system starts from the
place where this is no longer possible. Whether the U.S. system simply furthers
(or should further) economic efficiency as the determinant of what is the greatest
good or other social policies as well is an important and debatable question. The
existence of the bankruptcy option, with the fresh start concept, helps deter lenders
from making unwise decisions and shifts some of the risk from the debtor to its
lenders, who are in a favorable position to evaluate a business’s creditworthiness
before extending credit. In addition, the possibility of reorganization as opposed
to liquidation tends to limit potential domino effects from failing businesses.

Most of the present debates revolve around (1) whether to shut down or
rehabilitate firms and (2) how best to distribute the remaining business assets to
their claimants.

While the law shifted in the late twentieth century toward favoring debtors, it
has begun to shift back a bit to erode some of those powers and strengthen some
creditors’ rights. Overall, though, the U.S. regime remains commercial debtor-
friendly. In fact, businesses that operate internationally sometimes file in the United
States just a day before their foreign filings so as to take advantage of the more
favorable treatment of debtors under the U.S. bankruptcy system.22

Though moral judgments regarding filing for bankruptcy are minimal, vig-
orous debate continues over the fairness of the Bankruptcy Code’s treatment of
different classes of creditors. This can lead to the strategic use of bankruptcy to
minimize amounts owed to injured customers and to employees and retirees for
past wages, pensions, and health care. Attempts have been made through the
legislative process to amend the law to affect these priorities.

Without successful Congressional action, some of the thorny policy issues
around whose claims deserve more value have been resolved outside of the leg-
islative process. That is to say, instead of having Congress create amendments to
the Bankruptcy Code to elevate certain unsecured claims of employees above those
of unsecured creditors, the federal government has been able to achieve the same
result through the use of a 363 sale. It is not clear, however, whether the Chrysler
example will become more widespread beyond the unique circumstances where
the government provides bankruptcy financing.

Some businesses that could enter bankruptcy find ways to bypass the process
for other complex reasons. For example, the once-preeminent financial services
giant Bear Stearns did not file for bankruptcy in 2008 but instead was purchased
by JPMorgan Chase with the multibillion-dollar assistance of the U.S. federal gov-
ernment. Similarly, insurance giant AIG was rescued months later from failure
through an initial offer of $85 billion in government assistance. However, ven-
erated investment bank Lehman Brothers was allowed to fail. In the same short
window of time, the U.S. government attempted to rescue the credit market and
the U.S. financial system through a $700 billion bailout program.

From the preceding discussion, we see that the U.S. bankruptcy system has
many critics who point to significant shortcomings. The process can be slow and
cumbersome. Bankrupt firms that should be liquidated are sometimes restructured
only to fail a second and even a third time. Professional fees can drain away much
of the debtor’s resources, limiting what is available for the claimants. The system
is sometimes abused through forum shopping and strategic filings, which work to
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the disadvantage of various interested parties. And yet for all its flaws the system
works. Unlike a number of other countries, the U.S. process does help weed out
unproductive enterprises, and it does allow a second chance for those that have
the possibility of making good with a fresh start. In that way, the U.S. bankruptcy
system embodies the frontier spirit upon which this nation was founded.

NOTES
1. “U.S. Bankruptcy Filings 1980–2008: Annual Business and Non-Business Filings by Year

(1980–2008),” American Bankruptcy Institute, www.abiworld.org. In 2007, there were
28,322 business bankruptcy filings and 822,590 nonbusiness filings. In 2008, there was
a sharp increase in filings, with 43,546 business and 1,074,225 nonbusiness. In 2005, the
October of which the amendments to the Bankruptcy Code went into effect, there were
39,201 and 2,039,214 respectively. The high-water mark for business filings was in 1986
with over 82,000 filings.

2. “Public Companies Bankruptcies to Make 2009 a Record Year,” PTI, June 2, 2009. http://
www.dnaindia.com/money/report public-companies-bankruptcies-to-make-2009-
record-year 1261224.

3. “20 Largest Public Bankruptcy Filings 1980–Present,” Bankruptcy Data.com, published
by New Generation Research, Inc. (with most recent filing the June 1, 2009, filing of
General Motors).

4. Insolvency is not a prerequisite for filing. In some cases, solvent firms embroiled in mass
tort litigation voluntarily file for bankruptcy to manage and contain current and future
claims.

5. It should also be noted that some types of businesses are not permitted to file for
bankruptcy. For example, while financial services holding companies can declare
bankruptcy, the insolvency of the underlying banks and insurance companies, and
securities and commodities brokers, are handled under different regimes.

6. If the DIP’s exclusivity period ends without a court-approved reorganization plan, the
firm’s various claimants can step in and propose their own plan, which would be subject
to the same approval process.

7. The Bankruptcy Code provides specific exceptions to the stay. For example, a criminal
case may be continued, and certain securities transactions entered into prior to the filing
may be settled post-filing. In addition, creditors may petition the court for relief from
the stay.

8. Skeel (2001, 228), citing Tashjian et al. (1996, 135).

9. Researchers who studied 139 Chapter 11 cases filed between 1995 and 2001 in Manhattan
and Phoenix found that in 80 percent of the bankruptcies of debtors with more than
$5 million in assets, the plan involved either (1) canceling the equity holders’ stake in
the firm and repaying the secured creditors in full, or (2) selling off the firm’s assets.
McGann (2007).

10. This practice is undertaken in an attempt to help minimize losses upon a potential de-
fault. A recent study of bankruptcy codes in France, Germany, and the United Kingdom
showed that lenders in France, for example, attempted to shift the cost of bankruptcy
to borrowers in this fashion.

11. Notwithstanding the moral tenor of the debates, the practical problems with the pro-
posals were economic. The early federal laws and proposals limited the types of debtors
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who could enter the system. Farmers were harmed by this when a tradesman who
owed the farmer money defaulted and went bankrupt. While the tradesman would be
discharged of all debt, if the farmer, who would now be short of funds, defaulted on his
loans, he might land in debtors’ prison.

12. “General FAQs About PBGC,” www.pbgc.gov.

13. The term vulture investor is commonly used to describe those who purchase cheap debt in
distressed firms in order to gain bargaining power to renegotiate the terms of repayment
through either a workout or bankruptcy process.

14. Fitzgerald (2007), citing an upublished study by Wei Wang, “Bankruptcy Filing and the
Expected Recovery of Corporate Debt.”

15. Law firms with commercial bankruptcy practices tend to staff up in times of economic
downturn. Jones (2008).

16. “Horizon Natural Resources Files Chapter 11,” Business First, November 14, 2002.

17. Some have argued that the method for valuing assets in bankruptcy, namely allowing
the court to determine value, is inefficient and results in lower prices than an auction.
However, others claim that whatever errors may be made through judicial valuation
are minimal compared to the costs associated with conducting an auction. Easterbrook
(1990).

18. A safeguard exists with the board of directors who with a distressed corporation
owe duties to the firm’s creditors. However, there is a gap between the statement
of this duty by the courts and what the courts actually require of directors. Lipson
(2007).

19. “Can You Afford to Retire?: Exploring the New Corporate Bankruptcy Strategy,”
March 16, 2006, http://www.pbs.org/wgbh/pages/frontline/retirement/world/
bankruptcy.html. In this segment, Professor Elizabeth Warren notes that Mexico and
other countries prioritize obligations to retirees and employees and this is built into the
cost of credit: “Banks will adjust their prices accordingly.”

20. Indiana State Police Pension Trust, et al. v. Chrysler LLC et al., 556 U.S. . 2009. Docket No.
08A1096.

21. See also blog of Ethan Zuckerman, “Tedeschi and the New York Times Get It Wrong,”
April 20, 2007. http://www.ethanzuckerman.com/blog/2005/04/20/tedeschi-and
-the-new-york-times-get-it-wrong/.

22. These firms may file under Chapter 15, a model uniform law for foreign proceedings.
This allows a non-U.S. company with U.S. assets to benefit from features like the auto-
matic stay.
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Acquisitions, Mergers,
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INTRODUCTION
Modern-day corporations can choose from a broad range of organizational combi-
nations with differing degrees of equity ownership and contractual control (Harrigan
1985). One end of this spectrum reflects purely contractual relationships and agree-
ments, including licensing and strategic alliances. In these relationships, no new
equity ownership position or entity is typically created. The middle of the range
includes transactions that are characterized by some degree of partial ownership
and contractual control, like joint ventures. The other end of the spectrum is charac-
terized by full equity ownership and control. Organizations participating in these
strategic alternatives take ownership of the asset and skill base, but they also bear
the full risk of the resulting entity. On a general level, acquisitions, mergers, and
takeovers (AMTs) refer to the combination of two organizations into one larger
entity and are examples of this latter type of transaction.

Virtually every major public corporation—as a merger partner, acquirer or
target—has been involved in an attempted or realized organizational combination
as AMTs have become a basic staple of corporate strategy. The overarching reason
why firms enter into a merger or decide to acquire another company is the belief
that the combination will allow the new entity to attain its strategic goals more
quickly and less expensively than if the firm attempted to do it by internal growth
alone. While proponents argue that well-planned AMTs enhance both the value
of the firm to shareholders and the value of the firm to the larger society (e.g.,
Haspeslagh and Jemison 1991; Wruck 2008), critics (e.g., Moeller, Schlingemann,
and Stulz 2005; Zalewski 2001) respond that far too many of these combinations
are undesirable and ill-conceived. Such AMT deals tend to be dominated by short-
term financial analyses, a focus on historical data rather than future sources of
revenues, and power plays that turn strategy into gamesmanship. Critics suggest
that in these latter instances, AMTs create far more harm than benefit for an array
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of internal (e.g., shareholders, managers, employees) and external (e.g., customers,
suppliers, unions, local communities) stakeholders, many of which are not directly
considered in the decision-making process.

DEFINITIONAL ISSUES
Although the terms acquisition, merger, and takeover are often used interchangeably,
there are some subtle and important differences between them. A merger is a
combination in which two or more previously autonomous companies form a
wholly new firm. Merger typically reflects a sense of equality between the two
organizations. The equity in the two merging partners is converted into equity in
the new, combined organization. Given the nature of the relationship between the
merging partners, mergers can be horizontal (partners operate in similar product or
service spaces in the same industry), vertical (partners operate in different stages of
the supply chain for similar products or services), or conglomerate (partners operate
in two or more separate industries). Acquisition refers to any transfer of ownership
in which one organization is absorbed by another. In this case, the target firm
basically disappears and becomes part of the acquiring or bidder firm.

Takeover refers to those situations where a company or an investment group
gains enough shares of stock in a publicly traded company that it can control its
governance via a plurality of votes for the board of directors. Takeovers can be
hostile (attempted buyouts of the equity are unsolicited and often unsupported
by target management), friendly (negotiated or invited offers of solicitation), or
reverse (a smaller private firm taking over a public firm to gain the target’s public
listing). Reverse transactions can be either mergers or takeovers and provide a
potentially less expensive alternative to going public than doing so through more
traditional means like initial public offerings (Gleason, Rosenthal, and Wiggins
2005). Within this context, acquisition and takeover reflect the dominance of the
acquiring organization over the target firm.

HISTORICAL CONSIDERATIONS
As a way of understanding the dynamics associated with AMTs and the underlying
concerns they raise, it is useful to examine the key characteristics of these organi-
zational combinations and how they have evolved over the past few decades.

AMT Characteristics during the 1980s

Corporate managers were primarily focused on the firm during the 1980s.
Although adherence to the shareholder value maximization paradigm was part of
the discourse in academic circles, it was not heavily practiced in executive suites.
The notion of using equity-based incentives in executive compensation schemes
was a relatively new idea with only 20 to 30 percent of total management com-
pensation being tied to stock or market performance. Boardrooms were relatively
passive as well, and directors worked closely with the management teams that
were influential in selecting them.

When management teams and boards proved ineffective, the “market for cor-
porate control” (Jensen and Ruback 1983) could dispense severe punishment, and
a majority of organization combinations during the 1980s had a hostile tenor. Some
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estimates suggest that almost half of publicly traded firms were party to an out-
right hostile threat (see, for example, Holmström and Kaplan 2001). Large active
investors like Carl Icahn and T. Boone Pickens were characterized as “corporate
raiders.” In addition to acquiring voting control, they would often take operational
control of the firms they pursued, laying off workers and divesting assets as they
dismantled the firms they acquired.

Facilitating these organizational changes was an increasing use of debt or
leverage to finance the transactions. Replacing equity, cash, or some combination
of the two, leverage became the currency of firm buyouts. During this period,
Michael Milken and Drexel Burnham introduced the use of non-investment-grade
or junk bonds, which have been described as equity disguised as debt. In a general
sense, corporate debt is a hybrid combination of an interest rate instrument and
short-selling put options on the firm’s equity. In cases of default, equity holders
put their shares to the debt holders. Junk bonds carry a higher probability of
default; thus, the equity put component tends to have a greater impact on the
bond’s price (see Fridson 1994). Although this form of financing facilitated highly
leveraged buyout deals that were largely unhealthy for the larger economy, junk
bonds continued to be an important funding vehicle for AMT activity until the
credit crunch of the early 1990s (Holmström and Kaplan 2001).

AMT Characteristics during the 1990s

The 1990s saw a tempering of both the hostile and levered characteristics of AMT
transactions. The use of hostile takeovers declined for several reasons. During the
1980s, management teams were more focused on firm issues than shareholder
concerns, boards tended to be management-friendly, and the notion of an activist
shareholder or shareholder group (large block or otherwise) had not become com-
monplace (see Holmström and Kaplan 2001). Another important constraint for
shareholders in the 1980s was access to management. Investors wishing to speak
directly to management had to file their intentions with the SEC. It was not until the
law was relaxed that friendlier, more informal discussions and communications
could take place. During the 1990s, the market for corporate control developed
more options than in the 1980s, when a hostile takeover was the predominant
means available for correcting underperforming management. Governance mech-
anisms based on politics and strategic communication began to replace the finan-
cially driven, hostile methods (Pound 1992). Examples of these political mecha-
nisms include shareholder committees, director-nominating committees made up
of petitions initiated by shareholders, alternative agenda issue campaigns, and
friendly monitoring or oversight by larger institutional investors.

At the same time, firms began to implement a battery of takeover preven-
tion measures intended to protect the incumbent management team and exist-
ing shareholders. The notion of aligning shareholder and management objectives
became a more common focus in corporate offices and boardrooms. Incentive
compensation focused more on providing equity opportunities for managers, and
stock options and restricted shares of stock became more prevalent means of com-
pensating managers. Boards of directors also took their charge of protecting the
interests of shareholders more seriously, which ironically proved to be a double-
edged sword in that it also made boards more open to takeovers that benefited
shareholders.
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The character of large investors began to evolve during this time as well. Single
investors became more synonymous with names like Warren Buffett, who sought
well-run firms in which to invest and then allowed incumbent management to
continue doing what it did best. Buffett’s role was more of an enabling one than
that of the raiders before him. Institutional investors also became more important
players in terms of ownership and control, growing from 25 to 30 percent in the
1980s to as much as 50 percent in the 1990s (Holmström and Kaplan 2001). These
investors included a range of firms such as mutual and hedge funds and pension
and retirement investment management firms. What makes their involvement
both interesting and different is that institutions tend to monitor management
teams more intently as they look for higher returns. Concerns for their fund or
institutional constituents gave the appearance that they were less loyal to the
firm’s management than they were to management’s most recent performance.

As these ownership and control aspects evolved during the 1990s, so did the
means through which AMTs were funded. The credit crunch in the early 1990s,
which was compounded by the savings and loan crisis, dealt a blow to the junk
bond market, and funding these transactions with equity and cash returned as the
prominent means of payment.

AMT Characteristics during the 2000s

In many respects, the 2000s have seen a continuation of many of the trends that
began in the 1990s. Less than 5 percent of the completed transactions that reported
a transaction attitude on MergerStat (2009), for example, were categorized as “hos-
tile.” The preferred method of payment remained cash and equity (60 percent and
19 percent of the completed deals, respectively). Warren Buffett continued to be
synonymous with a more business-minded and altruistic single investor. Institu-
tional investors also continued to be important players in terms of ownership and
control.

On a related note, media and public emphasis on increasing board indepen-
dence led to regulatory changes regarding the composition of the board. These
changes encouraged, and in some cases mandated, boards to move more fully
toward independent directors, with fewer insiders and affiliated friends. Pressure
also increased to separate the roles of the CEO and the chair of the board (known
as a dual structure when one person holds both titles). Research suggests that the
percentage of dual CEO-chairs decreased significantly during the late 1990s and
early 2000s (Ryan, Wang, and Wiggins 2009). During this same time period, public
attitudes toward executive compensation became more critical. Overuse of stock
options by firms led to requirements that firms expense these awards at the time of
their granting. During the economic crisis that began in 2008, public and govern-
ment outrage over what appeared to be non-performance-based bonuses reached
a peak as all constituents tried to work together to reorient the economy.

AMT Transaction Trends and Valuation

As the preceding discussion illustrates, transaction characteristics have changed
dramatically over the past 30 years. An analysis of statistical data in U.S.
M&A Reports (MergerStat 2009) confirms that the frequency and value of these
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transactions changed appreciably over the same time period. For example, U.S.
firms engaged in almost 25,000 AMT transactions during the 1980s, the value of
which was reported to be roughly $1.4 trillion. Looking at that decade, the smallest
number of events occurred in 1980 (1,889 events), with a value of approximately
$44.3 billion; the largest number of AMT transactions took place in 1989 (2,366),
while the largest value was in the preceding year ($246.9 billion). During the 1990s,
over 47,000 events worth an estimated $4.8 trillion were reported. This activity
represents nearly a doubling of both the number and value of AMT transactions
from one decade to the next. The 2000s continue this trend with almost 88,500
AMTs totaling $8.8 trillion.

An interesting observation is that both the 1990s and 2000s were characterized
by high first-year activity (1990 and 2000, respectively) and subsequent drops due
to credit or economic issues. In both cases AMT activity did not return to that first-
year level until the fifth year of the decade (1994 and 2004, respectively). There
is also a noticeable drop from 2007 to 2008, reflecting the severe economic issues
revealed during the banking crisis of that year. Finally, the value of AMTs in 2000
reached almost $1.3 trillion on over 11,000 events, which is close to the total value
for the 1980s on nearly half of the total number of events. In fact, this annual level
was reached or exceeded six times during the past two decades, in 1998–2000 and
2005–2007.

ETHICAL CONSIDERATIONS IN AMTs:
PROCESS AND OUTCOMES
There are two fundamental sets of concerns raised about corporate AMTs: The first
focuses on whether the combination will create economic value for shareholders;
the second emphasizes the effect the combination will have on the companies’ im-
plicit contracts with other stakeholders and the larger society. These issues, which
reflect both process and outcome considerations, have strong ethical undertones.
From a process perspective, questions are typically raised about the appropri-
ateness and fairness of the actions by the parties involved during combination
planning, transaction, and implementation. In terms of outcomes, emphasis is
placed on the combination’s relative benefit or harm (direct and indirect) for all
relevant stakeholders (including shareholders) and about the social desirability of
these outcomes. Debate about these issues often comes down to questions about
fairness, transparency, distributive justice, fulfilling commitments, and the social
role of the corporation and its responsibilities to a broader range of constituen-
cies that go beyond shareholders per se (see, for example, Buono and Bowditch
1989; Chase, Burns, and Claypool 1997; Lajoux 1998; Woodstock Theological
Center 1990).

The ethical issues in hostile takeovers are clearly more pronounced given the
sharp disagreements and pressures between the stakeholders involved, including
managers, employees, shareholders, the raiders or takeover firms, suppliers, local
communities, and a host of other critical constituencies (Boatright 2008; Hoffman,
Frederick, and Petry 1989). However, even with the apparent consensus and mu-
tual agreement between parties in friendly acquisitions, mergers, and solicited
takeovers, a number of ethical concerns exist.
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HOSTILE TAKEOVERS
A basic tenet of the free market is that organizational combinations intended to
maximize the value of the firms for shareholders also have long-term benefits
for the larger society. The underlying market for corporate control—that is, the
tendency of outside parties (often referred to as raiders) to try to buy publicly
traded companies—exerts a necessary discipline on managers, whose self-interests
often diverge from those of the owners. Thus even hostile takeovers, which imply
change and restructuring that can have significant repercussions for the existing
management, workforce, local community, and a host of other stakeholders, can
have beneficial effects in terms of improving economic performance and generating
greater returns to shareholders. The mere fact that a raider is willing to pay a
premium (i.e., an amount in excess of the stock’s current trading price) for a certain
stock reflects the belief that the firm is not achieving its full potential with its
present management team. Moreover, many takeovers involve the acquisition of
underperforming or undervalued businesses that are unrelated to the strategic
core of the parent company. The underlying argument is that managers, as agents
of the owners, have a fiduciary responsibility to shareholders to sell off such assets
and refocus the company on those areas that promise higher efficiency and return.

Critics argue that many of these takeovers are initiated for the sole purpose of
liquidating the target company, especially when there is a gap between the market
value of the firm and the breakup value of its assets. A basic proposition of free
market capitalism is that market value represents the best estimate of net present
value (a way of calculating the value of a net cash flow adjusted for the time value
of money) of future cash flows. However, detractors contend that beyond a short-
term financial return for select parties (typically the shareholders of the acquired
firm, investment bankers, and lawyers), a liquidating takeover does not have any
long-term benefit to other stakeholders or the larger society. These objections are
especially directed at buyouts of successful and profitable companies, where the
takeover may lead to layoffs and changes in management and can have a variety of
negative effects on the firm’s local community and related companies in its supply
chain. An underlying question, given the fiduciary duty and responsibilities of
corporate officers and directors, concerns what these officers and directors should
do when a hostile bid may be attractive to shareholders but is deemed not to be in
the best interests of the corporation itself or its other stakeholders.

Another criticism is that the threat of corporate takeover compels managers
to show evidence of continuous profitability, forcing them to focus on short-term
performance and the attainment of immediate results. This type of myopic de-
cision making is suggested to precipitate a neglect of longer-term investments
(e.g., in research and development) as well as a scaling back of commitments to
a broader group of stakeholders (e.g., charitable contributions, investments in the
surrounding community).

While ethical and social concerns typically focus on the acquirer’s motives
and actions, target firm management has also come under criticism for a series
of questionable tactics intended to discourage unwanted takeovers. Based on an
analogy of takeover specialists as sharks, shark repellent refers to an exotic array of
tactics designed to prevent or stave off unwanted advances, tactics that evolved
in response to the growing hostility that characterized takeovers during the 1980s.
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These defensive tactics can be classified into several broad categories that include
golden parachutes, poison pills, sandbagging, greenmail, corporate restructurings,
and voting control issues.

AMT transactions are characterized by high levels of uncertainty, especially for
the management of target firms. Consummation of these changes usually results
in members of management being dismissed, demoted, or reassigned. To offset
some of the fear associated with this uncertainty, many firms have implemented
compensation plan components for their top executives that would be triggered
by a change-of-control event. Known as golden parachutes, these plans promise
lucrative benefits and severance payments to current management if they lose
their jobs due to a takeover by another company. The benefits from these plans
range from paying what an executive would have made in the absence of the
change-of-control event to sweetheart contracts that would pay multiples of their
existing contracts if they were to leave. Tin parachutes are a related tactic that
focuses on compensating a broader range of employees who might be adversely
affected by the AMT event. Affected employees usually receive more compensation
than they would under traditional severance packages. These plans may also be
a better takeover defense than their golden counterparts due to the fact that the
greater numbers of employees can create a larger total payout, even if individual
payments are less.

Poison pill tactics are attempts to dilute the value of the target firm shares held
by the bidder. Often referred to as shareholder rights plans, these tactics give existing
shareholders other than the bidding company the right to buy a large amount of
stock (either common or preferred) at a low price. The right to buy the additional
shares is triggered when someone acquires a certain percentage of the outstanding
stock (e.g., 20 to 30 percent). There are several variations on this right to buy option.
For example, the right to purchase additional shares in the target company is
referred to as flip-in provisions, while the right to acquire shares in the surviving
company is called flip-over rights plans or provisions. In both cases, shareholders are
offered a significant discount for the stock, sometimes as low as 50 percent. The
rights can be tied to other securities and assets as well, like offering shareholders
the right to trade their shares for or acquire the bonds (poison pill or back-end pill)
or other assets (asset purchase rights) of the target firm. In other circumstances,
claimholders of other securities in the target firm can be granted additional rights
to take some action. For example, poison-preferred pills could trigger an increase
in preferred dividends and poison-debt pills could result in a particular bond issue
being called early.

Sandbagging is when a target firm attempts to stall the process, often with
the hope that a friendlier, more favorable third-party acquirer or white knight will
emerge. Lesser known is the white squire defense, where an allied group or firm
acquires a minority interest in a firm in an attempt to better protect it from becoming
a target in the future.

Greenmail, a spin-off of the term blackmail, occurs when a target company
attempts to pay off a potential raider. In essence, the firm’s management pays
the raider to cease the takeover attempt. This practice is also known as a targeted
repurchase, since the firm buys back a large block of its stock from an unfriendly
company or raider at a substantial premium to stop the takeover attempt. The
funds often come from the firm’s cash reserves or proceeds from a debt issue.
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Although this tactic is frequently successful in staving off a particular raider, the
costs to the firm can be substantial, undermining longer-term investment needs
and, quite possibility, the stability of the company.

Management can also employ different types of corporate restructurings as an
effective takeover defense. With appropriate reserves, the target firm could engage
in a defensive acquisition of another firm, making itself a less attractive target for
someone else. They could also sell or divest attractive assets or subsidiary busi-
ness units. A Pac-Man defense is when a takeover target launches a tender offer
for the company that was trying to acquire it. If successful, the target company
ends up taking over the company that tried to buy it. A scorched earth defense,
which is sometimes referred to as a suicide pill, is a variation on the defensive ac-
quisition/divestiture strategies. This tactic involves selling off desirable assets or
depleting the cash reserves of the target company by making extensive (and not
necessarily profitable) acquisitions, possibly incurring large debt in the process.
A crown jewel defense is employed when the company sells attractive or desirable
assets to a friendly third party or spins the assets off into a separate new entity.
Defensive repurchases or recapitalizations also raise the portion of debt in the target’s
capital structure. In these repurchases, the target buys back shares through either
the open market or privately negotiated deals. The recapitalization reduces the cash
position and any excess debt capacity as proceeds are paid out to shareholders,
often along with new shares.

The term voting control issues refers to a class of tactics that enable management
to affect or control how the shares outstanding are voted. In an indirect manner,
employee or company programs that facilitate employee acquisition of stock may
work in management’s favor. Pension, profit-sharing, and employee stock owner-
ship plans place voting control for significant amounts of stock into the hands of
employees, who are typically on friendly terms with their management. A second
mechanism is dual- or multiple-class common stock. In its simplest terms, man-
agement issues a high-vote, low-cash-flow stock and another with one vote and
high cash flow. Other things being equal, management would prefer to own or
control the former class of stock and issue the latter to the broader group of ex-
ternal shareholders, which would make wrestling control away from them a very
difficult task.

Related to voting control issues, several state legislatures have drafted, passed,
and implemented what have come to be known as state law defenses. These laws fall
into three broad categories (Case, Shah, and de Pass 1995). First, control share laws
eliminate the voting rights of shares held by a large blockholder if certain threshold
levels are exceeded. Voting rights can only be reinstated after a vote of approval
from disinterested shareholders. Merger moratorium statutes impose a mandatory
waiting period on the consummation of a transaction if the transaction is be-
ing led by a large blockholder who exceeds certain prescribed ownership levels.
Finally, cash-out laws allow nonblockholder shareholders to sell their shares to the
bidder at a specified, often prohibitive price once prescribed thresholds have been
exceeded.

A final set of control tactics often requires changes or modifications to the cor-
porate charter or bylaws. For example, a supramajority provision requires that a large
percentage of the shareholders (e.g., up to 80 percent) have to approve a business
acquisition or takeover offer. Fair price provisions require that all shareholders of
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a particular class be paid the same price for their shares. This tactic prevents the
acquirer from using a two-tier offer, but it also eliminates targeted repurchases or
greenmail from management’s bag of defense tactics. Finally, firms can move to
a staggered board of director structure, where only a small percent of the sitting
directors are up for election each year. A board composed of nine members, for
example, might hold elections for three directors each year for three years.

While these various tactics may protect the target against an unwanted
takeover, they render the company vulnerable to the vagaries of the business
cycle and can significantly contribute to company debt. They also raise significant
concerns about the duties of the target firm’s management as agents of the firm’s
principals or shareholders. From an agency theory perspective, the underlying
question concerns the extent to which these tactics are being utilized to protect
shareholder interests or to preserve the entrenched position of the target firm’s
executives.

ACQUISITIONS AND MERGERS
Although criticism is typically placed on hostile takeovers, even friendly mergers,
acquisitions, and solicited takeovers can raise an array of ethical and social con-
cerns. While mergers and acquisitions are often portrayed as carefully calculated
strategic acts, in practice they are human transactions that can be very costly with
disappointing results. It is important to remember that true value creation in an
acquisition or merger is only achieved well after the deal is made, when the two
firms come together during postcombination integration (Haspeslagh and Jemison
1991; Marks 2003). Yet mergers and acquisitions typically disrupt organizations,
often for years, diverting the time and energy of senior management and making
organizational members feel stressed, angry, frustrated, disoriented, and fright-
ened. Workplace ethics is especially vulnerable during such strategic transitions.
According to a study by the Ethics Resource Center (2003), employees in organi-
zations undergoing mergers or acquisitions observe misconduct and feel pressure
to engage in questionable business practices at rates that are nearly double those
in more stable organizations.

Although many of the human problems associated with mergers and
acquisitions—the fears and uncertainties, stresses, and tensions experienced by
employees—and the potentially negative repercussions for a range of external
stakeholders cannot be totally eliminated, managers can exert favorable influence
on both the integration process and consolidation outcomes (see, for example,
Buono 1997 and 2005; Stahl and Mendenhall 2005). There are several concerns,
each with a strong social and ethical component, that capture much of this
tension.

Competing Claims and Conflicts of Interest

Mergers and acquisitions involve multiple parties, each with distinct interests and
needs. Historically, this conflict has largely been framed in terms of the merger
partners’ or acquiring and acquired firms’ shareholders. So framed, legitimate
competing claims have been viewed in terms of the interests of the two groups
of shareholders. Accordingly, corporate officials were duty-bound to define and
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pursue the best interests of these individuals. The stakeholder view, in contrast,
emphasizes that firms have responsibilities to a broader array of groups that go
beyond the immediate interests of shareholders—although the latter continue to
occupy a place of prominence among stakeholders.

Although the stakeholder model suggests that a utilitarian orientation (i.e.,
the greatest good for the greatest number of stakeholders) should help to resolve
the difficulties posed by such competing claims, the greatest good in a merger or
acquisition is difficult to determine and is often a matter of perspective. While
shareholders have one set of concerns, other internal stakeholders such as senior
managers and employees and external stakeholders such as suppliers, customers,
and local communities typically have others. Simply put, what might be in the
best interests of one particular stakeholder group might very well conflict with
the interests of others. To complicate matters, in most instances, these competing
claims involve conflicting rights across different stakeholders, each of which has a
legitimate basis.

Executive Compensation and Conflicts of Interest

A reality of acquisitions, mergers, and takeovers is that nonexecutive employees
and other stakeholders bear disproportionate risk for poor corporate results, as
senior-level executives often receive multimillion-dollar payouts when an acqui-
sition or merger is finalized. In most instances, senior-level executives are able to
renegotiate their contracts, not only limiting their financial risk but creating signifi-
cant remuneration in the process (e.g., golden parachutes). Such change-in-control
provisions, which are often part of an executive’s employment contract, may not
be fully disclosed or understood by the company’s compensation committee and,
at times, are added only weeks or even days before the finalization of the merger
or acquisition. Due to the way in which such corporate reward structures are ori-
ented, individual executives can be biased toward doing a deal rather than giving
sound advice to the board, pursuing an offer that would not be in the best interests
of all existing shareholders.

Culture Conflict as a Competing Claim

While the tensions between different interests can readily exacerbate combination-
related decisions, the subtle nature of many competing claims further clouds the
consolidation process. Cultural differences between organizations, for example,
often create barriers to integration and consolidation, especially in mergers of
equals. Organizational members, an important internal stakeholder group, tend to
feel that the culture of the merged organization should be closer to their own cul-
ture (i.e., organizational philosophy, values and beliefs, ways of carrying out tasks)
than to that of their merger partner. In essence, such competing perceived rights
and the resulting collision between different styles, orientations, and values can
readily create postcombination difficulties and distract managers and employees
from attending to critical business-related activities. This type of conflict is espe-
cially prevalent in acquisitions and mergers that involve significant operational
integration, where two distinct company populations are expected to work closely
together on a day-to-day basis.
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Secrecy versus Deception

Tensions typically arise in communication between the managed release of in-
formation in an open, honest, and timely manner, and the controlled release of
information intended to distort the truth and manipulate people. When faced with
a merger or acquisition, managers must make difficult decisions concerning the na-
ture and timing of communication to employees and other relevant publics, which
are complicated by a number of legal and operational dilemmas. First, Security
and Exchange Commission (SEC) rules limit what can be told about acquisition or
merger plans—even to employees—and when such information can be released (in
order to prevent insider trading, for example). Second, since the actual details of the
combination need to be worked out over several months or even years following
the deal, managers often do not have detailed answers to stakeholder questions.
Finally, the high level of stress and anxiety associated with the AMT process typi-
cally translates into employee feelings of suspicion and a sense of not being fully
informed. Critics, however, argue that executives often use such constraints as a
convenient shield to deceive and manipulate employees.

These communication-related issues raise concerns about information and
property rights. Questions often focus on the extent to which the proposed trans-
action and its implementation have been carried out in a transparent and honest
manner and whether parties with a legitimate right to information relating to the
transaction have been given equal access to relevant and appropriate informa-
tion in a timely manner. Open communication channels are an important factor in
minimizing people’s fears and creating an informed understanding of the organi-
zational combination. It is important to remember that information needs during
an acquisition or merger are quantitatively and qualitatively different from those
during normal, everyday interactions.

Employee Participation and the Management
of Grief, Loss, and Termination

Mergers and acquisitions often differ in the extent to which organizational mem-
bers are forced into accepting certain situations or provided with a true opportu-
nity to take part in discussions and decisions. In many instances, precombination
planning and execution are tightly controlled by senior-level management, and
the resulting change is typically done to organizational members rather than by
or in conjunction with them. The ways in which subsequent employee grief, loss,
and termination are handled exert a significant impact on employee attitudes and
behaviors.

During the initial stages of a merger or acquisition, employees typically expe-
rience conflicting emotions ranging from shock, anger, disbelief, and helplessness
to hope, excitement, and raised expectations. Following a merger or acquisition,
there is typically a mourning period, similar to when a member of an extended
family dies, as the erosion of familiar work surroundings and the exit of colleagues
and friends signals the end of what was. From a managerial perspective, it is im-
portant to assist employees during this transition, helping them to deal with such
feelings and the new realities of the combined organization. The handling of em-
ployee terminations and staff reductions also sends signals about management’s
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values to the employees. Yet research suggests that most people involved in a
merger or acquisition feel that termination decisions are handled arbitrarily and
ineffectively.

Insider Trading

From the perspective of the SEC, a corporate insider is any officer or director of the
firm as well as any beneficial owner with more than a 10 percent ownership stake in
the firm’s common equity. The origins of the insider trading prohibitions come from
common-law restrictions on fraud. In its simplest terms, any party in possession
of nonpublic information about a firm should either disclose that knowledge or
not use it in trading for his personal benefit. SEC Rule 10b5-1 defines trading on the
basis of inside information as any instance when a party trades on material nonpublic
information. In light of these definitions, there are two distinct notions of insider
trading: The first is represented by any trading activity by an insider, and the second
is any trading that takes advantage of nonpublic information. The former type of
activity is regulated so that disclosures are required; the latter is illegal market
manipulation. Corporate insiders have a right to buy and sell on any basis other
than possession of material nonpublic information. Providing other parties with
such nonpublic information may expose the person providing the information
to potential legal action or sanction for breach of confidentiality in violation of
his or her fiduciary duty. The legal prohibition is placed on any party, insider or
otherwise, in possession of such inside information disclosed to that person by an
insider in violation of that insider’s fiduciary duty.

AMTs provide opportunity for insider trading during the early conversational
or negotiation stages when they are not public knowledge. Nonpublic information
on an impending acquisition or merger gives insiders an unfair advantage relative
to other investors who do not have similar access to such knowledge. While the
occasion or opportunity is there, the majority of the violators in these cases are
outsiders who have been tipped off, rather than insiders themselves. Trading by
insiders in these instances would be too easily detected and prosecuted.

In order for the SEC to prosecute an insider for illegally trading, it must prove
that the defendant had a fiduciary duty to the company and/or intended to person-
ally gain from buying or selling shares based upon this information. Noninsider
parties who receive nonpublic information can be held liable if they know or have
reason to know that the source of that information breached a fiduciary respon-
sibility (e.g., they received it from an insider) or if they themselves are in breach
of a duty to the source (e.g., a lawyer or banker who receives nonpublic informa-
tion while working for a firm that provides services for the source firm). Current
statutes provide for up to treble penalties (gains made or losses avoided), although
many cases are settled out of court.

THE ROLE OF THE BOARD OF DIRECTORS
From a broad legal perspective, the board of directors has several principal duties
that govern their behavior and choices in all circumstances (Monks and Minow
1995). First, they must have a focused, unbending loyalty to the shareholders of
the firm (duty of loyalty). Second, each director agrees to exercise due diligence in
all their board activities, including reading, processing, and collecting information
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in a timely and appropriate manner and using that information in their decision
making (duty of care). Third, directors are required to disclose any and all material
information they have about a corporate transaction when they are seeking share-
holder approval (duty of candor). In contested situations where director behavior
and choices are questioned, the courts look first to whether these three duties were
adequately and appropriately exercised by the director(s) in question.

Within this legal framework, how directors operate tactically and strategically
is as varied and different as the companies they serve. Regardless of these dif-
ferences, all boards have two broad charges: monitoring and advising. Directors
observe the management of the firm since they are charged with (1) hiring, moni-
toring, and, if necessary, firing the CEO and his or her C-suite colleagues; and (2)
reviewing and approving the strategic plans and processes put forward by these
executives, as well as (3) overseeing the financing and the capital expenditures that
are required to implement those plans (NACD 2005). All of these monitoring activ-
ities are to ensure that the best interests of the shareholders are being adequately
served and protected.

Unlike the relatively passive nature of monitoring, the advising function of
directors requires a more active relationship with management. The responsibil-
ities in this relationship include advising management about their strategic and
operational goals and objectives, matching performance outcomes to these goals
and objectives, and participating in conversations about material transactions that
do not fall into the normal course of business, like AMTs.

The very nature of these two roles puts directors in a potentially difficult situa-
tion when their firm faces AMT transactions. On the one hand, directors should be
involved to make sure that interests of the shareholders are considered (possibly
through a shareholder vote), protected (ensuring the best possible price per share
or outcome), and managed in an orderly and timely fashion. Alternatively, they
often find that their own wealth (through equity ownership), position (seat on
the board), and reputation (if they fail to protect shareholder interests) are on the
line. Management typically shares the wealth, position, and reputation concerns
in AMTs.

While director efforts should be aligned with the interests of shareholders by
charge, they are often also aligned with managers based on these wealth, positional,
and reputational issues. Recent conversations by academics and practitioners that
consider how to best realign the shareholder-director relationship have focused
on mechanisms that include more independent directors, equity compensation for
directors to better align their ownership interests with shareholders, a separation
of the CEO and board chair roles, and staggered board memberships. However, the
duty of loyalty requires that directors put the interests of their shareholders before
their own or those of management, especially during the AMT process.

Further complicating the balancing of these competing interests is the ongoing
dialogue regarding corporate constituency statutes (see Orts 1991; Oswald 1998).
These statutes derive from corporate social responsibility debates and stakeholder
theories, which encourage directors to consider the interests of other constituent
groups like employees, suppliers, customers, and the community. In a general
sense, the primary purpose of these statutes is to broaden the range of stakeholder
concerns that directors may consider in making and overseeing business decisions.

Although over one-half of the states have adopted these statutes, there is some
variation in how they have been crafted. Pennsylvania’s statute, which was the first
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one enacted, has served as a model for many other states. It was modified to stress
(1) the “continued independence of the corporation,” with attention to both short-
and long-term business horizons, and (2) the intent and purpose of any person
or firm seeking to gain control of a firm. A second variation, as seen in Georgia
and Tennessee, allows the firm to “opt in” or include charter amendments based
on the perceived best interest of the firm. In these statutes, even if a firm chooses
not to opt in, the constituency statutes would not necessarily pertain to them in
the future should a need or desire to benefit from them arise. In essence, these
variations underscore that stakeholders do not have any enforcement power and
any such decisions are at the discretion of the directors (see Oswald 1998). A third
common variation limits the reach of these statutes to “corporate control” events,
like AMTs, and any potential change of control transaction would bring these
statutes into play. Orts (1991) has criticized such variations, arguing that if these
statutes only come into play during an AMT, they have the effect of entrenching
management rather than protecting the other constituents as claimed. As such,
he contends that this third variation does not provide any protection to a firm’s
stakeholders in ordinary business situations.

CONCLUSION
The level of respect for organizational members and other key stakeholders as
individuals is an important dimension of the AMT process. Historically, the rela-
tionship between employer and employee has been governed by the employment-
at-will doctrine: The employment contract can be terminated at will by either party
at any time for any reason. Although this perspective has been challenged by pub-
lic policy questions based on the greater good, it has led to the rather narrow view
that employees have only those rights that they are able to negotiate with their
employers. Employees and other key stakeholders, however, are not mere abstrac-
tions and, as individuals, have a moral right to be treated fairly and with respect
and dignity.

To a large extent, the ethical and social impacts of AMTs are dependent on
the extent to which these considerations are appropriately dealt with. Hostile
takeovers, especially those characterized as liquidation strategies, are criticized for
creating significant disruption and often failing to lead to the proposed level of
efficiency and effectiveness. Even friendly, collaborative combinations can precip-
itate disruption, dislocation, and upheaval. It is generally agreed that corporations
are responsible for their actions and have an implicit obligation to their relevant in-
ternal and external stakeholders. Yet many AMTs are still driven by cost-reduction
tactics rather than strategic planning, with overly ambitious short-term financial
goals—often beyond realistic achievement—dominating the process. Thus, in or-
der to minimize organizational trauma and adverse effects on relevant stakeholders
(e.g., shareholders, employees, customers, suppliers, and local communities), orga-
nizations and their management should ensure fairness and due care throughout
the AMT process, from precombination planning, through the transaction itself, to
postcombination integration.

In addition to the typical financial and legal analyses that accompany AMT
planning, such due care should also include social impact analyses that present a
coherent rationale for the combination, a three- to five-year business plan on how
the combined business will be operated, and an assessment of the effects of the
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combination on key stakeholders. These analyses should explicitly address the un-
derlying wealth creation strategies and their ramifications for primary stakeholders
(e.g., shareholders, employees, customers, and suppliers), and their broader social
impacts (e.g., the effect on the local community). Challenges include balancing
costs and benefits across different social levels (e.g., local community vs. regional
economic concerns) and time periods (e.g., near-term vs. long-term, current gener-
ation vs. future generations). Depending on the nature of the acquisition or merger
in question (e.g., strategic, financial, operational), early planning and due diligence
(i.e., the careful assessment a reasonable person should take before entering into an
agreement or transaction with another party) should go beyond financial and legal
analyses and include assessments of strategic compatibility, differences in corpo-
rate culture, operating style, organizational standards, and business practices. If
companies do not address whether and how they will manage these inevitable dif-
ferences from the outset, they will have to deal with conflict without agreed-upon
processes, tools, standards, or principles by which to guide smooth resolution.

Clearly, mergers and acquisitions can be risky strategies, but internal develop-
ment can be just as risky and even more time consuming. From an ethical and social
perspective, AMTs can favorably contribute to the firms involved, their stakehold-
ers, and the larger society if all relevant stakeholders are considered and treated
fairly and justly, ensuring that their rights are upheld. Focus should be placed on
the extent to which the proposed combination will favorably affect the value of the
firms—in essence, creating value and more benefit than harm for the organizations’
shareholders, other internal and external stakeholders, and the larger society.
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CHAPTER 29

Executive Compensation
JOHN J. McCALL
Professor of Philosophy and Management, Saint Joseph’s University

INTRODUCTION
Outrage. That may be the most commonly reported reaction to executive compen-
sation practices as the first decade of the twenty-first century draws to a close.
Business columnists, congresspersons, and the general public on both sides of the
Atlantic have used this word in sometimes furious denunciation of executive pay.
The current public focus on the compensation of top executives is mostly explained
by the fact that large bonuses and severance packages have been awarded to execu-
tives of failed companies. Meanwhile, those very companies have received billions
of dollars in public funds in order to forestall socially calamitous collapses of vital
industries and enterprises.

Examples abound. Merrill Lynch CEO John Thain, excoriated for a lavish
$1.2 million refurbishing of his office and for arranging an irregular bonus plan for
top executives in the last days before Merrill was acquired by Bank of America,
received $17.3 million in compensation while Merrill received a $10 billion gov-
ernment bailout as part of the Bank of America acquisition (Creswell and Story
2009; Dymski 2009; Slack 2009).

Alan Fishman, hired as chief executive officer by Washington Mutual three
weeks before the failed bank was seized by federal regulators and its operations
taken over by JPMorgan Chase, was entitled by contract to a payout of $18 million
in salary, bonus, and severance for his three weeks on the job at WaMu. Though
JPMorgan Chase may fight the severance payout, Fishman had already received a
signing bonus and salary worth more than $8 million (Protess 2008; Smith 2008).

In Britain, the public outrage forced a revision in Royal Bank of Scotland’s plan
to pay large bonuses to top bankers. However, the bank, now 70 percent owned by
the British government, has agreed to pay its new chief executive a signing bonus of
£2.3 million as well as granting performance bonuses potentially worth £2.4 million
to the head of its American operations (BBC 2009; Lindsay 2009; Treanor 2009).

Of course, complaints about executive pay have been part of the public dis-
course since at least the early 1990s. In 2006, some were outraged at the $65 million
in pay and potential $83 million pension collected by Hank McKinnell of Pfizer for
his five years as CEO and chairman, at a time when Pfizer’s share value lagged
its industry and dropped by over 40 percent (Morgenson 2006). In 2003, the pub-
lic was outraged over the $140 million received by Richard Grasso as head of the
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New York Stock Exchange, a compensation package some board members say they
were unaware of (Thomas and Anderson 2005). As early as 1992, complaints about
high executive pay rose from both sides during the U.S. presidential campaign as
the top five American CEOs earned a combined total of $322 million in the previous
year (McCarrol 1992).

Typically, the issue of executive compensation emerges in the context of eco-
nomic downturns when layoffs and unemployment are rising while executives are
pocketing multimillion-dollar compensation packages. However, the emotional in-
tensity of the public debate in 2009 seems to far exceed that of earlier periods. The
intensity is no doubt because the world economy is suffering through its deepest
decline since the Great Depression, because unemployment in many places has
reached double digits, and because the risky decisions of executives, who continue
to garner enormous compensation, are seen by many to have been the cause of the
economic collapse.

Public outrage, of course, is not by itself a sufficient basis for judging that the
compensation is morally unjustified. In fact, there are any number of recent and
serious defenses of executive pay practices (Boatright 2009; Edmans and Gabaix
2009; Evans and Hefner 2009; Gabaix and Landier 2008; Kaplan 2008). Moreover,
it is often unclear just what, specifically, is the target of the frequently expressed
outrage. Some complaints seem to be about the absolute amount of the compen-
sation; others seem to focus on the pay of American executives relative either to
their international peers or to ordinary workers. Still other complaints seem to be
about the apparent insensitivity of pay to firm performance. Some target specif-
ically the severance and retirement packages of failed executives who have been
forced out by their boards. Finally, some complaints seem to focus on supposedly
perverse incentives created by generous use of stock options. Often, these logically
distinct complaints are blurred together by politicians, reporters, and citizens in
the critiques they offer of executive pay.

It will be important to keep these different complaints separate in the analysis
that follows. In particular, since the stock or equity portion of compensation has
been a large driver of the increased pay of executives, it will be important to
distinguish between complaints about the size of compensation and complaints
about its composition. It is perfectly possible to believe that compensation practices
encouraged unacceptably risky behavior while not simultaneously holding that the
amount of compensation was inappropriate. As we will see, for example, much of
the academic debate turns not on the size of the pay but on whether the form of
executive compensation, with its heavy reliance on equity, was a wise practice for
either shareholders or society at large.

The plan for the remainder of the chapter is to assess the moral acceptabil-
ity of executive compensation in a more analytic fashion than is often present in
the emotional responses reported in the press. The first section describes in some
detail the different elements that typically constitute an executive’s compensa-
tion. Subsequent sections sketch the historical change in compensation and the
regulatory responses to those changes; discuss two competing views in the main
academic debate over executive pay (both of which use shareholder interests as
the touchstone of their analyses); and, finally, approach the issue from a broader
horizon by introducing ethical considerations critical for a more complete moral
assessment.
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THE ELEMENTS OF EXECUTIVE PAY
Executive compensation is typically a complex combination of different elements.
Compensation can be in cash, equity, or in-kind perquisites. It can be current or de-
ferred. It can be in the form of salary or bonus. It can include contractually guaran-
teed elements as well as elements awarded at the discretion of the board of directors.
It can be pay that will be received with near certainty or pay that is at risk because
it is contingent on performance targets. All of these distinctions between potential
components of an executive’s pay package can overlap in intersecting ways.

For instance, the salary component is typically contractually guaranteed, but it
can also be deferred for later payout. Obviously, pension and severance payments
can be both guaranteed and deferred. They can also be pay exposed to risk if the
severance or pension includes a stock component (Conway 2008; Walker 2009).

Equity pay is often in the form of restricted shares or stock options. Restricted
shares are shares granted with limits requiring that the executive hold the stock
for a period of time before it can be sold. Stock options are awards that entitle the
recipient to purchase a specified number of shares at a given price (the strike price),
usually the price of the stock on the day of the option award. The right to purchase
stock at the strike price can be exercised only after a specified date, typically one to
three years after the option award. Restricted shares and stock options are by their
nature both a form of deferred compensation and a form of compensation that is
subject to risk.

Bonuses can be in the form of cash or equity. They can be awarded when the
individual executive or the firm meets performance targets. Performance targets
can be tied to stock price, to earnings per share, to the completion of mergers or
acquisitions, to reductions in workforce costs, to the achieving of other efficiencies,
and to almost any other target that the board of directors sets for the executive team.
Bonuses, however, are not always tied to performance. Some bonuses are awarded
as signing bonuses, often to compensate an executive hired from the outside for
the loss of benefits incurred in leaving a previous employer. Bonuses can also be
awarded as an incentive to retain or bind key executives and to discourage them
from considering offers from other potential corporate employers. Finally, bonuses
can be completely discretionary, awarded by a board without any performance
target having been met and without any prior agreement that the bonus would be
available (Brush 2009a).

Perquisites are often less publicized elements of executive compensation pack-
ages, but they can nonetheless be valuable. One study found the median value of
perks for executives in a set that approximated the Fortune 1000 as $81,000. Perks
include the use of corporate jets, club memberships, automobile use, housing, and
the like (Mercer 2008). Executives have also received generous insurance, loans at
below-market rates (which were often used to exercise option grants, a practice now
prohibited in the United States by the Sarbanes-Oxley Act of 2002), above-market
rates of return for deferred pay, and even “gross up” payments to compensate for
taxes owed on pay (Bebchuk and Fried 2004).

Obviously, executive pay is a highly complex business. Determining the value
of any specific pay package is often difficult. Proxy reports describing compen-
sation can be over 20 pages long and can include elements, such as long-term
stock incentives, that may be difficult to value. Packages also vary widely between
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firms (Trejos 2009; Walker 2009). We will see that this very complexity of executive
compensation figures integrally in one powerful academic critique that current
patterns of compensation are not in the best interests of shareholders.

HISTORICAL TRENDS IN EXECUTIVE
COMPENSATION
While reports on levels of executive compensation exhibit significant variation due
to the use of different data sets and different methodologies for measuring total
compensation (particularly with respect to valuing equity and pension compo-
nents of pay), there is one, universally acknowledged fact: The amount executives
are compensated has risen dramatically since the early 1990s. In the following
paragraphs, we will see just how much U.S. executives are paid, how their pay has
changed over time, and how it has changed relative to both ordinary workers and
the executives’ international peers.

It is important to note that the following paragraphs look not only at CEO pay
but also at executive compensation more broadly. For, while most public attention
has focused on CEO pay, the fact is that the compensation of many other high-level
executives has also seen a dramatic rise. It is important, too, to broaden the focus
beyond merely the compensation levels of executives at the economy’s largest
companies and to consider both the absolute amount and the historical trends in
executive pay at smaller public companies. Accordingly, the following paragraphs
include information about executives other than CEOs and about firms outside
the large-cap Standard & Poor’s 500. Including this information will provide some
balance against a sensationalist tendency to focus on the most extreme cases and
will give a more complete picture of current executive compensation practices.

In 2008, chief executive officers at Standard & Poor’s (S&P) 500 firms averaged
$10.4 million in pay. Median pay in 2008 was less, at $7.7 million, indicating that
some executives took home far more than the average of their peers (AFL-CIO
2009). However, executives at smaller firms earned substantially less. We also see
substantial compensation for executives at mid-cap and small-cap firms. In 2003,
CEOs at the S&P 400 mid-cap firms earned average compensation of $4 million
compared to $9.1 million for CEOs of S&P 500 firms. In that same year, S&P 600
small-cap CEOs had mean earnings of $2 million (Bebchuk and Grinstein 2005).
These figures generally exclude the value of CEO pension plans and other deferred
compensation, which can be a quite sizable figure. One estimate is that S&P 500
CEOs retire with an average of $10.1 million in their Supplemental Executive
Retirement Plans (SERPs), which are special pension plans arranged for high-
salary executives (Anderson et al. 2007).

Total compensation awarded to the top four executives below the CEO is
also substantial. In 2003, the average compensation for these other four execu-
tives, in sum, was $12.3 million in S&P 500 firms, $5.4 million in S&P 400 firms,
and $2.7 million in S&P 600 firms (Bebchuk and Grinstein 2005). These figures
represent a dramatic increase in executive compensation over the past 20 years.
Between 1989 and 2007, average CEO compensation in a set of large publicly traded
firms in a Wall Street Journal survey increased from $4.6 million to $12.3 million, a
growth of 167 percent. Median CEO compensation for these same firms increased
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from $4.2 million to $8.6 million, a growth of 107 percent (Mishel, Bernstein, and
Shierholz 2009).

Relative to their international peers, U.S. executives fare quite well. In 2005,
average CEO compensation in the United States was well over two times that
of CEOs in 13 other advanced economies. It was nearly twice what was paid to
British, German, and French CEOs and nearly four times Japanese CEO pay. This
international disparity remains despite the fact that in the past few decades CEO
pay in some of those nations increased at rates equal to or greater than that in the
U.S. (Kaplan 2008; Mishel, Bernstein, and Shierholz 2009).

U.S. CEO pay is also quite generous relative to the pay of average workers.
In 2008, the average S&P 500 CEO, at $10.4 million, earned 280 times the approx-
imately $37,000 annual pay of a typical full-time American worker (as reported
by the Bureau of Labor Statistics). The median CEO compensation was still over
200 times the median worker’s pay. The average for the large set of over 2,700 CEOs
reveals that their pay was only 68 times greater than that of the average worker.
These figures, especially for the CEOs of larger firms, reveal another dramatic in-
crease. In 1980, the ratio of CEO to worker pay was approximately 40:1 (Mishel,
Bernstein, and Shierholz 2009). These disparities between U.S. executives and their
workers dwarf those in most other industrialized nations. In Europe, the ratios are
typically closer to 25:1; in Japan, the ratio is closer to 10:1 (Grossman 2009; Mishel,
Bernstein, and Shierholz 2009).

The primary explanation for both the rapid increase in executive pay and the
widening gap between executives and their workers is that the use of equity-based
compensation, in particular the use of stock options, increased markedly in the
1990s. In 1993, equity-based compensation (including both restricted stock and
options) was 41 percent of total compensation for S&P 500 CEOs. That percentage
increased to 78 percent in 2000 and dropped to 59 percent in 2003 (Bebchuk and
Grinstein 2005). And, since compensation for U.S. executives depends more on
equity than does the compensation of either ordinary U.S. workers or the CEOs’
international peers, the spread between U.S. executives and those two comparison
groups was bound to widen.

This increasing spread between ordinary workers and executives is probably
most responsible for the waves of public complaint over the past few decades.
And the public outcry, in turn, has been responsible for statutory and regulatory
responses targeting perceived excesses in executive pay. In response to earlier pub-
lic criticism in 1992, the Securities and Exchange Commission (SEC) in the United
States enacted rules requiring publicly traded companies to include shareholder
resolutions on CEO pay and also required greater disclosure of executive pay in
the annual proxy statements mailed to shareholders. The Clinton administration
pushed for and won legislation capping the tax deductibility of non-performance-
based executive pay at $1 million (Jensen, Murphy, and Wruck 2004).

SEC regulations taking effect in 2007 required even more explicit disclosure
of executive compensation, including the basis for severance and bonus arrange-
ments. After the stock market crash in late 2008, proposed federal legislation would
require greater independence for board of directors compensation committees and
would allow shareholders a nonbinding vote on executive compensation packages,
a “say on pay” similar to what has been in place in Britain since 2003 (Armstrong
2009; Cho et al. 2009).
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Some caution might be in order for these governmental responses to public
outrage, however. In the aftermath of the statutory and regulatory actions of the
early 1990s, executive pay exploded. Some hold that the greater disclosure re-
quirements imposed at that time by the SEC made it easier to compare CEO pay
packages and provided some impetus to a ratcheting-up effect as executives who
were paid less than their peers argued for more. And the $1 million cap on the de-
ductibility of non-performance pay simultaneously made $1 million the minimum
and greatly increased the use of stock options in compensation packages. Thus,
some claim the result of these federal actions had the unintended consequence of
inflating executive pay (Jensen, Murphy, and Wruck 2004; Walker 2009).

THE ACADEMIC CONTEST OVER EXECUTIVE PAY
The academic debate over the propriety of recent executive pay practices has been
dominated by two competing hypotheses. One view, the managerial power per-
spective, holds that current executive pay results from the ability of management
to effectively influence its own compensation. This view generally suggests that
current pay is excessive in amount and is dysfunctional in its composition. The
alternative view, the efficient contracting perspective, holds that executive compen-
sation can be explained as the result of optimal or efficient arm’s-length bargaining
between high-level executives and the boards that set their pay.

Interestingly, these contesting views share much in common despite the some-
times heated exchanges between their proponents. That is because both take share-
holder value as the ultimate criterion by which to assess the propriety of executive
compensation. The managerial power hypothesis suggests that shareholders have
lost value by the pay-setting practices that have dominated the recent past. The effi-
cient contracting hypothesis argues both that the evidence for efficiency-distorting
managerial power is inconsistent with broader corporate trends and that there are
good shareholder-value reasons for current practice.

Managerial Power/Rent Extraction

The core idea of the managerial power hypothesis is that upper-level management,
because of its position, can influence corporate policy and decisions by the board
of directors. This influence allows management to increase its pay at the expense
of shareholders. The hypothesis does not suggest that management’s power is
plenary; rather, it argues that management is inherently limited in what economic
rents it can extract. A primary limit is imposed by what the defenders of the view
describe as outrage costs. While management has influence over its pay, it must avoid
actions that engender public and/or shareholder outrage and that might imperil
its privileged position. Central to the managerial power explanation, then, is an
account of the specific strategies management uses to avoid creating that outrage
by disguising pay, by arranging for stealth pay. As such, this perspective holds that
executives are overpaid and that the complex composition of their pay packages
contributes to this overpayment. The managerial power hypothesis, then, is that
the more granular features of recent executive pay practices are not reasonably
explained as the result of arm’s-length bargaining between executives and their
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firms (Bebchuk, Fried, and Walker 2002; Bebchuk and Fried 2004; Bebchuk and
Grinstein 2005).

The features of executive pay that receive the most attention in managerial
power accounts include stock options, restricted stock grants, pensions, severance,
and bonuses. It will be helpful to address how the managerial power account ad-
dresses each of these elements of executive pay in turn. Stock options are, in theory,
a reasonable way of overcoming the agency problem that lies at the heart of discus-
sions in modern finance. The problem is how to align the interests of management
(agents) with those of the shareholders (principals) they are supposed to represent.
Once ownership and control of the modern corporation were separated, it became
necessary to design strategies that minimized the potential for management to
exercise its control over corporate decisions in ways that enriched them at the ex-
pense of investors. It would seem that encouraging executives to see their interests
as coincident with shareholders by compensating them with stock options might
help to overcome the agency problem.

But proponents of the managerial power hypothesis believe the devil is in the
details of recent option grants. Actual option awards were not indexed to general
stock market advances, and they had their exercise prices set at the price of the stock
on the day of the award. Management power theorists suggest that if companies
wanted to use options, they could have indexed them and/or set their exercise
prices higher. That, they contend, would provide at least as much incentive and
would cost the firm less (Bebchuk and Fried 2004; Walker 2005). Since firms almost
never did this, there ought to be suspicion that option design was overly influenced
by management (or compensation consultants hired by management). And firms
failed to calibrate option awards with incentives because each year they continued
to award roughly the same numbers of options to their executives despite the fact
that stock prices increased dramatically (Bratton 2005).

Moreover, many firms engaged in practices that removed both risk and in-
centive from their option grants through repricing. Repricing occurs when a firm
lowers the exercise price of existing options whose original strike price is above
the current market price. Instead of using risk to link the interests of management
to the interests of investors, repricing effectively allows management to hedge
against the losses that shareholders suffer (Bebchuk and Fried 2004; Posner 2009).
Further evidence for the management power hypothesis is provided by research
that establishes a systematic connection between options and the timing of corpo-
rate announcements that might influence share price. Often option awards precede
news that increases stock price while stock sales by insiders follow the release of
good news (Bebchuk and Fried 2004; Henderson et al. 2008).

Finally, some hold that options by their very nature are not the most effective
mechanism for binding the interests of executives and investors. Since rising stock
prices will offer rewards to option holders while falling prices impose no actual loss,
executives may be encouraged by options to pursue overly risky strategies (Bogle
2008; Posner 2009). While this concern focuses on the composition of pay, it would
be reasonable to assume that the potentially perverse incentives created by option
pay would be magnified when the amount of pay at stake is large. Some suggest,
for instance, that this was a primary cause of the widespread use of overleveraged
and risky corporate strategies that helped to precipitate the recession of 2007–2009
(Phillips 2008; Posner 2009).
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The use of restricted stock grants also comes under criticism by proponents
of the managerial power hypothesis. Restricted stock compensation is an outright
grant of stock as opposed to an option grant that entitles one to buy stock at
a particular price. As such, restricted stock grants continue to have real value
even when stock prices fall. While this more effectively makes executives into
shareholders than does the use of options, the critics point out that the use of
restricted stock grants increased at precisely the time when the stock market was
falling in 2001. Falling markets, of course, make options less valuable for executives
(Bebchuk and Fried 2004).

Since options and restricted stock constitute such a large portion of executive
earnings and are a main reason for the explosion of executive compensation over
the past two decades, it is worth noting that the impact of these compensation
packages within firms can be substantial. One estimate is that the aggregate
compensation of the top five executives in a large database of firms was equal to
12.8 percent of earnings in the period 2000–2002. After the recession of 2001–2002,
compensation fell to 9.8 percent of firm earnings (Bebchuk and Grinstein 2005).
While this does not establish that shareholders have suffered economically
compared to what might have been the case had the share of earnings taken by
top management been lower (since the highly compensated management might
have been incentivized to produce higher stock prices), there is some reason to
question whether the equity awarding practices of the recent past were truly in
shareholders’ interests.

Additional questions arise about the design of equity pay. The use of equity-
based compensation expanded at a rapid pace in the late 1990s but this expan-
sion was not accompanied by any diminution in cash compensation. If the move
toward equity compensation was supposed to address the agency problem by
realigning management’s interests with the interests of shareholders, one might
have expected some substitution of equity for cash compensation. However, cash
compensation continued to rise through this period, though not at the pace of
equity-based pay (Bebchuk and Grinstein 2005; Jensen, Murphy, and Wruck 2004;
Walker 2005).

Pensions and severance agreements are two other areas of executive compen-
sation that have come under criticism for being both overly generous and largely
hidden from public view, that is until very recently. Until new SEC rules took effect
in 2007, the exact value of pension commitments to current and past executives
was difficult to determine. Yet those benefits often totaled millions of dollars. Since
public discussion of executive pay usually focuses on dollar figures disclosed in
proxy statements, the real level of pension compensation is often hidden from
public and shareholder view (Bebchuk and Jackson 2005).

Disclosure of severance pay that a firm has committed to has also until recently
been largely absent in proxy statements. The SEC rules of 2007 require detailed
explanation of termination payments in cases of change in control and termination
without cause. Often the commitments firms made were quite large. Moreover,
there is no provision in most plans for a reduction of the severance award if the
executive found new work (Bebchuk and Fried 2004). It is important to note that
since the value of pension and severance pay is usually guaranteed by contract,
these forms of compensation are performance insensitive, which raises a question
about why boards of directors would commit to such (previously) hidden and
large elements of compensation.
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Bonuses are a final element of executive compensation that is subject to critique
as overgenerous, insufficiently performance sensitive, and open to management
manipulation. Performance targets such as earnings per share, cash flow, total rev-
enues, new product development, acquisitions, and the like are ripe for gaming
activities by top management. Executives can manage earnings quarterly or yearly
by controlling the timing of sales or purchases and by discretionary use of accruals.
They can manipulate analysts by managing expectations in guidance given about
future performance. In fact, there is an emerging volume of academic literature
correlating the incidence of outright fraud, earnings management, and the man-
agement of analyst expectations with the strength of incentive plans (Bergstresser
and Phillipon 2006; Bollinger and Kast 2003; Cornett et al. 2008; Harris 2008; Harris
and Bromiley 2006; Henderson et al. 2008; Marquardt et al. 2009; Ordonez et al.
2009). There is also evidence that performance targets are set in ways that make
them easy to achieve, effectively decoupling incentive pay from firm performance
(Brush 2009a; Kim and Yang 2009).

Manipulating information or corporate activity in order to meet timed tar-
gets can damage long-term firm value, for instance by reducing long-term and
growth-enhancing investment in order to temporarily inflate earnings, thus en-
riching management at the expense of shareholders. Enron is merely the poster
child case in point of a much more common earnings management phenomenon
(Bebchuk and Fried 2004; Jensen, Murphy, and Wruck 2004). Since the potential for
abuse is so significant and well known, critics of executive compensation practices
question why boards are willing to base substantial bonus pay on easily gamed
performance targets.

The managerial power approach, then, regards the details of executive com-
pensation as confirmation that compensation practices are often not designed in
ways that best protect the interests of shareholders and are, rather, designed with
a complexity and obscurity that conceals management appropriation of corporate
resources. Of course, not everyone accepts the accuracy of this analysis of execu-
tive compensation. Critics of the managerial power hypothesis have pointed to a
number of facts that would pose challenges to the view: How can it explain that
the hiring of new, outside CEOs has increased and that newly hired outside CEOs
are paid more than internally promoted CEOs? How is it that increased executive
compensation is tied to managerial power at a time when the role of institutional
shareholders has increased, as has the incidence of independent directors and pay
transparency (Bratton 2005; Yablon 2007)?

Answers to these puzzles are possible, though the nature of the answers does
not always neatly accord with a description of the pay-setting process as an exercise
of power. As was noted earlier, transparency in pay will not, by itself, be sufficient
to rein in compensation unless it is also accompanied by effective influence. There
is reason to believe that shareholders are gradually gaining greater influence, but
that, too, is a slow process. As an instance in point, shareholder resolutions on pay
have been gaining larger shares of proxy votes but are often still short of majorities
(Brush 2009b). Moreover, corporations regularly recommend against such proxy
measures and have even been able to effectively lobby institutional investors to
vote against such measures (Morgensen 2006). And as John Bogle notes, the time
horizon for institutional investors is rather limited, with the average stock now held
for less than a year (Bogle 2008). Further, the increases in reporting requirements
have been implemented only gradually, and they continue to permit extremely
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complex packages that are difficult for an ordinary investor to fully understand.
It is worth noting that it is only with the most recent SEC rules that pay packages
have become clearer; the run-up in pay, of course, occurred before those new rules
were in force.

And even with more independent directors and increased hiring of new CEOs
from outside, there are, nonetheless, factors that explain high pay as something
other than shareholder maximizing choices. When hiring a new CEO from the
outside, boards are often under pressure to appoint quickly in order to reassure the
markets (Yablon 2007). The executive pay decisions by directors, who are limited in
time and access to information, are often guided by compensation consultants. Use
of consultants will naturally ratchet pay upward since few boards will want to send
signals either to the new executive or to the markets with a compensation package
below the top quartile of peer corporations. Finally, it is natural that even outside
hires will eventually come to have influence over the continued service of current
board members, who are often themselves CEOs and who are richly rewarded
for their board service (Bratton 2005; Posner 2009; Yablon 2007). These social and
psychological factors, of course, do not easily reduce to a simple management
power account. Instead, they suggest that the complex social psychology of the
institutional pay-setting process makes optimal contracting outcomes difficult to
achieve.

Efficient Contracting

The alternative to the management power hypothesis posits that executive com-
pensation is the result of efficient contracting between executives and the boards
that represent shareholders. The efficient contract hypothesis attempts to defend as
ethically appropriate both the large amount of executive pay and the composition
of that pay.

One primary approach is to argue that recent executive pay practices, contrary
to the claims of the management power hypothesis, are ex ante rational and volun-
tary agreements forged by boards of directors in pursuit of shareholders’ interests.
This approach provides an account of the size of compensation packages as well
as of the use of option repricing and generous pensions and severance payments
as a potentially reasonable way to structure management incentives so that they
might lead to maximal shareholder value.

Efficient contract adherents note that management is often personally risk
averse and fears losing income if dismissed for failures in corporate performance.
Diversified investors, by contrast, might wish management to be more aggressive
in pursuing potentially profitable business strategies (Bratton 2005). The use of
equity grants is, as previously noted, one way to align the interests of managers
and shareholders. However, since shareholders have diversified risk while man-
agement has income risk concentrated in their firm, the use of option grants in
compensation might make sense because they provide risk-averse managers with
upside potential while mitigating somewhat against loss (Edmans and Gabaix
2009). However, because options are not a guarantee of income, their value to an
executive will be less than the value of cash compensation. Hence, in order to com-
pensate an executive for the risk inherent in options, the dollar amount of options
will have to be greater. Hence, the use of options is a potentially rational practice
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that motivates personally risk-averse executives to take reasonable strategic risks
for the firm, but it is also a practice that, in a rising market, is likely to inflate
executives’ earnings.

Large executive earnings are also a potentially rational way to deal with moti-
vating managers to compete for a decreasing number of available positions as they
climb the corporate ladder. The tournament analogy explains that since the prob-
ability of success decreases with the number of remaining prizes as one advances
in competition, participants will be less likely to invest in the competition for top
prizes unless the prizes are substantial enough to make up for the possibility of
wasted effort. Hence, top corporate jobs must carry substantial compensation if
firms are to motivate employees inside and outside the firm to compete for them.
Moreover, since monitoring performance is harder for top executives, it makes
sense to use share value as a proxy and to link pay to share value through the
use of stock and options (Stabile 2002; Thomas 2003). Ex ante, then, it appears a
potentially reasonable strategy to pay large sums and to deliver that pay in the
form of stock and options.

The practice of repricing can also be made to appear more rational than its
description in the management power hypothesis. If a firm wishes to retain an
executive because it believes that he has the potential to increase its stock price
(either because the firm has confidence in his abilities or because it does not want
to send damaging signals to the market), it may have reason to reprice currently
underwater options as a way of retaining both incentives and the executive (Colvin
2001; Yablon 2007).

Finally, it may make sense ex ante to agree to significant severance and pension
packages. Again, executives are at risk of income loss if they are dismissed and are
less diversified than the firm’s investors. In order to mitigate the effects of personal
risk aversion, it might make sense to offer the executive a partial hedge against
income loss in the attempt to increase the incentive to pursue reasonable corporate
risks. Without this hedge, it may be difficult to attract and retain the executive
talent that a firm seeks (Edmans and Gabaix 2009). Thus, the efficient contract
hypothesis argues that it is possible to account for seemingly costly compensation
practices as, in reality, reasonable and ethically defensible ex ante arrangements
for corporate boards that are attempting to protect shareholder wealth.

Another approach used in defense of recent executive compensation practices
has been to argue that they have generally been ex post beneficial to investors
while also reflecting more broadly accepted economic norms. Some note that the
run-up in executive pay occurred at a time when shareholders were experienc-
ing dramatic increases in the value of their holdings (Gabaix and Landier 2008;
Jensen and Murphy 1990; Kaplan 2008). While a straightforward causal account
linking pay to corporate performance is difficult to make, it does appear that ex-
ecutive compensation rose in close proportion to the increase in the stock market,
lending some credence to the idea that executives were paid appropriately for
performance.

Moreover, the rise in executive pay was more than matched by increases in
the compensation of other groups. Star athletes and entertainers have seen their
pay jump. More dramatically, the compensation of managers of private hedge
funds has skyrocketed well beyond the increases seen by executives in publicly
traded firms (Kaplan 2008). If current compensation norms across the country are
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an indication of generally accepted market outcomes, then the pay of corporate
executives appears within socially tolerated limits. The efficient contract hypoth-
esis thus attempts to provide accounts that justify recent executive compensation
practices. However, as with the explanatory account offered by the management
power hypothesis, these attempted justifications are also not without critics.

The attempt to argue that executive compensation is justified as an ex ante
rational contract must confront a number of difficulties. First, there are serious
questions about whether boards have represented the interests of shareholders
effectively. There is certainly evidence of shareholder complaints about perceived
excesses in executive compensation over recent years (Biggs 2005; Brush 2009b;
Pitman 2009). Many find that boards, even with the increased incidence of inde-
pendent directors, are still too generous to their executives and fail to adequately
discharge their fiduciary duty to shareholders (Bogle 2005, 2008; Posner 2009;
Yablon 2007). The fact that even some of the most vocal opponents of the man-
agement power hypothesis now admit that recent compensation practices were
problematic, both in their structure and their amounts, suggests that something
has been amiss in contemporary executive pay. Steven Kaplan, for instance, in
commenting on recent practices, says “as in the case with pensions, it seems likely
that Boards will respond to adverse shareholder reaction and improved disclosure
to make less use of severance when it is not appropriate” (Kaplan 2008). Michael
Jensen, widely regarded as one of the fathers of the movement toward equity
pay, also has argued that recent practices may have been dysfunctional and may
have caused increased management pay at the expense of longer-term share value
(Fuller and Jensen 2002; Jensen 2001; Jensen, Murphy, and Wruck 2004). Jensen was
even quoted as far back as 2001 saying, “I’ve generally worried these guys weren’t
getting paid enough. But now, even I’m troubled” (Colvin 2001). So, even if the
past practice has not been due to illicit exercise of management power and has in-
stead been due to a miscalculation by boards, that analysis, while not condemning
boards for a past moral failing, must still conclude that pay has been inappropri-
ately set. That concession would seem to entail a fiduciary obligation to reform
executive pay going forward, regardless of what moral assessment is made of past
practice.

The use of the tournament analogy in the ex ante analysis also raises questions.
First, there is a difficult and as yet unanswered question about the net corporate
effects of the consequent dramatic gaps in pay between executives and ordinary
workers. In theory, the high pay for executives is a necessary motivational tool.
There are some, however, who suggest that allowing such wide gaps in corporate
pay will have corrosive effects on corporate morale, on the ability to encourage
teamwork, and on the retention and/or motivation of critically important man-
agers who do not win the executive suite (Blair and Stout 1999). There are also
empirical questions to be answered about just how much remuneration is neces-
sary in order to motivate competition for executive positions and effort by those
who occupy them. It might be reasonable to think that the status and authority of
executive positions would provide some incremental psychic reward that would
reduce the need for monetary compensation. As one very highly compensated
executive said, “If I had been paid 50 percent more, I would not have done it
better. If I had been paid 50 percent less, I would not have done it worse” (Pitman
2009). As it stands now, the ex ante argument amounts merely to the claim that it
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is possible to provide a narrative that makes recent executive pay compatible with
shareholder value.

The attempt to defend the amount and composition of executive compensation
by reference to positive results for shareholders and by the comparable pay of
others also has been challenged. While it is true that share values increased through
the 1990s and early 2000s and that executive pay tracked those increases fairly
closely, it may be that the period in question was historically aberrant. A number
of commentators suggest precisely that, arguing that the rise in stock prices was
an historical bubble, fed by unusually low interest rates. This bubble allowed
executives to reap large rewards not from their modest contributions to long-term
corporate performance, merely a gain of 1.2 percent by one measure, but from the
speculative return created by an overvalued equity market (Biggs 2005; Bogle 2005,
2008).

And while it is undoubtedly true that others, including athletes, entertainers,
and hedge fund managers, have seen their compensation grow into the millions,
sometimes even far surpassing corporate executives’ pay, that fact, by itself, may
be insufficient justification. For this to constitute a compelling justification for the
distributional outcomes of the market, we would have to believe that the social
norms that define the space within which the market operates were adequate ones.
That is, merely because a practice is accepted does not mean that it is acceptable.
We have examples where socially accepted norms influenced market behavior,
yet those norms themselves were morally questionable. The social acceptance of
widespread racial and gender discrimination, which was heavily reflected in labor
markets, is a case in point.

We should also note that a shift in social attitudes has not been universal.
Certainly there have been complaints about the salaries of athletes, entertainers,
and hedge fund managers as vigorous as there have been about executives. There is
even evidence that the size and composition of executive pay is sensitive to regional
variations in attitudes about wealth and inequality (Kuhnen and Niessen 2009). We
should not overstate the degree to which recently increasing disparities in wealth
and income distributions are in fact socially accepted. Any more complete defense
of executive pay, then, must move beyond merely describing it as accepted by the
market and must show that it is compatible with more basic ethical considerations.

A BROADER ETHICAL EVALUATION
OF EXECUTIVE PAY
How might one assess whether the actual operation of markets is compatible with
deeper ethical concerns? What might those deeper ethical concerns be? Interest-
ingly, the public outrage mentioned at the outset of this chapter provides some
clues. Expressions of that outrage often rely implicitly on two such more funda-
mental ethical considerations: the common good and basic fairness.

It has been common in the finance literature over the past decades to argue
that pursuit of shareholder value by management is the best way to assure that
the society in aggregate reaps economic benefit (Jensen, Murphy, and Wruck 2004).
Whether that claim is true (and there are equally numerous challenges to it over
the past decades), it has become clear that even sympathetic voices have begun to
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question whether recent executive pay practices have been good for either share-
holders or society at large. Even the usually management-friendly Conference
Board recently issued a taskforce report on executive compensation. In it, the task-
force called for serious reform in pay practices, including reform of multiyear em-
ployment contracts with generous severance, golden parachutes in case of change
of control, pay gross-ups for taxes executives owe on their compensation, op-
tion repricing, and the like. The taskforce report said, “these . . . ‘controversial pay
practices’. . . may undermine employee morale, raise ‘red flags’ for investors, erode
the company’s credibility, and weaken the trust of key constituencies—employees,
shareholders, and the public.” Of course, these have been common elements of
executive pay in recent years. And, while the concerns raised by the Conference
Board address the composition of executive pay, the report must also be seen as
critiquing the absolute amount of pay executives have received, since it is these
very elements that have been the source of much of their increased pay (Confer-
ence Board 2009). That even those who have been sympathetic are now calling for
reform of pay practices suggests that those practices have been less than optimal
for either shareholders in particular or for society generally.

Another utilitarian concern, not unique to executive compensation, can be
raised about the degree of income and wealth inequality that can be tolerated if a
society wishes to avoid dysfunction and remain truly democratic. Some social crit-
ics question the effect of widening gaps in income on the bonds essential for social
cohesiveness. While this is not a concern about executive pay uniquely, it chal-
lenges an economic trend of which exploding executive pay is a part (Frank 2007).
Of course, these utilitarian arguments depend crucially on contestable empirical
claims about the causal effects of executive pay and of inequality more generally.
A careful assessment of the truth of those claims is certainly beyond the scope of
this chapter. Nonetheless, these common good arguments pose questions that need
to be taken seriously.

Fairness is the other fundamental moral concern underlying much complaint
about executive pay. Of course, as the parent of any teen can attest, an appeal
to fairness is often a mask merely for an expression of dislike. Nonetheless, it
remains a crucial concept in the moral discourse of our culture. Mere perceptions
of unfairness are often sufficient to generate dysfunction within an organization,
as the Conference Board report recognizes (Conference Board, 2009). And, despite
the wooliness of the concept, it is still possible to give a reasonable operational
account of fairness that can be applied to distributional issues.

The fairness of a distribution, when the benefits distributed are the product
of a common enterprise, can be determined by the relative contribution made
and risk assumed by the respective parties. If we apply these ideas of risk and
contribution to the compensation of executives, we might have reason for accepting
increased compensation over the past decades. The tasks, and the associated skill
sets, required of executives have certainly increased in complexity during that
time. Moreover, the risk of termination for executives has also increased. So we
might conclude that increased compensation for executives would be fair.

However, distributional fairness is necessarily a relative matter, and it will be
crucial to compare the relative risk and contribution of executives with those of
others. Certainly, the complexity of tasks for ordinary workers has also increased
over the past decades, and their risk of termination has also increased dramatically
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as job security has declined with the increased incidence of permanent layoffs.
Thus, it would seem unlikely that we could justify the dramatically widening
gap in pay between U.S. executives and their workers on grounds of relative
contribution and risk.

Further, when compared to their international peers, it is also not clear that
the widening pay gap can be justified. Corporate leadership everywhere has be-
come more challenging as commerce and finance have become globalized. There
is even some reason to think that European executives suffer termination at least
at rates comparable to that suffered by American executives (Posner 2009). Thus, a
reasonable operational understanding of fairness, based on the relative contribu-
tion and risk of the respective parties in a common enterprise, seems to support
the public perception that the dramatic increases in U.S. executive compensation
over the past 20 years violate norms of basic fairness. It leads to suspicion that the
size of executive pay packages is a function of a market that increasingly reflects a
winner-take-all approach, despite the fact that this approach conflicts with a deeply
and widely held moral understanding about fairness.

CONCLUSION
Obviously, a full moral assessment of executive compensation practices would re-
quire a much more detailed analysis than that sketched in these final comments
about fairness and the common good. Nonetheless, when even the most sympa-
thetic voices begin to identify serious problems in recent executive pay practices,
the contours of such an assessment seem to be emerging. At the very least, ex-
ecutive pay needs reform. Whether the need for reform is due to understandable
mistakes made by compensation committees of boards of directors or is, instead,
due to managerial rent extraction, almost all experts now seem to agree that the
composition of executive pay has been less than optimal, both for corporations
and for society. And since the elements of that pay that are most in question are
precisely those elements that had the greatest impact on the increased absolute
amount of pay, we can conclude that both the size and composition of recent
executive compensation call for changes to be made.

As an ethical judgment, an absence of substantial change to both the compo-
sition and the amount of executive pay in the future would seem in danger of
running afoul of directors’ fiduciary duties as well as more fundamental moral
principles about fairness and the common good. However, since outsized pay
packages have become an expected part of the executive suite, it remains to be
seen whether those expectations, and the market that accommodates them, can be
reset by more vigilant boards.
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INTRODUCTION
The pillar on which the intersection of finance and ethics rests, always delicate, is
leaning precariously. That general foundation is agency theory (for compendia see,
e.g., Bratton 2001; Coffee 2001; Dalton, Hitt, Certo, and Dalton 2008; Eisenhardt
1989; Mizruchi 2004; Walsh and Seward 1990), but more specifically the notion
that the independence of key corporate parties mitigates the fundamental agency
problem (Dalton et al. 2008; Eisenberg 1976; Gilson 1996; Jensen 1993).

The formal development of agency theory arose from the constitutive change
in the ownership of publicly traded companies in the United States (e.g., Berle and
Means 1932; see also Berle 1959; Bratton 1989, 2001; Mizruchi 2004; Stigler and
Friedland 1983). Through the late nineteenth century, the owner of a large-scale
enterprise was almost certainly also serving as its presiding officer. Through the
first few decades of the 1900s, however, such owners were increasingly less likely
to manage their own enterprises. In their place were professional managers who
would henceforth direct these enterprises. Even so, the principal owners retained
the clear preponderance of the equity in these firms. By contrast, however, the
new class of professional managers owned little equity in the firm. From this
pervasive separation of ownership of the enterprise from its management came
the fundamental agency problem.

The owners would likely require a series of interventions to assure that their
interests as owners of the enterprise did not diverge substantially from the interests
of its managers (Fama 1980; Fama and Jensen 1983a, b; Jensen and Meckling 1976;
Mizruchi 1983; see also Chandler 1977). Shleifer and Vishny (1997; see also Roe 1994,
2005; Ross 1973; Mizruchi 2004) underscored the gravity of the agency problem
and noted that evidence for concomitant excesses is robust. Among the suggested
means to mitigate such excesses was the assurance that the management of these
firms was independent from the stewards of the enterprise—principally its board
of directors.

Some 200 years before the formal explication of agency theory, Adam Smith, in
An Inquiry into the Nature and Causes of the Wealth of Nations (1776; from Hutchins’

565
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edition 1952, 324), provided a prescient observation regarding this notion of in-
dependence and joint stock companies (the historical equivalent of contemporary
publicly traded companies). He noted that managers of other people’s money can-
not be expected to “watch over it with the same anxious vigilance” as one would
expect from owners and that “negligence and profusion, therefore, must always
prevail, more or less, in the management of the affairs of such a company.” Some
years later, Davis (2005, 145; see also Shleifer and Vishny 1977) provided a com-
mendatory summary of the role of agency theory: “This solution to managerialism
became perhaps the dominant theory of the public corporation.”

From the earliest discussions of the fundamental agency problem, theorists
were aware that boards of directors, as the stewards of the shareholders, would
not be effective monitors of management if this relationship were tainted by self-
interest (Fama 1980; Fama and Jensen 1983a, b; Jensen and Meckling 1976; Mizruchi
1983). Jacobsen (1996, 985), in what he refers to as the “classic articulation” on this
point, cites Chief Justice Layton in Guth v. Loft, Inc. (5 A.2d 503, 510 [Del. 1939]):

Corporate officers and directors are not permitted to use their position of trust and confidence
to further their private interests. . . . A public policy, existing through the years, and derived
from a profound knowledge of human characteristics and motives, has established a rule that
demands of a corporate officer or director, peremptorily and inexorably, the most scrupulous
observance of this duty, not only affirmatively to protect the interests of the corporation
committed to his charge. . . . The rule that requires an undivided and unselfish loyalty to
the corporation demands that there shall be no conflict between duty and self-interest.

This attention to the independence elements of agency theory and potential
conflicts of interests by firms’ senior managers and boards of directors abets our
discussion of the intersection of ethics and finance. In addition, we should note
the passage of United States legislation variously referred to as the top “legal
milestone of the last ten years” (Myers 2005, 1), the “most comprehensive public
company legislation since the 1930s” (Green 2004, 19), and “the most significant
piece of legislation in the history of federal securities regulations” (Bradley and
Wallenstein 2006, 67). In the wake of a series of high-profile corporate scandals,
the Public Company Accounting Reform and Investor Protection Act of 2002 (aka
Sarbanes-Oxley Act, Sarbox, or SOX) was passed by the U.S. Congress with an
imposing (423 to 3 vote in the House of Representatives; 99 to 0 vote in the Senate)
bipartisan and bicameral mandate (e.g., Bradley and Wallenstein 2006; Gourevitch
and Shinn 2005).

SOX sets forth a series of specific requirements regarding the internal gover-
nance structures and functions of public corporations (Bradley and Wallenstein
2006; Monks and Minow 2008; Romano 2005; see also Bebchuk, Cohen, and Ferrell
2009; Bhagat, Bolton, and Romano 2008). Specifically relevant to the issue of inde-
pendence, SOX guidelines set forth that boards of directors’ audit committees must
be comprised of a minimum of three persons, all of whom must be independent.
Since all members of the audit committee must be independent, the chairpersons
of audit committees will be independent as well.

Shortly after the passage of SOX, the listing exchanges (e.g., NYSE, NASDAQ)
set forth a series of corporate governance guidelines (see New York Stock
Exchange Guidelines [2009] and NASDAQ Stock Exchange Guidelines [2009] for a
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summary; see also Cain [2003] for a broad history and discussion concerning listing
exchange standards). Among a host of guidelines were several that are relevant
to the discussion of independence. Consider, for example, that the board of direc-
tors must be composed of a majority of independent members. Beyond that, the
compensation and nominating/corporate governance committees must comprise
a minimum of three members, all of whom must be independent. In this case, too,
since all members of these committees must be independent, the chairpersons of
these committees will also be independent.

In subsequent sections, we focus on two elements of boards’ structure and
the relationship of each, singly or in concert, to the intersection of ethics and
finance. One of these is the composition of the board, specifically issues related
to the independence of the board. A second aspect is the leadership structure of
the board (duality). For this, the issue is the extent to which CEOs simultaneously
serve as board chairpersons.

In each of these sections, we also examine what we have referred to as a
collision of theories and a collapsing of application. The first issue is the extent to
which the reliance on agency theory has compromised other enterprise theories. In
the second, we provide a discussion of the extent to which finance, and corporate
governance studies more generally, contribute to contemporary applications and
practice. Also, we consider the extent to which any of the prior elements currently
inform the intersection of ethics and finance.

LEADERSHIP STRUCTURE OF THE BOARD
There is a fundamental element with regard to the board of directors that informs
the notion of independence in corporate governance. Often referred to as board
leadership structure (Brickley, Coles, and Jarrell 1997; Dalton, Daily, Ellstrand, and
Johnson 1998), at issue is the manner by which the board arranges the leadership
role of the firm’s CEO and the chairperson of the board. The question is in what
other capacity, if any, does the CEO of the firm simultaneously serve?

From a structural standpoint, this relatively simple, but nontrivial choice—for
which there are actually only two options—has generated an enduring debate. The
more common structure is when the same person serves as the CEO and chairper-
son of the board (e.g., Dalton et al. 1998; Davidson, Jiraporn, Kim, and Nemec
2004; Davidson, Ning, Radowski, and Elsaid 2008; DeRue, Petersen, Mannor, and
Morgeson 2009; Finkelstein and D’Aveni 1994; Finkelstein, Hambrick, and Cannella
2009). Alternatively, the role of CEO and chairperson of the board can be held
separately by two different persons.

Even near the outset of agency theory, Fama and Jensen (1983a, b; see also
Mizruchi 1983) were uncomfortable with the combined structure and argued that
it would compromise the ability of the board to reasonably monitor the CEO. Jensen
(1993, 866), for example, observed that “Without the direction of an independent
leader, it is much more difficult for the board to perform its critical function.”
Accordingly, advocates for separating these leadership roles are adamant that
directors are unable, or unwilling, to dispassionately evaluate the performance,
policies, and practices of a firm’s CEO when that CEO serves simultaneously
as chairperson of the board (Chi 2009; Coombes and Wong 2004; Jensen 1993;
MacAvoy and Millstein 2003; Monks and Minow 2008). This has been noted as
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the functional equivalent of the “CEO grading his own homework” (Brickley et al.
1997, 190).

Others, however, remain unconvinced (Baliga, Moyer, and Rao 1996; Daily and
Dalton 1997; Dalton and Dalton 2009; Finkelstein and D’Aveni 1994; Finkelstein,
Hambrick, and Cannella 2009; Lorsch and Zelleke 2005). Brickley et al. (1997)
suggested, for example, that a board’s optimal choice to adopt a dual or unitary
board leadership structure is not theoretically obvious. Indeed, agency theory, the
foundation on which much of the duality debate has been driven, is not the only
viable conceptual lens through which duality might have been viewed.

A COLLISION OF THEORIES
Let us establish from the outset that there is an evident, and assuredly unresolved,
fundamental collision of theories that is relevant for the effectiveness of CEO
duality. We refer here to the notion of unity of command (for an extended discus-
sion, see e.g., Dalton and Dalton 2009; Finkelstein and D’Aveni 1994; Finkelstein,
Hambrick, and Cannella 2009), an enduring concept that suggests that any person
in an organization should be accountable to one, and only one, individual. A fail-
ure to observe this basic guideline may result in inconsistent communications to a
subordinate as the two—or more—individuals to whom a subordinate reports may
not be of one mind. Not only is this disconnect possible within the organization, it
may be observed outside the organization as well. Imagine, for example, a host of
external constituencies receiving direction, signals, or disparate information from
a single organization but from different corporate spokespersons. It would be a
bit awkward, for example, for the CEO of the firm and a separate chairperson of
the firm to be inconsistent with their perspectives or directives shared internally
or externally. Not surprisingly, then, there is an impressive provenance in support
of the unity of command doctrine.

In fact, unity of command has been embraced from the very outset of the formal
study of administrative and organizational theory (e.g., Fayol 1949; McCallum
1856; Weber 1947; see also Wren 2005). An early example would be McCallum’s
pre–Civil War observation that “All subordinates should be accountable to, and
be directed by, their immediate supervisor only” (1856, 104). More recently, the
United States Marine Corps Officer Training Manual echoes that theme: “Unity
of command means that all the forces are under one responsible commander. It
requires having a single commander with the requisite authority to direct all forces
employed in pursuit of a unified purpose” (Quoted in Dalton 2005, 24).

Obviously, when the positions of CEO and chairperson of the board are sep-
arately held, the notion of unity of command is compromised. With that separate
leadership structure, there is not a single presiding officer; there are two. Who,
then, is the voice of the enterprise? Who, then, is the person from whom both the
enterprise’s internal and external critical constituencies shall take their direction
and with whom they shall directly communicate? More critically, who is in charge?
Who is accountable? Contrast this phenomenon to one in which the CEO is the
chairperson of the board. In such cases, everyone knows who is in charge and,
critically, who is accountable (e.g., Brickley et al. 1997; Lorsch and Zelleke 2005;
Lublin 2003).
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There is, for us, a compelling contemporary example of a grave lapse of
the unity of command guideline. Consider the leadership, or lack thereof, of a
firm’s executive committee when the CEO does not serve simultaneously as the
chairperson of the board.

THE EXECUTIVE COMMITTEE ABSENT A RUDDER?
As noted earlier, the composition of the compensation, nominating, and corporate
governance committees is dictated by a specific set of regulations (e.g., SOX and
the listing exchanges, such as NYSE and NASDAQ). The executive committee does
not have this character. In fact, it has been suggested that a fundamental omission
of SOX was its silence on a requirement to separate the CEO and chairperson roles
(Green 2004). In any case, there are no formal guidelines for the composition or
leadership of executive committees. Given that, it need not have any independent
members, and could be—and most often is—chaired by the CEO and/or chairper-
son of the board. Also, it can be composed of as few as two members of the board.
The average Fortune 500 board has 11 directors; the average executive committee
has just over four members (see, e.g., Dalton and Dalton 2006 for an overview of
the executive committee of publicly traded Fortune 500 companies). Accordingly,
executive committees have been subject to extreme criticism, accused of being an
elite board structure that focuses only on a subset of the board’s membership (e.g.,
Dalton and Dalton 2006; Kenny 2004). Even so, 46 percent of Fortune 500 boards
maintain an executive committee.

The power of executive committees can be expansive. Consider, for example,
the authority of Bank of America under its executive committee’s charter: “This
Committee shall have the power to direct and transact all business of the Corpora-
tion which properly might come before the Board of Directors, except as the Board
only, by law, is authorized to perform” (Bank of America Executive Committee
Charter 2009).

When a firm has elected to separate the roles of the CEO and the chairperson
of the board, who, then, shall be the chairperson of the executive committee? In
such circumstances, one can easily imagine the awkwardness at times of various
voices waxing from their respective places on high. Notably, such concerns about
the risks attendant to a poor execution of unity of command come into particularly
sharp focus in a crisis situation.

UNITY OF COMMAND IN A CRISIS ENVIRONMENT
In late 2007 through the first quarter of 2009, we have witnessed more firms that
have elected to separate the roles of the CEO and chairperson of the board (e.g.,
Agenda 2006; 2007a, b; 2008a, b; Gribben 2009; Smith 2009). Notably, it has been
suggested that “More companies are separating the chairman and CEO positions
as boards take a more active role due to a tumultuous economic environment”
(Gribben 2009, 1). This is a fascinating development because this decision is exactly
the opposite of what one might expect under these challenging circumstances.

Any primer on organizations in crisis would underscore the centrality of
a basic tenet, the notion of one voice (Burnett 2002; Fink 1986; Roemer 2007).
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As earlier noted, this “one voice” is the face of the corporation, the person in charge,
the only person authorized to discuss the organization’s challenges, particularly to
external constituencies. It would appear, then, that to change the leadership struc-
ture by separating the CEO from the board chairperson position under current
circumstances would be among the last options, not the first. That point has been
emphatically noted (Dalton and Dalton 2009):

When things are at their most trying, we advocate reliance on a single voice. Consider
the leadership demands on, for example, a cardiac surgeon in the operating theater with
the patient in extreme distress, a pilot with an aircraft floundering, a military officer
challenged with a strategic position imperiled by opposing forces, a quarterback with fourth
down and one yard to go and 38 seconds left on the clock. In such circumstances, there
is no need for two presiding doctors, two head pilots, two senior military officers, or two
quarterbacks. Observers may press their own metaphors, but someone has to make the call
and be accountable. Ultimately, there must be one voice, hopefully forged and honed in the
crucible of experience. Several voices under such circumstances do not constitute a choir;
they are a cacophony.

There is a recent piece that nicely summarizes the issue of whether to change
the leadership structure of an enterprise. Dahya, Garcia, and van Bommel (2009)
concluded that the abandonment of the combined CEO/chairperson of the board
position “appears to be wide of the mark.” Faleye (2007, 230), too, suggests that
insistence to “separate CEO and chairman duties may be counterproductive” and
“may not produce the desired results” (256).

It is, however, an eminently fair question to ask what, if any, differences in the
performance of the enterprise have been associated with the choice of leadership
structure. We hasten to add that we are unaware of any empirical attention to this
question under crisis circumstances. There is, however, an extensive literature
dedicated to this basic question of leadership structure and firm performance.

LEADERSHIP STRUCTURE OF THE BOARD
AND FIRM PERFORMANCE
There is an expansive body of research, discussion, narrative reviews, and meta-
analyses dedicated to the issue of CEO duality. In a level of consistency that is
unusual in any literature, this body of work can be easily and uniformly sum-
marized. There is no evidence of substantive, systematic relationships between
corporate financial performance and board leadership structure (Baliga et al. 1996;
Boyd 1995; Brickley et al. 1997; Coles et al. 2001; Dahya et al., 2009; Dalton et al.
1998; Rhoades, Rechner, and Sundaramurthy 2001). It would seem that such a re-
sult would attenuate the apparent interest in board leadership structure. Perhaps it
is appropriate to direct our research attention to more promising variables. That is
a position that we would embrace, except that there is an alarming misspecification
in this body of research.

SEPARATE LEADERSHIP IS NOT INDEPENDENT
We should reiterate that the foundation of the efficacy of choosing a leadership
structure with a separate CEO and chairperson of the board is anchored in the
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notion of independence. This choice is made to facilitate a more independent board
leadership structure. For us, however, this argument fails utterly, because the notion
of independence in this context is grossly misspecified. In fact, for the vast majority
of cases, when the positions of CEO and board chairperson person are separated,
the “independence” problem is actually exacerbated (Agenda 2006; Barrett 2008;
Dalton and Dalton 2009; Welch and Welch 2006).

The basis of this argument is that a leadership structure with a separate CEO
and board chairperson is not necessarily indicative of independence. In fact, it
rarely results in more independence. In the cases where there is a separate CEO
and chairperson of the board, only 16 percent of the chairpersons are indepen-
dent (Spencer Stuart 2008; see also Agenda 2006; Barrett 2008). This is because the
“separate” board chairperson in such cases is the former CEO of the company. In
fairness, the number of board chairpersons who are actually independent has actu-
ally increased in recent years. In 2006, Spencer Stuart’s Annual Board Index (2006, 9)
reported that “only 9 percent of the boards . . . have a truly independent chair.”
Nonetheless, we see that the great majority of so-called independent chairpersons
are not independent. Given this, we are not surprised with Monks and Minow’s
(2008; see also Gilman 2008) position that the former CEO of the company should
not serve on its board at all. Their perspective would clearly disqualify a former
CEO from serving as chairperson of the board.

If we consider our prior discussion of the unity of command concept in concert
with this rather untidy misspecification issue, we find ourselves in an awkward
situation. It is now possible to simultaneously compromise the unity of command
guidelines and those of board leadership structure.

PERILOUSLY CLOSE TO THE
WORST-CASE SCENARIO
Consider what is apparently a distressingly common scenario. The positions of
CEO and board chairperson are separated, but the separate chairperson is not
independent. So the board chairperson, most likely the immediate past CEO of the
firm, is not independent.

This outcome, however, constitutes only half of the structural problem. In such
situations, not only do we have a separate chairperson who is not independent, we
also have a unity of command failure. In addition to confusion about the authority
vested in the chairperson as compared to the CEO, there will also be uncertainty
about the influence of the former CEO—now chairperson—on the new CEO. In
summary, the board does not have an independent chairperson but it does have a
unity of command lapse. This, as we noted, is perilously close to the worst-case
scenario.

INDEPENDENCE OF THE BOARD
The independence of board leadership structure is one aspect of the independence
concerns set forth in agency theory. Another element relating to the board of
directors also suggested as a potential mitigating factor for the fundamental agency
problem is the composition of the board of directors (Dalton and Dalton 2009;
Dalton, Daily, Johnson, and Ellstrand 1999; Fogel and Geier 2007).
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A basic responsibility of the board is to monitor the management of the firm
(for compendia, see Cosenza 2007; Dalton et al. 1999; Deutsch 2005; Finkelstein,
Hambrick, and Cannella 2009; Gervurtz 2004; Hermalin and Weisbach 2003;
Johnson, Daily, and Ellstrand 1996; Lorsch and MacIver 1989; Zahra and Pearce
1989; Zald 1969). It has been repeatedly argued that boards’ willingness and ability
to responsibly monitor is related to members’ independence. An early example,
“Directors Who Do Not Direct,” by Supreme Court Justice William O. Douglas
(1934; see also Karmel 2005) underscores that point. Another classic treatment
advocating independent directors is Eisenberg’s (1976) book, The Structure of the
Corporation: A Legal Analysis, published in the same time frame as the early aca-
demic work addressing agency theory (e.g., Fama 1980; Fama and Jensen 1983a, b;
Jensen and Meckling 1976).

Consider a board, for example, on which the firm’s CEO, the chief financial
officer (CFO), a senior vice president (SVP), and the general counsel (GC) serves. In
this case, we would have four members of management on the board of directors.
The agency argument would question the efficacy of this arrangement because
the CFO, SVP, and CG of the enterprise almost certainly directly report to the
CEO. Critics of such a structure would argue that it is unlikely that such board
members would be comfortable criticizing the CEO’s performance, practices, and
policies. Perhaps the reticence of these officers serving on the board is related to an
appreciation that their positions, salary, and perquisites are attributable to the CEO
(Baysinger and Hoskisson 1990; Wade, O’Reilly, and Chandratat 1990; Weisbach
1988; Westphal and Zajac 1995).

There is yet another subset of directors who are not independent. Referred to
as affiliated directors, they have a close personal or professional relationship with
the CEO or the firm. Consider, for example, a large vendor of the firm. Presumably,
directors with such relationships would be reticent to criticize the CEO because
those relationships with the CEO may be compromised along with future business
opportunities with the firm. A person with a consultation relationship with the
firm may have similar concerns. Obviously, persons with a familial relationship
with the CEO may be less likely to dispassionately evaluate the CEO. In these
cases, then, the issue is independence, or the lack thereof, of board members.

Persons with such affiliations are not barred from board service. However,
as noted in a previous section—based on SOX guidelines and those of the list-
ing exchanges (NYSE, NASDAQ)—board members who are not independent
may not serve on the board’s audit committee, compensation committee, or its
nominating/governance committee. Derivatively, such directors may not serve as
chairperson of these committees. For us, such an independence expectation is not
unreasonable. As noted in a prior section, however, it is not definitive as there are a
host of other conceptual foundations that would actually embrace the participation
of dependent board members.

ANOTHER COLLISION OF THEORIES
Tenets of resource dependence and the resource-based perspective are in many
aspects contradictory to the agency theory independence guidelines (e.g., Daily,
Dalton, and Cannella 2003). A foundation of resource dependence theory is that
firms must manage the uncertainty in their environments (Pfeffer and Salancik
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1978; Selznick 1949; Thompson and McEwen 1958; Zald 1969). Notably, there is an
impressive body of research and commentary suggesting that this may often be
accomplished through firms’ boards of directors (e.g., Booth and Deli 1996; Burt
1980; Goodstein, Gautam, and Boeker 1994; Mizruchi and Stearns 1988; Provan
1980; Stearns and Mizruchi 1993). There may be members of the board with net-
working and coalition capabilities to enable formal and informal agreements, and
other means to secure resources that would otherwise be unavailable to the firm,
or available only at higher transaction costs.

Nobel laureate Gary S. Becker (1964), in what has become known as human
capital theory, may have provided a precursor for the resource-based view (RBV) of
the firm when he explained that human competence and the efficacious investment
of that competence was a critical aspect of the performance of an enterprise. In his
view, it was the accumulation of an individual’s education, skills, experience, and
expertise that enhanced the cognitive and productive capabilities in the enterprise.

In that spirit, the resource-based view of the firm (e.g., Acedo, Barroso, and
Galan 2006; Barney 1991; Barney, Wright, and Ketchen 2001; Thompson and
McEwen 1958; Wernerfelt 1984) may inform issues of board composition, its
independence—or lack thereof—and its resultant performance. The resource-based
view suggests that the acquisition and creation of bundles of rare, valuable, inim-
itable, and nonsubstitutable resources provide organizations with a sustainable
competitive advantage (Barney 1991). Members of boards of directors often pos-
sess such a portfolio of experience, expertise, and reputation that can and ought to
be brought to bear for the benefit of the firm (Daily et al. 1999).

More recently, the work of Hillman, Cannella, and Paetzold (2000) and Hillman
and Dalziel (2003) probe the intersection of resource dependence theory and the
resource-based perspective. In that work, they refer to the “capital” of boards or
their respective members (e.g., Hillman and Dalziel 2003, 386–387; see also Lester,
Hillman, Zardkoohi, and Cannella 2008; Adler and Kwon 2002). The board capital
to which they refer is essentially a combination of human capital (e.g., board mem-
bers’ expertise, experience, reputation) and relational capital (e.g., board mem-
bers’ network of linkages with other firms and external constituencies). For us,
an interesting aspect of the accumulated work on resource dependence and the
resource-based view is that it is silent on the notion of board independence. Con-
sider, for example, that a board member—an important vendor of the firm—could
have impressive credentials and a portfolio replete with expertise, experience, and
reputation and yet not be independent.

Many observers would aver that these changes toward board independence
through the reduction in inside and affiliated directors are utterly consistent with
an expectation for improved board monitoring. Paradoxically, however, it has been
argued that, with these changes in independence, boards have never been more depen-
dent (Dalton 2005; Lorsch 2005). Inside and affiliated directors do—or at least, cer-
tainly can—have firm-specific and/or industry-specific knowledge/information.
Granted, these members of the board may have been officers of the firm, consul-
tants, former officers, suppliers, customers, bankers, and attorneys, but they were
all well acquainted with the firm and with the industry. That directors of these
types are currently and decidedly out of favor will be troublesome to those who
embrace the resource-based view. As noted by Barney (1991, 101), one means of es-
tablishing a competitive advantage is through “the training, experience, judgment,
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intelligence, relationships, and insight” of individuals within the organization, pre-
sumably including senior officers and board members.

There is another aspect of directors who may, in fact, be independent but with-
out the benefit of firm- or industry-based information. On whom will such directors
depend for the information necessary to dispatch their stewardship responsibili-
ties? We would expect the primary provider of that information to be the CEO of
the firm. This source is not without risk. Surowiecki (2004), for example, reminds us
that an effective approach to bias people’s judgment is to render them dependent
for information. With board members who are armed largely with independence,
but without firm/industry backgrounds, is there a threat that some CEOs may be
able to leverage this opportunity by providing purposefully selective information?

Obviously, then, there may be some potential for a disconnect between the
posited necessity of an independent board and the nature of the board’s repository
of human capital. Accordingly, it is a fair question, as in the prior section on board
leadership structure, to ask whether there is any evidence to suggest that the
composition of the board is related to the performance of the enterprise.

COMPOSITION OF THE BOARD
AND FIRM PERFORMANCE
As with CEO duality, there is a distinguished and extensive tradition of research,
discussion, narrative reviews, and meta-analyses addressing the composition of
boards of directors. Fortunately, this body of work is easily summarized. There is
no evidence of practical, systematic relationships between board composition and
corporate financial performance (Bhagat and Black 1999, 2002; Bhagat et al. 2008;
Coles, McWilliams, and Sen 2001; Dalton et al. 1998; DeRue et al. 2009; Fogel and
Geier 2007; Gordon 2007; Hermalin and Weisbach 2003; Kaufman and Englander
2005; Rhoades, Rechner, and Sundaramurthy 2000; Wagner, Steimpert, and Fubara
1998; Walsh and Seward 1990).

Fogel and Geier (2007, 35) provide a succinct summary of this work: “[T]here
is no predicate, either in logic or in experience, to suggest that a majority of inde-
pendent directors on a board will guarantee good corporate governance or better
financial returns for shareholders.” They also argue that the pursuit of board inde-
pendence is not, even in principle, the appropriate strategy. Bhagat et al.’s (2008,
1814; see also Bebchuk et al. 2009) summary is as direct: They suggest that there
is “no relation between director independence and performance.” We would also
note that, in addition to this dearth of empirical support for the posited board com-
position/enterprise performance relationship, there are misspecification issues as
well. This may be more apparent if we examine the independence of boards in a
somewhat broader context.

ARE BOARDS EVER INDEPENDENT?
There are those who argue, irrespective of any categorization of board or member
independence, that boards are never independent, dispassionate stewards of the
CEO of the firm and other senior officers of the firm. Galbraith (2004, 28), for ex-
ample, refers to the notion that boards can be independent as an “accepted fraud,”
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and writes that “alleged directors in any sizable enterprise are fully subordinate to
the management.” This is by no means a novel perspective (e.g., Davis and Thomp-
son 1994; Frederickson, Hambrick, and Baumrin 1988; Gilson and Kraakman
1991; Hermalin and Weisbach 1998; Shivdasani and Yermack 1999). Instead, it
has been suggested that board members, irrespective of any notion of indepen-
dence, are selected—and retained—because they are and remain sympathetic with
the CEO (e.g., Solomon 1978; Wade, O’Reilly, and Chandratat 1990; Westphal and
Zajac 1995). Also, it has been rather directly observed that “independent directors
often turn out to be lapdogs rather than watchdogs” (Bhagat and Black 1999, 4; see
also Bhagat et al. 2008) and that “most independent directors get neutralized in one
fashion or another” (Hermalin and Weisbach 1998, 88; see also Smale, Patricof, Hen-
derson, Marcus, and Johnson 1995). Arguing similarly, Sutton (2004) believes that
no director is independent after he has served five years or more on any given board.

There is another misspecification issue. The notion of board composition is ap-
parently something less than universal. It has been demonstrated, for example,
that there were 19 distinct operationalizations of board composition reflected in
research literature (Daily, Johnson, and Dalton 1999). There were multiple op-
erationalizations of inside director proportion, outside director proportion, and
affiliated director proportion. Also, it is interesting that a structural equation con-
firmatory factor analysis indicated that four psychometrically sound factors could
be extracted, but that six of the director proportion operationalizations had to be
eliminated from the solution. Obviously, some imprecision may have been intro-
duced into the prior research literature. Frankly, the four psychometrically sound
constructs are a moot finding. In no case did a study reflect a reliance on these con-
structs. Instead, the relevant literature relied on a single item, usually some pro-
portion of directors (i.e., independent directors on a company’s board) or some
subset thereof (a proportion of inside, outside, or affiliated directors).

There is another example, noted in the section on board leadership structure,
that warrants revisiting here and that is the executive committee of the board.
Under SOX guidelines and those of the listing exchanges (e.g., NYSE, NASDAQ),
the audit, compensation, and nominating/corporate governance committees must
be totally composed of (and derivatively chaired by) independent directors. These
guidelines do not apply to a firm’s executive committee. An executive committee
could comprise three people, none of whom need be independent. Such a struc-
ture would obviously render any notion of board independence moot. With the
exception of a single, largely descriptive treatment (Dalton and Dalton 2006) we are
aware of no empirical examination of the executive committees of publicly traded
companies.

DISCUSSION
There are a host of issues that animate our discussion. As noted in the introductory
section, the notion of independence is fundamental to the potential mischief that
may result from the basic tenets of agency theory. When the interests of owners
and managers diverge, and for a variety of reasons, managers may be able to exact
higher rents than are reasonable or would otherwise be accorded them by owners
of the firm (Dalton et al. 2008; Eisenhardt 1989; Walsh and Seward 1990). From
the beginning of agency theory it has been suggested that such a tendency may
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be mitigated by adopting measures that enhance the independence of those who
manage the enterprise from those who are its stewards (Fama and Jensen 1983a, b;
Jensen 1993; Mizruchi 1983). Without such attention, the conflicts of interest that
might otherwise arise will exacerbate the fundamental agency problem. Moreover,
this focus on the independence/conflict of interest issues is the pivotal element at
the intersection of finance and ethics.

This chapter will provide no comfort to those who presumed that attention to
board independence factors would be consequential. Instead, we know that there
is no evidence supporting a relationship between board leadership structure and
enterprise performance (Baliga et al. 1996; Dahya et al. 2009; Dalton et al. 1998).
Similarly, there is no relationship between the independence of the board of di-
rectors and enterprise performance (Bhagat et al. 2008; Dalton et al. 1998; DeRue
et al. 2009; Fogel and Geier 2007; Gordon 2007; Walsh and Seward 1990). Moreover,
the comprehensive misspecification and nonspecification of key variables has thor-
oughly compromised our understanding of these posited empirical relationships
(e.g., Dey 2008; Daily et al. 1999).

We must also acknowledge that perhaps scholars have relied too much on
agency theory. Hambrick, Werder, and Zajac (2008, 385; see also Fogel and Geier
2007), for example, noted that:

The extant literature has typically viewed governance as a principal-agent problem between
shareholders and management. But useful insights about governance must inevitably
have a broader scope, encompassing such quite complex matters as multiple stakeholders,
boardroom dynamics, managerial processes, managerial values and motives, and national
systems.

Many of the prior sections also suggest a disconnect between theory and
practice. Over the broad expanse of organizational studies, there is an enduring
concern—more often than not a debate—about the lack of balance between the
elegance of research and its concomitant relevance to application and practice
(e.g., Bennis and O’Toole 2005; Colquitt and Zapata-Phelan 2007; Hambrick 1994,
2005, 2007; Ireland and Ketchen 2008; Pearce 2004; Pfeffer 1993, 2005, 2007; Pfeffer
and Fong 2002, 2004; Rousseau 2006; Walsh, Tushman, Kimberly, Starbuck, and
Ashford 2007; Van de Ven and Johnson 2006). Reflected in this body of work is
a remarkable breadth of opinion regarding the apparently contentious elegance
versus relevance issue.

TO WHAT EXTENT IS THERE ANY RELEVANCE?
Consider, for example, that Birkinshaw and Mol (2009) recently published a book
that describes 50 of the most important management innovations in the past
150 years. Pfeffer (2007, 1336) observed that “in none of the 50 instances did the
ideas or innovations originate with an academic or in academic research.”

In fairness, it is also possible that the body of organizational studies is less than
distinguished in its contribution to the relevance end of the continuum. Notably,
it is also possible that such results rarely approach the classic standard of “That’s
interesting!” set by Davis (1971, 399). We would offer that this is apparently the
case for much of the work at the intersection of agency theory, the fundamental
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agency problem, and its often proposed means of mitigation—the independence
of a firm’s stewards.

Frankly, we join others (e.g., Hambrick 2007; Miller 2007; Rousseau 2006) in
thinking that the Academy writ large would benefit from a synthesis period, less
dominated by a focus on theory that at times may compromise practice and ap-
plication. Again, for us this lapse in practice and application is apparent in these
issues of board independence.

Fifteen years ago, Hambrick (1994, 13), in comments that were controversial at
the time, suggested that

. . . if we believe highly in what we do, if we believe in the significance of advanced thinking
and research on management, then it is time we showed it. We must recognize that our
responsibility is not to ourselves, but rather to the institutions around the world that are in
dire need of improved management, as well as to those individuals who seek to be the most
effective managers they possibly can be. It is time for us to break out of our closed loop. It
is time for us to matter [emphasis added].

Later, in his concluding remarks he repeated (16), as shall we, “That is our challenge.
We should matter. We must matter.”

In these times of economic travail, we do have these concerns about the vitality
of corporate governance research and the application of that research to practice.
We are sensitive, too, about the broader aspects of the elegance/relevance contin-
uum and where a sober tribunal might place it. We are disappointed that these
notions of independence, the very essence of the intersection of ethics and finance,
are compromised and thus provide little guidance on that dimension, if any. We
are as concerned, however, about the contribution to practice and application in
these trying times. In many ways our collective contributions are not bounty, but
bagatelle. We realize that researchers will have, for a variety of reasons, a predis-
position toward different points on the elegance/relevance continuum. Having
said that, on these matters of corporate governance and the intersection of ethics,
finance, and organizational studies more generally, research in this space does not
currently enjoy a compelling voice.
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individuals, focusing on three areas that are sub-

ject to the greatest controversy: home mortgages, 

credit cards, and so-called payday loans. And 

they set out the ethical issues for both private 

and public pension plans. In addition to explor-

ing some of the gray areas of fi duciary duty in 

pension fund management, they also discuss the 

ethics of shareholder activism and social invest-

ing, especially by public pension plans.

Although fi nance ethics may lack recognition as 

a distinct fi eld of study, the chapters in this vol-

ume show that the individual topics involved have 

long been examined from an ethical point of view 

and are rich in ethical content. For both academ-

ics and practitioners, Finance Ethics skillfully 

explains the need for ethics in the personal con-

duct of fi nance professionals and the operation of 

fi nancial markets and institutions.
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T his book, part of the Robert W. Kolb 

Series in Finance, is an essential collec-

tion of the latest research, theory, and 

practice on ethics in fi nance. Today more than ever, 

ethics is critically important to the actions and in-

teractions of fi nance professionals and market par-

ticipants. Finance Ethics is intended to advance the 

understanding and appreciation of the most impor-

tant ethical issues in fi nancial theory and practice 

and to encourage academic research and instruc-

tion by scholars in both fi nance and business ethics. 

This collection draws together the contributions of 

a wide range of distinguished scholars in the fi eld, 

all presenting the most cutting-edge best prac-

tices for varied industry participants, with special 

attention paid to the larger fi rms and everyone’s 

role within the framework of a business trying to 

make profi ts.

The contributors examine key issues in fi nancial 

markets, fi nancial services, fi nancial management, 

and fi nance theory, and the volume includes chap-

ters on market regulation, due diligence, reputa-

tional risk, insider trading, derivative contracts, 

hedge funds, mutual and pension funds, insurance, 

socially responsible investing, microfi nance, earn-

ings management, risk management, bankruptcy, 

executive compensation, hostile takeovers, and 

boards of directors.

These chapters discuss, for example, the main ar-

guments against insider trading, including those 

based on a consideration of its alleged harmful 

consequences—as well as the diffi culties in pro-

viding a cogent rationale for legal prohibitions. 

They look at the marketing of fi nancial products to
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