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Foreword

or more than five decades, Dr. Dimitris Chorafas has studied, ana-

lyzed, and advised financial institutions and industrial corpora-
tions in areas that have mattered most to them: strategic planning, risk
management, computers and communications systems, and internal
controls. Along the way, he has authored 160 books, many of which have
been translated into several languages and are known to a wide public of
sophisticated business leaders around the world.

Now, he turns his attention to the single area of business that mat-
ters most to us: its ethics. In today’s complex, competitive, large and
often impersonal enterprises, the small, still voice of virtue can barely
be heard.

Armed with the perspective afforded by long experience, Chorafas
confronts the woeful failings of today’s business environment with
the oldest, most basic tenets of human wisdom. We all know, and
theoretically espouse, the distinctions between what is right and wrong
in human conduct, and yet in the past few decades we have seen scams
and scandals of poor governance, malpractice, corruption, inefficiencies,
and bankruptcies—“A Stew of Sorrows and Deceits,” as he calls it—on a
scale hitherto unimagined.

Chorafas channels this sense of outrage into an illuminating analy-
sis, peppered with lively contemporary examples, of the greed, incom-
petency, and inadequacies of the business environment, and forcefully
reiterates basic values: transparency, leadership, trustworthiness, and,
above all, the decisive role of character.

Chorafas is no preacher—though the absence of reaction by religious
leaders to this ethical morass has not escaped him. Endowed with the
lucidity and specificity of his training and experience, he takes on the
predations of insider trading, the “too-big-to-fail” policies and resul-
tant dearth of criminal prosecutions, managers’ excessive pay and
extravagant bonuses, the absence of risk control, the ruinous impact of
“an economy based on steroids,” various ill-conceived ventures in the
globalized economy, and much more. From the height of his age and
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wisdom, he does not need to beat about the bush; honest and outspoken,
he reviews the failings and quandaries that beset large segments of the
business world today and offers expert insight and guidance.

On a personal note, I became acquainted with Dr. Chorafas through
his philanthropic activity, namely, the international awards he funds for
students in the sciences. Surely, a good measure of character is not only
earning one’s money honestly, but also spending it wisely, in keeping with
deep and abiding values.

PROFESSOR ISRAEL BAR-JOSEPH

Vice President for Resource Development
The Weizmann Institute of Science
Rehovot, Israel



Preface

his book addresses the current challenges in management and

finance in regard to business efficiency and the ethical dimension.
The text provides an answer to crucial questions raised by academics
and professionals, as well as by the wider public during the economic
crisis that started in 2007 and the Great Recession that followed it. Its
strength is the case studies, data, and examples that illustrate the chal-
lenges confronted by management in an increasingly complex market
environment.

Business efficiency and ethics is generally thought to be fair dealing
with other people. For example, being thoughtful and productive, never
making false promises about products and services, avoiding obligations
you know you wouldn’t or couldn’t keep, and so on. But in reality busi-
ness ethics starts with delivering an honest day’s work. This is the prin-
ciple I learned nearly six decades ago during my postgraduate studies at
UCLA and never had any regrets in applying.

In its most fundamental definition, business efficiency concerns the
practices of a person who recognizes his or her mistakes early on. We all
make mistakes, but are we aware of them? Are we learning from them to
avoid repeating them? Are we taking all necessary steps to correct them
before the magnitude of their effects increases and becomes harmful to
ourselves and to others? Are we avoiding corrupt practices? Corruption is
a poison afflicting daily business life in companies and in government.

A violation of business ethics and of efficiency principles is the prac-
tice of deliberate indifference whose bearing goes well beyond the afore-
mentioned examples. Tepco’s attitude in Japan’s nuclear tragedy and BP’s
indifference to safety in the Gulf of Mexico deep water oil spill document
the negative side of poor business decisions. According to UN Global
Compact standards, both companies had low social and environmental
ratings—and both have demonstrated that deliberate indifference can
have a real impact:

¢ On business, and
e On society at large.
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Ethical values and efficiency correlate between themselves and with
business effectiveness. Social ethics are in retreat when confronted by a
mounting amount of managerial indifference. As this text will demon-
strate, through case studies and practical examples, ethical and efficiency
challenges exist in a wide range of activities, from public administration
to the financial industry, to manufacturing and services.

Written for academics and professionals, this book underlines the
need for taking a broader view of business ethics, of efficiency and of their
positive aftereffects. Man-made, or technical, disasters happen because
professionals don’t care about, or at best don’t pay attention to, what they
are doing. Yet, what they do and what they fail to do has the potential of
catastrophic consequences.

Chapter 1 brings to the reader’s attention the issues shared by effi-
ciency, effectiveness, and ethics. It emphasizes the dividends to be
obtained by virtue, defined by Socrates as knowledge that cannot be
taught. Then, the chapter takes as an example of lack of ethics the Stars
scam, which, a couple of years ago, shook the banking industry and had
a lot of aftereffects.

Chapter 2 expands on chapter I's themes by reminding the reader
that managers, particularly senior managers, are in the front line of effi-
ciency and ethics. Therefore, they have a great lot of accountability both
for what their company is doing and for what it fails to do. Quoting some
of the leaders of industry the text compares the actions of high-quality
people and those characterized by poor governance or outright malfea-
sance. All sorts of people work in business and industry, and it is not that
easy to fire the inefficient.

A company must make profits to survive the test of time as well as
to have a war chest if adversity hits. But the company also has a clear
responsibility to the community in which it operates. This responsi-
bility is the theme of chapter 3. Trying to discharge it is a wrong-way
policy, opening the way for corruption and leading to scandals in the
boardroom.

As the green light for business scandals is usually given by a lax regu-
latory environment, the case studies presented in chapter 4 have to do
with what this text calls the absurdistan’s domain. Not only does the
civilian public administration allow itself to be taken for a ride, but
highly paid military officers are also not as careful in their work and in
their negotiations with rebellious forces as they should be.

Among the lives of the great and good, a distinguished position is
taken by those who are able to think of the “unthinkable.” Its nature is
intriguing because it either happens for the first time or events relating to
it appeared so long ago that they have been forgotten. Chapter 5 presents
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the reader with examples like debt forgiveness in the ancient world,
crises in business confidence that hit when they were least expected,
the aftereffects of the welfare state, unaffordable entitlements, and the
deflation dragon.

Chapter 6 concentrates on ethics and efficiency in the financial
industry. One case study it includes is that of Ivar Kreuger, the Swedish
match king who built an empire in just a few years (in the 1920s) and
then saw it swept away by the Great Depression and by his own overex-
posure to risk. This and the other cases included in the chapter teach
lessons that can help the reader avoid similar mistakes.

The case studies in chapter 7 are the Libor scandal, which continues to
overshadow the banking industry, the problems confronted by exposure
to derivatives, and the deceit that hit the gold market as well as the gold
mining industry. All of these events have kept the supervisory authorities
in the US and Europe busy. Therefore, they constitute excellent examples
of how situations that seem to be right turn out to be wrong.

Chapter 8 goes a step further by demonstrating the risks associated
with companies trying to capitalize on the casino society. This may be
disastrous to careers, like the case of MF Global that hit the news in the
US because of the persons involved in it. A similar case in Europe is that
of Dexia, the Franco-Belgian bank that, in the course of a few years, went
against the wall twice and was finally dismantled at great cost to the tax-
payer. This chapter also discusses the risks associated with securitized
products and with securities lending at large.

The rise and fall of Barings, the well-known British bank, is
chapter 9’s theme. “Risk-free” profits exist only in dreamland; a global
bank is not expected to cook the books as Barings did. Star trades who
make extraordinary bonuses and a name by amassing losses that they
ingeniously hide through creative accounting, must know that the day
of judgment inevitably comes and they will lose everything in terms of
wealth and name—being left with only a prison term.

The rise and fall of Parmalat is discussed in chapter 10. Theoretically,
it was an Italian dairy products company. Practically, after its president
discovered how to benefit from political patronage and how easy it was to
take banks and governments around the globe to the cleaners, Parmalat
became a worldwide hedge fund. The name of its game was deceit.

The mismanagement of efficiency and effectiveness is not only the
financial industry’s problem. It can also be found all over the manufac-
turing industry. Therefore, it has been a deliberate choice to include in
chapter 11 several examples from different industry sectors—companies
like Kodak, BlackBerry, Hewlett-Packard, Fiat, General Motors, Motown,
and the so-called flag bearers.
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Marketing failures are the high point of deadly mismanagement but
excesses in design also contribute to the brewing troubles. In March 2014
Martin Winterkorn, Volkswagen’s boss, warned that the increasing inte-
gration of smart technology into cars risked creating a “data monster.”
The Economist put it this way, “Smart cars have gadgets that link eas-
ily with smartphones, but other features, such as in-board cameras and
systems that can alert insurers to aggressive driving patterns, are wor-
rying privacy advocates. Winterkorn says “yes to Big Data but no to Big
Brother.” Who would argue with that?

Recently, Big Brother has chosen to reside in the Internet as a number
of scandals and spying scams document. But as chapter 12 brings to the
reader’s attention, the most immediate threat is lack of security. The secu-
rity characterizing information technology is low—too low to be good
for society. From the customer files stolen from the Target supermarkets
and eBay in the US to the pirated bank accounts in Germany and mas-
sive theft of credit card numbers in South Korea there exists plenty of
evidence that hackers have a field day.

In practicality all the cases this book brings to the reader’s attention,
inaction, particularly when confronted by an impending disaster, is
evidence of the lack of business ethics, absence of efficiency, and plain
indifference. Insurance companies say that the result of inefficiency and
indifference is demonstrated by major fires, explosions, aviation disas-
ters, shipping and rail disasters, mining accidents, and the collapse of
buildings and bridges. Other disasters are due to the complexity of novel
financial instruments; faulty design of hardware products; malfunction-
ing software routines; and substandard, obsolete, or unreliable informa-
tion system applications.

As with natural catastrophes, man-made disasters damage reputa-
tions. Typically, they end up in financial losses as well as risks associated
with people, vehicles, buildings, infrastructure, and other assets indis-
pensable to a civilized society. One of the risks repeatedly found with
poorly designed and implemented information systems, for example, is
the interruption of business and its aftereffects.

The nondelivery of important services also has other consequences
such as environmental pollution or impaired quality of life. It may as well
involve liability toward third parties, suing for damages, and court action
with associated reputational risk and financial losses. For these overrid-
ing reasons the present book brings to the reader’s attention not only the
principles underpinning business and professional ethical behavior and
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efficiency measures but also plenty of examples outlining the damage cre-
ated by the:

e Absence of ethical values, and
e Personal inefficiency or indifference.

Documentation is provided by means of case studies and refer-
ences that underline the importance of reestablishing appropriate busi-
ness behavior standards. This course of action has been chosen in the
belief that practical examples are the best way to explain what ethics and
efficiency mean—and to demonstrate why this issue is so important to
every person, to every company, and to society.

I am indebted to a long list of knowledgeable people and organizations
for their contribution to the research that made this book feasible. I am
also grateful to several experts for constructive criticism during the
preparation of the manuscript. Dr. Heinrich Steinmann and Eva Maria
Binder have, as always, made significant contributions.

Let me take this opportunity to thank Casie Vogel and Bradley
Showalter for suggesting this project, Erin Ivy and Deepa John for seeing
it all the way to publication, and Bhavana Nair for the editing work.

July 2014 DimiTRIS N. CHORAFAS
Valmer and Entlebuch
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Ethical Values, Efficiency, and
Effectiveness

1. Areté: Virtue Is the Foundation of Ethics

To the ancient Greek philosophers areté (virtue) meant excellence, bound
with the fulfillment of purpose or function. The way of reaching one’s full
potential is efficiency, and efficiency depends on the job one does and its
deliverables. You cannot be efficient unless you take the trouble to learn
the job and then be willing and able to deliver an honest day’s work prior
to asking for compensation of your efforts.

By elaborating the concept of areté as a guideline, ancient philosophy
turned its attention from physics (the natural sciences) to man’s own self.
Virtue was conceptually extended to cover a person’s contribution to the
society in which he was living. A basic question raised by Socrates, Plato,
and Aristotle has been about the ergon, or function of man. This brought
both efficiency and effectiveness in perspective (section 3).

e The emphasis on ergon promoted “virtue in the large,” defining a
person’s place in society and his contribution to it.

e By contrast, the current meaning is “virtue in the small,” limited to a
person’s behavior and his observance of laws and unwritten rules.

“Virtue in the small” is ethics, a moral philosophy recommending
what is right in conduct within the broader context of society and the
conscious or unconscious processes underpinning it. Ethics defines how
one should act within a given societal setting with its laws, rules, and con-
ventions. At the root of the word “ethics” is the Greek word ethos, which
means character.

The present, which contains the roots and seeds of the future, is always
loaded with the past. The link between past, present, and future is provided
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by virtue in the large, which is meta-ethics, addressing theoretical mean-
ing, or moral acts, as well as the determination of truth values. Normative
ethics are concerned with the practical way of elaborating a moral course
of action; applied ethics focus on moral deliverables; descriptive or com-
parative ethics study people’s beliefs about morality and evil, good and
bad, right and wrong.

An integral part of ethics is individual freedom, evidently includ-
ing the liberty of thought and speech. The concept of virtue should not
be used to keep thinking and speech under lock and key. Fyodor M.
Dostoyevsky, the Russian author of the human soul, was opposed to
the movement of his epoch (mid- to late nineteenth century) that pro-
fessed that social events and developments could be programmed or
reprogrammed. In Dostoyevsky’s opinion there existed no recipe for
the creation of “the new man”—the way socialism and communism
professed.

The basis of ethics is individual freedom, Dostoyevsky said.! His the-
sis takes the wind out of normative ethics, which is the study of ethical
action. The purpose of normative ethics is to investigate the questions
arising when contemplating how one ought to act according to prevail-
ing morality. It examines standards for right and wrong actions, while
meta-ethics studies the metaphysics of moral facts.

Normative ethics is also distinct from descriptive ethics, which
is an empirical investigation of people’s moral beliefs, hence rather
prescriptive than descriptive. By contrast, a process known as moral
realism looks at moral facts in a hybrid descriptive and prescriptive
way, its downside being the admission of constraints and taboos that
inhibit the continuous advance of culture and restrain its impact on
civilization.

Normative ethics should neither be too soft to sustain social culture,
nor too rigid to swamp free expression. Ideally, normative ethics should
dictate the principles of truth and of transparency.

Truth is the best policy. But many people, and not only those in high
places, do not like to admit the truth that they say violates the central
tenet of political and financial life. Instead, they advise avoiding the
use of a written and spoken language to convey a message. Frangois
Mitterrand, the late French president, believed that you get out of ambi-
guity at your own risk; he advised his assistants to never explain and
never justify their acts.

I find it simply incredible that people get excited and sometimes
aggressive when I speak my mind and tell them the truth about a bleak
future, if things continue “as usual.” This they should have been able to
find out by themselves. Merely embracing the status quo is not ethics,
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because there may be many things going the wrong way and it is silly to
ignore them. The facts surrounding areté are dynamic and that’s the way
to handle them. The trouble with misinterpreted areté is that we take too
much for granted.

The concept of ethical behavior should not be confused with acting in
line with social conventions or religious beliefs. The underlying concept
is one of character (section 2). Virtue in the small is no stand-alone con-
cept. It is an integral part of a person’s behavior and it should not be used
interchangeably with “morality” whose meaning tends to change from
one society to another, as well as over time, to fit a particular tradition or
developing situation.

The ontology of ethics is concerned about values and stuff referred to
by ethical propositions. Some philosophers believe that ethics does not
need a specific ontology, but the pros insist that there must be a system
to explain what kind of properties or states are relevant for ethics and
also how to value things and motivate actions. In this sense the ontology
is accompanied by a philosophical approach to higher-order questions
about ethics.

This does not exclude the fact that people use ethical propositions as
a screen for their not-so-ethical acts. A research project, reported the
Daily Telegraph, has come to the conclusion that almost half of the psy-
chologists have massaged the results of experiments to obtain a desired
outcome. Nearly one out of two scientists questioned for a survey admit-
ted having reported the only results of an experiment that supported
their theory or position.

Some 43 percent of the interviewed scientists said they had decided
to exclude data from one or more of their studies, while 35 percent had
reported an unexpected finding as if it had been expected all along.
A small 2 percent admitted actually faking their data, which is far from
being an ethical practice no matter how one looks at it.?

The common ground for all the references made in the preceding
paragraphs is that virtue describes the character of a person as a driving
force, with an inclination toward ethical behavior. Socrates was one of
the first ancient philosophers to encourage both archons (leaders) and
common citizen to turn their internal attention from the outside world to
their ethical condition, while insisting on the fact that areté is knowledge
that cannot be taught.

e Knowledge was considered an inherently essential good, necessary
for success in life.

e But self-knowledge and the assumptions we gradually make
automatically, was placed higher.
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A self-aware person will act using his abilities in the best possible way.
By contrast an ignorant person will flounder and encounter difficulties
in making up his mind. In the opinion of ancient Greek philosophers, to
attain self-knowledge a virtuous person must be aware of every event and
its context. Improper actions and low ethical standards are the result of
ignorance.

This approach has been instrumental in correlating knowledge with
virtue and with efficiency, while learning how to learn constitutes the
background. Learning is, as well, the teaching of the Buddha, whose dic-
tum has been that we should live each day as if it is the last day of our life
but we should learn as if we will live forever.

Learning must overcome problems of evidence, interpretation, expla-
nation, and assimilation. We can learn much more from failure than from
success. In fact, success and failure are not absolute opposites. Not only
can failure be a better teacher than success, but turning failure into suc-
cess is also a sign of creativity.

A creative attitude toward failure can help to avoid a tandem of other
faults and weaknesses. When, in 2006, Alan Mulally became the CEO
of the ailing Ford Motor Company, one of the first things he did was
to demand that his senior executives describe their failures. He then
expressed astonishment at being confronted by an absence of failures
revealed by this self-critical process, though in the previous year Ford
had lost several billion dollars.

Success, too, must be carefully watched because its aftereffects fade
fast if there is no follow-up, no matter what the reason for delays. Hardly
have we built the arches of bridges and clauses of the law that time starts
straining them. The efficiency side of areté requires careful watching
out for stress signs, with measures taken to right the balance before the
damage spreads. This is a “virtue in the large” responsibility.

2. Character Is the Main Asset of Trustworthy People

In a wide range of situations, including investments and trading, trans-
parency is the best policy. Phil Tindall, a senior investment consultant
at Towers Watson, says: “The best types of strategies are those that are
more transparent, straightforward and easy to understand...It’s really
important for (the clients) to understand the characteristics: the simpler
the product, the easier it is to know what you are buying.”

The keyword in Tindall’s quote is understanding, which is just as vital
whether the situation is good or bad. Character plays a decisive role in
understanding and appreciating a situation. Most of the triumphs of
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people faced with adverse conditions are won by the person’s character
rather than his intelligence, as Siegmund G. Warburg, the banker, advised
his customers, associates, and assistants, adding: “High quality people
find it easier to pardon others than to pardon themselves.™

As in the Ford example in section 1, the worst that can happen to any
organization is auto-satisfaction, because it leads to negligence and to
lack of interest in what one does. Unlike common sense, however, per-
sonal discipline and drive are not universally distributed.’ People are
either very demanding of themselves or satisfied with themselves no mat-
ter what they are doing.

e People who question the value of their deliverables are those who
contribute to progress, including their own advance.

e The real winners in life typically face great challenges and turning
points; they win by concentrating on them and overcoming them.

Those who are satisfied with themselves and their condition rely on
lies (to themselves) to make things sound wonderful. The worst lie politi-
cians can nowadays say, and the common citizen repeat, is the illusion
that Western countries are “rich.” They are not. An equally bad lie is to
believe that it is possible to change the current depressing economic and
financial situation by keeping things as they are, only giving the impres-
sion that one is favorable to change but not right now, sometime later on,
which practically means never.

This shows a character that leaves much to be desired because a clear
responsibility of leadership is to explain that many things that move the
wrong way must adopt a new course. The reasons may be varied: The pres-
ent system may be too old in its concept, hence incapable of embracing
the future; too inflexible in the way it works; too costly, hence uncompeti-
tive; or too inefficient in its methods. Alternatively, the political leader-
ship may wrongly believe there is something to be gained from tolerating
defects or from accepting what the lobbyists present as god given.

The attitude described in the preceding paragraphs is a direct negation
of what Warburg said on character, and because that sort of spirit has
become widespread, society is dominated by the big lie. As an example,
lobbying for pharmaceutical companies in the US has reached $1.2 bil-
lion per year. Compared to this, not long ago lobbying costs were “only”
$800 million.® It is also interesting to note that big pharma has overtaken
defense as the no 1 financier of political parties. The budget pharmaceu-
tical companies put up to influence political decisions in Washington is
400 percent higher than defense—the next industry feeding the lobbying
machine.
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That’s not the way to acquire new strength and new resilience. Too
much greed is bad. Eike Batista, a Brazilian businessman, wanted to
become the richest man in the world using EBX, his oil empire, as vehicle.
The problem he encountered is that he entered business history from the
wrong end, by losing $34.5 billion in one year—or $94.5 million per day,”
a world record.

A special form of greed and an illegal practice, too, is insider trading.
To improve their bottomline and that of their companies people engi-
neer scams. Dr. Sam Waksal is the founder and former CEO of ImClone
Systems. The government accused him of insider trading, perjury, bank
fraud, and obstruction of justice. Waksal pleaded not guilty when he
appeared in a New York court on August 12, 2002, but this did not help
him.

Allegedly Waksal tipped off family members and friends, includ-
ing close friend Martha Stewart, to sell their shares in ImClone shortly
before publicly announcing that the Food and Drug Administration had
denied approval for its star cancer drug, Erbitux. Also, he, allegedly,
forged signatures on bank documents. Not only did the attorney general
asked for a jail term for the former CEO, but ImClone also sued him over
his severance pay.

Greed and trustworthiness are antipodes. Warburg has given a good
example of how trustworthy people are brought up through a reference to
his mother’s family. When his mother was young, her father had advised
her: “My kid, if you need to choose between two courses, ask yourself first
of all which is the most difficult—because that’s the one which will prove
to be the better one of the two.”

Everybody is answerable for his actions, though many succeed in
escaping the hand of justice. Companies that become aware of the fact
that trustworthiness pays dividends try to rehabilitate their reputation by
changing their internal rules for dealing with clients. At Goldman Sachs,
the investment bank, a new set of rules is best summed thus: Nearly all
clients (bar the biggest and smartest) have limits placed on the sorts of
transactions they can undertake.

For example, municipalities are no longer allowed to buy or sell
derivatives unless these are clearly matched by an underlying interest.
Another recent policy is that of being more open with clients, telling
them exactly how much they may earn from transactions (but not neces-
sarily how much they can lose).” It may well be bad for business if clients
are informed about potential losses, but when we talk of character and
of ethical behavior this is a “must.”The most exposed in highly lever-
aged deals that turn sour are the banks that conceive, design, and mar-
ket them. To protect banks have been invented the “too big to fail” and
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“too big to jail” policies that make up the Geithner doctrine. Since the
2008 descent to the abyss of the banking industry, because of its self-
inflicted wounds, the Geithner doctrine made the preservation of big
banks a top government priority no matter the consequences—and the
consequences have been severe. (In parallel to this, Geithner also alleg-
edly approved Libor’s manipulation by the big banks which developed
into a major scandal; chapter 7.)

In an article he published in The Financial Times, Neil Barofsky points
out: “Aside from moral hazard [the intervention in saving private banks
through public money] has also meant the perversion of the US crimi-
nal justice system. The US faces a two-tiered system of justice that, if left
unchecked by the incoming Treasury and regulatory teams, all but assures
more excessive risk-taking, more crime and more crises.”'® Barofsky has
been right in his assessment.

The government’s benevolence toward big banks is easily demon-
strated not only through the use of taxpayer money to refill the treasury
but also by the stunning dearth of criminal prosecutions. The Geithner
doctrine precludes it out of fear that a more aggressive stance against
wrongdoers at big financial institutions could have a negative impact on
the markets’ stability. This is questionable, but a sovereign policy based
on that assumption has made the biggest and wealthiest banks too big to
fail and their executives too big to jail.

Not only are such policies making a business dealing, but also they help
to demonstrate the precariousness of social policies which admit wrong-
doers in their ranks and cover them by way of “too big to fail” policies.
While political and economic threats can cause fundamental crises in
society, more often than not they only reveal them. Their roots have been
planted through decades of mismanagement that created:

e An artificial society, and
e An economy based on steroids.

The absence of reaction by religious leaders has also been a curious
event. Its explanation may lie in the fact that like other social conventions,
religion has little to do with virtue in the large though it has often left its
imprint on virtue on the small.

Contrary to present-day religious practices, the ancient Greeks who
were very much concerned with areté, hence with ethics, did not first assert
the existence of god and then enumerate its attributes: “god is good,” “god
is alive.” This has been invented by Christianity. Instead, when it came to
character the ancients were impressed and awed by some things in life,
attributing them to the gods (noun, plural): “Love is god.”"!
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3. Efficiency and Effectiveness

Efficiency and effectiveness'? are the pillars of areté. Each has two defi-
nitions complementing one another. Efficiency is doing a given job in
the shortest possible time at the lowest cost, while upholding quality. The
alternative definition of efficiency is doing things right, which is practi-
cally what underpins the preceding meaning. Efficiency can be learned,
and so also effectiveness.

Effectiveness means reaching a goal within the constraints implied by
planning, which includes the financial plan, time schedule, and human
resources. Quality is also a top item in this list; it is not admissible to
accept any kind of low quality or compromised deliverables. Only those
acts count that meet established objectives. This is underlined by the sec-
ond definition of efficiency that emphasizes the importance of doing the
right thing. In that sense:

e Efficiency concentrates on the means, and
e Effectiveness focuses on the result.

The reader should notice that in the general case efficiency and size
do not correlate; and at worse their correlation is negative. The proof of
this statement comes by way of a recent finding that the 13 biggest global
investment banks are less efficient and less profitable than the next 200.
The 13 investment banking groups on which a McKinsey study focused
represented among themselves 54 percent of the world’s market for finan-
cial products and services.

In terms of return on equity the average profitability of these top
investment banks was just 8 percent in 2012, with their performance
dragging down the global average to an overall 10 percent. In other
terms the lower efficiency of top banks was offsetting strong results
from second-tier institutions in North America, Europe, Asia, and Latin
America.

A major negative influence on return on investment has been the
banks’ failure to cut costs quickly. This added to the fact that banks “too
big to fail” were forced by regulators to up capital levels more dramati-
cally than smaller institutions. “For larger institutions, cost-reduction
efforts have thus far failed to keep pace with revenue declines,” the
McKinsey report said. “Among the top 13 banks revenues have fallen
10 percent per year since 2009 while costs have dropped just 1 percent
per year.”"?

The same consultancy report also criticized the banks” poor record
in simplifying large, complex product ranges, as well as their failure to
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embrace quickly structures that could allow costs to be cut faster and
more easily. At the high-water mark of recent years, investment banks
generated aggregate revenues of $465 billion in 2007 and $473 bil-
lion in 2009 versus $331 billion in 2013 and a projected $330 billion to
$400 billion for 2017. In other terms the effectiveness of their market-
ing effort has fallen and this has not been compensated by a sharp cost
control.

As the examples in the preceding paragraphs demonstrate, manage-
ment’s effectiveness is a measure of its ability to produce a desired result.
But while in ancient Greece this concept was the cornerstone of aréte,
today the sciences use the word “effective” in different ways. In physics an
effective theory helps in explaining observed phenomena without claim-
ing that it properly models the underlying processes. In medicine, effec-
tiveness relates to how well a treatment works in practice as contrasted to
treatments doomed to failure.

What particularly interests us in this book is effectiveness in man-
agement, and that means deliverables. An out-of-the-box idea practiced
by some companies is to improve effectiveness by being transparent
in failures and learning from them. P&G encourages its employees to
talk about their failures as well as their successes during performance
reviews. Eli Lilly, the pharmaceuticals firm, and Intuit, the software
company, hold failure parties. Tata, the Indian conglomerate, awards an
annual prize for the best failed idea."

One way to judge management’s effectiveness is to measure how the
market votes for it with dollars, pounds, or euros. Nokia, the Finnish
former market leader in mobile phones,has been struggling with the
transition to smart phones and other devices enhanced with artificial
intelligence. In 2011 its share price fell to its lowest level in 13 years after
the company issued a profit warning, and, with results continuing to be
below expectations, in 2013 Nokia sold its mobile phone operations to
Microsoft.

On the contrary, according to an annual survey conducted by Harris
Interactive, a much more effective Amazon rose to become the most
reputed company in America. In February 2013 the online retailer over-
took Apple to the No. 1 slot. Walt Disney, Google, and Johnson & Johnson
completed the list of top five."”

If the term “effectiveness” changes its meaning according to the area
where it is being applied, efficiency is also given different interpreta-
tions in the sciences and in business life. In thermodynamics, in terms
of energy conversion, efficiency of heat engines measures the heat loss
(second law of thermodynamics). The target is thermal efficiency, taken
as equal to the ratio of work done to thermal energy consumed. Other
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terms in everyday use are radiation efficiency, volumetric efficiency, and
quantum efficiency.

In economics and finance we talk of economic efficiency, market
efficiency, capital allocation efficiency, wages efficiency, and business
efficiency. Statistical efficiency provides a measure of accuracy of an esti-
mator. Material efficiency compares material requirements, for instance,
those of a physical process, construction project, or other enterprise. But
while efficiency is indeed a popular term, its usage is not always justified
by obtained results.

Unless efficiency is built into a product at the drawing-board stage,
its manufacturing and its usage will be untidy and costly. An exam-
ple is provided by the remotely piloted Reaper MQ-9 aircraft, known
as the Unmanned Aerial Vehicle (UAV) or Unmanned Aerial System
(UAS). Laden with sophisticated sensors, and carrying Hellfire mis-
siles and laser-guided bombs, it has been patrolling the skies above
Afghanistan,launching lethally accurate strikes against the Taliban.

There is not a man in the cockpit, but each Reaper requires more
than 180 people to keep it flying. A pilot is always at the controls
though he may be located in a base that might be 10,000 kilometers
away, while other officers operate its sensors and cameras. The large
group of people manning a UAS increases the cost of the weapon
sharply, which counts a lot as there are now more hours flown by US
remotely piloted aircraft than by manned strike aircraft, and more
pilots are being trained to fly serial unmanned vehicles than manned
military aircraft.

To be successful, some processes and projects require both high effi-
ciency and great effectiveness. A typical example is risk control. In 2013,
Calpers, the huge California pension fund, documented the $260 billion
investment outlines by way of a set of guiding principles projected to form
the basis of all future investment strategy decisions. An integral part of
the list is a commitment to “take risk only when we have a strong belief
we will be rewarded for it.”'®

Some management decisions and the acts that follow them are short
of both efficiency and effectiveness. A basket case is Obamacare, the
so-called Affordable Care Act (ACA). There ought to have been more
inquiry, more scepticism, and better planning about whether it could
be universally available, high quality, and low cost, all at the same time.
Instead, there have been improvisations and snafus.

Since its October 2013 introduction ACA has been a total mess
while Obama was making rash promises. In mid-November 2013 he
told Americans who had lost their existing health insurance policies
that they could retrieve them if they liked them. But he simply forgot to
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check with the 50 state regulators who administer the law, and with the
insurance companies, which were expected to do the take up.

In the aftermath the Democratic Party suffered political damage
from the botched implementation of Obamacare, as the administration
could not convince Americans that they have the program under con-
trol and have positioned themselves for going forward. Both efficiency
and effectiveness were absent from the planning and rollout of an unaf-
fordable healthcare act and the negative results became evident at no
time.

4. Barclays Stars Scam

Efficiency has many aspects and effects. One of the aspects is that the
most important asset of a bank is not the money in its vaults. It is its
people: its clients and its employees. This is true of every enterprise.
During IBM’s heydays 85 percent of its annual business came from its
existing customer base, thanks to the fact that the company’s salesmen
were trained in customer handholding.

The importance of able-brained employees and satisfied clients is
often forgotten by management too eager to profit from their clients to
improve their bonuses (sections 5 and 6), or to get some extra income in
order to cover the losses that they have suffered by gambling rather than
by being the best in their line of business. This is not a revolutionary
doctrine. It is simply the recognition of a long-concealed economic and
social fact.

One day, in June 2011, I got a letter from Barclays bank, where I
had an account. The letter stated: “A recent review of Barclays Wealth
International iBank clients has shown that, although you have been able
to use the iBank service, you have not been charged the usual monthly
fee.” iBank had a fee of £5 ($8.50 or €7.50) a month, which the letter said
would be applied to my account from September 5, 2011. The letter was
signed by Anne Grim, managing director, Barclays Wealth International,
and it concluded by stating:

“You do not need to do anything—we’ll apply the monthly fee of £5 to your
account unless we hear from you by 8 August 2011.”

The statement that I used Barclays’ iBank was incorrect. In contrast to
the aforementioned IBM example, it was as well a show of inefficiency in
customer handling. Without any loss of time I called Barclays to say that
I never used the iBank.
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The phone was answered by a Mr. Mikel who said: “I know you have
not used the iBank,” adding that the charge would be applied anyway.
According to Barclays, the way to avoid it would have been to upgrade
to their Relationship Manager Service, which is available to clients
who have a balance of at least £50,000—of course without paying any
interest.

If there is a sure way to make an enemy out of your client, it is by
taking him to be stupid. Hence I sent a registered letter to Anne Grim:
“Ref: Your Pseudo-Individual Correspondence of June 2011, which
states that a recent review of Barclays iBank clients has shown that,
although ‘T have been able to use the iBank service...’” repeating that I
have never, ever used Barclays iBank service. Her colleague had admit-
ted that much.

My registered letter brought to her attention that the lie about clients
using iBank, while they don’t, was written and signed by her— to justify
charging a fee that, given the competition for banking services in Britain,
may make them lose clients. Neither did I fail to point out that such a
letter told everything about her bank’s business ethics. As expected, she
did not bother to answer and my next step was to close down the account
severing any further relation with Barclays.

Of course, Barclays is by no means the only bank to try to get the max-
imum out of its customers by way of trickery. Some years ago the wealth
management department of a major Italian bank increased its annual fees
by 30 percent—ijust like that, without informing its customers in advance.
When I called to complain, the account manager said: “Don’t worry. I
will reinstate the old fee.” He then added, “Typically only 5 percent of the
customers complain on fee increases. The other 95 percent don’t and the
higher fee stays.” Great ethics.

The end result of breaking with areté in this case is that trust in the
bank and its bankers melts like snow in the sun. Since the 1990s, when
banks started to play win or lose with derivative instruments, they des-
perately looked into unethical ways to increase their income from steady
customers and cover part of the losses from gambling. Malpractices did
not end there, because after violating their customers’ trust they also
broke the letter of the law and this had severe consequences.

Barclays’ Libor scam, for example (chapter 7), not only prompted
criminal investigation by the British Fraud Office but also meant hefty
penalties by bank supervision authorities in Britain, America, and the
European Union. Adding to Barclays’ unconceivable unethical practices
there is as well its record on the infamous Stars deal of tax arbitrage.
This was developed in the boom years by an in-house group led by Roger
Jenkins and Iain Abrahams."”
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Stars, which was sold to institutions, including the Bank of New York
(BNY, now New York Mellon), was a “scientific” tax evasion scam that
went as follows. The Bank of New York set up a trust in Delaware and
invested, say, $10 billion of shares and assets. Barclays contributed $1.8
billion in exchange for shares that gave it rights to most of the trust
income, which had to be reinvested in the trust. This $1.8 billion was then
loaned to BNY for ordinary business use.

The next step in the Stars tax cheat was that BNY appointed a British
subsidiary, which paid tax in Britain, to be trustee. Subsequently, that
money was claimed as a foreign tax credit. Barclays paid some tax, but
also got a tax deduction for reinvesting trust income. Further on, the two
parties executed an agreement giving BNY access to the $1.8 billion at
3.1 percent less than prevailing market rates. After five years, the deal
ended and each party got its money back:

e $10 billion to BNY, and
e $1.8 billion to Barclays.

At the core of the scam and tax evasion were differences between how
the tax systems work in Britain and in America. Under British rules,
Barclays was allowed to take a deduction against its other taxable income
(in Britain) on the condition that it immediately reinvested all income
produced by the assets in the trust. Simultaneously, it took a credit for
the tax paid by the trust.

The loss of income tax did not please the American authorities. The
Internal Revenue Service (IRS) in the US, which prosecuted the tax
arbitrage, claimed that the tax benefits were shared by BNY and Barclays.
For every $100 of income circulated through the trust, the US govern-
ment lost $18.15, BNY had a profit of $7.15, Barclays had a profit of $7.70,
and the British taxmen receipts of $3.30.

BNY also got foreign tax credit for British taxes paid. “The foreign
tax credits that Bank of New York claimed in the US at a 22 percent rate
were far more than the actual UK tax attributable to Stars,” said the IRS.
“In other words, Bank of New York claimed credits for phantom UK
tax expense.”'® Moreover, by lending to BNY through the structure that
Barclays designed, the British bank could offer a very favorable borrow-
ing rate.

In banking terms this tax arbitrage has been part of the business
known as structured capital markets, and went on for at least three years.
Tax avoidance strategies have been ethically controversial, and the tax-
men struck. Barclays’ “tax avoidance” product line came under the spot-
light twice in 2012, first over the use of the tax loophole that the US
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Treasury closed retrospectively, then over a tax equalization payment
of about £6 million ($9.6 million) to the bank’s chief executive, Bob
Diamond."

By September 2012 Barclays announced that it would take the axe to
its tax structuring unit as it sought to clean up its image after the scandal.
According to some estimates, however, in the meantime Stars generated
up to 75 percent of profits at the investment banking operation with its
classic tradition of curious new instruments. In the end, the scam hurt
the bank’s reputation as it:

e Drew political attention, and
e Gave rise to negative media coverage.

In an attempt to recover at least some of its creditworthiness, Barclays
also let it be known that it planned a withdrawal from selling derivatives
products to consumers and small-business customers. This came in the
aftermath of another industry-wide scandal over the mis-selling of inter-
est rate hedging contracts that had for some time provided a stream of
profits, while as an early bird in the summer of 2012 Barclays was fined
£290 million ($464 million) by global regulators over the attempted rig-
ging of Libor benchmark borrowing rates. That triggered the resignation
of Marcus Agius, Barclays’ chairman, and Bob Diamond. The underlying
idea was that of discovering new forms of steady earnings, but the absence
of ethics and ineffectiveness took their toll.

5. “Say-on-Pay”

Excessive pay for managers angers shareholders who are, increasingly,
vetoing it. Say-on-pay rules, which allow shareholders a vote on pay-
and-perk packages, are spreading across continental Europe. Germany
introduced a say-on-pay recommendation in 2009. By 2010 most German
firms gave shareholders a vote.

A north-south divide, however, persists as most southern European
firms don’t want investors to question managers’ pay. Disclosure, at least,
has improved almost everywhere. In the early years of this century, hardly
a third of European firms properly disclosed pay packages for senior
executives; now about 60 percent do so.

The stakeholders’ reaction to year-on-year significant increase in
senior executive pay and bonuses does not mean that all of them are
rejected outright. Compensation packages still pass through. On April
22, 2014, big shareholders backed Citigroup’s senior executives at the



ETHICAL VALUES, EFFICIENCY, EFFECTIVENESS |15

bank’s annual meeting in St. Louis, with 84.6 percent voting in favor of
the executive pay plans.

The support provided some relief to the financial institution that had
failed to gain a majority in the same vote two years earlier. Curiously
enough, the change in shareholder mood came a week after the Federal
Reserve blocked Citigroup’s plans to increase capital returns to equity
holders in 2014.%° Executive pay and bonuses reserve surprises because
they hold a special position in the realm of decisions management
makes.

The traditional pillars of free enterprise have been valued employees
producing the best products for satisfied customers. Over the last three
decades, however, this has been replaced by maximum bonuses to man-
agement and a mousetrap for investors. Some of the values of the past
that produced great enterprises—loyalty, fairness, quality of produce,
attention to detail, handholding of clients, service to the community—
disappeared from the screen in the whirlwind of getting rich quickly. It’s
indeed a pity to watch the spoilage of human assets at a time when:

e Knowledge,
e Experience, and
e A steady customer base are in short supply.

Only enlightened spirits see the importance of knowledge, skill, and
experience as well as their contribution to development. Deng Xiaoping,
China’s paramount leader in the early 1990s, realized that the country
could accelerate its development by learning from Western experts rather
than by feeling its way by trial and error. This helped China’s (then)
new generation of leaders, who followed Deng in power, in reorienting
growth:

e From labor-intensive manufactured exports,
e To capital-intensive products and services.

There is little doubt that successful managers must be compensated
for their contribution. The problem is that in the West today pay and
bonuses have no relation to performance. CEOs and other profession-
als shower themselves with lots of money whether they are efficient or
inefficient, effective or ineffective in the work that they do—and there is
plenty of ineffectiveness to talk about.

I1l-conceived ventures link together raids on client properties and ter-
ritorial conquest in the globalized economy. But investors have enough of
being taken to the cleaners. In early April 2013, the $255 billion Calpers
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announced that it will take on “zombie” directors and rogue pay arrange-
ments. It also stated that it had identified 52 directors who had failed to
win shareholder votes but either stayed in place or were subsequently
reinstated.”!

Calpers’ announcement added to pressures on the Securities and
Exchange Commission (SEC) to revisit the so-called proxy access rules
intended to make it easier for shareholders to eject board members;
these rules were thrown out by a federal appeals court in 2011. The
SEC initiative came after Calpers has secured notable successes, in the
early months of 2013, including helping Apple to obtain support for
the introduction of majority voting in boardroom elections. It was also
successful in discussions to shake up the board of Hewlett-Packard.

CEOs and their rubber-stamp boards have become a conquering
power. To the detriment of the owners (the shareholders), CEOs have
managed to arrange extravagant bonuses for themselves, their senior
executives, go-go traders, and investment bankers. Typically, they all
earn a stream of great bonuses when the years are good, and when there
are losses they are not asked to disburse anything. They just blame:

e Nervous markets,
e A systemic crisis, and
e Unexpected events for results demoralizing shareholders.

Yet it is no less true that if companies continue to engage in trades
that explode after a period of steady gains and do not disgorge previous
undue compensations, ethics wane and personal accountability takes
leave. Even worse is to allow the insiders get most of the profits while
the losses are supported by shareholders and taxpayers. That’s a vicious
cycle.

What a totally asymmetric approach to risk and return demonstrates
is that the incentive system put in place by all sorts of companies, par-
ticularly financial ones, has produced a vulnerable economic system that
works in reverse. The “incentives” supposedly paid for performance,
have become disincentives to prudent management—and many firms are
brought to ruin because of the lust of the very few, a situation the rela-
tively new “say-on-pay” concept aims to correct.

On the strength of “say-on-pay” rules that allow shareholders to get
involved in pay and bonus decisions involving professional managers,
in mid-April 2012, equity owners in Citigroup voted against planned
compensation packages for Vikram Pandit, the bank’s chief executive,
and members of the board of directors. It was the first time something
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like that happened at a big American bank since the rule was introduced
under the Dodd-Frank reforms.

Around “say-on-pay” may eventually grow a new compensation sys-
tem for business. While the shareholder vote at Citi was nonbinding, it
underscored the anger felt by some investors at the perceived uncoupling
of pay from efficiency and effectiveness. The big bank’s earnings had
failed to excite the markets and its most recent dividend to shareholders
prior to that “say-on-pay” vote was a mere one cent.

Just a month later, on May 8, 2012, Andrew Moss bowed to inves-
tor pressure and stepped down as chief executive of Aviva, the British
insurance company, after holding the position for almost five years.
His departure came after he lost a shareholder vote over the insurer’s
executive pay report, but he still received a severance package of about
£1.75 million ($2.8 million)—the so-called golden parachute.

In the case of Aviva, investors said they had used the vote to signal
displeasure about the group’s leadership and share price underperfor-
mance. Moss was the third high-profile British chief executive to fall
following investor anger over executive pay,”? and many institutional
investors welcomed his departure. One of the company’s equity own-
ers said: “The relentless destruction in shareholder value has eventually
resulted in his exit.”?

The message conveyed by these examples is that the owners are revolt-
ing against industry salaries and bonuses that have taken a one-way
street: up. In one year, 2013, the average cash bonus paid to Wall Street
employees jumped 9 percent following rebounding financial industry
profits. New York’s financial sector had recovered and was reporting col-
lective profits—but 83.7 percent of these collective profits went to cash
payments that totaled $20 billion in the 2013 bonus season (reflecting
work undertaken in 2012).

The irony is that many bankers considered business and profits in 2011
and 2012 as having been rather subdued, yet in 2011 US executive com-
pensation alone rose by over 20 percent, for no other reason than that the
gatekeepers were serving themselves with shareholders’ money (see also
section 6). According to an article in The Economist: “The financial crisis
revealed that top bankers were fabulously remunerated for doing what
turned out to be a lousy job. Some pocketed immense bonuses when they
falsely appeared to be doing well, and then kept much of the loot when
their firms collapsed.”

The magazine quoted Warren E. Buffett who said: “If a bank had to go
to the government for help, the CEO and his wife should forfeit all their
net worth.”> Buffett is right. Pay and bonuses unrelated to efficiency



I8  BUSINESS EFFICIENCY AND ETHICS

and effectiveness have prompted investors to rebel at several big com-
pany annual meetings—not only Aviva and Citigroup but also Barclays
and Credit Suisse—as they want senior management to share the spoils
between employees and shareholders more evenly.

If industry, particularly the banking industry, wants to retain the
bonus system, then the basic culture behind it must change. Pay and
bonuses have to be redimensioned and awarded for results, not just for
being there. Besides that they should be longer term in retribution, based
on mean performance over three, four, or five years (more on this in
section 6).

Among loan officers and traders, for example, payoffs should be
delayed until borrowing of funds and trade deals have established a sound
payment record. In addition, traders’ bonuses should be computed on the
basis of end results with clawbacks for losses due to excessive risk taking.
A system that pays in advance without respect to assumed exposure is
unethical, ineffective, and biased to its core.

6. Obama’s “Fat-Cat Bankers” and Clawbacks

“I did not run for office to be helping out a bunch of fat-cat bankers,” said
Barack Obama in mid-December 2009.%¢ His remarks came days after
France and Britain announced moves to crack down on bank bonuses,
and after Jean-Claude Trichet, the then president of the European Central
Bank, stepped up attacks on the expanding bonus culture.

According to critics, the system of huge bonuses encouraged some of
the most risky behavior that led to the deep recession. The pros answer
that financial people who make the rich lists do not run banks; instead
they are hedge fund managers and dealers in distressed assets who can
plunge into a river of red ink and draw out of it assets with improbable
sums attached.

It is no less true, however, that just two years after the economic and
financial hecatomb, which was not far from bankrupting the global
banking system, British banks paid $6 billion in bonuses for 2010%” and
in 2011 the directors of Britain’s 100 biggest companies saw a 49 percent
rise in their global earnings, taking their average to almost £2.7 million
($ 4.3 million).

e This was way out of line with the performance of share prices, and
e It took place while the country was enduring a period of severe
austerity.
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In the aftereffect, popular outrage was shared by the leaders of all the
main political parties, with articles and commentaries stating that the
country’s boardrooms were out of touch with reality and in many cases
they paid “reward for failure.””® The central element in the whole com-
pensation system was wrong.

Not just in Britain but in a large part of the Western world public opin-
ion hardened against what was seen as boardroom excesses. A measure-
ment of pay discrepancy is the ratio of executive pay to average worker
pay, which increased beyond bounds. In Roman times that ratio was 20
to 1, not too different than that after World War II. But that changed with
the skyrocketing of salaries, which started in 1965 and kept going strong
over five decades:

e In 1965 the ratio of US chief executive pay to average worker pay
was 24,

In 1075, it became 35,

In 1990, 70,

In 2000, nearly 300, and

In 2010, that ratio reached 325.%

According to the High Pay Commission, in Britain the average FTSE
350 director saw his earnings jump by 106 percent between 2000 and
2010, aided in no small part by a 253 percent rise in their long-term
incentive plans—while total shareholder return was just 33.7 percent and
share prices actually fell 5.4 percent.*® Critics said that behind the justifi-
cation for such huge compensations were:

Aggressive accounting practices,

Excessive leverage,

Deferrals of long-term investment,

Strategies weakening the capital base, such as share buybacks, and
Acquisitions that destroyed value, while increasing headline earn-
ings per share (EPS).

EPS has indeed been used as a justification of higher salaries and
bonus, even if many efficiency experts doubted the wisdom of doing
so. Another measure employed for determining pay increases has been
return on equity (ROE), and it might have had a worse impact than
EPS. It is likely that the banks’ pursuit of high ROE by using excessive
leverage has deepened the economic and financial crisis that started in
2007.
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These considerations lead to the likelihood that extravagant pay and
bonuses may not only be unjustified and, as such, be socially unaccept-
able, but they may also be destructive in broader economic terms. The
ways and means used to promote them put in motion macro forces that
upset the established pattern of economic development bringing it to a
state between overexploitation and incoherence.

What many investment banks and their employees fail to appreciate
is that the negatives of excesses go well beyond public anger in regard to
retributions that are way out of line when compared to deliverables. In
the 2005 to 2007 timeframe Merrill Lynch paid out $45 billion; Citigroup
paid $34.4 billion;® Lehman Brothers, $21.6 billion; and Bear Stearns,
$11.3 billion. The return to shareholders has been negative.

e Lehman went bust hitting shareholders and stakeholders like a ham-
mer, and

e Bear sold itself for peanuts to JPMorgan Chase while the little equity
holders got was halved as the JPMorgan stock went south.

By January 2009 the stock market valued Citi at $18 billion, nearly
half what it had shelled out. As for the Merrill Lynch’s shareholders, they
got shares in Bank of America, which, in January 2009, were worth just
$9.6 billion, less than 20 percent of the original offer value. Moreover, the
row over the early payment of 2008 bonuses at a nearly bankrupt Merrill
Lynch, to the tune of $4 billion, was paid by taxpayer rescue money. This
provided further evidence that while insiders’ interests come first, at the
end of the day there may be only losers.

e The top cats of banking pocketed most of the profits when the mar-
ket was booming, and

e Shareholders as well as taxpayers bore the bulk of the losses during
the bust.

The situation was akin to that of bankers awarding themselves an
unprecedented license to gamble to gain huge payouts, while being too
dumb to recognize the risks they were taking. The talk that they thought
the economic outlook was “stable” and that “the financial system was
doing a good job of spreading risk” are lame excuses for manipulating
the system all the way to its destruction. It is nevertheless true that a year
prior to the crisis Ben Bernanke, then Fed vice chairman, lectured Wall
Street bosses that the central bank had the power to pull them out of trou-
ble, therefore there was no need to worry.
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Many blamed the distortions in the economic system on a culture
characterized by an excessive drive for profits and a lack of awareness
among executives and trades of their personal responsibilities. At practi-
cally all levels of the organization employees would be willing to do any-
thing to meet sales “targets.” But there exist systemic defects and, should
they be left unattended, it would lead to a serious adverse impact as dem-
onstrated by the turbulence the economy went through.

In 2008, as member of Citigroup’s executive committee, Robert Rubin,
the former US Treasury secretary and former head of Goldman Sachs,
earned some $115 million from Citigroup for taking risks that sharehold-
ers and taxpayers paid for. No attempt has been made to clawback that
money from him. Neither has any other bank managed to reclaim some
past bonuses from its former executives, traders, or investment bankers
(with the possible exception of UBS).

Yet clawbacks could be a good deterrent to pay and bonus excesses.
They can help postmortem in correcting a subjective, biased, or temporal
mismatch between the realization of a company’s profits and its remu-
neration policy. It also makes sense to apply them to both regular losses
and to fraud. The problem is how to implement a clawback in a consistent
manner.

Will the executive or trader who has to pay back an undue bonus do
so? Any organization employing more than a handful of people finds it
hard to manage its incentives, and senior employees would fight back con-
testing clawback claims. It is much more reasonable to keep the bonuses
commensurate with extra effort and performance, dispensing them not
one tantum but scaled over time. This is a practice followed by consultan-
cies, and it has given good results. Then, there is no problem of financing
the clawback if one has to be applied.

In conclusion, bonuses have been the way to attract higher caliber of
competent staff. It is not the bonuses as such but the excesses associated
with them that brought banks to their knees and ended up needing public
bailouts. Not only are extravagant pay and bonuses counterproductive
but also the truth is that if their recipients were as competent and talented
as they are supposed to be, banks would not have needed huge bailout
packages in the first place.
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Senior Managers Are
in the Frontline of
Efficiency and Ethics

1. The Accountability of Senior Managers

After the fall of Enron, practically everyone is agreed that board mem-
bers, chief executives, chief financial officers, and other senior managers
must be held accountable for the financial information their company
releases, including the reported profits and losses. The Sarbanes-Oxley
Act, which came on the heels of Enron, WorldCom, and other debacles,
specifies that there should be significant penalties on those who falsify
financial reports, in addition to the punishment by the markets.

Both carrot and stick are necessary to give boards and senior man-
agers an incentive to examine more closely their firm’s financial per-
formance, auditing results, and independence of opinion expressed by
public accounting firms. Some companies today foster an environment
where the independence of the external auditor is compromised though
they do appreciate that it is vital to reduce harmful conflicts of interest,
including the amount of non-audit services a company purchases from its
accountants and auditors.

According to a growing body of opinion, not only boards and senior
managers but also investors—particularly major investors—should be
held accountable as stakeholders in a company. As Scott G. McNealy aptly
stated in an interview dating back to the early years of this century, they
don’t have “to invest in a company that’s going like crazy, maybe it’s too
good to be true...[They] ought to read the income statement, the balance
sheet, and the footnotes.! This advice raises the following questions:

e How many investors actually read the footnotes?
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e If they read the footnotes, are they able to understand them?
e Ifthey don’t understand the footnotes, why invest in something one
cannot understand?

If a careful investor who exercises prudential judgment was investi-
gating the extraordinary performance of Enron relative to the market,
he would have been able at least to guess that, among industrial compa-
nies, this energy outfit was more an aberration than the norm. Indeed,
it is hard to understand why nearly everyone was not more questioning
of this company’s spectacular rise, given the poor performance of the
rest of the market.

Postmortem it has been said that the level of ethics at the vertex of
management was dismal and Enron was run as its CEO’s one-man show.
Conformism was the most widespread attitude. Kenneth Lay, the CEO,
chose the members of the top management team single-handed and alleg-
edly every member of that team was expected to comply with his personal
wishes. When Enron crashed, the members of that top team:

e Lost their jobs, salaries, savings, and pensions, and
e Some of them, like the company president and chief financial officer
(CFO), landed in prison.

Lay’s style of management and his ethics contrasted greatly with those
prevailing in other companies, like General Motors, at least some of the
time. After the end of World War II, Alfred P. Sloan Jr., GM’s legendary
leader and CEO, once asked at a board meeting: “Gentlemen, I take it we
are all in complete agreement on the decision here.” When the assembled
executives all nodded their assent, Sloan said:

I propose further discussion of this matter until our next meeting to give
yourself time to develop disagreement and perhaps gain some understand-
ing of what the decision is all about.

Sloan’s policy combined efficiency and ethics, but not every chief
executive stands up to the board or has the guts to challenge its deci-
sions. Some decades later, when Roger Smith was General Motors’ CEO,
he instituted quite a negative policy: eliminating any board member or
line executive who brought up a difficult problem on which a decision
had to be taken, questioned management decisions, or expressed non-
mainstream views.

When such a negative managerial environment dominates, sooner
rather than later the company will be doomed. GM went into bankruptcy
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some years down the line. Negative policies are no rare exception. With
the Bush White House, too, the prevailing spirit of loyalty and consen-
sus meant that dissent, dissonant data, or discomforting information was
(reportedly) not welcome in discussions.

According to political analysts, George W. Bush Jr. bet on people’s
desire to be part of the top crowd by dwelling at the center of power. This
played heavily against negative views or exploratory debate, ostracizing
people with different points of view or (God forbid) those who disagreed
with his policies. The result has been a failure to open up the Bush White
House to fresh perspectives, as otherwise intelligent people can blind
themselves to:

e The alternatives, and
e The consequences of their decisions.

In her book Willful Blindness Margaret Heffernan explains some of
the tensions involved in bringing together ethical values and efficiency.
One of the underlying factors is the indifference on the part of some
people in putting forward their goals or in trying to implement decisions
reached by others. According to Heffernan, if some efficiency goals are
objectionable, then they should not be adopted.?

Heffernan takes as example the role Paul Moore was assigned at the
Halifax Bank of Scotland (HBOS). Moore chaired the Regulatory Risks
Group. In the opinion of its employees, the bank never hit its sales targets
ethically. There was so much pressure to reach targets that it led to a cul-
ture of bullying, focused on sales numbers.

Moore’s job was to look at all aspects of the company’s processes and
procedures as well as as its balance sheet. But the greatest exposure didn’t
lie in the numbers. It lay in the people and their incentives. When he
shared his insights with the CEO, Moore was fired. He was vindicated
when, in September 2008, the bank collapsed.

The focal point of criticism of this management nearsightedness is
that people are not only blinded by power and money but they are also
blinded by pride: “Moi president,™ as Francois Hollande, the French pres-
ident, says. Conflicts of interest, too, play a major role in such nearsight-
edness. Take longer vacations and much higher pay for the same work as
an example. Two referendums in Switzerland converge at the same point.
Sponsored by labor unions and the socialist party:

e The first referendum put to vote a fourth week of vacations, and it
was defeated.
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e Both the majority of the citizens and the majority of the cantons
voted against that proposition not because individually the citizen
would not have liked more vacations, but because they understood
that this would increase the cost of work, make Swiss products
uncompetitive in the global market, and, by consequence, increase
unemployment.

e The theme of the second referendum, held in mid-May 2014, was to
institute a minimum monthly salary of Swiss francs 4,000 and an
hourly minimum wage of Swiss francs 22.

For the same reasons, 66.5 percent of the Swiss, or one out of two per-
sons, voted against this second proposition. More manna from heaven for
the same job is the hidden side of moral hazard, a term used to describe a
process whereby risk takers are shielded from the way of public money.

Apart the ethical considerations associated with moral hazard, a direct
result is that it leads people to take great risks, encouraging even more
reckless behavior. These two Swiss referendums have demonstrated that
community intelligence has been vastly superior to ill-directed political
(socialist) and labor action. The so-called leaders failed in their duties.
But the Swiss people stood firm.

2. Personality Traits Characteristic of Sound Management

The most common qualifications necessary for senior management—
as well as for membership of the board of directors—are the ability to
preserve and protect the company’s assets as well as to collaborate with
people in reaching common goals. After all, the most precious assets of a
firm, of any firm, are two: its clients and its employees.

Specific skills, too, are needed, even if in many cases the requirement
of professional expertise in “this” or “that” domain is not clearly spelled
out. On-the-job performance is generally interpreted as the ability of
company executives to bring to fruition a variety of experiences gained
from “other organizations” active in similar or complementary walks of
industrial and business life.

This brings up the issue of “generalists” and “specialists” in profes-
sional duties including management functions. Though some manage-
ment theorists maintain that expertise in a given industry is not critical
at the CEO level, statistics and experience demonstrate that it is indeed
most crucial. Therefore, it is regrettable that most organizations don’t
take care to describe, much less define, what makes a good director or
line manager.
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In my book, the crucial question is: What should our organization
expect from people qualified for board membership? In a world charac-
terized by steady and often profound changes, general traits can be mis-
leading, but we can always establish one common denominator centered
around the ability to examine the critical factors that affect organizational
survival, including the skill to forecast and introduce change.

The effectiveness of implementing change depends on personal quali-
fications for which no theoretical models can be developed, nor can cur-
rently available instruments be used effectively as substitutes for the tough
decisions that are needed. Quality management takes time to develop and
failure to maintain quality leads to a decline in management standardsex-
ercise it leads to its decay. No skill that is acquired overnight, for instance,
through an intensive training program, lasts for long. A short life also
characterizes:

e Ethical behavior, and
e Management productivity.

Productivity on the manufacturing floor and productivity at the gen-
eral management level are two different concepts; they should not be con-
fused with one another. In a factory, productivity is the amount of output
produced per unit of input. This is relatively easy to define. On the con-
trary, at the general management level productivity is difficult to gauge
because management output tends to defy precise measurement.

In a modern economy, management output includes product inno-
vation, quality of produce, customization, time to market, and other
intangibles. These must be coordinated efficiently to improve the value
of the deliverables to customers and enhance a company’s appeal to the
market.

Productivity measures are biased when management fails to appreciate
that technology is only one component of the overall investment. There
are other expenditures like lifelong learning, organizational changes,
process redesign, machine investments, software development, and so on.
While computers might contribute to increased output, the rate of return
on technology investments is not linear.

This concept of return on investment must be part and parcel of
the education of all professionals, which is not happening today. In the
course of the last three decades, America has been developing a dis-
tinctly European disease: structural unemployment fed by a wrong-way
educational policy. Youth unemployment is especially high, and on the
increase.
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One, but only one, of the reasons for the increase in unemployment is
the elimination of many mid-level jobs and of the professional knowhow
that goes with it. Both Europe and America had employment problems
prior to the severe economic crisis and great recession that started in
2007, particularly for less-skilled men. The new problems connected to
semiskilled jobs are caused not only by sweeping changes in technology
and by globalization’s effects, which are present in all countries, but also
by the redefinition of the very nature of professional knowhow. In the
US, the absence of employment opportunities hit the following groups
harder:

e 25 percent of men aged 25-54 with no college degree,
e 35 percent of white high school dropouts, and
e 70 percent of black high school dropouts.

As in Europe, this is a case of entrenched joblessness requiring pain-
ful decisions by both the young generation and the state’s educational
system. It also calls for farsighted measures to bend the curve. At a May
2010 forum at the University of Milwaukee-Wisconsin, Joe Biden, the
American vice president, aptly said to the audience: “The only place
where success comes before work is in the dictionary.”

Management productivity is not improved by way of manipulating
prices, or by other illegal acts that violate the principles of ethical behav-
ior. The arm of the law may take some time to move, but when it does
the results are disastrous to the firm. In May 2011, the US Commodity
Futures Trading Commission (CFTC) charged an oil trading firm, two of
its affiliates, and two traders with attempting to manipulate oil prices in
2008. The regulator alleged that the defendants:

e Purchased substantial positions in the physical market for West
Texas Intermediate (WTI) oil to give the impression of a shortage,
and

e Simultaneously bought oil futures to profit from the subsequent rise
in prices.®

This is part of a vast area of exposure known as operational risk.”
Senior management itself may be part of it. Just one month, June 2002,
saw the indictment of three CEOs. At Rite Aid, former CEO Martin Grass
and two other former officials were indicted on fraud charges; at ImClone
Systems, former CEO Dr. Sam Waksal was charged with inside trad-
ing (see also in chapter 1 and the case of SAC Capital); and at National
Westminster Bank, three former bankers were charged with defrauding
the bank through secret investments in partnership with Enron.®
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If you think that the answer to such scams is more independent
directors, think twice. As Enron, Global Crossing, WorldCom, and so
many other cases have shown, all too often “independent directors”
are not really independent. Several outsider directors have banking or
other connections, or simply end up having ties with the CEO. “On the
surface Enron’s board looked independent,” said Jay Lorsch of Harvard
Business School. “But everybody on that board was selected by Ken
Lay.”

The problem that immediately presents itself in those cases is that
when the CEO dominates, the rest of the board forgets all about ques-
tioning his leadership. Not just in a couple of cases but in many board
meetings there is no critique of the chief executive’s policies and acts, and
this constitutes a major operational risk.

No wonder that several regulators want to change all that cozy rela-
tionship, insisting that a majority of directors would have to be truly
independent. Real outsiders means no ex-employees of less than five years
or anyone whose livelihood, in some way, depends on the company. In
addition, outsiders will have to meet regularly without the line manage-
ment being present. But will this have the wanted impact? Would it not be
better to criticize a CEO to his face rather than behind his back?

Will a board of independent directors be better positioned to lead
the company into reinventing itself and its products, becoming a leader
in innovation? Innovation happens in the market as it happens in the
laboratory. The personalities of senior executives and of members of
the board, their knowledge, information, drives, decision styles, and, at
the bottom line, the strategies and tactics they choose, make the cor-
porate structure and culture. In turn, these affect the life cycle of an
organization.

3. High-Quality People

In their early stages organizations are often originated by thinkers.
In the Standard Oil empire, John D. Rockefeller Sr., its developer and
animator, was a thinker. He conceived the idea of commercializing oil,
moving from wholesale to retail, and by doing so he created a market
that never existed before—and what a market!

During the growth phase of Standard Oil, however, and most particu-
larly the years of consolidation that followed as the oil industry reached
maturity, organizational skills became most important. Without them,
the company would have fallen apart. Knowhow in organization and
structure was provided by John Rockefeller Jr., who led the company into
its maturity phase, establishing it as a mighty global corporation.
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As this and plenty of other examples confirm, high-quality people are
crucial to the growth and survival of a firm. Together with analytical
skills and decision-making styles, a basic characteristic of professionals
and managers should be the ability to be in charge as well as be familiar
with the needs of their times. Computer literacy is an example of the lat-
ter; another example is the willingness to keep oneself and one’s knowl-
edge base in steady evolution by:

¢ Remaining active,
e Being involved, and
e Paying attention to detail.

Ours is an age characterized by technological progress and market
dynamics. Every company, from the simplest to the most sophisticated,
lives and operates in an environment of steady evolution. No manage-
ment team and no board can be successfully in charge of its company’s
business if its members:

e Permit themselves to get obsolete, or
e Distance themselves from active duty.

There are two kinds of people we come across in our daily lives: Those
like Warburg who demand a lot of themselves, and others, the large
majority, who are satisfied with themselves. The first are those who con-
tribute to progress, who faces great challenges and win. In Warburg’s opin-
ion, the worst that can happen to any organization is auto-satisfaction,
because it leads to negligence and lack of interest in what one does.

Unfortunately, this is not being taught in schools or within families.
On June 3, 2014, there was a very interesting interview on Bloomberg
News between Lloyd C. Blankfein, the CEO of Goldman Sachs, and
Michael Bloomberg. The subject of discussion was young hires, particu-
larly college graduates looking for a job, who add to their CV that “they
would not accept employment requiring stress or overtime.”

Michael Bloomberg aptly pointed out that these people are not
employable. To be successful, a young person has to work hard, whether
he works for Goldman Sachs or for the corner drugstore. Society depends
on this contribution. Moreover, to succeed in life, a young person has to
demonstrate what he can do rather than start by imposing unacceptable
conditions on the potential employer.

Work provides personal satisfaction. No matter what its reasons may
be, unemployment leads to suffocation. Along with productive work, the
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freedom of thought and the right to challenge “mainstream” thinking
count a great deal. Their suppression is typical in a regime where social-
ism and communism hold sway. This is explained beautifully in a letter
Pyotr Kapitsa, the Russian physicist, wrote to the then KGB chairman
Yuri Andropov on November 11, 1980. This letter stated that:

Ever since the time of Socrates, active hostility to heretics has been
commonplace in the history of culture...

The source of human creativity is dissatisfaction with the existing state of
affairs...Of course, dissatisfaction is not sufficient in and of itself. Talent
is also necessary. Since only rare individuals command the talent required
to express dissatisfaction in a creative way, we ought to cherish and take
good care of the few who do...

In order to win horse races, thoroughbreds are needed. But there are only
few champions, and they are usually temperamental. An ordinary horse
will give you easier, smoother ride, but you wouldn’t win any races.'

Competition strengthens efficiency. Nepotism Kkills it. Siegmund
Warburg’s selection of assistants was primarily outside his family’s
clan. As he put it to Jacob Rothschild: I, who had grown up in a very
closely knit family circle, have gradually and increasingly come to
the conclusion that the desirable relationships are what Goethe called
Wahlverwandtschaften, the selected relationships in contradiction to
blood relationships.' There were good reasons why Siegmund Warburg
never ceased being interested in the recruitment and development of
young talent, identifying potential stars by means of literary quizzes and
the ability to manage relations with corporate clients.

While asset management became a highly profitable part of his opera-
tion and although Warburg was also one of the architects of the Eurobond
market, corporate finance was his first choice. The way he put it, one fee
that his firm earned from giving good service to one of its large industrial
clients can far exceed what it earns in a whole year in connection with
Eurobond issues. In his judgment, the important elements of a first-class
private banking business were:

Moral standing

Reputation for efficiency
High quality brain work
Connections

Capital funds

Personnel and organization
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Warburg was suspicious of firms that grew quickly, believing that
there were diseconomies of scale in the banking industry. He worried a
lot about the dangers of what he called expansion euphoria. The irony is
that after he died in 1982, his bank embarked on ill-judged expansions
while becoming complacent in its core business. In 1995 the firm that
had advised on so many cutting-edge takeovers fell itself prey to Swiss
Bank Corporation, for a fraction of what it would have fetched a few years
earlier.

Amadeo Peter Giannini was another of the great managers and inno-
vators of the past generations. Most bankers today take for granted the
things Giannini pioneered, like home mortgages, auto loans, and other
installment credit. He was also the architect of what in the late 1990s
became nationwide banking, even if parochial interests prevented him
from realizing it during his lifetime.

One of Amadeo Giannini’s guiding principles was that there is money
to make lending to the little fellow. He promoted deposits and loans
by ringing doorbells and buttonholing people on the street, painstak-
ingly explaining what a bank does. (It should be remembered that at the
time it was considered unethical to solicit banking business.) Giannini
also made a career out of lending to out-of-favor industries. He helped
the California wine industry get started, then bankrolled Hollywood at
a time when the movie industry was far from being proven.

Ginanini’s vision has been playing out on a national scale for the past
30 years. The basic idea has been that a bank doing business in different
industries and in all parts of a state, or nation, would be less vulnerable
to any one industry’s or region’s difficulties. Therefore, it would be strong
enough to lend to troubled communities when they were most in need, a
model widely applied today in international banking.

Indeed, the first bank in the US to have branches coast to coast is Bank
of America, which accomplished the feat through its $48 billion merger
with NationsBank of Charlotte, North Carolina. Forty years earlier, in
1958, Bank of America had pioneering BankAmericard (now Visa), the
first widely used, and fairly successful, credit card.

In conclusion, the most important characteristic shared by Warburg
and Giannini has been leadership. They both appreciated that a true
leader inspires his people with a mission, training them and trusting
them to make their own decisions—whether in business competition or
at war. Only that way can responsible executives react with the required
flexibility demanded by the situations they confront. Too much sticking
to the plan is dangerous when the evolution of a conflict is more or less
unpredictable (as it happens in the majority of cases). The plan is nothing,
Dwight Eisenhower once said; planning is everything.
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4. Poor Governance

Friedrich Nietzsche has said that madness is the exception in individu-
als, but the rule in groups. Something similar can be stated about poor
governance. The way an old joke has it, if you wish to get a job to be done,
assign it to a person. If not, set up a committee. A poor manager takes
six weeks to make a decision that should only take a day or two. He thus
slows down operations that people are itching to move on with, while
competitors leave his company behind.

Poor governance practices don’t allow getting above the fray, which is
necessary to win. Time and again business life has proven that the con-
cept of fighting a thousand small battles is deadly wrong. As if this was
not enough, the poor manager assumes that if he issued an order, things
would get done. But it does not work that way. Napoleon has said that it
is not enough to give an order. The chief executive must also ensure that
it gets executed.

Another characteristic of a poor manager is that though he may real-
ize the need for lifelong learning, he never seems to put right his training
timetable. He will set up training sessions for mid-level managers that
end up being cancelled because business is in disarray or the budget is
too tight as it has not been properly allocated and is overrun by different
departments.

The most pertinent question the board should be asking is what the
firm’s senior executives do all day long. A working paper by Harvard
Business School shed some light on that query.'” Researchers asked the
chief executives of 94 Italian firms to have their assistants record their
activities for a week. Here are the results.

The typical Italian CEO works for 48 hours a week and spends 60 per-
cent of that time in meetings. The more diligent put in another 20 hours
and the longer they work, the better the company does. A good deal of
the extra time is devoted in upholding regulations that make them legally
responsible for their employees’ wrongdoings.

The Harvard study measured how much time CEOs spend in meet-
ings, but not the hours they spend thinking about their company’s future.
Industrial history suggests that, when he was active in running Microsoft,
Bill Gates took regular think weeks, when he would sit alone in a cabin for
long hours a day, reading and contemplating. This, it is said, led to stra-
tegic decisions like the Internet tidal wave memo in 1995, which shifted
Microsoft’s business focus.

Gates has been rather forthcoming with his decisions and explana-
tions, but transparency is not a universal management characteristic.
According to several opinions, not necessarily documented beyond doubt,
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the advent of the so-called nongovernmental organizations (NGOs) has
decreased the transparency and accountability at the vertex of institu-
tions. This may be changing as donors are not satisfied with summary
information. They are demanding, for instance, to know:

e What the drop in the incidence of malaria is, and
e How closely it can be correlated to the use of pharma.

It is only normal that funders are increasingly demanding proof of
outcome. The demand for outcome-driven results is not going to slacken
as NGOs are confronted by rapid shifts in the sponsors landscape, includ-
ing the need for leaders who are well versed in change management and
are capable of working in demanding environments.

It needs no explaining that lack of transparency and of personal
accountability are signs of poor governance, which come as a tidal wave
even if managers do not necessarily intend to do one big, bad deed.
Instead, adversities develop through many small steps along the way that
there is never a moment when it is simple and easy to say “no!”

Some executives attract scams and penalties like a magnet. Peter
Gleick! is a water scientist, proponent of action on environmental
changes, and winner of the 2003 MacArthur Foundation genius award.
On February 21, 2011, he admitted having tricked a think tank, which
challenges mainstream climate science, into sending him a batch of its
confidential fundraising and strategy papers that he leaked anonymously
to journalists.!*

The excuse Gleick provided was that of a serious lapse of his profes-
sional judgment and ethics, which led him to deceive the Chicago-based
Heartland Institute. The research papers he received were published
by DeSmogBlog website, prompting a sharp reaction by the Heartland
Institute. Gleick stated that he had made no changes or alterations of
any kind to any of the Heartland Institute documents. But Joseph Bast,
Heartland Institute’s president, insisted that one paper, covering the think
tank’s projected strategies:

e Was a fake, and
e Its publication caused major and permanent damage to the reputa-
tion of the institute and of many of its scientists.

In other cases, a payback is attracted by way of rent-seeking: what econ-
omists and sociologists regard as a type of money-making based on polit-
ical connections. (According to an article in The Economist, rent-seeking
is grabbing a bigger slice of the pie rather than making the pie bigger. An
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“economic rent” is the difference between what people are paid and what
they would have paid for their labor, capital, and or other inputs.")

There are, as well, other forms of poor governance, some of them hav-
ing to do with scams. One of the better-known examples is the Olympus
scandal. In 2008 Olympus bought Gyrus, a maker of medical devices,
for $2.2 billion, and paid an advisory fee of $687 million to a firm incor-
porated in the Cayman Islands as well as to another firm in New York.
Theoretically, the owners of these firms are “unknown.” Olympus also
cashed out $773 million to acquire three small, loss-making firms in
businesses unrelated to its own. Japanese, British, and American authori-
ties have been investigating the scandal.

The new president, an Olympus veteran, defended the company’s
payments in the Gyrus deal as well as the other acquisitions. But when
asked for specifics, he said he could not comment until Olympus con-
cluded a third-party investigation on the matter, which had yet to begin.
When asked whether any of Olympus’s financial advisers had ties to
“anti-social forces” (a euphemism for the Japanese mafia), the new CEO
replied: “I don’t acknowledge that at all.” But the former president, who
had remained an Olympus director, stated: “There are questions that still
need answering. What happened to the money, and to whom was it paid,
and why?”1

In France, there has been the case of Alcatel, the well-known telecom-
munications manufacturer, which allegedly paid politicians to secure
contracts in Costa Rica—where prosecutors have been combing through
bank records to establish evidence. According to the prosecutors, these
records indicated that over a few years Alcatel made as much as $15 mil-
lion in illicit payments to top politicians and bureaucrats."”

In late October 2004 Costa Rica’s former president Miguel Angel
Rodriguez, once heralded as central America’s peacemaker, was jailed on
charges that in 2001 he took bribes from Alcatel in exchange for award-
ing telephone contracts to the company, a charge that he denied. Another
ex-president, José-Maria Figueres, had admitted to taking $900,000 in
“consulting fees” from Alcatel from 2000 to 2003.

Edgar Valverde, the former head of Alcatel’s Costa Rican operations,
was put in preventive custody, charged for corrupt acts and criminal con-
spiracy. Costa Rican authorities also investigated whether Alcatel violated
a ban on foreign contributions to political campaigns, including that of
the then president Abel Pacheco (in 2004).

As it happens so often in these cases, the company was quick in dis-
tancing itself from the scam. Alcatel argued that senior management in
Paris first learned of the situation through reports in the Costa Rican
press, in September 2004. The market, however, was not convinced,
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asking how could the top brass of Alcatel not know that $15 million had
been taken from corporate accounts.

All this came at an awkward time for the French telecom manufac-
turer and other firms following a policy of bribes, as new anti-bribery
laws held companies accountable for indirect payments even if there was
no proof that top management had authorized them. In October 2004,
Norway’s Statoil paid a $3 million fine to settle criminal charges that it
had acted improperly to secure contracts in Iran. The oil company agreed
to the fine without admitting or denying the charges—but it acknowl-
edged internal ethics rules were breached.

Antibribery laws are a powerful weapon available to investigators;
but there are also others. Stricter reporting rules on international funds
transfers are needed to deter organized crime and terrorism, by making it
easier to trace the flow of illicit funds. As an article in Business Week had
it, the case involving Total, the French oil company, was opened in 2002
by magistrate Philippe Courroye after Tracfin, the French anti-money-
laundering unit, noticed money being transferred from a Total subsidiary
to another company, Teliac.

In April 2012 in the US, Walmart, the retail empire, saw $17 billion
wiped off its stock market value after an article was published in the New
York Times alleging that six years earlier the company had learned that its
affiliate in Mexico was indeed paying bribes to secure building permits,
but top management had not pursued a thorough investigation.

The retailer stated that it had taken “concrete actions” to look into the
matter and had created a new office in the company tasked with com-
plying with the Foreign Corrupt Practices Act (FCPA), America’s anti-
bribery law. In a statement after the article appeared, Walmart said: “If
these allegations are true, it is not a reflection of who we are or what we
stand for.”'®

All cases presented in this section share disrespect for ethical values.
Interestingly enough the outcomes of these cases not only violated the
law but were also inefficient due to the underlying poor governance that
led to disastrous results. Until we see a consistent policy of indictments
against all misbehaving parties, the beginning of the end of malpractices
is still far off, though there is now evidence that something has started to
change in this direction.

5. The Tools of CEO Malpractices

Since the bankruptcy of Barings, the venerable British bank, in February
1995, mighty financial institutions and other big industries have been



SENIOR MANAGERS ARE IN THE FRONTLINE 37

reeling from a series of mishaps and malpractices. Some of these have
been outlined in section 4. Whether directly or indirectly, critics suggest
that the background factors have been promoted by two reasons:

e The unchecked power of corporate executives, and
e Their indifference to rights of stakeholders: employees, shareholders,
bondholders, and customers.

Shareholder activism has seen to it that corporate practices have come
under the microscope. An example is the case of the Swiss-Swedish
engineering company that secretly granted former chairman and CEO
Percy Barnevik an $89 million golden handshake. There is some wind of
change. In Germany, a series of corporate collapses, like the implosion of
the Kirch media empire, led to a shaking up of outdated German corpo-
rate practices.

Another example of malfunctioning is provided by Spain’s investi-
gation into evidence of secret offshore accounts worth $200 million at
Banco Bilbao Vizcaya Argentaria (BBVA). On April 9, 2002, top crimi-
nal judge Baltasar Garzon took over the probe into alleged secret pen-
sion funds and illicit political contributions in Latin America. In the
United States top management scandals have included the granting of
an unsecured $366 million loan by MCI Worldcom to Bernard Ebbers,
its CEO.

Shareholder activism is right, but it is not the total solution. Not only
shareholders but also all other stakeholders tend to be complacent and
mute when the stock’s value, and therefore their profits, rise. Neither do
the board and its audit committee always exercise their power for good
governance. In many cases, the board is a rubber stamp or too involved in
the company’s business to keep a watch on malpractices.

Creative accounting has taken upon itself the mission to hide the fact
that corporate profits have fallen. Profits are also raised artificially to
justify huge bonuses by reporting eye-catching financial results. While
these “results” are quite often smoke and mirrors, they do help the CEO’s
reputation in the shorter term.

In a widely practiced game of manipulated financial statements, the
sign of distinction of some companies is that they continue gambling till
they crash. For instance, Enron played the game the big way, by means
of about 3,000 partnerships, affiliates, and off-balance sheet operations
based on cooked books and on deception, which made a mockery of:

e Corporate ethics, and
e Financial statements’ transparency.
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During the go-go 1990s, responsibilities associated with corporate gov-
ernance were taken lightly. Take the July 1999 collapse of South Korea’s
Daewoo group as an example. Its founder and chairman, Kim Woo
Choong, was in hiding to avoid prosecution on fraud charges. Allegedly,
he had engaged in accounting so creative that it falsely inflated the value
of the conglomerate by $30 billion. (Kim Woo Chong was finally caught
by the South Korean authorities.)

Not every CEO malfeasance is of such dimensions, but even much
smaller manipulations of financial accounting are repulsive. In most
countries they are outright violations of commercial codes and of busi-
ness ethics—yet, they go unpunished. Owing to these malpractices,
increasingly the public perception is that too many corporate executives
have committed breaches of trust:

e Misinforming investors,

e Distorting the truth, and

e Enriching themselves with huge stock options, loans, and other
goodies.

While professional managers treat the public company as their per-
sonal inheritance, shareholders can suffer breathtaking losses. It is quite
worrisome that despite a decade or more of boardroom reforms, many
directors seem to have become either passive or go-players in this morality
issue, unwilling to question the governance of the company and senior
management’s ethics. This indicates that the market is going through a
severe crisis of confidence.

Testifying before the US Senate Committee, employees of companies
that drove themselves against the wall, painted a picture of betrayal by
some company executives, whose actions left their personnel with huge
losses in their pension plans. In a way, no matter how serious the manage-
ment failure, too often those in charge seem to walk away enriched, while
stakeholders are left to suffer the consequences of the senior managers’
ineptitude or malpractices.

There is a horde of anomalies in corporate governance, and plenty of
moral laxity that pervades all sorts of companies, including the blue chip.
For instance, in 2001, IBM used $290 million from the sale of a busi-
ness, three days before the end of its fourth quarter, to beat Wall Street’s
profit forecast. This creative accounting was not illegal, but it was entirely
misleading.

e A one-time undisclosed gain, used to lower operating costs,
had nothing to do with the company’s underlying operating
performance.
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e Thisand similar accounting entries are distortions that have become
commonplace, as companies try to hit a target even at the cost of
abandoning fair play.

Creative solutions to financial problems that are at the margin of legal-
ity and illegality are multiplying. An interesting case developed in January
2000 when AOL bought Time Warner in a deal worth $183 billion, which
later resulted in a $54 billion write-off, the largest ever. Another oversized
acquisition came a year later as Larry Ellison, the CEO of Oracle, exer-
cised 23 million stock options for a record gain of more than $706 mil-
lion. This took place a few weeks before the lowering of Oracle’s earnings
forecasts.

Another interesting case in regard to CEO malpractice, and its fallout,
has been that of Sunbeam. On January 11, 2002, Al Dunlap, its former
CEO, agreed to pay $15 million to settle a lawsuit from Sunbeam share-
holders and bondholders alleging that he cooked the company’s books
while he was in charge. Arthur Andersen was not alien to this malfea-
sance. In May 2001 the certified public accountant had already agreed to
pay $110 million to settle a shareholders suit alleging fraud in its audit of
Sunbeam.

While big investors try to cope with the aftereffect of CEO mal-
feasance, small savers face a different type of hurdle. In March 2002
Japan’s largest banks decided to lower interest rates on ordinary savings
accounts to 0.001 percent—just one-twentieth of the 0.02 percent they
paid prior to this decision. The New York Times noted that at that rate
of interest, it would take 69,315 years to double one’s money without
accounting for inflation.

As these references dramatize, the cases of malpractices are polyva-
lent, most often ending in a pattern of self-satisfying executives working
under conflict of interest and showering themselves with stock options.
At the same time, some certified public accountants are covering finan-
cial improprieties by looking the other way. Time and again investors are
upset by the fact that boards fail to appreciate the significance of finan-
cial information that comes before them, with board members lulled into
complacency by the CEO’s gifts, a host of benefits, and climbing stock
prices that help to increase their wealth.

Right in the middle of that comes the case of institutions accused of
manipulating the stock exchange through the gold market. The Gold
Anti-Trust Action Committee (GATA) said that the Fed, the Treasury
Department, JPMorgan Chase, Goldman Sachs, and others were using the
proceeds of gold leases to fund market interventions, and affect the price
of gold through derivatives to keep it from rising. According to GATA
the result has been a gold carry trade in which the big banks borrow gold
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cheaply and then sell it; they use the proceeds to invest in securities and
other high-yield paper.®

6. Spoilage: False Efforts in Cost Control and in Productivity

As far as the survival of an enterprise is concerned, efficiency demands
that costs are watched the way an eagle looks for its prey in its territory.
A basic principle is attention to detail. Cost control is very important to
any business. There exist, however, cases of cost control being carried to
extremes till the effort of swamping costs becomes counterproductive.

As industrial history teaches, in the majority of cases businesses
have been swinging between too little and too much cost control but
typically the latter does not benefit from well-documented studies. Both
extremes end up in spoilage. British history books say that Henry VIII
was importing bronze cannons from the continent, at great cost. Though
harder to cast, the cost of homemade cannons was only 20 percent the
price of the imported cannons. Eventually, iron cannons gave Britain an
advantage that endured for centuries, combining cost savings with mili-
tary supremacy.

This lesson has been forgotten and companies paid dearly for their
failure to apply the lessons of the past. When in 1998 BP bought Amoco,
the British CEO of the combined firm ordered a 25 percent cut in fixed
costs across all refineries. Every part of the BP empire had to implement
that directive, including the Texas City refinery that had created plenty of
sorrows for senior management.

Under the previous ownership, the Texas City plant had been run
down and there were repeated warnings about the site’s safety. Under
both the previous and the BP ownership, the overriding need was for a
major overhaul rather than blind cost cutting. Between 1994 and 2004,
the Texas City refinery had experienced eight blowdown drum incidents
causing fatalities. Only three of these incidents were investigated. That
was the era of (Lord) Browne who, allegedly, was personally responsible
for the blanket cost control policy.

In 2007, Browne resigned from BP, but the spirit of blind cost cutting
lingered on. No change was made ever after the Texas City accident, all
the way to the Deepwater Horizon in early 2010 that cost BP an estimated
$42.7 billion*'—clearly wiping out all of the Browne “cost savings.” Under
Tony Hayward, the new CEO, many observers expressed the opinion that
these poor management decisions nearly signaled the end of the BP.

The irony of this false cost control story has been that till Deepwater
Horizon the company’s leadership was confident that it was on the right
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track. The Gulf of Mexico accident was the awakening. The spirit of
“great” but empty pronouncements had a high price and the stakeholders
paid for the mistakes of management. There is a common folly in going
for big words and high-ticket items, when what is mostly needed is min-
ute, detailed care.

Neither was BP the lone player in the drama of the major oil spill in the
Gulf of Mexico. On June 5, 2014, the Chemical Safety Board published
the results of its investigation into the Deepwater Horizon disaster, high-
lighting the significance of the blowout preventer (a stack of valves on
the seabed) intended to seal the well in case of a leak. This device did not
work as intended.

If the blowout preventer had functioned according to its specs, it
might not have stopped the initial gas explosions on the rig (which killed
11 men), but it could have prevented the oil from leaking into the Gulf of
Mexico. One accident coming on top of another caused a spill estimated
at up to 4.2 million barrels of crude oil.

Sometimes a new development fails to function as projected,
but it may also be that the original hypothesis did not make sense.
Margaret Heffernan provides an interesting example of an incentive
that became a cost-saving disincentive. In the 1920s Frank Gilbreth,
the efficiency expert and father of motion study, announced that he
could shave faster if he used two razors instead of one, but then he
spent all the saved time cleaning the cuts he got and covering them
with Band-Aids.?

That’s part of what Heffernan calls the human desire to prefer igno-
rance to knowledge, and to deal with conflict images. True enough, there
are cases of blatant spoilage of money that need to be flushed out and cor-
rected but not all cases are simple, particularly when politics plays a pivot
role. In Paris it is said (but not necessarily proven) that about 30 percent
of employment at Electricité de France (EDF, a nationalized power pro-
ducer) is superfluous and can be eliminated—but this is a political and
social issue, since firing the surplus staff will raise an already high French
unemployment.

When politics take the backseat, overheads become a popular cost-
cutting domain. In 2013 and 2014 European investment banks revealed
deep cost cuts amid declining trading revenues. Employees at UBS faced
up to 5,000 job cuts across the group when the Swiss bank kicked off the
quarterly reporting season. Crédit Suisse, Deutsche Bank, and Barclays
also parted with staff as they slashed expenses to meet cost control tar-
gets. Fixed-income trading revenues, the profit engine for most invest-
ment banks since the financial crisis, also fell sharply at the biggest US
banks. There was also some churning where higher-paid bankers were
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leaving and lower-paid personnel were recruited for practically the same
positions.

When sound management has the upper hand one can find a great deal
of cost-saving examples to be achieved without sacrificing performance.
Light-attack turboprops are cheap both to build and to fly. A fighter jet
can cost $80 million. The 208B Caravan, a light-attack turboprop made
by Cessna, costs barely $2 million. It also costs as little as $500 an hour
to run when it is in the air, compared with $10,000 or more for a fighter
jet. And, unlike jets, turboprops can use roads and fields for takeoff and
landing.

7. Virtue over Pay

Some company presidents have been personally proactive in cost control.
Toward the end of last century the laurels went to Raymond J. Noorda
who built one of technology’s giants: Novell. While his Novell stock alone
made him nearly a billionaire, Noorda insisted on flying standby to get a
senior citizen discount. Dining out, he liked to eat at Sizzler for the same
reason.

As for his salary, Noorda started at Novell in 1983 making $90,000, but
when three years later two of his sons began working in the company he
decided that for every dollar they were paid he should earn one less. His
salary dropped below $40,000, and when his sons left in 1988, he didn’t
raise his wages. Embarrassed, board members did that for him in 1992,
raising his pay to $198,830.

“I just don’t like to spend a lot of money for things,” Noorda used
to say.”® That was evident at Novell’s offices, which defined the word
Spartan: Office walls and corridors were so devoid of artwork that Novell
employees referred to headquarters as “space station.” Even when com-
pany revenues were growing 30 percent to 40 percent per year, Noorda
instituted spending cuts. “Ray has a maniacal focus on costs. It’s a means
of setting an attitude at the company,” said one of the directors who also
acknowledged that Noorda carefully watched the quality of his compa-
ny’s products.

Another great example of a successful CEO who respected share-
holders’ money is Warren E. Buffett, the chief executive of Berkshire
Hathaway. Probably the best investor in life today, Buffett has been known
for his position that too many pay plans are “long on carrots and short on
sticks.”** Time and again he has expressed himself against:

e The misuse of stock options by CEOs and their immediate assis-
tants, and
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e Their lobbying against an accounting rule that would have made
companies charge options to corporate earnings.

Contrary to the majority of CEOs who shower themselves and their
inner circle with bonuses and presents, Buffett paid himself a very reason-
able annual salary of $100,000 with no bonuses or stock options attached
to it. By contrast, shareholders have seen the value of their stake in the
company rise almost steadily.

The CEO of Berkshire practiced what he preached also in companies
he temporarily took control of. Pay was a vital issue at Salomon Brothers,
when Buffett took the helm of the investment bank in the mid-1990s fol-
lowing a disaster. Salomon Brothers’ compensation was $1.36 billion in
1994, two- thirds of the total noninterest costs of $2.04 billion.

For Buffett, the pay question was not simply a matter of cost cutting.
He felt that high pay levels for certain individuals symbolize much of
what is wrong with a firm and an industry. In the individualistic cul-
ture of the last two decades of the twentieth century, star performers in
the firm received huge salaries that were not necessarily commensurate
with their performance (More on the problems that have dogged Salomon
Brothers in section 8).

Warren E. Buffett’s pay scheme at Salomon Brothers aimed to link pay
to profits by setting a threshold return on equity below which managing
directors in the client-driven business would receive a relatively miserly
35 percent of their 1994 compensation. If the return exceeded the thresh-
old, the “partners” would take 40 percent of the profits. This was a very
reasonable plan, but the investment bank’s fat cats revolted because of
lust and greed.

What Warren E. Buffett failed to realize in the Salomon Brothers case
was that even a powerful manager like he could not stand up to the pro-
prietary traders who gambled with the firm’s own money, and who made
a dominant share of Salomon Brothers’ profits in the late 1980s. John
Gutfreund, the former CEO, had contributed to the huge bonuses culture
by caving in when asked for outrageous amounts of money. That set the
tone for later disruptive battles over pay.

At Salomon Brothers things went awry after the firm was hit by
the government bond auction scandal in August 1991. In retrospect,
Gutfreund’s departure was a crucial turning point. Buffett’s attempt to
bring back discipline was another milestone. He failed to tie the bonuses
to the firm’s performance because things had already gone too far and
he lacked clout with the traders. His efforts led to a rash of departures
by senior staff, which undermined his authority at the brokerage; he was
unable to redress a situation that had run out of control.
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8. Firing an Inefficient CEO

Underperformance is a characteristic widely shared by poor managers. In
the early twentieth century John Patterson, then CEO of National Cash
Register (NCR) fired an underperforming executive by moving his desk
and chair to the front of the company’s factory, having it doused in kero-
sene, and set alight in front of the incumbent. When he was the boss of
Occidental Petroleum, Armand Hammer kept signed in his desk, undated
letters of resignation from each of his board directors.”

Shareholders and board members have a tough time when they try to
kick out poorly performing CEOs. At troubled American Express, James
D. Robinson ITI couldn’t escape growing shareholder disgust with how he
clung to power. On January 30, 1993, just a week after it had misleadingly
seemed that he had secured his position, Robinson declared he would quit
as chairman of the financial services company. His decision followed res-
ignations by IBM chief executive John F. Akers, and Paul E. Lego, the
CEO of Westinghouse Electric.

This triple fall from the top of the pyramid has been the remit of World
War II generation of managers, a group some analysts called “the most
powerful ever.” Swinging in behind them, and maybe pushing them out,
was a new generation of younger managers who tested their wings in tak-
ing control.

As problems mounted in American Express’s travel-card operation and
at its Shearson Lehman Brothers brokerage subsidiary, shareholders and
a few dissident directors pressed for change at the top. James Robinson
tried to quash the uprising and succeeded in salvaging the chairman’s
office for himself and the CEO’s post for Harvey Golub, his choice as
successor. Rather than keep battling, three board dissidents resigned. It
was only the news of fresh losses at Shearson, amid record profits else-
where on Wall Street, that provoked a new fury from investors and finally
ousted Robinson.

The sluggish corporate performance by former General Motors chair-
man Robert C. Stempel and Digital Equipment’s Kenneth Smith Jr.,
opened up a wave of change. But did their successors John F. Smith Jr.
and Robert B. Palmer perform any better? Smith may be, but not Palmer,
who presided over the final demise of DEC. The law of unintended conse-
quences has been a real tragedy of corporate life:

e Changes occur only after it’s too late, and
e Their results can never be projected with precision.

The aftermath of the first bullet is that instead of capitalizing on oppor-
tunity, companies tend to respond to crisis. When an entity is down, it is
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pretty hard to put it together again, restoring its past glory. The most vis-
ible result of the second bullet is embarrassment and deception, followed
by the very reputation of the directors and of the new CEO being at stake.
But staying with business leaders who are not in command is no solution
either.

BankAmerica’s David Coulter had been chief executive of the newly
formed BankAmerica-NationsBank merger only a few months when the
enterprise announced a $1.4 billion loss (big money at that time). Coulter
fell on his sword right after the losses became public.

Wall Street is always ripe with speculation that “this” or “that” CEO
may be the next to go, because he is accountable for something going
wrong. Kenneth Burenga, Dow Jones’ president and chief operating offi-
cer, resigned at 54 in the aftermath of Dow Jones’ failed attempt at the
financial services business.

A similar story played out at Salomon Brothers as chief executive
John H. Gutfreund (1983-1991) made some major mistakes. Perhaps the
worst was failing to inform the New York Federal Reserve Bank in 1991
when the firm found it had submitted a false bid in a Treasury note
auction.

While he was never charged with wrongdoing, Gutfreund resigned
from Salomon and agreed to pay a $100,000 civil penalty. Another major
error was cutting a special pay deal with supertrader John W. Meriwether,
which badly undermined the firm’s compensation system.

Yet nearly after four decades at Salomon, Gutfreund had left a legacy.
He had built up the firm from a small, parochial bond house into one of
the preeminent capital-raising firms in the world. He had vision and was
passionate about the securities business. He told new recruits to come in
every morning ready to bite the ass off a bear. Gutfreund had also made a
name for himself because of:

e Being able to manage big egos, and
e Gauging losses by the expression on a trader’s face.

Under his leadership was created much of the value of Salomon, and
then destroyed through a short list of flawed decisions. Deeper personal
accountability is the answer to these executive failures that can break
and sink an enterprise. This deeper accountability existed in America,
though it took a leave. Some say that personal accountability has never
really characterized the more secretive environments of European
firms.

According to knowledgeable observers this is a basic reason why
European corporate leaders winced when a few heads among them rolled
in the late 1990s. The most prominent were Mattthis Cabiallavetta,
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chairman of UBS; Hans Wilhelm Gaeb, Adam Opel’s supervisory board
chief; and Gian Mario Rossignolo, Italia Telecom’s chief executive.

In terms of CEO accountability, one of the major and persisting
problems in Europe, is that the mantle of chief executive officer comes
almost with a sense of entitlement. This is a job to last for years. Somehow
investors and the company must learn to live through it. The permanence
of the CEO’s job is now changing, as the travails of several European
companies now hit their CEOs on the head.

One of the basic reasons is globalization: Every public company is
bound more or less by the same rules. Investors don’t tolerate losses or
poor performance for long, and chief executives need to be more in the
marketplace than in the boardroom, talking to customers, seeing people
who are business partners, and trying to sense what’s going on. The ivory
tower complex is more or less past, but the challenge of unloading a poor
CEO without any collateral damage remains.

It is always tough to get a bad CEO out of the company’s system. He
will resist, and this inevitably leads to a dog fight. When talking about
how to get rid of an inefficient senior executive, Dr. Neil Jacoby, my pro-
fessor of business strategy at UCLA in the early 1950s, advised that he
should be given enough cord so he could hang himself. The whole trick is
that he hangs himself before he destroys the company.

Edward I. Koch, the former mayor of New York, describes the exchange
of tough words with city executives he wanted to fire thus: “We just walked
in and said: “You have to go, and they said ‘We are not going, and I said ‘Yes
you are, it’s just a question of how you’re going.”?® That’s another advice on
cleaning up the house of which the reader should take note.

Strong-arm tactics can be effectively supplemented by legal procedures.
Donn Vickrey, executive vice president of Camelback Research Alliance,
thinks auditors should not just sign off on clients’ financial statements.
They should also grade the quality of their earnings.?” For instance, a com-
pany that was truly conservative in its accounting would get an “A,” while
one that used aggressive accounting tricks would receive a “D”

The proper grading of accounting practices is important, even if on
the surface they are compliant with GAAP. This can ensure that com-
panies are under pressure to not just make their numbers but also aim
for high-quality ratings. It also provides a quantitative basis for judging
the quality of management by eliminating the transitory effect of creative
accounting practices.



Social Ethics and
Rising Corruption

1. Social Ethics

Nearly all governments are involved in providing health services, pen-
sions, disability compensation, and unemployment insurance to the
citizens of their country. Western nations are heavily committed along
these lines, characterizing a social net that is generally considered as live
evidence of social ethics. They explicitly define minimum coverage and
finance the associated programs with both revenue streams from taxa-
tion and by increasing the public debt.!

Over the years this has led to a large amount of unfunded liabilities
accumulated by programs designed to provide some type of social subsidy
to nearly everybody, and most particularly to the low-income segments of
the population which has come to believe that they are entitled to it. The
easier way out for second-rate politicians and weak governments has been
to make these programs mandatory with little or no consideration for
the risk they represent to the economy in terms of at least two important
factors:

e The weight of the public debt they have created and continue to cre-
ate, which is crashing the national economy, and

e The distortion of the citizens’ personal responsibility as they no
more need to care about their health and their pensions, having
learned to depend on state support for both.

Rising social costs associated with the State Supermarket and its enti-
tlements have led to unprecedented levels of peacetime debt in America,
Europe, and Japan while developing nations are not too far behind. To
be reduced, this massive public debt necessitates fiscal austerity. The
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downside is that together with rising unemployment, reduced economic
growth, income inequality, and poor governance, restructuring the sov-
ereign’s budget leads to:

e Social unrest in the form of protests, and
e A more radical political response in the form of repressive
taxation.

In all Western countries major policy decisions regarding the restruc-
turing of the unsustainable social net have been repeatedly postponed
because of internal wrangling, while the debt-ridden economy sinks
deeper into recession. This creates threats to both financial stability and
government stability. It also keeps the social and political restructuring
in suspense through events that happen by default rather than through an
exercise of leadership.

Over the past decade, in the absence of a significant economic revival
in Western countries, the real income of middle and lower income groups
has been decreasing. As a result, the disparity between the rich and the
poor has widened while different government agencies take it upon them-
selves to right the balances. To address just one issue, high unemploy-
ment, the Federal Reserve has acted as a not-so-successful fire brigade,
finding out the hard way that:

e Unemployment is more complex to manage than inflation, and
e Monetary instruments are blunt tools to manage unemployment,
even if central banks keep on using them.?

It is far from evident how to get out of the rising public debt trap while
preserving social ethics. This situation is so complex that there exists no
universally valid solution. The policy of kicking the can down the street
is typical of politicians who have no experience of how to gain credibility
by solving problems involving social, political, and economic factors all at
the same time. If they had, they would have appreciated that in complex
cases like this nobody, even the ablest, can get the approach right the first
time around because:

e Each case is different from the one that preceded it, and
e Each has too many variables considered to be essential.

Success is based not only on unbending determination and analytical
thinking, but also on explaining to the common citizens that, after all, it
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is their money that is on the line—and it is urgent to preserve the coming
generations’ income from crushing taxation, which is a crucial part of
social ethics.

To ensure that sovereign expenditure does not exceed sovereign
income, and, therefore, does not create a new debt, is a matter of sound
governance, not of austerity or of philanthropy. Besides, philanthropy,
too, has its limits. In Warren E. Buffett’s opinion the main reason why
a philanthropic act is harder than making money is that in business one
goes after the lower-hanging fruit while in philanthropy one is trying to
tackle problems that are inherently difficult. For instance, how to end
urban poverty.

In addition, the ineffectiveness of philanthropic endeavors is the
fault of both those who receive the grants and of those who pro-
vide them. Deciding what one will do to make a change happen is a
choice that requires not only solid objectives but also careful planning
on behalf of donors. At the receiving end, those getting the money
should ask themselves: What am I accountable for? What do I offer in
exchange?

In many cases philanthropy has lost its focus as a basic social ethic
because people look at it under the prism of a one-way process of wealth
transfer, which is untrue. During his early years Andrew Carnegie, a
Scottish immigrant to America who eventually became the king of steel
and a great philanthropist, spent Saturdays and Sundays studying books
in public libraries. In remembrance, when he became a multimillionaire
he built libraries all over the United States but if people do not visit these
libraries to learn from the books (which is a give and take principle), then
social ethics are poorly served.

This is true of all domains of human activity. Richard W. Fisher, presi-
dent of the Federal Reserve of Dallas, said that the biggest US banks stand
to lose their risk management focus.? That is absolutely true. Not only the
US banks but all big and complex banking groups around the globe have
lost or stand to lose their risk control focus (again a give and take prin-
ciple). They are more interested in all sorts of dealings and less interested
in controlling the exposure that they assume.

The sense of balance, which is so critical to social ethics, is simply
missing. In its annual reports just prior to a 2011 scandal UBS stated that
disciplined risk management and control are essential to its success. That
assertion has proved right in the most curious way, after allegedly unau-
thorized bets cost the bank a whopping $2.3 billion. In the aftermath,
Kweku Adoboli, a 31-year-old trader, was arrested and charged with fraud.
His case bears striking similarities to that of Jérome Kerviel (section 6),
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the man who gambled with money belonging to France’s Société Générale
in 2008. Both Kerviel and Adoboli had:

e Started their banking careers in the back-office, and
e Moved on to trading desks designed to provide clients with deriva-
tives and other exposures,

Adoboli took advantage of a loophole in the securities law by using
exchanged traded funds (ETFs, chapter 7) to book fake transactions
(ETF rules do not force brokers to immediately produce confirmations of
trades). Because by overplaying their hand in trading credit institutions
have lost their risk management focus, they are vulnerable to this sort of
manipulation.

The blowing of a $2.3 billion is an abdication of areté the way the
ancients have defined it, which blends ethics and efficiency (chapter 1).
Fraud is an antisocial activity that flourishes in an environment of poor
management planning and control, where it provides evidence that those
in charge are not able to perform their functions. If the corporate CEO, or
sovereign, makes a detailed study of assets and liabilities under his watch
then he would know exactly what he needs to do to reach his goal and
what he will find when he gets there. But in real life this sort of meticulous
study of one’s duties and responsibilities has indeed become a rarity.

2. La Forza del Destino

To avoid being tempted into a self-deluded belief in their own success,
social and political reformers should create social solutions with a feed-
back. This will force them to hear what may at times be unpleasant truths
about the lack of effectiveness in their work, and may be about an absence
of ethics. The right feedback is what Socrates called his inner demon (sec-
tion 5) that constantly challenged its master to improve his performance.
Any system that does not improve over time, drifts.

Aloofness and the absence of feedback have led the American and
European politicians, and their governments, to believe that they can
have their cake and eat it too. If one listens to political pronouncements
from politicians ranging from Barack Obama to Francois Hollande he is
entitled to doubt that those in charge will ever be able to simultaneously:

e Reduce the public deficit, and
e Create new employment opportunities.

Even a baby nowadays knows that these two goals are mutually exclu-
sive if one wants to pursue them in parallel, but politicians find it hard
to make tough choices. If they were not lying to the public politicians
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would have admitted that even with stringent measures it will take the
better part of ten years to clean the public deficit mess, and over this
time employment will be lagging as fewer jobs are created to accommo-
date the young entering the labor force.

A couple of centuries ago, Adam Smith identified the proportion of
the population employed and the skills of the workforce as the primary
determinants of the wealth of nations: Economic growth and the increase
in employment opportunities are correlated. But the present-day over-
leveraged and dysfunctional economy, instead of producing wealth, tries
to find ways to redistribute existing income, privileges, benefits, and
“security”™

e Without a plan, and
e Without success.

This resembles a communist regime like a twin, even if it is done in the
name of democracy (a false assertion) by supposedly center-right politi-
cians. The looting of existing wealth continues, engineered by govern-
ments increasingly unable to finance welfare systems. In reality what has
become la forza del destino is the politicians’ inability to get out of the
vicious cycle of making “social” promises they know they cannot finance,
which creates a bleak destiny.

In an articl