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Abstract

The Enron case challenges some of the core beliefs and practices that have
underpinned various positions in the debates about corporate law and governance, including
mergers and acquisitions, since the 1980s. In particular, Enron raises at least the following
problems for the received model of corporate governance:

Firdt, it provides another set of reasonsto question the strength of the efficient market
hypothesis, here, the company’s dizzyingly high stock price despite transparently irrational
reliance on its auditors compromised certification.

Second, it undermines faith in the corporate governance mechanism —the monitoring
board — that has been offered as a substitute for unfettered shareholder access to the market
for corporate control. In particular, the board' s capacity to protect the integrity of financial
disclosure has not kept pace with the increasing reliance on stock price performance in
measuring and rewarding managerial performance.

Third, it suggests the existence of tradeoffs in the use of stock options in executive
compensation because of the potential pathologies of the risk-preferring management team.

Fourth, it shows the poor fit between stock-based employee compensation and
employeeretirement planning. Moregeneraly, it raises questions about the shift in retirement
planningtowards defined contribution plans, which make employeesrisk bearersand financia
planners, and away from defined benefit plans, which impose some of the risk and fiduciary
planning obligations on firms.

Although the disclosure, monitoring and other failures may lead to useful reforms,
Enron aso reminds usthat thereis a problem that cannot be solved but can only be contained
in the tension between imperfectly fashioned incentives and self-restraint.

Keywords. Enron, corporate governance, efficient market, accountants, directors, stock
options, pensions
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On October 16, 2001, Enron Corp., a Houston-based energy trading and
distribution company famous for its advocacy of energy deregulation, announced a
$1.01 billion “non-recurring charge” related to “losses associated with certain
investments ... and early termination during the third quarter of certain structured
finance arrangements with a previoudly disclosed entity.”* Chairman and CEO Ken
Lay reassured investors about the strength of the company’ s core businesses, said he
was “very confidant in [Enron’ §] strong earnings outlook” and “reaffirmed” that the
company was"“ on track to continue strong earningsgrowth.” Nevertheless, thewrite-
offs produced athird quarter loss of morethan $600 million and surprised Wall Street.
Moreover, theWall Street Journal reported that $35 million of thelossesderived from
business dealings with partnerships managed by the company’s CFO, Andrew S.
Fastow.?

The bad news, the reported conflict of interest, an ensuing SEC investigation,
and the fall in Enron’s stock price from the mid-$30s to the low-$20s, triggered a
crisisof confidenceinthecompany. Enron’ senergy trading business, itscrown jewel,
depended crucialy on solid finances, since parties dealing with Enron were loathe to
assume significant counterparty credit risk: a serious chance that Enron could not
perform on a contract to buy or sell energy meant that parties would no longer trade
with the firm. In desperation, Enron turned to a merger with its crosstown rival,
Dynergy, to save the day. Then on Nov. 8, Enron released a bombshell. The
quarterly earningsstatement restated (i.e., reduced) previously reported earningsback
to 1997 by $586 million, a20 percent reduction in profitsover the period, “mostly due
to improperly accounting for its dealings with partnerships run by some company
officers.”® The quarterly statement revealed more about Enron’s troubled financial
relationship with officer-managed partnerships.

The third quarter report was devastating. The ramifying implications led
Dynergy to call off themerger. On December 2, barely six weeks after the crisisfirst
broke, Enronfiled for bankruptcy. The turnabout wasremarkable. By someturnover
measures, Enron had been the seventh largest company in the United States. Barely a
year before, its stock had crested at $90 a share, yielding a market capitalization of

' “Enron Reports Recurring Third Quarter Earnings of $0.43 Per Diluted Share; Reports
Non-Recurring Charges of $1.01 Billion After-Tax; Reaffirms Recurring Earnings Estimates of
$1.80for 2001 and $2.15for 2002; And Expands Financial Reporting,” Enron Corp. PressRelease,
Oct. 16, 2001, available at www.enron.com. For ageneral “history,” see Kurt Eichenwald with
DianaB. Henriques, “Web of DetailsDid Enron In AsWarningsWent Unheeded,” N.Y . Times, Feb.
10, 2002, p.AL.

2 John R. Emshwiller & Rebecca Smith, “Enron Posts Surprise 3“-Quarter Loss After
Investment, Asset Write-Downs, Wall St. J, Oct. 17, 2001.” (available at wgj.com)

% John R. Emshwiller et al, “ Enron reduces Profits for 4 Y ears by 20%, Citing Dealings
With Officers’ Partnerships,” Wall.St. J., Nov. 9, 2001 (available at WSJ.com).
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approximately $80 billion. The company was an invariably mentioned in “most
admired” lists of US companies; its CEO was lionized in Houston and a nicknamed
confidant of the President of the United States.

Enron’s collapse triggered investigations by a “special committee” of the
Enron board, the SEC and the Justice Department, nearly a dozen congressional
committees, and various shareholder plaintiffs’ attorneys. The Enron board’ s specidl
committeeinvestigation suggested that asubstantial fraction of thecompany’ sreported
profits over a four year period had been the result of accounting manipulations.*
Early targets included Enron’s senior officers, the accountants Arthur Anderson, the
Enronboard and its various special oversight committees, and thelaw firm Vinson &
Elkins, which helped put together the controversial transactions. Not only had Enron
apparently filed false and misleading disclosure documents, but insiders alegedly
sold stock and exercised options while publicly restating their faith in the company.
By contrast, rank-and-file employeeswere unableto sall their Enron stock locked into
so-called “401(k)” retirement plans. This particular element — privileged insiders
walking away with hundreds of millions in stock-related profits while ordinary
employees were losing a substantial chunk of life savings — added to the political
saliency of the events.

The Enron case plays on many different dimensions, but its prominence is not
merely part of popular culture's obsession with scandale de jour. Rather, Enron
challenges some of the core beliefs and practices that have underpinned the academic
analysis of corporate law and governance, including mergers and acquisitions, since
the 1980s. These amount to an interlocking set of ingtitutions that constitute
“shareholder capitalism,” American style, 2002, that we have been aggressively
promoting throughout theworld. In particular we have cometo rely on particular set
of assumptions about: the connection between stock market prices and underlying
economic redlities; the reliability of independent auditors, financial standards, and
copious disclosure in protecting the integrity of financial reporting; the efficacy of
corporate governance in monitoring managerial performance; the utility of stock
options in aligning managerial and shareholder interests, and the value of employee
ownership as both an incentive device as well as aretirement planning tool.

In particular, | want to asset that Enron raises at |east the following problems
for the received model of corporate governance:

First, it provides another set of reasonsto question the strength of the efficient
market hypothesis, because its stock price reached dizzying heights despite
trangparently irrational reliance on its auditors' compromised certification.

* See Report of Investigation by the Specia Investigation Committee of the Board of
Directors of Enron Corp, Feb. 1, 2002.



Second, it undermines faith in the corporate governance mechanism — the
monitoring board — that has been offered as a substitute for unfettered shareholder
access to the market for corporate control. In particular, the board’'s capacity to
protect the integrity of financial disclosure has not kept pace with the increasing
reliance on stock price performance in measuring and rewarding managerial
performance.

Third, it suggests the existence of tradeoffs in the use of stock options in
executive compensation because of the potential pathologies of the risk-preferring
management team.

Fourth, it showsthe poor fit between stock-based empl oyee compensation and
employee retirement planning. More generadly, it raises questions about the shift in
retirement planning towards defined contribution plans, which make employeesrisk
bearers and financia planners, and away from defined benefit plans, which impose
some of therisk and fiduciary planning obligations on firms.®

|. The Efficient Market Hypothesis

Although the efficient market hypothesisis a useful null hypothesis about the
workings of a well-developed capital market, sophisticated application in policy
settings requires awareness of itslimitsaswell asitspower. The 1987 stock market
crash, which in retrospect still seems like a random quantum fluctuation, and the
recent dot.com exuberance, which looks like a classic bubble, both give ample
evidence of those limitations. Even if it isthe case that the prevailing stock priceis
best available estimate of expected future cash flows, “ best” may not be very good in
some cases. But Enron seemsto demonstratethoselimitsinanew way. If thedot.com
boom, for example, was a sectoral goldrush, Enron’s price escalation (hitting a
multiple of 60 on trailing earnings) showed how markets can ignore the handwriting
on thewall for asingle firm. It seemed barely possible that the internet was about to
become the prime medium for transactionsin the United Statesand that thefirmswhich
staked their claims first would achieve increasing (and enormous) returns to scale.
The failure of markets adequately to assess the earnings prospects at Enron isamore
granular failureand thusmoretroubling. How canthe market price sowidely diverge
fromintrins c valuedespitethefirm-specific scrutiny that market institutions, including
abattalion of securities analysts, bring to bear on such awidely-held stock? Evenif
Enronlacked candor, indeed, active misled, about itstrue financial condition, wasn’t
enough was known to sophi sticated market participants about Enron’ s murky finances
so that efficient markets should never have placed such ahigh value on Enron’ sstock?

® For awide-ranging account of the Enron collapse, see William W. Bratton, Enron and the
Dark Side of Shareholder Value (forthcoming Tulane Law Review, May 2002).
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The arguments has afew steps. First, it was knownand widely discussed in
the analytic community that Enron’ sfinancial structurewashighly complex and that the
bodies were buried in off-balance sheet entities that were cryptically described in
Enron’s disclosure documents. No one on the outside really understood Enron’s
financia condition but they also knew they didn’t know. Asoneanayst put it, Enron
was a“faith” stock. Y et such willful obscurity ordinarily leads to skepticism rather
than belief. Enron could have disclosed more but did not. It reveled in information
asymmetry. What were we to infer from this — that it had a secret, non-patentable
elixir for money-making (that investment banks wouldn’t have already shopped to
every other largefirm)? Or rather that full disclosure would have been embarrassing?
George Akerlof just won aNobel prize for providing the answer to that question.® In
other words, in an efficient market, Enron should have beena“lemons’ stock instead
of a“faith” stock.

Not so simple, you might say: Enron’ saccountants, Arthur Andersen, certified
that the financial statements “fairly presented” the overall financia picture of the
company, and the reputational capital of a Big Five accounting firm credibly bonds
Anderson’s certification. Andersen’sfailure was a surprise, you might say. But, in
fact, it seems to have been aforseeable failure. That Andersen had alot to lose from
abad audit is insufficient. No one who observed the firm-threatening bridge loans
madein leveraged transactionsin the 1980s by investment bankers eager for asuccess
feecan believethat thereisnecessarily alink between what isrational for thefirm and
what actions may be taken by the firm’s self-interested agents. Much depends on the
way the firm manages the internal moral hazard problems. On the basis of what we
knew before the Enron collapse, the credibility of Andersen’s certification had been
severely compromised, first becauseit had permitted itsindependence asafirmto be
fatally undermined, and second, the interna governance of Andersen wasinsufficient
to control potentialy aberrant behavior by its partners.

Much has been aready said about the problems raised by letting accounting
firms cross-sell various consulting services to their audit clients. As one of my
colleagues pithily put it, “The batter ought to worry about the umpire who is selling
life-insuranceto the pitcher.”” But the issue bears close examination for what it says
about the credibility of Andersen’s certification. The most important guarantor of an
accountant’ s independenceisthat itsfiring is highly salient. Thisisamaterial event;
it must be disclosed on an Schedule 8-K and even if the accountant breathes not a
word about the precipitating facts (and the accountant may shout from the rooftop), it
will trigger scrutiny and inquiry. Firing the accounting firm isthusa“high visibility
sanction” that may well cause more harm to the sanctioning company (and its officers

® George Akerlof, The Market for ‘Lemons: Quality Uncertainty and the Market
Mechanism, 84 Q. J. Econ. 488 (1970).

" See generally, John C. Coffee, Jr., The Acquiescent Gatekeeper: Reputational
Intermediaries, Auditor Independence and the Governance of Accounting, Columbia Law School
Center for Law and Economics Studies, W.P. 191, May 2001, available on SSRN.
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and directors) than to the accountant, and therefore it cannot be credibly threatened to
bring into line an accountant who disagrees with management about an important
accounting matter. Indeed, too vigorous an effort to force a particular accounting
treatment may well trigger an accountant’ s resignation, also a material event.

This picture dramatically changes when the accounting firm begins to cross-
sell consulting services. It is not that the accountant now has more at stake in the
relationship and thus would lose more if fired by the company. Nor isit smply that
the accountant may now have a particular reason to please, or at least not alienate, the
client who may buy additional services, and may even hope that cooperation on
difficult accounting questionswill be appreciated as part of atotal client relationship.
Rather, it isthat theclient now hasavailablearepertoireof “low visibility sanctions’
to discipline the accountant’ s behavior. If the accountant isresistant, a contract may
be withheld or not renewed (or if the accountant is cooperative, the reverse). But
unlike the firing, these disciplinary measures will not be disclosed. (Evenif thetotal
amount of the accountant’ s consulting servicesisdisclosed, theinvestor will not have
afull picture of the accountant-issuer relationship, because the disclosure will not
reveal the set of potential contracts.) Thustheissuer now has credible threats against
an accountant who disagrees with management on an important issue. Moreover, the
issuer now knows the accountant’s type: no accounting firm which prizes its
independence above all else would put itself in a position where that independence
is so readily undermined. To push the argument further: This may be why there are
twopolar equilibriainthe bundling of auditing and consulting services. Accountants
cannot afford to compete on their relative independence. The willingness to expose
oneself to low visibility sanctions — the sacrifice of inherent independence — offers
such acompetitive advantage in attracting audit clients that there will be araceto the
bottom.

Thereisarelated cultural factor associated with consulting that also tendsto
undermine the credibility of the accountant’s certification. The press has often
referred to the bundling of auditing and glamorous information technology consulting.
But the more common, and more insidious, bundle may be auditing plustax planning,
because of the carryover mindset from "tax planning” into "accounting planning.”
Tax planners provide value by structuring acompany’ stransactions so asto minimize
tax, applying a formaist’s approach to the constraints of the tax law against a
background interpretive norm of “reasonable basis.” 1f aclose, ingenious reading of
the Code and the regulations permits a reshaping of economic reality to minimize
taxes, then excelsior. Whatever the ultimate social desirability of such
gamesmanship, at least it serves the narrow shareholder interest of maximizing after
tax income, that is, increasing the cash in the corporate till. But this tax planning
approachall too readily carriesover to“accounting planning,” in which theaccountant
aggressively construes accounting rules to maximize reported income irrespective of
lessilluminating disclosureto the ultimate client, the shareholders. Accounting rules,
like the tax rules, become the subject of professional manipulation, despite a
potentially distorted portrayal of the underlying economic reality. The ingenious
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evasion wins a merit badge and perhaps additional compensation.® Thus
“independent” accountants become part of the management “team.” Moreover, the
balance sheet i sdisaggregated, as each successivetransactionisevaluated on astand-
alone basisagainst the accounting rules, myopically applied. Soin additionto thelow
visibility sanctions, consulting can create aculturethat underminesthe capacity of the
accountant to make the arm’ slength judgment about public financial sthat must “fairly
present” the underlying economic realities taken as awhole.

Yet al of thisis known to sophisticated investors. The sharply diminished
value of Andersen’s certification for a company like Enron with complicated
accounting, abundant consulting opportunities, and obvious accounting planning,
should have been impounded in Enron’ s price from the get go. Apparently it was not.

Thereissecond compromising element of the value of Andersen certification,
the weakness of itsinternal governance mechanismsin controlling the behavior of the
firm’ spartners, theinternal agency problem.® Theprevious paragraphsaddressed the
independence of Andersenasafirm, but of course servicesweredelivered by specific
agents of the firm, its Houston partners. It now seems that the compensation of the
Houston partners was significantly tied to their client billings both for auditing
services and consulting services. Enron might have been arelatively small client for
Andersen, the firm, but it was the largest client for its Houston office, and, for the
Enron relationship partners, perhaps their only significant client. The forces that
would undermine the independence of the firm are much magnified in the case of the
relationship partners. In a multi-office, multi-national firm like Andersen, it may be
economically rationa to treat each office as a profit center and to tie a significant
portionof partner compensation to own-billingsor office-billings. But the consequent
threat to the partner’ sindependence and theresulting risk to Andersen’ sreputation are
forseeable and seem virtualy to compel an appropriate internal monitoring
mechanism. The disparity between the value of the Houston partners share of
Andersen’ sreputation and the value to them of a continued (or more lucrative) Enron
client relationship sets up an obvious mora hazard problem. This problem is
compounded by the interaction with the first compromising factor. That is, the low
visibility sanctions associated with the bundling of audit and consulting serviceshave

8 The Enron Special Committee report confirms Andersen’srolein helping to structure
Enron’ s off-balance sheet entities despite the obvious disclosure deficit that was created.

My tax colleagues think the chain of causation runs in the reverse direction: that the
accountants’ apparent satisfactionwithliteral compliancewiththetechnical accountingrulescarries
over totheir approach to thetax code and regulations, despitethe* substance over form” interpretive
stance of the IRS. But the accountant’s duty to certify that audited financia “fairly present” the
financial position of the company amounts to a comparable “ substance over form” test aswell.

® This section benefitted particularly from conversations with Jon Macey.
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particular compromising force at the relationship partner level because of the impact
of lucrative consulting contracts on relationship partner compensation.

There are at |east two obvious waysto monitor. First, aninternal “inspector
genera” might provide disinterested internal review of important accounting
judgments made by the Houston partners, aninternal auditor’ saudit. Second, partners
might rotate among offices (for the same reason that bank officers frequently rotate).
Neither of these mechanisms, nor any other, seems to have been used by Andersen.
Indeed, it seems that the Houston office could reject accounting judgments from
Chicago headquarters with impunity.1°

But this absence of internal controlswas no secret. It waswidely known, one
presumes, to accounting sophisticates, and thus the consequent undermining of the
credibility of Andersen’ s certification should have been impounded in Enron’ sprice.
Yet throughout the period that Enron was assembling its deceptive array of off-
bal ance sheet partnerships and special purpose entities, its stock soared.

How are weto interpret the gradual fall in Enron’s stock price during 2001,
in absolute and market-adjusted terms, despite steadily increasing reported earnings

1% For accounts of the cultural and monitoring failures at Andersen, see Ken Brown &
Jonathan Weil, “How Andersen’ s Embrace of Consulting Altered the Culture of the Auditing Firm,”
Wall St. J.,, March 12, 2002, p. C1; lanthe Jeanne Dugan, “Did You Hear the One About the
Accountant? It's Not Very Funny,” Wall St. J.,, March 14, 2002, p.AL.

Andersen’ sinternal monitoring failureisone of the genuine puzzles about Enron.
After all, Andersen’s business, its core competence if you will, is anticipating internal agency
problems, especialy in the financial realm, and figuring out howto minimizethe consequent risks
through internal monitoring systems. How isit that this shoemaker failed to make shoesfor itself?
One benign explanation isthat Andersen, the firm, failed to realizeits evolution from a partnership
of accounting professionals, “certified public accountants’ constrained by a strong sense of
professional ethics, to a profit-maximizing business organization using high-powered incentive
compensation schemes. The internal monitoring systems that might suffice in the case of the
former are woefully inadequate to the case of the latter. In the course of pursuing consulting
business and in devising compensation systems designed to maximize partner incomes, Andersen
underwent a “norms shift” that required a matching change in the internal monitoring system.
Perhaps the partners were unable to look at themselves hard enough in the mirror (or to hold a
mirror to the firm).

This observation may have implications for the large law firm, another organization of
professionals, “lawyers,” which in general is moving towards incentive-based compensation. The
internal monitoring system that may have been appropriatefor asmall organization of “ partners’ who
were compensated on alock-step system and who may have highly valued a sense of professional
identity will not be appropriate for a profit-maximizing large firm using high-powered incentive
compensation schemes. Not only will the sense of “professional ethics’ change, but such an
environment will put greater pressure on such constraints. Law firms, like accounting firms, may
find themselves at significant risk in the absence of strenuousinternal monitoring.



during the period? The stock price hovered around $80 per share in January and
February, drifting down to $60 in March and April, falling to $50 in the summer and
to $40 by early fal. Yet the company was reporting favorable operating results
including substantial increasesin quarterly earnings per share, an 18 percent increase
for the first quarter, a 32 percent increase for the second quarter. Perhaps there was
informationleakage from the partnership participants, who possessed nonpublic deal
documents that could have revealed the potentia fragility of Enron’s accounting
alchemy, or perhapsthe pressure of skeptical short sellerswas having an effect. This
provides only limited vindication of the efficient market hypothesis because of the
slow correction of the initial overpricing. Indeed, the pattern is consistent with an
undersupply of arbitrage in the presence of “noisetraders,” one of the by-now classic
explanations of the limitations on market efficiency.

In short, Enron disturbs the efficient market hypothesis. The only compelling
reasonnot to assumetheworst about Enron’ sdeliberately obscurefinancia statements
was because of Andersen’ s certification, yet the market “knew” that the certification
had little value.*?

I1. Board-Centered Corporate Governance

The efficient market hypothesis has been one of the underpinnings of the
argument for shareholder choice in the decision whether to accept ahostile takeover
bid at a premium to the market price. (It is by no means a necessary step to that
conclusion, however, since the possibility of a gap between prevailing market price
and intrinsic value hardly resolves the question of whether management has markedly
better information and superior evaluative skills so as to outweigh the agency
problems.) Thosewho argued most strenuously against unfettered sharehol der access
to hogtile bids, for management’ sright to “just say no,” have offered the visible hand

" For asummary seeAndrei Shleifer, AnIntroductionto Behavioral Finance 28-52 (2000).
For an interesting venturein the creation of “ behavioral securities regulation” animated in part by
the Enron case, see Donald C. Langevoort, Taming the Animal Spirits of the Stock Markets: A
Behavioral Approach to Securities Regulation, forthcoming Northwestern Law Review, fall 2002.

12 The suggestion that Enron’s $90 stock price could be justified as the weighted average
of investor expectations (e.g., a50 percent chance that Enron wasworth $180 a share, a 50 percent
chancethat it was worth nothing) is not consistent with the usual lemons equilibrium. Purchasers
who are unabl e to determine whether the good is high or low quality assume they are purposefully
being kept in the dark; they offer the low quality price, not an “average” quality price. (More
technically, the value of Enron was not a“normally distributed random variable.” At the very least
the “low quality” outcome should have been much more heavily weighted than the “high quality”
outcome.) Note also that the $90 stock price reflected a price-earnings multiple of 60. Itishard
to imagine $90 per Enron share as the expected vaue of a probability distribution that gave
significant weight to alow quality outcome.
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of robust corporate governanceinstead of the market in corporate control asasolution
to the agency problems of large public corporations. That is, the appropriate remedy
for the problem of the potentially self-interested or incompetent managerial team is
said to be the monitoring board. The major features are independent directors,
specialized committees (especially an audit committee) consisting exclusively of
independent directors to perform crucial monitoring functions, and clear charter of
board authority. Some have additionally argued for stock-based compensation for
directors, better to align their interests with sharehol ders.

Enron is an embarrassment for this position. Its board was a splendid board
on paper, 14 members, only two insiders. Most of the outsiders had relevant business
experience, adiverse set including accounting backgrounds, prior senior management
and board positions, and senior regulatory posts. Most of the directors owned stock,
some in significant amounts, almost al had received stock options or phantom stock
aspart of thedirector compensation package.. Theaudit committee had astate-of-the-
art charter, attached to the 2001 Proxy Statement for all to admire, which madeit the
“overseer of the Company’s reporting process and internal controls’” and gave it
“direct accessto financial, legal, and other staff and consultants of the Company” and
the power to retain other accountants, lawyer, or consultants as it thought advisable.
But if the report of the Enron Special Investigation Committee is accurate, the board
was ineffectual in the most fundamental way, the Audit Committee particularly
somnolent if not supine. It turns out that the independence of virtually every board
member, including audit committee members, was compromised by side payments of
one kind or another.®* Independence was also compromised by the bonds of long
service and familiarity.

Obviously one bad board does not an argument undo, but it does reveal a
certain weakness with the board as a governance mechanism. Much is made of the
heuristic biases of investors that undercut the reliability of stock market prices, but
Enronrevea sthat the heuristicfailingsof small groups may be even more pronounced.
The gap between what the Enron board knew and could have/should have knownisfar
greater than the valuation gap between intrinsic and market values that typicaly
emerge from competitive markets(one-third, Fisher Black famously suggested). Things
at Enron appeared to be going so well and management told such a convincing story
that tell-tale signs of trouble — the proposal to suspend the corporate ethics code to
permit conflicted transactions by a senior executive, an extraordinary request, really
—didn’t stir the antennae.  Skepticism, suspicion, healthy scrutiny were inconsi stent
with the board's culture. Yet this sort of cognitive dissonance, which is probably
wide-spread at corporations that appear successful, is also probably very common
even at corporations in some trouble. Boards always seem to think that hostile bids
undervalue the firm.

18 See Joanne S. Lublin, “Inside, Outside Enron, Audit Committeeis Scrutinized,” Wall St.
J., Feb. 1, 2002, C1.
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The Enron board failure may a so reveal acertaintensioninthe current modes
of director compensation and selection. Recruitment of directors who are qualified
to beboard membersof alarge public company may require substantial compensation,
especially for directorsontime-consuming or high profile committees such astheaudit
committee. Y et highlevelsof compensation may compromisedirector independence,
sinceadirector’ ssharp questioning of senior management may |led to subtle pressures
against his’her renomination. Stock-based director compensation is also a double-
edged sword: it may both enhance the board’ s vigor as a shareholder agent but also
increase its ambivalence about uncovering embarrassing facts that will reduce the
share price. Finaly, directors independence can be compromised by both “soft
conflicts,” suchassignificant charitable contributionsto aninstitution whereadirector
may have a strong affiliation, or more direct conflicts, such as consulting
arrangements. Both of these sorts of conflicts open the door tolow visibility sanction,
thistime against director independence. Thefailure to renominate adirector is high
visibility, and, much asthe accountant firing, may stir inquiry, whereas the making or
not of acharitable contribution, or entering into or not of aconsulting arrangement, are
much lower visibility and thusin practice.may undercut independence even more.

One possible way to mitigate some of these tensions is to change the
nominating and compensation practices for what might be called “trustee” directors
in large public corporations. Even where the nominating committee consists of
nominally independent directors, the CEO often plays a significant backstage role.
Perhaps the members of the audit committee, for example, should, in ordinary course,
be “self-nominated,” that is, the committee should have the power to designate the
managerial nominees for directors who will be expected to serve on the audit
committee (except that a proxy contestant should have the power to make an initial
designation of its own audit committee nominees). This would provide a useful
safeguard of independence.’* Compensation for audit committee members should be
different, aflat fee (or time-charged) rather than incentive-based. Audit committee
membersarein real sensethe corporation’s compliance officers. To protect both the
fact and appearance of their willingnessto ferret out bad facts, they should not receive
compensation closely tied to the corporation’s profits or stock price. Finaly,
charitable contributions or other side paymentsrelated to adirector’ s service should
simply be eliminated, if not for al directors, then certainly for audit committee
members and perhaps other “trustee” directors.

A group of “trustee directors’ subject to different nomination and
compensation rules differs, to be sure, from the usual U.S. pattern of generalist, non-
representative, non-constituency directors. For example, employee-designated
directors are a decided rarity in U.S. public corporations, found most prominently in

 For another mechanismto protect director independence, seeRonald J. Gilson & Reinier
Kraakman, Investment Companies as Guardian Shareholders:. the Place of the MSIC
In the Corporate Governance Debate, 45 Stanf. L. Rev. 985 (1993).
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anemployee-owned firm like United Air Lines. Theboard’ smost important decisions
typicallyinvolvemattersof overall businessstrategy or executiveleadershipinwhich
“trustee” -type considerations may not loom large and arguably asingle-minded focus
onshareholder value assuresthe best outcomes. But atrusteedirector classwould not
disrupt the functioning of the board. They would in al probability have the same
general attitudestoward shareholder valueasother directors, since ultimately they are
€l ected by and accountabl eto the shareholdersgenerally, not aparticular constituency.
Rather, they would be strengthened to function on behalf of shareholders in
circumstances where independence from management may be crucial.

The “trustee director” approach may seem more attractive when compared to
other approachesin light of Enron-type board failure. Oneadternativeistoraiselegal
liability for directorsfor breaches of duty of care, or more particularly, breach of the
duty of managerial oversight. This could be done in severa different ways.
expanding the circumstances in which liability might be attached,”® narrowing the
scope of director liability exculpation statutes to increase exposure to significant
monetary loss, or, to similar effect, curtailing the availability of corporate
indemnificationor directorsand officersliability insurance. Another alternativeisto
create mechanisms that more potently “forfeit” the reputationa “bond” that directors
allegedly post as guarantee of good performance. For example, in casesof significant
board oversight failure, the SEC could bring a proceeding to bar the directors from
serving on other public boards or institutional investors could work privately to
establish such a practice. (A lesser sanction would be a disclosure requirement
associated with director nomination of a party who had served on the board of a
company sanctioned by the SEC for a serious disclosure violation.) Each of these
alternatives depends upon accurate ex post determination of board failure and then the
application of appropriate sanctions, monetary or reputational. It's afamiliar move
in the debate to observe that such measures may have the perverse effect of
discouraging board service by the well-qualified, especially for corporations facing
significant business challenges. By contrast, the “trustee director” approach is
structural: it aims to affect the overall performance of the board by buttressing the
particularly important role that certain directors must perform without changing the
applicable legal duties. It represents the next stage in the evolution of board
governance of the large public corporation, in which firms and mangers must
anticipate the pressures (and temptations) of competitive capital markets.

An “audit committee” for public corporations is itself a relatively recent
innovation, a product of the 1970s corporate governance movement.® In light of the
increasing reliance on stock pricesasthe measure of both manageria performanceand

5 Cf. In re Caremark Int’l Inc. Derivative Litigation, 698 A,2d 959 (Del. Ch. Ct. 1996)

* See American Law Ingtitute, Principles of Corporate Governance: Anaysis and
Recommendations, Reporter’ s Notes to § 3.05.
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compensation, the audit committee has become an increasingly important institutional
complement for the control of the associated moral hazard problems. If relatively
small changesin earnings, or the growth rate of earnings, have significant impact on
the stock price, and if management receives a significant portion of its compensation
through stock options, the temptations are obvious. Indeed, the increasingly
widespread practice of “earnings management” was the basis for the SEC's very
recent efforts to strengthen the role and accountability of audit committees 1’ The
Enron case reemphasizes the importance of audit committee independence and
vigilanceand suggests possi blestructural weaknessesinits present conception. Audit
committees would be strengthened if their members were “trustee directors.”

[11. Stock-based Executive Compensation and Employee Compensation

Stock-based compensation has emerged as a major tool in the employment
contracts, expressand implied, for both senior managers and employees. The overly
high-powered incentives of executive stock option mega-grants may have contributed
to Enron’s downfall.

Stock options have become an increasingly important element in executive
compensation. In part this has developed from appreciation of the need to aign
managers and shareholder’ incentives to solve genuine problems of legitimately
different perspectives. Thishas “finance” elementsand “rea” elements. Onfinance:
Managers and shareholders start with different attitudes toward firm-specific risk.
Managers generally make large firm-specific human capital investmentsin their firms
and thus arerisk-averse; shareholdersin public firms are generally reasonably well-
diversified (or at least have the opportunity) and thus are risk-neutral. Managers
thereforemight well chose projectswithlower expected returnsbut lessvariancethan
shareholders would otherwise prefer. Executive stock options can solve this
mismatch by compensating executives for the additional risk of the shareholder-
preferred projects.

Stock options can also give managers particular incentives to undertake
difficult measures that may even reduce the riskiness of the firm but that may be
personally stressful. For example, competition inevitably means that large firms
should exit from somelosing businesses, close plants, redepl oy assets and make other
moves that will disrupt the lives of employees and other stakeholders — but that will

7 See generally, Note, “Earnings Management, the SEC, and Corporate Governance:
Director Liability Arising from the Audit Committee Report,” 102 Colum. L. Rev. 168 (Gregory
Rowland). Former SEC Chairman Arthur Levitt focused on audit committees as a governance
reponse to earnings management in 1998. Thisled to a report of a“Blue Ribbon Committee on
Improving the Effectiveness of Corporate Audit Committees’ in 1999 and subsequent standard
setting by the stock exchanges and rule-making by the SEC, effective in 2000.
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increase the value of the firm. Stock options have aso become a dominate mode of
performance-based pay in which managers are rewarded for delivering good results
to shareholders. They are favored in part because of a peculiar mismatch between
accounting and tax consequences. the grant of stock options is not booked as an
“expense’ that reduces accounting earnings yet when exercised produce a tax
deductionfor thefirm equal to the difference between the market val ue of the stock and
the exercise price of the option. Stock options can also serve a coordinating function
among the senior management team, promoting team effortsto increasethe vaue of the
“firm” and mitigating the tendency to aggrandize one's own particular “division” of
the firm. These are example of the “real” motives for stock options.

Stock options have aso emerged as particularly important in contemporary
mergers and acquisition practice because of the power that courts and legislatures
have given to target boardsto refuseahostilebid. Asl have previously argued, stock
options have become the currency with which stockholders have bought back the
endowment that courts and legidatures have so generously conferred on
managements.’® Thisworks through the senior executive employment contract. At the
outset of the contract the senior executiveisgiven apile of stock optionsthat will vest
over perhapsaten year period, agolden handcuff you might say. But thereisacrucial
“acceleration clause” that provides for immediate vesting of the options in the event
of achangein control. A 1980s executive who fought fiercely to preserve position,
perquisites, and power is now quite willing to sell.

In each case executive stock options are used to solve a problem of incentive
compatibility. But frankly no one really knows what is the optimal level of option
grant: what level of stock option compensationwill makean executiverisk neutra like
the shareholders, or willing to bite the bullet onlayoffsor willing to accept apremium
bid. Indeed, it'slikely that each problem may have adifferent solution asto number,
term, and exerciseprice. Theoptimal level may vary depending upon the utility curve
of the particular executive, which may be affected, for example, by outside wealth.
S0 at best the actual grant must trade off among a number of objectives. Nor is it
realistic to think that the market in executive servicesfunctionsvery well in setting the
level of option grants, particularly because the present accounting treatment of options
makes them nominally costless to the corporation. But as option grants become
increasingly larger, two pathologies may arise that ook to have been at work in
Enron: first, the fraudster, and second, the risk-preferring executive. (The more
commonly identified problem, shareholder dilution, is merely distributive, not a
potentia threat to the existence of the firm.)

Stock options have value, of course, only if, at exercise, they are “in the
money,” meaning the stock priceisabovetheexerciseprice. If option grantsare very

18 See Jeffrey N. Gordon, Poison Pills and the European Case, 54 U. Miami L. Rev. 839,
841 (2000).
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large and exercisable in the relatively near term, then a positive swing in the stock
price can make the senior executives immediately very rich. Even if the stock price
falls back, the well-timed executive option exercise is a life-changing experience.
More formally, the Black-Scholes option pricing model instructs us that the value of
the executive's stock option will be increasing both in the value of the underlying
security and the variance (since stock options are issued “at the money”). So
managerswith arich load of options haveincentivesto get the stock price high by any
means necessary, fraud included. In particular, they have incentives to increase the
riskiness of the firm, including projects that offer lower expected returns but higher
variance. Thiswill reduce the value of thefirm for risk-neutral shareholders but has
the potential to increase the value of managers firm-related investments in cases
where the gain in option holdings exceeds the loss to human capital. Managers
become risk-preferring. Both pathologies — fraud and costly risk-taking — appear to
have occurred in Enron. Enron became a hedge fund, taking leveraged betsin exotic
markets that if successful would produce a huge, disproportionate bonanza for its
executives. In particular, for a management team that had profited from previous
option exercises, the downside seemed a problem only for the shareholders.

IV. Employee Stock Owner ship and Retirement Planning

The Enron case exposesthewel rdness of brigading empl oyee stock ownership,
used principally for incentive purposes, with employee retirement planning. First,
employer stock is a strange tool for delivering incentives to employees. For al but
senior management, the action of any individual employeewill have negligibleimpact
on the stock price. Even a major contribution to enhancing the profitability of a
divisionislikely to go unnoticed in the consolidated results of alarge public company.
More precisely tailored pay-for-performance measures — bonuses, commissions,
promotions, and other rewards for delivering specific results — are bound to be far
more effective in providing incentives. Too stringent a focus on ownership of
employer stock for its incentive effects may lead to employee disillusionment when
strong individual efforts are not rewarded by a stock price increase. Rather,
ownership employer stock may serve other organizational goals. The stock price,
which reflects the public market’ s evaluation of the company, isasalient benchmark
of the company’ s success. Management can usethisfocal point to rally the troops, to
explain the need for difficult economic decisions, to build a sense of a common
enterprise and common culture. The stock isacommon currency within the company.
Unlike agrandtitle or corporate power, itisinfinitely divisible. Every employeecan
have some; it is “commons’ stock.'® Employer stock can also serve as a form of
profit-sharing that does not require a cash outlay by the company and which receives
favorable accounting treatment.

' For arelated view see Saul Levmore, Puzzling Stock Options and Compensation Norms,
149 Univ. Pa. L. Rev. 1901 (2001).
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The tie-in to retirement planning makes employer stock particularly odd asan
incentive device. Employer stock istypically placed to acontributory pension plan,
for example, a401(k) plan, or an Employee Stock Ownership Plan, which placesstrict
limits on the employee's ability to sell the stock, and even after sale, locks up the
proceedsuntil the employee’ sretirement. Thustheemployeeisrequiredtotakeavery
long view towards the benefits of employer stock appreciation.2  Consumption is
postponed along time. In theory there should be substitution among various savings
vehicles, so employer stock appreciation in aretirement account should reduce other
savings, increasing the amount available for consumption, but the“ menta arithmetic”
seems not to work that way in practice. Note that this pattern is also very different
from the incentives granted to senior managers. stock options and other stock-based
compensation that begin to vest and become exercisable as quickly as one year after
their grant. In other words, wealthier senior managers whose declining marginal
utility should make them more likely candidates for incentivesthat pay off in the long
run receive short-fused stock-based incentive compensation. If that istheright pay off
horizon for incenting senior management, then the retirement planning link to stock-
based incentives for line employees postpones the payoff long past the point of
incentive compatibility.

The limited value of employer stock as an incentive device in these
circumstancesis, of course, the much less serious half of the retirement plan problem.
Enron employees were heavily invested in employer stock intheir 401(k) plans. An
estimated $1.3 billion of the plan’s $2.1 billion in pension assets consisted of now-
worthless Enron stock.? To a significant extent this was the result of the peculiar
accounting and tax incentives that reduced Enron’s cost of pension contributionsif it
used its own stock combined with the pension plan rulesthat limited employee sales
of Enron-contributed stock until age 50. Presumably those tax incentives could be
redirected to reward greater diversification. But employee choices to remain
undiversified also accounted for a significant portion of these losses. It is stunning
the extent to which Enron’s employees — probably much higher on the financia
sophistication curvethan most —choseto take on so much uncompensated firm specific
risk.

Enron shows why we might regret the diminishment of the defined benefit

2 Seegenerally Jeffrey N. Gordon, Employee Stock Ownershipin Economic Transitions:
The Case of United Airlines, in Klaus J. Hopt at al, Comparative Corporate Governance: The State
of the Art and Emerging Research 433-34 (1998).

2 Theo Francis& Ellen Schultz, Enron Faces Suitsby 401(k) Plan Participants, Wall St. J.,

Nov. 23, 2001, C1. Of coursethesefiguresoverstatetheemployees’ “true’ loss, sincethevalue of
Enron stock was pumped up by the accounting manipul ations.
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pension plan and the shifting of retirement planning risk onto employees.? Defined
benefit plans, which promise afixed payout based on an employee' s longevity with
the firm and his/her final salary, are collateralized by funding requirements set by the
Employee Retirement Security Act of 1974 (ERISA) and managed by fiduciarieswho
operate under aprudent investor standard that emphasizesthe value of diversification.
Defined contribution plans generally and 401(k) plans specifically are the fastest
growing part of the private retirement planning universe.® Employees contribute a
before-tax portion of their salaries, employers often match, especially with employer
stock, but all the risk associated with the individual’s management of his/her
retirement savingsisindividually borne. Ironically the problem until recently isthat
individual stypically underweighted equities, preferring instead less risky bonds and
other fixed income investments. Such conservatism meant that they would not attain
retirement income targets. The Enron experience of apoorly diversified 401(k) plan
—too much in employer equity —isof course just the opposite. It seemslikely that the
failures of individual retirement portfolio management will cluster around these two
poles.

Since pension plans are voluntary with the employer, reform needs to avoid
imposition of significant new costs. But the devolution to individuals of both the
responsibility for retirement plan planning and the investment risk of their choices
Seems unwise.

Conclusion

The Enron matter will prove to be a very important event in the history of
American shareholder capitalism. Many of theimportant institutions were subjected
to astresstest and aparticular firm and the outcome was poor. Thereal concernisthat
the gross overreaching at Enron is symptomatic of troubling if not egregious behavior
elsewhere. Already reform seemsontheway, intherestructuring of accounting firms
and the establishment of anew salf-regulator; in clearer standards under GAAP about
the treatment of particular financing vehicles, in new elements of mandatory
disclosure; in efforts to redefine “independent director.” But Enron also reminds us
that there is a problem that can’t be solved but can only be contained in the tension
between imperfectly fashioned incentives and self-restraint.

2 See Jeffrey N. Gordon, Employees, Pensions, and the New Economic Order, 97 Colum.
L. Rev. 1519, 1541-45 (1997); —, Individual Responsibility for the Investment of Retirement
Savings. A Cautionary View, 64 Brooklyn L. Rev. 1037 (1998). For apolemical statement of the
concern, see William Wolman and Anne Colamosca, The Great 401(k) Hoax,” (forthcoming 2002
from Perseus Publishing).

% See Council of Economic Advisors, Economic Report of the President 71 2002
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