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LECTURE 3-4
Overview

Legislative and Regulatory changes tend to come out of crisis.

Corporate Scandal Crisis starting in late 2001 with Enron.

Participants:

· Enron

· Author Anderson

· WorldCom

· Parmalat

· Global Crossing

· Refco

· Mutual Funds – especially Bank of America and Canary Capital

Public perception:


from PWC Report

• 77% of the public believe that CEO greed and corruption have caused the U.S. financial

meltdown – CNN / USA Today Poll, July 2002.

• 71% of investors say accounting fraud is rampant – Survey of Main Street Investors, July 2002.

• 82% of investors believe that tough new laws are needed – Harris Poll, July 2002.

• 54% of portfolio managers say not just a few bad apples among companies – F.D. Morgan

Walke Poll, August 2002.

• 81% of fund managers and analysts think executives place their own interests ahead of

shareholders – Broadgate Consultants, March 2002.

• 71% of fund managers say executive pay is too high, 0% say it is too low or just right – Pearl

Meyer, June 2002.

• 70% of the corporate frauds studied between 1987 and 1999 involved the CEO – The Wall

Street Journal, “Auditors’ Methods Make It Hard to Catch Fraud by Executives,” July 8, 2002.

Consequences for market:  Look at timing of equity price collapse.
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Failures and corporate governance reform has become worldwide.

Issues to be addressed: new governance codes; increased board independence and professionalism; redesign corporate leadership roles, e.g. lead independent director role; new reporting rules and objectives; more outside scrutiny of corporate governance; and social responsibility and stakeholder issues (e.g. Sullivan Principles, Global Compact, and Global Reporting Initiative).

Key statutory and regulatory measures:

· Sarbanes Oxley in US

· Cadbury Code in UK (comply and explain)

· OECD Principles

· LECTURE 3

Sarbanes Oxley Act of 2002

Summary of legislation:

Title I:   PCAOB

· Create PCAOB as a non-governmental, non-profit corporation to oversee public accounting profession and its activities regarding public companies.  PCAOB is under oversight of SEC who appoints its 5 member board.  PCAOB has enforcement authority to initiate investigative and prosecutions.

· Purpose: to register accounting firms that produce financial reports and audit report for public companies as required by securities laws.  Creates a class of ‘registered public accounting firms.’

· Accounting firms required to report on the issuers (public companies) for whom they are preparing financial statements and audit reports.  This includes the fees received for audit services and non-audit services.  This also includes a list of the accountants working for the accounting firm that help prepare audit reports, and a list of any legal actions against the firm.

· Require accounting firms to maintain records for 7 years.

· Inspect registered public accounting firms to assure compliance with law.

· Enforcement authority over firms and associated accountants.  PCAOB can sanction, fine and report to SEC.

· This authority is extended to foreign firms that do similar work for public companies under US securities laws.

· PCAOB has authority to recognize accounting standards set by professional organization meeting certain standards.  Grants SEC authority over PCAOB and FASB budgets.

Title II:  Auditor Indendence

· Prohibits RPAF to provide to any issuer audit and non-services, except certain tax services, and if it is approved by audit committee.

· Requires audit committee to approve audit and non-audit services provided by RPAF to an issuer.

· Prohibits a RPAF to provide lead audit services to an issuer if it has done so for 5 previous years.

· Requires audit firm to report to audit committee critical accounting policies and alternative treatments of financial information.

· Prohibits a RPAF from performing audit services if certain executives of issuer were employed by RPAF within last year.

Title III:   Corporate Responsibility

· Audit committee of board of directors must be comprised of independent members.  Independence defines as: must not be otherwise paid by issuer (e.g. as consultant) or otherwise be affiliated with issuer or its subsidiary.

· Requires CEO and CFO sign quarterly and annual financial reports testifying to their accuracy and truthfulness.  Also requires these officers to establish and maintain internal controls.  These officers must also report to the auditors and audit committee any significant failures of controls.  

· These officers must repay costs of filing second corrective report from bonus payments if due to noncompliance.

· Authorizes SEC to bar certain person from serving as directors or officers.

· Prohibits equity transactions by officers during blackout periods.  Blackout periods require written notice of 30 days.  

· Requires attorneys of the issuer to report any material violations of securities laws to the CEO of general council of the company, and if they do not respond then to the audit committee or directors.

Title IV:   Financial Disclosures

· All regular financial reports must reflect all corrections identified by a RPAF.  These reports should also include all off-balance sheet transactions that will affect financial condition.

· Prohibits loans of any kind to directors and executive officers.

· Requires immediate – within two days – reporting by ‘insiders’ of any transaction.

· Section 404.  Requires each annual report to contain an internal control report for financial reporting, and an assessment of the internal controls.

Describes the internal controls (e.g. procedures) and the management’s assessment of their effectiveness.  And the external auditor reports on the management’s evaluation.

· Requires issuer to establish code of ethics for officers, or explain why not.

· Requires an audit committee to have at least one financial expert.  Defined as understanding GAAP, experience in preparing statements, experience with internal controls and understanding of audit committee functions.

Establish and maintain internal controls for producing required financial statements and reports, and disclose those internal controls and an evaluation of the effectiveness.

Title V:   Analysts’ Conflicts of Interests

· Requires SEC to set rules that address conflict of interest between analysts and investment banking interests of firms.  Also requires analysts to disclose their positions in the referenced security, and that of his employer.

Title VI:   SEC Budget and Authority

· Authorizes the SEC to bar certain individuals from appearing or practicing before the SEC.

Title VII:   Studies/reports

· Studies/reports

Title VIII:

· New sanctions and criminal penalties.

Title IX:

· White collar crime penalties

Title X:

· Tax returns.  Sense of Senate that a corporation’s CEO should sign its tax returns.

Title XI:

· Corporate fraud accountability

Reassemble these points into Issues:

Company Executives

· Responsible for truth and accuracy of financial reports, and internal controls

· Reports must be more transparent in describing material condition of firm

· Establish and maintain internal controls for producing required financial statements and reports, and disclose those internal controls and an evaluation of the effectiveness.

Board of Directors

· requirement for a majority of independent (outside) directors

· stricter, tighter definition of independence

- come from firm with no conflict of interest

- no underwriter, trader of securities, publisher of reports on the firm

· need for independent advices and information to be used by board members

· audit committees granted authority to hire advisors and independent sources of information

· board subcommittees on nomination, audit and executive compensation must be comprised solely of outside directors (this is NYSE listing rule of June 2002)

External Auditor

· Auditors report on firm’s financial condition in accordance with accepted accounting principles.  Sarbox increases auditor’s independence and removes some sources of conflict of interest.  Also expands their reporting requirements (especially for internal controls) and responsibilities.

PCAOB

· Creates regulatory ‘body’ and authorizes it 

· Oversees RPAF and their reporting

Disclosure

· The SEC certification rule uses a new term – “disclosure controls and procedures” –“Controls and other procedures of an issuer that are designed to ensure that information required to be disclosed by the issuer in the reports filed or submitted under the Exchange Act is recorded, processed, summarized, and reported within the time periods specified in the Commission’s rules and forms. ‘Disclosure controls and procedures’ include, without limitation, controls and procedures designed to ensure that information required to be disclosed by an issuer in its Exchange Act reports is accumulated and communicated to the issuer’s management … as appropriate to allow timely decisions regarding required disclosure.”
According to this rule, disclosure controls and procedures:

“… are intended to cover a broader range of information than is covered by an issuer’s

internal controls related to financial reporting…. They are intended to ensure that an issuer maintains commensurate procedures for gathering, analyzing and disclosing all information that is required to be disclosed in its Exchange Act reports.”

The new rule also interprets “fair presentation of financial statements” to mean a standard that is broader than merely complying with generally accepted accounting principles, as follows: “The certification statement regarding fair presentation of financial statements and other financial information is not limited … by reference to generally accepted accounting principles. We believe that Congress intended this statement to provide assurances that the financial information disclosed in a report, viewed in its entirety, meets a standard of overall material accuracy and completeness that is broader than financial reporting requirements under generally accepted accounting principles. In our view, a ‘fair presentation’ of an issuer’s financial condition, results of operations and cash flows encompasses the selection of appropriate accounting policies, proper application of appropriate accounting policies, disclosure of financial information that is informative and reasonably reflects the underlying transactions and events and the inclusion of any additional disclosure necessary to provide investors with a materially accurate and complete picture of an issuer’s financial condition, results of operations, and cash flows.” 

Stakeholder Consideration

· Labor’s role in corporate governance

“LABOR’S ROLE IN THE AMERICAN CORPORATE GOVERNANCE STRUCTURE”  

Comparative Labor Law and Policy Journal

(will be distributed as email attachment)

BANKING

Reading


Spong:



Intro, chapters 1-6


Mishkin, Chapter 18 (see course doc.s)


Dodd, Special Policy Report 12


Kaufmann, first 14 pages


Recommended:

CRS Report on Financial Institution and Mergers 
Kansas City Fed article by Spong

Overview

I. Economic Role of Banking Sector

II. Market Imperfections in the Banking System

III. Risks and Threats to the Overall Economy

IV. Regulatory Response

The Economic Role of Banking Sector


- what economic functions do they perform?

Core Banking Activities 

(reinforced by Glass-Steagall)

· Provides payments and settlements – (bank as check clearing) goes for retail level goods and services, as well as wholesale exchanges and even the payments associated with financial trading and transactions.  

· Provides means for, and mobilizes, savings (depository institution)

· Provides capital and credit to public and private purposes (key parts of capital and credit markets as the lend for a variety of purpose)

· Instrument for the conduct of monetary policy (the checkable accounts at banks are majority of the money supply)

· Primary dealers of government securities, also in related repo markets

· Underwriters of municipal government debt

· FX dealers

· Derivatives dealers

Market Imperfections in the Banking System

Mishkin and mainstream focus:

· Asymmetric information.  One side of transaction knows more than the other.  Makes pricing difficult.  Uninformed dealers maintain too large b/a spread and insurance companies charge some people too much.  In banking, this means that lenders know less of borrowers and thus charge extra high rates to protect lender from what is unknown.  

· Moral Hazard.  The problem that insured motorists drive more recklessly or homeowners less attentive to security because someone else will pay.  Another example might be overpriced equity markets who expect Fed to lower rates in order to push back up prices.  Also investors in too-big-to-fail banks or other corporations.  In the case of retail banking, depositors do not adequately evaluate the solvency of banks before putting their monies on deposit.

· Adverse selection.  Only ones – or more than average of those – willing to pay mispriced transactions are those justifying the error, e.g. especially risky insurance customers.  In the case of banking, the banks that pay extra high deposit rates are the less creditworthy banks that must do so to attract more deposits – thus the worst portion of market drives up deposit rates and attracts disproportionately more deposits.

Additional imperfections taken from Dodd, Special Policy Report 12

· Costly information – non-perfectly informed participants

· Asymmetric info

· Externality of risk taking

· Market concentration and competitiveness

· Incomplete markets

· Story of Fannie Mae and conventional mortgage contract

· Story of Ginnie Mae and MBS

· Destructive competition

· Discrimination in lending

· Predatory lending

· Too Big to Fail
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