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Part 1: Credit Crisis Reflects Failure of Corporate Governance Reforms

The Sarbanes-Oxley Act was put in place to prevent
fraud and abuse, and to increase investor confidence that
companies were reducing exposure to risk. Not only did
Sarbox not prevent the current enormous financial crisis,

but, in fact, may have caused it by creating a huge
increase in risk exposure through increased moral
hazard.

Part 2: The Evolution of Bad Financial Behaviors 1980-2008
This latest crisis is part of a broader trend that has been
occurring since, at least, the early 1980s. These crises reflect
a common pattern: financial innovation leads to an
explosion of activity which leads to unforeseen problems. We
conclude two things: 1) focusing on prevention hasn’t worked

and 2) our financial behavior is getting worse.

art 3. Corporate Governance Reforms - Theory and Practice
There are many examples of how the most recent reforms
failed. These examples make it abundantly clear that
Sarbanes-Oxley failed across the board rather
than just in a few limited areas. This highlights a set of
fundamental issues that the legislation did not address and
which need to be addressed for future crises to be avoided.

Part 4: Financial Behavior and Business Acumen

Corporate governance must shift from an emphasis on
compliance processes, which can only identify and guard
against known problems, to an emphasis on behavior. if
good financial behaviors are developed, then these behaviors
can be used to protect against unforeseen risks for
which compliance processes cannot be preemptively devised.

Part 5: Conclusions - Improving Corporate Governance
If there is a continued reliance on form and process
over behavior, then whatever risk reduction occurs will
still not address systemic risk. In addition, it leads to a
sharp reduction in financial innovation with its

consequent negative impact on US competitiveness
and future wealth.
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Corporate Governance and Business Acumen

Credit Crisis Reflects Failure of Corporate Governance Reforms

The Enrons Were Not the End
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“Considering the major
corporate governance
reforms we have gone

through and the expenses we $ I I
have incurred as a result, " ow )
why should the credit crisis $ I I
have occurred in the first
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Where were the Corporate Governance Watchdogs?
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“Why would good corporate
" governance overseers pay no heed
~ $ | ) to the massive risks inherent in the
) ever-more exotic instruments
$ devised by Wall Street? Wasn’t this
- their job?”
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Compliance with Process Doesn’t Work Either?
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The Evolution of Bad Financial Behaviors 1980-2008
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Table 1 Chronology of Recent Economic Cycles
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Phase 1: The LBO Boom and Bust — 1980-1991
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“...LBO activities led to a
focus by managers on
financial returns over real
economic activities that
eventually led to the

hollowing out of companies
and thus their eventual
demise.”
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1 ! “Again, this is an ex post-facto
$ solution, and one that is fraught
$ with the danger that it will sow
$ ! the seeds of the next boom and
! 13 bust cycle. Since the prevention
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The Lesson — Our Financial Behavior is Getting Worse
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And the Move to a Preventative Focus Has Not Worked
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The Theory and Practice of Corporate Governance Reforms

Theory Looked Great
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In Practice Nothing Worked as Planned
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Table 2 Sarbanes-Oxley Law and Outcomes
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Corporate Governance Reforms Focused on Process Not Behavior
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Addresses compliance with process not behaviorf
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2"/ “We have just seen the

1 ultimate in the law of
unintended consequences.
The very laws and

1 " regulations that were
supposed to reduce risk in
$ fact increased it systemically
" and into the bargain
1 increased moral hazard...”
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“Behavioral disciplines ...
teach that people may act in !
a totally different way, i.e. el !
irrationally. That is, if you ! $ $
reduce risk in one area, they ! ' $
may well act to increase it in "/ $
others...” 11 $$ !

Financial Behavior and Business Acumen

Corporate Governance Reforms Miss Key Behavioral Finance Factors
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Good Financial Behaviors Create Capital
! ! H

“Good financial behaviors (the ones desired by corporate governance) create capital
over the long term”

H

“Bad financial behaviors (the ones that corporate governance tries to prevent)
inappropriately consume capital over the long term”
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Business Acumen

“Sarbox focuses on
compliance with defined
processes, not on creating

good behaviors and not on
business acumen.”
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The Solution — Behavioral Transparency
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“... transparency in form $
rather then substance does not
do any good either. If we have iy $ 1
transparency in legal and 1 1
accounting forms, but not $ 1 2
behavioral transparency... "
then we cannot reform the
overall financial system.” $
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Recommendations to Improve Business Acumen and Good Financial
Behaviors

a) Assess financial behaviors and show people how to compensate for bad
behaviors
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¢) Show importance of behaviors over process
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d) Do business acumen training
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e) Go beyond technical financial, legal and compliance approaches
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f) Training in how to break the system — test to destruction —behavioral failure
analysis
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g) Enshrine behavioral approaches in corporate governance processes
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h) Get behavioral finance experts involved, not just lawyers and accountants
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i) Make outcome more important than process

Conclusions — Improving Corporate Governance
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