Domestic State Capture In A Global Context

The Spiderless Web: The Global Implications of the Corporate Corruption Scandals in the United States

Dr Justin O’Brien

Queen’s University, Belfast


The corporate corruption scandals in the United States have generated heated global debate about the role of the corporation in modern governance. As regulators, politicians, lawyers, accountants and corporate executives seek to navigate their way through an ocean of public cynicism about the operation of the equities market, the true cost of the wave of scandal that deluged Lower Manhattan has yet to be fully tabulated. Each day brings new stories of corporate malfeasance; vanity and greed that appears to surpass already strained credulity about the behaviour of morally challenged executives, somnambulant boards and ineffective professional and regulatory gatekeepers.  The unrelenting focus on corrupted actors, however, risks misdiagnosing a much more fundamental problem. Corporate corruption is truly a crime of opportunity and nowhere was the opportunity to transgress the law more pronounced than in the United States in the final years of an extraordinary bull market. As the millennium drew to a close, the myopia surrounding the efficacy of the market during the boom, occluded a much more destabilising reality. Interested money had fundamentally distorted the deliberative agenda. This is the case precisely because a political framework, which is hopelessly compromised by its subservience to corporate contributions, has comprehensively weakened the immunising effect of regulatory defence. 

While Enron is a fascinating case study, the disentangling of which would take a professional lifetime, it is important to place it in context: Enron is a symptom of the corrupting tendencies endemic in the business and political model not the cause. Following the collapse of communism, the threat to the integrity of the free market model comes not from without but from within. As the diverse threads of the Enron scandal further unravel, it is impossible to avert one’s gaze from the fundamental nature of the system. 

Reprising the chicanery that had fuelled the speculative excesses of the 1920s, the perennial character flaws of modern American capitalism are once again exposed. ‘Wall Street,’ remarked the influential economist JK Galbraith in his seminal study of the 1929 Great Crash, ‘is like a lovely and accomplished woman who must wear black cotton stockings, heavy woollen underwear, and parade her knowledge as a cook, because, unhappily, her supreme accomplishment is as a harlot.’
 By the end of the century the financial devices deployed by the tease merchants of corporate America to lure the greedy and the incautious were significantly more advanced than trading on margin. The basic premise of the oldest profession, however, and the forbidden fruit it promised, remained substantially unchanged. 

Galbraith wrote his classic account of the 1929 crash to mark its twenty-fifth anniversary. He reasoned that understanding why the calamity occurred was ‘our best safeguard against the recurrence of the more unhappy events of those days.’
 But just as the New York speculators in 1929 failed to internalise the lessons of previous collapses, for contemporary investors in the same market, the passage of time had served to dull memories. The immunising effect of past failure had become defective in the face of an avaricious bull market, nurtured and manipulated by those who controlled its operation. What differentiated the crisis, progressively revealed from 2000 onwards, from previous waves of scandal was the revelation of the structured and sustained involvement of the most respected corporate names in the financial firmament. 

The susceptibility of the investment houses to the stoking the irrational giddiness in the marketplace is one of the key defining elements of the American crisis. Suspension of disbelief by those consumed with greed did not mean that reputable mercantile banks and mutual funds, which charged a premium for their knowledge, could also equally ignore economic reality. The consequences of the investment decisions made through ignorance, or negligence, about the underlying reality are profound: Auditors had signed off fantasy figures to protect lucrative consultancy business; merchant banks provided public analysis that differed sharply from internal communications; regulators failed to regulate; and the politicians, in need of the corporate backing required to fund increasingly expensive electoral campaigns, feted corporate financiers, who, in turn, distributed largesse to a supplicant legislative class. It represented a sordid marriage of self-interest and wilful neglect. The crisis in confidence is the result of the unravelling of a much more profound asymmetrical relationship between the major actors that inform the operation of contemporary governance. 

The central argument of this paper is that systemic failings in the American business, economic and political model raise fundamental concerns that have global application. A corrupted core has been exposed that require urgent attention be paid to the inter-relationship between the corporate and political sectors. The endemic conflicts of interest and breakdown of fiduciary trust did not happen by accident. They have roots in concrete political decisions. By mapping the political economy of corruption in the United States, the paper seeks to demonstrate how corporate interests determine policy options that can have dysfunctional outcomes. Specifically, the paper provides an analysis of the tax strategy employed by Enron to assess how the avoidance of tax segued into evasion with the collusion of those in whom gatekeeper trust had been placed as a consequence of a deeply flawed self-policing paradigm.

THE CONGRESSIONAL EVIDENCE 

Enron’s fall from grace and the complex issues it raised about the role of the corporation in modern society made the involvement of Washington simultaneously necessary and further destabilising. The Congressional hearings in 2001-2002 raised more questions than they answered. The Chairman of Enron, Ken Lay, and its Chief Financial Officer, Andy Fastow, refused to testify; pleading the Fifth Amendment. The former Chief Executive, Jeffrey Skilling, who is widely seen as the architect of Enron’s strategic direction, did fence with the legislators but claimed ignorance of the machinations involved. ‘The entire management and board of Enron has been labelled everything from hucksters to criminals with complete disregard for the facts in evidence. These untruths shatter lives and do nothing to advance the public understanding of what happened at Enron,’ Skilling told congressional senators. He accused them of presiding over a witch hunt.
 The hearings did give the appearance of placing those who had displeased their masters into the modern equivalent of the medieval stocks, allowing for an unctuous display of hypocrisy from an assembly that had consciously lacked oversight during the long years of Enron’s ascent. 

A prime example was the 1996 deregulation of the Californian energy markets. Rather than reducing costs, the result was periodic power shortages and an exponential increase in prices by a factor of 10 and at times 30. When the California governor imposed price caps to restrain the avaricious actions of Enron and the other players in the market, who were profiting enormously from the black outs, the Vice President, Dick Cheney, condemned the move. ‘Frankly, California is looked on by many folks as a classic example of the kings of problems that arise when you use price caps…There’s no magic wand that Washington can wave.
 Attempts by the state to force the issue of price manipulation onto the agenda were ignored by the Bush administration, which endorsed many of the recommendations on energy supply – including opposition to price caps - that Enron had promulgated. Until the firm’s bankruptcy ripped off its political cover, the symbiotic relationship was one in which ethics were replaced with self-interest at both the corporate and political level, a failing that encompassed pro-business Democrats.
 

Much more enlightening, was the decision to call on the banks to explain not only their involvement with the Enron management, but also the methods through which they attempted to recoup the multi-million dollar exposure while remaining silent about the impending catastrophe.  The evidence adduced by the Senate Permanent Sub Committee on Investigations in three separate hearings into the alleged complicity of some of the most prestigious firms on Wall Street, not only exposed a culture of denial but provided damming evidence for a multi-billion dollar class action suit implicating the banks in the scandal now before a Houston court. 

 In some cases, the financial institutions were aware that Enron was using questionable accounting. Some financial institutions not only knew, they actively aided Enron in return for fees and favourable consideration in other business dealings. The evidence indicates that Enron would not have been able to engage in the extent of the accounting deceptions it did, involving billions of dollars, were it not for the active participation of major financial institutions willing to go along with and even expand upon Enron’s activities. The evidence also indicates that at least in one case these financial institutions knowingly allowed investors to rely on Enron’s financial statements that they knew, or should have known, were misleading.

In his presentation to Congress, Roach argued that the banks had facilitated a number of ‘prepay’ contracts that illegally disguised loans as legitimate trading through shell companies. The company had obtained a staggering ‘$8bn in financing over approximately 6 years, including $3.7 billion from 12 transactions with Chase and $4.8billion from 14 transactions with Citigroup.’
 The net result of this fraudulent accounting was a 40% reduction in its total debt and a 50% increase in its fund flows from operations. This deception had a fundamental effect on the company’s credit rating and share price and was only achievable with the collusion of the corporate world. 

Jackie Avery, a former tax manager with Enron, endorses this view of systematic collusion. In an interview with the Money Programme, she alleged that investment bankers constantly bombarded her with presentations on how to manipulate or ‘side step the accounting rules or sidestep the tax rules.’
 The modus operandi was tax avoidance rather than tax evasion, but the outcome was the same: the institutionalised deception of individual and institutional investors and the evasion of billions of dollars in federal taxes. 

As the Joint Committee on Taxation noted in its exhaustive survey of Enron’s strategy, the use of prepaid contracts were designed to mask rising indebtedness as trading profits. ‘Because of the way in which the transactions were structured, Enron portrayed its financial condition in a more favourable light – from the viewpoint of its credit rating and market valuation – by reporting the transactions as part of its trading operations rather than as debt for financial accounting purposes.’
 

In February 2003, Merrill Lynch agreed to pay $80m to settle civil charges from the SEC that it had participated in a fraudulent scheme to artificially enhance Enron’s earnings. In a press release the company noted ‘without admitting or denying any wrongdoing, Merrill Lynch would consent to an injunction enjoining the company from violations of the federal securities laws.’
 The nonchalant response deliberately underplays a revelation of staggering proportions. The SEC charged that in December 1999, Merrill facilitated Enron with a disguised $7m loan that would allow Enron to book $12m in revenue secured from the sale in Nigeria of electric power generated from three barges. In its complaint, filed with the Houston court and accepted by Merrill, the SEC argued that ‘based on their substantial assistance to Enron, defendants aided and abetted Enron’s violations of federal securities law.’
 A separate transaction involved $60m in fictitious oil and gas trades. In both cases, significant evidence was uncovered in both the congressional investigations and the SEC civil charge that pointed to institutionalised collusion, despite the testimony of the company’s Senior Vice President and President of International Private Client Division, Kelly Martin. He argued that ‘Merrill Lynch believes that our limited dealings with Enron were appropriate.’ Martin claimed, somewhat unconvincingly, that the bank had been unwittingly duped. 

Our firm dealt with Enron at an arm’s length relationship and made business decisions based on information that was then available. We relied on Enron’s accountant’s opinions, its board approvals, its lawyer’s opinions, its audit committee oversight and other governance processes, and felt justified at the time in believing Enron’s financial representations…At no time did we engage in transactions that we thought improper.

Martin maintained that the deal was secured ‘largely to build a relationship with Enron and believed that it was likely, although not certain, that a third party unaffiliated with Enron would ultimately purchase Merrill Lynch’s shares in the company.’ He further noted that it was not Merrill Lynch’s role to ascertain whether Enron had accounted for the transaction properly. ‘In general, when we act as a purchaser or a seller, we are not asked for and do not provide advice on the other party’s accounting treatment; rather we expect them and their experts to determine the appropriate accounting treatment unto themselves.’ An internal memo produced at the hearings however, painted a much bleaker picture. 

Jeff McMahon, Enron vice President, treasurer of Enron, has asked Merrill Lynch to purchase $7m of equity in a special purpose vehicle that will allow Enron Corporation to book $10m of earnings. The transaction must close by 12-31-99. Enron is viewing this transaction as a bridge to permanent equity, and they believe our hold will be for less than six months. The investment would have a 22.5 percent return.
 A further document from Merrill described the deal as ‘most unusual…This transaction will allow Enron to move assets of balance sheet and book future cash flows currently as 1999 earnings, approximately $12m. IBK [Investment Banking] was supportive based on Enron relationship, approximately $40m in annual revenues and assurances from Enron management that we will be taken out of our $7m investment within the next 3 to six months.

Merrill executives confirmed to the Congressional committee that the negotiations over the barge contract were concluded with Enron agreeing to ‘repay Merrill Lynch’s money plus a 15 per cent rate of interest and an upfront $250,000 fee, making the effective interest rate 22.5 percent.’
 Senator Carl Levin was scathing about Merrill’s role in the funding ‘It is very clear, overwhelmingly clear, that the risks of owning Ebarge were not transferred to Merrill Lynch and indeed there was never a real sale by any of the accounting standards which have to be applied before the term “sale” can be applied to a transaction…This was a relationship loan. The accounting rules indicate that it was not a real sale. Merrill Lynch knew it, Enron knew it, and yet Enron booked $12m in income from the proposed sale or supposed sale, and that was a deception in its financial statement, and Merrill Lynch was a participant in that deception.’
 This despite the fact that a senior executive within the corporation had flagged up the ‘reputational risk’ involved in aiding financial engineering. Kelly Martin was left with only one card to play: herd instinct. 

Enron was a very aggressive client. Enron was recognised by everybody in the United States and perhaps globally, from Wall Street to government to consulting to academia as the future way that American companies could potentially be run. It was $40billion in revenue. It was an aggressive company. Their whole thesis, as stated publicly in multiple situations, was physical assets aren’t needed; financial assets and off-balance sheet assets are the way to go…So clearly, we were focused on working with them as a growth company, as a big company, as a seeming industry leader, certainly in their industry and corporate America,’
 

The deal, which ends the SEC’s investigation of Merrill Lynch’s dealings with Enron, leaves unresolved the wider issue of the company’s involvement in the much larger LJM2 partnership that unravelling of which precipitated the corporation’s final downfall. It served notice, however, that further protestations of innocence by the banks would be met with derision. As Senator Joseph Lieberman pointed out in his cross-examination of Kelly Martin, ‘Enron was like a poisonous spider spinning a web for its own benefit, in which it was engaging and entrapping a whole host of very reputable financial institutions, including your own, but your entrapment was not unknowing, or in some sense unwilling…The poisonous web that Enron was spinning, nonetheless had some attractive qualities to it for you. It had a business relationship. It had fees.’

The corrosive compact between ethically challenged corporate figures and their bankers was magnified precisely because of the deregulation of the American financial services industry and the development of sophisticated financial engineering both in terms of increasing revenue, and, crucially, reducing tax exposure.

In recommending a fundamental reassessment of the tax code, the Congressional report into Enron’s tax strategies noted ‘increasing challenges to the rationality of certain tax rules that have been developed on the basis of categorical distinctions that may no longer reflect meaningful economic distinctions. In general the tax rules should endeavour to reduce or eliminate the extent to which the tax consequences of economically similar transactions are impacted by their characterisation…For example, notional principal contracts with significant upfront non-periodic payments, prepaid forward contracts and secured lending transactions should all have the same or similar tax consequences to the extent that they all yield the same or similar economic results.
 

The various measures aggressively adopted by Enron proved exceptionally useful in reducing its tax liability and amounted to a calculated attempt to defraud the treasury. Behind the opaque façade, when the complexity of the aggressive accountancy was unravelled, an obvious deceit lurked. While Enron was booking revenue of $2bn, it was also posting an operating loss for tax purposes. According to the Congressional Enron report, the IRS failed to spot the warning signs. 

A company with significant net operating losses is of less immediate concern to the IRS because the losses will offset any increased taxable income arising from the audit. Thus the IRS has less incentive to investigate and devote resources to such examinations. Enron’s activities show that the IRS cannot minimise the importance of loss companies on examination because to do so would ignore a breeding ground for tax-motivated transactions that also could be used by taxpaying companies.

Lambasting the ‘general ineffectiveness of present law in regulating tax shelters’ the report concludes that Enron was able to manipulate ‘the ambiguity of complex provisions of law, lack of administrative guidance, or inconsistent interpretations of the law by courts.’ 

Tax shelters often involve the juxtaposition of unrelated, incongruous Code provisions in a single transaction or a series of connected transactions. Taxpayers use the complexities of the system to their advantage and perform a clinical assessment of the risks and benefits of an action often concluding that the low risk of effective enforcements (including the low risk of penalties) easily is outweighed by the promised benefits. Until the costs of participating in tax-motivated transactions are substantially increased, corporations such as Enron will continue to engage in transactions that violate the letter or the spirit of the law.
 

The collapse of Enron, one of the most politically savvy corporations in the United States, demonstrated the precarious nature of the overall system. In his expose of the Enron failure, Robert Bryce, notes sardonically that corrupted enterprises ‘like fish, rot at the head.’
 On this reading, Wall Street investment banks, accountants and analysts willingly accede to the publication of suspect company reports to gain business; both corporation and fiduciary provide money to the politicians who in turn create, maintain or change the regulatory framework in which they operate. Malfeasance on such a scale revealed not only the inability of Wall Street to police itself but also the regulatory failure of government, particularly in ensuring basic honesty in the auditing of accounts, the only true way for an outside investor to assess the intrinsic worth of a company. 

SYSTEMIC ROOTS

It is supremely ironic that the United States has ‘the most detailed set of ethics regulation and the most extensive network of implementers ever to exist in any country in the history of the world’, yet remains powerless to prevent the deleterious effects of the corporate scandal.
 Those charged with policing the economy lacked the resources or political support to win a game in which the complexity of the new financial offerings offered by Wall Street constantly challenged the ability of enforcement departments to understand the implications let alone ensure adequate policing. In a political, financial and economic system governed by law rather than principle, pragmatism rather than ethics, normative questions ceased to have meaning. The result is that the responsibility for Enron extends beyond even the banking sector and to the corridors of Capital Hill itself.

In noting the increasing power of the corporate sector, the president of the World Bank, James Wolfensohn has observed that ‘the governance of the corporation is now as important in the world economy as the government of countries’.
 Equally important however is the relationship between the corporate entity and the political system. In an important contribution, Ken Coghill, an Australian political scientist, argues that contemporary governance is best described as an interdependent and interconnected compact between state, corporate and civil society. ‘It is a relationship in constant flux, determined not only by rules and regulations but also relative power and weakness; conditions that vary according to circumstance, both determined and uncertain.’
 The result is a constant battle for advantage within and between each pivotal sector.
 

While the business scandals owe their emergence to problems within the sector, the conditions that allowed them to flourish can be traced directly to the weakness of either government or wider society to curtail the operation of the capital markets. A number of explanatory factors can be put forward for this structural imbalance: the dependence of politicians on corporate donations to finance ever increasing election campaigns; the effective lobbying of Congress to change or weaken the regulatory framework in which corporations operate; the ideological retreat from government intervention; and the hubris associated with the self-proclaimed invincibility of the American political and business models that, in turn, can be traced back to the collapse of communism and the failed promise of an Asian dawn.

Central to the untrammelled operation of corporate interests to run roughshod over a weak regulatory structure has been their combined effectiveness in deploying pre-emptive strikes to set the political and economic agenda in legal ways. During the long run of the bull market, donations to charitable causes, particularly the arts and education were accompanied by astute propagandising through the placement of favourable – or unquestioning – stories to supplicant sources in the media and intensive lobbying of politicians to prevent regulation, legislation or investigation. In the constant struggle for competitive advantage, already attained power to shape the political agenda was used in a Hobbesian framework to ensure its own dominance. 

I put for a generall inclination of all mankind, a perpetual and restlesse desire of Power after power, that ceaseth only in Death. And the cause of this, is not always that a man hopes for a more intensive delight, than he has already attained to; or that he cannot be content with a moderate power: but because he cannot assure the power and means to live well, which he hath present, without the acquisition of more.
 

In the context of a booming economy the consequences of the disparity of power in the tri-circular structure is masked. Following the erosion of three trillion dollars in share value, the pendulum has shifted, with potentially huge consequences in the power structure. What is at issue, therefore, is how to deal with a business culture based on technical compliance with narrowly defined legislation, and a working assumption that unless a particular action is declared illegal, it isn’t. In large part therefore the traditional debate over effective corporate governance has been irrelevant in tackling the major structural problems or addressing the crisis of legitimacy facing Anglo-American capitalism.’ 

Understanding the causes of the problem is therefore necessary if the cycle of corporate crime is to be broken. Steve Letza is undoubtedly correct in highlighting the need to reformulate the debate to take into account ‘the fact that corporate governance is a social process, which cannot be isolated from social and non-economic factors such as power, legislation, social partnerships and institutional contexts.’
 In short, it is necessary to construct a political economy of corruption in the United States that gives due cognisance to the operation of the political and economic marketplace. Given that the structural problems incubate the virus of corruption at every level of operation, the need to map its interlocking components becomes pivotal to any understanding of contemporary America. 

Widening the debate involves, however, a fundamental reassessment of the entire political system. This is a crucial element in the Houston class action challenge, which argues that the ultimate responsibility for the Enron fiasco rests not on Houston or Wall Street but on Capital Hill itself. The evidence to back up this assertion comes from the decision to revoke legislation that precluded the operation of the structured finance deals that had so degraded the integrity of the investment banks. This in turn leads one back to the decision by Congress to repeal Glass-Steagall in 1999, a move that provided the financial services sector with an unparalleled opportunity to enhance profits by engaging in a corruptive compact with major corporations to the detriment of ordinary investors. 

For more than sixty years, a fear that conflicts of interest could precipitate a return to the financial implosion of the American securities market had precluded the bundling of commercial and investment banking under one corporate roof. In the four years following the Great Crash of 1929, a third of all banks had failed, eleven thousand in total. In the search for scapegoats for the enormous economic and social dislocation, Congress latched onto the banking sector, fuelling the populist but disputed belief that the implosion of the American economy was the result of irresponsible speculation alone. At Congressional hearings chaired by Ferdinand Pecora, the banking system was castigated for boosting profits by manipulating the market through insider trading; price fixing and dispensing favoured status to preferred clients. In the mood for retribution at the time, however, the entrepreneurs of the gilded age had no option but to accept meekly the charge that irresponsible lending and speculation had precipitated an economic meltdown that had spawned the Great Depression. 

The crisis was an extreme example of how power relationships can change in response to external factors. A degree of intervention unheard of in American politics was ceded and gained widespread popular support. The result was the introduction of the 1934 Securities Exchange Act. A strict probation on banking power over the economy was put in place. There was to be a ban on inter-state operations and separate regulatory supervision for the now decoupled commercial and investment banking sectors. Most importantly, in order to police the system a new federal agency was established: the Securities and Exchange Commission. 

The corporate entities whose manipulations created the need for independent oversight in the first place railed against the restrictive powers of the newly formed Commission, and an ideological battle against regulation has been raging ever since.
  In an unending war of attrition, the SEC was pitted against the most powerful forces in America society: corporate self-interest was predicated in emasculating the regulators by controlling the political masters. This had led inexorably to the further skewering of the political system, elevating the individual at the expense of society and fostering an ideological climate distrustful of governmental intervention in the operation of the market. Needless to say, this distancing of federal responsibility for the operation of the marketplace has been dressed up in the language of greater public good rather than self-interest, but its impact on the structural nature of the crisis is profound and cannot be overstated. As Arthur Levitt has recalled in his provocative memoir of a life spent on Wall Street, the subservience of Congress to the increasing power and sophistication of special interest groups, cutting across both parties, is central to the inability of the regulators to police the industry effectively.  

Despite Congress’s belated lurch towards reform, only a few lawmakers truly care more about individual investors than about their corporate patrons. The Congress that enacted the landmark investor protection statute – the Securities Act of 1933 – in response to the 1929 stock market crash bears little resemblance to recent legislatures that have short-changed the SEC.
 

What was acceptable to a chastened banking sector in 1934 was an unacceptable restriction in the deregulated vision championed by Ronald Reagan in the 1980s. Revisionist paradigms positing banking failure as a consequence of inadequate economies of scale and lack of diversification were amplified by the collapse of the savings and loans institutions in the United States and the collapse of the banking sector in Japan, whose regulatory model was introduced by the American occupation after World War Two and remained relatively intact when a real estate crash exposed the banks to colossal losses. Glass-Steagall was presented as not only an impediment to American financial expansion but as an unacceptable risk to the American economy. 

The law was a cash cow for the political class, which received contributions from lobbyists on both sides of the divide. From 1989 until Congress eventually repealed the offending legislation in 1999, a total of $187.2m was spent in lobbying politicians, almost half of it in unregulated ‘soft money’ contributions.
 The argument for repeal strengthened significantly with the arrival of Robert Rubin, former chief executive officer of Goldman Sachs at the Treasury Office in 1995. Rubin was at the forefront of arguing that the changing reality of the financial marketplace had made Glass-Steagall unworkable and that banks had already found ways to circumvent the restrictions. The merger of Citicorp and Travellers Group, a corporation that specialised in the delivery of securities and insurance, in April 1998 necessitated a change in the legislation if the merged conglomerate was to be sustainable in law.  

Rubin recognised the potential conflicts of interest involved in establishing the new conglomerate but argued that these could be managed by the creation of Chinese Walls, a loophole exploited by lawyers acting for Sandy Weill, who, in forcing through the merger, had broken the spirit if not the letter of the law. His colleague, Joseph Stiglitz, was Chairman of the Council of Economic Advisors at the time, a think tank within the White House.  Stiglitz regarded the approach taken by Rubin riddled with risk. If the banks had found a way to circumvent the regulations, he argued, then the gaps should be dammed, not allowed to further disintegrate. But the political imperative involved, including the enormous sums made in the legislative process ensured that such concerns were pushed to one side.

The following month, the Republican dominated House of Representatives voted by a margin of one to repeal and passed it to the Senate. The powerful chairman of the Banking Committee, Alfonse d’Amato, who was facing election in that September’s mid-term election, announced that the issue would be shelved until after the election, a decision that guaranteed further lobbying and contributions by the financial services industry. According to the veteran political correspondent Elizabeth Drew, the decision paid off handsomely for the senator. In the 1997-98 Election Cycle he personally received $2.9m in contributions from both sides in the dispute.

Safely back in Washington, the Senate moved quickly to ensure repeal, a move that was broadly welcomed. The Economist proclaimed in a leader editorial, ‘surprising nearly everyone, including itself, Congress has done something right. House and Senate have agreed to dismantle a law that was badly conceived and kept alive out of sheer prejudice.’
 While welcoming the acceptance of corporate reality by the legislature, the newspaper warned that deregulation without a simultaneous overhaul of the regulatory framework risked future calamity. ‘History is liberally dotted with crises caused by liberalising finance without improving supervision.’ Regulation in the United States was and remains fragmented, with responsibility shared between the Federal Reserve, the Office of the Comptroller of the Currency, the Securities and Exchange Commission and the Commodities and Future Trading Commission. Passing control of the markets back to the banking sector itself in the context of an unreconstructed, weak and divided supervisory framework, was a key failure, masked by the long years of the bull market. According to the Houston complaint, ‘this recombination contributed to the banks involvement in the scheme to defraud Enron investors.’
 

The consequences of inaction in 1999 were to return to haunt the politicians as they gathered to adjudicate on the role played by the investment banks in artificially boosting the value of Enron prior to its collapse and to analyse why both the regulators and the ratings agencies failed to spot the fraud prior to the collapse of Enron.The rebirth of the American economy in the 1990s, based on deregulation, largely on terms dictated by corporate interest, therefore, proved pivotal in storing up the problems now besetting the securities market, making the crisis facing regulators potentially more intractable than in 1934. 

Sixty-eight years after its formation, under resourced and overloaded with complex derivative-trading investigations relating to 15,000 publicly-listed companies, the SEC has been consistently wrong-footed by the sheer scale of the corporate crime now being reported. The inability of the SEC to provide meaningful leadership is a direct consequence of a lack of political will and resources in equal measure. It has a permanent staff of just 3,100 to investigate the world’s largest securities market. In 2001 only 16% of all corporate reports received were analysed to assess whether irregularities had taken place.
 Its technology is outdated and attempts to deal with the corporate fraud have been further hampered by the fact that its New York offices were destroyed in the maelstrom of 9/11. Its most important sub-sections, enforcement, trial and accountancy regulation are facing major problems associated with a lack of trained staff and inadequate professional backup. An investigation by the New York Times discovered that 20 of the 75 trial lawyers working for the SEC are engaged in the Enron case alone.
 

As the crisis of confidence in the probity of the securities market intensified during the summer of 2002, the political class introduced controversial and potentially far-reaching corporate legislation, the Corporate Responsibility Act, more commonly referred to as Sarbanes-Oxley. It passed responsibility for implementing and monitoring the change to the SEC, an agency rendered incapable of dealing with the pressure. To make matters worse, in the midst of the crisis the chairman of the SEC, Harvey Pitt, was forced to resign, leaving the regulatory body rudderless at precisely the same time as it was charged with establishing new codes of practice for the operation of the market. 

REGULATORY PITTFALLS

It is through examining the decline and fall of Pitt that another element in the crisis of governance is exposed. The failure of regulators to regulate is linked not merely to personalities at the helm of these agencies, rather to a wider political failure to provide the resources necessary in pursuit of a wider political goal: the financing of political campaigns. In the weeks immediately prior to mid-term polling day, as speculation intensified about the possibility of war in the Persian Gulf, Pitt plunged the SEC into one of the most serious crisis since its formation. It emerged that his preferred candidate for oversight of the accountancy profession, William Webster, was implicated in a conflict of interest over a suspicious audit. To compound matters, the chairman of the SEC was aware of the ethical cloud overhanging his preferred candidate but chose not to disclose this to his fellow commissioners prior to ratifying the appointment.
 

Pitt eventually bowed to the inevitable, recognising that his position had become untenable, but not before he performed a final service for the White House. The timing of his resignation had political overtones and raises fundamental issues about the impact of patronage on key oversight positions that extend beyond the management of the SEC. Pitt announced his decision to reign just as the polls closed on November 5, too late to influence voters. The White House had made a strategic decision to brazen out the crisis and in many ways was playing according to a preconceived game plan. The administration had already made the calculation that the travails facing the SEC would make a negligible impact on the electorate. 

As a political issue, its importance had ebbed significantly from the dangerously high levels sensed by the president when he addressed corporate America from within its very citadel during the torpid New York summer.  When the wave of accountancy failures reached a crescendo in July, President Bush made a keynote speech at the Regent Wall Street Hotel. The resolve then could not have been clearer. 

I’ve come to the financial capital of the world to speak of a serious challenge to our financial markets, and to the confidence on which they rest. The misdeeds now being uncovered in some quarters of corporate America are threatening the financial wellbeing of many workers and many investors. At this moment, America’s greatest economic need is higher ethical standards – standards enforced by strict laws and upheld by responsible business leaders.
 

Using the bellicose rhetoric that has transformed his standing in the wake of 9/11, Bush promised the introduction of a corporate fraud SWAT team and the movement of ‘corporate accounting out of the shadows, so that the investing public will have a true and fair and timely picture of assets and liabilities and income of publicly traded companies. Greater transparency will expose bad companies and, just as importantly, protect the reputations of good ones.’ The president lauded the SEC and proclaimed: 

Today, I announce my administration is asking congress for an additional $100m in the coming year to give the SEC the officers and the technology it needs to enforce the law. If more scandals are hiding in corporate America, we must find and expose them now…I’ve also called on the SEC to adopt new rules to ensure that audits will be independent and not compromised by conflicts of interest.

This was precisely the charge against William Webster, the former director of the FBI and Harvey Pitt’s nominee for the sensitive post of accountancy board regulator. This pivotal position was established as a consequence of the potentially far-reaching Sarbanes-Oxley legislation on corporate reform. The principal function of the new body was to set new more stringent rules and review the performance of the profession against them. It represented a major policy change and one that had enraged the accountancy cartels. The legislation, which emerged from Congressional hearings into Enron and WorldCom as the crisis unfolded throughout the spring of 2002, had been opposed vociferously by much of corporate America, its legislative allies in Congress as well as the president. He changed tack as the sense of unease about the extent of the problems facing the securities market threatened to destabilise the presidency. 

Sarbanes had argued successfully in Congress that ‘we had to try to break this consultancy-auditing link, because that was obviously placing the auditors in a highly conflicted role, trying to draw up a good strong audit when they were collecting huge fees for the consulting. They were ending up auditing their consulting work.’
  For Sarbanes, relying on the conscience of the auditors was not a feasible option. The fact that as a percentage of revenue, management consultancy to the firms they are auditing has risen to 51% of total income. The invigilators had become partners, eschewing credibility if not in all cases honesty. 

This fear was in contradistinction to the preferred option of the chairman of the SEC, who had privately discussed the remit of the new regulatory board with the profession and substantially agreed with its analysis that the rules governing the oversight commission would be drawn up by those being invigilated. It was Pitt who was now charged with finding a suitable candidate. Nominating Webster, was therefore a calculated rebuke to the wishes of Congress and an indication of how ineffective the commission had become in policing the industry, precisely because of the penetration of former players in the securities market. It provoked a political storm within the SEC itself, with two commissioners using an open meeting of the Commission in Washington to lodge formal dissent. Roel Campos, the most recently appointed commissioner, was furious at what he saw as duplicity shading into self-destruction. 

 The truth is that there is a perception that Chairman Pitt and the entire Commission are being influenced by the views of the accounting profession. The existence of this perception is extremely unfortunate…As certain as I am that the sun will rise tomorrow, I am that certain Chairman Pitt will not allow himself to be influenced by an outside lobby or politicians… However, the American public and American investors do not have the benefit of the personal acquaintance that I have with the Chairman and the other commissioners. Therefore, the perception of this Commission being influenced by the very industry that we seek to regulate through the Oversight Board is real and rational, based on the events that have occurred.
 

The profession argued that the initial choice, John Biggs, the head of the country’s biggest teachers’ pension fund TIAA-CREFF, was too hostile. The basis for this concern was Biggs appearance at the Senate Banking Committee, where he argued that ‘accounting firms must know that they cannot refuse to open their books or prevent their staff from co-operating with this new agency. It must have the authority to discipline firms and individuals without the delays of an [industry-run] investigating process.’
   

To a large extent, the issue of audit reform is central to the problem facing investor confidence. While investment reports prepared by merchant banking corporations can be binned, and research commissioned from boutique firms with no apparent conflict of interest; all investors in the markets rely on one set of corporate accounts in order to assign true value. If the audit is rendered suspect by the use of off-balance sheet alchemy to inflate earnings, that true value is rendered impossible to tabulate. Audit reform is therefore central to corporate reform.
 The profession may accept that some form of oversight is necessary, but as its opposition to Biggs’ proposed appointment demonstrated, genuine enforcement was not envisaged as part of the solution. Harvey Pitt’s acceptance of this analysis and active collusion in bringing it to bear was a conflict of interest too far.
 

A damming report issued by the General Accounting Office (GAO) just before the Christmas vacation served witness on how dysfunctional the SEC under Pitt had become. Several politicians mandated the GAO, an investigative unit within Congress to examine the circumstances surrounding the Webster appointment. The selection process was nothing short of a disaster. ‘It was neither consistent nor effective’ and led ‘to the eventual breakdown of the SEC’s selection and vetting process.
 

Pitt’s own background, as a securities lawyer for Enron and the failed Arthur Anderson partnership, and lobbyist for the accountancy profession, provides further cause for the perception, if not the reality. When Arthur Levitt, his predecessor at the SEC, had proposed new regulations preventing auditors from providing consultancy services for the companies whose accounts they were supposed to be invigilating. Pitt was at the forefront of opposition, arguing that consultancy would enhance the New Economy. Levitt, who lost the battle, has written recently that self-regulation by the accountants is a bad joke.
 So, too, was the short tenure of Pitt who had to recuse himself from no less than 29 SEC decisions because of his past association with the accountancy profession. Pitt compounded matters significantly by apparently seeing no wrong in meeting former clients in social settings who were now subject to SEC investigation.
 His credibility never recovered after he remained silent even as President Bush temporarily retracted a key pledge to buttress the investigative capabilities of the financial watchdog. 

Less than three months after signing legislation that allowed for an increase in the SEC’s budget of 77% to $776 million, the administration sought to reduce that increase by 47% to $568 million on the grounds that the increase appropriations needed to fund the war against terrorism meant that it was impossible to fund the planned increase.
 The legislation was therefore being gutted before the ink was dry, hardly a reassuring portent of its likely effectiveness in general. .

As the crisis unfolded, Pitt’s organisation became a willing cipher for an administration unwilling on both ideological and pragmatic grounds to address the systemic failings of unchecked corporate power that had necessitated the creation of the commission in the first place and once again had demonstrated its malevolence. Given the scale of the problem, Pitt’s tenure, characterised by the elevation of the strict interpretation of the letter of the law as policy goal, amounted, in the circumstances, to what the J Patrick Dobel terms moral abrogation.

This model invites an excessively legalistic narrowing of concern. Except for reasons of reputation or self-interest, individuals feel little motivation to identify and correct wrong or harm within the system, and they are discouraged from feeling responsibility towards precedents that they set or procedures that they follow. The model strips them of the moral resources they need either to initiate positive actions or to resist immoral or illegal actions.

Concerted action to stem the flow of confidence was at once revealed as meaningless. The subservience of the regulators to their political patrons and to the corporate interests they depended on, rather than to the need to clean up America’s damaged securities industry, writ large both by Pitt’s acceptance of this state of affairs and the dubious machinations surrounding his attempts to secure the appointment of Webster. If the regulator was itself compromised, how meaningful in reality was the president’s exhortation for ‘the urgent work of enforcement and reform, driven by a new ethic of responsibility’? 

There is a distinct if discreet linkage between the level of funding given by the financial services industry to political parties and the minimalist approach taken to address the design flaws within contemporary capitalism in its American guise. In certain key respects there are similarities between the 1929 crash that led to the creation of the SEC and the current crisis. As with the 1920s, so too in the 1990s, the American securities market was riding a wave of technological revolution which necessitated the inculcation of a laissez faire ideology to underpin the pursuit of profits. Running in tandem with the market fever was a disproportionate increase in the amount of money going to political parties. What has been fundamentally transformed is the relative power of the lobby over the political process and its ability to delineate the extent of the reform. The exorbitant costs involved in modern electioneering has served merely to intensify the subservience of politicians to the interests which fund them, or more seriously to distort the deliberative process themselves by engaging in political blackmail, making the risk of endemic and systemic corruption an unavoidable reality.
 

The Wall Street Journal infamously editorialised in 1983 that far from being a model of good governance, Washington DC should be more accurately compared to ‘the mutants saloon in Star Wars – a place where politicians, PACs [Political Action Committees], lawyers, and lobbyists for unions, business or you-name-it shake each other down full time for political money and political support.’
 In the intervening period, there has been an exponential increase in both cost and effect. As David Maleby has pointed out in his study of the 2000 election cycle ‘the process is, in short, like an arms race, where no one knows how much money is enough and its safest to assume you can never have too much money.’
 It is not only the content of the message, therefore, but the payment for dissemination that provides a linkage between the issue of corporate malfeasance and political responsibility.

The currency of choice for this secretive trade is accepted across the political spectrum. In exchange for financial support, politicians fail to change law, threaten with alarming regularity regulators with budget cuts, while proclaiming the decisions reached are the consequence of the need for job creation and the freedom of the market rather than the requirement of interested money. While active lobbying is not unique to the securities industry, its financial muscle, when coupled with professional groups such as accountants and lawyers mean that it exercises enormous political power to shape the agenda. An emphasis on documented corporate abuse risks, therefore, approaching the problem from the wrong end of the telescope. It is through untangling the web that intertwines the world of business and politics that the true extent of the corruption of political and economic life can be measured. And it is where those world’s collide in Washington DC that the corruption of American democracy by the self-serving and complex interactions of the needs of corporations and politicians intersect. It is a point graphically made by Arthur Levitt, the former chairman of the SEC. 

During my seven and a half years in Washington, I was constantly amazed by what I saw. And nothing astonished me more than witnessing the powerful special interest groups in full swing when they thought a proposed rule or piece of legislation might hurt them, giving nary a thought to how the proposal might help the investing public. With laser-like precision, groups representing Wall Street firms, mutual fund companies, accounting firms, or corporate managers would quickly set about to defeat even minor threats. Individual investors, with no organised lobby or trade association to represent their views in Washington, never knew what hit them.

The failure to provide ethical leadership has infected the entire governance structure in the United States. Political parties act as a conduit to the powers exerted by the state. As such, the financing of political parties offers a means to gain influence over the direction of state policy, particularly in areas in which the state itself regulates scarce resources or has monopolistic control. As the cost of electioneering increases so too does the need for political parties to gain access to external sources of funding, the provision of which is invariably linked to the possibility of an ideological and/or material quid pro quo. Even more likely is the probability that the influence is designed to maintain the status quo. As the old Sicilian Count tells his ambitious nephew Tancredi in Giuseppe Lampedusa’s classic tale of power transfer, The Leopard, ‘if you want things to stay the same you have to change.’
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