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The last three years have been a difficult period for supporters of free markets and for proponents of self-regulation.  It has been difficult for two distinct but related reasons.

First, there was the generalised boom and bust in stock markets around the world.  Although comment tends to focus on the dotcom boom in the US, some of the sharpest falls in percentage terms occurred in other markets, notably in Germany.  We may have thought that the experience of previous stock market bubbles had inoculated the markets against this kind of exaggerated behaviour but it proved not to be the case. Even Alan Greenspan’s warning of the dangers of irrational exuberance went unheeded.  (Some argue, notably Joseph Stiglitz in his new book, that Greenspan’s warning at the end of 1996 was badly timed, which reduced its impact and made it harder for the Federal Reserve to respond later, when prices were more evidently out of touch with reality).  

Whatever the reason, the turn of the century boom and bust was every bit as dramatic as previous bubbles: Dutch tulips, the South Sea company, or the 1929 Wall Street crash.  As a result, the efficient markets hypothesis has taken a further knock. The upside for academics is the stimulus given to research into market psychology and chaos theory. 

But what made this bubble more menacing for free market supporters was the incidence of dramatic corporate collapses in the US and Europe, collapses which seemed to be attributable not simply to market volatility, but also to more sinister behaviour by the executives in charge.

For a while, it was fashionable on this side of the Atlantic to argue that this was a North American phenomenon.  That is no longer possible.  While Enron, Worldcom and Hollinger hogged the headlines for a time, with some appealing elements of hubris and nemesis to add spice to the story, Ahold and Parmalat are examples of very similar phenomena in the European corporate world.  It is fair to say that in the UK we do not seem yet to have delivered a suitably dramatic example of our own.  We may draw some modest comfort from that but it would be a brave man who confidently asserted that it “could not happen here”.  

Now, of course, it is important to distinguish between different types of corporate collapse.  Some reporting and some political reaction has not done so.  My own taxonomy suggests that there are three different types, which have rather different consequences for regulation and public policy.

First, there are those which appear to derive principally, and perhaps solely, from strategic error.  I would put Marconi in this category.  While the FSA did criticise the company for some aspects of its disclosure policies, there has been no suggestion of a systematic attempt to mislead or defraud shareholders.  Marconi simply bought businesses at very high prices which turned out not to be worth anything like what they paid (though there may have been some dubious dealing in some of those target companies).  I do not think that governments should respond to collapses of this kind.  Companies will make mistakes and some will fail.  We cannot, in a lively capital market, expect to organise races in which all will win prizes.

Second, there are those collapses which may primarily be strategic in nature but where there is a heavy dose of megalomania built in.  I would judge Vivendi to be in that category, and perhaps Tyco as well – though there is a case underway against the former Chief Executive, which may in due course tell us more.  Once again, it is hard to know how to regulate to prevent this kind of thing.  We cannot ban hero-worship or ambition.  But we can exercise discretion and remember the adage that if a thing looks too good to be true, it probably is.

The third category is the most dangerous.  By that I mean those companies where we are not simply talking about strategic error or excessive ambition but where there is an element of fraud, of alienation of the company’s assets, of unreasonable enrichment of the Chief Executives or a combination of all three.  We need to be careful in listing the companies in this category, since in most cases there are legal actions underway and we still do not know enough to be sure.  But it seems reasonable to put Enron, Hollinger and Parmalat at least provisionally into this third group.

I confess that, in each case, I find considerable mysteries still to be unravelled.  So we would do well to be somewhat cautious in our assessment, and not simply for legal reasons.  But we are on reasonably safe ground in making a few general observations about the way in which the control systems in place in Western capital markets have operated in these episodes.  Broadly, it is clear that the market-related checks and balances – as distinct from the roles played by statutory regulators – did not operate in the way intended.  Before we consider what the appropriate public policy response might be, that is the issue on which we need to focus.  What have these cases revealed about the weaknesses of the self-disciplining mechanisms supposedly built into our capital markets?  To put it another way, how fulsome an apology for capitalism do we need to offer?

In my view five elements of market discipline failed to operate in the way one might have hoped:

· Most importantly, Boards of Directors, and especially independent Directors, do not seem to have exercised the kind of internal discipline which was needed.  Even though the Enron Board structure and composition ticked almost every corporate governance box, the Board did little to rein in the extravagant appetites of the company and its executives.  There was a separate Chairman and Chief Executive (unusual in the US) and, on paper at least, a knowledgeable and powerful audit committee.  Yet all this, it would appear, was quite ineffective.  We do not know whether it was ineffective because the Directors were deliberately kept in the dark or because they failed in their duties.  But for the purpose of this analysis, that is a secondary issue. 

· The auditors did not cover themselves with glory. One firm, Arthur Andersen, has paid the ultimate price for this dereliction of duty.  But, in general, it would appear that auditors had, in their enthusiasm for client service, relegated their public interest duty to the status of a secondary obligation.  Perhaps, in doing so, they were following the advice in a pamphlet published only in 1999 by the American Institute of Chartered Public Accountants, entitled “How to leverage the audit into a profitable relationship”.  Whatever the reason, it is clear that in some cases auditors failed to help investors understand what was happening to their companies.  I will come on to the appropriate response to that failing in a moment.

· The role of the investment banks left a lot to be desired.  The extreme examples, where investment banks published research which, internally, they knew to be exaggerated or plain wrong, have been well publicised.  Perhaps just as important is the research that may not have been disbelieved but which was nonetheless highly deficient.  Indeed, the head of one investment bank told me that after analysing their performance in the dotcom boom, he was not so much worried by the research they published in which they didn’t believe, but by the research in which they did believe, and indeed on the basis of which they invested their own money.  In retrospect, he said, some of it was simply rubbish.  Other parts were hopelessly tainted by the firm’s client relationships.

· What of the rating agencies?  Most of the major corporate collapses were accurately forecast by the agencies - several minutes before the shares were suspended or became evidently worthless.  So far, no evidence has been unearthed which suggests that the agencies were themselves involved in any conspiracy.  But they do appear to have been less than eager to implement downgrades, perhaps fearing the reaction from companies which were, after all, their clients, if they did so.

· Lastly, what of the performance of the fourth estate?  Can we look back and say that we could see early warnings of impending doom in sceptical media coverage of the more exaggerated claims made by companies which subsequently collapsed in a heap?  I do not think so.  We can see more of the corporate puff type editorial, with some of the Icharus-like CEOs featuring on the front covers of glossy magazines just as they approached the zone in which the sun’s rays began to melt their wax.  

Over two years on from the Enron collapse, there has been quite a lot of public policy response to these failures.  Some of it, I would say, has not been built on a very clear analysis of the problems it was designed to solve.  The Sarbanes-Oxley Act in the US, for example, was hastily constructed, and it shows.  But it is not my intention to analyse the detailed responses in the US, and in Europe, to these collapses.  Rather, it is to suggest a few principles we need to have in mind as we think about how to set an appropriate regulatory course in the longer term.  There is great danger in what I call a ‘dangerous dogs’ approach to regulation.  In other words, a danger in responding quickly, in exaggerated ways, which create further problems for the future, and which may impose high and unjustifiable costs on all companies in an attempt retrospectively to discipline the few.

If we are to avoid these mistakes then we need a more grown-up language in which to discuss issues of regulation.

The political debate on regulation in the UK proceeds in a depressing way.  On the one hand, almost all politicians say that they are against increases in regulation, which damage markets, add unjustifiable costs to business and generally set back the cause of human happiness.  Regulators themselves are portrayed as people of low status, who spend their lives spinning red tape, drawing boxes for people to tick and generally getting in the way of productivity and wealth creation.  The debate surrounding the passage of the Financial Services and Markets Act, which set up the Financial Services Authority, was no exception.  Politicians on all sides of the house said they wanted light touch regulation (whatever that may be), and spoke of the Authority as a kind of regrettable necessity about which they hoped never to have to speak again.

Then, of course, as soon as a company fails, the language shifts 180 degrees, and questions are immediately asked about where the light touch regulator was when this dastardly plot was being hatched.  Why were the regulators not sitting in the company able to intervene in advance?  How was it that their accounts had not been reviewed in detail by the SEC?  The debate, of course, proceeds in a very similar way in the US and in most other European countries.  

This is an example of an acute case of cognitive dissonance on the part of our politicians.  In other words, they find it perfectly possible to hold two competing ideas in their minds at the same time.  One, that regulation is everywhere on the increase, with damaging economic consequences.  The other, that there is a dangerous free-for-all in capital markets, with terrible consequences for small investors and opportunities for unjustified enrichment on the part of the boards of major corporations.

My own view is rather different.  The most penetrating analysis I have seen recently came in a book entitled The next twenty years by Eric Roll.  Eric is perhaps the only man in his nineties to make an innovative contribution to futurology.  He points out that there has been no increase in the regulation of financial markets in the last twenty years, if one correctly understands what is meant by regulation.  Until the 1970s and 1980s, financial markets in this country were in many ways directly controlled by the Government and the Bank of England.  Quantitative controls on credit expansion were only relaxed in the 1970s, following the publication of Competition and Credit Control.  Exchange controls were in place until 1979.  Well into the 1980s the Bank of England managed a queue of equity issuers, only allowing companies to go to the market when it felt conditions were favourable.  Until the early 1990s the Bank intervened all the way along the yield curve to control long and short rates, rather than operating solely in the short-term Repo market as it now does.  Building Societies could only lend for house purchase until the Building Societies Act of 1986.  Until 1988 individuals could not opt out of an occupational pension scheme into a private pension.

I could go on.  All of these controls have been removed.  The game is now much more of a free-for-all, with different types of financial firms able to compete across the board.  Unsurprisingly, in this more robust game – rugby rather than cricket – a tough referee is necessary.  So direct controls have been replaced by looser regulatory obligations, backed up with a statutory authority with disciplinary powers.  In a game with fewer absolute prohibitions, you need a tougher referee.  

If we could think and talk about the development of regulation in this way, we might produce a better outcome.  We might also understand that it is inherent in the approach successive governments have taken, both here and elsewhere, that there is more scope for market failure.  Not all of that failure will be a failure of regulation, since regulation has been deliberately switched on to an ex post, rather than an ex ante basis.  That is not to say, of course, that we do not need to learn lessons from those failures, and sometimes they will tell us that new regulations are needed.  But we should not operate on the basis that a failure, even a major one, necessarily justifies a regulatory response.  

Furthermore, we should not be surprised by failures of self-regulation.  There is no point in being sentimental about a time when groups of chaps ensured that other chaps behaved in a way which did not damage the market.  There is no easy basis for that form of self-regulation in financial markets now.  Gone are the days when there was a group of fund managers, who had all been to the same school in Edinburgh and who met privately in the recognition that all their reputations were bound up with each others.  That is now not the case in most financial sectors.

Indeed, a more robust approach to competition policy makes such quasi cartels rather difficult to sustain.  One vivid example has occurred in the area of insurance broking.  The major insurance companies decided that they would like to improve the quality of retail broking.  So they set up a standards council and resolved to deal only through brokers who joined it.  A small dissident group challenged this as an anti-competitive arrangement and won.  So we now have statutory regulation of insurance broking as a result.  

My presumption, therefore, is that if regulation is needed, it is highly likely to need some kind of statutory backing.  Ministers do not especially like this conclusion, since they then run up against the cognitive dissonance problem, and also the more practical difficulty of finding legislative time.  

In the case of accounting and auditing the industry has proved, to my satisfaction at least, that it can no longer be left to its own devices.  The elaborate self-regulatory structure drawn up here at the end of the 1990’s is not likely to restore public confidence.  The Government here have recognised that reality, to some degree, in the Companies Bill currently before the House.  Unfortunately, the arrangement proposed, whereby the financial reporting review panel will become somewhat more proactive, but will still report to the Financial Reporting Council, rather than to a proper statutory regulator, is flawed.  The review panel will have to use the FSA if it wishes to impose sanctions, which involves some rather clumsy legislative machinery.  It would have been far better to do as the Americans have done and locate the accounting oversight function in a new agency but under the authority of the statutory regulator.

So clearer thinking about the nature of regulation and about the appropriate balances between statutory and self-regulation is the right place to start.  Against that background I confess to being a sceptic about the value of codes of practice and codes of governance.  Some of them, I believe, are a triumph of form over substance.  I do not, for example, think it is possible to define independence in a rigid numerical way, as the Higgs Code sought to do.  Simply imposing a time limit on directors, in the hope that will encourage independence, seems to me to be doomed to failure.  Indeed it conflicts with the need for independent directors to have an adequate knowledge of the business, which will only be built up over time.  

I believe we may have reached the point of diminishing returns in the construction of corporate governance codes.  The original Cadbury code clearly added value in identifying some good practices and ensuring that they were spread beyond progressive well-managed companies to the rest.  We are now in the territory where recommendations are not self-evidently associated with success.  For example, the prohibition on a Chief Executive moving into the Chair of a company puts perhaps our most successful financial company, HSBC, into a position of non-compliance.

So it is likely that quite a number of companies will not in fact follow the terms of the revised code and no consequences will flow if investors are content.  This may, in a sense, be just fine.  But it should not be confused with regulation.  

Indeed, I think there are other areas where there is confusion about what regulation is, and is not.  In the case of rating agencies, for example, there is a scheme of registration of agencies in the US, run by the SEC.  While it is not entirely content-free, the SEC would explicitly acknowledge that it is not a regulatory regime in the normal sense of the word.  Rating agencies need to prove that they qualify for registration but thereafter their affairs are not overseen by the SEC and no checks are made to ensure that their ratings are based on accurate information or that their analysis is uninfluenced by conflicts of interest.  I am not saying that they are guilty of these things, just that their regulatory status offers no observation on them, one way or another.

Yet ratings agencies have achieved a position of significant power and influence in the marketplace.  The question of whether a company’s bonds are investment grade or not can be a matter of life or death.  Many investors define their permitted investments in relation to investment grade status.  In other words they will not invest in companies which do not have it.

This is an unstable position and one from which we need to move, in one direction or another.  It is largely an American issue, since only in the US are rating agencies registered with a regulator, and all these major agencies are essentially US firms (though the smallest is French-owned).  So the SEC has been thinking hard about whether to introduce a scheme of regulation which could properly be so described, or whether to acknowledge the current reality by withdrawing from rating agency registration altogether.

My preference would be for the latter course, since it will be extremely difficult to devise a regulatory scheme which provides significant reassurance to investors.  It would be preferable to allow competition to develop, and for investors to reduce the reliance they place on agencies.  However, I recognise the political difficulty in current circumstances of moving in that direction.  Indeed, the relevant committee of the European Parliament recently called for the introduction of a regulatory arrangement for rating agencies in the European Union, something which I very much hope we can avoid.  

My general prescription in response to the unfortunate market developments of the last few years would be greater clarity about why and how we regulate financial markets, some extension of statutory regulation at the expense of self-regulation, and a reduction in the reliance on codes of conduct and “soft law”, which has not proved very effective in the past.  At the same time, however, we need a very rigorous and selective approach to the extension of statutory regulation, sometimes indeed pulling back where it is unlikely to be effective without a massive investment of time and resources, and where the side effects could be positively damaging.

Last, I enter a plea for realistic expectations.  I do not subscribe to the “greed is good” school of Wall Street analysis.  But greed will always be with us, and we will never eliminate either temptation or, indeed, failure.  Just as we do not blame the police for the fact that there is still crime, nor should we think that any regulatory regime for financial markets, however perfectly designed, will eliminate fraud, embezzlement or indeed overweening ambition.

It would be nice if ethics were to play a stronger role in the management of financial firms and major corporations.  In the case of investment banks, where the biggest lesson they have to learn is how to manage conflicts of interest more effectively, that is the most needed response.  But that is another story.  On that subject I would only say that the interaction between regulation and business ethics is an area ripe for new thinking.  
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