Scholarship Repository
University of Minnesota Law School

Articles Faculty Scholarship

2010

The Moral Responsibilities of Investment Bankers

Richard W. Painter
University of Minnesota Law School, rpainter@umn.edu

Follow this and additional works at: https://scholarship.law.umn.edu/faculty_articles

6‘ Part of the Law Commons

Recommended Citation

Richard W. Painter, The Moral Responsibilities of Investment Bankers, 8 U. ST. THOMAS L.J. 5 (2010),
available at https://scholarship.law.umn.edu/faculty_articles/1003.

This Article is brought to you for free and open access by the University of Minnesota Law School. It has been
accepted for inclusion in the Faculty Scholarship collection by an authorized administrator of the Scholarship
Repository. For more information, please contact lenzx009@umn.edu.


https://scholarship.law.umn.edu/?utm_source=scholarship.law.umn.edu%2Ffaculty_articles%2F1003&utm_medium=PDF&utm_campaign=PDFCoverPages
https://scholarship.law.umn.edu/?utm_source=scholarship.law.umn.edu%2Ffaculty_articles%2F1003&utm_medium=PDF&utm_campaign=PDFCoverPages
https://scholarship.law.umn.edu/faculty_articles?utm_source=scholarship.law.umn.edu%2Ffaculty_articles%2F1003&utm_medium=PDF&utm_campaign=PDFCoverPages
https://scholarship.law.umn.edu/faculty_scholarship?utm_source=scholarship.law.umn.edu%2Ffaculty_articles%2F1003&utm_medium=PDF&utm_campaign=PDFCoverPages
https://scholarship.law.umn.edu/faculty_articles?utm_source=scholarship.law.umn.edu%2Ffaculty_articles%2F1003&utm_medium=PDF&utm_campaign=PDFCoverPages
https://network.bepress.com/hgg/discipline/578?utm_source=scholarship.law.umn.edu%2Ffaculty_articles%2F1003&utm_medium=PDF&utm_campaign=PDFCoverPages
https://scholarship.law.umn.edu/faculty_articles/1003?utm_source=scholarship.law.umn.edu%2Ffaculty_articles%2F1003&utm_medium=PDF&utm_campaign=PDFCoverPages
mailto:lenzx009@umn.edu

KEYNOTE ADDRESS

Tie MorAL RESPONSIBILITIES OF
INVESTMENT BANKERS

RICHARD PAINTER®

I. InTRODUCTION

We all know by now that the 2008-2009 financial collapse was caused
by irresponsible decisions both in government and in financial institu-
tions—investment banks, commercial banks, insurance companies, and
others. Much attention has been given to the inadequacies of government
regulation, as well as to the capital structure and risky investments of the
financial institutions. "

My topic in this article will be about the people running the financial
institutions. I call these people “investment bankers” because they do what
people used to do when they worked for investment banks. Today, with the
1999 repeal of the Glass-Steagall Act’s separation of commercial banking
from other businesses, and with more liberal state regulation of insurance
companies, investment bankers work for many types of financial institu-
tions in addition to investment banks. Indeed, some investment banks such
as Goldman Sachs and Morgan Stanley recently put themselves under com-
mercial bank holding company structures so they could meet liquidity needs
by borrowing money from the Federal Reserve.! Despite their creative re-
structuring, they are still investment banks.

I will first discuss the reasons why government regulation of invest-
ment bankers, while necessary to prevent another financial crisis, is insuffi-
cient. Second, I will discuss the need for self-restraint within the investment
banking industry—self-restraint that is linked to a broader sense of personal
responsibility for investment bankers. Third, I will discuss some compo-
nents of personal responsibility for investment bankers, and specific pro-
posals for how investment bankers might be made more personally
responsible.

* 8. Walter Richey Professor of Corporate Law, University of Minnesota Law School.

1. See Andrew Ross Sorkin & Vikas Bajaj, Shift for Goldman and Morgan Marks the End
of an Era, NY. Tmmes, Sept. 21, 2008, http://www.nytimes.com/2008/09/22/business/
22bank.html.
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Until this point, I base many of my observations on research and publi-
cations I worked on with Claire Hill, a colleague at the University of Min-
nesota Law School.? We published an article proposing that joint venture
agreements or assessable stocks be used to make the most highly paid in-
vestment bankers personally liable for their firms” debts, just as they were
when most investment banks were general partnerships before the 1980s.”

In this article, I focus on a particular aspect of this topic: investment
bankers” moral values. Where do they get their moral values and how are
those values relevant to their work? Can those values be changed? Can
investment bankers be persuaded to incorporate moral values into their
work? What is the appropriate role of religion and philosophy in this
discussion? '

II. GoveErRNMENT REGULATION OF INVESTMENT BANKING IS NECESSARY
BUT Is NoT SUFFICIENT TO DETER IRRESPONSIBILITY

Government regulation of financial institutions and financial markets—
for example, the 2010 Dodd-Frank Act* and the 2002 Sarbanes-Oxley
Act®—may help prevent another financial crisis or mitigate its severity.
Law, after all, sometimes does change behavior. That is one of the reasons
we have laws.

Regulation, however, is not enough to protect the investment banking
industry, and the rest of us, from the folly of investment bankers. Regula-
tion is insufficient for several reasons:

a. Regulators have difficulty keeping up with new financial in-
struments, new technologies, and other developmenis. The
explosive growth in the market for derivative securities, swap
agreements, and collateralized debt obligations in the last
twenty years illustrates this point. Investment bankers de-
signed and marketed new financial instruments so rapidly that
regulators could not keep up. Investment bankers may not
have understood the instruments they were investing in, but
regulators understood them even less.

b. Regulation is a delayed reaction. Regulators must decide
which agency will regulate a financial instrument or practice.
(There have been notorious turf battles between the Securities

2, See, e.g., Claire Hill & Richard Painter, Compromised Fiduciaries: Conflicts of Interest
in Government and Business, 95 MINN. L. Ruv. 1637 (2011). We ate also working on a book that
will have several other specific proposals that I will summarize in this article. The tentative title
for our book is “The Personal and Professional Responsibilities of Investment Bankers.”

3. Claire Hill & Richard Painter, Berle’s Vision Beyond Shareholder Interests: Why Invest-
ment Bankers Should Have (Some) Personal Liability, 33 Srattir U, L. Rev. 1173, 1174 (2010)
(2009 symposium on Adolf Berle).

4. Dodd-Frank Act, Pub. L. No. 111-203, 124 Stat. 1376 (2010} (codified in scattered sec-
tions of 12 and 18 U.S.C.).

5. Sarbanes-Oxley Act, Pub. L. No. 107-204, 116 Stat. 745 (2002) (codified in scattered
sections of 15 and 18 U.S.C.).
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and Exchange Commission (“SEC” or the “Commission”)
and the Commodity Futures Trading Commission (“CFTC”)
about this.)® Regulators then must deliberate over how to reg-
vlate a financial instrument or practice and draft a regulation.
The notice and comment period required by the Administra-
tive Procedures Act (“APA”)7 adds to the delay before a rule
is in place. By then investment bankers may be selling a new
and different financial instrument or be engaged in a new
business practice that is not subject to the regulation.

c. Regulation is a “cat and mouse game” in which investment
bankers hire lawyers to help them circumvent regulations.
This problem raises concerns about the moral responsibility
of corporate lawyers—the topic of my first law review article
in 1994.% I will not dwell on those concerns, except to say
that lawyers themselves are part of the reason that law is
sometimes an ineffective instrument for regulating business
conduct.

d. Regulators are sometimes captured by a regulated industry
and do what the industry wants at the moment. This may be
something different than what is best for the industry in the
long run. “Regulatory capture” occurs because of the revolv-
ing door of employees between the private sector and govern-
ment, particularly at the most senior levels. 1 discuss the
problems of the revolving door and capture in Chapter 2 of
my recent book on government ethics.'® Government is sup-
posed to regulate Goldman Sachs and its Wall Street compet-
itors, but often individuals who move back and forth between
Wall Street and government call the shots. Hence the phrase
that became popular in the media a few years ago, “Govern-
ment Sachs.”!! The revolving door helps regulators under-
stand the industry they regulate, but the revolving door also
gives regulated industry more influence over the content of
regulation.

6. See Brendan Conway, CBOE Chief: SEC and CFTC Still in Turf War, WaLL Sr. 1., Oct.
19, 2010, http://online.wsj.com/article/SB 10001424052702303550904575562423972481304.html
(“[The federal agencies that regulate the securities and futures industries still spend too much
time battling each other for influence, the chairman of the Chicago Board Options Exchange
said.”).

7. The APA’s notice and cormyment requirements ate set forth in 5 U.S.C. § 553(b)-(c)
(2006). ’

. 8. See Richard W. Painter, The Moral Interdependence of Corporate Lawyers and Their

Clients, 67 S. CaL. L. Ruv. 507, 511-12 (1994).

9. Economists have published extensively on industry capture of regulatory agencies. See,
e.g., Jean-Jacques Laffont & Jean Tirole, The Politics of Government Decision-Making: A Theory
of Regulatory Capture, 106 Q.J. Econ. 1089, 1089 (1991).

10. Rricuarnp W, PAINTER, GETTING THE GOVERNMENT AMERICA DesErvEs: How ErHics
RurorM CAN MAKE A DirreriENcE (2009),

{1. See, e.g., Julie Creswell & Ben White, The Guys from ‘Government Sachs,” N.Y. Times,
Oct, 19, 2008, http://www.nytimes.con1/2008/10/19/business/19gold.html.
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e. Regulators often lack the resources to enforce regulation.
The SEC budget is inadequate, particularly given the many
challenges the Commission faces.'? Investment banks devote
a substantial amount of resources to designing new financial
instruments, hiring lawyers to get around SEC regulation, and
fighting SEC enforcement actions. Alse, promoters other than
large investment banks perpetrate many securities frauds all
over the country, and the SEC may devote scarce enforce-
ment resources toward this low-hanging fruit rather than un-
tangle the complexities of transactions at large investment
banks. Sometimes the SEC even fails to get the low-hanging
fruit: for example, when it ignored warnings about Bernie
Madoff.?

f. Regulators must deal with Congress, and financial institu-
tions have influence over Congress. First, Congress makes
laws that define regulators’ authority. For example, Section
2A of the Securities Act of 1933!* and a parallel provision in
the Securities Exchange Act of 1934,'5 as amended in 1999,
removed security-based swap agreements from the definition
of a security and specifically prohibited the SEC from
promulgating regulations designed to prevent fraud in these
instruments. ‘Congress thus effectively prohibited the SEC
from preventing fraud in swap agreements. The political at-
mosphere of the 1990s made this effort, led by Senate Bank-
ing Chairman Phil Gramm, possible. Second, regulators’
enforcement of existing law is under Congressional oversight.
Congress puts pressure on regulators on behalf of regulated
companies that also happen to be campaign contributors and
political supporters. For example, former SEC Chairman Ar-
thur Levitt in 2002 wrote a book about his tenure at the Com-
mission and the pressure from Senator Gramm and others to
back off on regulating the accounting industry.'® The appen-
dix to Leviit’s book includes letters he received from Con-
gress and very similarly worded letters he received from
Enron CEO Kenneth Lay complaining that the SEC was inter-
fering in Enron’s relationship with its auditor Arthur Ander-

[2. At least one noted expert on securities law pointed this problem out in the years leading
up to the 2008 financial crisis. See Joel Seligman, President, Univ. of Rochester, The SEC and
Politics 8 (Jan, 18, 2006) (transcript available at http://www.law.northwestern.edu/professionaled/
documents/SECpolitics.pdf) (“The SEC has survived episodic litigation challenges, but through-
out significant periods its effectiveness has been seriously undermined by an inadequate budget
and staff.”).

13. See Binyamin Appelbaum & David S. Hilzenvath, SEC Ignored Credible Tips About
Madoff, Chief Says, WasH. Post, Dec. 17, 2008, hitp://www.washingtonpost.com/wp-dyn/con-
tent/article/2008/12/16/AR2008 121602926.html,

14. Securities Act of 1933, 15 U.S.C. §§ 77a—77aa (2006).

15, Securities Exchange Act of 1934, 15 U.S.C. §§ 78a~7800 (2006).

16, ArTHUR Levirt witH Pauna Dwygr, TAKE oN THE Strer (2002).
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son.'” Levitt was expected to listen to Congress and Congress
was listening to Lay.

g. Even without pressure from Congress, regulators sometimes
go in the wrong direction. For example, when risky invest-
ment strategies became popular in the 1990s, regulators prob-
ably should have tightened up on capital requirements for
broker-dealers. They did the opposite. In 2004, the SEC
adopted a change to its so-called “net capital rule” that was
created in 1975 for broker-dealers.’® The 2004 rule change
allowed five firms—Bear Stearns, Lehman Brothers, and
Merrill Lynch, plus Goldman Sachs and Morgan Stanley—to
assign higher valuations to assets on their balance sheets us-
ing mathematical models. As a result, these firms could sub-
stantially increase the leverage they were allowed to have.?
After the debacle of 2008, three of those five firms no longer
exist.”?

h. Regulation is a costly solution to irresponsible behavior in
the financial industry. The costs include compliance costs for
regulated industry, enforcement costs for regulators, and
costs of overregulation that deters productive business ven-
tures. Government and regulated industry will save money to
the extent self-restraint can be achieved through other means,
whether contractual mechanisms, social norms or, most im-
portant for this discussion, better moral values.

i. Regulation is generally confined to national boundaries. Dif-
ficulties arise when regulating occurs across national bounda-
ries, even within a group of countries such as the European
Union (“EU”). Worldwide regulation is nearly impossible.
Global investment banking, by contrast, is rapidly expanding.
Opportunities for regulatory arbitrage are frequent, as illus-

17. See id.; Richard W. Painter, Standing Up to Wall Street (and Congress), 101 Mic. L.
Rizv. 1512, 1517 (2003) (book review) (reviewing Levitt’s book and discussing the problem of
Congressional influence on independent agencies).

18. See Alternative Net Capital Requirements for Broker-Dealers That Are Part of Consoli-
dated Supervised Entities, 69 Fed. Reg. 34428, 34428 (June 21, 2004) (to be codified at 7 C.F.R.
pts. 200, 240).

19. The 1975 rule was designed to assute that broker-dealers could meet obligations to cus-
tomers and other creditors. The rule requires firms to value their securities at market prices but
also to discount those values—applying a so-called “haircut”—based on the risk characteristics of
securities in their portfolio. The haircut values of securities held by a firm are then used to com-
pute the “cushion” of required liquid assets for purposes of the net capital rule, The 2004 rule
change permitted the largest broker-dealers with net capital of more than $5 billion to apply for
exemptions from the traditional method of calculating the haircut and instead use mathematical
models to compute haircuts on securities. This made it easier for these firms to meet the net
capital requirement by claiming higher values for their securities. See id. (stating that “[t]hese
amendments are intended to reduce regulatory costs for broker-dealers by allowing very highly
capitalized firms that have developed robust internal risk management practices to use those risk
management practices, such as mathematical risk measurement models, for regulatory purposes”).

20. For a vivid description of how these firms met their demise and the financial system as a
whole collapsed in 2008, see MicHAiL LeEwis, Tug Big Suort (2010).
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trated by the Lehman Brothers Repo 105 transactions that
concealed debt on Lehman’s balance sheet.”’ When New
York lawyers refused to bless a dubious short-term sale of
Lehman’s bad assets to get them off its balance sheet for a
few days at the end of the quarter, the deal was done in
London and blessed by English solicitors who reported it back
as a legitimate transaction to Lehman’s accountants in New
York.?* In another example, Goldman Sachs and other New
York banks assisted Greece in using derivative securities to
conceal government debt from the EU and from Greece’s
creditors, precipitating a second financial crisis in Europe.
Finally, this past summer, the United States Supreme Court—
correcily in my opinion**—recognized that United States se-
curities laws only go so far. In Morrison v. National Australia
Bank* the Court said that the Exchange Act’s antifraud pro-
visions do not apply to securities transactions that take place
outside of the United States.”® The United States is not, and
cannot effectively be, the world’s policeman against securities
fraud. I have written about these and other problems in global
securities regulation with Professor Dr. Wulf Kaal, an expert
on German, as well as U.S., securities law.?” While there is
hope for more global cooperation in the future, we must rec-
ognize that worldwide government regulation of securities
transactions will be very difficult.

21. The Repo 105 accounting practice allows a bank to take liabilities off its balance sheet by
selling assets to a buyer for cash used to pay down debt temporarily. The sale is coupled with an
agreement to repurchase the same assets from the buyer for cash after the reporting period is over,
but it is still accounted for as a {rue sale if the assets are worth at least 105% of the amount of cash
that changes hands. See Report of Anton R, Valukas, Examiner at 737, In re Lehman Bros. Hold-
ings, Inc., No. 08-13555 (Banke. S.D.N.Y. Mar. 11, 2010), available at hitp://lchmanre-
port jenner.com/VOLUME 3.pdf. To call a repo a true sale based on legal technicalitics, however,
a law firm needs to write a legal opinion. Id. at 783 n.3017. Lehmaa could not find a U.S, law firm
that would provide such an opinion letter permitting the true sale accounting treatment. /¢, Leh-
man transferred the securities involved to London where the transaction would take place and
hired a UK. law firm to provide the legal opinion under English law. Id. at 784.

22, I1d

23. See Louise Story, Landon Thomas & Nelson D. Schwartz, Wall St. Helped to Mask Debt
Fueling Europe’s Crisis, N.Y. Timus, Feb. 13, 2010, http://www.nytimes.com/2010/02/14/busi-
ness/global/14debt.html,

24. See Richard W. Painter & Wulf A. Kaal, Extraterritorial Application of U.S. Securities
Laws, 7 BEur, Comrany L., no. 3, June 2010 at 90.

25. 130 S. Ct. 2869 (2010).

26. Unfortunately, there continues to be confusion about precisely what the Supreme Court
said in this opinion and what Congress said in response. See Richard W, Painter, Douglas Dunham
& Ellen Quackenbos, When Courts and Congress Don’t Say What They Mean, 20 Minn, T, INT'L
L. 1 (2010).

27. Wulf A. Kaal & Richard W. Painter, Initial Reflections on an Evelving Standard: Con-
straints on Risk Taking by Directors and Officers in Germany and the United States, 40 SeronN
HarL L, Rev. 1433 (2010). -
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III. Tue NEED FOR SELF-RESTRAINT

The 2009-2010 financial crisis illustrates how a civilized society depends
upon self-restraint. People—particularly people in the upper reaches of so-
ciety—should not do everything the law permits them to do. Qur leading
citizens collectively and individually need to say no to excessive greed,
excessive risk, endangerment of others, and dishonesty.

Regulation can define outer limits of acceptable behavior, but an elite
group—whether investment bankers or others—will not last long operating
under the assumption that everything inside these limits is acceptable. An
elite group that encourages conduct at the margins of legal limits is more
likely to meet a swift demise. Perhaps a few times the elite group can plead
for a government bailout from the consequences of recklessness, but this
may encourage more recklessness in the future, and may also generate con-
siderable resentment from the rest of society.

In addition to regulation, there needs to be self-restraint from within
the elite group. Investment bankers need to show self-restraint by not doing
some things that regulators allow them to do, and to stay clear of many
things that regulators only arguably allow them to do. Professor Claire Hill
and I explore this theme of self-restraint in a series of papers and the book
we are writing on the personal and professional responsibility of investment
bankers.?®

Our initial inquiry is: what is responsible investment banking? Profes-
sor Hill and I have identified some components of responsible banking
transactions. Not all of these components are present in all transactions, and
we do not propose a specific test to define what is and is not a responsible
transaction. We believe the following factors are important indicators of
whether a transaction is or is not responsible.

First, is there a clearly articulated social utility to the transaction? The
traditional role of investment bankers in providing access to capital markets
through the underwriting process is an example where the answer to this
question would probably be yes, provided the capital is to be put to good
use. Some mortgage-backed securities products also are socially useful if
they lower interest rates and make housing more affordable, At the other
end of the spectrum are purely synthetic securities and other derivative in-
struments that are designed purely for speculation; the explosive growth of
these securities in recent years gives Wall Street the social utility of a ca-
sino, albeit at a cost to society much greater than an ordinary casino.

Second, is the risk involved in the transaction proportionate to its ex-
pected social utility? The proportionality principle is important to many ar-
eas of law and moral philosophy,?® and has a role in banking as well. Even

28. See Hill & Painter, supra note 2; Hill & Painter, supra note 3,
29. See, e.g., B. THOMAS SULLIVAN & RICHARD S. FrASE, PROPORTIONALITY PRINCIPLES IN
American Law (2009),
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if some social utility from a transaction is expected, it may not be worth the
risk involved. For example, some derivative securities transactions are so-
cially useful because they provide businesses with opportunities to hedge
against certain types of losses, but the risk that these securities transactions
will be misused for speculation might also be sufficiently great that, on the
whole, society is better off without them. The harm from such transactions
is disproportionately great compared with the benefits.

Third, who bears the risk? Does the risk taker bear the risk or are
substantial social externalities involved? Do creditors, lower level employ-
ees, and the rest of society bear the consequences of the risk while the
persons who make decisions about the risk get most of the upside?

Fourth, are bankers honest about the risk? Our federal securities laws
were designed to address this problem, but legal prohibitions do not effec-
tively reach all the ways in which risk can be concealed. Sometimes bank-
ers’ personal responsibility should prompt them to disclose more to
counterpatties, regulators, and markets as a whole than the law might re-
quire. Goldman Sachs recently settled SEC claims that it violated the law in
this area in a private transaction in collateralized debt obligations; Goldman
Sachs still has not admitted wrongdoing.>® Goldman, however, never would
have been in this situation if it had adhered to a higher standard of honesty
than the law absolutely requires when dealing with clients and
counterparties.

After articulating some of the characteristics of responsible investment
banking, the next inquiry is: how can bankers be made to be more responsi-
ble? Professor Hill and I make several specific suggestions for a more pro-
fessionally and personally responsible field of investment banking.

First, the most highly paid investment bankers should be personally
liable for the debts of their firms, either through a joint venture agreement
or assessable stock.®! For years prior to the 1980s, many of the most promi-
nent investment banks operated under this rule because they were general
partnerships.

One example is Salomon Brothers. Partners were personally liable for
the debts of the firm and took care to consult each other on trades over one
or two hundred thousand dollars. William Salomon watched the firm’s trad-
ers closely from his corner office off the trading floor. Partners paid them-
selves limited draws for personal expenses and left the rest of the money in
the firm so it could grow. If the firm invested wisely and prudently, they

30. See Complaint at 20-21, Sec. & Exch. Comm’n v. Goldman Sachs & Co., 2010 U.S.
Dist. LEXIS 119802 (S.D.N.Y. Apr. 16, 2010) (No. 10-CV-3229), available at hitp:/f
www.sec.gov/litigation/complaints/2010/comp-pr2010-59.pdf; Settlement, Sec. & Exch, Comm’n
v, Goldman Sachs & Co., 2010 U.S, Dist. LEXIS 119802 (S.D.N.Y. July 14, 2010) (No. 10-CV-
3229), available ar hitp:/fwww.sec.gov/litigation/litreleases/2010/judgment-pr2010-123.pdf,

31. See Hill & Painter, supra note 3, at 1174.
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each had a considerable nest egg when they retired. If it did not, they knew
they would be in trouble, and the government would not bail them out.?

Then, in 1981, Salomon Brothers merged with Phibro Commodities
and became a corporation with limited personal liability for its bankers. The
firm’s culture quickly changed, as it did at many other firms that made the
same switch in the 1980s, Michael Lewis’s book Liar’s Poker®® discusses
the culture that took root at Salomon in the 1980s: traders ruled and the
successful trader, instead of being called a “hot shot” as in former years,
was now celebrated for sexual as well as financial prowess, upon the as-
sumption that the two were inseparable. By 1991, a rogue trader had caught
the firm up in a scandal that almost led the Treasury Department to shut the
firm down, it merged into Smith Barney and then into Travelers Insurance
and Sandy Weil’s financial empire at Citicorp. The Salomon name was ir-
reparably damaged and was retired. Almost two decades later, after several
more scandals and many more risks, Citicorp itself became a colossal mess
in need of a government bailout.

In view of these events, which Professor Hill and I blame in part on the
shift to limited liability, we suggest going back to the liability rules that
reinforced personal responsibility of investment bankers in an eatlier era.
Most investment banks probably will not become general partnerships
again, but the government could require the most highly paid investment
bankers-——we suggest those making over $3 million per year—to enter into
joint venture agreements with their firms in which they would be personally
liable for firm debts. Alternatively, bankers’ compensation in excess of $1
million could be paid in assessable stock, a security commonly issued by
banks that operated under corporate charters up through the 1930s.>* The
concept here is that when the bank needs more capital, whether because of a
liquidity crunch or some other reason, a mandatory capital call is made
upon the holders of the assessable stock. Investment bankers, under this
regime, would be personally responsible for their own firm’s bailouts.

Another related proposal Professor Hill and I will explore is recalibrat-
ing bonuses and other compensation schemes to discourage excessive risk
taking. Escrowing bonuses for several years until risks play themselves out

32. See Hill & Painter, supra note 3, at 1180-83 (discussing the old Salomon Brothers and
comparing it with the more risk prone firm that emerged after corporate form replaced general
partnership with the 1981 merger into Phibro. The latter firm is vividly depicted in Michael
Lewis’s book Liar's Pokir).

33, MicHAEL Liwis, Liar’s Poker (1989).

34, See Hill & Painter, supra note 3, at 1175-77 (discussing assessable stock). For general
commentary on relevant case law on assessable stock in the years before the Great Depression, see
Constitutional Law—Impairment of the Obligation of Contracts—Assessment to Restore Impaired
Cupital, 45 Harv. L. Riv. 584, 584-85 (1932). See also Broderick v. Roster, 294 U.S. 629
(1935) (holding that under the full faith and credit clause of the U.S. Constitution, the New York
Superintendent of Banks could bring suit for assessments against New Jersey residents holding
stock in a New York bank),
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is one option. Another is making stock nontransferable until a certain period
after the investment bankers holding the stock retire. Yet another more radi-
cal idea is lowering the level of compensation. Lower compensation might
improve the quality of investment bankers if the objective is to attract to the
industry persons who prioritize stability over innovation—innovation that
often has no easily identifiable social purpose. In sum, if we pay less we
might actually get more.

Yet another approach is using the fault-based liability regime to more
aggressively hold investment bankers liable for their conduct. Professor
Lyman Johnson has correctly observed that the business judgment rule,
while perhaps appropriate for shielding the business decisions of corporate
directors, is often inappropriate for defining the standard of care expected of
corporate officers.®® In investment banking, corporate officers are entrusted
with enormous amounts of other people’s money—the firm’s money as
well as that of clients and other third parties. Yet the business judgment rule
can be perceived as supplanting the more stringent requirements of the pru-
dent person rule that generally applies to persons who have been entrusted
with other people’s property.>® For the purposes of defining investment
bankers’ obligations to their firms, perhaps the business judgment rule
should recede and be replaced by the prudent person rule.

Another idea is firm-wide and industry-wide standards of professional
responsibility. Here the legal profession is perhaps an example of what pro-
fessionals can do for themselves that external regulation by a government
agency may not accomplish. Both firm-wide and industry-wide standards of
conduct reach beyond national borders. They reach wherever the firms that
have agreed to be bound by these standards have their offices, where the
SEC or other national regulators may not go, or only go with great diffi-
culty. Investment banks could perhaps be required to promulgate a mean-
ingful code of business ethics, building upon the code of ethics that is
already contemplated for public companies by the Sarbanes-Oxley Act.?’
The code would be one of their own choosing, but its contents would be
disclosed to the banks’ own investors in its securities filings. Departures
from the code, thus, might in some circumstances be actionable under fed-
eral securities laws.

35. See Lyman Johnson, Corporate Officers and the Business Judgment Rule, 60 Busirss
LAawYER 439 (2005), available at hitp://papers.sst.com/sol3/papers.cfm?abstract_id=711122,

36. See Buvis LONGSTRETH, MODERN INVESTMENT MANAGEMENT AND PHE PRUDENT MAN
Ruvi (1986).

37. Section 406 of the Sarbanes-Oxley Act requires all public companies, including foreign
issuers, in their annual report, to disclose whether or not the company has adopted a written code
of ethics covering the conduct of the company’s principal executive officer, principal financial
officer, principal accounting officer or controller, and people performing similar functions. Pub, L.
No. 107-204, 116 Stat. 745 (2002) (codified in scattered sections of 11, 15, 18, 28, and 29 U.S.C.}.
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IV. Tuae MoraL UNDERPINNINGS OF PERSONAI. RESPONSIBILITY

The specific proposals discussed above should help make investment
bankers more personally responsible. Ultimately, however, personal respon-
sibility is about the moral values of particular persons, and professional
responsibility is about the collective moral values of a group of persons in a
trade or profession. The driving element of responsibility is our individual
and collective sense of right and wrong. Bankers, like other businesspeople,
need to talk with each other and with the rest of society about morality.
Leading scholars on business ethics, including Dr. Kenneth Goodpaster® at
the University of St. Thomas, began this conversation. Bankers and other
businesspeople need to be persuaded to take the conversation seriously and
join in,

Where do we get our sense of right and wrong? Religion and philoso-
phy, including secular philosophy, are the most obvious places to look. As
Lyman Johnson points out in his recent article on religion and corporate law
titled Re-Enchanting the Corporation,® many business leaders are relig-
ious, and their religious life influences their business activity. It is important
for corporate law commentators—particularly those interested in a realist
approach to behavioral economics—to understand the relationship between
the two.*® Bankers practice many different religious faiths, and those with-
out religious faith adhere to a range of secular philosophies. Bankers, like
other people, have personal moral values derived from whatever religion or
philosophy they adhere to. Like other people, bankers also know what is
right and what is wrong, but they sometimes do not do what is right, and are
often reluctant to talk about it.

Just as lawyers and other persons in a trade or profession, bankers
work within groups that have a collective ethos that sometimes runs counter
to, and other times reinforces, their personal sense of right and wrong. A
professional ethos runs counter to personal morality when it says that some-
thing that one ordinarily thinks of as wrong is right because one works in a
certain trade or profession in which the conduct is justified.** (Arguably
this is a variation of “situation ethics”** because one’s professional situation

38. See generally KennerH E. Gooprastir, CONSCIENCE AND CORPORATE CuLturE (2007)
{hereinafter Conscienee]; Kenneth B. Goodpaster & J.B. Matthews, Can a Corporation Have a
Conscience?, 60 Harv, Bus. Rev. 132 (1982).

39. Lyman Johnson, Re-Enchanting the Corporation, 2010 Wm. & Mary Bus. L. Rev. 83,
90-93 (2010).

40. Id. at 103-07.

41. The goal thus is perceived to justify just about any means. See CONSCIENCE, supra note
38, at 28 (2007) (describing malaise in corporate culture that the author calls “teleopathy,” com-
bining the Greek words for “goal” and “disease”).

Teleopathy is “the unbalanced pursuit of purpose in either individuals or organizations.” Id.
This can be true of investment banks, as well as other organizations, including faw firms. See Neil
Hamilton, Does a Law Firm Have a Conscience?, MINN. Law., Ang. 20, 2007,

42, See Josurn FLETCHER, StTUATION ETHics: THe Now MoraLrry 26 (1966).
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determines one’s ethics.) A professional ethos reinforces personal morality
when it says that something which one ordinarily thinks of as wrong is also
wrong in a trade or profession, and therefore certain specific conduct in that
trade or profession is wrong.

An example of the former approach: an investment banker generally
believes that lying and telling half-truths is wrong, but the banker also be-
lieves that sophisticated institutional investors should do their own home-
work when buying collateralized debt obligations or credit default swaps
from an investment bank. The bank, therefore, need not affirmatively dis-
close everything it knows, such as the fact that the person designing the
instrument is on the selling side of the same trade.*

An example of the latter approach: an investment banker believes that
regardless of what an institutional buyer knows or should know about a
financial instrument, the investment bank selling it should disclose all of the
material facts it knows about the instrument as well as who has what finan-
cial interest in it. A lower level of disclosure may be legally permissible,
but complete honesty is both what is morally required and what both parties
to the transaction should expect from each other.

Another example of the former approach: a particular transaction such
as a leveraged buyout of a successful company may lead to widespread
layoffs of employees and misery for their families as well as great risk for
creditors. An investment banker believes that for these reasons he would
not consummate such a transaction if he owned the company. But he does
not own the company, but rather, it is his client. The banker believes that
his professional duty extends solely to the company and its directors, and
they believe that their duties extend solely to the company’s shareholders
who will profit from the buyout. (The fate of creditors is presumably ad-
dressed by the “efficient” market in which they buy the company’s junk
bonds; the fate of senior management is well taken care of.**) An act that
the banker ordinarily thinks of as wrong—structuring a business deal to
impose substantial hardship on persons least able to bear that hardship—
thus is right because an investment banker’s obligations to a client are more

43. These facts are taken from the SEC’s recent enforcement action against Goldman Sachs,
which settled with payment of a fine but no acknowledgment of wrongdoing. Complaint at [-2,
Sec. & Exch, Comm’n v, Goldman Sachs & Co., 2010 U.S. Dist. LEXIS 119802 (S.D.N.Y. Apr.
16, 2010) (No. 10-CV-3229), available at http://www.sec.gov/litigation/complaints/2010/comp-
pr2010-59.pdf.

44, Many leveraged buyouts—sometimes called “management LBOs”—are instigated by a
firm’s management, which holds a significant portion of the equity stake in the leveraged firm
after it is bought from its public shareholders. The managers stand to make a lot of money if the
company is successful and pays off its debt. If not, the managers lose their equity stake, but the
exceptionally high debt load means that the bulk of the losses are suffered by the firm’s debt
holders. If the firm fails because of the excessive debt, the employees may also lose their jobs.
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narrowly defined than the obligations persons are generally presumed to
owe others.*®

An example of the opposite approach to this same problem: the invest-
ment banker will not assist a client in consummating a transaction that the
banker would refuse on moral grounds to consummate for his ot her own
company. The banker thus structures the leveraged buyout transaction, and
advises the company’s directors to proceed with the transaction in a way
that creates wealth for sharecholders while protecting employees and credi-
tors. The appropriate balance between these competing concerns is debata-
ble, and here is where the proportionality principle comes into play. The
banker believes that he has a moral obligation to pursue a transaction that
balances these competing concerns, with the scales being weighed in favor
of the persons least able to protect themselves. If the client company does
not like this approach, it can find another banker.

In these and other situations, there needs to be a conversation about
one’s personal ethics. There also needs to be a meaningful measure of right
and wrong, whether from religion or from a secular philosophy. Absent a
meaningful measure of right and wrong, tangible elements—profit, growth,
and the year-end bonus—fill the void and provide the measures that guide
bankers’ behavior,

On many questions of right and wrong in economic transactions, prem-
ises derived from different religious faiths, in addition to humanist perspec-
tives, lead to similar conclusions. Sometimes they lead to different
conclusions, but only at the margins and not with respect to core concepts.
Occasionally, different religious or secular philosophical traditions differ
over core concepts such as the appropriateness of charging interest on loans,
although close examination of the way transactions are structured reveals
that the differences may not be so stark. (Religious traditions with stricter
rules sometimes find ways of accommodating conduct that closely resem-
bles that which is already accepted by traditions with more flexible rules.)
What is important is that few, if any, religious traditions or secular philoso-
phies of morality embrace an ethos that allows moral actors to do whatever
the law allows them to get away with, that celebrates greed as a good char-
acteristic, that promotes conspicuous and unnecessary consumption as a so-
cial good rather than an evil, or that encourages people to ignore the impact
of their actions on other people. Yet, for whatever reason, an ethos with
these characteristics is widely believed to have taken root in our financial
centers.

It is possible, one might argue, to discuss conclusions about right and
wrong absent discussion of the religious or secular principles from which

45, This reasoning parallels the reasoning of some lawyers who believe that their profes-
sional obligations to clients require them to do things to assist clients that they would not do for
themselves.
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those conclusions are derived. Perhaps in this manner conclusions can be
agreed upon without the acrimony that so often accompanies discussion of
broader religious or philosophical principles. Effort spent arguing over first
principles can instead be expended in defining how specific agreed-upon
conclusions apply to a particular field such as banking.

This approach only works, however, if people agree on their conclu-
sions about right and wrong while agreeing not to discuss the reasons for
their conclusions. They must also agree to hold steadfastly to these conclu-
sions despite the many temptations to stray from these conclusions, tempta-
tions which are backed up by a wide range of rationalizations, and of course
the money.

The problem is that conclusions about right and wrong are an unstable
foundation for moral reasoning without the premises upon which they are
built. Conversations about ethics are not likely to lead to unshakable con-
clusions if participants in the conversation do not freely think about and
express their reasons for arriving at conclusions about moral action. Starting
points for ethical reasoning are important, and leaving starting points out of
a conversation about ethics has a cost just as does the opposite problem of
refusing to acknowledge the different starting points of other participants in
the conversation. More often than not different starting points lead to the
same convictions about right and wrong, just as the different legs of a chair
support the same seat. The philosophical support structure for conclusions
about ethics—even if viewed differently by each participant in the conver-
sation—will be stronger if it is in the open. The strength of philosophical
conviction will reinforce conclusions about right and wrong so these con-
clusions might withstand the inevitable pressure to do differently.

Deliberating over right and wrong in a specific context—banking or
any other—without looking to a system of religion or secular philosophy
for first principles is, thus, like trying to build furniture without strong legs.
As soon as any significant weight is applied to it, the furniture falls to the
ground. In matters of commerce, pecuniary impulse is an enormous weight;
principles that support any conclusion about right and wrong in the com-
mercial context must be very strong to withstand that pressure. Half-hearted
conclusions about personal morality are weak without an understanding of
why we arrive at those conclusions. There need not be a single set of first
principles nor a single reason why we hold them; indeed, in a diverse soci-
ety we need to recognize diverse reasons for moral action. Each set of prin-
ciples, however, is stronger to the extent it is internally coherent, and
religion and philosophy are an important part of that coherence.

Why has this conversation been lacking in banking? In part, people do
not want to have the conversation because of the enormous amounts of
money involved. Bankers want that money, and having a meaningful con-
versation about right and wrong might lead them either to act in a manner
that produces less money or causes them to suffer moral discomfort (con-
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science) when they get more money. 1t is supposedly better not to have the
conversation at all, and instead compartmentalize one’s life. In this ap-
proach, what goes on in the investment bank is governed by the morals of
the marketplace and not much more, with legal prohibitions setting outside
limits on acceptable behavior. Relationships outside the bank—to the extent
there is time for such relationships—are where meaningful concepts of mo-
rality come into play. If one’s conscience needs comfort, charitable endeav-
ors may provide that comfort along with social recognition for benevolence.
Changing one’s behavior within the investment bank is not considered a
realistic option. After all, that is where the money is made, and making
money and morality are supposedly two very different things.

Another reason belief systems may be a taboo topic of conversation in
investment banking relates to the history of religious prejudice and discrim-
ination in banking; this history made meaningful discussion of religious or
even secular philosophical concepts difficult. Articulating a faith-based
concept—or even a secular concept—that applies to banking can be per-
ceived as a ploy to exclude others as “morally unfit” to share in the riches
of banking simply because their moral reasoning starts at a different point.
Indeed, this happened for much of our history. Smaller groups—particu-
larly Jews—were mischaracterized by predominant groups at the time—
particularly Protestant Christians-—as being unfit for the high degree of
trust required for banking.*® It did not matter that Jewish bankers had a long
history of honorable transactions in Europe (including bailing out govern-
ments instead of vice versa), and that Louis Brandeis was one of the first
commentators on modern banking to expose the moral deficiencies of bank-
ers in Other People’s Money and How the Bankers Use It.*' Nor did it
matter that predominantly Protestant banks in the United States, perhaps
because of their wealth and global influence, had the most prominent role in
the events leading up to 1929 and the Great Depression: J.P. Morgan & Co.
and National City Corporation were two of the most prominent.*® Many
people in control of leading financial institutions used anti-Semitism and
other forms of prejudice, including a widespread belief in Protestantism’s
moral superiority over Catholicism, to justify their own position of wealth
and influence.

46. Even the most prominent Jewish families had to confront anti-Jewish sentiments in the
business establishment and responded by building their own social and business network. See
generatly STerHEN BirMINGHAM, Our Crown: THE Grrar Juwisn Faminms or NEw York
(1967).

47. Louis D. Branputs, OTHErR ProrLr’s Mongy anp How 1ui Bankrrs Use It (1914).

48, For a discussion of how Ferdinand Pecora led the principal Congressional inquiry into
the conduct of a predominantly Protestant Wall Street after the 1929 crash, see MiCHAEL Prrino,
THr HiLLHOUND or WALL StTreRT (2010) (discussing how Pecora exposed the misdeeds of Na-
tional City Chairman Charles Mitchell and other establishment bankets and how Pecora’s triumph
over the WASP financial elite also heralded a social transformation in American finance).
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Yet another difficulty that arises with discussing religious values in the
context of finance is that people sometimes use religion not only to exclude
people of other faiths from lucrative economic opportunities, but also to
lure persons of one’s own faith into fraudulent opportunities. “Affinity
fraud” is built upon the premise that common elements such as culture and
religion enhance trust and cause people to let their guard down. We saw
affinity fraud in the Bernie Madoff Ponzi scheme, which disproportionately
victimized the Jewish community. We also saw affinity fraud in the 2001
Arizona Baptist Foundation scandal—an Arthur Andersen—approved ver-
sion of the old “church bonds” ploy*® where promoters tour the Bible Belt
selling bonds for proceeds in fact used to do something other than build
churches. If religion can be so easily used to mask fraud, it is easy for
observers to assume—erroneously I believe-—that there would be less fraud
if investors gave no thought to religion and distrusted financiers who talked
of religion.

Where do we go from here? We cannot let either the moral shortcom-
ings of the past or the persistent misuses of religion in finance impede
meaningful discussion of the moral shortcomings of the present. We should
not banish religion and secular philosophy from our discussion of bankers
and their work. Rather, we should openly and honestly discuss first princi-
ples. Should profit be the principal motivating factor for a banket’s transac-
tion? How important to the banker’s decisions are collateral consequences
of a transaction to persons not party to it? Are there limits to the amount of
money any individual should be allowed to make with other people’s
money? What is the morally right attitude toward risk with other people’s
money? With one’s own money? With respect to each of these questions,
why do we reach the conclusions we do? What is the role of faith or secular
philosophical systems in our moral reasoning? How are the conclusions we
reach different from, or the same as, conclusions reached by persons who
use different starting points for their moral reasoning?

We would probably find that Protestant, Catholic, Jewish, Islamic, hu-
manist, and other premises in many contexts—although not all—lead to
similar conclusions about what is right and wrong in economic interactions
generally, and in banking in particular. Bankers and society in general,
however, need to have this conversation. Participants in the conversation
should not be afraid to say what they think about morality in banking and
why. Participants also need to find areas of common agreement and then
discuss what can be done to make things right.

49. See Floyd Nortis, $217 Million New Settlement by Andersen in Baptist Case, N.Y. Times,
May 7, 2002, htip://www.nytimes.com/2002/05/07/business/2 | 7-million-new-settlement-by-an-
dersen-in-baptist-case.html (discussing how Arthur Andersen agreed to pay $217 million “to com-
pensate investors in a fraudulent Arizona charity whose financial statements Andersen had
certified, even after former employees of the charity said a fraud was involved”).
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Finally, what is the role in this discussion for a University committed
to meaningful discussion of morality and the purpose-driven professional
life? A Catholic university such as St. Thomas has a unique role to play.
Catholic social teaching has given considerable thought to questions of eco-
nomi¢ justice and moral action in the economic sphere. Many of the social
teachings of our Protestant churches, including my own, are derived from
Catholic social teaching.>® Also, history is not so much an impediment, at
least here in the United States. The fact that Catholic bankers did not hold
positions of disproportionate influence in the past in the United States—and
were for the most part not in a position in this country to use religion to
exclude persons of other faiths—should make it easier for people to listen
to Catholic teachings about banking.

Of course, much work remains to be done. Catholic social teaching has
been far reaching since the 1891 Encyclical Rerum Novarum of Leo XIII>!
and has focused on problems of global development since the 1960s,3% but
does not extensively address the ethical responsibilities of bankers in partic-
ular. This is partly due to a traditional focus on workers’ rights, the role of
the state in the economy, the role of private property, income distribution,
and other issues.>® There is also the legacy of an earlier era when Catholic
finance ethics was focused on the issue of usury,> a losing battle that may

50, See Darryl M. Jordan, He Hath Filled the Hungry with Good Things: Larly Develop-
ments in Anglo-Catholic Social Theology, ANGLO-CaTHOLIC SOCIALISM, http://www.anglocatho-
licsocialism.org/acsocialtheology. html (May 5, 2002). See generally WiLLiam L. SAchHs, THu
TRANSFORMATION OF ANGLICANISM: I'RoM StaTe CHURCH TO GLOBAL CoMmunION (1993).

S1. See Leo XIIl, Encyclical Rerum Novarum: Acta Leonis X1I (May 15, 1891): Leonis XIII
P. M. Acta, X1, Romae 1892 at pages 97-144, available at hitp://www.valican.va‘holy_father/
leo_xiii/fencyclicals/documents/hf_1-xiii_enc_15051891 _rerum-novarum_en.html, and subsequent
documents on anniversaries of that first document. The Second Vatican Council proposed the
creation of a Church body “to stimulate the Catholic community to promote progress in needy
regions and international social justice.” Gaudium et Spes, No. 90, available at hup:/fwww.vati-
can.va/archive/hist_councils/ii_vatican_council/documents/vat-ii_cons_19651207_gaudium-ct-
spes_en.html. Pope Paul VI responded by establishing the Pontifical Commission “Tustitia et Pax”
in a Motu Proprio of January 6, 1967. Catholicam Christi Ecclesiam [Council on the La-
ity-Commission for Studies in Justice and Peace], 27 JurisT 258, 258-61 (1967).

52. See Populorum Progressio, Encyclical of Pope John Paul VI on the Development of
Peoples (Mar. 26, 1967), available at http://www.vatican.va/holy_father/paul_vi/encyclicals/docu-
ments/hf_pvi_enc_26031967_populorum_en.html, This letter warns that economic development
requires more than technical expertise. See id. § 20 (“If development calls for an ever-growing
number of technical experts, even more necessary still is the deep thought and reflection of wise
men in search of a new humanism, one which will enable our contemporaries to enjoy the higher
values of love and friendship, of prayer and contemplation, and thus find themselves. This is what
will guarantee man’s authentic development—his transition from less than human conditions to
truly human ones.”). This lesson was apparently not heeded by the banking industry in subsequent
decades as banks hired more mathematicians and other experts, {inancial instruments became
more and more complex, and little attention was given to these instruments’ ultimate purpose or
their impact on the human condition. In the years leading up to 2008, wise men were lacking in
the financial industry, or al least were not in a position to avert catastrophe.

53. See 1.S. BoswnLL, FP. McHuGH & . VeErsTrRAETEN, CATHOLIC SOociaL THougHT 201
(2000).

54, Id. at 202,
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have diverted attention from other questions such as how bankers loan
money, how much, to whom, and for what purposes. Catholic social teach-
ing advances solutions to some of the most serious problems created by the
banking system, such as international debt,> but there is a continuing need
to develop broad principles demarking the difference between banking
practices that are ethical and those that are not. More specifically, what did
large investment banks do in the most recent financial crisis that was uneth-
ical and why? How can people run banks in a more responsible manner?

The Catholic Church’s response to the world debt crisis in the 1980s
illustrates the strengths as well as the limitations of its approach to moral
issues in banking. In 1986, when the indebtedness of developing countries
was steadily worsening, Pope John Paul IT mentioned the moral responsibil-
ities of businessmen: .

[W]e see peace as an indivisible fruit of just and honest relations

on every level—social, economic, cultural and ethical—of human

life on this earth . . . . To you, business men, to you who are

responsible for financial and commercial organizations, I appeal,

to examine anew your responsibilities towards all your brothers

and sisters.>®
A contemporaneous 1986 Church document, At the Service of the Human
Community: An Ethical Approach to the International Debt Question (“In-
ternational Debt” document),>” set forth the specific responsibilities of the
various parties involved in the debt crisis, including world financial organi-
zations, debtor nations, creditor nations, financial institutions, and political
leaders. The document’s principal criticism of financial institutions was the
high interest rates they charged borrowers and their unwillingness to extend
further credit to promote economic growth in developing countries.>® The
document urged banks—even at some risk to their depositors®*-—to lower
interest rates and lend more money for projects that foster economic
growth,%°

55. See Pontifical Comm’n, Justitia Bt Pax, At the Service of the Human Community: An
Bthical Approach to the International Debt Question (Dec. 27, 1986), in Enchiridion Vaticanum
10 (hereinafter Pontifical Comm’n); see also David L. Gregory, From Pope John Paul Il to Bono/
U2: International Debt Relief Initiaiives “In the Name of Love,” 19 B.U. InT’L L.J. 257 (2001).

56. John Paul 1T, Message for the 1986 World Day of Peace (Jan. 1, 1986), available at hitp:/
Jwww.vatican.va/holy_father/john_paul_ti/messages/peace/documents/hf_jp-ii_mes_19851208_
xix-world-day-for-peace_en.html,

57. Pontifical Comm’n, supra note 55.

58, Id.

59. See id. (“The commercial banks are direct creditors of developing countries (States and
enterprises). Their duties towards their depositors are essential and must be fulfilled if confidence
is to be maintained. These duties, however, are not their only ones and must be compatible with
respect for their debtors whose needs are often more urgent.”).

60. See id. (“Commercial banks have an active role to play in the efforts undertaken by
creditor States and international organizations in solving the debt problem: rescheduling of debits,
revision of interest rates, relaunching investments in developing countries, financing of projects
on the basis of their impact on growth in preference to ‘safer’ projects with more immediate
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The Church’s 1986 International Debt document was right in many
respects. In times of economic crisis, financial institutions make things
worse by cutting off credit to borrowers or charging excessive interest. Poli-
ticians and economists often join religious leaders in calling upon bankers
to ease credit and relieve economic hardship. Bankers’ obligation to foster
growth is important, particularly when growth lags behind mounting debt.

Still, the 1986 International Debt document does not address the dan-
gers of excessive lending. In particular, the document does not address the
dangers of loose Joan underwriting standards, although it does observe in
passing that in the boom years of the 1970s and early 1980s, lenders to
developing countries incurred too much risk.®* This is nothing new;
throughout history, easy money and loose lending standards often led to
overheated credit markets and to ensuing economic collapse.* The devel-
oped countries experienced this phenomenon often, as did the United States
once again in 2008.

The Church’s 1986 International Debt document needed an in-depth
discussion of the morality of the financing arrangements that created the
crisis in the first place. The document would have been stronger—and pro-
vided more useful guidance for avoiding future crises—had it explored
whether it was wrong for the banks to have made some of the loans,
whether the banks were unfairly taking advantage of unrealistic borrower
ambitions, and whether individual bankers made the loans for their own
professional or pecuniary motives without paying attention to whether there
was a realistic prospect of the loans being repaid.®® A strong moral—as
well as economic—case can be made that some of the loans that caused the

investment returns and those of questionable usefulness {e.g., prestige investments, armaments).
This approach undoubtedly goes beyond the traditional function of commercial banks in so far as
it invites them to undertake a type of discernment which transcends the ordinary criteria of profit-
ability and security for capital invested in the form of loans. Nonetheless, why would they not
assume in that way part of the responsibility in the face of this major challenge of our times:
promoting the united development of all peoples and thereby contributing to international peace?
All persons of good will are called to this task, according to their own expertise, professional
commitment, and sense of solidarity.”).

61. Id. (“The remote causes for this phenomenon go back to the time when widely shared
opinions about growth possibilities led developing countries to look for capital and commercial
banks to offer credits for financial investments, sometimes at high risk. The prices for raw materi-
als were favourable and the majority of debtor nations remained solvent. . . . The first and second
oil crises of 1974 and 1979, the fall in the price of raw materials and the abundance of petrodollars
in search of profitable investments, as well as the effects of over-ambitious development program-
mes, contributed to the massive indebtedness of many developing countries.”).

62. See generally SmNEY HoMER, A HistoRrY or INTEREST RATES (Rutgers University Press,
1st ed. 1963) (documenting credit conditions back to 2000 BC).

63. There is a hint in the document that the drafters were aware of unethical dealings, includ-
ing fraud, when some of the loans were made, but there is little supporting information. “Except
when loans have been granted at usurious rates or used to finance projects overpriced through
fraudulent complicity—in which case legal proceedings could be initiated to revise the con-
tracts—creditors have rights, acknowledged by the debtors, relative to interest rates, the condi-
tions and schedule of reimbursement.” Pontifical Comm’n, supra note 35.
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third world debt crisis should not have been made in the first place. That
crisis, like the 2008 financial crisis in the United States and the sovereign
debt crisis in Europe in 2010, resulted from banks being eager to loan
money heedless of the consequences. Some loans were responsible, but
other loans were irresponsible for both the lenders and the borrowers.

In sum, there are good and bad consequences that ensue from the stan-
dard formula for bankers’ social responsibility: lowering interest rates and
easing credit conditions for borrowers. This formula can help cure a crisis
and ease its pain, but this formula can also help create the next crisis unless
prudent lending is also emphasized. Other aspects of the Church’s proposal
for resolving the world debt crisis, including direct aid from developed
countries to developing countries,* have a firm economic footing, but us-
ing credit as a means of income redistribution has inherent dangers that
should have been explored in more depth. Turning to an example in the
United States, Fannie Mae and Freddie Mac both purported to fulfill a
broader social mission in their lending practices in the years leading to
2008, earning them widespread support from political leaders. In retrospect,
they may have done more harm than good.

In response to the present crisis, Pope Benedict XVI issued an Encycli-
cal Letier in 2009 that addressed in general language the misuse of financial
instruments by bankers and others who personally profited at the expense of
society as a whole.%® The letter called for a new—or arguably a return to a
traditional-—focus for finance:

Finance, therefore—through the renewed structures and op-
erating methods that have to be designed after its misuse, which
wreaked such havoc on the real economy—now needs to go back
to being an instrument directed towards improved wealth creation
and development. Insofar as they are instruments, the entire econ-
omy and finance, not just certain sectors, must be used in an ethi-
cal way so as to create suitable conditions for human
development and for the development of peoples. It is certainly
useful, and in some circumstances imperative, to launch financial
initiatives in which the humanitarian dimension predominates.
However, this must not obscure the fact that the entire financial
system has to be aimed at sustaining true development. Above all,
the intention to do good must not be considered incompatible
with the effective capacity to produce goods. Financiers must

64, See id. (“In particular, has the time not come fot the industrialized countries to draw up a
broad pian of cooperation and assistance for the good of the developing countries?”).

65. See Pope Benedict XVI, Caritas In Veritate § 36 (June 29, 2009), which states that
“le]conomy and finance, as instruments, can be nsed badly when those at the helm are motivated
by purely selfish ends, Instruments that are good in themselves can thereby be transformed into
harmful ones, But it is man’s darkened reason that produces these consequences, not the instru-
ment per se. Therefore it is not the instrument that must be called to account, but individuals, their
moral conscience and their personal and social responsibility.”




2010] MORAL RESPONSIBILITIES OF INVESTMENT BANKERS 25

rediscover the genuinely ethical foundation of their activity, so as
not to abuse the sophisticated instruments which can serve to be-
tray the interests of savers. Right intention, transparency, and the
search for positive results are mutually compatible and must
never be detached from one another. If love is wise, it can find
ways of working in accordance with provident and just expedi-
ency, as is illustrated in a significant way.by much of the experi-
ence of credit unions.

Both the regulation of the financial sector, so as to safeguard
weaker parties and discourage scandalous speculation, and experi-
mentation with new forms of finance, designed to support devel-
opment projects, are positive experiences that should be further
explored and encouraged, highlighting the responsibility of the
investor . . . .%

The letter also emphasized the importance of building a morally grounded
understanding of business ethics for the entire economy not just parts of it
that are labeled—sometimes misleadingly—as being “ethical.”®” The letter
urges a departure from the strict distinction between for-profit and non-
profit businesses and urges that profits be seen as a means of achieving
broader social goals.®

66. Id. § 65.

67. Id. § 45 (“The economy needs ethics in order (o function correctly—not any ethics what-
soever, but an ethics which is people-centred. Today we hear much talk of ethics in the world of
economy, finance and business. . . . It would be advisable, however, to develop a sound criterion
of discernment, since the adjective ‘ethical’ can be abused. When the word is used generically, it
can lend itself to any number of interpretations, even to the point where it includes decisions and
choices contrary to justice and authentic human welfare.

Much in fact depends on the underlying system of morality. On this subject the Church’s
social doctrine can make a specific contribution, since it is based on man’s creation ‘in the image
of God’ (Gen 1:27), a datum which gives rise to the inviolable dignity of the human person and
the transcendent value of natural moral norms. When business ethics prescinds from these two
pillars, it inevitably risks losing its distinctive nature and it falls prey to forms of exploitation;
mote specifically, it risks becoming subservient to existing economic and financial systems rather
than correcting their dysfunctional aspects. Among other things, it risks being used to justify the
financing of projects that are in reality unethical. The word ‘ethical’, then, should not be used to
make ideological distinctions, as if to suggest that initiatives not formally so designated would not
be ethical, Efforts are needed—and it is essential to say this—not only to create “ethical’ sectors
or segments of the economy or the world of finance, but to ensure that the whole economy—the
whole of finance—is ethical, not merely by virtue of an external label, but by its respect for
requirements intrinsic to its very nature.”).

68. Id. § 46 (“When we consider the issues involved in the relationship berween business
and ethics, as well as the evolution currently taking place in methods of production, it would
appear that the traditionally valid distinction between profit-based companies and non-profit orga-
nizations can no longer do full justice to reality, or offer practical direction for the future. In recent
decades a broad intermediate area has emerged between the two types of enterprise, It is made up
of traditional companies which nonetheless subscribe to social aid agreements in suppott of under-
developed countries,. charitable foundations associated with individual companies, groups of com-
panies oriented towards social welfare, and the diversified world of the so-called ‘civil economy’
and the ‘economy of comununion’. This is not merely a matter of a ‘third sectot’, but of a broad
new composite reality embracing the private and public spheres, one which does not exclude
profit, but instead considers it a means for achieving human and social ends. Whether such com-
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For investment bankers, the teachings of this letter support one of the
points I made at the beginning of this article—banking should have a so-
cially useful objective such as raising capital for useful enterprises.®® Re-
sponsible bankers do not pursue speculation in financial instruments as an
end in itself. The letter also addresses two other aspects of responsible
banking that I mentioned earlier—attention to the impact of transactions on
society as a whole, particularly on weaker parties, and honesty or trans-
parency in financial transactions.”®

To fulfill the calling described in this letter, bankers need to focus less
on short-term profits, particularly those not linked to productive enterprise,
and focus more on relationships that they build with clients, investors, and
the communities that they serve. Global investment banks can fulfill this
calling in part by accepting responsibility for the health of the global econ-
omy; banks that bet against the economy and profit from other people’s
suffering do the precise opposite. Regional investment banks can fulfill this
calling by accepting responsibility for meeting the needs of the communi-
ties they serve.

Regional banks are particularly important because the bankers who
lead them live in the communities affected by their activities: they and their
family members are likely to have leading roles in local charitable organiza-
tions, schools, churches, and temples, and see firsthand what socially re-
sponsible banking—and socially irtesponsible banking—does to people’s
lives. Bankers’ prominent role in society (sometimes derisively referred to
with a capital S by social commentators)”* will not necessarily make them
more responsible, but this role reminds them of the genuine needs of a
world beyond their banks. Regional bankers have the added advantage that
the portion of the world they learn about through charitable, religious, and
social activities is the same as that which is most affected by their banks. It

panies distribute dividends or not, whether their juridical structure corresponds to one or other of
the established forms, becomes secondary in relation to their willingness to view profit as a means
of achieving the goal of a more humane market and society. It is to be hoped that these new kinds
of enterprise will succeed in finding a suvitable juridical and fiscal structure in every couniry.
Without prejudice to the importance and the economic and social benefits of the more traditional
forms of business, they steer the system towards a clearer and more complete assumption of duties
on the part of economic subjects. And not only that. The very plurality of institutional forms of
business gives rise to a market which is not only more civilized but also more competitive.”).

69, See supra p. 11.

70. See supra pp. 1213, 17.

71. Some of this criticism is justified. Participation in a Society dominated by upper income
people can have “noblesse oblige” qualities but can also have negative qualities if it promotes
conspicuous consumption, competition in the acquisition of money and material goods, unwilling-
ness to expose ethical shortcomings of other people in positions of power, or racial and religious
discrimination. Social activities also can have more or less impact on the ethical decision making
of businesspeople—membership on the board of the Museum of the City of New York, an Tvy
League untversity, or a prep school may not tell a businessperson as much about how business
decisions impact other people’s lives as participation in a local Catholic Social Services organiza-
tion, a Boys ot Girls Club, ot a disaster relief organization.
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is, therefore, important that policy makers consider whether too much fi-
nancial power is now concentrated in the hands of multinational institutions
headquartered in London, New York, Tokyo, and a few other world finan-
cial capitals. People and businesses in Pittsburgh, Philadelphia, and Minne-
apolis need financial services, and these services may be better if they
originate in the communities they serve.

I am not saying that bankers in global financial institutions cannot
meet the calling in the Pope’s letter-—they can, and it is very important to
the global economy that they make every effort to do so. Their work has
enormous impact, and it is their moral obligation to think about this impact.
Global bankers’ active participation in the life of the Church, the Council
on Foreign Relations, and other organizations with a global reach should
help them meet this moral obligation to the world they serve. In some re-
spects, however, the calling set forth in the Pope’s letter is easier for re-
gional bankers to accomplish. Also, from a societal perspective,
diversification—a concept familiar to investment managers—is an impor-
tant means to accomplish broader objectives. Society should not allow large
portions of the economy to be exposed to financial risks—and ethical
risks—concentrated in the decision-making of a few individuals in faraway
places. Diversifying the power base in banking, and spreading it out geo-
graphically may help make this sector of the economy conduct itself more
responsibly.

I am not prepared to opine further on what specifically Catholic social
teaching says or should say on what is or is not responsible banking; al-
though, perhaps I will have an opportunity to explore these questions fur-
ther with a faculty member here at the University of St. Thomas School of
Law, at another leading Catholic university, or elsewhere. I am prepared to
emphasize that each of us needs to examine our innermost convictions
about right and wrong, and how these convictions relate to banking and
other fields of economic endeavor. Economics historically was not a field
that was independent of moral philosophy, sociology, and other areas of
inquiry; I am not convinced that economics can be intellectually coherent—
or relevant to the modern world—as an entirely independent discipline.
From a practical perspective also, I doubt that economic endeavors such as
banking can be successful without consideration of their morality.

If we care about preserving capitalism and its many benefits for our
society, we must constrain its excesses. Regulation will play an important
part, but as thousands of pages are added to the United States Code and
thousands more to the Code of Federal Regulation, we cannot forget the
equally important role for moral values of individual bankers and of the
banking profession as a whole.

We fail in this endeavor at our peril. For decades we lived in fear of
godless communism, When the iron curtain fell in the late 1980s, we turned
even more vigorously to the business of making money. That business ac-
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celerated in the 1990s and the early years of the present century. In 2008,
we came close to being destroyed by banking conducted at the margins of
the law and with little or no regard for right and wrong. Raw capitalism,
freed of restraints that arise from personal and collective morality and sub-
ject only to the weak oversight of the law, almost accomplished the wide-
spread destruction of our system that communist dictators only dreamed
about. We narrowly escaped complete disaster. We are experiencing the
deepest recession in seventy years. Next time it could be even worse. We
should act now to address the moral as well as economic causes of our
financial collapse.
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