Trust & Honesty – TH 2:10-3:40
Tuesday September 2, 2008

Identify what law pairs to what question. 

Entrepreneur – 

· One who exploits (positive sense) an opportunity

· Responsibility for Risk

· Vision (What)

· Long-Term Strategic (How)

· These two often travel together if they are implemented.

· Independent
· Confident

· Persistent

Ponzi is businessman because he is going to retain ownership/rights.

Next project was scalable and in multiple languages. It was global from the start. Failed for lack of funding.
Next project was International Reply Coupon scam. US$1 buys AU$24 worth of postage, take a small hit translating back into US$, and wind up w/ profit. 

Arbitrage (rapid buying and selling in different markets to turn profit) has a negative connotation. 

Puts actual possessions and hocks them to start his scheme – seems there is some real commitment on his part. 

Trust Builders:

· Soft Sell

· Let others sell for you

· Their own personal success does the selling

· Give Back

· Delivers Plus

· Appearance of Professionalism through character of certificates, name of company, etc.
· Network Effect

· Herding Effect -> Leads to bubbles, which tend to pop.

· Greed

· Uneducated Investors

· Nationalist Pride (other Italians investing in Ponzi)
Where is the tipping point in Ponzi?


The first time investment is used to pay returns, it then becomes pyramid scheme?

If hired to represent Ponzi post-collapse, 
What is a Con Artist? The words, “Confidence” and “Artist” are both positive and colorful. 

September 4, 2008
Psychology of Ponzi schemes:
What caused the result?

· Affinity groups create false senses of trust

· Presentation as wealthy individual creates sense of truse

· Claims to do for others for free

· Doesn’t need the money

· Sensed requirement of reciprocation

1. Another type of verification can be difficult where investment is well known, but place of investment is far away and hard to verify.

2. Also, there is the difficulty of one person relying on another person. 

3. Another pressure is when the scammer refuses to accept an investment.

4. Another method is using a standard form, as the standard of verification is lowered.

Victims make the most effective sales force.

Some schemes are “secret” and people are told that it is a little bit illegal, and so they can’t talk about it.

The wealthier the investor, the less likely to come forward.

Apply lesson to John Whorley – Man got promise from man in Nigeria to give him money in exchange for use of US bank account. 

IN this case, was not prototypical investor – was a Vietnam vet and a pastor who taught courses on self awareness. Argues that he is the victim. Prosecutor counters that he was greedy as he forged checks, etc. in the process. 

XX Worst history of Ponzi schemes is likely in Albania XX

Businesses:


22 Companies, 400,000 investors, $1.2 Billion

Non-Profits:


2 Foundations, 1.4 million investors, $360 million

How does this happen?

· Emigrants – remitting $$ back to home country

· Small depositors

· Homeowners - $$ from sale of homes

· Small companies – sold farms and businesses

· Grey economy – undeclared businesses, tax avoidance, etc.

· Black economy – human trafficking, drugs, weapons, etc.

In 1996, 60% of GDP went into these schemes

Why does this happen?

· Albanians’ unfamiliarity with financial markets

· Deficiencies in formal financial system

· Failure of government to act quickly

· Political interference

· Media impact – media hypes the

Longevity

· Combination of pyramid schemes and criminal activity
Consequences:

· GDP shrinks 7% in year shut down

· Inflation increses from 6% to 42%

· Unemployment over 35%

· 2,000 people dead.

· 6,000 sold houses.

What kind of people run these schemes?

· Maybe they dehumanize victims

· Ongoing life/business

Questions:

· What is opinion about whether these people or Mr. Ponzi have violated any rule that existed at that time. 

· Stealing involves: taking, conversion, permanently depriving owner thereof. 

· Arguably Ponzi embezzeled, not stole, as the owners gave the money to him willingly. 

· Further, Ponzi intended to give it back.

· What Ponzi issues may not be a security as it was not tradable. 

1. Prosecutor would argue that they were bought for investment, and therefore law was designed to cover this.

· It is now a criminal offense to send money to investors telling them it is income where in fact it is their own income being paid back to them.
· What are the obligations of the media?

· Can media be liable for publishing false information about scheme?

· Questionable under securities law. There is a question of trusting the media. Cannot print if done in malice – knowingly printing false information.
· Is a Ponzi slide into dishonesty until a viable solution can be found a viable defense?
· How robust is Ponzi’s defense against charges of larceny. 
Tuesday September 9, 2008

First role-play.

Pyramid scheme is where people sell, but get paid to find other sellers. Essentially they sell selling. In Ponzi schemes sellers, so to speak, are not paid. It is the issuer that is paid, and distributes the funds as income to those below (or above). In both, when there are no more investors the system goes bust.

Peter – Partner at Foley Hoag. Started as M&A and securities. Practice is very diverse. 

ROLEPLAY

Structure – Groups – Share strategies

Prepare on paper 4 poits:

1. What do we want from the meeting

a. More Money

2. What is our pitch?
3. What do we expect they will ask us?

4. How will we respond to those inquiries?

Trust is key. 
September 11, 2008
Market timing in mutual fund industry. 

Brief tutorial on the mutual fund industry:

· Discussion on regulation of mutual funds.

· Mutuals have been around for a while and benefit small investors as they are enabled to diversify their funds. 

· Very little regulation prior to 40s, largely due to unnatural death of markets in 1929

· Mutual funds are like a bank except that what you get for putting $$ in is a share. This fund then invests in securities, and you get a pro rata share of any profits. 

· Shares are redeemable. 

· SEC provided in a rule that share price must be constant – cannot be changed for friends, etc.

· This failed, so they changed the rule – you put in your order before you know what the price is going to be. 

· Most chose 4pm as it is when the NYSE closed. Any order before 4pm got the price at 4pm. Any orders after 4pm got the next day’s prices.

· There were a number of brokers etc whose job was to tally the buy/sell requests and give the mutuals an aggregate amount. 
· Canary eventually got it to a position where orders places could be removed after the cut-off time because the brokers were unregulated and had until 9pm to put through the totals.

· Continual short-term investments (legal market timing) is legal, although it generates transaction costs thereby diminishing the value to the long-term investors. 

· Does the intention of those who use short-term trading matter? On the one hand, no, as they have a right to redeem so why do you care why I do it? On the other hand 

· This was resolve by a) disclosure (do or don’t we allow it? Either way, say so) or b) to push up to 2% administrative costs onto those who sell short.

· So, why did prosecutors settle by fines and not by jail?
· Desire of regulators not to create a run

· Why did state AGs 

· In a mutual fund, who owes a fiduciary duty to whom?

Back to the business side of late trading/market timing. 
September 18, 2008
Economists often talk about the Invisible Hand. The market corrects all problems.

Ex. Mall where foodcourt has central register and every 6mo the 2 worst performers are ousted.

Assumes information symmetry and zero transaction costs to obtaining information. As a result the market may work, but may take a long time. 

High price can signify quality, however jacking up the price can be used to sell things that otherwise wouldn’t. 

A “Lemon” is a chronically defective car that defies repair or a car with effects so difficult to repair that the victim becomes immersed in the “wear-down process” s.t. they eventually suffer from an emotional and financial beating. 

How to deal with Lemons:

· UCC

· Acceptance is usually upon exit of the lot

· Rejection must be before acceptance

· Revocation requires a specific problem.

· Lawsuit

· Cost-prohibitive

· Chances not great.

In the face of mounting public outrage about quality, Congress passes MagMoss (Magnison-Moss Lemon Law), which was essentially sham legislation. It required a “reasonable number” of attempts at correction and only applies to full warranties. 

CT put through the first law on the state level. This permitted recovery under full or limited warranty, clearly defined a lemon, and put in low-cost arbitration. 

Japan discovered that in the end, quality is actually cheaper because you have less waste and don’t have to continually fix things. 

An interesting example is the Pinto case: That the expected cost of lawsuits was less than the cost of fixing it. The jury was so outraged that they verdicts were higher than expected, and there was a huge public revulsion. 
What are the signals that these laws should be reversed?

· Arguably none, as it is not used if not needed, so why bother if then the market can come back and make it needed again?

· Note that deregulation does not require changing the law, but rather ignoring it.
September 25, 2008

Executive Compensation – why is it so contentious?

1. Easy figure to look at

2. big disparity
3. shareholders’ money

4. often lack of links to performance

Issue of how much is too much has a long history. 
In the 30s, during WWI, there was a tremendous rise of the value of tobacco. One tobacco CEO linked his compensation to the profits of the corporation and put that right of compensation into the articles of association. One of the shareholders went to court.
· Court uses a test of waste to see if compensation is too high – extremely deferential and must “shock the conscience.” Must be so illogical that is becomes a “gift.”

· Compensation often uses a reverse-tax like system where at each of many breakpoint the ration of pay to profit decreases. 

· Frankel suggests that courts and legislatures don’t want to set rates. There was a time when they did, and it failed. We want the market to set the price, and shareholders could always leave. 
October 3, 2008

E.F. Hutton 
Check kiting – A scheme which artificially inflates bank accounts under common control for purposes of obtaining unauthorized use of bank funds through writing checks to self. 
CEO Smith 
October 10, 2008
Three segments of information trying to communicate:

1. What’s the big deal? Why is it a big deal? Why don’t markets solve this themselves?

a. It affects everyone.

b. It is very hard to turn these things around.

2. How doe the environment affect the maintenance of trust and honesty? Started w/ EF Hutton, and say that one aspect was culture. Discussion of GovCorp is interesting because it is a government sponsored enterprise. 

3. Didn’t cover in class.

Why does the US Government interfere in private affairs s.a. securitization? 

As enforcement goes, the US has one of the least efficient (law) enforcement systems, and it may be because Americans are wary of that efficiency. 

There used to be thousands of governmentally sponsored private organizations, and Congress intervened requiring such organizations to be created by statute. A few years ago, Fannie Mae (aka GovCorp) had enormous power in Congress, and the statutory requirement was rolled back. 
Fannie Mae really put aside income and left it for a rainy day when they could augment a deficit so that it looked like there were no changes in growth. Also, they had a set of derivatives to protect themselves from interest rates and they failed to adjust them to reflect their true market value. 
Almost impossible to show intent here, which is good reason no fraud or criminal charges were brought. Also, benefit here, given that government was a “partner” the benefit was also to the government. As Congress had oversight, it is very hard to attack. 

Note that GC may be subject to management purge as they have responsibilities to (a) give advice and (b) provide management. 
If you are a GC, in house counsel, etc., what are your legal duties? 

Liability seems to depend on:

1. What the violation is

2. How much power you have to stop it.

Fannie Mae – Run for quite some time as a government-sponsored enterprise. Culture was one where they felt their success bought them political clout, and therefore they could do what they wanted. They had a foundation where they funnel profits into community initiatives to build political clout. 

The CEO who drove this was someone who pulled himself up by his bootstraps, got into the best academic institutions in the country and world, worked for large financial houses, did really well in the government etc. Going into this he followed two highly-renowned CEOs, and so this may have been fueled by (a) fear of failure or (b) sense of invincibility. 

Ingredients of Fraud:

1. Temptation – bonus structure, fear of failure, sense of invincibility 

2. Ability – people who audit books are effectively same who can cook them, as well as political clout, and sense of being trustworthy because governmentally backed and supervised. 
3. Lack of (effective) oversight

a. Auditors effectively complicit

b. Congress cuts funding of group responsible for oversight

c. Media – “Fannie Mae is politically corrupt but politically correct”
October 21, 2008

Pros of doctors referring patients to experimental treatment:

· Good candidate

· Public Good

Cons:

· Trust (abuse of)

· Beta Test

· Financial Interest

Distinction between therapeutic and non-therapeutic, as in the latter just about everyone is a candidate. 

Risk management:

· Your doctor (if involved)

· Researcher

There may be a greater concern when the researcher/referrer, etc. has an equity stake rather than a one-time fee, as they have a stake in the outcome. Also, there is currently an explosion of new potential products, and all of a sudden there is a strong competition for testees and competition among pharmas to get doctors to prescribe their drug. 
Note that 96% of positive outcomes were when researchers have a financial stake in the outcome. 

In a medical setting, a conflict of interest is a set of conditions in which professional judgment regarding primary interest (patient) is unduly influenced by a secondary interest. Put differently, it is when a caregiver is motivated to put their motives above their patients. 

Lead Paint Case:
Banned in 1970s. Possible to have it abated, however it can cost $3,000-$15,000.
Study involved 3 tiers of abatement. It involved two sample methods, one of which indicated high amounts of lead. Mother was given information re: lower level, but not the higher one. She sues the research group. 

Lower court granted D’s motion for SJ, determining that there was no contractual relationship btw P and D, and therefore D owed no duty of care. The argument is that P signed a waiver, not a K, and therefore there is no relationship and thus no liability.
The appeals court said that the informed consent was inadequate. Further, the court says that the mother can consent to therapeutic but not non-therapeutic treatment. A guardian is a fiduciary.
Does the mother have a conflict of interest? She was compensated for her participation in the study. 
Court of appeals’ rationale was inadequate disclosure. In order to disclose in a non-contract there must be some duty. This is shoehorned out of federal study guidelines, and existence of a “special relationship.” The court bases the special relationship on the fact that you DO NOT sacrifice a child’s health for the public good. 

Two questions of public policy:

1. Should children be the subject of non-therapeutic studies at all?

October 28, 2008
City of Hope

Parties were fighting over fiduciary duties because of punitive damages (contingent on duty).  Also, there is a question of stigma, where a company’s abuse of trust amounts to misappropriation, which is BAD whereas breach is OK.

Two entrepreneurs agree to commercialize inventors’ invention. VC gave money, and inventors gave idea to VC to patent and commercialize. 
Here Genentech distinguished between two kinds of use, saying it was irrelevant is they used City of Hope’s process (rather than the materials provided by City), and so licensing the process rather than selling the products may be outside of the contract. 
City of Hope tried to get information from Genentech, and after it was repeatedly denied, they sued. 
A bit of law:

· We agreed that the parties cannot decide what the legal relationship is.  

· Consider Stevens and Wolf.

· Is there any way in which we can generalize the rise of fiduciary relationship?

· Perhaps it is A entrusting something to B in order for A to get a service without such entrustment the purpose would not work. (e.g. give money to investment manager to grow it)

· Note that in Stevens (a) the other entity lied, claiming the patent was worthless, and (b) there was a big disparity in sophistication btw. employer and employee. 
1. You can be a fiduciary with respect to an accounting, but not with respect to the rest of the contract.

· Note that some courts refuse to create new fiduciary relationships, requiring a burden of proof arguing that such a relationship exists, and there must be some similarity to another such duty. 
· Court in City of Hope does everything right, except that it judges the components of fiduciary duty separately rather than together. 

· The example of the children’s television as targets to get kids to ask their parents to buy some cereal. Of course here, there is no entrustment. 

· Further, the court uses says the relationship is “not necessarily” fiduciary, which creates problems of clarity. 

For next time, Fill-In
November 4, 2008
Wiggin moved from medical device industry to tobacco industry for supposed purpose to make them safer.

Enron
Natural gas prices were fixed, which led to lack of exploration, and thus a shortage of supply. There was a cold winter where supply was exceeded, and lots of things like schools had to close. The market deregulated, and prices went up. As demand dried up due to loss and exploration increased supply, prices dropped. 
Enron stepped up and created a gas bank.

Enron then started using mark to market contracts, where all revenues of a long-term contract are recognized this year. 

Special Purpose Vehicles (SPVs) are entities that are given illiquid assets (loans, contracts, etc.), and then issue securities. The securities are tradable, and thus generate cash through a secondary market. The marketability was based on people not looking to closely at the underlying assets, and Enron’s stock as a guarantee. 
Validity required:

a) 3% of the cash came from outside investors.
b) Must be controlled independently of the company. 

November 20, 2008
Ratings agencies:

· Provide an opinion (and merely an opinion) as to the likelihood that a bond will be repaid in full as established.

Things to repair situations:

· Act quickly to restore trust

· Apologize

· It has to matter – usually this means it costs you something.

· Actions that actually resolve the problem.
November 25, 2008
Skout, David Gebler

Lack of trust:

· Lack of engagement and commitment

· Resistance to report ethics violations

· Challenges in navigating matrix organization

· Stifled innovation

· Challenged customer relations.

Tools to measure trust:

· Values Assessment

· Objective means to compare perceptions of employees across key corporate demographics

· While perceptions are subjective, they become reality in terms of employee motivation.

· Management Drives

· Leaders’ biases influence their acknowledgement of employee perceptions as real or insignificant.

Drives:

· Purple: Think of an infant w/ its mother – safety and unwritten rules.

· World is unsafe and so we must stick together.

· Red: Power, ego, impatience

· Here and now. Alert, impulsive. Demand loyalty.

· Life is a jungle – fight for your own space.

· Blue: Rationality, structure, order out of chaos

· World requires order, though truthfulness and discipline.
· Orange:

· Ambition, improvement, etc. Child who wants the applause.

· World is full of opportunities to be captured. If you want something you can do it.

· Green
· Harmony, social, eye for the weak. Intentions are central.

· Everyone is equal, and it is important to work well together.

· Yellow
· Understanding, truth, strategy, knowledge

· World is complex, and we need to figure out how it works.

A problem in many companies is that there are a lot of codes/rules, and if people don’t follow them there is no consequence. In that way, success and failure may feel or even be the same.
Trust Hierarchy (Think of as pyramid):

· Accountability

· Teamwork

· Consistency

· Respect

· Risk Tolerance
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