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As the dust and debris of the Enron collapse continues to spread over the corporate landscape, the question as to what the skeletal remains will reveal when all of the dust settles looms ever larger.  More than twenty years of researching and writing on the question of why corporations engage in criminal/unethical activity provides some insight, particularly in light of continued revelations of the Enron collapse in the news media.

The reasons why corporations, such as Enron, commit illegal/unethical acts boil down to two non-mutually exclusive theories:  the Rotten Apple Theory (RAT) and the Hedging Hypothesis.  The former states that corporate criminal behavior is the result of a few rotten apples in the corporate barrel acting in their own behalf often at the expense of other stakeholders.  If only the principals (shareholders) had been more judicious in their selection of agents (executives) or if they had tied agent’s compensation to share price more neatly and clearly, then such errant actions could have been avoided.  

The Hedging Hypothesis states that corporate errant behavior is a byproduct of agents’ efforts to do what business schools teach them and stockholders expect—maximize share price (SPM).  If so, the agents are obviously violating legal and ethical constraints supposedly imposed upon them.  Why then, do agents act in such an egregious manner?  If the goal of SPM provides agents with a motive to behave deceptively, then something called asymmetric information (AI) provides the opportunity.
Asymmetric information (AI) is the state in which some insiders (agents) have information on the corporate body before others (investors).  This information gap may last a matter of minutes or hours or for years or even decades as in the case of some environmental abuses.  The longer the duration of AI and the greater quantity of undisclosed information, the greater the probability the information will leak out, which it eventually will.   During the interim, agents can work their apparent magic without fear of exposure and if their compensation is tied to the firm’s share price (through, for example, lucrative stock options), the greater the incentive for agents to work all the more diligently.  Eventual exposure is not a prominent deterrent for someone who expects to be gone when the dark secrets hit the light of day.
It is, of course, possible for both theories to operate simultaneously which brings us to the case of Enron.  From published new reports, we learn that an internal audit identifies a mere handful of executives that the audit accuses of being primarily responsible for the enormous and widespread deception.  The extent of the deception belies any attempt to localize the responsibility for it, however.  Whereas, a few executives may have raided the corporate ship before it sank totally (the focus of most recent stories), the reason for the deceptive practices in the first place seems clear—agents were attempting to maximize share price for two reasons: this is exactly the charge they were given and they personally benefited (through bonuses, commissions and stock options) if share price did rise.  The story of Enron prior to the recent disclosures gives one an impression of a bunch of RATS scurrying about a maze of Hedges obscured by the fog of asymmetric information.  The more recent impression is one of RATS abandoning ship now that the fog has lifted and the Hedges have died. 
Is the neo-classical based SPM model flawed?  I have argued extensively elsewhere that the presence of asymmetric information combined with SPM creates a chink in the neo-classical armor.  One possible correction is to change the charge given agents from maximizing share price to maximizing the value of the firm to all stakeholders, i. e., customers, creditors, suppliers, employees and shareholders.  In this manner, agents would have a charge that does not implicitly wink at practices that enrich some stakeholders (shareholders) at the expense of other stakeholders (creditors and employees).  

This change would not eliminate all errant behavior for it says nothing as to how agents should behave with respect to competitors or society-at-large.  It would, nevertheless, tell agents that they represent all stakeholders and it is unacceptable to benefit some at the expense of others without due compensation.

Presumably, proper audits should help peel back the shroud of asymmetric information.  The problem with current auditing practice is not so much with the techniques of a proper audit as with the inherent conflict of interest.  Firms, like Enron, hire their own auditors and pay them handsomely, so handsomely that the auditor has little desire to produce an audit that would endanger the auditing contract renewal, much less than any consulting services provided by the auditor’s consulting arm. 

A truly independent audit could be accomplished by requiring the SEC to hire the auditors for each publicly traded company.  The auditors would be paid by the SEC who, in turn, would submit a voucher for reimbursement from the audited firms.  The SEC could even select, say, three auditors and each firm would be given the opportunity to select one from those three.  For continuity’s sake, auditors could be chosen for a three year period.  The current situation is not unlike criminals hiring and paying their own prosecutors.  Successful prosecutors would be placed in the position of imprisoning their own sources of income.
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