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People, Corporations, Governments and Markets

Non-Financial 
Institutions and Markets 

(“Real Economy”) 

Governments and
their Institutions

Individuals

Financial Institutions 
and  Markets

Central Banks



Corporations: Some History

17th -18th centuries
Dutch East India (VOC) (inc.

1602), English East India, 
French Mississippi Company 

End of 
19th century US

Infrastructure projects in US

Privilege is now “free” 
for any legal purpose 



Corporations: Key Features

Abstract legal entities

Separate from all 
stakeholders

Created in the U.S. 
under state law (often 
Delaware) 

Governed by laws and 
charter

Derive existence and 
rights from governments 
and legal systems
+ Property rights

+ Locked shareholder funds

+ Limited liability

+ Political speech rights (?)

+ Religious rights (?) 

A “veil” separates corporations and their stakeholders from each others’ debts



Standard View of Corporate Governance
Corporations “owned” by shareholders

Main governance challenge: 

Align managers with shareholders

Financialized compensation
• Stock value

• Accounting profits

• Return on Equity,  



“The social responsibility of managers is to 
make as much money as possible 

while conforming to the basic rules of 
the society, both those embodied 

in law and those embodied in ethical custom.”
Milton Friedman, 1970



In theory, the goal of the firm 
should be determined by the firm’s 

owners…. Shareholders agree 
they are better off if managers 
maximize the value of their 

shares.

Corporate Finance Textbook



“The purpose of a company is to engage all its stakeholders 
in shared and sustained value creation.”



False contrast 

“Free” 
Market

“Big”
Government



In the political debate

“Capitalism” “Socialism”



In the Political Discourse…

Key questions: 

● For whom is any rule “costly”? 

● Effective rules for society balance 
social costs and benefit

● What is the process for the 
writing and enforcing the rules?

Meaningless distinction 

Laws
“Essential”

Regulations
“Costly”



The Big Challenge: Creating and Enforcing “Good” Rules

Key questions: 

● What are the rules of the game for 
markets, institutions and people?

● Who determines the rules?

● Who enforces the rules and how?

● If governments are incompetent or 
corrupted, why, who is responsible, 
and what can be done? 

False contrast 

Market Government



Assumes that…

The Standard Approach to Corporate Governance… 

Ignores…
Shareholders agree the corporation should 
focus on maximizing stock price

Markets are competitive

Contracts and “rules of society” protect all 
impacted others
• Employees
• Customers
• Creditors
• The public

Shareholders’ preferences as taxpayers, 
possibly employees, customers, creditors

Corporations have impact on the writing of 
laws and regulations 

Government failures

Corporate governance frictions 

Frictions in law enforcement 

Are these assumptions appropriate? What if they are false in reality?  





Example of Bad Rules: 
Corporate Leverage, Especially in Banking

• Are corporate leverage levels “socially efficient?”
• Are financial crises preventable? 
• Is the financial system working well as long as there is 

no “crisis?”



“My daughter came home from school one day and 
said, ‘daddy, what’s a financial crisis?’

And without trying to be funny, I said, ‘it’s the type of 
thing that happens every five, seven, ten years.’ 

Jamie Dimon, January 2010 
(to Financial Crisis Inquiry Commission)
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Between summer 2007 and end 
of 2008, the largest 19 US 
institutions paid out nearly $80B 
to shareholders.

Regulatory Measures are Uninformative
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2006 was a great year in banking

“Tier 1” capital ratios: 
What crisis?



Regulatory Measures are Uninformative
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Largest 19 institutions received 
≈$160B under TARP (bailouts). 

Fed committed $7.7 trillions in 
below-market loans to 407 banks.

“Tier 2 capital” proved useless to 
absorb losses (except Lehman). 

“Tier 1” capital ratios: 
What crisis?



During the 2008 financial crisis, the 
government provided huge infusions of 
cash to Citi through multiple bailouts. The 
2008 crisis was one of many disasters Citi 
has experienced since its founding more 
than 200 years ago. 

Citi has long been tied to the federal 
government in a relationship that has 
benefited both… crisis and outright 
disasters have been surprisingly common 
during the century of government-
protected banking — especially at Citi.



Dodd Frank Act, July 21, 2010: NO MORE BAILOUTS!!!



Dec. 31, 2011 (in Billions of dollars)
JPMorgan Chase Balance Sheet: The Fortress? 
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Regulators and others: “Bail In” would Replace Bailouts





“Heroic Savior” Button



Anat Admati, Peter DeMarzo, Martin Hellwig and Paul Pfleiderer

Fallacies, Irrelevant Facts and 
Myths in the Discussion of 

Capital Regulations: Why Bank 
Equity is Not Socially Expensive

August 2010 

(revised 2013)

The Leverage Ratchet Effect 

Journal of Finance, 2018

https://www.gsb.stanford.edu/faculty-research/excessive-leverage
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Zombie (Insolvent) Borrowers: Opaque and Dysfunctional



“The omission of off-balance sheet items 
in the standard measures implies a 
substantial underestimation of bank 
leverage. 

Off-balance sheet funding is 
higher now than in 2007.”
“Leverage, a Broader View,” Singh and Alam, IMF, March 2018



“A must-read for concerned 
citizens, The Bankers’ New 
Clothes should be studied and 
memorized by lawmakers and 
regulators so they won’t be 
duped by false claims in the 
future.”

Eugene Fama, 2013, 
(Nobel Memorial Prize winner)

http://bankersnewclothes.com/

http://bankersnewclothes.com/


“Just about whatever anyone proposes… the 
banks will claim that it will restrict credit and 

harm the economy…. It’s all bullshit.” 
Paul Volcker (1927-2019), January 2010

(From Payoff: Why Wall Street Always Wins, Jeff Connaughton, 2012) 

“Unfortunately for America, Obama and Biden are financially illiterate.” 

Jeff Connaughton, Payoff: Why Wall Street Always Wins, 2012 (preface)



https://www.theguardian.com/business/2019/oct/16/global-economy-faces-19tn-corporate-debt-timebomb-warns-imf

October 16, 2019

https://www.theguardian.com/business/2019/oct/16/global-economy-faces-19tn-corporate-debt-timebomb-warns-imf


Financial Times, March 3, 2020

https://www.ft.com/content/27cf0690-5c9d-11ea-b0ab-339c2307bcd4



“The great experiment in ultra-loose monetary policy 
is intensely morally hazardous, because 
unconventional central bank policies may simply set 
the stage for the next boom and bust cycle, fueled 
by ever declining credit standards and ever 
expanding debt accumulation.”

William White, former head of Monetary and Economics Department 
at Bank of International Settlement (BIS), in “The Seeds of the Next Debt Crisis,” FT, March 3, 2020, 

BIS warns on domestic and international debt
Chris Giles, Financial Times, JUNE 27 2005



Financial Times, July 9, 2020



September 24, 2020. Junk bond bonanza. The U.S. high-yield market set an annual sales record of $329.8 
billion yesterday, blasting through the previous high reached in 2012. Companies have brought a tsunami of 
supply, emboldened by the Fed's support and near zero rate policy, expected to last through 2023. The record 
will only climb higher with the year not over yet.



https://promarket.org/2020/03/24/economics-and-finance-professors-from-major-universities-write-to-congress-bail-out-people-before-large-corporations/

https://promarket.org/2020/03/24/economics-and-finance-professors-from-major-universities-write-to-congress-bail-out-people-before-large-corporations/






•Debt (tax) subsidies 
•Excessive “safe harbor” exemptions to 
repos and derivatives
•Opacity of disclosure 
•Rules and practices that are too 
complex and costly relative to benefits

Change Counterproductive Policies and Laws!



Many Enablers

Central bankers

The media 

Politicians

Bankers and other financial 
sector employees

Institutional investors

Executives and boards of 
financial firms

Auditors and rating 
agencies

Supervisors and regulators

Academics/Economists



Let’s talk about Justice and Basic Law Enforcement



“The social responsibility of managers is to 
make as much money as possible 

while conforming to the basic rules of 
the society, both those embodied 

in law and those embodied in ethical custom.”
Milton Friedman, 1970



“The salespeople lie to clients; traders lie to sales 
and to risk managers; risk managers lie to those 
who (think they) run the place. The people who run 
the place lie to shareholders and regulators. 
Clients lie mainly to themselves. 

Traders risk the bank’s capital. If they win they get 
a share of the winning. If they lose, the bank picks 
up the losses. The money at risk is not their own. 
Traders can always play the systemic risk trump 
card. It is the ultimate in capitalism --- privatization 
of gains, socialization of losses.” 

Satyajit Das (2006, revised 2010)



“Seven years after the collapse of Lehman 
Brothers, it is often said that nothing was 
learned from the crash. This is too optimistic. 
The big banks have surely drawn a lesson 
from the crash and its aftermath: that there is 
very little they will not get away with.” 

Joris Luyendijk (2015) 



Governments write 

Rules by other names

Private sector entities write (under the law)

Laws  

Regulations

Acts

Treaties

Directives

Executive Orders

Corporate Bylaws

Corporate Policies

Employment Terms

Corporate Ethics Codes

The Honor Code

The Stanford Compact

Terms of Service

Privacy Policies

Community Standards

Licensing Agreements

Accounting standards

Auditing standards

All rules (including constitutions) need adjudication and enforcement



New Yorker, May 16, 2016

“These new rules will fundamentally change the 
way we get around them”

Rules are Useless without Proper Enforcement





Can we Compel Corporations to Obey Law? Can the Law Reach 
Relevant Individuals through the Corporate Veil? 

Employees, Customers, Suppliers, 
Banks, Bondholders, 
Shareholders, Others

Corporate VeilCorporation



Employees, Customers, Suppliers, 
Banks, Bondholders, 
Shareholders, Others

Corporate VeilCorporation

Can we Compel Corporations to Obey Law? Can the Law 
Reach Relevant Individuals through the Corporate Veil? 



http://www.nytimes.com/2012/07/01/business/how-delaware-thrives-as-a-corporate-tax-haven.html

http://www.nytimes.com/2012/07/01/business/how-delaware-thrives-as-a-corporate-tax-haven.html


In providing secrecy, the offshore world 
corrupts and distorts markets and 
investments... The secrecy world creates 
a hothouse for evils including fraud, tax 
cheating, escape from regulations, 
embezzlement, insider dealing, bribery, 
money laundering, and more. It provides 
ways for insiders to extract wealth at the 
expense of societies, creating political 
impunity and undermining the 'no 
taxation without representation' bargain 
that has underpinned the growth of 
accountable modern nation states. 

This hurts citizens of rich and poor 
countries alike.

The system enables and encourages criminal enterprises and legitimate business 
to imitate each other





Danske’s €200bn ‘dirty money’ scandal
October 2018



https://www.nytimes.com/2020/09/20/business/fincen-banks-suspicious-activity-reports-buzzfeed.html

September 20, 2020 (this past week!)

https://www.nytimes.com/2020/09/20/business/fincen-banks-suspicious-activity-reports-buzzfeed.html


“When employees cooked up schemes to 
launder money, violate sanctions, 
manipulate markets, avoid taxes or mislead 
customers, there were few internal checks 
and balances to detect or stop such 
behavior. In the rare instances when 
employees voiced concerns, they were often 
ignored and were sometimes punished.

Pressure was building to take greater and 
greater risks, making the bank deeply 
indebted, and over-reliant on derivatives.”



“Wells Fargo Leaders Reaped Lavish Pay Even as Account Scandal Unfolded,” 
New York Times, March 16, 2017

“Wells Fargo Hit with $1 Billion Fines Over Home and Auto Loan Abuses,” 
NPR, April 20, 2018



Faster, Higher, Farther: How One of the World's Largest Automakers 
Committed a Massive and Stunning Fraud

Jack Ewing, 2017



Purdue turned OxyContin into a billion-
dollar blockbuster by launching an 
unprecedented marketing campaign 
claiming that the drug’s long-acting 
formulation made it safer to use than 
traditional painkillers for many types of 
pain. In fact, even in its prescribed form, 
Oxy proved fiercely addictive. As 
OxyContin’s use and abuse grew, Purdue 
concealed what it knew from regulators, 
doctors, and patients.









https://www.wsj.com/articles/pg-e-to-admit-fault-in-84-fire-deaths-plead-guilty-to-manslaughter-11592321956





Is the Justice System Working in the Corporate Context?



“That's not stupidity, that's fraud.”

“Tell me the difference between 
stupid and illegal and I'll have my 
wife’s brother arrested”

Much of what is described in 
“The Big Short” was legal. The 
laws still tolerate and reward 
recklessness. 



Sunday Business Section, New York Times, Sep. 16, 2018. 

New York Times Business Section, September 16, 2018



“By shielding employees from legal 
responsibility, the corporation encourages 
the risk-taking that drives economic 
growth. But its special legal status and 
ever-expanding scale place daunting 
barriers in the way of federal and local 
investigators.”



“American courts routinely hand down harsh sentences to 
individual convicts, but a very different standard of justice 
applies to corporations. Expansive statutes allow an entire 
firm to be held liable for a crime by a single employee. 

When prosecutors target the Goliaths of the corporate 
world, they find themselves at a huge disadvantage [and] 
negotiates settlements permitting giant firms to avoid the 
consequences of criminal convictions. Settlements may 
require structural reforms. However, those reforms are 
usually vaguely defined.

While companies must cooperate in the investigations, 
high-level employees tend to get off scot-free.”



Democrats and Republicans cozied up to 
big business, outsourcing the Treasury 
Department to Wall Street and the Justice 
Department to corporate law firms. The 
Justice Department became increasingly 
staffed by intelligent, status-seeking 
graduates of the nation’s top law schools… 
the easy choice was to strike a deal with an 
impressive-sounding fine (to be absorbed 
by shareholders) that held no one 
responsible, and avoid risking an acquittal 
or a hung jury.

James Kwak (NYT book review)



Justice requires effective enforcement and deterrence. 

If system does not work, why and what to do? E.g., change the criminal liability 
bar for “responsible officers” (also in government)? improve resources and 
governance of enforcement agencies? 

The challenge 



04

03

02

01 Detection challenge: We don’t monitor corporations, auditors and insiders 
are conflicted; detection depends on whistleblowers, media, and victims.

We know very little!!

05

Courts are rarely involved; Investigations are often done by 
corporations themselves; limited public disclosure of details. 

Mostly anecdotal evidence; limited analysis of cases against individuals 
(Garrett). 

Broad agreement that system is working poorly; no analysis to 
diagnose specific problems and propose realistic policy changes. 

Virtually no data documenting legal outcomes for individuals who are 
potentially responsible for corporate wrongdoings. 



Ongoing Research (with Greg Buchak) 

Seeks to understand justice system in a corporate context. 

Preliminary observations: Laws and enforcement are harsher 
when the government is harmed; investors receive more 

justice than other corporate stakeholders. 

Conjecture: Current laws, policies, and enforcement 
mechanisms are ineffective to deter recklessness and law 

evasion by corporations. 









In Germany – in contrast to U.S. and many European jurisdictions 
– corporations cannot be held criminally liable. Under the law in 
force, corporations can only be fined up to EUR 10 million for 
misconduct or deficiencies of the compliance function. In practice, 
cases in which companies have been sanctioned are rare.



What is the role of academics? 



”
“

“It Takes a Village to Maintain a Dangerous Financial System,” Anat Admati, 2017
https://admati.people.stanford.edu/publications/it-takes-village-maintain-dangerous-financial-system

With such friends [as academics], 
who needs lobbyists? 

Risk manager in a major systemic institution, 2016

https://admati.people.stanford.edu/publications/it-takes-village-maintain-dangerous-financial-system


“From Libor fixing to exchange rate manipulation, from 
gold price rigging to outright financial fraud in 

subprime mortgages, not a day passes without news 
of a fresh financial scandal.

A common belief in our profession is that all that we 
observe is efficient. But do we have any theory or 

evidence to justify this conclusion? 

The size and pervasiveness of fraud in the financial 
sectors seem to exceed those in the healthcare 

sector, in spite of being half its size.”

Luigi Zingales, “Does Finance Benefit Society?”
AFA Presidential Address, 2015



Are we part of the 
problem?

How can we be part of 
the solution?   



For more see https://admati.people.stanford.edu

https://admati.people.stanford.edu/
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