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Abstract
Researchers and business leaders have long decried short-termism: the excessive focus of
executives of publicly traded companies—along with fund managers and other investors—on
short-term results. The central concern is that short-termism discourages long-term investments,
threatening the performance of both individual firms and the U.S. economy.
I argue that short-termism also invites institutional corruption. I define that as institutionally
supported behavior that—while not necessarily unlawful—undermines a company’s legitimate
processes and core values, weakening its capacity to achieve espoused goals and eroding public
trust. In the private sector, institutional corruption typically entails gaming society’s laws and
regulations, tolerating conflicts of interest, persistently violating accepted norms of fairness, and
pursuing various forms of cronyism.
The gaming of Securities and Exchange Commission rules by Citigroup’s mortgage-banking
desk in 2007 is an illuminating example of institutional corruption in the finance industry. After
exploring that case, I provide a more complete definition of gaming, and explain how shorttermism invites the kind of gaming and institutional corruption that occurred at Citigroup. I then
examine the key drivers of short-termism in contemporary business, and their potential effects on
the behavior of both executives and their organizations.
I conclude by proposing mechanisms to deter the corrupting effects of short-termism,
including changes in both business and public policy. While business leaders and policymakers
have been cautious in implementing many of these countermeasures, we must seriously consider
them if want to rein in the public and private costs of institutional corruption in the private
sector.
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1. Introduction
According to the gospel of corporate governance, managing for the long term is the only way for
public companies to create durable economic value for shareholders. A few U.S. companies,
such as Amazon, have consistently lived according to this maxim, even when disappointing
short-term results have battered their stock prices. However, private-sector commitment to the
long term has weakened—even broken down—as both corporate executives and managers of
investment funds have become preoccupied with financial performance over the next few
quarters, rather than with the diligent pursuit of sustainable commercial performance.
Voices in both academia and business have long decried the excessive focus by executives of
publicly owned companies and the fund managers who invest in them on short-term results. The
central concern is that short-termism discourages investments that offer a long-term payback,
such as in research and development, and marketing and advertising. Knowing that beating the
next quarter’s expectations for corporate earnings by as little as a penny can raise a company’s
stock price, or avoid a sharp decline, executives make myopic investment decisions that
undermine a longer-term, value-maximizing strategy. And that focus threatens the long-run
performance of both individual firms and the U.S. economy.
Of course, many businesses need to manage both short-term and long-term horizons. When
managers are running a business or investing in markets with little “edge”—that is, with little
differentiation in products or services—short-term time horizons and opportunistic investing are
often the way to go. In such a world of commodity products and services, a strategy of making a
series of sequential short-term investments and commitments can be economically justifiable.
A long-term time horizon is most sensible where a business or investor has some edge,
hopefully a sustainable edge, and when short-term risks associated with a longer-term strategy
are hedged and opportunity costs minimized. Balancing the two time horizons and operating
strategies can be tricky. However, when perverse, short-term incentives artificially encourage
executives to ignore high-yielding, long-term opportunities, then the costs of short-termism set
in.
The recent financial crisis suggests that the rise of short-termism has been especially
troublesome in the finance industry, although other industries are certainly not immune to its ill
effects. A case involving the mortgage-banking desk at Citigroup can help us think about how
short-termism—the collapsed time horizon of both business decision makers and investors—not
only sabotages an enterprise’s reputation and value, but also invites individual and institutional
corruption.
2. The Citigroup Story
In October 2011, Citigroup agreed to pay $285 million in penalties to the Securities and
Exchange Commission (SEC) to settle civil fraud charges related to the development and sale of
a mind-numbingly complex, high-risk investment fund called Class V Funding III. The fund’s
assets consisted primarily of credit default swaps referencing other collateralized debt
obligations (CDOs), with collateral consisting of securities backed by subprime residential
mortgages. The fund packaged these assets with generous amounts of debt to provide investors
with leveraged exposure to the expanding housing market. However, this leverage also
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magnified the severity of losses that investors would suffer if the U.S. housing market ever
experienced a downturn—which it soon did.
According to the SEC complaint, the marketing materials created to sell shares in the fund
“suggested that Citigroup was acting in the traditional role of an arranging bank, when in fact
Citigroup had exercised significant influence over the selection of the assets and had retained a
$500 million proprietary short position of the assets it had helped select, which gave Citigroup
undisclosed economic interests adverse to those of the investors.” In other words, the SEC
charged Citigroup with marketing a high-risk mortgage fund while failing to disclose to clients,
fully and clearly, the bank’s role in selecting the fund’s assets—and how the bank stood to profit
if the assets they were promoting as an attractive investment declined in value.
Very soon after the launch of the fund in May 2007, the underlying CDOs did decline in
value. By November, rating agencies had downgraded more than 80 percent of the fund’s CDOs.
As a result of the portfolio’s poor performance and a subsequent default, 15 investors lost $700
million—virtually their entire investment—while Citigroup gained $160 million from fees and
trading profits related to its bet against the fund’s CDOs.
In its complaint against Citigroup, the SEC claimed that the bank’s actions were fraudulent
and violated Sections 17(a)(2) and (3) of the Securities and Exchange Act of 1933. After the
settlement, in which Citibank neither admitted nor denied wrongdoing, the company issued a
statement emphasizing that the SEC had not charged it with “intentional or reckless misconduct,”
but rather that the bank had settled charges of negligence in misleading investors.1 While we
have no details on the negotiations leading to this settlement, we can safely assume that
Citigroup argued that it could not have predicted a market meltdown, that its executives acted
responsibly amid chaotic conditions, and that the bank should not be prosecuted for bad business
decisions.
One month after the SEC and Citibank reached this settlement, U.S. District Court Judge Jed
S. Rakoff rejected it for being “neither fair, nor reasonable, nor adequate, nor in the public
interest.” His rationale was that “as a matter of law, an allegation that is neither admitted nor
denied is simply that, an allegation.”
As of this writing, it is unclear whether this case will actually go to trial, because Citigroup’s
behavior may not be prosecutable despite the SEC’s allegations of negligent nondisclosure—that
is, deception. That is because, in its offering circular, Citigroup disclosed that Credit Suisse
would control the ultimate selection of CDO assets, although the circular failed to mention that
Citigroup had suggested many of the mortgages included in the CDO fund.
Using remarkably vague language, Citigroup also disclosed that it might take a short position
in the fund: the bank “may be expected to have interests that are adverse” to the buyers of the
security and “may provide assets…without any off-setting positions.”2 With these arcane turns of
phrase, Citigroup may well avoid prosecution. If so, it will show how legally weak the SEC’s
case against Citigroup was, and why the agency may have been lucky to get the negligence
settlement that it did.3
However, whether illegal or not, Citigroup’s negligent behavior was clearly unethical, if not
fraudulent: the disclosures obfuscated the truth, violated norms of fairness, and caused
substantial injury to poorly informed and unsuspecting investors. What were the principal
4

sources of this negligence and unethical behavior? And what role does short-termism play in this
story?
The Irresistible Lure of Financial Incentives
One potential source of negligence that seems highly unlikely is ignorance of SEC rules
pertaining to deceit of investors, or fraud. A more likely factor is that senior employees in the
bank’s CDO operation found it rewarding to game or circumvent SEC rules, while also turning a
blind eye toward espoused industry norms regarding conflicts of interest with clients.
This story is consistent with the bank’s pattern of negotiated settlements with the SEC.
According to a New York Times analysis using SEC data, Citigroup settled four violations of
Section 17 of the 1993 Securities Act from 2000 to 2010 pertaining to purposeful or negligent
fraud. Citigroup also settled two repeated violations of Section 15 of the 1934 Securities Act.4
Given these run-ins, it seems inconceivable that bank executives were not familiar with
legislated rules of the game pertaining to negligent nondisclosure.
In announcing its case against Citigroup, the SEC said it had identified one low-level director
on the CDO structuring desk, Brian Stocker, as responsible for the bank’s misconduct. However,
a nearly $1 billion transaction was unlikely to have begun and ended with Mr. Stocker. Other
executives in the Citigroup Capital Markets Group probably knew about and approved the Class
V III fund.
Indeed, the SEC complaint shows that Mr. Stocker was regularly communicating with other
Citigroup executives about structuring the fund.5 How could these executives have approved
such a wrong-headed transaction? Like many other bank officers at the time, they had plenty of
financial incentives to game SEC disclosure rules and violate espoused norms of behavior. Once
the housing market turned and clients complained, their game was revealed.
We know that Mr. Stocker himself had a substantial financial interest in structuring and
successfully selling CDO products. For 2007, the year in which the Class V III fund was
structured, sold, and failed, Mr. Stocker received a bonus of $1.05 million—plus a $2.25 million
“guaranteed bonus.”6 If he received a cash payment without a holdback, that total bonus award
was more than 60 times the medium U.S. household income for 2007, and put Mr. Stocker in the
top 0.1 percent of U.S. earners.
One can only speculate what Mr. Stocker’s bonus would have been had the fund been
successful for clients rather than for Citigroup. Would it have been lower because the bank did
not accrue profits from its short position? In any case, if Mr. Stocker’s senior colleagues were
paid in a similar fashion, it would be hard to avoid the conclusion that the short-term time
horizon covered by the bank’s incentive program—12 months—and performance metrics that
failed to disable incentive payments after an investment disaster for clients contributed to
Citigroup’s negligence and corruption.
This conclusion would be consistent with multiple recent criminal and civil lawsuits brought
by the SEC against mortgage bankers and hedge fund managers who allegedly inflated the values
of portfolios tied to their annual bonuses.7 This story is also consistent with that of 18 other
financial companies found to be repeat offenders of securities laws over the past 15 years.8 This
is a business where cutting corners and gaming the system appears to be common.
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Still, could Citigroup executives have been oblivious to the harm to the bank’s all-important
reputation? Why would they have tolerated or supported such a shoddy transaction? After all, the
Citigroup executives probably thought of themselves as responsible investment bankers. What
besides financial incentives and avarice is a work here?
3. The Link between Short-Termism and Corruption
A growing body of research, based on both laboratory experiments and detailed case studies,
suggests that we are all susceptible to overestimating our ability to do what is right, and therefore
sometimes act unethically without meaning to.9 Contemporary research also tends to stress the
strong impact of outside influences on our ethical choices, including the time available to make
decisions, or the way organizations frame expected outcomes as losses or gains.
This research also helps explain how many of us tend to interpret conflicts of interest—such
as those embedded in Citigroup’s CDO transaction—in a favorable personal light based on views
of ourselves as superior ethical beings. This is especially problematic when rules or norms
concerning conflicts of interest have more than one interpretation. Under these circumstances,
we often choose interpretations that best serve our self-interest, according to this research.
However, while certainly relevant to the Citigroup story, these explanations do not fully
reveal the critical drivers of the bank’s negligent behavior. One such driver—indeed, a primary
driver of Citigroup’s corruption, I contend—involves the curse of short-termism: collapsed time
horizons that undermine ethical standards and promote institutional corruption. In this context,
institutional corruption refers to institutionally supported behavior that—while not necessarily
unlawful—nevertheless undermines the institution’s processes and core values, weakening its
capacity to achieve espoused goals, and diminishing public trust in the institution.
The Elements of Institutional Corruption
In the private sector, institutional corruption typically involves any of four key behaviors:


Gaming society’s rules and regulations, such as professional accounting standards and the
Securities and Exchange Commission Act of 1933.



Tolerating undisclosed or poorly disclosed conflicts of interest, such as when Citigroup
allowed its traders to bet against the Class V III deal promoted and sold to clients.



Violating accepted norms of fairness, such as in executive compensation.



Maximizing self-interest by pursuing various forms of cronyism, such as by exploiting
connections with the political community to convince policymakers to relax society’s
rules and regulations.10

The standards for defining such institutional corruption include both a private procedural
standard and a public trust standard: that is, the public’s judgments about the fairness of the
institution and any social injury it may have caused. The first three behaviors tend to subvert the
institution’s legitimate mission. All four tend to diminish public trust in the institution.
The Behavioral Hypothesis
The link between short-termism and institutional corruption can be summarized as follows. The
shorter the time period for measuring individual and organizational performance, the larger the
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rewards and penalties directly tied to these short-term measures, and the weaker the
accountability for long-term adverse consequences, the greater the incentive for institutions and
their executives to secure short-term rewards by gaming society’s rules, tolerating institutional
conflicts of interest, violating common decency or other standards of fair conduct, and resorting
to cronyism as a way of maximizing self-interest.
This hypothesis will ring true to those familiar with the perverse systems for measuring and
rewarding performance and the sloppy board oversight that led to so many corporate governance
scandals in the first decade of the 21st century. These included accounting shenanigans at
WorldCom, HealthSouth, Adelphia Communications, Global Crossing, Dynergy, Cendant,
Qwest, Rite Aid, Computer Associates, Sunbeam, Hollinger International, Xerox, AIG, Fannie
Mae, and Freddie Mac, and the dramatic collapse of Enron—a category-defining case of
institutional corruption.
My argument will also ring true to those familiar with the story of the savings and loan crisis
during the 1980s, when the government’s implicit or explicit guarantees of virtually all subprime
mortgages allowed banks to operate under “soft budget constraints”—that is, banks could count
on surviving even after life-threatening losses. Given weak limits on the opportunism of banks
and their executives, the short-term benefits of extracting as much value as possible replaced
their espoused goal of creating long-term value for shareholders, even if that approach raised
institutional risks exponentially and led to eventual insolvency. In their classic analysis of the
S&L crisis and other financial crises of the 1980s, George Akerlof and Paul Romer characterized
the gaping disparity between what bank owners and executives captured over the short-term and
the losses they created as “looting.”11
Such corrupt behavior persisted after Congress passed the Sarbanes-Oxley Act in 2002, in
response to the accounting scandals of the 2000s, as evidenced by the behavior of mortgage
banks, investment banks, and credit-rating agencies in writing, securitizing, and grading toxic
subprime mortgages, which led to the 2008 financial crisis. Whatever the role of criminal intent
in these cases, financial rewards large enough to dwarf the risks of prosecution, and a lack of
long-term consequences—such as “clawbacks” of executive bonuses if gains proved
unsustainable—made corruption more tempting.12
My claim about the ill-effects of collapsed time horizons will also appear plausible to those
familiar with the observations of distinguished management scholars and business leaders who
have thought deeply about the high institutional costs of personal opportunism and the
challenges of defining and sustaining institutional integrity. These include historical figures as
Chester Barnard, Philip Selznick, and Kenneth Andrews,13 as well as contemporary leaders
studying the destructive effects of short-termism in business under the Aspen Institute's
Corporate Values Strategy Group.14
This proposition is similarly consistent with research showing how compensation for
executives—especially bonus contracts—influences accounting choices, efforts to manage
corporate earnings, and strategies designed to boost stock prices artificially.15 It is also consistent
with the claims of legal commentators that compensation based on short-term employment
contracts, stock-based compensation, and maximization of stock price is a key driver of shorttermism and its ill-effects.16 Organizational economists similarly hold that executives with
significant personal stakes in some economic outcome may jeopardize the long-run interests of
owners, such as the market value and integrity of the institution.17 Finally, the ongoing work of
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social scientists pursuing laboratory research on the psychological effects of money on the shortterm behavior of human subjects is ideally placed to develop important insights about the link
between short-termism and institutional corruption.18
One of the most pernicious and ubiquitous forms of institutional corruption is institutionally
supported gaming of society’s rules and regulations.
Gaming and Institutional Corruption
Gaming occurs when corporate institutions pursue one or both of two trust-destroying strategies:
(1) lobbying the writing of society’s laws and regulations, with the goal of creating loopholes,
exclusions, and ambiguous language that give firms opportunities to “work around” the rules’
intent; and (2) actually circumventing the rules by exploiting those loopholes, exclusions, and
grey areas of the law.
The first is a rule-making or influence game; the second is a rule-following or compliance
game. Like other forms of institutional corruption, gaming takes root where financial stakes are
high and accountability for institutional integrity is low. It also occurs, as I will show, where
short-term approaches to measuring and rewarding performance dominate the business
landscape.
Gaming also takes root when legislative and regulatory processes are chaotic. Ambiguous
rules—and rules that apply only to an extremely narrow set of conditions—typically reflect
compromises among parties that cannot agree, and intensive lobbying by parties that know
exactly what they want.
Of course, discriminating between gaming and simply living with compromise and
“legislative mush” is not always easy. Piercing this complexity requires case-by-case analysis of
the intent of a law or regulation and whether a company’s leaders seek to subvert it for private
gain. If their goal is to do so through essentially lawful means, the behavior qualifies as gaming.
Gaming injures the institution itself when claims of foul play undermine its reputation (as in
the Citigroup example) and reduce its commercial prospects. Gaming also inflicts social injury
when it compromises public welfare and the intent of public policy. In fact, intensive gaming of
society’s rules creates the alarming prospect of a rupture in the social contract between the
capitalist system and the citizenry—with highly uncertain but unpleasant political results.
The Wall Street Reform and Consumer Protection Act (Dodd-Frank Act) of 2010
provides ample evidence that the business community is effectively playing both the rule-making
game and the rule-following game. I am referring to the massive lobbying by large financial
institutions and their industry associations regarding trading activities permitted under the socalled Volcker rule. That rule generally prohibits deposit-taking banks from engaging in
proprietary trading, or otherwise putting their federally insured deposits at risk.
Proprietary trading, which can be enormously profitable for these banks, involves the
purchase and near-term sale of high-risk investments for the banks’ own accounts. The finance
industry’s well-funded lobbying during the writing of the law—as well as during the SEC’s rulemaking phase—has aimed to gain as many exemptions as possible from prohibited trading, and a
broad definition of permitted market-making activity to allow maximum flexibility.
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Lobbying of regulatory agencies charged with implementing Dodd-Frank is particularly
important to affected banks because the chaotic legislative phase did not address many important
technical issues. To the extent that this lobbying subverts the aim of the act to reduce excessive
risk-taking by systemically important banks, it is a prime example of a rule-making game.19
A rule-following game is also taking shape, with banks gaming the intent of new regulations
by disguising banned proprietary trading as customer-related activity. Only days after Congress
approved the Dodd-Frank Act, rumors spread that major banks would be looking for ways to
side-step the Volcker rule by bringing clients into trades they were pursuing “for the house.”
More concretely, in March 2012 both Deutsche Bank and Barclay’s Bank announced that
they had changed the legal structure of their huge U.S. subsidiaries to shield them from new
Dodd-Frank regulations, which would have required both banks to pump new capital into their
U.S. operations. As a result, neither bank is now classified as a “bank holding company” under
the law—meaning that neither will have to comply with new capital requirements for such
companies.20 What the extent of such evasive practices will be as the Dodd-Frank phases in
remains to be seen.
The persistence of gaming by the finance industry cannot be justified as a legally sanctioned
form of self-interested behavior. While all businesses have a right to petition or lobby the
government to shape rules to benefit their interests, lobbying that allows businesses to easily
side-step rules in ways that subvert legislative intent undermines the legitimacy of U.S.
capitalism.
Although gaming has occurred ever since religious and secular societies first started issuing
“commandments” and rules, public disgust regarding corrupt behavior by the business
community has never been as profound as it is today. According to the Edelman Trust
Barometer, an annual global survey, just 46 percent of “informed” Americans in 2011 said that
they trusted U.S. business, down from 54 percent in 2010. These results place public trust in the
private sector in the United States behind that in Brazil, India, Italy, and China—and within 5
points of Russia!
What’s more, only 25 percent of informed Americans surveyed by Edelman in 2011 trusted
bankers to do the right thing—down from 71 percent in 2008. The comparable numbers for
China and India are 90 percent and 87 percent.21 These findings are roughly consistent with a
survey conducted by the Chicago Booth/Kellogg Financial Trust Index in 2009 showing that
“only 19 percent of the U.S. public trusts the financial system.”22
Given the remarkably low level of public trust and confidence in U.S. business institutions,
we may be approaching a tipping point beyond which some, including large financial
institutions, may no longer be politically viable in their current form. The proposal of Senators
Ted Kaufman (D-Del) and Sherrod Brown (D-OH) during debate on the Dodd-Frank Act to
break up the nation’s largest banks won 33 of 94 votes.
These findings also strongly suggest that the perceived legitimacy of many business
institutions is at substantial risk—and the erosion of public trust is central to defining
institutional corruption in the private sector. But what are the sources of short-termism in the first
place? And how does short-termism foster one of the most pernicious and ubiquitous forms of
corruption: institutionally supported gaming of society’s rules and regulations?
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4. Sources of Short-Termism
Short-termism—a preference for near-term actions that have negative long-term consequences—
has received considerable academic attention for 30 years.23 These analysts have found it
difficult to actually measure changes in managers’ time horizons and their impact on investment
decisions. However, short-termism in management culture seems to have three sources: firmrelated sources (incentive systems for executives and CEO turnover), market-related sources (the
stock market), and individual-specific sources (the impatient self).
Incentive Systems for Executives
Performance measures and rewards are the building blocks of any financial incentive system. In
the case of corporate executives, where payments and stock options are often linked to a 3-to-12month time horizon, short-term behavior is an inevitable result.24
Table 1, prepared by HBS Professor Andre Perold for a presentation we made together, shows
the relationship between pretax earnings of five leading investment banks and executive
compensation in the decade before the 2008 financial crisis. From 1997 to 2007, these firms paid
out double their pre-tax income in salaries and benefits each year.25 And the metric for
determining annual bonus pools in most investment banking firms is annual revenue growth.
This practice obviously emphasizes short-term (12-month) revenues over profitability and
longer-run value creation for shareholders.26
Given this record, it should be no surprise that short-termism and casino-like risk-taking were
prevalent during the buildup to the financial breakdown. The numbers show just how great the
incentives were to “win big” by maximizing short-term self-interest, even when financial and
regulatory risks were legion. The Citigroup case attests to the impact of basing executive
compensation on short-term measures. The SEC lawsuit cites communication among executives
expressing a desire to get credit and bonuses for profits from the Class V III transaction. Not
surprisingly, business executives are no different from anyone else in responding with lightning
speed to the metrics used to evaluate and reward their performance.27
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Table 1. Relationship between Pretax Corporate Income and Salaries and Benefits for Executives
at Major Investment Banks, 1997-2007 (in billions of dollars)

Pretax Income
Merrill
Lynch

Salaries and Benefits
Morgan

Goldman

Bear

Lehman

Stanley

Sachs

Sterns

Brothers

Merrill

Morgan

Goldman

Bear

Lehman

Total

Lynch

Stanley

Sachs

Sterns

Brothers

Total

1997

3,050

4,274

3,014

1,014

937

12,289

7,962

6,019

3,097

1,727

1,964

20,769

1998

1,972

5,385

2,921

1,063

1,052

12,393

9,199

6,636

3,838

2,112

2,086

23,871

1999

3,883

7,728

1,992

1,064

1,589

16,256

11,153

8,398

6,459

2,286

2,707

31,003

2000

5,522

8,526

5,020

1,172

2,523

22,763

13,730

10,936

8,491

2,814

3,931

39,902

2001

1,182

5,684

3,969

934

1,692

13,188

11,269

9,397

7,700

2,529

3,437

34,332

2002

3,566

4,633

3,253

1,311

1,343

14,106

9,426

7,933

6,744

2,508

3,139

29,750

2003

5,433

5,334

4,445

1,772

2,464

19,448

9,570

8,545

7,393

2,881

4,318

32,707

2004

5,616

6,640

6,676

2,022

3,494

24,448

10,596

9,880

9,591

3,254

5,730

39,051

2005

7,231

7,361

8,273

2,207

4,829

29,901

12,441

11,002

11,688

3,553

7,213

45,897

2006

10,426

11,000

14,560

3,147

5,905

45,038

15,100

14,387

16,457

4,343

8,669

58,956

2007

(14,458)

3,441

17,604

193

6,013

12,793

15,903

16,552

20,190

3,425

9,494

65,564

33,423

70,006

71,454

15,899

31,841

222,623

126,349

109,685

101,648

31,432

52,688

421,802

The risks of institutional corruption are particularly acute when executive compensation is
based primarily on “objective” accounting measures such as profits and cash flow. Companies
can easily “manage” or game these measures by deciding how to accrue expenses, recognize
revenues, and account for assets on their balance sheets. For example, before its bankruptcy, the
investment bank Lehman Brothers used undisclosed transactions to disguise the assets reported
on its balance sheet and paint a misleading picture of its true financial condition. (See more on
this is below.)
The short-term perspective embedded in accounting measures of performance and operating
budgets is reinforced when the system for compensating executives fails to provide penalties
when investments or other activities produce losses. Adding outsized bonuses to no-risk stock
options and large rewards without symmetrical losses when failures ensue produces a truly toxic
situation: personal opportunism combined with short-term risk-taking and little regard for longterm effects.
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Law school professors Lucian Bebchuk (Harvard) and Jesse Fried (Berkeley) have noted the
problems created by this pattern of executive pay:
First, managers may take actions that boost the stock price in the short run even if such
actions would destroy value in the long run. For example, executives may enter into
transactions that improve the current bottom line but create large latent risks that could
cripple the firm in the future. Second, managers may engage in financial manipulation or
other forms of “window dressing” that do not build firm value, merely to pump up short-term
prices. In both cases, executives receive higher pay even though they fail to build firm value.
And in the first scenario, executives receive more pay even though they destroy firm value.
Thus, rewarding executives for short-term results not only fails to serve the goal of
encouraging executives to improve firm performance—it can actually work in the opposite
direction.28
These huge compensation numbers may help explain why leading financial institutions, such
as Citigroup and Goldman Sachs, tolerated conflicts of interest with clients in their trading
operations, and gamed financial reporting rules. The high levels of compensation may have
helped convince executives to interpret conflicts of interest in the most favorable light.
Performance measurement and reward systems have also been a common source of shorttermism beyond Wall Street, adding fuel to the fire of gaming and other forms of institutional
corruption. Perhaps the most carefully documented example of the potential perversity of such
systems is the case of Enron, documented in my book on the social pathology of Enron’s
collapse.29 (See more on this below.)
CEO Turnover
Since 1998, the job tenure of CEOs of large U.S. companies has become precarious. Research by
Steven Kaplan shows that from 1992 to 2007, annual turnover of CEOs—both internal (board
driven) and external (through takeover and bankruptcy)—amounted to 15.8 percent of the broad
population surveyed. The means average tenure was less than seven years. After 2000, annual
CEO turnover rose to 16.8 percent, for an average tenure of less than six years.30 Other studies
based on different samples of firms and time periods show even higher rates of CEO turnover.
In an earlier study, Kaplan and Bernadette Minton found that CEO turnover was
significantly related to three measures: the performance of a firm’s stock price compared with
that of the industry as a whole; industry performance relative to the performance of the overall
stock market; and the overall performance of the stock market. As Kaplan and Minton speculate,
shorter CEO tenures, along with stronger links among job security, stock performance, and
higher levels of CEO pay, may have created a greater incentive for CEOs to manipulate
earnings—that is, to game accounting rules of the game.31
Consistent with these observations is the idea that managers tend to place less weight on
outcomes that occur after their employment ends than on those during their expected tenure. This
management myopia intensifies short-termism throughout the enterprise.32
The Stock Market
This category includes two closely related sources of short-termism. The first is the
preoccupation of managers of investment funds and other institutional investors—who now own
12

60–70 percent of U.S. equities—with the near-term earnings of companies in their portfolios,
rather than indicators of long-term value, such as research quality, innovation rates, customer
retention, and even market share. According to many scholars and experienced observers, these
investors put significant pressure on corporate boards and executives to deliver short-term gains
in stock price, at the expense of balanced, long-term investment, prudent risk management, and
integrity, because their modus operandi involves beating composite short-term indexes and peer
investors.33
The result is a rising turnover rate of equities held by both purportedly long-term
investment funds and institutional investors. That is, these players maximize profits by
continually “rebalancing their portfolios.” Take, for example, a study of stock turnover
commissioned by the Investor Responsibility Research Center, and conducted by Mercer
Consulting.34 This study examined 991 strategies of self-professed “long-only” equity fund
managers across geographic regions and styles from June 2006 to June 2009. The researchers
found an average annual portfolio turnover of 72 percent, with some 20 percent of funds
recording more than a 100 percent turnover within a 12-month period.
The Investment Company Institute has also reported a 60 percent average annual turnover
in investment funds over the past decade, with peaks of 70 percent before the 2002 market crash
and after 2008. Although these two studies relied on different methodologies, these rates are
significantly above the 50 percent in 1990 found by the Employee Benefit Research Institute.
Looking at longer sweep of history, Andrew Haldane of the Bank of England reports that
the average holding period for U.S. equities across all investor groups has dropped from seven
years in the 1970s to about seven months over the last 40 years.35 And the World Bank reports
that the turnover ratio for the U.S. stock market (the total value of shares traded divided by the
average market capitalization) rose from 182.8 in 2006 to 348.8 in 2009—almost doubling in just
four years.36 In fact, the annual rate of equity turnover for many hedge funds, which now account
for nearly half of all stock trades, can reach 1,200 percent.
There is little doubt that much of this increase reflects the rapidly declining costs of trade
in equities and the corresponding rise of “hyperspeed” traders, who may hold stock for only a
few seconds. These traders, who now account for as much as 70 percent of all trade in U.S.
equities—have zero interest in an investment’s long-term value.37 Thus the market resembles a
top-of-the-line gambling casino, where gamblers—many with access to easy credit—play
numerous high-speed games of chance with immediate payouts or losses.38 Many of these
gamblers (money managers) are themselves subject to short-term performance metrics, so it is no
surprise that pressure builds to focus solely on the here and now.
The second source of short-termism in this arena is the response by managers of public
corporations to the diminished time horizons of professional investors. These executives
essentially collude with investors in the pursuit of short-termism by offering quarterly “earnings
guidance”: their best guess regarding how much the company will earn over the next three
months.39
This practice became more common after Congress passed the Private Securities
Litigation Reform Act of 1995. That law effectively protected executive and their companies
from legal liabilities stemming from statements about projected performance. Many more public
companies have since adopted this practice, following others that had provided informal earnings
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guidance for years.40 Thus companies that offer opportunities in the casino—by going or
remaining public—know what’s expected of them: deliver a payout by meeting near-term
earnings forecasts, or see defecting gamblers hammer their share price.41
Many companies argue that this practice improves communication with financial
markets, raises share prices, and reduces their volatility. However, a 2006 McKinsey study
examined some 4,000 companies with revenues greater than $500 million, of which about 1,600
provided earnings guidance at least once from 1994 to 2004. The researchers found no evidence
that frequent earnings guidance affects valuation multiples, or reduces the volatility of share
prices.42 Frequent guiders did not receive superior valuations in the marketplace—regardless of
the year, industry, or size of the company.
Indeed, the only significant effect that McKinsey observed was an increase in trading
volumes when companies begin issuing earnings guidance. That increase could simply reflect the
rise of hyper-traders and hedge fund managers with little interest in companies’ long-term
prospects. On top of the management time required to prepare such reports, McKinsey concluded
that the entire process “can be a powerful incentive for management to focus excessive attention
on the short term; to sacrifice longer-term, value-creating investments in favor of short-term
results; and, in some cases, to manage earnings inappropriately from quarter to quarter to create
the illusion of stability.”
Academic research and professional opinion confirms these findings. In a 1992 study for
the U.S. Council on Competitiveness, Harvard Business School Professor Michael Porter defined
management myopia as underinvestment in projects that create long-term value, such as R&D, to
meet short-term goals, such as beating earnings forecasts. Using this definition, Mei Cheng, K.R.
Subramanya, and Yuan Zhang showed in 2005 that companies that offer earnings guidance often
invest significantly less in R&D than companies that offer such guidance only occasionally.
Companies offering frequent guidance also had significantly lower long-term growth rates.43
These findings are also consistent with a survey of 400 corporate managers published in
2005 showing that “that almost four out of every five respondents indicated that they would
decrease discretionary spending on such areas as research and development, advertising,
maintenance and hiring in order to meet short-term earnings targets. More than half of the
respondents said they would delay new projects, even if it meant sacrificing value creation.” The
goal, of course, was to avoid punishment by the securities market—in the form of lower stock
prices and cuts in management compensation—for failing to hit a quarterly target.44
Hundreds of companies—including Coco-Cola, Alcoa, AT&T, Clear Channel
Communications, Mattel, PepsiCo, and Sun Microsystems—stopped issuing quarterly earnings
guidance. However, some of these same companies have resumed the practice, probably to
counter their image as troubled, and to sustain the interest of analysts and institutional investors.
Still, the surveys by McKinsey and the National Investor Relations Institute clearly reveal that
most senior executives believe that pressure from Wall Street for short-term performance is a
huge problem hurting companies.
Short-term performance pressures—reinforced by protections of the Private Securities
Litigation Reform Act—can easily lead executives to manipulate reports on a company’s
revenues and accrued expenses.45 A recent study by Francois Brochet, Maria Loumioti, and
George Serafeim examined the language of senior executives and investors during 70,042
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quarterly conference calls devoted to the earnings of 3,613 public companies worldwide from
2002 to 2008. The researchers found a predictable relationship between calls where participants
used language indicating short time horizons and efforts to manage earnings. The researchers
also found that the short-termism of investors seemed to beget short-term behavior by
executives—and that short-term-oriented companies tended to attract short-term investors.46
Other deceptions are more complicated, shocking, and destructive, such as looting a
firm’s pension fund to fuel reported earnings. In 2005, for example, more than 80 percent of
Lucent’s pretax profit came in the form of noncash income from its flush pension plan.47 In fact,
earnings management—a classic case of lawful but corrupt behavior—is a central feature of
institutional corruption in business today, and an important factor in the continuing decline in
public perception of management authenticity.
The Impatient Self
Short-term incentives to game or pursue other lawful but corrupt behavior often appeal to our
impatient self—the third powerful source of short-termism. Andrew Haldane, the Bank of
England economist, has described the implications of this phenomenon for the practice of
finance and the stability of markets.48
Haldane reminds us that in the Theory of Moral Sentiments, Adam Smith spoke of a “twoself” model, defined by patience and impatience. Psychologists, philosophers, and, most
recently, behavioral economists—such as Sigmund Freud, Isaiah Berlin, Richard Thaler, and
Hersh Shefrin49—developed Smith’s concept of a double self into a model of the patient
“planner” and the impatient “doer.”
Today brain imaging has given this model scientific support. Haldane cites research showing
that while patient behavior is associated with the prefrontal cortex, which is involved in making
plans and taking action, impatient behavior is associated with the limbic system, which appears
to govern our emotional life and memory.50 Thus, when we face difficult decisions, we are
literally of two minds.
Haldane notes that impatience was no stranger to neoclassical economists such as Alfred
Marshall, Irving Fisher, and Arthur Pigou. Writing over a century ago, Pigou, Haldane recalls,
described the tendency of humans to discount long-term outcomes as a “defective telescopic
faculty.”51 Economic research has since shown that such discounting is not only myopic but also
inconsistent: managers’ and investors’ references shift as distant outcomes move closer to the
present. That is, Smith’s patient planner becomes a spontaneous doer when outcomes are within
reach, and the long-term investor becomes a short-term gambler when assets can be cashed.
At the extreme, this condition spins into a form of addiction wherein a person seeks
immediate gratification regardless of long-term consequences.52 Economists call this “hyperbolic
discounting.”
Haldane argues that impatience leads to two adverse outcomes, “as people opt for jam today
at the expense of a whole jam-jar tomorrow.” First, impatience can lead to undersaving and
underinvestment, which retards the growth of both firms and economies. Second, overborrowing,
in the form of consumer credit—the flip side of undersaving—moves tomorrow’s spending to
today. At the extreme, impatience expressed as overborrowing becomes a credit addiction,
which, among investors, often spurs overtrading. Undersaving, overborrowing, and overtrading
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are all aspects of short-termism, and their effects on financial and economic systems can be
profound.
Strong, misplaced incentives can foster such shifts in time and risk preferences toward shorttermism—and are arguably the source of the recent financial crisis. Add behavioral contagion
and peer pressure that reinforces impatience and short time-horizons, and we have just about
every condition in place for a full-fledged elimination of Adam Smith’s patient planner.
5. Examples of How Short-Termism Invites Corruption
If incentive systems, the capital market, and our impatient selves originate and perpetuate shorttermism in public companies, then how does short-termism invite institutional corruption, such
as the gaming of society’s rules of the game?
I have suggested that the combination of (a) monetary stakes in the success or failure of a
transaction or organizational outcome that dwarf any personal risks, and (b) monetary payoffs
based on short-term performance measures, create a huge incentive for executives to game
society’s rules for immediate gain. Without claiming that large, short-term incentives inevitably
lead to corrupt behavior, I argue an important relationship exists between distorted incentives
and corrupt behavior.
As one compelling example, consider the case of Enron. Along with fraud, Enron pursued
one of the greatest gaming strategies of all times. A gradual erosion of integrity and candor in
response to several factors fueled this gaming and corruption. One was enormous pressure from
creditors and shareholders to maintain profit growth, the company’s all-important credit rating,
and the price of its overvalued stock. Other factors included large annual bonuses for energy
traders—sometimes 5 to 10 times base salary; stock options for senior executives that
encouraged excessive risk taking in the present, without accountability and financial penalties for
poor results in the future; and a corporate culture wherein senior managers encouraged limitstesting and sometimes both tolerated and promoted deception.
Long before the company’s chief financial officer, Andrew Fastow, created the first of many
off-balance-sheet partnerships and related financial transactions designed to bolster Enron’s
reported profits and anemic cash flow, the company depended on its quarterly results to keep
credit ratings and stock price up. When Enron’s profits declined in 1997, its cash flow looked
weaker than ever, and its credit rating and stock price came under great pressure, the firm’s
gaming of accounting and SEC rules escalated dramatically. Much of this gaming of short-term
financial results was not incontestably illegal.
Enron had established itself as a world class gamer even before 1997. For example, its rulemaking games centered on rewriting rules of the game related to the deregulation of electricity
and the opening up of mark-to-market accounting to nonfinancial institutions. Both these
practices enabled Enron to state earnings in a most favorable light to support its stock price.53
After 1997, the company’s rule-following games included the use of off-balance-sheet
partnerships to inflate quarterly and annual earnings, the reorganization of business structures to
obfuscate line-of-business reporting, and the use of accounting techniques for asset sales to boost
reported current earnings. Other such games include the use of “prepay” transactions to disguise
the firm’s true end-of-year debt, and the use of opaque financial disclosure to support the
company’s stock price. Reasonable parties differ on whether each instance of regulatory
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influence and devious behavior was actually unlawful, based on varying readings of ambiguous
rules and interpretations of Enron’s intent. However, the company’s propensity to cheat clearly
rose with the stakes involved in missing short-term earnings and expectations for cash flow.
A more recent example of the links among the rule-following game, short-termism, and
institutional corruption is the dressing up and obfuscation of short-term performance by Lehman
Brothers in the years before its collapse. According to bankruptcy court examiner Anton R.
Valukas, Lehman’s use of undisclosed Repo 105 transactions enabled the bank to “paint a
misleading picture of its financial condition.”54
In these transactions, Lehman swapped risky fixed-income assets for cash just before
publishing quarterly results while promising to buy back the securities later. These transactions
disguised the composition of Lehman’s assets and enhanced its three-month reporting cycle. The
goal: to avoid punishment in the form of a drop in stock price and cuts in executive
compensation for failing to hit announced near-term results.
Valukas concluded that investors had credible legal claims against the bank’s former CEO
and finance chiefs, as well as Ernst & Young, its auditor, for misrepresenting the bank’s true
financial condition. Ernst & Young has argued that this maneuver did not violate accounting
rules at the time. However, there is no controversy over the fact that these parties gamed the
firm’s short-term financial position to prevent a sudden breakdown in confidence among
Lehman’s creditors and shareholders. Given the huge adverse results certain to result from shortterm failure, obfuscation of financial reality became Lehman’s modus operandi. The relationship
between large, short-term financial rewards or penalties and the gaming of corporate financial
reporting—and institutional corruption—could not be clearer.
The Impact When Banks Became Publicly Held Corporations
Short-termism, at least on Wall Street, strengthened when traditional investment banking
partnerships—in which partners share all gains and losses—began turning themselves into
limited-liability, publicly owned corporations. That structure eliminated the personal liability of
key employees for losses, in effect releasing them from the personal obligation to provide for
their retired and next-generation partners.
Two key aspects of investment banks changed dramatically when they converted to
publically held corporations. The first is investment policy. As Seymour Smidt explains, “As
partnerships, [investment banks] were very conservative, since the money at risk was their own.
When [the banks] converted to pubic corporations, the incentive to minimize investment risk no
longer existed to the same extent since most of the money at risk belonged to the stockholders,
not the investment bankers and traders who were making the decisions.55 Ask yourself: Would
U.S. investment banks have taken on such extraordinary leverage—as much as 20 to 30 times
tangible capital—if they had remained partnerships?
What’s more, many executives of the now-public investment banks—who became
extraordinarily wealthy as they cashed in their shares during public offerings, and then
diversified their financial holdings—would remain wealthy whatever happened.56 One inevitable
result was a greater appetite for institutional risk-taking. Another was diminished financial
penalties for top bank executives if such risk-taking breeched common sense or society’s rules of
the game.
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The second aspect of investment banking that changed, closely related to the first, involves
our old friend performance evaluation—especially the time horizon for measuring both
individual and institutional performance. After virtually all major Wall Street banks converted
from private partnerships to publicly owned companies, quarterly and annual metrics replaced
longer-term considerations. In so doing, the banks effectively rejected Gus Levy’s famous
dictum for Goldman Sachs: “We are long-term greedy!” The fact bankers and traders were no
longer accountable for a firm’s long-term performance and viability spurred them to actively
game industry rules and norms. Would the executives in charge of Citigroup’s CDO business
have acted as they did if they had been partners, or on the partnership track, at a private bank,
with all its obligations to past and future partners?
The Perverse Impact of Skyrocketing Executive Pay
When corporations use longer time periods for measuring and rewarding individual and group
performance, executives have more time to manage the personal risks of short-term financial
disappointments and pursue longer-term strategies, without having to resort to gaming and
obfuscation to “look good.” Longer time periods for assessing performance also allow for
“lookbacks” at, say, deterioration of mortgage products, assessments of a firm’s real economic
performance, personal accountability for past performance, and clawbacks of bonuses by
corporate boards of directors or other oversight bodies within firms.
Unfortunately, as noted, pay packages for CEOs of public companies have not emphasized
the long term over the past two decades. Most CEOs and senior executives are still heavily
compensated (as much as 80 percent) by stock options and grants based largely on annual rather
than multiyear performance. With a booming (some say overpriced) stock market until the 2008
financial meltdown, and growing reliance on equity-based pay, compensation for senior
executives has risen rapidly and created incentives to game the system.
Cash-bonus plans can be as perverse as stock options and stock grants in shortening decision
makers’ time horizons. Businesses that pay cash bonuses before establishing the true profitability
of a new venture, such as a long-term energy contract (as at Enron), or a multitiered mortgagebacked security (as at Fannie Mae), end up promoting rosy valuations of future profitability and
encouraging the gaming of accounting rules for short-term gains, especially when companies
cannot revoke such awards given underperformance or malfeasance. This combination of
practices is a principal storyline in the mortgage banking fiascos as well as Enron—and perhaps
the Citigroup case as well.
Like the form of executive pay or compensation structure, the level of pay can spur shorttermism and institutional corruption. As the stakes and potential payoffs rise, so do the incentive
to cheat or game society’s rules. This is one implication of Table 1. A similar scenario occurs in
sports, where the most experienced referees—and sometimes extra referees—are called into
action during high-stakes playoff games and matches to enforce agreed-upon rules and minimize
shady practices, such as stealing signals sent from catchers to pitchers in baseball, making
borderline impermissible blocks and tackles in football, and camouflaging fouls in basketball.57
Despite the challenges of tracking the pay of top executives, we do know that it has
skyrocketed, especially in financial services. According to BusinessWeek, CEO pay across all
industries was 42 times average blue-collar worker pay in 1980.58 By 1991, according to Lucian
Bebchuk and Jesse Fried in their 2004 book Pay Without Performance, the average company
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CEO received about 140 times the pay of an average worker. By 2003, this ratio was about
500:1.59
Even if we cut the latter ratio in half—adjusting for the rise in stock options as a share of total
compensation since the 1980s, and the 2,340 percent total return of the S&P 500 from 1980 to
2009 (for an annualized return of 11.24 percent)—the ratio of top executive pay to average
worker pay in U.S. business would still be extraordinarily high. This is true in both absolute
terms and compared with executive pay in other industrialized nations.
For example, the International Labour Organization recently reported that the ratio of salary
plus bonuses of U.S. executives (not counting stock) to the average compensation per worker
was 112:1, versus 82:1 in Germany and 55:1 in Australia, in 2007.60 With such large personal
payoffs at stake for top U.S. executives—especially those in the finance industry—it is easy to
imagine that many self-interested executives try to find ways of gaming established rules of the
game to drive up the price of their company’s stock and reap the short-term benefits.
The case of Fannie Mae provides more evidence. The company had a reputation for paying its
senior executives very well. For example, James Johnson, CEO from 1991 to 1998, reportedly
earned a total of $100 million. The company based executive bonuses largely on annual growth
in per-share earnings, so it was important to keep profits growing. As the Office of Housing
Enterprise Oversight (OFHEO) discovered, and Gretchen Morgenson and Joshua Rosner
reported in Reckless Endangerment, “You could predict what Fannie’s earnings-per-share would
be at year-end, almost to the penny, if you knew the maximum earnings-per-share bonus
payout.”61
If current earnings would not support the large annual bonuses that top managers had planned
for themselves, they redid the math—a perfect example of institutional corruption. And, as
Morgenson and Rosner explained, Goldman Sachs helped Fannie Mae boost its earnings by
designing a mortgage-backed security that allowed Fannie to “better manage the recognition of
income” by pushing $107 million in income to future years. OFHEO concluded that this and
similar transactions “had no significant purpose other than to achieve desired accounting
results.” Fannie Mae, in other words, was managing its reported earnings to trigger short-term
(annual) management bonuses.62
6. Curbing Short-Termism and Institutional Corruption
Proposals for combating institutional corruption in both the public and private sectors tend to
cluster around three reform mechanisms. These are shaming, which includes exposure and
negative publicity; collective action, which suggests public demonstrations such as Occupy Wall
Street, and coalitions that promote cross-party collaboration in Congress, such as No Labels; and
institutional reforms, which could include public policies that regulate or otherwise influence
company conduct and business policies that affect day-to-day operations.63 I focus here on
institutional reforms related to corporate governance and public policy that can have an
immediate impact on short-termism and the institutional corruption it invites.
Most institutional reforms and countermeasures for short-termism are reasonably well
known. The challenge is finding the courage and perseverance to implement them in the face of
inertia and active resistance. Changes in public policy have not received as much attention.
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The most obvious countermeasures start with corporate boards of directors. In the final
analysis, short-termism exists because corporate governance practices allow it. To the extent that
we have a short-termism crisis, we also have a corporate governance crisis.
Corporate boards and executives need to walk the talk of prudent fiduciary behavior, which
means keeping their duty to protect shareholder value foremost in their minds day in and day out.
The private-sector record of institutional corruption shows that this is simply not happening in
many settings.
Such a change in attitude will help directors and other overseers purge incentives to game
society’s rules for short-term gain, such as the use of stock price as a principal measure of
corporate performance. Some progress is occurring in this sphere, but much remains to be done.
(See more on this below.)
A third remedy in the corporate governance domain concerns how firms communicate with
the capital market. Although controversial, ending the practice of quarterly earnings guidance is
critical to helping public companies resist short-term pressures from fund managers and other
investors.
A fourth strategy for eliminating the curse of short-termism is dual-class ownership of public
corporations. The New York Times Co., Washington Post Co., Ford Motor Co., Berkshire
Hathaway, and Google have all adopted that ownership structure, which allows founders to
control the company’s future without depending on what others think.
The founders of Google justified its unusual capital structure during the 2004 initial public
offering (and again during their 2012 secondary offering) as allowing managers to pursue a longterm, innovation-based growth strategy, and as making it harder for outside parties to take over
or influence the company. Converting established public companies to a dual-share structure
diminishes the rights of existing shareholders, so I will not discuss it further here, although it is a
credible option for companies planning to go public.64
On the public policy front, one of the most effective countermeasures is eliminating the
short-term bias of the nation’s approach to taxing capital gains. Neither business leaders nor
policymakers have discussed this option widely. However, eradicating this bias could change the
way companies conduct business—not only by curbing short-termism and institutional
corruption, but also by spurring investment in companies’ long-term competitiveness, thus
creating jobs.
The next sections explore these options further.
Walking the Talk of Fiduciary Duty
A fiduciary is one who owes to another the duties of good faith, trust, confidence, and candor.
Most industrial societies have legal standards for fiduciaries, including elected directors of public
companies, who provide a modicum of protection to beneficiaries such as shareholders. Under
U.S. law, corporate boards are deemed to owe fiduciary duties to both shareholders and the
corporation.65
Multiple sources set standards for directors serving in a fiduciary capacity. These include not
only corporate law, which imposes liability, but also federal law and regulations, which can
impose criminal sanctions (jail or fines) and civil sanctions (fines and other penalties); tort law
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and common law, which can hold individuals liable for deficient conduct (by imposing
damages); and aspirational standards, as reflected in the Model Business Corporation Act.
U.S. legal standards of fiduciary duty are quite low compared with the aspirational standards
on which the law is based. This reflects the interest of courts in encouraging people with years of
business experience and other professionals to serve in corporate oversight roles, and to in
curbing judicial interference in business decisions. That means directors of public companies
operate under weak legal pressure to sustain prudent fiduciary behavior, such as safeguarding a
company’s long-term interests and eliminating the ill effects of short-termism on the board and
throughout the organization.
The record of spectacular collapses and near misses among leading financial institutions in
2007–08, and the accounting shenanigans during the past decade, are damning evidence of weak
fiduciary oversight. Some boards of directors appear to easily forget that fiduciary prudence is
the first line of defense against short-termism, cheating, and other forms of institutional
corruption, and that remediation (and law enforcement) is at best reactive, not preventative.
Many directors of public companies cannot monitor and guide the long-term performance of
their companies because they are out-of-touch with their prospects and problems. One McKinsey
study conducted before the recent financial crisis found that half of 1,016 public directors
surveyed across industries and geographic regions had no clear sense of their companies’ current
strategy. Only 11 percent claimed to completely understand the risks their companies faced.66
In another survey by Colin Carter and Jay Lorsch in North America, continental Europe, and
Australia, a majority of CEOs said they lacked confidence that their independent directors
understood the company’s business, regardless of the amount of time they spent on it.67 Given
those findings, it should not be surprising that many corporate directors lack a framework for
managing for long-term competitive advantage and curbing the ill effects of short-termism.
The obvious remedy to this fiduciary and knowledge gap is better board governance
processes, as recommended by the Committee for Economic Development and others.68 Apart
from the still-controversial requirements of the Sarbanes-Oxley Act of 2002, the most important
improvements in board governance for curbing the curse of short-termism include:


Adopting a five-to-seven-year time horizon for securing future growth.



Setting aside enough time—often much more than the two days per month that
directors of large, public U.S. companies typically spend, according to Korn/Ferry—
to monitor business and financial plans, and to probe conduct that could put those
plans in economic and moral jeopardy.



Requiring directors to have substantial wealth invested and at risk in their companies,
so the personal costs of failed oversight are high.



Creating a more arm’s-length relationship between directors and CEOs, and
empowering nonexecutive chairs or lead directors to fully discuss short-termism and
institutional corruption. These directors should have the authority to call routine
meetings of nonemployee directors without the CEO present, and to evaluate the
CEO and the board itself.

Better governance practices can help protect both the corporation and shareholders from the
adverse effects of short-termism. To support these structural reforms, directors should commit to
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shielding CEOs from unreasonable short-term pressures from capital markets—or, stated
somewhat differently, to creating a safe harbor where CEOs can focus on creating sustainable,
long-term value.
This commitment requires crafting and constantly reiterating a narrative of corporate purpose
that goes beyond profit maximization for shareholders, as Johnson & Johnson, Novo Nordisk,
and other public companies have done. For example, Novo Nordisk’s core purpose focuses on
curing diabetes. Such articulations not only provide a valuable narrative that binds employees to
important work, but also enable executives to balance short-term and long-term priorities given
their institution’s core values and aspirations.
Terminating Quarterly Earnings Guidance
I see no compelling argument for why public companies that are actively followed by investment
analysts should offer quarterly earnings guidance. If we are seriously interested in minimizing
the ill effects of short-termism among operating managers and fund managers, that practice
should end.
As noted, most surveys of managers’ attitudes and beliefs—and systematic analyses of actual
managerial behavior and changes in share price—suggest that the benefits of quarterly earnings
guidance are either overrated or nonexistent for most public companies, and that such guidance
can be a costly diversion from longer-term value-creation.69 The practice also invites the lawful
but corrupt gaming of accounting rules and straight out misrepresentation of reported financial
results.
Both the CFA Institute and the Business Roundtable have emphatically called on managers
to end the practice. In 2007, the U.S. Chamber of Commerce publicly implored managers to stop
providing quarterly guidance. And the 2011 summit of the Aspen Corporate Values Strategy
Group, on “Combating Market Short-Termism,” also explored the benefits of moving away from
quarterly guidance.70 In fact, the keynote speaker recommended repeal of the 1995 Private
Securities Litigation Reform Act, which protects executives and their companies from liability
stemming from attempts to manage corporate earnings. That repeal would bring the practice of
giving earnings guidance to a screeching halt. The evidence is convincing that the time for such a
repeal has come.
For small companies with little coverage by analysts, and for companies not widely known
by the media, the preferred course may sometimes be different. Recent research by Florian
Eugster and Alexander Wagner shows that high-quality voluntary disclosures of corporate
earnings, including quarterly guidance, can bolster the share prices of emerging companies.71
However, it is doubtful that this benefit trumps that of curbing short-termism in the stock market.
And in any case, normal quarterly reports for all classes of public companies include significant
information on performance.
Eradicating Perverse Incentives
One of the most effective leverage points for reorienting an organization to focus on its long-run
health is restructuring financial incentives to reflect this commitment. Analysts have proposed
many valuable routes for changing the time horizons and decision criteria of both managers of
investment funds and corporate executives. Most of these ideas share elements of four principles:
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Employing longer time periods for measuring corporate and managerial performance
and paying incentive-based awards.



Including qualitative criteria when evaluating individual and institutional
performance.



Deferring a portion of annual incentive awards, so it can be clawed back given
malfeasance or a significant reversal of corporate results.



Basing the vesting of stock grants and options on longer-term metrics—such as
several years of earnings in excess of the company’s (risk-adjusted) cost of capital—
and extending the required holding period of exercised stock options.72

Under the first three principles, companies would award incentive payments only after some
or all risk outcomes are realized or better known. The fourth principle serves a compatible
function by directly exposing holders of stock grants and options to the financial effects of risky
outcomes. To reinforce long-term decision making, the vesting period could correspond to the
time horizon of executives’ business strategies—surely longer than a year or two for most
significant enterprises.73
These principles should apply to managers of investment funds as well as public companies.
Those funds could extend managers’ time horizons by linking bonuses to assets under
management and client retention, rather than simply comparing short-term returns with some
benchmark, and by paying out annual bonuses over three years. Such an approach is compatible
with clawback provisions—introduced by the Sarbanes-Oxley Act and extended by the DoddFrank act—mandating that firms recoup bonus awards if short-term successes prove either
unsustainable or unethically achieved.74 Investment funds should also extend managers' time
horizons by linking bonuses to peer-group comparisons over a three-year period.
Clawback policies appear to be gaining some traction. By the end of 2009, 64 percent of the
country's 100 largest companies had begun requiring executives to return part of their pay under
certain conditions, such as malfeasance—up from only 17.6 percent in 2006.75 However, I have
yet to see any evidence that a company has actually taken back funds based on these
provisions.76
Finally, as Lucian Bebchuk has suggested, “Limits should be placed on executives seeking to
hedge their stock options and stock grants through derivative transactions.”77 Hedging stock
options weakens the connection between executive pay and long-term results, as an executive
who buys a “put” option to sell his or her shares at the current price is effectively insured against
declines in the stock price. That strategy should be universally prohibited.
Eliminating Short-Term Bias in Capital Gains Taxes
Short-termism results not only from firm-specific practices, but also from a critical
economywide factor: a tax regime with a built-in, short-term bias.
The primary source of short-term bias in the U.S. tax regime is the treatment of so-called
long-term capital gains on investments. According to the tax code, any gain accrued after more
than 12 months is considered long-term. That means that the tax code treats 12-month
investments exactly the same as 60-month investments, even though there is a world of
difference in their impact on investment behavior and executive time horizons.
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As most people know, taxes on capital gains vary with the seller’s marginal income tax rate
the year the assets are sold. If President Obama had let the Bush tax cuts expire on December 31,
2010, the long-term capital gains tax rate on individuals in the top two income tax brackets (with
income greater than $250,000) would have risen from 15 percent to 20 percent, for assets held
longer than one year. Gains on “super-long-term” assets—those held for more than 60 months—
would have been taxed at 18 percent for taxpayers in these top two brackets. Under the
president’s latest tax reform proposal, the capital gains tax would rise to 30 percent. Whatever
the merits of such changes in enhancing revenue, they would move in precisely the wrong
direction in encouraging long-term holding of financial and real assets.
National debate on the capital gains tax has so far centered on the tradeoff between tax
revenues on the one hand and economic growth and jobs on the other. Advocates of higher tax
rates argue that increased federal revenues are worth the risk of slower economic growth and
modest job losses. Opponents argue that the expected revenue gains are meager, at best, and that
the effects on the economy of reducing tax rates are substantial.
Economists have long debated how a higher or lower capital gains tax rate affects tax
receipts, saving, investment, entrepreneurial activity, GDP growth, and jobs. However, little
public debate has focused on how a significantly lower (or zero) capital gains tax rate would
affect the time horizons of decision makers in the corporate and financial sectors. If a lower tax
rate created a disincentive for short-termist behavior while increasing overall government
revenues by boosting investment, hiring, and personal income, such a reform deserves broad
public support.
Modeling in 2010 by Allen Sinai, president of Decision Economics, supports the economics
underlying that approach. Sinai reports that “a reduction in the capital gains tax rate to 5 percent
from 15 percent raises real GDP by 0.2 percentage points per year, lowers the unemployment
rate by 0.2 percentage points per year, increases nonfarm payroll jobs by 711,000 per year, and
raises productivity by 0.3 percentage points per year. Taken to its logical conclusion, these
findings suggest that moving to a zero capital gains tax rate would have an even bigger effect.”78
The model also shows that higher capital gains taxes would not substantially reduce the deficit.
Some economists disagree with the methodology underlying Sinai’s model. For example,
two decades ago the Congressional Budget Office (CBO) examined eight analyses (including
two by the CBO itself) of whether lower taxes on capital gains, in the form of exclusions from
taxation for a portion of realized capital gains, would raise GNP by increasing savings and
investment in the economy.79
Five of the eight studies found that cutting taxes on capital gains was unlikely to increase
savings, investment, and GDP much, if at all. Three studies found that cutting taxes on capital
gains would increase GDP, so that additional tax revenue would offset initial losses. According
to the CBO, the findings varied owing to different assumptions about how people would respond
to changes in the return to savings, and how investors would respond to changes in the cost of
capital.
One of the analyses the CBO reviewed was by Allen Sinai in 1990, who used the SinaiBoston Econometric Model to simulate the economic effects of cutting taxes on capital gains.
The CBO found that most of Sinai’s estimates of the results of stand-alone cuts in capital gains
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tax rates were well above those of other studies. Sinai’s 1990 and 2010 studies seem to share a
similar optimism about the growth effects of cutting the capital gains tax.
Modeling exercises always entail a myriad of assumptions and methodological choices. And
no economist, to my knowledge, has published a study of the effects on tax revenue and GDP of
a lower capital gains tax on assets held for 60 months or longer. Still, if a capital gains tax cut
were neutral with respect to revenue and GDP growth, it would be worth considering because of
its potentially positive effects on the time horizons of fund managers and corporate executives.
In any case, the White House and Congress are apparently convinced of the positive economic
effects of a lower capital gains tax rate.
President Obama inserted a provision in the Small Business Jobs Act, signed in September
2010, eliminating capital gains taxes on investments held by certain small businesses for more
than five years. This temporary provision expired at the end of 2011, and the White House at one
point considered asking Congress to make it permanent.80 At least two candidates for the 2012
Republican nomination for president have recommended eliminating all taxes on capital gains,
while a third would lower the top rate to 12 percent.
The White House admits that the economic impact of reducing the capital gains tax rate for
small businesses is not yet known. This suggests a need for an “Allen Sinai–type” analysis of the
impact of the Small Business Jobs Act on GDP and other aspects of the economy, as well as of
the broader option of applying a zero tax rate to super-long-term (five years or longer) capital
gains at all corporations.
A second analysis needs to explore the fact that a large percentage of investors are taxexempt entities such as pension plans, individual retirement accounts, foundations, and
endowments, which a change in capital gains rates would not affect directly. However, because
most institutional investors invest large amounts in mutual funds, hedge funds, and other private
equity funds, the short time horizons of the latter financial intermediaries could very well affect
those of the institutional investors. For example, the greater the tax burden on short-term returns
of these funds, the longer the horizon of these investors could become. Researchers need to
investigate this potential outcome.
A third analysis should examine the impact of a lower tax on super-long-term capital gains
on “carried interest” paid to partners of private equity funds, especially buyout and real estate
funds. No legislative deal on capital gains tax reform can pass Congress without attention to this
contentious matter.
Carried interest is a share of gains, typically 20 percent, that private equity funds (or any type
of partnership) pay to their sponsors. A sponsor’s share is taxed at the capital gains tax rate of 15
percent, rather than the income tax rate, which could be 35 percent. The same treatment applies
to carried or profit interest in any type of partnership.
Some argue that carried interest should be taxed at the higher rate, because partnership
managers are basically earning fees from their labor, like other workers who pay taxes at
ordinary income rates. These critics also argue that the combination of this preferential tax rate,
high borrowing following from cheap money, and the short time horizons of executives creates
excessive risk-taking—and that the personal payoff from taking outsized risks dwarfs the cost of
failure, especially in the finance industry. Finally, critics are concerned that compensation under
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this seemingly preferential tax rate is excessive, even though carried interest is paid only from a
fund’s profits.
Supporters of the status quo counter that these fees are at risk, in that no one knows how
much carried interest private equity funds will pay, and that compensation of partners should be
considered returns on a risky investment—that is, a capital gain.81 Resolving these conflicting
views will be difficult. However, as a recent Wall Street Journal editorial suggests, treating
carried interest as regular income might be reasonable in the context of lowering the corporate
tax rate to an internationally competitive level.82
A fourth analysis should assess the nonfinancial benefits of eliminating the short-term bias of
tax policy, which contributes to executives’ short time horizons and promotes risk-taking and
gaming behavior, such as that at Citigroup, in the absence of long-term accountability for
business decisions.83 This analysis needs to examine whether a zero tax on super-long-term
capital gains would create a perverse incentive for firms to keep capital locked up in a plateaued
investment.
One solution is to scale the capital gains tax, so that it gradually drops from 15 or 20 percent
to zero over a five-year period. That would mean that the trade-offs between holding and selling
an asset would be less stark in the middle years. Such a scale—would also mitigate the “Warren
Buffet problem,” wherein a few wealthy individuals may decide to take a large proportion of
their income in “undertaxed” capital gains, and thus end up paying proportionally less than most
taxpayers. Under the suggested sliding scale, those who live off capital gains would still be
paying taxes on all but the longest-term capital gains.
At the end of the day, whatever principles guide U.S. tax reform—simplifying the tax code,
broadening the tax base, raising tax revenues, maintaining a progressive income tax, or ensuring
an internationally competitive corporate tax rate—will need to consider the capital gains tax.
This tax affects capital formation, innovation, and the corrosive effects of short-termism than any
other element of our tax regime.
7. Conclusion
Will the corporate governance and tax reforms discussed here eliminate the kind of corruption
that contaminated Citigroup’s CDO-structuring operation by curbing the curse of short-termism?
By themselves, probably not. Will these countermeasures reduce the probability of irresponsible
behavior? Maybe.
To the extent that longer time horizons strengthen executives’ fiduciary responsibility to the
corporation and its stakeholders, and inform the compensation of fund managers and operating
managers; to the extent that laws and company leaders eliminate the perverse practice of
quarterly guidance; and to the extent that government can correct the short-term bias in capital
gains tax policy, corporate culture will become dramatically more ethical and durable.
Today many of these structural underpinnings are missing from the U.S. business scene,
despite myriad debates and legislative initiatives. The seedbed for institutional corruption is
therefore richly endowed. The absence of horizon-stretching management systems and public
policies has tended to fertilize rather than discourage lawful but corrupt behavior—such as the
purposeful and often institutionally supported gaming of society’s rules.
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The inevitable result is diminished public trust in our leading business institutions, and
persistent public calls for radical reform. While business leaders and policymakers have been
cautious in implementing countermeasures to these ill effects, we must seriously consider them if
we truly want to rein in the public and private costs of institutional corruption.
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