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Corporate Governance:  Pre-Enron, Post-Enron

By

Alton B. Harris and Andrea S. Kramer*   

“Corporate governance” is the
process by which a corporation’s man-
agement is held accountable to its
residual ownersthe stockholders.  Be-
cause of Enron and scores of other
corporations currently embroiled in ac-
counting and managerial scandals, the
New York Stock Exchange (NSYE) and
the Nasdaq Stock Market (NASDAQ)
have approved sweeping new listing
standards and the Congress has enacted
wide-ranging federal legislationthe
Sarbanes-Oxley Act of 20021that will
profoundly affect the nature of and con-
trol over corporate governance in the
United States.

While the implosion of Enron
was unquestionably the decisive event
that shaped the content and timing of the
new corporate governance paradigm,
Enron’s significance in this regard can-
not be fully appreciated except in the
context of the changes in expectations as
to “best practice” for corporate govern-
ance over the prior 30 years. In this
paper, we examine the unique nature of
the corporate governance problem, trace
the development of a “consensus” model
of “best practice” expectations, discuss
the changes that the new listing stan-
dards and Sarbanes-Oxley will force on
major corporations, and finally offer a
few tentative comments on the sensible-
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ness of the entire “best practice” enter-
prise.

We wish to make clear that, in
what follows, we touch only very
briefly2 on an alternative to the “consen-
sus” model of corporate governance,
what Henry G. Manne has called “the
market for corporate control.”3  We have
chosen largely to ignore this alternative
model not because of our personal views
as to its potential effectiveness, but be-
cause recent legislative and judicial
decisions have stripped it of much, if not
all, of its usefulness as a management
control mechanism.  How and why that
came about is an interesting and impor-
tant story, but it is not the story we tell in
this paper.  Our story is decidedly im-
mediate and practical:  What is the
current “consensus” model of “best
practice” for corporate governance, how
did it become such, and is it likely to ac-
complish its intended objectives?

I. Introduction

A. The Foreign Corrupt Prac-
tices Act

The sea change in corporate gov-
ernance now upon us did not begin with
Enron4 or Cendant5 or Sunbeam6 or even
Bausch & Lomb.7  Rather, it began with
a series of corporate misadventures in
the 1970s that have an unsettling famili-
arity to those of today. In 1973, the
Watergate Special Prosecutor’s an-
nounced that Lockheed, Northrop, Gulf
Oil, and other prominent corporations
may have used corporate funds to make
illegal domestic political contributions.8
The Securities and Exchange Commis-
sion (SEC) immediately commenced an
extensive investigation, the result of
which was the revelation that scores of

American corporations had violated
United States election laws and hundreds
more had made payments abroad in cir-
cumstances suggesting indifference or
worse to domestic and foreign laws pro-
hibiting bribery and other questionable
methods of securing business.9  When
the dust settled, many of the largest and
most respected United States corpora-
tions were found to have used phony
subsidiaries and off-book accounts to
channel millions of dollars to govern-
ment officials and others to influence the
purchase of goods and the awarding of
lucrative contracts.  All told, more than
500 publicly held American companies,
including 117 of the Fortune 500, were
either charged by the SEC or voluntarily
confessed to have engaged in serious
misconduct, almost all involving ac-
counting irregularities.10

For the SEC, the widespread oc-
currence of questionable and illegal
corporate payments—facilitated by the
falsification of basic financial records—
constituted evidence of a pervasive
“frustration of our system of corporate
accountability.”11  For the Congress, it
was apparent that this seemingly epi-
demic corporate misconduct had
“erod[ed] public confidence in the integ-
rity of the free market system.”12  In
December, 1977, following specific rec-
ommendations of the SEC, the Congress
enacted the Foreign Corrupt Practices
Act (FCPA),13 which criminalized for-
eign bribery and, for the first time in
United States history, imposed on public
companies a federal obligation “to
maintain books and records that accu-
rately and fairly reflect transactions and
dispositions of [their] assets.”14  Shortly
thereafter, the SEC adopted supplemen-
tal rules making it illegal for anyone to
falsify (or cause to be falsified) any cor-
porate accounting record or to
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misrepresent (or cause to be misrepre-
sented) to a corporation’s independent
accountant any material fact.15

B. Harold Williams’ Three Act
Play
In 1978, in the midst of the pub-

lic and congressional outrage over
“questionable and illegal payments,”
then SEC Chairman Harold M. Williams
gave an extraordinarily prescient speech
on the likely future course for corporate
governance. Williams began by outlin-
ing what he referred to as a “familiar”
three act play entitled “Federal Regula-
tion of Business.”  In Act I of this play, a
series of apparently isolated events in-
volving corporate excess or insensitivity
attracts press coverage under the rubrics
of “scandals” and “flagrant abuses.”
Next there are “thinly scattered comment
by public interest types” and occasional
arguments that “the government should
do something to prevent these ‘outrages’
from happening again.”  The general
public, however is apathetic, and at this
point the play’s plot seems weak, insig-
nificant, and easy to ignore.16

Act II is the longest act in the
play.  More corporate misdeeds occur,
but at first only sporadically and in ap-
parent isolation.  After the passage of
timeunspecified as to durationthe
offending events begin to occur more
frequently and the sense of their sepa-
rateness dissipates. Public sentiment is
fanned by the multiplication of “scan-
dals” and “flagrant abuses.”  The
Congress then shows interest, and legis-
lation is introduced “but [initially]
attracts little support….” Act II, how-
ever, closes with a bang. “[I]nflamed by
a single dramatic and widely publicized
occurrence,” the Congress is spurred “to

a full-blown and broadly based legisla-
tive effort.”17

Act III is straightforward.  The
Congress enacts legislation designed to
prevent the reoccurrence of the corporate
misconduct at issue.  “A chorus of busi-
nessmen deplor[e] the further
intervention of government into business
affairs.”  And the audience is left with
the moral that “it takes a law to get busi-
ness to behave responsibly.”18

In outlining this “familiar” play,
Williams reminded his listeners that over
the prior 10 or 15 years it had been fre-
quently revived under a variety of
subtitles including “auto safety,” “truth
in packaging,” “occupational health and
safety,” “ERISA,” and, most recently,
“questionable and illegal payments.”19

William’s concern was that without re-
form of the mechanisms of corporate
governance itself, the next revival of this
play was likely to be entitled “federal
legislation on corporate
accountability.”20 Williams wanted to
avoid such a revival, but he saw clearly
that if American’s public corporations
were to preserve their ability to control
their own structures and governance,
“they must be able to assure the public
that they can discipline themselves….
Mechanisms which provide that assur-
ance must become structural components
of the process of governance and ac-
countability of the American
corporation.”21  The point of Williams’
exhortation was, thus, that the American
business community could not ignore,
stonewall, or adopt a head-in-the-sand
attitude toward the corporate governance
crisis if federal legislation was to be
avoided.22
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C. Enron, WorldCom, and Fed-
eral Legislation
When Williams spoke in 1978,

he thought that the United States was in
“the early stages of Act II” of the “fa-
miliar” play.23  If that was the case, Act
II was very long, indeed, lasting from
the middle of the 1970s until earlier this
year.  But Act II ran its course just as
Williams had predicted.  Toward its end,
the revelations of “flagrant abuses” at
Enron, following as they had on a series
of accounting and managerial scandals
over the prior 10 years,24 resulted in the
introduction of federal legislation de-
signed to impose significant federal
control over public accounting and the
governance processes at all public com-
panies.25  Public “outrage” at persuasive
management self-enrichment was high.26

Executive compensation by 2000 had, on
average, reached 411 times the amount
of the average factory worker’s salary,
which was up from only 42 times in
1982.27  Executive stock sales during the
telecom bubble had resulted in “one of
the largest transfers of wealth from in-
vestors—big and small—to corporate
insiders] in American history.”28  Ques-
tionable and sometimes unapproved
loans by corporations to top executives
totalled billions of dollars.29  And in
2000, executives at America’s 325 larg-
est corporations had been awarded
options worth 20 percent of their corpo-
rations’ total pretax profit.30  The
public’s view of corporate management
seemed to be accurately captured by
Alan Greenspan’s characterization of the
business community as having been
gripped in the late 1990s and early 2000s
by “infectious greed.”31

Within six months after Enron’s
collapse, however, the “wave of enthusi-
asm for overhauling the nation’s
corporate and accounting laws ha[d]

ebbed and the toughest proposals for
change [were] all but dead.”32  Yet, just
as Williams had predicted in 1978, Act
II closed with a bang.  WorldCom’s an-
nouncement of a $3.8 billion accounting
restatement provided the “single dra-
matic and widely publicized occurrence”
that energized both the public and the
Congress to undertake “a full blown and
broadly based legislative effort.”33

Act III then followed in straight-
forward and predicted fashion.  The
“wave” of enthusiasm for overhauling
the nation’s corporate and accounting
laws that only weeks before had been
“all but dead” became an unstoppable
tidal wave.34  Thirty-six days after
WorldCom’s first public announcement
of its accounting irregularities, President
Bush signed into law Sarbanes-Oxley,
the most sweeping federal legislation
addressing public accounting and corpo-
rate governance since the 1930s.

The play that Williams named
“federal legislation on corporate ac-
countability” has now come to an end.35

Its moral appears to be as predicted:  “It
takes a law to get business to behave re-
sponsibly.”36  But the predicted
businessmen’s chorus deploring gov-
ernment intervention has been largely
missing. When President Bush signed
Sarbanes-Oxley, The Business Roundta-
ble (BRT), unquestionably the most
prominent and outspoken defender of
private corporate prerogatives, did not
deplore government intervention in the
area of corporate governance, histori-
cally left to contract and private
initiative, but rather announced that it
“welcomes these reforms and will
quickly implement the changes to
strengthen our companies’ governance.
We believe the law will go a long way
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toward establishing new higher stan-
dards for America’s corporations.”37

A cynic no doubt would explain
the business community’s position on
Sarbanes-Oxley as a ploy designed to
deflect public anger away from the
“good” corporations.  There is surely
something to that explanation.  But
without yet turning in our cynic mem-
bership cards, we want to suggest that
the business community’s attitude to-
ward federal intervention in the area of
corporate governance results, at least, in
part, from its realization as a result of
Enron, WorldCom, Tyco, and their fel-
low travelers that relying on individual
corporations voluntarily to implement
appropriate and effective corporate gov-
ernance mechanisms has not and is not
likely to stop the corporate “scandals”
and “flagrant abuses” that have been so
devastating for public confidence and
corporate prosperity.  Indeed, there now
appears to be a general perception, even
on the part of the major corporation
community, that some form of collective
action is needed—whether direct legis-
lation, mandatory listing standards, or
otherwise—to assure that all corpora-
tions behave responsibly toward their
stockholders.  In what follows, we trace
the evolution, on the one hand, of the
“consensus” view of the appropriate
mechanisms for effective corporation
governance and, on the other, of the
agreement as to how those mechanisms
are to be imposed.

II. Why Corporate Governance?

A. The Unique Status of Stock-
holders
The modern corporation has

many constituencies in addition to its
stockholders: employees, suppliers, con-

sumers, communities in which it oper-
ates and that it can affect, the public
generally when the national interest is
implicated, and undoubtedly many oth-
ers.  At various times since the late
1800s the corporation has been faulted
for its failure to fulfill its responsibility
to one or another of these constituencies.
As the frequent revivals of Williams’
“familiar” play makes clear, the federal
government periodically steps in to con-
trol what is perceived to be corporate
“greed,” to demand corporate attention
to an asserted “public interest,” or to
protect one or more of the corporation’s
“vulnerable” constituencies.  Whatever
the justification for any one of these in-
terventions in particular or government
intervention of this sort in general, such
legislative efforts relating to one or more
of these corporate constituencies are not
addressed at corporate governance.

Corporate governance addresses
a corporation’s relationship with only
one of its constituencies: its residual
owners or stockholders.  However egre-
gious a corporation’s “greed” or blatant
its disregard of an asserted “public inter-
est,” the conduct in question, in all
likelihood, has been pursued to enhance
the corporation’s profits and hence to
benefit (ill gottenly perhaps, but benefit
no less) its stockholders.  As Peter
Drucker remarked about Lockhead and
the foreign bribery scandals of the
1970s:
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Here was not a manage-
ment looting a company; on
the contrary, what the man-
agement did was intended
to advance the interests of
the company and of its em-
ployees—and, in respect to
sales of military aircraft,
even the interest of the
country, of its foreign pol-
icy and of its balance of
payments.38

Harm to stockholders occurs for
reasons different from harm to the cor-
poration’s other constituencies.  When
harm to stockholders is alleged, it is not
because of the corporation’s “greed” or
the corporation’s “indifference” to
stockholder interests but rather because
corporate management of the corpora-
tion is shirking its responsibilities, has
fallen victim to extraordinary miscalcu-
lation, or is pursuing its personal self-
interest at the stockholders’ expense.
Corporate governance, thus, is con-
cerned with the control of corporate
managers to assure that they do not en-
rich themselves at the expense of the
stockholders or act (as was surely the
case in the corporate bribery scandals
and, we believe, to a considerable extent
in Enron) in such a grossly irresponsible
manner as to seriously damage the cor-
poration, if not wreck it entirely.

B. The Berle and Means Corpo-
ration
The Modern Corporation and

Private Property by Adolf Berle and
Gardiner Means, published in 1932, con-
stitutes the paradigmatic articulation of
the reason that effective corporate gov-
ernance is both so needed and so elusive.
Berle and Means’ fundamental insight

was that “[t]he separation [in the modern
corporation] of ownership from control
produces a condition where the interests
of owners [of the enterprise] and of [the
enterprise’s] ultimate manager may, and
often do, diverge.”39  A mechanism to
assure the attention and faithfulness of
corporate managementthat is, an ef-
fective scheme of corporate
governanceis needed if the divergence
of such interests is to be prevented or, at
least, the adverse consequences of such
divergence minimized.

For Berle and Means, the large
public corporation became in the 20th

Century “the dominant institution in the
modern world.”40  As the wealth of in-
numerable individuals was concentrated
“into huge aggregates,” control over that
wealth shifted from the hands of its
“owners” to the hands of those able to
provide a “unified direction” to these
new corporate enterprises.41  This sepa-
ration of ownership from control
constituted a fundamental departure
from the classic economic model under
which the right of individual property
owners to use their property as they saw
fit could be “relied upon as an effective
incentive to [the] efficient use of [that]
property….”  But as individual, self-
interested, property owners moved from
active market participants to passive in-
vestors, their capacity to direct the
deployment and disposition of their
property “declined from extreme
strength to practical impotence.”42  As a
consequence, owners are exposed to a
continual risk “that a controlling group
may direct profits into their own pockets
[and fail to run] the corporation… pri-
marily in the interests of the
stockholders.”43

Berle and Means saw the separa-
tion of ownership from control as posing
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an extraordinarily difficult economic
problem, for the identification and im-
plementation of mechanisms (beyond
reliance on market forces and the good-
will and ethical probity of managers)
that will assure the alignment of the in-
terests of those who control the
corporation with those who own it is
neither obvious nor easy.  Yet without
this separation of ownership from con-
trol, there is no efficient solution to the
problems of decision making within a
large organization.44  The separation of
ownership from control is, thus, a very
sharp two-edged sword: Without the
separation of ownership from a central-
ized management having virtually
absolute authority, the essential wealth
enhancing corporate decisions essential
for the growth and well being of our
capitalist economy would not and could
not be made; yet as a result of such sepa-
ration, management holds “the power of
confiscation of a part of the profit
streams and even of the underlying cor-
porate assets….”45

Since at least the 1970s, the pre-
sumed resolution of this dilemma has
been seen by a consensus of establish-
ment lawyers, corporate representatives,
and academics to lie in a system of cor-
porate governance whereby, on the one
side, management, primarily in the form
of a strong CEO, controls the direction
and initiatives of the corporation, and, on
the other side, a board of directors, inde-
pendent of management and the CEO,
has the knowledge, incentive, and
authority to monitor management’s per-
formance and curb its temptations for
opportunism. 46  The formulation, sharp-
ening, and testing of this “consensus”
view of corporate governance over al-
most 30 years sets the stage for approval
of the new NYSE listing standards and
passage of Sarbanes-Oxley.  

III. Private Initiatives to Improve
Corporate Governance

A. The Strong Corporate Board
Because of collective action

problems, free riding temptations, and
the so-called Wall Street Ruleit’s al-
ways easier to sell than fightthe
modern corporation’s stockholders have
neither the incentive nor the practical
ability to act as the enterprise’s ultimate
monitors.47  Thus, the consensus view
that has developed is that this monitoring
function can be, and can best be, per-
formed by the board of directors.  As
one leading corporate scholar expresses
the point, the monitoring of management
is “of critical importance to the corpora-
tion and uniquely suited for performance
by the board.”48  For William Allen, then
Chancellor of the Delaware Court of
Chancery, the basic responsibility of the
board is “to monitor the performance of
senior management in an informed
way.”49  And yet another prominent cor-
porate scholar states flatly that “[t]he
heart of corporate governance has been
the imposition of the so-called monitor-
ing model [on the board of directors].”50

In this “consensus” view, “best
practice” for dealing with the problems
caused by the separation of ownership
from control, or, as contemporary corpo-
rate scholars would put it, of reducing
corporate agency costs,51 is the estab-
lishment of what is variously called a
“monitoring board,”52 “certifying
board,”53 or “empowered board.”54

However labelled, the basic characteris-
tics of this strong board of directors have
come to be generally understood to in-
clude directors that are all, or a majority
of whom, are independent; an active
audit committee composed entirely of
independent and adequately informed di-
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rectors; other specialized committees
(nomination and compensation, in par-
ticular) also composed entirely (or
almost entirely) of independent direc-
tors; a formal charter setting out the
board’s authority and responsibility to
monitor the corporation’s performance,
compliance and financial reporting; and
a style of operation characterized by in-
dependence from management,
scepticism with respect to unsupported
assertions made to them, and dogged
loyalty to shareholder interests.55

B. Evolution of the Consensus
The “consensus” view that a

strong board of directors constitutes
“best practice” with respect to corporate
governance is of relatively recent origin.
When Myles Mace published his land-
mark study of boards of directors in
1970, he concluded that boards did not
manage corporations or monitor corpo-
rate management but served solely as
advisors and counsellors to the CEO.56

And as Ira Millstein has observed, at this
time “[corporate] boards were the pars-
ley on the fish . . . usually composed of a
group of friends or acquaintances of the
CEO who could be counted on to sup-
port management.”57  Audit committees,
despite having been recommended by
the SEC in 194058 and the NYSE in
193959 had spread slowly and had re-
ceived relatively little public attention.60

Yet, between 1970 and 1980, the United
States witnessed what can only be de-
scribed as a revolution in the concept of
“best practice” for corporate governance.

In May 1976, then SEC Chair-
man Rodrick Hills wrote to then NYSE
Chairman Melvin Batten “suggesting”
that the NYSE revise its listing standards
to require that all listed companies have
an independent audit committee.61  The

NYSE accepted the suggestions, and ef-
fective June 30, 1978, all NYSE listed
companies were required to “main-
tain…an audit committee comprised
solely of directors independent of man-
agement and free from any relationship
that, in the opinion of the board of di-
rectors, would interfere with the exercise
of independent judgement as a commit-
tee member.”62

In November of that same year,
the Subcommittee on Functions and Re-
sponsibilities of Directors, of the
Committee on Corporate Laws, of the
American Bar Association (ABA) pub-
lished the first edition of the Corporate
Director's Guidebook.63  Revised and
adopted by the full ABA Committee on
Corporate Laws seven days before the
adoption of the FCPA, the Guidebook
represented the establishment bar’s first
attempt to set forth “a structural model
for the governance of a publicly-own
business corporation.”64  At the heart of
this model was a “board of directors
[that] function[ed] effectively in its role
as reviewer of management initiatives
and monitor of corporate performance”65

The effective performance of this role
required, in the ABA’s view, that “a sig-
nificant number of [the] board’s
members should be able to provide inde-
pendent judgment regarding the
proposals under consideration.”66

Shortly thereafter, the BRT, a
consistent and steadfast defender of
CEO prerogatives, issued a statement
entitled, The Role and Composition of
the Board of Directors of the Large
Publicly Owned Corporation.67  While,
in hindsight, certain parts of this state-
ment are embarrassingly defensive,68 the
BRT’s statement is remarkably consis-
tent with that of the ABA, particularly in
its acknowledgement of the board’s
monitoring role69 and its firm recom-
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mendation that all boards should have a
sufficient number of “outside” directors
“to have a substantial impact on the
board[’s] decision process.”70

In 1980, when its Staff Report on
Corporate Accountability was issued,71

the SEC saw

a new  conse-
sus…emerging with
respect to the vital moni-
toring role to be played
by the board of directors
in the corporate account-
ability process and the
most desirable and ap-
propriate composition and
structure of a board de-
signed to play such an
enhanced oversight role.
The consensus is moving
strongly towards greater
participation by directors
independent of manage-
ment, currently calling for
a board composed of at
least a majority of inde-
pendent directors, with
properly functioning in-
dependent audit,
compensation, and nomi-
nating committees, as
essential to enhanced and
effective corporate ac-
countability.”72

This “consensus” as to “best practices”
for corporate governance included, ac-
cording to the SEC, the following.

First, “a strong board of directors
is the key to improved accountability.”73

For this to occur, the “board’s primary
function [must be] to monitor manage-
ment.”74  And if this monitoring process
is to be successful, “the board of direc-
tors [must be] an independent force in

corporate affairs rather than a passive af-
filiate of management.”75

Second, because the traditional
board dominated by insiders cannot ade-
quately monitor the performance of
management, “a majority of the board of
directors should be non-management di-
rectors.”76  While corporations may
differ as to the appropriate mix of insid-
ers and outsiders on their boards, as well
as the affiliations of their outside direc-
tors, “a majority of non-management,
preferably independent, directors is nec-
essary for the board to successfully
perform its monitoring function.”77

Third, while “there appear[ed] to
be an emerging consensus that those di-
rectors with significant business
relationships with the corporation should
not be considered independent of man-
agement when…. determining if [the
board] has a sufficient critical mass of
independence,”78 the primary emphasis
was on independence as “a state of
mind” rather than a formal specification
of affiliations that would disqualify
someone from being viewed as inde-
pendent.79

Fourth, because of NYSE re-
quirements and AMEX and NASD
recommendations, a significant majority
of public companies had audit commit-
tees.  Although many of these audit
committees had members that were not
“independent,”80 the “consensus” view
was that “audit committees should be
composed exclusively of directors inde-
pendent of management.”81

Fifth, despite the recommenda-
tions in the Corporate Director’s
Guidebook,82 there was no consensus
that the audit committee should have the
authority to engage or discharge the out-
side auditors.  Likewise, despite the
audit committee’s “important role…in
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assuring the independence of the ac-
counting firm,” very little evidence
existed that this role was assumed by
audit committees generally.83

Sixth, the existence of a compen-
sation committeecharged with review
of compensation arrangements for senior
managementcomposed of non-
management directors some of whom
were “independent” of management was
viewed as desirable.84

To summarize, by 1980, the
strong corporate board had come to be
seen by most observers as the critical
and only realistically available check on
management opportunism.  Over the
next 20 years, this “consensus” view
grew sharperthe concept of “inde-
pendence,” for example, became
increasingly specificand far less flexi-
ble in its applicationone “size” of
corporate governance was increasingly
seen to fit all corporations.  Yet through
this entire period the changes in the
“consensus” view were by and large
evolutionary and incremental.  Except,
that is, in the crucial area of the appro-
priate relationship between the strong
board and corporate management.  At
the end of the 1970s, the BRT, speaking
for the “consensus,” described that rela-
tionship as appropriately one “of mutual
trust…challenging yet supportive and
positive…arm’s length but not adver-
sary.”85  After Enron, the BRT, speaking
now for a substantially evolved “consen-
sus,” described the board’s appropriate
attitude toward management as one “of
constructive skepticism [, of] ask[ing]
incisive, probing questions and re-
quir[ing] accurate, honest answers….”86

The story of the shift from “mu-
tual trust” to “constructive skepticism” is
also the story of the ultimate failure of
Harold William’s hope that the response

of corporate America to the continuing
“scandals” and “flagrant abuse” would
eliminate the need for federal legislation
on corporate accountability and avoid
the performance of Act III of the “fa-
miliar” play.

C. The Market For Corporate
Control
But before starting to tell that

story, it is worth pausing briefly to note
the United States’ flirtation with and ul-
timate rejection of the “market for
corporate control” 87 as a model for con-
trol of managerial opportunism.  The
concept, in brief, is that there is a high
positive correlation between corporate
managerial efficiency and the market
price of that corporation’s shares.  If
there is a relatively unimpeded market
for corporate control, inefficient and
over-compensated management is, thus,
subject to ouster through the mechanism
of the hostile takeover.  According to
Henry G. Manne, “[o]nly the takeover
scheme provides some assurance of
competitive efficiency among corporate
managers and [thus] strong protection to
the interests of vast numbers of small,
non-controlling shareholders.  Compared
with this mechanism . . . [the benefits] of
a fiduciary duty concept [associated with
independent directors] seem small in-
deed.”88

The merits of Manne’s claim that
the “market for corporate control” pro-
vides the best approach for resolving the
dilemma confronting the Berle and
Means corporation, is provocative but
certainly arguable.  For example, both
Enron and WorldCom declared bank-
ruptcy within months of their stocks
trading at what can only be regarded as
extremely high multiples.  Further, until
they collapsed, these corporations were
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active acquirers rather than likely pros-
pects for a hostile takeover.
Nevertheless, whatever one’s view of the
benefits of a robust “market for corpo-
rate control,” several developments have
imposed severe impediments to this
market’s effective operation.  First, fol-
lowing over 100 hostile cash tender
offers in 1966,89 the Congress passed the
Williams Act in 1968.90  This statute
significantly limits the ability of a “cor-
porate raider” to mount a hostile
takeover without advance warning to the
target corporation and extensive disclo-
sure of the “raider’s” intentions and
financing.91  Second, as a result of a se-
ries of highly publicized takeover
battles, in 1985 the Delaware courts de-
cided four cases that gave existing
management unprecedented power to re-
sist hostile takeover attempts.92  And
third, by 1992, under intense lobbying
from the BRT and other business groups,
over two-thirds of the states had enacted
highly effective anti-takeover laws.93  As
a consequence of these developments,
while hostile takeover activity continues
in various forms,94 by the early 1990s
the “market for corporate control” as
Manne had envisioned it had effectively
ceased to exist.95

D. The “Consensus” Sharpens
The elimination of the hostile

takeover as a useful mechanism for pro-
tecting stockholders from management
opportunism renewed interest in the role
and responsibility of the strong corporate
board.  In 1992, the American Law In-
stitute (ALI) completed its 14-year
project, Principles of Corporate Gov-
ernance: Analysis and
Recommendations.96  While the gesta-
tion of the ALI’s Principles was difficult
and controversial,97 in the end, the Prin-
ciples, at least in the areas with which

we are concerned, sharpened, but re-
mained solidly within, the “consensus”
tradition.  Under the Principles, the
board is assigned “ultimate responsibil-
ity for oversight”98 of “the conduct of
the corporation’s business to evaluate
whether the business is being properly
managed.”99  Public corporations with
$100 million or more of total assets
“should have a majority of directors who
are free of any significant relationship
with the corporation’s senior execu-
tives.”100  The audit committee should be
composed entirely of persons who are
not present or former employees, a ma-
jority of whom should “have no
significant relationship with the corpo-
ration’s senior executives.”101  And
while the board itself should have re-
sponsibility for determining “the
appropriate auditing and accounting
principles and practices” for the corpo-
ration,102 the audit committee should
“recommend the firm to be employed as
the corporation’s external auditor and
review…the external auditor’s inde-
pendence.”103  In performing the latter
function, the audit committee “should
carefully consider any matter that might
affect the external auditor’s independ-
ence, such as the extent to which the
external auditor performs non-audit
services.”104

Two years after the ALI adopted
the Principles, the ABA amended its
Corporate Directors Guidebook, empha-
sizing “the board’s role as an
independent and informed monitor of the
conduct of the corporation’s affairs and
the performance of its management.”105

The second edition of the Guidebook
changed the ABA’s original recommen-
dation with respect to composition of the
board of directors from a “significant
number” who are “non-management di-
rectors” to “at least a majority” who are
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independent of management;106 formal-
ized the concept of a board member’s
“independence”;107 and changed the pre-
vious ABA recommendation of a audit
committee composed of “non-
management directors, a majority of
whom are unaffiliated non-management
directors”108 to a committee composed
solely of “independent directors.”109

And in 1997, the BRT published
a white paper entitled, Statement on
Corporate Governance.110  Sharpening
its 1978 recommendations, the BRT em-
phasized that the board of directors must
have “a substantial degree of independ-
ence from management,” and that the
members of the audit committee should
meet “more specific standards of inde-
pendence…. ”111  While the BRT’s
Statement is less specific in a number of
respects than those of the ALI or ABA,
its recognition that “[t]he absence of
good corporate governance . . . may im-
ply vulnerability for stockholders,” and
that the failure of “knowledgeable di-
rectors . . . to express their views” places
a corporation at “risk,” gives the BRT’s
Statement a decided air of serious practi-
cality.112

The corporate governance rec-
ommendations of the ALI, ABA, and
BRT made in the 1980s differ in empha-
sis, specificity, and tone, but by and
large they all build on the earlier consen-
sus in apparently constructive ways.
Although only the ALI’s recommenda-
tions continue to approximate the current
“consensus” as to “best practice,” it is by
no means an exaggeration to state that a
corporation that had, in 1990, modelled
its corporate governance mechanisms, in
both process and spirit, on any one of
these sets of recommendations, would
have been a highly unlikely candidate
for a corporate governance “scandal” or
“flagrant abuse.”  Unfortunately, how-

ever, all of these “best practice” recom-
mendations were just that,
recommendations, and a sharpened
“consensus” with respect to corporate
governance did not mean that most or
any of the major corporations in the
United States were following, in more
than form, “best practice.”

E. The Need for “Cultural
Change” and the Blue Ribbon
Committee
Almost 20 years to the day after

Harold Williams had delivered his
speech on the “familiar” three act play,
Arthur Levitt, then Chairman of the
SEC, gave another prescient commen-
tary on the future course for corporate
governance.  For Levitt, corporate
America had done too little to implement
the recommended corporate governance
mechanisms for control of managerial
opportunism.  Levitt saw “[t]oo may
corporate managers, auditors, and ana-
lysts [as] participants in a game of nods
and winks.”113  The managerial motiva-
tion to meet Wall Street earnings
expectations was “overriding common
sense business practices.”  Indeed, Levitt
was concerned that “managing may be
giving way to manipulation.  Integrity
may be losing out to illusion.”114  It is
hard to imagine a harsher critique of
corporate America, but Levitt, like Wil-
liams before him, apparently still
believed that the situation could be cor-
rected without government action if
there was a voluntary re-examination by
“corporate management and Wall Street
[of] our current environment [and an]
embrace [of] nothing less than a cultural
change.”115

On the same day that Levitt
spoke, the NYSE and the National Asso-
ciation of Securities Dealers (NASD)
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announced that “in response to recent
concerns expressed by …Levitt about
the adequacy of the oversight of the
audit process by independent corporate
directors,” the two self-regulatory or-
ganizations were sponsoring a “blue
ribbon” committee charged with recom-
mending ways to improve the
effectiveness of corporate audit com-
mittees.116  In February, 1999, this Blue
Ribbon Committee issued its report with
10 recommendations “geared toward ef-
fecting pragmatic, progressive
changes…[in] financial reporting and the
oversight process.”117  The Committee
acknowledged that the substantive mat-
ters covered by its recommendations had
been “studied and commented
upon….for years,” but the Committee
“anticipate[d]” that “this time” there
would be “prompt and serious consid-
erations….”118  And, indeed, before the
year was over, the NYSE and NASD had
proposed, and the SEC had approved,
significant changes to their audit com-
mittee listing standards.119

Levitt had emphasized the need
for more reliable financial reporting to
assure public confidence was maintained
in the integrity of corporate America.
The Blue Ribbon Committee concluded
that this could be accomplished by
making mandatory for listed companies
more of the “consensus” model of corpo-
rate governance.  The Committee, as the
vast majority of commentators over the
past 30 years, saw the board of directors
as having the responsibility “to ensure
that management is working in the best
interests of the corporation and its share-
holders” and the independence of a
majority of these directors as “critical to
ensuring that the board fulfills [this] ob-
jective oversight role and holds
management accountable to sharehold-
ers….”120  The most serious problem the

Committee found in the existing listing
requirements for publicly companies was
that the standards for determining “inde-
pendence” allowed for “too much
discretion and [, therefore,] should be
fortified.”121

Since 1978, the NYSE had re-
quired that all listed companies have an
audit committee composed of at least
three directors, all of whom “in the
opinion of the board of directors” are in-
dependent of management.  Following
the recommendation of the Blue Ribbon
Committee, the NYSE amended its list-
ing standards by specifying four specific
criteria for determining the “independ-
ence” of audit committee members.
Also on the recommendation of the Blue
Ribbon Committee, the NYSE amended
its listing standards to require that each
board of directors adopt for its audit
committee a formal written charter,
which, among other matters, specified
that the board and audit committee have
the “authority and responsibility” to se-
lect, evaluate, and determine the
independence of the outside auditor.  In
addition, the NYSE included in its
amended listing standards a requirement
that every listed corporation provide to
the exchange annually a written confir-
mation (1) of “the financial literacy” of
all audit committee members, (2) that at
least one committee member “has ac-
counting or related financial
management expertise,” (3) that the
committee’s charter is adequate, and (4)
that any board determination regarding
director “independence has been dis-
closed.”122

In approving the new NYSE
audit committee requirements, the SEC
stated that these requirements “will pro-
tect investors by improving the
effectiveness of audit committees ….
[and] enhance the reliability and credi-
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bility of financial statements…. by
making it more difficult for companies
to inappropriately distort their true fi-
nancial performance.”123  It would have
been tempting in 2000 to believe that
with the adoption of these amended list-
ing standards, the sharpening of “best
practice” recommendations by the ALI,
ABA, and BRT, and the promulgation
by the SEC of various new corporate
disclosure requirements,124 that corpo-
rate governance for America’s public
companies had finally been gotten right,
or at least, was about to be gotten right.
As the BRT, somewhat immodestly,
stated in its 1997 white paper:

The Business Roundtable
notes with pride
that…many of the prac-
tices suggested for
consideration by The
Business Roundtable
have become more com-
mon.  This has been the
result of voluntary action
by the business commu-
nity without new laws
and regulations ….  The
Business Roundtable be-
lieves it is important to
allow corporate govern-
ance processes to
continue to evolve in the
same fashion in the years
ahead.125

Unfortunately, in 2000, corporate
governance was not even close to having
been gotten right, and the processes for
its development were certainly not to be
allowed to evolve “in the same [volun-
tary] fashion” in the years ahead.
Despite the recommendations of the
Blue Ribbon Committee and the SEC’s
brave assurances that “the reliability and
credibility of financial statements
[thereby] would be enhanced,” public

revelations of corporate “scandals” and
“flagrant abuses” were to continue at an
accelerating pace.

IV. Enron

A. The Run-Up
Within months of the issuance of

the Blue Ribbon Committee’s Report,
Rite Aid Corporation, a more that $3
billion dollar corporation listed on the
NYSE, restated its operating results for
1997, 1998, and 1999, eventually writing
off more than $2.3 billion in pretax
profits.  Before resigning, Rite Aid’s
outside auditor publicly announced that
the corporation’s financial controls were
so inadequate that it could not “accu-
mulate and reconcile information
necessary to properly record and analyze
transactions on a timely basis.”126

Eventually, the SEC charged four former
Rite Aid’s executives, including its for-
mer president, with “one of the most
egregious accounting frauds in recent
history.”127

Three weeks after the SEC ap-
proved the new audit committee
requirements, Cendant Corporation, an-
other multi-billion dollar company listed
on the NYSE, announced that it had
agreed to pay stockholders $2.8 billion
to settle accusations of widespread ac-
counting fraud.128  The SEC
subsequently brought charges against six
former executives, including Cendant’s
former Chairman, for “a long-running
financial fraud” that “originate[d] at the
highest level of [the] company.”129  Ac-
cording to the FBI agent in charge of the
Cendant investigation, “[t]his case boils
down to greed, ego, and arrogance.”130

On June 13, 1998, Sunbeam
Corporation, another NYSE listed com-
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pany, fired its then CEO, after the corpo-
ration’s directors began questioning the
integrity of the reports they had been
given on the financial condition of the
company.131  On August 6, 1998, Sun-
beam announced a restatement of its
financial statements back to 1996.132 The
SEC eventually charged the former CEO
and four other former Sunbeam execu-
tives with fraud,133 alleging that they had
“orchestrated a fraudulent scheme to
create the illusion of a successful re-
structuring of Sunbeam [to] facilitate the
sale of the company at an inflated price
[with enormous gains for its execu-
tives].”134

In February 1998, Waste Man-
agement, Inc., yet another NYSE listed
company, acknowledged that it had mis-
stated its pre-tax earnings by
approximately $1.7 billion, the largest
corporate restatement in historyuntil
that time.135  In June, 2000, the SEC
charged Waste Management with fraud
and violations of internal financial con-
trol requirements for its failure to
“maintain effective and accurate billing,
accounting and management information
systems….”136  The SEC subsequently
charged Waste Management’s former
CEO and five other former executives
with perpetrating “a massive financial
fraud lasting more than five years.”137

Waste Management, it appears, had used
a veritable “catalog of ways to cook the
books,” assuring the executives tens of
millions of dollars in stock options and
bonuses that would never have been paid
out without the accounting fraud.138

Perhaps ultimately more impor-
tant than any of these high profile
“scandals” and “flagrant abuses” was the
fact that in 2000, 156 public companies
restated their financial statements in
2000,139 compared with an average of
less than 50 per year over the previous

10 years.140 And of the 201 securities
fraud class action law suits filed in 1999
and 2000, over half were based on alle-
gations of accounting fraud.141 Despite
these alarming developments, for corpo-
rate governance the worst was yet to
come.

B. Enron
Although by 2001 public belief

in the integrity of corporate management
and the ability of boards of directors to
control managerial opportunism was ex-
tremely low,142 nothing had prepared the
public, the regulators, or the Congress
for the spectacular implosion of, and
revelations of fraud by, Enron Corp, an-
other NYSE listed company.  Enron was
classified as the seventh largest corpora-
tion in the United States, with over $100
billion in gross revenue and more than
20,000 employees worldwide.143  For the
six years immediately prior to its col-
lapse, Fortune Magazine had named
Enron the most innovative company in
America.144  And in February, 2001, En-
ron’s then Chairman, Kenneth L. Lay,
and its CEO, Jeffrey K. Skilling, wrote
to stockholders:

Enron has built unique
and strong businesses that
have tremendous oppor-
tunities for growth….The
10-year return to Enron
shareholders was 1,415
percent compared with
383 percent for the S&P
500….Our results put us
in the top tier of the
world’s corpora-
tions….We plan to
leverage all of [Enron’s]
competitive advantages to
create significant value
for our shareholders.…145
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 Less than eight months later, En-
ron announced a $544 million after-tax
charge to earnings and a $1.2 billion re-
duction of stockholders’ equity, both the
result of transactions with an affiliated
partnership that had been inappropriately
accounted for.  On November 19, 2001,
Enron filed a further restatement of its
financial statements with the SEC, which
among other matters, reduced stockhold-
ers equity by $258 million in 1997, $391
million in 1998, $710 million in 1999,
and $754 million in  2000.  Three weeks
later, Enron filed for bankruptcy protec-
tion, the largest such filing in history –
until then.146  Thus in “a span of less
than two months during the autumn of
2001, [Enron] fell from business idol to
congressional doormat, or somewhat
more importantly, from the new business
model to a model of business greed and
ultimate failure.”147

Discussions of Enron and its
collapse are now legion.148 According to
the report released by Enron’s Special
Investigation Committee of its Board of
Directors, Enron’s Board of Directors
had “failed” in its duty of “oversight”
with respect to “the related-party trans-
actions” that brought the company
down.149  The Senate Permanent Sub-
committee on Investigations found that
“much of what was wrong at Enron was
not concealed from its Board of Direc-
tors….The Subcommittee
investigation…. found a Board that rou-
tinely relied on Enron management and
Andersen representations with little or
no effort to verify the information pro-
vided, that readily approved new
business ventures and complex transac-
tions, and that exercised weak oversight
of company operations.”150  And the
BRT, hardly a corporate gadfly, ascribed
the Enron’s failure to “a massive breach
of trust” involving “a pervasive break-

down in the norms of ethical behavior,
corporate governance, and corporate re-
sponsibility to external and internal
stockholders.”151

Our concern is not the vehement
denunciations of Enron and its manage-
ment, but the consequences of this
massive corporate fraud for the “consen-
sus” model of corporate governance.  By
looking at the responses to Enron of the
principal spokesmen on issues of corpo-
rate governance, it may become easier to
understand why Sarbanes-Oxley became
an inevitability, particularly, once the
WorldCom “scandal” broke only six
months after Enron had filed for bank-
ruptcy.

C. Two Responses to Enron
Within the four years immedi-

ately preceding Enron’s implosion, the
BRT and ABA had each issued compre-
hensive and confident recommendations
with respect to “best practices” for cor-
porate governance.  Yet within weeks of
Enron’s bankruptcy filing, both organi-
zations convened task forces or special
committees to reassess and further refine
their positions on “best practice” for
corporate governance.152  The first to do
so was the BRT.

The BRT issued its restatement
of the “guiding principles of corporate
governance” in May, 2002.153  Three
things are striking about the BRT’s new
position in its Principles of Corporate
Governance.  First, although during
2000-2001, more than 300 corporations
had restated their audited financial
statements, the SEC had filed over 200
actions alleging financial fraud in 2000,
and the five largest corporate bankrupt-
cies in United States history had been
filed in the previous 18 months, the BRT
continued to insist that “[t]he United
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States has the best corporate governance
[and] financial reporting systems in the
world.”  As for Enron and its fellow
travellers, BRT characterized them
merely as “notable exceptions to a sys-
tem that has generally worked
well….”154

Second, in its congressional lob-
bing efforts, the BRT sought to
emphasize “the inherently self-
correcting nature of our market system
[as evidenced by the fact that]
[c]orporate boards of directors are [al-
ready] taking steps to assure….that
Enron-like failures will not occur at their
corporations.”155  The BRT’s pitch to the
Congress was that before proceeding
with any new legislation, it should give
consideration to the “SEC and private
sector initiatives already underway [in-
cluding BRT’s] pending update [of] its
1997 Statement on Corporate Govern-
ance.”156

Third, despite its refusal to ac-
knowledge a systemic problem in
corporate governance and its initial (pre-
WorldCom) opposition to federal legis-
lation in its new Principles, the BRT
recommended a role and responsibilities
for the board of directors that were
clearly inconsistent with its 1978 state-
ment and far beyond the position it had
taken only five years earlier.  For exam-
ple, rather than urging a relationship
between the board and corporate man-
agement characterized by “mutual
trust…[that is] challenging yet suppor-
tive,”157 the BRT’s Principles describe
“effective directors” as those that
“maintain an attitude of constructive
skepticism [and] ask incisive, probing
questions and require accurate, honest
answers….”158 Further, in 1997 the BRT
had called on corporations to have a
“substantial majority [of directors who
are] outside (non-management) direc-

tors” but had left to each board the de-
termination of the independence of
individual directors independence based
on “individual circumstances rather than
through the mechanical application of
rigid criteria.”159  In its Principles, how-
ever, the BRT explicitly stated that to be
independent, a “director should be free
of any relationship with the corporation
or its management that may impair, or
appear to impair, the director’s ability to
make independent judgments.”160  And
the audit committee’s responsibilities,
about which the BRT was silent in 1978,
include, according to the Principles,
“supervising the corporation’s relation-
ship with its outside auditors…[and]
[b]ased on its due diligence…mak[ing]
an annual recommendation to the full
board about the selection of the outside
auditor.”161

On July 16, 2002, less than two
months after the BRT issued its Princi-
ples, a specially appointed Task Force
on Corporate Responsibility of the ABA
(Task Force) issued its own Preliminary
Report.162  The two reports were poles
apart.  Unlike the BRT, the Task Force
did not see Enron and its fellow travel-
lers as aberrations. To the contrary, the
Task Force forcefully acknowledged that
“the system of corporate governance at
many public companies has failed dra-
matically.”163  Evidenced by “the
disturbing series of recent lapses at large
corporations involving false or mislead-
ing financial statements and misconduct
by executive officers,” it is apparent, in
the view of the Task Force, that “the ex-
ercise by [independent directors and
advisers] of active and informed stew-
ardship of the best interests of the
corporation has in too many instances
fallen short.”164  Despite the ABA’s
three editions of the Corporate Directors
Guidebook, the ALI’s massive corporate
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governance project, the BRT and other
business groups’ numerous recommen-
dations, the NYSE’s listing
requirements, and the SEC’s jawboning
over 20 years, the central feature of the
corporate governance “consensus” to
which all of these organizations sub-
scribeda “monitoring” board
sufficiently independent of management
to control managerial opportunismhad
too often, the Task Force believed, failed
in practice because

many aspects of the out-
side directors’ role have
reflected a dependence on
senior management.
Typically, senior man-
agement plays a
significant part in the se-
lection of directors, in
proposing the compensa-
tion for directors, in
selecting their committee
assignments, in setting
agendas for their meet-
ings, and in evaluating
their performance.  In ad-
dition, directors often
defer to management for
the selection of the key
advisers to the board and
its committees (e.g.,
compensation consult-
ants), as well as the
outside auditors for the
company.  Recommenda-
tions to create active
independent oversight
must address these reali-
ties and bring about
actual change.165

For the Task Force, therefore, the
“solution” to the failure of independent
directors to perform the role assigned to
them was a set of standards that will

“establish active, informed and objective
oversight as a behavioural norm [and]
create mechanisms that empower [di-
rectors] to exercise such oversight . . .
.”166 Specifically, all public corporations,
in the view of the Task Force, should
adhere to tough, new “standards of in-
ternal corporate governance,” essentially
identical to the new listing standards
proposed by the NYSE and discussed in
the next section of this paper.

The problem for the Task Force
was whether and, if so, how such stan-
dards should be imposed.  In the third
edition of its Corporate Directors Guide-
book, the ABA had emphasized that
“[n]o one governance structure fits all
public corporations, and there is consid-
erable diversity of organizational styles.
Each corporation should develop a gov-
ernance structure that is appropriate to
its nature and circumstances.”167  And
the BRT, only weeks before the Task
Force released its report, had asserted, as
it had since its first statement on corpo-
rate governance in 1978, that “[p]ublicly
owned corporations employ diverse ap-
proaches to board structure and
operations, and no one structure is right
for every corporation.”168  The Task
Force, however, rejected this position,
concluding that “substantial uniformity
of governance standards applicable to
public companies is desirable and would
have the greatest impact on reliable cor-
porate responsibility.”169  The trick, of
course, was how to achieve that uni-
formity.

The BRT’s approach of allowing
corporate governance mechanisms to
continue to evolve through “voluntary
action by the business community” 170

was now out of the question.  And the
new listing requirements at the NYSE,
by themselves, would not achieve uni-
form “best practice” mechanisms for all
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public corporations.  Therefore, the Task
Force suggested that the NYSE, the
NASDAQ Stock Market, the American
Stock Exchange, and the regional ex-
changes jointly to appoint a new Blue
Ribbon Committee to recommend uni-
form corporate governance standards for
adoption by all exchanges.171  But the
Task Force clearly recognized that if
“the desired uniformity is not achieved
through this approach,” “serious consid-
eration” would have to be given to
legislation amending the Securities Ex-
change Act of 1934 “to empower the
SEC to amend the rules of a self-
regulatory organization to assure uni-
formity in listing standards with respect
to corporate governance matters.”172

The Task Force saw the need for
tough, uniform corporate governance
standards for all public corporations, ac-
knowledged that federal legislation
might be necessary to achieve such uni-
form standards, and even suggested that
the Congress could achieve the needed
uniformity through the intermediation of
the SEC.  And that is precisely what
Sarbanes-Oxley did, at least with respect
to audit committees.  But one more
event, what Harold Williams had called
“a single dramatic and widely publicized
occurrence,” was still needed to spur the
Congress to the “full-blown and broadly
based legislative effort” that would re-
sult in the passage of federal
legislation.173

V. WorldCom
WorldCom, Inc. was the second

largest long-distance carrier in the
United States.  It had 20 million con-
sumer customers, thousands of corporate
clients, and 80,000 employees on six
continents.174  Its CEO, Bernard J. Eb-
bers, was “an icon of the business

world….”175  Its common stock, listed
on NASDAQ, had hit its high of $64.50
in June, 1999, giving it a market capi-
talization of $191 billion.

On April 22, 2002, WorldCom
reduced its revenue projections for 2002
by “at least” $1 billion.176  Seven days
later Ebbers resigned as President, CEO,
and a director “under pressure from out-
side directors frustrated with the
company’s sinking stock price, contro-
versy over Mr. Ebber’s $366 million [the
May 20, 2000, WorldCom Proxy State-
ment revealed that the true amount was
$408.2 million] personal loan from the
company and the wide-range investiga-
tion of the firm by the Securities and
Exchange Commission.”177  On June 25,
2002, WorldCom announced that as a
result of an internal audit it had deter-
mined that approximately $3.8 billion of
expenditures were improperly capital-
ized rather than expensed.178  What then
followed was the uncovering of “one of
the largest accounting frauds in his-
tory….”179  The day of the
announcement, WorldCom stock closed
at $0.83, representing a decline from its
high of over 98 percent and a loss of in-
vestor wealth of more than $188 billion.
The next day the SEC filed suit against
WorldCom alleging “a massive ac-
counting fraud totalling more than $3.8
billion.”180  On July 21, 2002, World-
Com filed for bankruptcy protection,
listing assets valued at $107 billion,
making its filing by far the largest in
United States corporate history.  Enron,
which had previously held that distinc-
tion, had listed assets of only $63.4
billion.181  On August 8, 2002, World-
Com announced that its “ongoing
internal review of its financial state-
ments” had uncovered an additional $3.3
billion of “improperly reported earn-
ings….”182  And on August 28, 2002,



-20-

Scott Sullivan, the former CEO of
WorldCom, was indicted in New York
for engaging “in an illegal scheme to in-
flate artificially WorldCom’s publicly
reported earnings by falsely and fraudu-
lently reducing…expenses.”183

But the accounting misadven-
tures and managerial self-dealing at
WorldCom and other corporations that
occurred after July 30, 2000, are really
irrelevant to our story, for on that date
President Bush signed Sarbanes-Oxley
into law.  It took only 28 days for
WorldCom to collapse after its manage-
ment’s accounting fraud was discovered.
It took only two days longer for the Sen-
ate to pass the new reform legislation,
the Conference Committee to reach
agreement, both houses of the Congress
to vote on the compromise bill, and the
President to sign it.  WorldCom was un-
questionably the “bang” that Williams
had predicted would end Act II of the
“familiar” play, and Sarbanes-Oxley is
quite obviously the “federal legislation
on corporate accountability” that he had
reluctantly predicted in 1978 would
close Act III.184

VI. Corporate Governance Post-Enron

A. Overview
Harold Williams’ “familiar” play

is now ended. Sarbanes-Oxley has been
enacted, the first direct federal regulation
since the 1930s of matters of internal
corporate governance–matters histori-
cally governed by state law and private
contract. Yet as this paper has tried to
make clear, this legislation did not come
about, as Williams feared it would, be-
cause the American business community
(as represented by its most prominent
spokesmen) ignored, stonewalled, or
adopted a head-in-the-sand response to

the corporate accountability “scandals”
and “flagrant abuses” of the past 30
years.185  To the contrary, over that pe-
riod a voluntary “consensus” view of
“best practice” with respect to corporate
governance was continually promoted
and refined.  Indeed, Sarbanes-Oxley, to
the extent it addresses audit committee
matters, is based directly on this “con-
sensus” view and is an expression not of
the Congress’ disagreement with the
“consensus” recommendations but of its
frustration with the corporate commu-
nity’s inability voluntarily and
comprehensively to impose these “con-
sensus” recommendations on itself.186

Yet, significantly, Sarbanes-
Oxley imposes on all public corporations
only a small part of the full set of “best
practice” standards embraced by the now
current “consensus” view that developed
after Enron.  This view, expressed in the
proposed new listing standards at the
NYSE187 and endorsed by the Task
Force188 and the BRT,189 goes well be-
yond the requirements in Sarbanes-
Oxley and constitutes the most compre-
hensive, specific, and rigorous
articulation to date of the “consensus”
model of corporate governance “best
practices.”  But if the Task Force is cor-
rect and “substantial uniformity of
governance standards applicable to [all]
public companies is desirable…,190 then
Sarbanes-Oxley will achieve that uni-
formity for only certain key “consensus”
standards – primarily with respect to the
composition and authority of the audit
committee.  Left unaffected and decid-
edly non-uniform are many other
important components of the new “con-
sensus” view, including the composition,
selection, and authority of the board of
directors as a whole, the composition
and authority of other board committees,
and the development and content of
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codes of business conduct and commit-
tee charters.  In the last section of this
paper we discuss our overview of the ul-
timate value of this “consensus model”
and whether the SEC, which appears to
be so inclined, should expend significant
resources to achieve uniformity in these
other areas as well.  But before doing so,
the current corporate governance saga
needs to be concluded with a summary
of the principal provisions of Sarbanes-
Oxley and the new NYSE listing stan-
dards.

B. Sarbanes-Oxley

 Most of the press coverage of
Sarbanes-Oxley191 has focused on its
creation of a new Public Company Ac-
counting Board192 and its establishment
of new standards of auditor independ-
ence.193  One title of the Act, however, is
entitled “Corporate Responsibility,” and
four features of Sarbanes-Oxley’s ap-
proach to corporate governance are
worthy of careful note.

First, as we pointed out above,194

the only part of the “consensus” view of
corporate governance that Sarbanes-
Oxley enacted into federal law concerns
the composition and authority of the
audit committee.  To an extent, this lim-
ited federalization of corporate structure
is entirely understandable.  Matters of
internal corporate structure have been
historically the province of state law and
private contracts, and the Congress is
surely correct to legislate in the area
only with great deference.  Furthermore,
the impetus for the Act was the “recent
corporate failures [that highlighted the
need] to improve the responsibility of
public companies for their financial dis-
closure.”195  It was, therefore, logical for
the Congress to have limited its incur-
sion into the area of corporate

governance simply to assuring that all
public companies have “strong, compe-
tent audit committees with real
authority.”196

Nevertheless, despite the limited
federalization of the “consensus” view
of “best practice,” the Congress was
prepared to ignore entirely such “best
practice” notions and rely on an entirely
different model of corporate governance
model when it saw a clear need to con-
trol specific types of management
opportunism.  Thus, for example, (1)
Sarbanes-Oxley prohibits outright any
publicly held corporation from making a
loan to any of its directors or officers;197

(2) it forces the CEO and CFO of any
publicly held corporation that is required
to file a financial restatement “due to the
material noncompliance of the issuer, as
a result of misconduct, with any finan-
cial reporting requirement under the
securities laws” to reimburse the corpo-
ration for any bonuses received or profits
from stock sales realized during the 12-
months following the filing of the inac-
curate financial report;198 (3) it requires
CEOs and CFOs to certify that all finan-
cial statements filed by their
corporations with the SEC “fairly pres-
ent in all material respects the financial
conditions and results of operations of
the issuer…”199 and makes it a federal
crime to do so “knowing” that the finan-
cial statements do not;200 (4) it prohibits
directors and executive officers from
selling company stock during benefit
plan “blackout periods;”201 and (5) it
makes it unlawful for any officer or di-
rector to take any action “to fraudulently
influence, coerce, manipulate, or mis-
lead” the corporation’s auditor.202

In the “consensus” view, a strong
independent board can and will protect
stockholders from management’s temp-
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tation, in Berle and Means’ words, to
“direct profits into their own pockets
[and fail to run] the corpora-
tion…primarily in the interest of the
stockholders.”203  But at least in the five
areas identified above, Sarbanes-Oxley
reflects the Congress’s serious doubts as
the ability of the board of directors,
however independent, effectively to per-
form that function.

Second, in the audit committee
area, Sarbanes-Oxley does follow the
“consensus” model of corporate govern-
ance by requiring every publicly listed
corporation204 to have an audit commit-
tee composed entirely of “independent”
directors, defined as individuals who are
not in any way “affiliated” with the cor-
poration205 or receive “any
compensatory fee” from the corporation
other than for serving on the board of di-
rectors.206  Every public corporation
must disclose whether at least one mem-
ber of its audit committee is a “financial
expert” and if not, why not.207  The audit
committee must be “directly responsible
for the appointment, compensation, and
oversight” of the corporation’s outside
auditor,208 and pre-approve any “non-
audit services” that the outside auditor
provides to the corporation.209  The audit
committee is required to receive from
the outside auditor reports as to “all
critical accounting policies…and all al-
ternative treatments of financial
information…discussed with manage-
ment…”210 And the audit committee
must have “the authority to engage inde-
pendent counsel and other advisers….”
and to compensate these advisers
through such corporate funding as it de-
termines appropriate.211

Third, the method by which the
Congress chose to impose the new audit
committee requirements on publicly

“listed” corporations is precisely that
recommended by the Task Force.212

That is, Sarbanes-Oxley does not impose
these requirements directly, but rather
requires the SEC to “direct” the ex-
changes and NASDAQ to “prohibit the
listing” of a corporation that is “not in
compliance with these requirements.”213

The significance of this apparently con-
voluted approach has generally gone
unnoticed, but by structuring the audit
committee requirements in this way,
corporations, their boards of directors,
and their audit committee members are
not faced with liability in the event the
audit committee requirements, for what-
ever reason, are not adhered to.214

Fourth, Sarbanes-Oxley creates
new financial crimes,215 increases the
criminal penalties for many existing fi-
nancial crimes,216 and gives the SEC
substantial new enforcement
authority.217  It does not, however, ex-
cept for extending the statute of
limitations for fraud,218 in any way fa-
cilitate stockholders’ ability to sue for a
breach of the securities laws or any new
requirement imposed by the Act.  In-
deed, as noted above, even an
interventional a breach of the new audit
committee requirements will not be ac-
tionable because those requirements will
be imposed by self-regulatory organiza-
tion rules.  And enforcement of the new
prohibition against fraudulently influ-
encing an auditor is specifically limited
to the SEC.219 Thus, while the Congress
sought through Sarbanes-Oxley “to in-
crease corporate responsibility,”220 it
most clearly did not want to use in-
creased stockholder litigation as a means
for accomplishing that objective.
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C. NYSE Listing Standards
In February 2002, at the request

of the Chairman of the SEC, the NYSE
appointed a special Corporate Account-
ability and Listing Standards Committee
(Accountability Committee) to review
the NYSE’s listing standards in light of
Enron. On June 6, 2002, the Account-
ability Committee issued its report.
Although the report of the Blue Ribbon
Committee had been completed less than
three years earlier, the Accountability
Committee saw a need “in the aftermath
of the ‘meltdown’ of significant compa-
nies due to failures of diligence, ethics,
and controls, [for] the NYSE…once
again [to use its authority] to raise cor-
porate governance and disclosure
standards.”221  Unlike the Blue Ribbon
Committee’s recommendations, there is
little conventional and nothing timid
about the recommendations of the Ac-
countability Committee.  These
recommendations, which in all signifi-
cant respects have been incorporated in
proposed rule changes filed by the
NYSE with the SEC on August 1,
2002,222 are unquestionably the most far
reaching and rigorous expression of the
“consensus” view of corporate govern-
ance ever promulgated.223  A brief
summary of certain key provisions of the
new listing standards should illustrate
their boldness.

The starting point is hardly sur-
prising.  All listed companies must have
a majority of independent directors.224

Interestingly, a director does not qualify
as “independent” unless the board of di-
rectors affirmatively determines that the
director has no material relationship with
the corporation, and that determination
(and its basis) is “disclosed in the com-
pany’s annual proxy statement.”225  In
addition, regardless of any board deter-
mination, no director may be considered

to be “independent” until five years after
he or she ceases to be an employee of,
affiliated with the auditor for, been part
of an interlocking directorate involving,
or a member of the immediate family of
someone who is not independent of, the
listed company.226

It is, however, in the powers and
authority of the independent directors
that the recommendations of the Ac-
countability Committee take the
corporate governance paradigm of the
strong board of directors to what must be
regarded as its apotheosis.  First, with
the explicit objective of  “empower[ing]
non-management directors to serve as a
more efficient check on management,”
these directors must “meet at regularly
scheduled executive sessions without
management.”227  Second, each listed
company must have three committees
comprised solely of independent direc-
tors: a nominating/corporate governance
committee, a compensation committee,
and an audit committee.  The nominating
committee must have the authority “to
select, or to recommend that the board
select,” the future director nominees and
the responsibility to prepare a “written
charter” addressing, among any other
matters, “a set of corporate governance
principles applicable to the
corporation.”228  The compensation
committee must “review and approve
corporate goals and objectives relevant
to CEO compensation, evaluate the
CEO’s performance in light of those
goals and objectives, and set the CEO’s
compensation level based on this
evaluation.”229  With respect to the audit
committee, no member of the audit
committee may receive any “compensa-
tion” from the corporation other than
director’s fees; the committee must have
“the sole authority to hire and fire inde-
pendent auditors; and it must pre-
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approve any significant non-audit rela-
tionship with the independent
auditors.”230  In addition, the audit com-
mittee is empowered “without seeking
board approval” to “obtain advice and
assistance from outside legal, accounting
or other advisors.”231

The Accountability Committee’s
report and the NYSE’s actual proposed
new listing standards contain many more
specific requirements designed to “give
the legions of diligent directors better
tools to empower them and encourage
excellence.”232  Indeed, it is hard to think
how independent directors could be
more empowered than they will be under
the new NYSE standards without seri-
ously interfering with the need for
strong, centralized management capable
of efficiently making the adaptive deci-
sions necessary for the competitive
operation of the modern corporation.233

The question, of course, to which we
now turn, is whether the fully empow-
ered, independent board of directors will
have the disposition, incentive, and
resolution “to serve as a more effective
check on management.”234

VII. Conclusion
Virtually all of the sig-

nificant developments in corporate
governance over the past 30 years flow
from a paradigm shift in the general
view of the role of the board of directors
that occurred in the 1970s.  At the start
of that decade, boards of directors were
seen as operating best through consen-
sus, not conflict, and the outside
directors’ principal value was under-
stood to be that of experienced,
constructive advisors to the CEO, offer-
ing knowledgeable and objective
perspectives on the company’s competi-
tive challenges.  As the decade

progressed, however, scholarly and
regulatory concern was increasingly ex-
pressed that such collegial, conflict
avoiding boards were little more than
rubber stamps for CEOs.  Thus, a “con-
sensus” of establishment lawyers,
academics, and business leaders devel-
oped that such boards should be replaced
by “monitoring” boards, characterized
by independence, skepticism, and un-
flinching commitment to stockholders
interests.  As corporate “scandals” and
“flagrant abuses” continued through the
1980s and 1990s, this “consensus” view
of the monitoring board as “best prac-
tice” spread and sharpened, culminating
ultimately in Sarbanes-Oxley’s audit
committee requirements and the NYSE’s
new listing standards.

But the validity of the “consen-
sus” view, in general, and of these recent
corporate governance initiatives, in par-
ticular, rests on the assumption that
increases in director independence and
empowerment lead to decreases in in-
stances of management opportunism.
While it may be difficult to disprove (or
prove) this assumption,235 we want to of-
fer in closing some brief but skeptical
comments on the wisdom of the appar-
ently ever increasing public reliance on
it.

First, boards of directors in the
later 1990s and early 2000s were un-
doubtedly far more “independent” than
those in the early 1970s. But surely no
one would argue that the managerial
misdeeds leading to passage of the
FCPA were worse than those leading to
passage of Sarbanes-Oxley.  Enron,
WorldCom, Adelphia, Tyco, and Global
Crossing were all listed on the NYSE or
NASDAQ.  These companies were in
full compliance, formally at least, with
all applicable requirements for board and
audit committee independence, yet it
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would be hard to find any corporation in
the 1970s whose management behaved
with comparable piracy.

Second, if independent directors
are to perform an effective monitoring
role, they need “to bring a high degree of
rigor and skeptical objectivity to the
evaluation of company management and
its plans and proposals.”236  But these
characteristics are likely to be far differ-
ent from the characteristics of directors
valued by a CEO for their strategic in-
sights and business acumen.  At a
minimum, therefore, the “consensus”
demand for a “monitoring” board forces
a tradeoff of strategic vision for skeptical
objectivitywithout any demonstration
that a cost-benefit analysis favors a
“monitoring” versus “counselling”
board.  More fundamentally, the success
of the monitoring board would appear to
depend on the recruitment of directors
with profiles very different from those of
the directors that now oversee our major
corporations.  Without exaggeration, the
rhetoric used by the NYSE’s Account-
ability Committee and the ABA’s Task
Forceand the apparent objective of
Section 301 of Sarbanes-
Oxleysuggests that in recruiting mem-
bers for their boards of directors, public
companies should be looking not for
successful executives at other compa-
nies, investment bankers with broad
industry expertise, or professional con-
sultants with detailed knowledge of
business processes and operations, but
rather, for former staff members of the
SEC’s Division of Enforcement.  Surely,
this cannot be right.

Third, if the premise of the
monitoring board is correct, that is, if the
stockholders are, in fact, to rely on the
independent directors to prevent man-
agement opportunism, then one would

expect that when such a board fails to
prevent such opportunism, through neg-
ligence or worse, it should be possible to
call the board to account for its failure.
But that is not the case.  “On the con-
trary…many prominent features of
corporate law [are] designed for the ex-
press purpose of making it difficult for
shareholders to hold the board…legally
responsible, except in the most provoca-
tive circumstances….[And it would be]
dangerously optimistic [to] assum[e] that
the level of judicial supervision of busi-
ness can be dramatically increased
without unforeseeable and incalculable
consequences for the efficiency with
which businesses make necessary adap-
tive decisions.”237  Yet, as we assign
more and more responsibilities to the
“independent” directors but do not in
any way attend to the legal consequences
of their negligent performance of these
responsibilities, we are, in effect, putting
cops on the beat without supervision or
risk of sanction.  Neither Sarbanes-
Oxley nor the NYSE’s new listing stan-
dards acknowledge this anomaly, but
surely the disconnect between director
responsibility and director accountability
is far too large to remain unaddressed.

Fourth, and finally, the “consen-
sus” model of “best practice” in the area
of corporate governance represents an
attempt to control corporate opportunism
through private initiatives, thereby
avoiding federal intervention into mat-
ters of internal corporate organization
and management.  Over the last 30
years, the pattern has been for the “con-
sensus” to recommend “independence”
on corporate boards to prevent further
“scandals” or “flagrant abuses.” When
more “scandals” and “flagrant abuses”
occur, the “consensus” recommends
even more “independence,” and then
when “scandals” and “flagrant abuses”
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continue, it recommends yet more “in-
dependence,” and so on and so on.  In
Sarbanes-Oxley, the Congress showed
its impatience with this continual ratch-
eting up of the standards for, and powers
of, the independent directors by impos-
ing federal bans on such matters as
corporate loans to executives and forced
executive repayments of bonuses and
stock gains before corporate restate-
ments.  In doing so, the Congress was
testing a new approach to corporate gov-
ernance.

Berle and Means focused corpo-
rate scholarship’s attention on the risks
of management opportunism given the
separation of ownership and control.
Berle and Means, however, never sug-
gested that a monitoring board was the
solution to that endemic corporate prob-
lem.  At present, the “consensus” view
as to corporate governance “best prac-
tice” is so dominant that it is difficult
even to suggest that further
empowerment of an independent, moni-
toring board may not be the solution to
the current round of corporate “scan-
dals” and “flagrant abuses.”
Nevertheless, after watching “independ-
ence” and “empowerment” ratcheted up
and up and up for 30 years, our conclu-
sion is that enough is now enough.  It is
time to recognize that other “best prac-
tice” models of corporate governance
need to be evaluated.  First, the costs and
benefits of allowing an efficient “market
for corporate control” to develop need to
be re-evaluated.  Second, members of

the “consensus” and particularly the es-
tablishment business community need to
think seriously about the trade-offs be-
tween boards that “counsel” and boards
that “monitor.”  And third, attention
needs to be paid to other approaches to
controlling management opportunism.
While more direct federal prohibitions
on specific types of management mis-
conduct and more substantive corporate
governance authority in the SEC are not
particularly attractive on their own, they
nevertheless may need to be explored
once the impact of Sarbanes-Oxley is
thoroughly analyzed.  More promising
approaches may be carefully tailored
oversight of executive compensation,
mandatory holding periods for options,
and limitations on executive stock sales.
An increase role for trained internal
monitors is not out of the question, and
surely there are any number of other ap-
proaches that could be explored.  The
point is that by turning the corporate
board into the “monitor” of corporate
management, we do not appear to have
been able to stop the “scandals” and
“flagrant abuses,” and we may well be
losing the vision, advice, and competi-
tive perceptiveness that a good board
should be providing the CEO.  Surely
there must be better ways to deal with
the consequences of the separation of
ownership from control in the modern
corporation.  The time has come, we be-
lieve, to think outside the “consensus”
box.
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