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The Principal-Agent Problem and its Cousins
When I first started teaching business law classes, the principal-agent problem seem to be an interesting side issue. Abstractly, I understood it exists and at times causes problems, but it did not hit me as something pervasive, or earth shattering. However, today it seems to be at the heart of many of the problems we see all around us. 

We all understand that business entities and government agencies are mere fictions. They are useful fictions, but still just fictions. Ultimately, people make decisions and people have their own unique interests driving those decisions. The reality is that the interests of those making decisions are not always aligned with the interests of the people or organizations for whom the decisions are made.  Given this conflict, unfortunately far too often people act in their own self interest, and to the detriment of those to whom they are legally obligated. Below are a few examples we can use to teach this concept to our students. 


Example #1: Bernard Madoff
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As the head of Bernard L. Madoff Investment Securities LLC, Madoff put his interests before those of his investors and turned his fund into a giant Ponzi scheme. Investors lost more than $50 billion after Madoff spent years fabricating fictitious account statements, which falsely demonstrated a remarkable ability to earn consistently high returns for investors during both good and bad economic times. 
Books

Catastrophe: The Story of Bernard L. Madoff, The Man Who Swindled the World


This is a good starter book on Madoff. The real comprehensive books are yet to come. One particularly interesting point made in this book is Madoff’s use of his Jewish connections. Because con men rarely pay taxes on the money they steal, as a part of my job I frequently come in contact with local scams. I often see local con men use their religious contacts in much the same way, although on a much smaller scale. 
Videos

The Madoff Affair – PBS Frontline
This is an hour long video put together by PBS explaining the Madoff story. In addition, the website also contains many resources, which are helpful to teachers.

The Man Who Knew
This is a 60 Minutes story on Madoff and the man who tried to convince regulators to go after Madoff. 



Example #2: Charles Ponzi
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While we are on the topic of Ponzi schemes, we might as well look at the original. Charles Ponzi was an Italian immigrant with an overwhelming desire to make it big. After discovering that a treaty requiring signatory countries to sell postal coupons at specified exchange rates had not been renegotiated after World War I to reflect current exchange rates, Ponzi recognized that there was a potential arbitrage opportunity available. The postal coupons were coupons which a person in one country could drop into a letter to cover the recipient’s reply postage expense. Before looking into the details, Ponzi began soliciting funds for his arbitrage scheme. Only after collecting a large amount of cash did he realize: 1) that he had no good way of shipping coupons from other countries to the US in sufficient quantity to make the scheme work; and, 2) the U.S. Postal Service would not convert the coupons into cash. Despite these facts, he kept collecting money, paying off old money with new.  Of course it could not go on forever, and came to a very bad end, with a “run on the bank.”
Book
Ponzi's Scheme: The True Story of a Financial Legend


This is a very entertaining and informative book. It will provide you with excellent material for class discussions. 



Example #3: Angelo Mozilo
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Mozilo is the founder of Countrywide Mortgage (now part of Bank of America). I have included Mozilo as an example of what can happen when executive compensation is out of alignment with the interest of shareholder. Mozilo is now connected to several scandals. One scandal involved Mozilo’s compensation in the form of stock options. Mozilo received a significant amount of his compensation in stock options, which were set to expire over the upcoming months. In response, Mozilo caused Countrywide to take on massive amounts of debt in order to buy back its own stock, thus temporarily popping the stock price and allowing Mozilo to cash in. This left Countrywide mired in debt and unable to stand on its own. You might find this paper on the downside of paying executives with stock options helpful. http://markbarnes.us/blog%202-20-08.htm
Videos

Mozilo’s testimony before the U.S. House of Representatives' Committee on Oversight and Government Reform.
SEC announcement of insider trading complaint against Mozilo.


Example #4: Enron Executives
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Enron executives made up the “Dream Team” when it cames to sacrificing shareholders, employees, or any other interested parties in order to line their own pockets. From creative “mark to market” accounting to “off the books” SPEs, they did it all.
Book
Conspiracy of Fools: A True Story


This is by far the best book I have found on Enron. It is both readable, and explains the transactions in detail. 

Video
Enron: The Smartest Guys in the Room


I have shown this video numerous times in business law classes. I have always received an excellent response from my students. It provides the students with an excellent inside view of the Enron story. However, if you use this video in class, there is one scene, which is problematic (Lou Pai’s favorite strip club scene). I simply click on the minimize button on the DVD software during the scene. This way you can hear the video, but it is no longer  visible. 


I hope that you find these materials are helpful. I look forward to hearing your suggestions for future newsletters. 
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