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“Wall Street plays an indispensable role providing access to capital, so US
companies can lay waste to competition in world markets. And all for a modest fee
(yeah right)...When the go-go market in the late 1960s got out of hand with 30%
annual volume increases and clerks in back offices couldn’t move paper fast
enough to settle trades..many [partnerships]...went public to be able to afford
mainframe computers. When Intel went public in 1971, it took more than a few
phone calls to raise money for the creator of dynamic random-access memories-
weird stuff back then. White shoes gave way to road shows and the hiring of ana-
lysts to pick winners and losers from new funky industries...Analysts may be obvi-
ously conflicted, but ‘conflict’ is endemic to all of Wall Street. Traders are worth-
less without some ‘edge’...Brokerages buy order flow so they can see where trades
are and profit.” (Andy Kessler, “The Rise and Fall of Full Service”, The Asian
Wall Street Journal, Aug 22, 2002)

“Those falling prices...for clothing, televisions, hotel rooms and cellular phone
service...are being paid for with continued corporate layoffs, lackluster stock prices
and a sky-high trade deficit...it is only after supply and demand get back into some
rough balance, that businesses begin hiring and investing again...This time, howev-
er, that process is turning out to be longer and more drawn out than in the past...
The big culprit...was the investment boom of the late 1990s ...Flush with cheap
money made available by Wall Street, businesses of all sorts rushed out and ex-
panded their capacity...Washington policymakers moved so quickly to prop up the
economy when it became clear a recession was in the offing...it also meant that the
necessary task of working off all that excess capacity has been only partly done.”
(Steven Pearlstein, “A bounty of supply, paid for in lost jobs”, International Herald ‘
Tribune, Aug 26, 2002)
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Foreword

Foreword

Corporate financial transactions, and the law governing the same, are more

practical and more exciting than nearly anything we can imagine. These are the el-
ements of funding. Funding transforms the plan of the imaginative scientist, the
practical engineer, and the salesman-manufacturer-owner, into the reality of aircraft,
satellites, power plants, computer networks, health care chains from big pharmaceu-
tical companies and biotech to the medical profession to group health insurance,
tourist industries, Section 529 and Section 401k plans (which shift resources in the
US to the tax-advantaged funding of education and retirement), the industrial, com-
mercial and residential construction and construction financing industries, oil, gas,
electricity and water distribution lines, and, in general, life as we know it.

When we speak of “financial”, we mean that which has cas its subject matter,

the payment or valuation, in terms of money, of some goods or service delivered or
rendered in the future (which means, in the modern, secular world, that there is lit-
tle that is not financial, hence the spectacular rise of the financial market and the
behemoth organizations that participate therein). When we speak of “law” in the

physical sciences, we mean a consistent set of equations or propositions, deduced

from the smallest possible number of fundamental terms and assumptions, that is
able to make unique predictions about natural phenomena that are eventually con-
firmed, as well as give rise to many other conclusions that are already carefully ob-
served facts without generating conclusions that deny any such facts. This set, by

hypothesis, is about the world that exists prior to human choices.

By hypothesis, the law of lawyers, including the law discussed in this book, is

about the world that exists only after and as a result of human choices (hereinafter,

“law”). There are fundamentally two approaches to law. One school of thought is
that we can and should choose our laws by evaluating the choices such laws are in-
tended to implement-in other words, we can and should evaluate our laws (and the

actions of people under such laws) by electing among alternative sets of choices

(choices are real degrees of freedom and represent alternative causalities). The other
school of thought is that legal discourse should restrict itself to the evaluation of

whether an action complies or does not comply with “the law as it is” (meaning the
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Foreword

written rules which, in the view of this school, exhaust the body of law), as such
law is amended legislatively from time to time, and avoid the unanswerable (and
hence false) questions of (D whether choice “really” exists and ) what the law
“ought to be” (legislatures, insofar as they reflect human nature, will tend to enact
laws maximizing utility, and choosing among choices leads to infinite regress). The
two schools of thought share common ground insofar as they agree that any law
generated other than by democratic processes is at best provisional.

This book began as a series of lectures I was invited to give in 2002 on the
terminology, laws and contracts that are critical in the major activities of invest-
ment banks!. Chapters 2 and 3 of this book reflect most of the subject matter of
those lectures, which emphasized the fact that it is through contracts that the risks,
costs, goals and operations of businesses and their financial intermediaries are allo-
cated, conceived, memorialized, and enforced, and without contracts, coherent, reli-
able business is unthinkable and would devolve into chatter, opinion and habit.

I am indebted to University of International Business and Economics, Gao
Xiqing, then Vice Chairman of the China Securities Regulatory Commission and
alumnus of that school, and Jiao Jinhong, Vice Dean of that school, for the honor
and privilege of teaching there.

I am also indebted to the three great institutions which I have served-the New
York law firm of Debevoise & Plimpton, the American investment bank of Goldman
Sachs and the German universal bank Deutsche Bank—and the mentors there with
whom I was privileged to work. At Debevoise we advised corporate clients on
transactions and litigation involving obligations to (a) pay or repay large-scale debt
and/or (b) shareholders or other principals to whom are owed fiduciary duties. At
Goldman we advised corporate clients on the augmentation of their market capital-
izations, primarily through operations in the public capital markets. And at
Deutsche we were embarked on self-transformation, from x, a “house bank” that
was providing the full range of required investment banking services to Germany
Inc (including its unique mittelstand), generally adhering to a powerful, institution-
alized credo of loyalty to customer, shareholder, employee and society, and also a

global depositary institution of tremendous financial resources, into y, a cosmopoli-

1 Being a NY—qualified lawyer, and also observing that the investment banking industry is dominated by US
firms, which for nearly 3/4 of a century enjoyed near—-monopoly status in the area most critical to investment
banking development (license to make markets in the US equity securities) until passage of the Graham-—

Leach-Bliley law, I limited my course to a discussion of US law.
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tan institution operating in nearly every corner of the earth and attempting to com-
pete with the “bulge-bracket” American investment banks at their most lucrative
fee-generating game.

After completing the course in China in 2002, I wondered whether it would be
possible to treat the law of investment banking more systematically. I realized that
“the law as it is” means a wide range of things to different people. Equally, that
different people make different choices. Where was one to go in order to come to
some reliable common denominator with which to assess conduct in the financial
markets? Would it be possible, from a minimal set of consistent fundamental propo-
sitions, to coherently and comprehensively (D describe the basic subject matter of

corporate financial law, and at the same time @ prescribe the primary duties and

correlative rights of parties subject to such law without merely prescribing one’s
own subjective choice to evaluate other choices in a circular manner? In the agent-
principal relations that pervade the financial markets and above all in the meaning
of a “body corporate”, I found my answer.

The seemingly relentless rise of the global stock markets from the 1980s
through the 1990s is no longer with us. Money is still being made on Wall Street,
but primarily in trading operations. In the meantime, given Enron, Worldcom, Tyco,
the research and spinning scandals, and the mutual fund trading abuses, investment
banks have generally thought it wise to protect their reputations behind a coterie of
lawyers skilled in the contentious and regulatory arts, because if money is not to be
made, then at least they can avoid franchise-crushing judicial or administrative de-
cisions by skillful repartee with plaintiffs’ lawyers, prosecutors and regulators. Un-
fortunately, these measures are meant to kill germs but lack the technical content
to define a tone for what the germ-free financial institution should do once germ-
free, assuming the measures are successful in the first place in their antiseptic cru-
sade.

What isolated litigation, prosecution, and the reproachful installation of bu-
reaucracy cannot solve is the problem that the most important terms of our financial
legal discourse, such as “shareholder value”, mean widely disparate things to dif-
ferent people, culminating in a weltanschauung that anything is possible: limitless
corporate value in which everyone can benefit at little cost, the Janus face of this
Pollyannism of shifting standards and language, the growth of perverse incentives
for managers and conflicts of interest between classes of constituents in the market

(including the investment bank, or “house”). The tone of the great financial houses
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has been set, not by edifices of paper “controls” and adroitness in conversation
with regulators and plaintiffs’ lawyers (though these skills have their uses in cut-
ting losses), but by leadership that embodies the spirit of self-control in its every
act of doing the business of investment banking. Our enduring admiration is re-
served for the leader revealed at the very end of this book, and if anyone in the
corporate world deserves to be remunerated well (but not astronomically) it is that
person, who is inspired to make the principal and her own agency what they are not
yet.

Legal positivism, which accretes rules in a narrow, fact-oriented, litigation-
driven process, tends to react to problems and disputes by adaptation and modus
vivendi, and by reference to the status quo-increasingly, it becomes a luxury that is
feasible only for tight-knit communities that really have a law in common (common
law). The disconnect between the written law and financial phenomena is growing
because the latter grows exponentially while the formen grows incrementally if at
all. To be effective, corporate financial law must make closer reference to the actu-
ality of the financial market, yet also find the deepest principles inherent in, and
prior to, all our many actual (and often ad hoc, inconsistent, but somehow “work-
ing”) rules. For this reason, this book sweeps through vast swathes of law, using the
vehicle of this philosophical approach, crystallizing in several dozens of pages what
the author deems to be all of the elements of US investment banking operations and
its relevant laws and contracts, without lingering for a leisurely or highly technical
expansion of any single topic other than for minimal illustrative purposes. Having
captured the skeletal essence of the law of corporate financial transactions from the
first principles, the book culminates with a series of normative consequences of this
framework.

This book provides a measure of prediction as to what agents tend to survive
the inescapable cyclicality of financial activity and what agents do not. In Chapter
4 it arrives at three critical choices which financial agents must make in order to
be their best for their shareholding principals: be honest and precise in divulging
costs; tend to minimize rather than maximize markups over all-in costs (including
the cost of capital); and let the house suffer each time or loyalty to a customer
would otherwise be compromised. They are the predicates of a fundamental propo-
sition, designated as “Normative Agency”, that generates a description of most in-
vestment banking activity in fact and a prescription of a standard of behavior,

which are objective, testable and independent of our penchant for polling shifting
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taste and opinion. This proposition lies at the intersection of the civil and common
law traditions, insofar as methodology is concerned-it is discovered by empirical ob-
servation of and induction from the American law (which largely reflects the finan-
cial marketplace) as it is, and it is applied as a prior, axiomatically indisputable
first principle, logically through to consequences for all participants in the financial
markets.

The fact that American corporate enterprise achieved an early maturation in
terms of scale of productivity and employment of people has deeply affected the
progress and migration of corporate financial transactions over the past 30 years.
Perhaps the two most unique technical innovations of investment banking during
this period-discussed in Chapter 3 in “Underwriting and Research” and “Off-Bal-
ance Sheet Financing”-are the discoveries and responses to the huge demands by
three new uses of funds: (a) foreign governments, (b) pension obligations (as re-
quired under the ERISA of 1974) and (c) holders of illiquid receivables (ranging
from the US savings and loans associations to car manufacturers to credit card com-
panies to buyout firms). Foreign governments are exiting various previously state-
owned enterprises; pension obligations have accelerated; and illiquid receivables
grow with GDP and the inevitability of business cycles. The book-built, equity cap-
ital markets-led process of distribution of global privatizations and other first-time
stock offerings of non-American companies to a largely international, often actively
trading, institutional investor base, including mutual funds and other money man-
agers seeking higher returns than those offered in the US, has been one innovation.
The diversification and repackaging of pools of illiquid receivables into tradeable
instruments has been the other.

It has not escaped the attention of US investment banks that these trends,
leading them first to London, the rest of Western Europe and Japan, now bring them
to China’s door. It is in China that perhaps the largest potential sustainable de-
mand for these two innovations lies today, the thorough consummation of which, if
desired, will require the professionalization of decision-making in China at a num-
ber of levels. Given the dizzying pace of dissemination throughout the world of fi-
nancial information and execution of financial transactions based thereon, one ex-
pects a certain convergence of ideas,and with that the consolidation of an industry
can be achieved which makes it possible that increasingly homogenized services
can be provided at minimal cost (provided that oligopolistic providers are not per-

mitted to abuse pricing power). This uniformity is heralded in, among other develop-
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Foreword
ments in the developing world, the tremendous strides being made in China to inte-
grate the best of common and civil law. In China, we are witnessing the difficult,
embryonic stage of the consolidation of commercial and pragmatic, decentralized,
fact-oriented rulemaking on the one hand, with a deductive codification of legal ex-
perience from axiomatic first principles on the other hand. These strides run paral-
lel to the more celebrated assimilation of modern science and technology occurring
on Chinese soil today after a prolonged period of indifference to the external world,
and may well result in a culture that is truly original in the world. But for that to
happen, as China embarks on its experiment to integrate its hitherto state-owned
economy into the world, nothing will be more critical than the emergence of au-
thentic agents to whom the government can delegate the burdens and benefits of

achieving corporate immortality.

Frederick Chang
Seattle, Washington
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