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 Everyone likes a good crime storyé 

é But why is research into misconduct so hot now?  



Two central reasons 

1. Misconduct events allow us to identify tests 

about corporate governance, financial 

reporting, market efficiency, reputation, and 

regulation. 

2. Availability of electronic data on misconduct 

(or ñfraudò) events. 



Identification is more than a statistical criterion: 

Adam Smithôs invisible hand 

[Each person] generally, indeed, neither 

intends to promote the public interest, nor 

knows how much he is promoting it é he 

intends only his own gain, and he is in this 

é led by an invisible hand to promote an 

end which was no part of his intentioné By 

pursuing his own interest he frequently 

promotes that of the society more effectually 

than when he really intends to promote it.  

   ï Adam Smith 
 

(IV.ii.6-9, page 456 of the 1776 Glasgow Edition of 

Smithôs works; vol. IV, ch. 2, p. 477 of 1776 U. of Chicago 

Edition.) 
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Not always?  When does 

the pursuit of self-interest 

not promote societyôs 

interest? 

Monopolies 

Externalities 

Distributional concerns 

Behavioral biases 

é What else?  
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What about liars, cheats, and thieves? 

Former Tyco International CEO 

Dennis Kozlowski 

ï One of theTop 25 Managers 

of the Year  (Business Week 

magazine in 2001) 

ï Now Prisoner 05A4820, in 

jail 



What to do? 

Å A more activist SEC is what s needed.  

 ï The Christian Science Monitor 

 

Å It s time to stop coddling white-collar crooks.  Send 

them to jail ... Enough is enough:  They lie, they cheat, 

they steal and they ve been getting away with it for too 

long.  

   ï Fortune magazine 
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Now hereôs a solutioné 

The first thing we do, let's kill all the lawyers.   

 ï William Shakespeare, in Henry VI 

 

é[L]et's kill all the accountants.   

 ï New York Daily News 

9 



The economic problem 

ÅFraudulent, deceptive, and opportunistic behaviors are 

difficult to control.  

ïInformation and contracts are costly 

ïContracts are incomplete 

ïContracts are costly to enforce 

ÅBuyers demand discounts, and sellers demand 

premiums, for the expected amount of cheating by their 

counterparties (Akerlofôs lemons problem). 
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é Leading to the Marxist problem. 

Å Thatôs Groucho Marx: 

 I donôt want to trade with anyone 

who is willing to trade with meé 
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Akerlofôs lemons problem à la Dilbert 
 



What keeps it all together? 
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Why is fraud not the norm in most transactions? 



What deters fraud:  Three legs of a stoolé 

1. Regulations and regulators   

2. Personal ethics and integrity 

3. Market forces 

ïRepeat contracting, trust, and 
reputation 
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Obvious once you point it out, but 

underappreciated 



This is where misconduct research has power 

ÅMisconduct events are the counterexamples in which 

governance, reporting, monitoring, and/or market 

efficiency break down. 

ÅThey facilitate research into how and where 

governance, reporting, monitoring, and markets work.  
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Examples of recent insights from misconduct 

research 

Å Reputation (i.e., market penalties) is the primary deterrent to 

financial misconduct and consumer fraud;  legal penalties are the 

primary deterrent to bribery and environmental violations (survey 

paper 2012).  

Å Internal governance works faster and with less cost than external 

sanctions for managerial misconduct (papers with Lee and Martin 

JFE 2008, and with Hazarika and Nahata JFE 2012).  

Å Short sellers yield large external monitoring benefits (Dyck, Morse, 

Zingales JF 2010;  paper with Lou JF 2010). 

Å The cost of capital depends on firm reputation and financial 

transparency (Graham, Li, and Qiu JFE 2008; Murphy, Shrieves, 

and Tibbs JFQA 2009). 
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Why is misconduct research so hot? 

Data availability 

ÅGAO restatements database 

ÅAudit Analytics restatement database 

ÅStanfordôs Securities Class Action Clearinghouse 

ÅSECôs Accounting and Audit Enforcement Releases 

(AAERs) 

17 



Ideal empirical test design 

Test group: 

Experimental drug 

Control group: 

Placebo 

Compared toé 

Apply 

treatment 

Pre-treatment 

symptoms 

Post-treatment 

symptoms 



Data-related challenge ï Tainted control group 

Test group: 

Experimental drug 

Control group: 

Experimental drugs mixed 

with placebo  

Compared toé 



Data-related challenge ï Tainted test group 

Test group: 

Placebo mixed with 

experimental drug 

Control group: 

Experimental drugs 

mixed with placebo  

Compared toé 



Data-related challenge:  Timing is way off 

Test group: 

Experimental drug 

Control group: 

Placebo 

Compared toé 

Treatment 

applied 

Six months(!) 

Researcherôs 

assumed treatment 

date 



Why do these problems arise in financial misconduct research?   

An example:  Brocade Communications, Inc.  

June 10, 2005:  SEC begins 

a formal investigation 

January 6, 2005:  Brocade press 

release ï 2001-03 statements 

will be restated   

March 10, 2005:  SEC 

begins an informal inquiry  



An example:  Brocade Communications, Inc.  

Brocade issues four restatementsé 



An example:  Brocade Communications, Inc.  

é a class action lawsuit is filed and settledé 



An example:  Brocade Communications, Inc.  

é and the SEC issues 15 different Administrative Proceedings or 

Litigation Releases ï the last on October 13, 2011 é 



An example:  Brocade Communications, Inc.  

é For a total of 23 unique event days with specific 

incremental information about Brocadeôs misconduct and its 

consequences. 


