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n popular folklore and mythology in 
almost every culture we find tales of 
m y s t e r i o u s c r ea tu re s capable of 

changing physical form or shape — "shape 
shifters," the ancients dubbed them. Such 
legends live on today. Shape shifters are 
capable of making major al terations to 
their general appearance. 

Sometimes it seems as though shape-
shifting is becoming a dominant theme 
in today's capital market t rends—with 
some of these metamorphoses , it's hard 
to know if we are looking at something 
real and s u b s t a n t i v e or s o m e t h i n g 
metaphorical or hypothetical. It could just 
be a theory floated about, the beginning 
of a t rend, or the end of an era. 

During the last months of 2007 and first 
months of 2008 there were a number of 
potential shape-shifts, and you can fig
ure out for yourself if these were fantasies, 
the beginnings of myths, or reality. Per
haps only time will tell. Some say the most 
important thing about shape-shifting is 
whether it is voluntary or imposed. 

The Federal Reserve: shape-
shifting in earnest 
The big news in commercial and mortgage 
banking, capital markets, and regulatory 
news is the subpr ime credi t cr is is , or 
"mortgage meltdown," that began in the 
United States and soon swept through 
capital markets around the globe. Com
mercial banks and investment banks for 
months have been announcing billions-
upon-bil lons of dollars in nonperform-

ing or underperforming 
assets, reserve set-asides 
for bad loans, write-offs 
and w r i t e - d o w n s , and 
more. The total tab could 
exceed $500 b i l l ion or 
more before we are out of 
the crisis. 

The shape-shif t here 
was originally triggered, 
we submit , by the 1999 
demolishment by the fed

eral government of the seven-decades-
old p r o t e c t i v e b a r r i e r s tha t ex is ted 
between deposi tory inst i tut ions (banks 
and thrifts) and the investment bank
ing and brokerage organiza t ions . The 
Glass-Steagall Act, a Depression-era law, 
even tua l ly b e c a m e an a n a c h r o n i s m 
according to market players because in 
the global marketplace "financial super
markets" would rule the roost. Thus large 
b a n k s — C i t i b a n k , Bank of A m e r i c a , 
Chase — could combine with major Wall 
Street houses to create the holding com
pany supermarkets of the future, such 
as JPMorgan Chase . The n u m e r o u s 
b a n k / b a n k hold ing company consol i 
dations that took place from 1995 through 
2002 were impor tan t shape-shifts that 
set the s tage for the c red i t c r i s i s of 
2007-2008 (and beyond?) . 

The Federal Reserve System was estab
lished in 1912 and s t ructured over the 
years , among o the r t h ings , to assure 
safety and s o u n d n e s s in c o m m e r c i a l 
banking . And its shape-shift: The Fed 
stepped in to ensure the soundness of 
the entire capital market by setting up 
conditions for a supermarket (i.e., JPMor
gan Chase) to acquire the damaged assets 
of one of the market 's largest brokerage 
players, Bear Stearns. "Fed Rescues Wall 
Street," the newspaper headl ines read. 
In essence, the central banker assured 
the capital markets that it would step in 
to support the mortgage investment pools 
(mortgage-backed obligations) that Bear 
Stearns had packaged and peddled to 
investors in the US and abroad to pre-
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vent a domino-effect of defaults. (The Fed's 
commi tmen t was up to $30 bil l ion in 
this t r ansac t ion . Soon after, $100 bil
lion was made available in loans to cash-
s t rapped banks via auctions.) 

Bear Stearns would be shotgun-wed 
to JPMorgan Chase at a fraction of the 
company's share value just days earlier, 
although that transaction is still not com
pleted. Did the Federal Reserve inter
ven t ion in i n v e s t m e n t b a n k i n g and 
brokerage represent a shape-shift for the 
central bank? Did the Fed decide to bail 
out risky players? If the mortgage crisis 
deepens, if more deposi tory inst i tut ions 
get in t rouble, if more investment pools 
fail—if, if, if—the Fed may very well have 
shape-shifted into an entirely new kind 
of surety agency for the capital markets . 
For better (saving the markets from them
selves) or for worse (assuming the risk 
for nondepos i tory ins t i tu t ions) . 

Reregulating the US capital markets 
Secretary of the Treasury Henry M. Paul
son is a Wall Street man — he was a for
mer par tner and leader of the powerful 
Goldman Sachs organizat ion before he 
went to Washington to assume one of 
the most important cabinet posts. There's 
an old tale the tour guides tell as you 
circle the sixteen-acre compound that 
is the White House grounds: The Presi
dent 's House (the name of the White 
House for many years) is right next door 
to the Treasury building so that the head 
of state can keep an eye on the money and 
the Treasury people . But since most of 
the Treasury leaders come from Wall 
Street, perhaps there is in reality an inter
esting form of public policy shape-shift 
here as well: The Treasury secretary is lead
ing the Bush adminis t ra t ion parade and 
keeping an eye on the head of state for 
the capital markets! It seems this may 
be the case, anyway, given the bold pro
n o u n c e m e n t s by Sec re t a ry Pau lson 
regarding the future state of regulation 
of banking , capital markets organiza
t ion, and other mat ters . 

The US Treasury 's "Bluepr in t for a 
Modernized Financial Regulatory Struc
ture" spells out recommended short- and 
long- term res t ruc tur ing of capital mar

kets and bank ing systems. "Our chal
lenge," Secretary Paulson commented , 
"is to thoughtfully evolve to a more flex
ible, efficient and effective safety and 
soundness regulatory framework."1 Would 
this be akin to hanging out a window to 
change a flat tire on a speeding car, given 
the ever-changing crisis condi t ions and 
the "financial meltdown" we are experi
encing in spring 2008? 

This really would be a major shape-shift 
if all or major par ts of the framework 
were enacted. Among other things, there 
would be a new federal commission for 
mor tgage o r ig ina t ion to pro tec t con
sumers; the President's Working Group 
on Financial Markets would be upgraded; 
and the Federal Reserve's "liquidity pro
visioning" (read: market bailout) would 
be "clarified." A "top cop" might oversee 
all financial regulations (vs. the patch
work of today's various "cops" oversee
ing different parts of the financial system). 

A whole new regulatory structure could 
emerge if Secretary Paulson and others 
drive the reform process to success. This 
is a cont inuat ion of the initiative begun 
in 2007 and outl ined in a pr ior issue2 to 
rol l back S a r b a n e s - O x l e y and o t h e r 
reforms launched at the Conference on 
US Capi ta l Marke ts Compe t i t i veness 
convened by the secretary. The kinds of 
reforms considered were publ ished in 
the Federal Register in October 2007, 
p rompt ing hundreds of letters to flow 
in, noted the Treasury. 

While many details are still forming, 
if adopted these types of reforms would 
be a major shift in the shape of securi
ties and banking regulat ions, the most 
impor tan t in seventy years. 

ISS says no to AT&T management 
The corpora te proxy voting season of 
2008 — peak v o t e - c a s t i n g season is 
Apr i l -June, but proxy voting continues 
to year-end—was being shaped by share
holder activists and other events as early 
as the end of peak season 2007, as vot
ing outcomes from last year's contests 
were be ing e x a m i n e d . A n u m b e r of 
observers have been saying for months 
now that the 2008 votes, while as numer
ous in number as in 2007 and prior years, 
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were best seen as a preview of what is to 
come in 2009. The proxy battles of 2009 
could be the most dramat ic in years, as 
shareholders and their advocates and 
coali t ions square off against corporate 
executives and boards . 

In terms of shape-shif t ing, for three 
decades the increasing focus by activists 
and advocates on the corporate ballot 
box to effect change in the boa rd room 
and corporate suites were found in two 
main streams of thought : (1) the focus 
on corporate governance issues and (2) 
the focus on social and environmenta l 
issues. There were usually separate and 
distinct players for each set of issues and 
different tactics employed, with not too 
much crossover or cooperat ion. 

Over the past five years, however, there 
was an impor tant shape-shift: these two 
streams came together to form a mighty 
river of change, speaking metaphorically, 
with a focus on a more common approach: 
analyzing the company's record on envi
ronmental, social, and governance (ESG) 
issues. Based on numerous conversations 
this writer has had with US corporate 
managers and board members, there is still 
a lagging awareness and acceptance (or 
at the least, acceptance) of the impor
tance of this merg ing of sha reho lde r 
in teres ts , and the power of forces for 
change behind the owners' focus on ESG. 
This is not true for European Union man
agers we speak with; they are more famil
iar wi th and more comfor t ab l e wi th 
shareholder focus on ESG. But ESG is 
going to loom large in 2009 proxy con
tests in the US, we predict . 

Sometimes a powerful shift in attitude 
triggers massive change. RiskMetrics — 
owners of Institutional Shareholders Ser
vices (ISS), which typically focuses on 
t radi t ional corporate governance issues 
(board compos i t ion , e lect ion, etc.) — 
embraced the philosophical importance 
of the board of directors ' oversight of 
political contributions made by the com
pany and the disclosure of such contr i 
bu t ions . Here is a critical shape-shift: 
For the previous three voting seasons, 
ISS opposed shareholder-sponsored res
olutions that called on AT&T to disclose 
con t r ibu t ions to pol i t ical par t ies and 
individuals running for office and to have 

the b o a r d oversee th is ac t iv i ty . ISS 
reversed this posit ion in 2008. 

Now ISS, the largest of the corporate 
governance rating entit ies and a major 
player in proxy voting, Domini Social 
Investments , and the Center for Politi
cal Accountability, a nonprofit and non
par t i san advocacy group that works to 
bring transparency and accountability to 
corpora te poli t ical spending, are call
ing on AT&T to disclose its political con
t r ibu t ions . 

Whereas in the past ISS had resisted 
being involved in such social issues, now 
it is effectively saying, "Shareholders 
have a right to know how the companies 
they own are exer t ing pol i t ical influ
ence. This in format ion has been kept 
from investors—and the broader public— 
for far too long. If Verizon can disclose 
th is i n f o r m a t i o n , why can' t AT&T?"3 

(Verizon agreed in 2007 to report annu
ally on po l i t i c a l c o n t r i b u t i o n s after 
Domini filed shareholder resolutions for 
three consecutive years on the issue.) 

And we see ISS/RiskMetrics repeat
edly using the terms "accountability" and 
"greater t ransparency" in its discussions 
of corporations: these are important "shift" 
terms, linking governance and social issue 
advocates in the public dialogue on proxy 
issues. Corporate executives and boards 
should not underest imate the important 
shape-shift that occurred here. 

This shift takes place as the tally for 
socially responsible investment (SRI) in 
equities continues to rise: From 2005 to 
2007, says the Social Investment Forum, 
professionally managed SRI funds rose 
17% in assets to $2.71 tr i l l ion total, in 
one or more core strategies: screening (neg
ative and posi t ive) , shareholder advo
cacy, and community-based investment. 
These findings clearly define one of the 
two "streams of thought" above (social 
and envi ronmenta l concerns) . 

Public pension funds and divestment 
The public employee pension fund man
agers in the US oversee $3 tr i l l ion plus 
in assets, and a good number of these 
funds have been active players in both 
corpora te governance (CalPERS) and 
social investment (New York City funds). 
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More than twenty states have passed laws 
compel l ing publ ic employee pens ion 
funds to divest from companies doing busi
ness in or with, say, Iran or Sudan. 

Now, an impor t an t shape-shift may 
be taking place: While a number of state 
legislatures have considered draft bills 
that would force the funds to divest from 
companies doing business with certain 
states, most fund t rus tees oppose the 
handcuffs that would be put on them. 
With markets in turmoi l over the credit 
crisis , there is shape-shi f t ing in state 
capi ta ls . Some legis la tors , governors , 
and fund leaders are main ta in ing that 
while well- intent ioned, such bills could 
add even more costs to pens ion fund 
overhead and reduce flexibility for invest
ing even as market r e tu rns have gone 
negative. Beneficiaries won't like that! 
And focusing on social issues could vio
late in some way the fund managers' fidu
ciary responsibilities to generate the best 
re turn on investment. This bears watch
ing as the shape-shif t ing is still going 
on—violence against the US originat

ing in a target country will create broad 
public support for this type of divestment. 

Summing up, shape-shifting is both real 
and metaphorical or allegorical in the US 
capital markets. Sometimes major events, 
p o s i t i o n e d as i m p o r t a n t changes in 
investor attitudes, fizzle out. Other times 
a real sh i f t ing in ac tua l shape takes 
place — as might happen if the secretary 
of the t reasury and other market play
ers can br ing about "moderniza t ion" of 
the financial regulatory framework. Watch 
the events outlined here, along with oth
ers, and decide: Did the mythical and 
mysterious "shape-shift" take place? 
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