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 Corporate Integrity 


The ethics of American corporations are better than their reputation. The 2005 National Business Ethics Survey conducted by the Ethics Resource Center
 showed that American workers have seen improvements in integrity standards in their workplaces in recent years and they view current standards as being quite high. Then, compared to 20 years ago, more U.S. companies are pursuing sound environmental programs, taking greater account of human rights and labor rights issues in their overseas workforces, and being more pro-active to end discrimination against minorities. More U.S. companies are putting more resources into compliance with ethics codes and standards than ever before.

However, many of these achievements are overshadowed by the headlines about corporate fraud, CEO crime,
 greed
 and lying, as well as record fines for wrongdoing.
   So egregious have been the scandalous actions of a number of top corporate executives that restoring public trust in business is certain to be a long-term undertaking.  Further deterioration in public trust may encourage additional governmental regulation of business, with damaging consequences for our free enterprise system.

Moreover, the costs to corporations of scandals are greater than is widely perceived. In cases such as Barings and WorldCom it meant bankruptcy. In many other cases the scale of fines and litigation associated with civil suits has been very substantial; top management and the board of directors has been totally distracted from key business operations; blows to stock market confidence have hit the share price very hard and have had an impact on the company’s finances; damage to relationships with many stakeholders have been severe; and, difficulties have arisen in the recruitment of excellent employees. 

Due to the combination of academic research, surveys, expert reports on companies like Tyco and Fannie Mae that had major crises,
 and best practice examples, understanding of the actions needed to make corporations behave better is growing. An increasing number of scholars (such as Linda Klebe Trevino
, Michael Brown, Ronald Berenbeim,
 Patricia Harned
) are now highlighting the central importance of building an integrity culture in an organization that is driven by leaders who are sensitive to stakeholder perceptions of the ‘tone at the top.’

But, scholarship and advocacy may sound good in theory, but issues of integrity and corporate culture are exceptionally difficult to deal with in the board-room.  Corporate board directors want to focus on concrete actions. Many of them come to meetings with a mindset influenced over many years by legal practice or advice from corporate lawyers. They are familiar with rules, regulations, compliance standards and they are confident about directing management to apply appropriate corporate management systems to ensure adherence to the law.  But integrity and culture sound very fuzzy and herein resides a crucial problem.

However, companies that lack an ethical compass sink?  An ethical compass is not just an ethics code nailed to corporate notice board. It is not just an obscure scrap of paper that, as we saw at Enron, the board can briskly hurl aside when it is most convenient to do so. Long-term successful companies are those that are driven by core values set within a corporate integrity culture. And, after all the scandals of recent times, public prosecutors and officials from the enforcement division of the Securities and Exchange Commission are now looking very closely at companies that appear on their radar screens as to whether they have put in place specific approaches that ensure that they are indeed appropriating in accord with integrity values.

This poses a huge challenge to boards of directors. How often have we heard directors say that they consider the managers of their companies to be honest and decent fellows and therefore they can be trusted? But, such instincts on the part of board members no longer suffice. Somehow boards must get to grips with the vague and fuzzy notions of ethical corporate culture, but how?

  This is a challenge that needs to be faced by the full board of directors and not just a board committee, such as one on governance. The fact is that if the company acts in an unethical manner and this is exposed and hits the front pages of the Wall Street Journal then the damage to almost every facet of the corporate business can be formidable.  To enable the full board to have confidence in the ethical practices of its corporation it needs assurance, above all else, that an integrity culture is being built. 

It is no longer possible for companies to erect vast pyramids of hierarchical management layers where the actions of subordinates are closely monitored by their immediate superiorsd. Employees in companies that seek to be lean and flexible and competitive have to be trusted. Top management has to have a system in place that assures it that its employees know right from wrong, understand that doing business correctly is not a matter of choice, but an absolute necessity. The key to securing such a system rests in ensuring that all employees have shared values. But how does the board of directors feel comfortable that this is really the case?

Directors need to be able to see the vague and good sounding ideas about culture and ethics translated into concrete steps that can be placed within a clear operational framework.  The more straightforward the framework, the easier it becomes for the board to monitor performance. And oversight by the board in this area has now become an imperative. A starting point is the development of a framework based on eight areas of reform.

8 Point Action Proposals for Corporate Cultural Reform

The prime purpose of business is to make profits, but how business sets about this objective is important. At the heart of a corporate integrity culture is the notion that doing the right thing is more important than profit maximization. 

Aaron Feuerstein, former chairman and president of Malden Mills in Connecticut, saw the family firm destroyed by a fire in 1995. He could have pocketed a large insurance settlement and retired. Instead, he rebuilt and he also kept a commitment to pay the approximately 3,000 displaced plant employees their complete salaries and full benefits for 90 days after the fire. "I have a responsibility to the worker," Mr. Feuerstein told Parade Magazine in September 1996. "I have an equal responsibility to the community. It would have been unconscionable to put 3,000 people on the streets and deliver a deathblow to the cities of Lawrence and Methuen. Maybe on paper our company is worthless to Wall Street, but I can tell you it's worth more."
 

At Malden Mills every employee was proud of the integrity leadership and the integrity culture that existed. It was a culture that should serve as a model. A culture based on a code of ethics that guides employee actions, promotes respect for all corporate stakeholders, and assigns top priority to honesty and fairness in dealing with all stakeholders.   

Blame for some corporate scandals can be ascribed to the actions of a few rogue individuals, rather than to top management and the company as whole. Even the strongest ethical corporate culture will be challenged by rogues from time to time. Mostly, the damage they do does not threaten the corporation’s existence, such as the use of bribes to win government contracts in Argentina by the managers of IBM’s subsidiary there. Sometimes the impact of a bad apple is devastating, as was evident with the illicit trading by Nicholas Leeson that led to the collapse of Barings investment bank. There will never be a watertight system to prevent rogues from doing damage, or stop arrogant CEOs from abusing their high offices. But strategies can be developed to promote a corporate integrity culture that can go a long way to both preventing abuse and strengthening an organization. The following are eight actions that can contribute to this goal:  

First, companies need substantive codes of ethics.

These should be reviewed frequently with input from all employees.  IBM does just this and thousands of its employees participate. At Guardsmark, all of the senior managers sign the code each year and all employees are encouraged to participate in a process of regular review and code modernization.

Second, codes need to be current and embrace a comprehensive agenda.
Most corporations need to broaden the scope of their ethics code to include social responsibility issues and to ensure its practical application as it enters increasing numbers of foreign markets where traditions and cultural norms may differ. Top management should promote a code that covers a broad area from compliance, to ethical issues that can impact the corporate reputation, to social responsibility (notably the corporation’s work in the communities in which it operates, and its environmental, labor rights and anti-corruption practices). 

Third, building and sustaining a strong integrity culture requires leadership. 

CEO’s set the “tone at the top.” This means that the CEO needs to be seen to behave in every respect in line with the corporate ethics code. It means that the CEO is constantly aware that he holds a position of trust and that his job is to serve the corporation’s stakeholders (not only shareholders, but also employees and retirees, customers, suppliers, other business partners and the broader public that the company serves with its products).
 The CEO needs to regularly report to the board on the actions he is taking in this area.

Corporations need to determine how best to check the total power of the CEO. A range of approaches can be considered, from splitting the CEO and chairman roles, to two-tier boards.
 And, corporate audit and compensation committees of the board of directors should be filled by genuinely independent directors that have no ties to management. 

Fourth – a crucial component of an integrity culture - there must be a high level of public accountability by top executives and corporate directors and transparency.
Broader acceptance is required by top executives and board directors that they are accountable for the corporation’s ethical behavior to all corporate stakeholders.
 At Royal Dutch Shell, for example, an annual assurance letter process requires senior managers to report to the CEO on the performance of their business or country of operation in following the company’s code. The results are reported to Shell’s Audit Committee of the Board of Directors.  Board audit committees or special high-powered oversight groups
 should consistently evaluate management’s performance relative to the corporate code. 

All publicly listed companies should publish an annual corporate responsibility report.
  These reports should include a review letter signed by the independent directors on the board, attesting to external verification of key areas of corporate practice and thereby underscoring that these are not just reports by the public relations department.
 In an age of transparency corporations have nowhere to hide and these reports should be the leading edge of corporate public reporting. If companies disclose only partial information on an unethical development, then they can be assured that the whole story will eventually enter the public domain, either from the media or public regulators and prosecutors. It is remarkable just how much information exists now across the globe on the activities of individual corporations and their ethics and social responsibility. A couple of mouse clicks to corporate “chat rooms” or to www.ethicsworld.org opens a universe of insight and knowledge.  

Anything short of full disclosure endangers a corporation’s reputation for credibility, which, once soiled, is difficult to restore.  Cover-ups are the road to disaster – smashing reputations and producing often enormous legal problems. Corporate leaders that secure reputations for taking ethical accountability seriously and who demonstrate an understanding of transparency will find that regulators and prosecutors are more lenient and more willing to resolve issues swiftly.
 As we have seen, lingering crises in companies take a large toll on management, boards and on employees.  Corporate leaders who seek to cover up scandals find that punishments levied can be more severe in the U.S. today than ever before.

Fifth, ethics code enforcement is essential
Boards of directors should fire CEOs that misbehave and ensure that such firings are not accompanied by handsome severance pay packages. Employees that are found to pursue serious unethical actions should be made an example of to underscore the importance that top management attaches to operating in line with the ethics code. At Boeing and RadioShack, to take just two examples, boards forced the resignations of CEOs for unacceptable behaviors that damaged the reputation of the companies, even though the malpractice in question did not enrich the individuals.
  

The courts and official regulatory agencies need to reinforce sound corporate behavior by imposing severe penalties on individuals and companies that are guilty of wrongdoing. The penalties need to serve as a deterrent. Lengthy prison terms imposed on some crooked business leaders may serve as a warning to business leaders consumed with greed. Fining companies hundreds of millions of dollars to settle serious corruption cases can also serve as an effective warning to business more broadly.

Sixth, corporations need highly skilled ethics officers.
 

The profession of corporate ethics officer needs to win a higher profile in business and in academia. It should be seen widely as an important profession and career track, rather than just a position derived from corporate counsel or human resources’ departments. The function should equate to that of the corporate general counsel in the top echelon of corporate management. Chief ethics officers should report directly to both the CEO and to the board of directors. This is the case at a few companies, but it should become the norm.

In many companies the chief ethics officer reports to the human resources or legal departments. In an independent report on the integrity failures at Fannie Mae, for example, an expert group headed by former Senator Warren Rudman noted that the decision by the company’s management to place the ethics and compliance offices in a litigation section of the Legal Department “was inappropriate in that it appeared to compromise the independence of the ethics and compliance program and limited its status and visibility within the organization.”
 

In a recent media report on a harassment case in Toyota North America the company’s legal counsel, obviously assigning higher importance to the best short-term interests of his client, than to correcting a terrible situation, allegedly suggested to the victim of harassment that she should seek employment elsewhere rather than continue her complaint.
 

Seventh, living the code calls for a combination of communications, training and incentives for performance.
 Corporations need to deploy effective internal communications and ethics training
 to secure buy-in by all employees and regularly measure progress. Managers need to see an impact on their personal compensation as a result of their performance relative to the corporate code, with penalties for failures and with bonuses for managing difficult and challenging situations.   

Eighth, greater encouragement of whistleblowers is essential. Top management needs to encourage whistleblowing by employees when they see unethical practices.
 The National Business Ethics Survey in 2005 found that of employees who reported misconduct, 48% received positive feedback, while 52% did not. It also found, that of employees who reported misconduct, 22% experienced retaliation, while 78% did not.
  Corporate leaders need to focus on curbing the fears of employees that their whistleblowing will damage their own careers.  

Strengthening Board Confidence

These eight sets of proposals aim to provide a framework for creating and sustaining an integrity culture within corporations.  Together they serve as a guiding framework for action that boards of directors can understand and monitor. Boards have no choice today other than devote time to ensuring that the values daily adhered to by all corporate employees are those that meet the highest standards. The risks of failure here are now too great, thanks to what sometimes seems like an endless saga of corporate malfeasance. 

Boards can approve frameworks that embrace the eight suggestions made here, call upon management to flesh-out each individual proposal and develop a monitoring process. The fact is that public trust in business will not be repaired unless many more corporations build integrity cultures and are clearly seen to be applying them.  

Further deterioration in public trust may strengthen pressures for greater governmental regulation of business. The incredible strength of the American corporation derives from a philosophy of government (unlike that which prevails in much of Europe and Japan) that seeks to minimize official regulation and maximize the application of voluntary standards by business so that pragmatism rules and competitive thrives. The more ethical lapses that come to light now, so the more the philosophy gets eroded. The Sarbanes Oxley Act was just one response – adding costs to business. Thus, at stake in securing corporate ethical cultures is the very basis and nature of business entrepreneurship in this country – it is too great a stake for boards of directors to sit back and just trust their instincts when it comes to leaving issues of integrity just to management.

=======================================

� The Ethics Resource Center’s 2005 National Business Ethics Survey � HYPERLINK "http://www.ethics.org" ��www.ethics.org�


and � HYPERLINK "http://www.ethicsworld.com/ethicsandemployees/nbes.php" ��http://www.ethicsworld.com/ethicsandemployees/nbes.php�





� Dr. Wesley Cragg, Voluntary Codes Research Group and Director of the George R. Gardiner Programme in Business Ethics, Schulich School of Business, York University, work on ethics codes, globalization and CSR as well as his ”Compendium of Ethics Codes” at � HYPERLINK "http://www.ethicsworld.com/corporategovernance/corporateethicscodes.php#york" ��http://www.ethicsworld.com/corporategovernance/corporateethicscodes.php#york�





� Bernie Ebbers’ (former Worldcom CEO) prison sentence for securities fraud and conspiracy � HYPERLINK "http://www.ethicsworld.org/news.php" ��www.ethicsworld.org/news.php�.





� Verizon case study on the role of compensation consultants in rising executive pay; coverage of Wachovia Vice Chairman’s $135 million severance package; an editorial on the SEC’s Landmark Compensation Disclosure Regulations and a speech by SEC chairman Christopher Cox:  � HYPERLINK "http://www.ethicsworld.org/corporategovernance/executivecompensation.php" ��http://www.ethicsworld.org/corporategovernance/executivecompensation.php�





� In May 2006, for example, Boeing agreed to a $615 million fine and Fannie Mae agreed to a $400 million fine. These are record payments in cases to settle charges brought by U.S. official regulators. They follow, for example, fines of more than $1.6 billion to a number of major financial services firms to settle charges that they misled investors  in the technology stock ‘bubble’ of the late 1990s and early in this decade. Many examples at � HYPERLINK "http://www.ethicsworld.com/news.php" ��http://www.ethicsworld.com/news.php�





� EthicsWorld Report on the Fannie Mae scandal and the “Rudman Report” (Report to the Special Review Committee of the Board of Directors of  Fannie Mae) � HYPERLINK "http://www.ethicsworld.org/ethicsandemployees/managingworkplaceethics.php#fanniemae" ��http://www.ethicsworld.org/ethicsandemployees/managingworkplaceethics.php#fanniemae�





� Landmark research by Linda Trevino and Michael Brown for the Ethics Research Centers Fellows Program on moral management and corporate culture � HYPERLINK "http://www.ethicsworld.com/ethicsandemployees/ethicsleadership.php#moralperson" ��http://www.ethicsworld.com/ethicsandemployees/ethicsleadership.php#moralperson�





� Ronald Berembeim’s, of the Conference Board, essay “Defining the Corporate Ethics Brand” at � HYPERLINK "http://www.ethicsworld.com/ethicsandemployees/viewsandanalysis.php#def" ��http://www.ethicsworld.com/ethicsandemployees/viewsandanalysis.php#def� and “Why Ethical Leaders are Different” at � HYPERLINK "http://www.ethicsworld.com/ethicsandemployees/ethicsleadership.php#bbb" ��http://www.ethicsworld.com/ethicsandemployees/ethicsleadership.php#bbb�





� President of the Ethics Resource Center. Links menu on EthicsWorld’s home page � HYPERLINK "http://www.ethicsworld.org" ��http://www.ethicsworld.org�





� He won the Pace Award of the ERC’s Fellows Program in 2004. � HYPERLINK "http://www.ethics.org/fellows/pace_recipients.html#af" ��http://www.ethics.org/fellows/pace_recipients.html#af�





� The Ethics Resource Center has long been an authoritative source of knowledge on ethics codes (� HYPERLINK "http://www.ethics.org" ��www.ethics.org�). Then also see work by Dr. Cragg as noted in endnote 15 above. � HYPERLINK "http://www.ethicsworld.com/corporategovernance/corporateethicscodes.php" ��http://www.ethicsworld.com/corporategovernance/corporateethicscodes.php�





� A recent scandal involving the personal ethics of RadioShack’s former CEO, David Edmondson, who resigned after questions of his personal ethics were made public, highlights the increasing pressure on Boards of Directors to ensure that the corporate code of conduct applies to the CEO and that he can serve as an outstanding ethical role model for the company. Report on the RadioShack case: � HYPERLINK "http://www.ethicsworld.org/ethicsandemployees/ethicsleadership.php#p" ��http://www.ethicsworld.org/ethicsandemployees/ethicsleadership.php#p�. 





� Mistrust and public battles between members of the Supervisory Board and the head of the Managing Board at Germany’s VW in 2005 and early 2006 highlighted the problems that can exist even in a system designed to ensure that no single individual wields too much power. � HYPERLINK "http://www.ethicsworld.com/corporategovernance/boardroomreform.php" ��http://www.ethicsworld.com/corporategovernance/boardroomreform.php�





� A report by several leading UK institutions underscores the importance of boardroom accountability for good corporate citizenship and provides recommendations for boardroom reform.  � HYPERLINK "http://www.ethicsworld.org/corporategovernance/boardroomreform.php#y" ��http://www.ethicsworld.org/corporategovernance/boardroomreform.php#y�





In his essay: “All the Rage: Will Independent Directors Produce Good Corporate Governance?”  Peter J. Williamson of the American Enterprise Institute questions the conventional wisdom that hiring independent directors alone will prevent corporate fraud. � HYPERLINK "http://www.ethicsworld.org/corporategovernance/boardroomreform.php#all" ��http://www.ethicsworld.org/corporategovernance/boardroomreform.php#all�





� Shell has a board “Social Responsibility Committee” that reviews corporate policies and performance with respect to its Business Principles, health-safety-environmental standards and major issues of public concern. The Committee consists of three independent directors.





� Read the CSR reports of several top companies such as Shell, Dell, WPP, and Merck � HYPERLINK "http://www.ethicsworld.org/corporatesocialresponsibility/corporatecsrreports.php" ��http://www.ethicsworld.org/corporatesocialresponsibility/corporatecsrreports.php�





� “The Shell Sustainability Report,” for 2005, for example, contains a letter by an ‘External Review Committee’ of five prominent individuals associated with Transparency International, World Resources Institute, Institute for Environment and Development (Beijing), Living Earth, and the Danish Institute for Human Rights.    





� The rewards of good corporate reputation often come in the form of prestigious and highly publicized surveys such as Fortunes Most Admired Companies, which can be viewed (along with other key surveys and articles on corporate reputation) at � HYPERLINK "http://www.ethicsworld.org/corporategovernance/corporatereputation.php" ��http://www.ethicsworld.org/corporategovernance/corporatereputation.php�. Poor ethics and governance can also find its way into important surveys many of which are closely watched by investors. For example, see CalPERS Focus List on Poor Governance � HYPERLINK "http://www.ethicsworld.org/corporategovernance/surveysandtrends.php#calpers" ��http://www.ethicsworld.org/corporategovernance/surveysandtrends.php#calpers�.





� A number of articles on the following link relate both to CEOs being forced to resign as well as to the key factors that come together to yield the profile of a model leader. � HYPERLINK "http://www.ethicsworld.com/ethicsandemployees/ethicsleadership.php" ��http://www.ethicsworld.com/ethicsandemployees/ethicsleadership.php�





� Over the last few years, record fines have been imposed on several companies and individuals such as Boeing ($615 million to settle bribery investigations), the Former CEO of Gemstar ($22.3 million as a civil penalty for securities fraud), and Freddie Mac ($3.8 million for illegal political contributions).  � HYPERLINK "http://www.ethicsworld.org/news.php" ��http://www.ethicsworld.org/news.php�.





� For more information on the work of Ethics Officers, see the Ethics Officers Association, on EthicsWorld’s links and meeting page, � HYPERLINK "http://www.ethicsworld.org/linksandmeetings.php" ��http://www.ethicsworld.org/linksandmeetings.php�





� � HYPERLINK "http://www.ethicsworld.com/ethicsandemployees/managingworkplaceethics.php" ��http://www.ethicsworld.com/ethicsandemployees/managingworkplaceethics.php�





� “How Major Companies Respond to Top Level Sexual Harassment: A Toyota Case Study,” a report on the Toyota scandal at � HYPERLINK "http://www.ethicsworld.org/ethicsandemployees/managingworkplaceethics.php#toyota" ��http://www.ethicsworld.org/ethicsandemployees/managingworkplaceethics.php#toyota�.





� For an example of the importance of and difficulties involved in creating effective employee ethics training programs, see “Ethics at Work: Creating Virtue at an American Corporation,” by Daniel Terris, Director of Brandeis University’s International Center for Ethics, Justice and Public Life. With the cooperation of Lockheed Martin, Terris spent two years examining the company’s employee ethics program, a program Lockheed began developing in the late 1980s—before merging with Martin Marietta, and after being caught in overseas-bribery and government-overcharging scandals spanning. � HYPERLINK "http://www.ethicsworld.com/ethicsandemployees/managingworkplaceethics.php#s" ��http://www.ethicsworld.com/ethicsandemployees/managingworkplaceethics.php#s�





� Case studies of two health supply companies Guidant Corporation and Medtronic, reveal the consequences of and ethical dilemmas involved in whistleblowing. � HYPERLINK "http://www.ethicsworld.org/ethicsandemployees/whistleblowinghotline.php" ��http://www.ethicsworld.org/ethicsandemployees/whistleblowinghotline.php�


� Research by the Ethics Resour5ce Center and its National Business Ethics Survey 2005 � HYPERLINK "http://www.ethicsworld.com/ethicsandemployees/whistleblowinghotline.php" ��http://www.ethicsworld.com/ethicsandemployees/whistleblowinghotline.php�
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