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TABLE 1.3

ETHICS RISKE MANAGEMENT
PRINCIPLES

officer with ongoing responsibility for discovery, assessment, and reporting to
the CEO and audit committee of the board, are logical steps to take as well.
Reward recognition should be accorded to employees who bring issues for-
ward. Prevention is the most important aspect of crisis management and ethics
risks have a nasty way of becoming crises if not diagnosed early enough.

The principles of ethics risk management are summarized in Table 3.3. As
the importance of maintaining the support of stakeholders becomes more
apparent and widely accepted, ethics risk management will become a normal
element of the due diligence requirements for a board of directors and a sig-
nificant part of management’s responsibility.

CONFLICT OF INTERESTS

Conflict of interests has been a subject of extreme importance in recent scan-
dals where agents and professionals failed to exercise proper judgment on
behalf of their principals. In the Enron fiasco, senior officers, lawyers, and pro-
fessional accountants acted in their own self-interest rather than for the bene-
fit of the shareholders of Enron. The conflict between the selfinterest of the
decision makers and the interest of the shareholders interfered with the judg-
ment being applied, causing the interests of the shareholders to be subjugated
to the self-interest of the decision makers. As a result, Enron declared bank-
ruptcy, investors lost their savings, and capital markets lost credibility and fell
into a turmoil. As a result, the governance frameworks for corporations and
professional accounting will be changed forever.

Stated simply, a conflict of interest occurs when the independent judgment
of a person is swayed, or might be swayed, from making decisions in the best
interest of others who are relying on that judgment. An executive or employee
is expected to make judgments in the best interest of the company. A director
is legally expected to make judgments in the best interest of the company and
its shareholders, and 10 do so strategically so that no harm and perhaps some
benefit will come to other stakeholders and the public interest. A professional
accountant is expected to make judgments that are in the public interest.

Decision makers usually have a priority of duties that they are expected o
fulfill. A conflict of interest confuses and distracts the decision maker from that
priority of duty, resulting in harm when legitimate expectations are not ful-
filled. This situation is illustrated in Figure 3.5 where a decision maker (D)) “has
a conflict of interest if, and only if, (1) D is in a relationship with another (F)
requiring D to exercise judgment in P's behalf and (2) D has a special uufrc::t
tending to interfere with the proper exercise of judgment in that relationship.™

" Comflict of Interest i the Profesions, edited by Michael Davis and Andrew Stark, Ondford University
Press, 2001, Note that D and P can be a person or a corporate body. Davis uses only P
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FIGURE 1.5

CONFLICT OF INTEREST FOR A _
DECISION MAEER

FIGURE 3.6

TYPES OF CONFLICT OF
INTEREST

A, decision malker (D) “has o conflict of interest if, and only If,
{1} D iz in @ relotionship with another (P) requiring D
to exercise judgment in Ps behalf and
{21) O has a speciai interest tending to interfere with the
proper exercise of judgment in thot reletionship.”

A conflict of interest is potential if, and only if, D is not yet in a situation
where he or she must (or, at least, should) make that judgment. A conflict of
interest is actual if, and only if, D is in a situadon where he or she must (or, at
least should) make that judgment.” Sometimes the term apparent conflict of
interest is used, but it is a misnomer because it refers to a situation where no
conflict of interest exists, even though due to lack of information someone
other than D would be justified in concluding (however tentatively) that D
does have one.® Figure 3.6 illustrates these concepts.

Potential i Actual

TR

Decision Point

Nonexistent s Apparent mp Imaginary

A special or conflicting interest could include "any interest, loyalty, con-
cern, emotion or other feature of a situation tending to make D's judgment
(in that situation) less reliable than it would normally be, without rendering D
incompetent. Financial interests and family connections are the most common
sources of conflict of interest, but love, prior statements, gratitude, and other
subjective tugs on judgment can also be™ relevant. Table 3.4 provides a list of
causes of conflicting interests.

Ibid. 15.
"Ibid. 18.
"hid. 9.
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TABLE 3.4

CAUSES OF CONFLICTING
INTERESTS

Concern over a conflict of interest stems from:

= The fact that people who are relying upon D's decision may be harmed
if D does not respond or compensate.

» If D knows or should have known, but does not tell P, then D is perpe-
trating a deception.
= If D's judgment will be less reliable than it ordinarily is.

A conflict of interest is more than just bias, which can be measured for and
adjusted. However, due to the unknown nature and rhcrcfnrc extent of the
influences, concern should be for any tendency toward bias.'”

Management to Avoid and Minimize Consequences

To remedy the concerns over a conflict of interest, three general approaches
should be considered: (1) avoidance, (2) disclosure to those stakeholders rely-
ing upon the decision, and (3) management of the conflict of interest so that
the benefits of the judgment made outweigh the costs.

Avoidance is the preferved approach if the appearance of having a conflict of inter-
est can be auoided as well the reality. The appearance of having a conflict can often
be as harmful to the decision maker’s reputation as having a real conflict
because it is almost impossible to recover lost credibility and reputation with-
out extreme effort and cost, and then only with luck. Consequently, for exam-
ple, it is advisable to provide rules against giving or receiving kickbacks since
it is difficult to argue later that they really didn’t matter.

Ihid. 11, 12
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TABLE 3.5

MANAGEMENT OF
CONFLICTING INTERESTS

Management of potential conflicts is a potentially useful approach if avoid-
ance is not possible and the cost-benefit trade-off of management measures is
favorable, The probability that reputation will be lost and the related cost must
be taken into account in the trade-off analysis. The important aspects related
to the management of conflicts of interest are identified in Table 3.5.

The frst step in the process of managing to defend against these influ-
ences is to ensure that all employees are aware of their existence and conse-
quences. This can be done through codes of conduct and related training.
One of the items that should be covered in the training is the slippery slope
problem where an individual can be enticed into a relationship by a seemingly
innocuous request for a small favor, then a larger one, and then find that they
are told that unless they go along with a serious infraction, their past secrets
will be revealed. The start of the slope is too gentle for some to notice, but the
slope becomes steeper and more slippery very quickly.

The second step is to creale an understanding of the reasons: why the
employer cannot afford unmanaged conflict of interest situations; and why
guidelines have been developed to prevent their occurrence, their exploration
through counseling if recognized, their reporting if they have occurred, as well
as penalties for their occurrence and nonreporting. Annual written confirma-
tions of ethical behavior and adherence to the employer's code of conduct
should include reference to conflicts of interest encountered by the signatory,
and those identified involving others,

One set of guidelines that can prove helpful are those that specify when it
may be acceptable to give or accept a gift or preferential treatment. Useful
questions to ask in this regard are shown in Table 3.6. They are intended to
assess whether the offering is likely to sway the independent judgment of the
professional. Obviously something worth a very modest amount, perhaps
under $100, that is offered to a group of people as a publicity venture is much
less of a problem than a high+value item offered to one person who has con-
siderable influence over the fortunes of the giver.

Additional reinforcement of problems and good examples through public-
ity will also serve to keep the awareness and understanding fresh. Compliance
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TABLE 1.5

GUIDELINES FOR ACCEFTANCE
OF GIFTS OR PREFERENTIAL
TREATMENT

systems must be in place to provide another type of reinforcement, with
appropriate penalties for significant wrongdoings.

Agency Theory, Ethics and Sears

Directors, executives, and professional accountants should appreciate that
incentive systems that they use to motivate employees can provide appropri-
ate or inappropriate reinforcement, depending on the way in which they are
designed. In many ways, the stock option plans available to executives in the
Enron, WorldCom, Waste Management, and Sunbeam cases were responsible
for motvating them to the detriment of all stakeholders involved.

According to agency theorists, shareholders expect and hope managers,
and in turn nonmanagerial employees, will behave in line with the goals set for
the corporation. In their terms, the principals or shareholders hope that their
agents will be motivated to act as the principals wish. Incentive systems and
punishment systems are created to try to influence the agents to stay on the
right path. Clearly, as the public’s expectations for corporate performance
now include ethical standards, the reward and punishment systems set up
should also reflect ethical dimensions or shareholders will be disappointed. In
fact, the corporation’s strategic plans should include ethical dimensions to
ensure that their agents, both inside and outside the corporation, are properly
influenced and conflicts of interest are avoided. One recent case in point
involves the incentive system put in place by Sears for the managers of their
auto service stores. The managers' remuneration depended upon the volume
of sales made by the store, but this led to the selling of services that customers
didn’t need to boost the managers’ earnings. A national scandal erupted, and
Sears apologized for creating a misleading incentive system.

Chinese Walls/Firewalls

An important system for preventing ethical malfeasance, the “Chinese wall” or
“firewall” concept, deserves further comment This practice uses the analogy of
an impervious wall to describe those measures and methods that would prevent
the transmission of client information from one part of an organization to
another. Such firewalls or Chinese walls are not tangible in a three-dimensional
sense, but refer o a multidimensional set of measures such as:

® [nstructions to keep information confidential

® [nstructions not to read, listen to, or act on specific types of information

® Educational programs and reinforcements by top management

s Monitoring and compliance sign-off procedures
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# Scrutiny of insider or key-person trading of securities
® Physical barriers to information transmission, such as:
a Separate computer- or physical-storage systems
= Segregarion of duties to different emplovees
® Segregation of information in a different location or building, ete.
= Different lock systems

® Appointment of a compliance officer who will monitor the effectiveness
of the wall

w Disciplinary sanctions for breach of the wall

Chinese walls or firewalls have been a normal part of business and profes-
sional operations for many years. For example, when a client is involved in the
preparation of a public offering of securities, those members of the offering
team (lawyers, professional accountants, and underwriters) are expected not
to divulge advance derails of the underwriting to the other members of their
respective [irms, or to anyone else. The public issuance of securities, as
presently known, would be impossible without the Chinese wall construct. For-
tunately, even though in the final analysis a Chinese wall relies upon the
integrity of the emplovees involved for its effectiveness, such ArTATIESents are
considered effective to protect the public interest and o safeguard the inter-
est of current clients as well as former clients,

Forensic Experts and Evidence: The 20/60/20 Rule

The dme may come when a director, executive, or professional accountant
must consider whether a conflict of interest has led to serious breach of dury,
a fraudulent act, or a matter that must be recovered pursuant to an insurance
palicy. In such instances, an investigative and forensic expert may be called
upon if existing company employees would benefit from assistance. The
expert will employ appropriate techniques based upon their understnding of
the situation,

Many managers may believe that their associates and employees would
rarely engage in unethical behavior, However, forensic experts indicate that
their experience suggests that the general population can be divided into
three groups:

m 20 percent would never commit a fraud.

= 60 percent would seek to commit a fraud depending on the
crcumstances,

@ 20 percent would seek to commirt a fraud.

The important questions, then, are who would commit a fraud and what
are the circumstances that could come into play in the decision.

The GONE Theary:
Identifying Potentially Harmful Situations and Likely Perpetrators

Forensic experts point out that in most instances of fraud or opportunistic
behavior, they can begin to identify prospective perpemators through the use

PART I Ethical Governance and Acooentability




of the GONE Theory, The acronym, GONE, stands for circumstances that
account for motivation of illicit behavior, where:

8 G- Greed

m ) — Opportunity (o take advantage

m N — Need for whatever is taken

@ E - Expectation of being caught is low

The experts point out that identifving employees who have or exhibit
these characteristics can head off problems if adequate precautions are taken.
These would include additional review and diligence on the part of supervi-
sors, transfer to less vulnerable areas, signaling that extra review or audit pro-
cedures were in place, etc. Tor example, if an employee exhibited signs of a
lifestyle well beyond his or her means, then extra scrutiny might be warranted.

Duty Depends Upon a Persons Role

While this analysis of conflict of interests has focused on the individual, it
should be noted that the elements are similar for groups of individuals within
a corporation, organization, or profession. But either as individuals or groups
of individuals, it is often the roles taken on, and therefore the duties assumed
based upon the expectations of those relying on the actions to be taken, that
define the nature of conflicts of interest, For example, it is unlikely that a pro-
fessional accountant auditing or judging financial statements can audit objec-
tively her or his own work without bias, or maintain ohjectvity if asked to
assume an advocacy role by a client. In order to ensure sufficient objectivity to
maintain their duty to serve the public interest, professional accountants have
developed standards designed to ensure independence,'’ These will be dis-
cussed later in the next chapter.

Corporate Governance and Accountability

DEVELOPING, ITMPLEMENTING, AND MANAGING AN ETHICS CULTURE

Directors, owners, and senior management are realizing that they and their
employees need to understand chat {1) their organizations would be wise to
consider the interests of stakeholders, not just shareholders; and that (2)
appropriate ethical values are to be considered when decisions are being
made. Besause organizational, professional, and personal values provide the frame-
work to decision making, it s vital that ovganizations create an environment or culture
where appropriate values are created, understood, fostered, committed to and used by all
comcerned. This cannot be reliably achieved by simply leaving ethics solely o the
judgment of individuals in a workforce of divergent experiences and back-
grounds to work out by irial and error. Nor can it be achieved simply by
sending a letter urging employees to be on their best behavior, or by just pub-
lishing a code of conduct. In order to ensure commitment to the ethical prin-
ciples or values considered appropriate for the organization, it must be evident
to the members of the organization that top management is fully supportive

"5ee for example the International Federation of Accountants (IFAC) Gode of Ethics for Profes-
sional Accountants, November 2001, (see .’Lttﬂ.‘;"fﬁmn}.-:.m-faaming.r.n-m}_
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and that such support is evident throughout the organization’s governance
systems.

A most important aspect of an ethics program designed to ensure an effec-
tive understanding and commitment to the organization's ethical principles is
the choice of program orientton. According to researchers, there are five
orientations for the design and operation of ethics programs. These are
described in Table 3.7

TABLE 1.7

ETHICS PROGRAM
ORIENTATION TYPES

sOURCES: Trevifio, Weaver, Gibaon, and Toffler, 1999, 135-1%9; Paine, 1994, 111; Badaraceo & Webb, 1095 15

The researchers went on w evaluate the effectiveness of the impact of
these orientations by administering over 10,000 surveys to randomly selected
employees in six large American companies from a variety of industries. The
dimensions upon which the impact was evaluated were:

1. Unethical/illegal behavior

2. Employee awareness of ethical issues that arise at work

3. Looking for ethics/compliance advice within the company

4. Delivering bad news to management

5. Ethics/compliance violations are reported in the organization

6. Better decision making in the company because of the ethics/compliance

progmm

7. Employee commitment to the organization

According to their research, which confirms the author's experience gained
when consulting organizations on the design of their ethics programs, the most
important factor in encouraging employee observance is that the emplayees perceive that the
ethics program is values-based. This produced significantly more positive outcomes
on all seven dimensions. Compliance and external orientations also produced
favorable outcomes on the seven dimensions, but not as positive as for the values-
based approach. The external orientation outcomes were less than the
compliance-based approach. CYA was considered a “harmful” approach, as it
resulted in negative outcomes across all dimensions. It was suggested that com-
bined approaches could be effective, such as if a values orientation were “backed
up with accountability systems and discipline for violators™ where “values can
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TABLE 1.8

ETHICAL CULTURE:
IMPORTANT ASPECTS

http/ fhrooks.

include concern for customers, suppliers, and the community as well as
shareholders and internal stakeholders such as employees” (Trevifio et al.
1999, 139).

The study also provides some useful insights into the important aspects of
an ethical culture. These are included in Table 3.8.

The findings presented in Table 3.8 can be particularly useful for a com-
pany that is assessing what it might do to institute a new ethics program or
improve its current ethical culture. It would appear that there is quite a lot that
could still be accomplished in the development of ethical cultures based upon
the status of indicators shown in Table 3.9 recommended for a healthy corpo-
rate culture. Table 3.9 has been prepared from U.S. Fortune 1000 data pub-
lished in a study by Weaver, Trevifio, and Cochran (1999a) and from Canadian
large-firm data published as part of the 1999 KPMG Business Ethics Survey: Man-
aging for Ethical Practice, which is available in full on the KPMG website.

The figures in Table 3.9 show that while most companies have embraced
the concept of written ethical guidance, they have fallen far short of embrac-
ing many of the supportive mechanisms that are important to the development
and maintenance of a healthy ethical culture. Among the omissions of most
concern are lack of CEO involvement, lack of training, failure to renew
employee commitment to the code annually, and the lack of communications
and meetings dealing with ethics. From other sources, we find concerns raised
about lack of formal program follow-through; inappropriate placement of the
ethics function within the legal department, which focuses on compliance
rather than on employee and other stakeholder welfare; employing “quick fix"
approaches rather than building a long-term solution; training by people who
don’t have a commitment to live with the result—top management should be
more prominent; and telephone answering by distant outsiders who callers
have difficulty believing that the company cares and is taking their calls seri-
ously (Trevifio et al., 1999).
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TABLE 1.9

ETHICS PROGRAM ELEMENTS
EMPLOYED IN NORTH AMERICA
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TABLE .10

ETHICS PROGRAMS' USUAL
DIMENSIONS

In addition, when the current evidence about the scope and orientaton
of ethics programs is compared to what they could be as control systems, they
were found to be suboptimal. According to a study by Weaver, Trevino, and
Cochran (1999b), formal ethics programs usually include the dimensions
listed in Table 3.10.

Weaver et al. reuse the surveys received in their previously reported study
to examine the motivation of top management for their commitment to ethics
and how this affects the scope and orientation of ethics programs of the
Fortune 500 companies. They argue that the degree to which a values or a com-
pliance orientation characterizes an ethics program's mode of control can be
seen in the program's emphases on encouraging shared values, supporting
emplovee aspirations, communicating values, and building trust and confi-
dence. They conclude that the dominant influence of the U.S. Sentencing
Guidelines has been to orient top management commitment and corporate
ethics programs toward compliance rather than integrity or values. This ori-
entation—according to the earlier Trevifio et al. study—will not provide the
best adherence to desired ethics values. Hopefully, over time, top management
will learn that a values orientation that involves encouraging shared values,
supporting employee aspirations, communicating values, and building trust
and confidence will produce significant benefits, and ethics programs will
move in that direction.

It is worth noting that current research suggests that the values-oriented
ethics program can have benefits other than those previously described. In
particular, building trust within an organization can have favorable impacts on
employees' willingness to share information and ideas, thereby enhancing the
innovation quotient of the enterprise and its ability to adapt and take advan-
tage of its opportunities. This process is called ethical renewal. Properly culti-
vated trust can also create commitment to organizational goals and enhance
productivity, all of which will raise the ability of the enterprise to profit and
compete. This can all be fostered with appropriate attention in the design of
the code of conduct (Brooks, 2000). Others are also working on trust as is evi-
denced by entire special volumes of journals such as Business Ethics Quartarly,
Vol. 8, No. 2, April 1998; and Academy of Management Review, Vol. 23, lssue 3,
July 1998,

The discussion to this point has provided an understanding of why
organizations—be they corporations, notfor-profit organizations, or profes-
sional firms—should develop an ethical culture, what shape that culture
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should take, and why. Table 3.11 puts these ideas together in an orderly
sequence, with additional ideas found in later chapters thata manager, ethics
officer, or professional accountant can use to develop and maintain an ethical
corporate culture. Information obtained from the Ethics Officer Association
and the Center for Business Ethics at Bentley College would be helpful in
keeping abreast of current developments.

The design and introduction of the type of system proposed is well within
the capacity of professional accountants because of their exposure to the
nature, purpose, and workings of internal control systems. It is not surprising
that several large professional accounting firms have developed services such
as the KMPG Ethics & Integrity Practice, which “focuses on managing for
ethical practice—establishing effective compliance and control, developing
ethical awareness within the workforce, and addressing ethical risk through a
managed ethics process” (KPMG, Ethics & Integrity website, 1999). Four spe-
cific services are mentioned:

= Business Ethics Process Review (an ethics audit)

3 Implementation and Integration of Ethics Process Initiatives
® Ethics and Integrity for Boards of Directors

@ Ethics and Integrity Awareness and Training

Similar practices are offered by most of the large professianal accounung
firms. {See the rext's website.)

CORPORATE CODES OF CONDUCT
Purpose, Focus, and Orientation
According to The Conference Board,

The foundation of most corporate ethics programs is the company code or
business conduct statement. Company business ethics principles statements
stress two objectives: (1) improving employee capability for imaking derisions
that are in accord with policy and legal requirements; and (2) giving conerete
expression to the company’s sense of mission and its view of the dudes and
responsibilities that corporate citizenship entails'™

An effective code is the embodiment of an organization’s values, It repre-
sents the major organizational structure in which to implement ethical policy
(see Murphy, 1988, attached as a reading) and to signal and communicate
behavioral expectations and culture, as well as to provide strategic and legal
positioning for the organization. It is an essential part of a modern system of
internal control. Unless employees are told, in writing, how they are expected
to behave, managers, executives, and directors are vulnerable to charges that
they failed to provide adequate guidance to their workers. If so, the Company
and its officers and directors can be fined heavily, and in some jurisdictions the
officers and directors can go to jail. More impaortantly, it has been suggesied
that the fines and court costs involved in ethical dilemmas are usually smaller
than the lost future profit margin due to the disenchantment of customers.
Whistle-blowing outside the corporation may also be prevented by effective

" labal Corparte Ethies Practices: A Deveioping Consensies, The Conference Beoard, New York, 19499, 16,
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TABLE 3.11

DEVELOPMENT AND
MAINTENANCE OF AN ETHICAL
CORPORATE CULTURE
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TABLE 3.12

DEPTHS OF CODE COVERAGE

152

ethical codes because they can help to create an ethical culture in which
employees believe doing what is right is expected and bringing forward con-
cerns over unethical behavior will not result in ethical martyrdom.

Codes can be drafted to fulfill different rationales and to provide different
depths of coverage. Table 3.12 describes four common levels of coverage.

The rationales'® for developing codes that were identified by The Confer-
ence Board in its 1999 survey of global ethics practices included:

L. Instrumental — to make employees aware that “employee adherence to
the company’s ethical principles is eritical to bottom-line success”

2. Compliance — 1o provide a “statement of do's and don'ts to govern
employee conduct”

3. Stakeholder Commitment — to offer a discussion of whart is expected
behavior in stakeholder relationships

4. Values/Mission — to establish “certain ethics principles, modes of behav-
ior, and habits of mind as essential to what is means to be an employee
or representative of the company” (see Johnson & Johnson credo in the
reading by Murphy)

5. Nome or a composite of the above

The Conference Board found that the use of these rationales varied
depending on the country or region involved. In the United States, the domi-
nant “instrumental” choice reflects the pressures from stakeholders and the
legalistic environment faced in which potentially heavy sanctions have been
created for misdeeds due to the advent of the U.S. Foreign Corrupt Practices
Act and the US. Sentencing Guidelines. Elsewhere, except in Latin America,
the values/mission approach was most popular. The choices of rationale, by
region, are noted in Table 3.13.

The research findings of Weaver et al. (1999h), Trevifio et al. (1999), and
others noted earlier in the chapter indicate that a corporate code with an
integrity or values orientation will be more effective in engendering adherence
to desired ethical standards than other alternatives. Most successful will be a
code that is a combination in which the focus is on the important values that
the corporation wants to apply in its stakeholder relationships, reinforced by
sanctions inherent in the compliance approach. Such a composite orientation
code would encourage shared values, support employee aspirations, communi-
cate values, and build trust and confidence, while indicating that processes were
in place to monitor and judge ethical performance. The compaosite orientation

Yhid., 24-77.
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TABLE 3.13

DOMINANT RATIONALES FOR
CODES BY REGION™

TABLE 3.14

CODE GUIDANCE
ALTERNATIVES AND THE
CONTROL/MOTIVATION
SIGNALED

code would also provide motivation to employees in all six stages of Kohlberg's
model of moral reasoning (see Table 4.3).

The form and nature in which guidance is given and action expected can
also limit or foster optimal motivation for moral reasoning. Four alternatives
are possible for the nature of the guidance provided. The alternative chosen
will provide a signal to employees about the way the organization thinks about
its control structure, ranging from an autocratic, imposed control structure on
one end of the spectrum to self-imposed control on the other. Table 3.14 iden-
tifies the four alternatives and the nature of control they signal.

soURCEs: Clarkson & Deck, 1992, Clarkson, Deck & Leblanc, 1997,

In view of the findings of Maslow (1954) and McGregor (1960), and subse-
quently others who argued that an autocratic management style was less effective
than a democratic or participative approach, it is likely that using only imposed
control techniques could be similarly suboptimal, Maslow argued that autocratic
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management techniques involved influence artempts directed at the lower level
ol hiis hierarchy of human needs (physiological, safety), whereas a democratic or
participative approach was directed at higherlevel needs (affiliation, esteem,
and self-actualization} and therefore was more likely to provide a sustainable and
more engaging level of motivation. In a world that has since moved toward
employee empowerment rather than imposed control (Simons, 1995), a code
thar employs only imposed control is likely to be less effective than one that
encourages self-control. A code that successfully encourages self-control would
appeal to individuals in all of Kohlberg's six stages of moral reasoning, whereas
the imposed control code would motivate only for the lower four stages, In keep-
ing with the reasoning in favor of a composite-oriented, valuesbased, and
compliance-based code, consuling experience has shown that the most suc-
cessful codes encourage self-control or empowerment, with absolute rules being
introduced where necessary. These codes usually provide a set of principles with
explanations or rationales being given for cach. These principles and their rato-
nales are to be used by employees to reason how to deal with the decisions they
face, or to determine whom to contact if they need counsel.

Code Content and Scope

Numerous readings are available that outline the topics that are covered in dif-
ferent codes, such as these by Clarkson & Deck (1992, White & Montgomery
{1980}, Mathews (1987), Berenbeim (1957}, and Brooks (1989). Examples of
different codes are available on the websites of major corporations.

The choice of orieniation of the cade and its topics depends somewhat on
the scope of the code. Is the code intended to provide guidance to the COMmpany’s
own emplayees, its suppliers and vendors, and/or its joint venture parmers? Geo-
graphic locale, union contracts, legal restrictions, competitive practices, and the
degree of ownership and/or partner support inherent in the scope decision are
critical to the orientation and choice of topics to be included. If a COmMpany can-
not be comfortable about the guidance to be given, then it should consider
whether the arrangement is too high a visk to be undertaken. For example, o do
business with a parmer or in a repressive regime that does not respect human
rights, should give rise to consideration of non-involvement.

In the late 1990s, Nike's suppliers used sweatshop and child labor to pro-
duce low-cost products, but this trigrered boveotts and necessitated the devel-
opment of monitoring and reporting mechanisms. Recendy, stakeholder
activists have become much more aggressive in making companies aceount-
able for the actions of suppliers and joint ventures, Three Organizatons are
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TABLE 3.15

leading the development of supplier/workplace standards and codes of con-
duct: Social Accountability International (SAI) and Fair Labor Association
(FLA), Maquila Solidarity, and the International Labor Office (ILO). SAl has
developed the SA 8000, which is a standard designed to improve working con-
ditions globally, and it is engaged in the training of auditors for the cerufica-
tion of companies adhering to SA 8000. It is modeled after the ISO standards.
Table 3.15 presents a representative list of topics a company might con-
sider including in its codes for its employees, suppliers, and joint ventures.

SUBJECTS FOUND IN CODES

soURCE: The Conference Boxrd Resexrch Report, Giabol Conporair Ethic Praction, 1999, 9.
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Each company should undertake a review of its code when issues and risks
emerge that require adjustment of the coverage. For example, codes have
been modified in reaction to the external shocks identified in Table 3.16.

TABLE 3.16

EXTERNAL SHOCKS AND
INFLUENCES TRIGGERING CODE
MODIFICATION

Looking ahead, it is likely that codes will be modified to encompass the

following:
® New antibribery statutes enacted in early 1999 by about thirty countries
in the OECD who have responded to the call of Transparency Interna-
tional for standards that will outlaw bribery of foreign officials and allow
cross-horder investigation and litigation by competitors (see the text's
http://brooks. website).
swisarming com

* Adherence to company principles by suppliers, particularly in foreign
operations with respect to child labor, fair wages, no forced labor, etc.

= Integrity or values orientaton
3 Self-control instead of only imposed control
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According to page 6 of the 1999 KPMG Business Ethics Survey (see the
text's website), over 50 percent of Canadian respondents indicated the follow-
ing to be issues of greater concern over the next three to five years, so their
treatment in codes is likely to be meodified during that period:

8 Security of information
s Environmental management and performance
 Governance principles—clarification of accountability to the board of
directors and stakeholders, transparency, risk management for regular
and ethics risks
s Ethicality of objectives and competitive practices
@ Sexual harassment
These modifications will also be guided by the application of measures of
the effectiveness of codes. Codes can be scored or reviewed for comprehen-
siveness of coverage and for the nature of control signaled. Other measures
have been identified, such as surveys of emploves awareness and understand-
ing of key aspects covered in the code and in training programs, as well as their
ability to apply these to ethical dilemmas proposed.
Benchmarking of codes is done by many consultants, Company employ-

ees can also do so by comparing their code against the subjects that infor-
mation services report upon or that are included in the Global Reporting

Initiarive (GRI).

Helpful advice on the preparation of codes can be obtained from several
organizations including the following:

m Institute of Business Ethics (IBE)

o Centre for Applied Ethics, University of Britnsh Columbia

Effective fmplementation

Because a code of conduct is critical to organizational success, it is important
to ensure that a code is both effectively drafted and implemented. A properly
funetioning code is essential to:

» The development and maintenance of an ethical corporate culture

& An effective internal control system
A “due diligence defense” for directors and officers
Effectively empower emplovees to make ethical decisions

m Send proper signals to exrernal stakeholders

[n arder to avoid implementarion problems, the following issues should be
kept in mind, First, tof management must endarse and support the code and be seen
to act in accord with it, or it will only be given lip service by management and
workers. It is critical that management “walk the talk” or the entire pmgram
will be a waste of time and money.

The orientation, tone, and content of the code must be such that general

pringiples are favored instead of only specific rules, or else emplovees will find the
code oppressive and hard to interpret, and backgrownd reasons must be given to
permit understanding sufficient for useful interpretation when specifics are not
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TABLE3.17

ESSENTIAL FEATURES TO
DEMONSTRATE A DUE
DILIGENCE DEFENSE IN
RESPECT TO ENVIRONMENTAL
MATTERS

available. Experience has shown that codes designed as extensive rulebooks are
rarely useful because they are too difficult w consult. If the underlying reason
for a specific pattern of behavior is given, employees find it easier to understand
and they buy-in, rather than fight the code or dismiss it. Getting the buy-in is
essential,

Guidance should be provided for tradeoffs between short-term profit and social
objectives. If employees believe profit is 1o be earned at all costs, then unethical
behavior based on short-term thinking can get the company into trouble.

A complete “due diligence” defense should be in place for environmental mat-
ters, including the items noted in Table 3.17.

Employees should be empowered to make ethical decisions. This should involve set-
ung up dedsion protocols that will require employees to use and be able 1o
defend their decisions against a set of criteria or questions that are outlined
further in Chapter 4. Part of the decision process should involve the use of
sniff tests—quick, simple questions that will alert the decision maker when to
undertake an in-depth ethical analysis or to seek counsel. When in doubt over
the proper conduct, employees should be encouraged to seek counsel Rather than
have them act inappropriately, or waste time needlessly, a company should
encourage employees to consult their superior, use a hotline, or consult an
ethics officer.

A fair and confidential hearing process should be assured or whistle-blowers will
not come forward. They don't want to risk paying the price for snitching, even
though it is in the best interests of the company. Nor do they want a person
accused to be dealt with in a cavalier way—they want a speedy, fair hearing
process with protection for both parties. Whistle-blowing should be legitimized, and
whistle-blowers that come forward should be protected.
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TABLE3.18

MECHANISMS FOR COMPLIANCE
ENCOURAGEMENT
MONITORING, AND REPORTING
WRONGDOING

Someone should be charged with the ongoing responsibulity for updating the
code so that issues can be referred as they come up. Otherwise, many issues will
be lost in the pressures of day-to-day activity or because people won't know
where to send their suggestions.

The Code should be distributed to all employees so that none will be able to claim
they were not told how to behave. It is surprising that many companies believe
their line workers don't have responsibility for environmental acts, for actions
toward fellow workers, etc. Not only do excellent suggestions come from the
plant, but bad actions are noticed, and support for the company’s general
activities is enhanced by including these employees.

Training in support of the code is essential. Training should focus on awareness
of issues, interpretation of the code in accord with top management wishes,
approaches to ethical analysis to enable decisions beyond the code, realistic
cases for discussion, and legitimizing the discussion of ethical issues and of
whistle-blowing. Codes are written by committees who spend long hours over
cach paragraph, so how is each employee supposed to know all the thought
that went into its construction just by quickly reading the passage? Training is
essential to help understand what is meant, and how the code applies to new
problems,

Reinforcement of and compliance with the code should be furthered by mecha-
nisms of encouragement, monitoring, and facilitation of the reporting of
wrongdoing. These issues should not be left to chance, otherwise the organi-
zation might miss an opportunity to head off a disaster or to accomplish an eth-
ical performance objective. These methods are summarized in Table 3.18.

Reinforcement of the code should be undertaken through measurement of the
code’s effectiveness; reporting of ethical performance for management pur-
poses; featuring ethical performance in company publications; and ensuring
that other company policies are supportive, including a linkage with the remu-
neration systems. If you can't measure performance (techniques are discussed
in Chapters 4 and 5), it is very hard 1o manage it. Reporting performance has
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the impact of producing a scorecard that people are induced to improve for

the next report. Publicizing good results can have a salutary effect on subse-
quent performance as well, and including that performance in the COIPOTa-
tion’s reward systems will go a long way to underscore how important ethical
issues are (o Op management.

To have an effectve corperate culture, not only do codes need constant
upgrading under the watchful eye of an ethics officer, but constant attention
must also be given to improving training programs, measures and reports of
performance, and compliance and whistle-blowing mechanisms. In addition,
it is essential to have a formal external or internal review of the corporation’s
culture, code, and other mechanisms on a periodic basis. This is often referred
to asan ethics audit. Although it may be undertaken by the internal audit staff
or a team of budding managers, such as in the Dow Corning case at the end of
the chapter, an ouside consulting service can provide useful feedback.

Finally, it should be understood that it is unlikely that employees will see
the merit of ethical behavior in regard to one area of the company's operaions
if they believe management wants or is prepared to tolerate questionable
behavior in other areas. Whistle-blowers will net come forward, for example,
unless there is a feeling of trust that they and the parties they accuse will be
dealt with fairly and confidentally. Consequently, the development of a
broadly based ethical culture within the company is an essential precursar for
an effecrive code of conduct, and vice versa,

PLUBLIC ACCOUNTABILITY BENCHMARKS

One of the recent developments that a board of directors needs to consider
when developing the values, policies, and principles that undergird their cor-
poratien’s culture and the actions of their employees is the recent surge in
scrutiny and public accountahility. Never before has there been such interest
in what a corporation is doing, and how it is doing it

In the United Stares, Canada, and the United Kingdom rating services exist
that examine and score corporate governance systems and performance against
competitors and external benchmarks. New visibility is being given US., UK,
and Canadian companies through social rating services linked o the London
Stock Exchange FISE4Good service, New standards for social performance and
disclosure are emerging that will provide comparisons that corporarons will
watch and build into their mechanisms, performance assessments, and public
disclosures. It is doubtful that corporations will be regarded as responsible cor-
porate dtzens if their operations are seen not to compare well based on these
new comparators. Therefore, at the very least, corporations should maintain a
watching brief over developments identified in Table 3.19.

In an era of increasing scrutiny, where stakeholders without legal claim can
influence the achievement of corporate objectives profoundly, it is verv much
in the interest of shareholders, directors, and executives that their COMpany's
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