-nding O the model, 2ielc) and trim level (lessees would receive $2600 to $4900).
rs who did not sell ithI.r cars back would receive between $5100 to $10,000
) n; ensate them for diminished resale value, plus owners were enfifled to have their
"llssiois fixed for free. On January 11, 2017, the U.S. Department of Justice an ad-

a $4.3 billion in criminal and civil penalties to be paid by Volkswagen (in total
U.5. would extract roughly $25 billion in fines from Volkswagen). Canada and
 Korea would also fine the company, and though the European governments were

s gggressive N seekiﬁg financial penalies, eventually Germany fined the company
procmately €1.2 bilion. Ferhqps more significantly, a total of eight execufives of
lkswagen were charged Wlf.h crimes in the U.S., with several being assigned prison
jences, and ermany was invesfigating dozens more, leaving many wondering how

- and how high up the Volkswagen hierarchy, the punishments would go.'?

v o

¥11-1 OVERVIEW

We open this chapter with a close look at the governance mechanisms that share-
holders implement to ensure that managers act in the company’s interest and pursue
strategies that maximize shareholder value. We also discuss how managers need to
péy attention to other stakeholders such as employees, suppliers, and customers. The
Opening Case shows just how dire a failure of corporate ethics and governance can
become, and the Closing Case on Starbucks offers a good illustration of how some
companies incorporate a wide range of stakeholder needs into their strategy. Balanc-
ing the needs of different stakeholder groups is in the long-term interest's of t.he com-
pany’s owners, its shareholders. Good governance mechanisms recognize this truth.
In addition, we review the ethical implications of strategic decisions, and discuss how
managers can make sure that their strategic decisions are founded upon strong ethical
principles.

¥ 112 STAKEHOLDERS AND CORPORATE
| PERFORMANCE

A company’s stakeholders are individuals or groups with an interest, c_laim, or stake
in the company, in what it does, and in how well it pe.rfo.rms.“" They include stock-
Dolders, creditors, employees, customers, the communities in w?uch the company does
business, and the general public. Stakeholders can be divided into two groups: inter-
nal stakeholders and external stakeholders (see Figure 11.1). Internal stakeholders
are stockholders and employees, including executive officers, other managers, and
0ard members, External stakeholders are all other individuals and groups that have
S0me claim on the company. Typically, this group comprises customers, suppllle?rs,
Creditors (including banks and bondholders), governments, unions, local communities,
2nd the public.
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stakeholders

Individuals or groups
with an interest, claim, or
stake in the company—in
what it does and in how
well it performs.

internal stakeholders

Stockholders and
employees, includin
executive officers, oﬁwer
managers, and board
members.

external stakeholders

All other individuals and
groups that have some
claim on the company.
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Figure 11.1 Stakeholders and the Enterprise
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All stakeholders are in an exchange relationship with their company. Each stakeholde;
group listed in Figure 11.1 supplies the organization with important resources (or coy.
tributions), and in exchange each expects its interests to be satisfied (by inducements).u
Stockholders provide the enterprise with risk capital and expect management to attempt
to maximize the return on their investment. Creditors, particularly bondholders, also pro-
vide the company with capital, in the form of debt, and they expect to be repaid on time,
with interest. Employees provide labor and skills and in exchange expect commensurate
income, job satisfaction, job security, and good working conditions. Customers provide
a company with its revenues, and in exchange want high-quality, reliable products that
represent value for money. Suppliers provide a company with inputs and in exchange seck
revenues and dependable buyers. Governments provide a company with rules and regu-
lations that govern business practice and maintain fair competition. In exchange, they
want companies to adhere to these rules. Unions help to provide a company with pro-
ductive employees, and in exchange they want benefits for their members in proportion
to their contributions to the company. Local communities provide companies with local
infrastructure, and in exchange want companies that are responsible citizens. The general
public provides companies with national infrastructure, and in exchange seeks some as-
surance that the quality of life will be improved as a result of the company’s existence.

A company must take these claims into account when formulating its strategies,
or stakeholders may withdraw their support. For example, stockholders may sell their
shares, bondholders may demand higher interest payments on new bonds, employees
may leave their jobs, and customers may buy elsewhere. Suppliers may seek more de-
pendable buyers, and unions may engage in disruptive labor disputes. Government may
take civil or criminal action against the company and its top officers, imposing fines and,
in some cases, jail terms. Communities may oppose the company’s attempts 0 locate
its facilities in their area, and the general public may form pressure groups, demanding
action against companies that impair the quality of life. Any of these reactions can have
a damaging impact on an enterprise. A study by Henisz, Dorobantu, and Nartey IOI;
the impact of stakeholder opposition to gold mines, for example, found that the v u6
of cooperative relationships with external stakeholders was worth twice as much aitiel
market value of the gold itself."> As articulated by Yani Roditis, former (00 Qf Ga. ihe
Resources, “It used to be that the value of a gold mine was based on three vanableS-day
amount of gold in the ground, the cost of extraction, and the world price of gold. T0 z 01;
[ can show you two mines identical on these three variables that differ in their Valui’]t g
by an order of magnitude. Why? Because one has local support and the other doestt™

F e
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1120 Stakeholder Impact Analysis

A company cannot always §atisfy the claims of all stakeholders, The goals of different

oups May copﬂwt,wand, In practice, pr organizations have the resources to man-
age all stakeholders. For example, union claims for higher wages can conflict with
consumer demands for reasonable prices and stockholder demands for acceptable re-
qurns. Often, the company mus‘t ma}(e choices, and to do so it must identify the most
jmportant stakeholders and give highest priority to pursuing strategies that satisfy

their needs. Stakeholder impaCt analysis can provide such identification. Typically,
stakeholder impact analysis follows these steps:

1. Identify stakeholders.
9. Identify stakeholders’ interests and concerns,
3. Asaresult, identify the claims stakeholders are likely to make on the organization.

4. Identify the stakeholders who are most important from the organization’s perspective.
5. Identify the resulting strategic challenges.!”

Such an analysis enables a company to identify the stakeholders most critical to
its survival and to make sure that the satisfaction of their needs is paramount. Most
companies that have gone through this process quickly conclude that three stake-
holder groups must be satisfied above all others if a company is to survive and prosper:
customers, employees, and stockholders.

112b The Unique Role of Stockholders

A company’s stockholders are usually put in a different class from other stakeholder
groups, and for good reason. Stockholders are the legal owners and the providers of
risk capital, a major source of the capital resources that allow a company to operate.
The capital that stockholders provide to a company is considered risk capital because
there is no guarantee that stockholders will recoup their investments and/or earn a
decent return.

‘Recent history demonstrates all too clearly the nature of risk capital. For example,
many investors who bought shares in Washington Mutual, the large, Seattle-based
bank and home loan lender, believed that they were making a low-risk investment. The
tompany had been around for decades and paid a solid dividend, which it increased
every year. It had a large branch network and billions in deposits. However, during the
2000s, Washington Mutual was also making increasingly risky mortgage loans, report-
edly giving mortgages to people without properly verifying if they had the funds to
Pay back those loans on time. By 2008, many borrowers were beginning to default on
their loans, and Washington Mutual had to take multibillion-dollar write-downs on

€value of its loan portfolio, effectively destroying its once-strong balance sheet. The
i?sses Were so large that customers with deposits at the bank started to worry about
5 Mability, angd they withdrew nearly $16 billion in November 2008 from accounts at
Oashlngton Mutual. The stock price collapsed from around $40 at the start of 2008
go‘l,mder $2 a share, and with the bank teetering on the brink of collapse, the federal
er?ment intervened, seized the bank’s assets, and engineered a sale to J.P. Morgan.
hington Mutual’s shareholders got absolutely nothing: They were wiped out.
-9 Ver the past decade, maximizing returns to stockholders has taken on significant
corrl!lortapce as an increasing number of employees have become stockholders in the
Panies for which they work through employee stock ownership plans (ESOPs).
al-Mart, for example, all employees who have worked for more than 1 year are
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risk capital

Capital that cannot be
recovered if a company
fails and goes bankrupt.
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eligible for the company’s ESOP. Under an ESOP, employees are given the op

nity to purchase stock in the company, sometimes‘at a discount or less than tp nIiortu.
value of the stock. The company may also contribiite a certain portion of the P aﬁket
price to the ESOP. By making employees stockholders, ESOPs tend to inCreasC ase
already strong emphasis on maximizing returns to stockholders, for they noy heels th
satisfy two key stakeholder groups: stockholders and employees Pto

11-2¢ Profitability, Profit Growth, and Stakeholder Claims

Because of the unique position assigned to stockholders, managers normally seek ¢
pursue strategies that maximize the returns that stockholders receive from holdino
shares in the company. As we noted in Chapter 1, stockholders receive a retury org1
their investment in a company’s stock in two ways: from dividend payments and from
capital appreciation in the market value of a share (that is, by increases in stock marke
prices). The best way for managers to generate the funds for future dividend payments
and keep the stock price appreciating is to pursue strategies that maximize the cop.
pany’s long-term profitability (as measured by the return on invested capital, ROIC)
and grow the profits of the company over time.'*

As we saw in Chapter 3, ROIC is an excellent measure of the profitability of 5
company. It tells managers how efficiently they are using the capital resources of the
company (including the risk capital provided by stockholders) to generate profits. A
company that is generating a positive ROIC is covering all of its ongoing expenses and
has money left over, which is then added to shareholders’ equity, thereby increasing the
value of a company and thus the value of a share of stock in the company. The value
of each share will increase further if a company can grow its profits over time, because
then the profit that is attributable to every share (that is, the company’s earnings per
share) will also grow. As we have seen in this book, to grow profits, companies must do
one or more of the following: (a) increase the margins earned on their products and
services, (b) maintain margins and share while participating in a market that is grow-
ing, (c) maintain margins while taking market share from competitors, or (d) develop
new markets through innovation, geographic expansion, or diversification.

Although managers should strive for profit growth if they are trying to maximize
shareholder value, the relationship between profitability and profit growth is a com-
plex one because attaining future profit growth may require investments that reduce
the current rate of profitability. The task of managers is to find the right balance
between profitability and profit growth."” Too much emphasis on current profitability
at the expense of future profitability and profit growth can make an enterprise less at-
tractive to shareholders. Too much emphasis on profit growth can reduce the current
profitability of the enterprise and have the same effect. In an uncertain world where
the future is unknowable, finding the right balance between profitability and profit
growth is as much art as it is science, but it is something that managers must try t00%

In addition to maximizing returns to stockholders, boosting a company’ P i
ability and profit growth rate is consistent with satisfying the claims of several other key
stakeholder groups. When a company is profitable and its profits continue to grow, 1t car;
pay higher salaries to productive employees and afford benefits such as health iqsurance
coverage, all of which help to satisfy employees. In addition, companies with 2 h1.gh le‘is
of profitability and profit growth have no problem meeting their debt commltmef;)le’
which provides creditors, including bondholders, with a measure of security- Pff’ﬁta i
organizations are also better able to undertake philanthropic investments, which € :
help to satisfy some of the claims that local communities and the public place 0%

—




Chapter 11 Corporale Governance, Social ResPO”Sibihw’

Pursuing strategies th_at maximize long-term profitability and profit growth is
cofﬂpf e'generally consistent with satisfying the claims of various stakeholder groups.
thet® Okeholder management requires consideration of how the firm’s practices affect
8 oration of stakeholders in the short term, the benefits of building trust and a

Wledge_sharing culture Wlth stakeholders in the long run, and the firm’s profitability
. owth that will enable it to serve stakeholder interests in the future.?’ The company
ot OVerPaySs its employees in the current period, for example, may have very happy
Joyees for @ short while, but such action will raise the company’s cost structure a.nd
e.m't its ability to attain a competitive advantage in the marketplace, thereby depressing
< Jong-term profitability and hurting its ability to award future pay increases. As far as
amployees a1 concerned, the way many companies deal with this situation is to make
future 2y raises contingent upon improvements in labor productivity. If Iaber produc-
fyity increases, labor costs as a percentage of revenues will fall, profitability will rise, and
{1 company can afford to pay its employees more and offer greater benefits.
Of course, not all stakeholder groups want the company to maximize its long-
fun proﬁtability and profit growth. Suppliers are more comfortable about selling
oods and services to profitable companies because they can be assured that the
company Wwill have the funds to pay for those products. Similarly, customers may
ve more willing to purchase from profitable companies because they can be assured
hat those companies will be around in the long term to provide after-sales services
and support. But neither suppliers nor customers want the company to maximize
its profitability at their expense. Rather, they would like to capture some of these
profits from the company in the form of higher prices for their goods and services
(in the case of suppliers), or lower prices for the products they purchase from the
company (in the case of customers). Garcia-Castro and Aguilera capture this dy-
namic nicely by breaking the traditional explanation of value creation and value
capture (discussed in Chapter 3) down into more fine-grained categories that show
how value is created and captured by multiple stakeholders, similar to Figure 11.2.*!

re 11.2 Value Creation and Capture with Multiple Stakeholder Groups

A Willingness to Pay Value captured by:

umer surplus
Consdine p Customers

Price
Interest, dividends,
and retained earnings
Costs
Taxes

Capital Providers

Government

Employees and
Managers

Salaries and benefits

Cost of goods
and services sold

Opportunity Costs

Suppliers

s e o G

S°Urce.
Wi M;J]ﬁdopted from R. Garcia-Castro and R. Aguilera, “Increasing Value Creation and Appropriation in a World
ple S'erholders," Strategic Management Journal, 36 (2015): 137-147

and Ethics
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As shown, the total value that is created is the spread betwee;n the opportunity .

of the resources it employs and the willingness—to-pay of Lb customers, HOWe(zISts
value is created and captured by different stakeitelders. Suppliers create ang Captuer,
value in the form of goods and services they sell to the firm: employees ang Inare
agement create value through their labor and capture value ::: the form of Salarilel.
and other benefits; government creates value in the form of .'g)roviding the broag
infrastructure in which the firm operates and captures value in the form of taxes:
debt providers and stockholders create value by providing <apital to the firp tha{
it can use to finance its operations, and they capture value ‘ii“-. ihe form of interegt
dividends, and capital gains. Finally, customers capture va fue in the form of ¢op.
sumer surplus-the difference between the price they pay for goods and their try,
willingness-to-pay.

Despite the argument that maximizing long-term profitability and profit growth
is the best way to satisfy the claims of several key stakeholder groups, it should be
noted that a company must do so within the limits set by the law and in a map.
ner consistent with societal expectations. The unfettered pursuit of profit can leaq
to behaviors that are outlawed by government regulations, opposed by important
public constituencies, or simply unethical. Governments have enacted a wide range
of regulations to govern business behavior, including antitrust laws, environmenta]
laws, and laws pertaining to health and safety in the workplace. It is incumbent on
managers to make sure that the company is in compliance with these laws when
pursuing strategies.

Unfortunately, there is plenty of evidence that managers can be tempted to cross
the line between legal and illegal in their pursuit of greater profitability and profit
growth. For example, in mid-2003, the U.S. Air Force stripped Boeing of $1 billion
in contracts to launch satellites when it was discovered that Boeing had obtained
thousands of pages of proprietary information from rival Lockheed Martin. Boe-
ing had used that information to prepare its winning bid for the satellite contract.
This was followed by the revelation that Boeing’s CFO, Mike Sears, had offered a
government official, Darleen Druyun, a lucrative job at Boeing while Druyun was
still involved in evaluating whether Boeing should be awarded a $17-billion contract
to build tankers for the Air Force. Boeing won the contract against strong competi-
tion from Airbus, and hired Druyun. It was clear that the job offer may have had an
impact on the Air Force decision. Boeing fired Druyun and the CFO, and shortly
thereafter, Boeing CEO Phil Condit resigned in a tacit acknowledgment that he bore
responsibility for the ethics violations that had occurred at Boeing during his tenure
as leader.?

In another case, the chief executive of Archer Daniels Midland, one of the
world’s largest producers of agricultural products, was sent to jail after the Fede_fal
Bureau of Investigation (FBI) determined that the company had systematically tri®
to fix the price for lysine by colluding with other manufacturers in the global mal
ketplace. In another example of price fixing, the 76-year-old chairman of Sotheby
auction house was sentenced to a jail term, and the former CEO to house arrest, f(.)r
fixing prices with rival auction house Christie’s over a 6-year period (se€ Strategy 1"
Action 11.1). § n

Examples such as these beg the question of why managers would engage I Sur(;
risky behavior. A body of academic work collectively known as agency theory P Al
vides an explanation for why managers might engage in behavior that is cither illeg
or, at the very least, not in the interest of the company’s shareholders.

a0 ——
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11.1 STRATEGY

Price Fixing at Sotheby’s and Christie’s

Sotheby’s and Christie’s are the two largest fine-art
auction houses in the world. In the mid-1990s, the
two companies controlled 90% of the fine-art auction
market, which at the time was worth approximately
$4 billion annually. Traditionally, auction houses earn
their profits by the commissions they charge on auction
sales. In good times, these commissions can be as high
as 10% on some items, but in the early 1990s, the auc-
fion business was in a slump, with the supply of art for
auction shriveling. With Sotheby’s and Christie’s des-
perate for works of art, sellers played the two houses
against each other, driving commissions down to 2%,
or sometimes lower.

To try to confrol this situation, Sotheby CEO Dede
Brooks, met with Christie CEQ Christopher Davidge in
a series of clandestine meetings held in parking lots
that began in 1993. Brooks claimed that she was act-
ing on behalf of her boss, Alfred Taubman, the chair-
man and controlling shareholder of Sotheby's. Accord-
ing fo Brooks, Taubman had agreed with the chairman
of Christie’s, Anthony Tennant, o work together in the
weak auction market and limit price competition. In
their meetings, Brooks and Davidge agreed fo a fixed
and nonnegotiable commission structure. Based on a
sliding scale, the commission structure would range
from 10% on a $100,000 item to 2% on a $5-million

IN ACTION

item. In effect, Brooks and Davidge were agreeing
fo eliminate price competition between them, thereby
guaranteeing both auction houses higher profits. The
pricefixing agreement began in 1993 and continued
unabated for 6 years, until federal investigators uncov-
ered the arrangement and brought charges against
Sotheby’s and Christie's.

With the deal out in the open, lawyers filed several
class-action lawsuits on behalf of the sellers that had
been defrauded. Ultimately, at least 100,000 sellers
signed on to the class-action lawsuits, which the auc-
tion houses settled with a $512-million payment. The
auction houses also pleaded guilty to price fixing and
paid $45 million in fines to U.S. antitrust authorities.
As for the key players, the chairman of Christie’s, as
a British subject, was able to avoid prosecution in the
United States (price fixing is not an offense for which
someone can be extradited). Davidge struck a deal
with prosecutors, and in return for amnesty turned over
incriminating documents to the authorities. Brooks also
cooperated with federal prosecutors and avoided jail
(in April 2002, she was sentenced to 3 years of pro-
bation, &6 months of home detention, 1,000 hours of
community service, and a $350,000 fine). Taubman,
ultimately isolated by all his former coconspirators, was
senfenced to 1 year in jail and fined $7.5 million.

Sources: S. Tully, “A House Divided,” Fortune, December 18, 2000, pp. 264-275; . Chaffin, “Sotheby's Ex CEO Spared Jail Sentence,”
Financial Times, April 30, 2002, p. 10; T. Thorncroft, “A Courtroom Batfle of the Vanilies,” Financial Times, November 3, 2001, p, 3.

P 11-3 AGENCY THEORY

Agency theory looks at the problems that can arise in a business relationship when one
Person delegates decision-making authority to another. It offers a way of understand-
lng Why managers do not always act in the best interests of stakeholders and why they
Might sometimes behave unethically, and, perhaps, also illegally.”® Although agency
theory was originally formulated to capture the relationship between management and




362 Part 4 Implementing Strategy

have also been extended to cover the Telationqr.:
s employees, as well as relationships betwee, diS
ent layers of management within a corpor atipn.“ Although the focus of atte
this section is on the relationship between senior rpanaggment and stockholders’ som
of the same language can be applied to the relationship between other stakeho der:
and top managers, and between top management and lower levels of managemen

stockholders, the basic principles
with other key stakeholders, such a er
Ntiop in

11-3a Principal-Agent Relationships

The basic propositions of agency theory are relatively St?’alghtfo_r\fvard. First, an
agency relationship is held to arise whenever one party d.eleg';a.tes decmlon-making au.
thority or control over resources to another. The DIICRE the person delegatiy
authority, and the agent is the person to whom authority 1s delegated. The relationshjp
between stockholders and senior managers is the classic example of an agency relq.
tionship. Stockholders, who are the principals, provide the company with risk capity|
but delegate control over that capital to senior managers, and particularly to the CEQ
who, as their agent, is expected to use that capital in a manner consistent with the besé
interests of stockholders. As we have seen, this means using capital to.maximize the
company’s long-term profitability and profit growth rate.

The agency relationship continues down the hierarchy within the company. For
example, in a large, complex, multibusiness company, top managers cannot possibly
make all the important decisions; therefore, they delegate some decision-making au-
thority and control over capital resources to business-unit (divisional) managers. Thus,
just as senior managers such as the CEO are the agents of stockholders, business-unit
managers are the agents of the CEO (and in this context, the CEO is the principal).
The CEO entrusts business-unit managers to use the resources over which they have
control in the most effective manner in order to maximize the performance of their
units. This helps the CEO ensure that he or she maximizes the performance of the en-
tire company, thereby discharging agency obligation to stockholders. More generally,
whenever managers delegate authority to managers below them in the hierarchy and
give them the right to control resources, an agency relation is established.

11-3b The Agency Problem

: Although agency relationships often work well, problems may arise if agents and prin-
L cipals have different goals, and if agents take actions that are not in the best interests

A information asymmetry of their principals. Sometimes this occurs because an information asymmetry exists

“ A alioniwhere between the principal and the agent: Agents almost always have more information

f an agent has more about the resources they are managing than principals do. Unscrupulous agents cal
information about the take advantage of such information asymmetry to mislead principals and maximize
resources he or she their own interests at the expense of principals.

is managing than the

principal has. In the case of stockholders, the information asymmetry arises because they del-

egate decision-making authority to the CEQ, their agent, who, by virtue of his or her
position inside the company, is likely to know far more than stockholders do about the
company’s operations. Indeed, there may be certain information about the compaty
that the CEO is unwilling to share with stockholders because that information WO

also help competitors. In such a case, withholding information from stockholders Play
be in the best interest of all. Generally, the CEO, involved in the day-to-day oper ation’

-
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he cOmpany, is bound to have an -information advantage over stockholders, just as
£ CEO’s subordinates may have an information advantage over the CEO with regard
: o resources under their control,
. tl*;"he information asymmetry between principals and agents is not necessarily a bad
ipg, but it can make it difficult for principals to measure an agent’s performance and
ttzﬁls ﬂold the agent accountable for how well he or she is using the entrusteq Tesources.
There is @ certain amount of Pérfqrmance ambiguity inherent in the relatl'onsh%p bfﬁ—
ween & principal and agent. Principals cannot know for sure if the agent is acting in
hjg or her best interests. They cannot know for sure if the agent is using the TESOUICes
1o which he or she has been entrusted as effectively and efficiently as possible. This
qmbiguity 1S ampljﬁe_d by the_ fact that agents must engage in behavior that has out-
comes for different time horizons. For example, investing‘in research ?.nd develop-
nent may lower profits today but help to ensure the firm is profitable in the future.
principals who reward only immediate performance outcomes COl}ld _mduce myopic
(‘short-sighted™) behavior on the part of the agent. To an extent, principals must trust
the agent to do the right thing. i .

Of course, this trust is not blind: principals do put mechamsn}s in place with Fhe
purpose of monitoring agents, evaluating their performange, and, }f necessary, taking
corrective action. As we shall see shortly, the board of dlrectf)rs is one such mecha-
nism, for, in part, the board exists to monitor and evaluate senior managers on behalf
of stockholders. In Germany, the codetermination law (Mitbestzmmungsgesetz) re-
quires that firms with over 2,000 employees have boards of 'dlrectors that represent the
interests of employees—just under half of a ﬁrrp’§ supervisory board men‘nbers must
represent workers. Other mechanisms serve a 51m11?.r purpose. In the United ‘States,
publicly owned companies must regularly file detailed ﬁnanmal statemgnts with the
Securities and Exchange Commission (SEC) that are in accordaqce w1th'generally
agreed-upon accounting principles (GAAP). This requirement exists to' give stock-
holders consistent, detailed information about how well management is usqlg.the
capital with which it has been entrusted. Similarly, 1nter.na1 control systems. w1th1r.1 a
company help the CEO ensure that subordinates are using the resources with which
they have been entrusted to the best possible adyantage. .

Despite the existence of governance mechanisms and corpprehenswe measurement
and control systems, a degree of information asymmetry Wlll.always remain betvs_/een
principals and agents, and there is always an eleme_nt of trust 1r'1volyed in the 'r}:latlo?_
ship, Unfortunately, not all agents are worthy of this tr}lst. A mlporlty will det' ere;te y
mislead principals for personal gain, sometimes behav_lng unethically or bree(ti ing laws
in the process, or engaging in behaviors that the principals would ne.:ver condone.

The interests of principals and agents are not always the same; they diverge. For
“ample, some authors argue that, like many other pgople, siinor MAnagers are mo-
ated by desires for status, power, job security, and income.** By virtue of their po-
Sition within the company, managers such as the.: CEO can use their authority and
“ontro] gyer corporate funds to satisfy these desires at the cost .of returns to stock-
Olders, CEQg might use their position to invest corporate funds in various perks tha_Lt
‘hance thejr status—executive jets, lavish offices, and.expense-peud trips to exotic
ales—rather than investing those funds in ways that 1ncr.eas2eﬁ stockholder returns.

nomists have termed such behavior on-the-job consumption. . :

Aside from engaging in on-the-job consumption, CEOs, algng w1t.h gther senior

dagers, might satisfy their desire for greater income by using their 11?ﬂuence or
“Ontro] gyer the board of directors to persuade the compensation committee of the

on-the-job consumption

A term used by
economists to describe
the behavior of senior
management's use

of company funds to
acquire perks (lavish
offices, jets, and the like)
that will enhance their
sfatus, instead of investing
the funds to increase
stockholder refurns.
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board to grant pay increases. Critics of U.S. industry claim that eXtraordingy
has now become an endemio problem, and thaliggnior managers:are enrichjpsHn
selves at the expense of stockholders and other employees. They point oyt that Cénd
pay has been increasing far more rapidly than the pay of average workers, Primapjj
because of very liberal stock option grants that enable a CEO to earn huge pay boy
nuses in a rising stock market, even if the company underperforms the market an(i
competitors.?’ In 1980, the average CEO in .BMSI”G’SS Week’s survey of CEQg of the
largest 500 American companies carned 42 times what the average blue-collar v,

. Orke
earned. By 1990, this figure had increased to 85 times. In 2013, the AFL'CIO’E
Executive PayWatch database reporte

d that American CEOs made 331 times tpq pay
of average workers.?* :

The size of some CEO pay packages, and their apparent lack of relationship ,
company performance, rankles critics.”” In 2010, a study by Graef Crystal evaluating
the relationship between CEO pay and performance concluded that there Virtually
is none. For example, if CEOs were paid according to sharehok.ier return, the CEQ
of CBS Corporation, Leslie Moonves, who earned an impressive $43.2 million i
2009, should have gotten a $28 million pay cut, according to Crystal.*® Critics argue
that CEO compensation is disproportionate to achievement, representing a clegy
example of the agency problem. However, in response to shar.eholder pressure, in re.
cent years more companies have begun adopting compensation practices that more
closely tie CEO pay to performance. For example, at Air Products & Chemicals,
when the earnings per share fell short of its 9% growth target in 2012, CEO Johp
McGlade paid the price in the form of a 65% cut in his annual bonus. His stock
grants and stock options decreased as well, reducing his total direct compensation
19%, to 9.1 million.?!

A further concern is that in trying to satisfy a desire for status, security, power,
and income, a CEO might engage in empire building—buying many new busi-
nesses in an attempt to increase the size of the company through diversification.?
Although such growth may depress the company’s long-term profitability and thus
stockholder returns, it increases the size of the empire under the CEO’s control
and, by extension, the CEO’s status, power, security, and income (there is a strong
relationship between company size and CEO pay). Instead of trying to maximize
stockholder returns by seeking the right balance between profitability and profit
growth, some senior managers may trade long-term profitability for greater com-
pany growth via new business purchases. For example, in the mid-1970s, Com-
pagnie Générale des Eaux was primarily a water utility and waste-management
company, operating “near-monopolies” in local municipalities in France and gener-
ating strong, stable cash flows for its shareholders. However, a series of audacious,
debt-funded acquisitions in the 1980s and 1990s, first by CEO Guy DeJouany and
later by his successor, Jean-Marie Messier, rapidly transformed the company into
one of the world’s largest media and telecom empires, renamed Vivendi.” Then, in
the 2000s, as the tech, media, and telecom bubble burst, the Vivendi empire came
crashing down under the weight of its debt burden. Jean-Marie Messier was invest
gated by both French and U.S. courts, and was accused of misleading shareholders,
misappropriating funds, and worsening the company’s precarious position. He was
fined and forced to resign.*

Figure 11.3 graphs long-term profitability against the rate of growth in company
revenues. A company that does not grow is likely missing out on profitable opportun”
ties.** A moderate revenue growth rate of G* allows a company to maximize I0ng-

term

|
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e Trade-off Between PrOﬁfobility and Revenue Growth Rates

H*

=

Long Run Profitability
=
~

G1 GE G2
Revenue Growth Rate

profitability, generating a return of 7* Thus, a growth rate of G/ in Figure 11.3 is
not consistent with maximizing profitability (z/ < 7*). By the same token, however,
attaining growth in excess of G2 requires moving into market segments that earn
lower profit margins or diversification into areas that the company knows little about.
Consequently, it can be achieved only by sacrificing profitability; that is, past G¥, the
investment required to finance further growth does not produce an adequate return,
and the company’s profitability declines. Yet G2 may be the growth rate favored by
an empire-building CEO, for it will increase his or her power, status, and income. At
this growth rate, profitability is equal only to 72. Because a* < m2, a company grow-
ing at this rate is clearly not maximizing its long-run profitability or the wealth of its
stockholders.

The magnitude of agency problems was emphasized in the early 2000s, when
a series of scandals swept through the corporate world, many of which could be
attributed to self-interest-secking senior executives and a failure of corporate gover-
nance mechanisms, In 2003, an investigation revealed that Hollinger CEO Conrad
Black, had used “tunneling” to divert over $400 million in company funds to his
family and friends (see the Strategy in Action 11.2 for more details on Hollinger
and Black). Between 2001 and 2004, accounting scandals unfolded at a number
of major corporations, including Enron, WorldCom, Tyco, Computer Associ-
dles, HealthSouth, Adelphia Communications, Dynegy, Royal Dutch Shell, and
Parmalat, a major Italian food company. At Enron, $27 billion in debt was hid-
den from, shareholders, employees, and regulators in special partnerships that were
'moved from the balance sheet. At Parmalat, managers apparently “invented”

to $12 billion in assets to shore up the company’s balance sheet—assets that
"ever existed. In the case of Royal Dutch Shell, senior managers knowingly
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11.2 STRATEGY IN ACTION

Hi Self-Dealing at Hollinger International Inc.

i From 1999 t0 2003, Conrad Black, CEO, and F. David ~ as “tunneling,” Black and Radler engaged in a se.
| : Radler, COO, of Hollinger International Inc., illegally  ries of self-dealing transactions such as selling some

|
_ ’ : diverted cash and assets to themselves, family mem-  of Hollinger’s newspapers at below-market prices to
i bers, and other corporate insiders. Hollinger Interna-  companies privately held by Black and Radler them
Hl selves—sometimes for as low as one dollar. They also

around the world, such as the Chicago Sun-Times,  directly channeled money out of the firm under the
the Daily Telegraph (in London), the National Post (in  guise of “noncompetition payments.” The managers
Toronto), and the Jerusalem Post (in Israel), among  abused corporate perks, using a company jet fo fly
; others. According to Stephen Cutler, the director of  fo the South Pacific for a vacation and spending cor-
4‘l ‘ the SEC’s Division of Enforcement, “Black and Radler  porate funds on a swanky, New York apartment on
‘; abused their control of a public company and treat  Park Avenue and a lavish, $62,000 birthday party
g i ed it as their personal piggy bank. Instead of carry-  for Black’s wife. Black’s illgotten gains are thought
L] ing out their responsibilities to protect the interest of  fo total more than $400 million, and fallout from the

|
! tional, a global publishing empire, owned newspapers
|
(
i

public shareholders, the defendants cheated and de-  scandal resulted in a loss of $2 billion in shareholder
5 frauded these shareholders through a series of decep-  value. Although Black was sentenced to 6% years in

]

L i tive schemes and misstatements.” In a practice known  jail, he ultimately only served 42 months.
i
f

Sources: S. Taub, “SEC Charges Hollinger, Two Executives,” CFO, November 16, 2004; www.cfo.com, U.S. Department of Justice,
“Former Hollinger Chairman Conrad Black and Three Other Executives Indicted in U.S.~Canada Corporate Fraud Schemes,” indictment
released November 17, 2005; "ExMedia Mogul Black Convicted of Fraud,” Associated Press, July 18, 2007; A. Stern, “ExMedia Mogul

Conrad Black Sent Back fo Prison,” Reuters, June 24, 2011.

LI inflated the value of the company’s oil reserves by one-fifth, which amounted to
4 billion barrels of oil that never existed, making the company appear much more
valuable than it was. At the other companies, earnings were systematically over-
stated, often by hundreds of millions of dollars, or even billions of dollars in the
case of Tyco and WorldCom, which understated its expenses by $3 billion in 2001.
In all of these cases, the prime motivation seems to have been an effort to present
more favorable view of corporate affairs to shareholders than was the case, thereby
securing senior executives significantly higher pay packets.®

It is important to remember that the agency problem is not confined to the r_€13'
tionship between senior managers and stockholders. It can also bedevil the relation”
ship between the CEO and subordinates, and between them and their subordinates
Subordinates might use control over information to distort the true performance O,f
their unit in order to enhance their pay, increase their job security, or make sure their
unit gets more than its fair share of company resources. i

Confronted with agency problems, the challenge for principals is to (1) shap®
behavior of agents so that they act in accordance with the goals set by princiP

the
als,

-




ibility, and Ethics
Chapter 11 Corporate Governance, Social Responsibility,

s v elo
information asymmetry between agents and principals, and 3) de:ls 0?
@ redu‘cinls for removing agents who do not act in accordance with the go
echanis

i ies
|s and mislead them. Principals deal with these challenges through a ser
S S i
?nglpeinance mechanisms.
of 8

711-4 GOVERNANCE MECHANISMS

incipals put governance mechanisms in place to align incentives between pr1nc1p1§1£
o pand to monitor and control agents. The purpose of governance melc1 :
o’ agentS, educe the scope and frequency of the agency problem.; that is, to he p
g totz ents act in a manner that is consistent with the best interests of their
i thaI %his section, the primary focus is on governance mechanisms that exist tl(;
p@c1pal§- tnrests of senior managers (as agents) with their principals, s?ockholfiers.h
- then‘:tfe forgotten, however, that governance mechanisms also exist to ghgn the
Shto ui(sltzlzf business-unit managers with those of their superiors, and likewise down
in er - . . .
i hierarChylzg';(hlaIi tfl:)?n? rrlrgljlrilrllz ?}tll;);' of governance mechanisms for aligning stqck—

o \ZC anagement interests: the board of directors, stock-based compensation,
ggl(f;;nstgcmeﬁts and the takeover constraint. The section closes with a discus-

a )

ithi i i nior and
sion of governance mechanisms within a company to align the interests of se
lower-level managers.

11-4a The Board of Directors

: : ate governance system. Board
The board of directors is the Catigmics othe Zorﬁg;r co%porate law they represent
members are directly electefi by StOCkhOIderiiIan euthe board can be held legally ac-
the stockholders’ interests in the S0P SC% f decision making within
countable for the company’s actions. Its pgsition althe SHEHOLYS that they are
the company allows it to monitor corporate strategy dec_lslons and ensure ; a : tZ i
consistent with stockholder interests. If the board believes that cc}>lrpora : stral aignst
denot in the best interest of stockholders, it can take measures such as voting a;,;nees
Management nominations to the board of directors, or submitting its own nom t'
N addition, the board has the legal authority to h316re, fire, an(:igorrllperlrsiteoiosli'g;;r?oi
employees including, most importantly, the CEO.*® The board is also resp » g
Making su7re that the ,COmpany’s audited financial statements present a.true picture o
its financia] situation. Thus, the board exists to reduce the information asymm_etry
Etween stockholders and managers, and to monitor and control management actions
on be . & 5
healtf of stlockhoclldgrs. osed of a mix of inside and outside directors, In.s1de
; YPical board is comp such as the CEO. They are required
rectors gre senior employees of the company, : h s activities
O the boarg because they have valuable information about the company . !
Withoys T ion, the board cannot adequately perform its monitoring func-
; such information, - loyees of the company, their interests tend
00 But because insiders are full-time employ: L o
e f management. Hence, outside directors are needed to ring
objecﬁv_gne e thos_e Sith d evaluation processes. Outside directors are not fu]]-
L Inlgo;(:; et:n; ?ﬁiﬂggig;g Many of them are full-time, professional directors
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inside directors

Senior employees of
the company, such as

the CEQ.

outside directors

Directors who are not
ulkime employees of
fhe company, needed
o provide objectivity
fo the monitoring and
evaluation of processes.
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ards of several companies. They need to maintaj, .

who hold positions on the bo ’
rform their role as ObjeCtive]y

reputation for competency, and so are motivated, fo pe

and effectively as possible.” ; ’ y
There is little doubt that many boards perform their assigned functions admirably_

For example, when the board of Sotheby’s discovered that the company had beey
engaged in price fixing with Christie’s, board members moved quickly to oust botp
the CEO and the chairman of the company (see Strategy in Action 11.1). But not ]
boards perform as well as they should. The board of now-bankrupt energy company
Enron approved the company’s audited financial statements, which were later discoy-
ered to be grossly misleading.

Critics of the existing governance system charge that inside directors often domi-
nate the outsiders on the board. Insiders can use their position within the management
hierarchy to exercise control over the company-specific information that the board
receives. Consequently, they can present information in a way that puts them in a fa-
vorable light. In addition, because insiders have intimate knowledge of the company’s
operations, and because superior knowledge and control over information are sources
of power, they may be better positioned than outsiders to influence boardroom deci-
sion making. The board may become the captive of insiders and merely rubber-stamp
management decisions instead of guarding stockholder interests.

Some observers contend that many boards are dominated by the company CEO,
particularly when the CEO is also the chairman of the board.* To support this view,
they point out that both inside and outside directors are often the CEO’s nominees.
The typical inside director is subordinate to the CEO in the company’s hierarchy and
therefore unlikely to criticize the boss. Nor can outside directors nominated by the
CEO be expected to evaluate the CEO objectively. Sometimes CEOs sit on each other’s
boards as outside directors, forming “interlocking directorates” that may induce them
to act in each other’s interests. Thus, the loyalty of the board may be biased toward
the CEO, not the stockholders. Moreover, a CEO who is also chairman of the board
may be able to control the agenda of board discussions in such a manner as to deflect
criticisms of his or her leadership. Notably, although shareholders ostensibly vote o1
board members, board members are not legally required to resign if they do not re-
ceive a majority of the vote. The Council of Institutional Investors (which represents
pension funds, endowments, and other large investors) published a list of “zombie
directors” in 2012—directors who were retained on boards despite being rejected by
shareholders. The list involves a wide range of companies, from Boston Beer Com-
pany, to Loral Space and Communications, to Cablevision, In fact, Cablevision W35
listed as having three directors who lost their shareholder votes twice between 20
and 2012, yet remained on the board >

In the aftermath of the wave of scandals that hit the corporate world in the early
2000s, there are clear signs that many corporate boards are moving away from merel)e/
rubber-stamping top-management decisions and are beginning to play a much m(;r—
a'ctlve role in corporate governance, In part, they have been prompted by new legls[?s
tion such as the 2002 Sarbgnes~0xley Act in the United States, which tightened It :
regulating corporate reporting and corporate governance. A growing trend on the p-?n.
of the courts to hold directors liable for corporate misstatements has also been 1 -
portant. Pgwerful ‘mstltutllonal mvestors such as pension funds have also been m‘;ﬂ
afgfsswe in exerting their power, often pushing for more outside representatlon o
the board of directors and for a separation between the roles of chairman an
An apt example is provided by the settlement reached in September 2018 be

tweeﬂ
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Tesla, Elon Musk, and the Securitie§ Exchange Commission, requiring that Musk,
who served in both the CEO and chairman of the board roles, would step down from
pis position a5 cha1rrpan. Musk had come under fire for tweeting that he intended to
ake the company private, and that funding was secured; the Securities and Exchange
Commission believed the tweet was reckless and had the potential to mislead stock-
holders. and thus believed Musk needed more oversight.

In general, there has been growing pressure to have the chairman role go to an
outsider rather than firm management. Partly as a result, more than 50% of firms on
the Standard & Poor’s 500 index split the chairman and CEO jobs as of December
2017—up from 25% 15 years earlier. However, only 28% of S&P 500 companies have
an independent board chairman; chairmen of 21% of companies are former CEOs or
current non-CEQ executives.*” Separating the role of chairman and CEO limits the
ability of corporate insiders, particularly the CEQ, to exercise control over the board.
Regardless, it must be recognized that boards of directors do not work as well as they

should in theory, and other mechanisms are needed to align the interests of stockhold-
ers and managers.

11-4b Stock-Based Compensation

According to agency theory, one of the best ways to reduce the scope of the agency
problem is for principals to establish incentives for agents to behave in the company’s
best interest through pay-for-performance systems. In the case of stockholders and
top managers, stockholders can encourage top managers to pursue strategies that
maximize a company’s long-term profitability and profit growth, and thus the gains
from holding its stock, by linking the pay of those managers to the performance of
the stock price.

Giving managers stock options—the right to purchase the company’s shares at a
predetermined (strike) price at some point in the future, usually within 10 years of the
grant date—has been the most common pay-for-performance system. Typically, the
strike price is the price at which the stock was trading when the option was originally
granted. Ideally, stock options will motivate managers to adopt strategies that increase
the share price of the company, for in doing so managers increase the value of their
stock options, Granting managers stock if they attain predetermined performance
targets is another stock-based, pay-for-performance system.

Several academic studies suggest that stock-based compensation schemes such as
Stock options and stock grants can align executive and stockholder interests. For in-
Stance, one study found that managers were more likely to consider the effects of their
4quisition decisions on stockholder returns if they were significant shareholders.*!
~cCording to another study, managers who were significant stockholders were less
!lkely L0 pursue strategies that would maximize the size of the company rather than
its Profitability 2 More generally, it is difficult to argue with the proposition that

€ chance tq get rich from exercising stock options is the primary reason for the

‘ our days and 6-day workweeks that many employees of fast-growing companies
xperience.

Howevye
Versial. v

granted S

I, the practice of granting stock options has become increasingly contro-
any top managers earn huge bonuses from exercising stock options that were

everal years prior. Critics claim that these options are often too generous but
u]0anot deny that they motivate managers to improve company performance. ‘A partic-
"€ause for concern is that stock options are often granted at such low strike prices

stock options

The right fo purchase
Corrgj:)cny stock at a
predetermined price at
some point in the future,
usually within 10 years of
the grant date.
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that the CEO can hardly fail to make a s'igniﬁcapt amount of mopey by eXercisy

1| them, even if the company underperforms in the stock market by a significan Margi,
H| A serious example of the agency problem emerged in 2005 and 2006, Wwhen the SEC
‘ investigated several companies that had granted stock options 1o senior CXecutiyeg
and apparently “backdated” the stock to a tim-e when th_e price was lower, €nablip

executives to earn more money than if those options hfid simply been dated on the day
they were granted.® By late 2006, the SEC had investlgat_ed nearly 139 companies f,
; possible fraud related to stock-option backdating, including such major Corporatigng
] as Apple, Jabil Circuit, United Healthcare, and Home Depot.*

Other critics of stock options, including the famous investor Warren Buffett, cop,.
plain that huge stock-option grants increase the outstanding number of shares i a
company and therefore dilute the equity of stockholders; accordingly, they shoulg be
shown in company accounts as an expense against profits. Under accounting reguls.
‘ | tions that were enforced until 2005, stock options, unlike wages and salaries, were not
!‘ ? expensed. However, this has since changed, and as a result many companies are begin-

{1 ning to reduce their use of options. Microsoft, for example, which had long given gen-
erous stock-option grants to high-performing employees, replaced stock options with
stock grants in 2005. Requiring senior management to hold large numbers of shares in
- the company also has its downside: Managers who hold a large portion of their per-
t sonal wealth in the company they manage are likely to be underdiversified. This can
fI lead to excessively risk-averse behavior, or overdiversification of the firm.

11-4¢ Financial Statements and Auditors

Publicly traded companies in the United States are required to file quarterly and an-
nual reports with the SEC that are prepared according to GAAP. The purpose of
this requirement is to give consistent, detailed, and accurate information about how
efficiently and effectively the agents of stockholders—the managers—are running the
company. To make sure that managers do not misrepresent financial information,
the SEC also requires that the accounts be audited by an independent, accredited
accounting firm. Similar regulations exist in most other developed nations. If the sys-
tem works as intended, stockholders can have faith that the information contained
in financial statements accurately reflects the state of affairs at a company. Among
‘ HHI other things, such information can enable a stockholder to calculate the proﬁtability
LLTEE (ROIC) of a company in which he or she invests and to compare its ROIC against that
of competitors.

Unfortunately, this system has not always worked as intended in the United States.
Despite the fact that the vast majority of companies do file accurate information 1
: their financial statements, and although most auditors review that information a¢-
I curately, there is substantial evidence that a minority of companies have abused the
L system, aided in part by the compliance of auditors. This was clearly an issue at baqk-
| H rupt energy trader Enron, where the CFO and others misrepresented the true financa
1 state of the company to investors by creating off-balance-sheet partnerships that e
" the true state of Enron’s indebtedness from public view. Enron’s auditor, Arthur An-
dersen, was complicit with this deception and in direct violation of its fiduciary dut¥
Arthur Anderson had lucrative consulting contracts with Enron that it did not W2t
to jeopardize by questioning the accuracy of the company’s financial statements: ;
losers in this mutual deception were shareholders, who relied completely upor e
curate information to make their investment decisions.

_—
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There have been numerous examples in recent years of managers’ gaming of finan-
cial statements to present a distorted picture of their company’s finances to investors
(see the accusations made by HP about Autonomy in the Closing Case, for example).
The typical motive has been to inflate the earnings or revenues of a company, thereby
generating investor enthusiasm and propelling the stock price higher, which gives
managers an opportunity to cash in stock-option grants for huge personal gain, obvi-
ously at the expense of stockholders, who have been misled by the reports.

The gaming of financial statements by companies such as Enron raises serious
questions about the accuracy of the information contained in audited financial state-
ments. In response, Congress passed the Sarbanes-Oxley Act in 2002, representing the
most far-reaching overhaul of accounting rules and corporate governance procedures
since the 1930s. Among other things, Sarbanes-Oxley established an oversight board
for accounting firms, required CEOs and CFOs to endorse their company’s financial
statements, and barred companies from hiring the same accounting firm for both au-
diting and consulting services.

11-4d The Takeover Constraint

Given the imperfections in corporate governance mechanisms, it is clear that the
agency problem persists at some companies. However, stockholders do have residual
power—they can always sell their shares. If stockholders sell in large numbers, the
price of the company’s shares will decline. If the share price falls far enough, the com-
pany might be worth less on the stock market than the actual value of its assets. At
this point, the company may become an attractive acquisition target and runs the risk
of being purchased by another enterprise, against the wishes of the target company’s
Management. .
_ Therisk of being acquired by another company is known as the takeover constraint—
it limits the extent to which managers can pursue strategies and take actions that put
their own interests above those of stockholders. If they ignore stockholder interests and
the Company is acquired, senior managers typically lose their infiependence, and lik_ely
®Ir jobs ag well. Therefore, the threat of takeover can constrain management action
ndlimit the worst excesses of the agency problem.

During the 1980s and early 1990s, the threat of takeover was often enforced by
“mporate raiders: individuals or corporations that purchase large blocks of' shares
N companies which appear to be pursuing strategies inconsistent w1t.h maximizing
Stockholder wealth. Corporate raiders argue that if these underperforming companies
Pursyeq different strategies, they could create more wealth for stockholders. Raid-
ers Durchase stock in a company either to take over the busingss and run it more
€ Tiently, or to precipitate a change in top management, 1jep1acmg the .emstmg team
With ope more likely to maximize stockholder returns. Raiders are motivated not by
s TUism, byt by gain. If they succeed in their takeover bid, they can institute strategies

Al creaqe iy .stockhol ders, including themselves. Even‘ if a takeover bid fails,
fiderg can still earn millions, for their stockholdings will typxcallly be bought out by
e efending company for a iaefty premium. Called greenmail, this source of gain has
Stirreq much controversy and debate about its benefits. Whereas some claim that the
i Teat posed by raiders 1{35 had a salutary effect on enterprise performance by_ push-
ng COrporate management to run companies better, others counter that there is little

dence of this.*

takeover constraint

The risk of being

acquired by another
company.

greenmail

A source of gaining
wealth whereby
corporate raiders either
push companies to
change their corporate
5!rote}gy to one that will
benefit stockholders, or
charge a premium for
stock when the company
wants to buy it back.
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Although the incidence of hostile takeover bids has fallen off significantly since
the early 1990s, this should not imply that the takeover constraint has ceased to op-
erate. Unique circumstances existed in the early 2000s that made it more difficult to
execute hostile takeovers. The boom years of the 1990s left many corporations with
excessive debt (corporate America entered the new century with record levels of debt
on its balance sheets), limiting the ability to finance acquisitions, particularly hostile
acquisitions, which are often particularly expensive. In addition, the market valya-
tion of many companies became misaligned with underlying fundamentals during the
stock market bubble of the 1990s, and after a substantial fall in certain segments of the
stock market, such as the technology sector, present valuations are still high relative
to historic norms—making the hostile acquisition of even poorly run and unprofit-
able companies expensive. However, takeovers tend to occur in cycles, and it seems
likely that once excesses are worked out of the stock market and off corporate balance
sheets, the takeover constraint will reassert itself. It should be remembered that the
takeover constraint—the governance mechanism of last resort—is often invoked only
when other governance mechanisms have failed.

11-4e Governance Mechanisms Inside a Company

Thus far, this chapter has focused on the governance mechanisms designed to reduce
the agency problem that potentially exists between stockholders and managers. Agency
relationships also exist within a company, and the agency problem can arise between
levels of management. In this section, we explore how the agency problem can be
reduced within a company by using two complementary governance mechanisms to
align the incentives and behavior of employees with those of upper-level management:
strategic control systems and incentive systems.

Strategic Control Systems Strategic control systems are the primary governance
mechanisms established within a company to reduce the scope of the agency problem
between levels of management. These systems are the formal, target-setting, measure-
ment and feedback systems that allow managers to evaluate whether a company 18
executing the strategies necessary to maximize its long-term profitability and, in par-
ticular, whether the company is achieving superior efficiency, quality, innovation, an
customer responsiveness. They are discussed in more detail in Chapter 12.

The purpose of strategic control systems is to (1) establish standards and targets
against which performance can be measured, (2) create systems for measuring al
monitoring performance on a regular basis, (3) compare actual performance against
the established targets, and (4) evaluate results and take corrective action if neces
sary. In governance terms, their purpose is to ensure that lower-level managers, 4 the
agents of top managers, act in a way that is consistent with top managers’ goalfs/
which should be to maximize the wealth of stockholders, subject to legal and ethic®
constraints.

One increasingly influential model that guides managers through the process 0.{5
creating the right kind of strategic control systems is the balanced scorecard model:
Managers have traditionally emphasized financial measures of performan
as ROIC to gauge and evaluate organizational performa ] ¢ .
anced scorecard model financial information is extrem
not enough. If managers are to obtain a true picture
financial information must be supplemented with p
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how well an organi_zation has been achievin
iive advantage: efficiency, quality; innovation
is because financial results simply inform managers about the results of strategic deci-
ons they have already taken; the other measures balance this picture of performance

by informing managers about how reliably the organization has in place the building
blocks to-drive future performance 4’

One version of the way the balanced scorecard operates is presented in Figure 11.4.

Based on an orggmzatlons mission and goals, strategic managers develop a set of
criteria for assessing performance according to multiple perspectives such as:

g the four building blocks of competi-
, and responsiveness to customers. This

» The financial perspective: for example, ROIC, cash flow, and revenue growth

» The customer perspective: for example, satisfaction, product reliability, on-time
delivery, and level of service

+ The internal perspective: for example, efficiency, timeliness, and employee satisfaction

» Innovation and learning: for example, the number of new products introduced, the
percentage of revenues generated from new products in a defined period, the time
taken to develop the next generation of new products versus the competition, and
the productivity of research and development (R&D)—how much R&D spending
is required to produce a successful product

Figure 11.4 A Balanced Scorecard Approach ‘

Statement of Vision
1. Definition of SBU

2. Mission Statement
3. Vision Statement _¢

I I |
To my To my With my internal With my

shareholders customers management ability to
processes  innovate and grow

Financial Customer Internal Innovation and
b2 Perspective Perspective Perspective Learning

S — ¥ ‘ v Y ¥
;Wiﬁ_awtara the
ritical success
L_.ﬁf.‘tgr.sz
zﬁv’ 3
Lﬁﬁﬁfarejihé &5 y
%‘{{gﬁsy rements?
L R

v v 2 X

HB;VWHT these
& connected to
:_ﬁ’-edb_ack and

Tewards?

e The Balanced Scorecard




374

ethics
Accepfed principles

Part 4 Implementing Strategy

As Kaplan and Norton, the developers of this approach, suggest, “Thipk of th
balanced scorecard as the dials and indicators in an airplane cockpit. For the Comf_:
plex task of navigating and flying an airplane, pilots need detailed information abot
many aspects of the flight. They need information on fuel, air speed, altitude, 1earning
destination, and other indicators that summarize the current and predicted environi
ment. Reliance on one instrument can be fatal. Similarly, the complexity of Managing
an organization today requires that managers be able to view performance in Several
areas simultaneously.”*

Based on an evaluation of the complete set of measures in the balanced scorecarq
strategic managers are in a good position to reevaluate the company’s mission and,
goals and take corrective action to rectify problems, limit the agency problem, or ex.
ploit new opportunities by changing the organization’s strategy and structure—which
1s the purpose of strategic control.

Employee Incentives Control systems alone may not be sufficient to align incen-
tives between stockholders, senior management, and the organization as a whole, To
help do this, positive incentive systems are often put into place to motivate employ-
ees to work toward goals that are central to maximizing long-term profitability, As
already noted, ESOPs are one form of positive incentive, as are stock-option grants,
In the 1990s, ESOPs and stock-ownership grants were pushed down deep within many
organizations, meaning that employees at many levels of the firm were eligible for the
plans. The logic behind such systems is straightforward: Recognizing that the stock
price, and therefore their own wealth, is dependent upon the profitability of the com-
pany, employees will work toward maximizing profitability.

In addition to stock-based compensation systems, employee compensation can be
tied to goals that are linked to the attainment of superior efficiency, quality, inno-
vation, and customer responsiveness. For example, the bonus pay of a manufactur-
ing employee might depend upon attaining quality and productivity targets, which,
if’ reached, will lower the costs of the company, increase customer satisfaction, and
boost profitability. Similarly, a salesperson’s bonus pay might depend upon surpassing
sales targets, and an R&D employee’s bonus pay may be contingent upon the success
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profession, or the actions

of new products he or she had worked on developing.
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P 11-5 ETHICS AND STRATEGY

The term ethics refers to accepted principles of right or wrong that govern the con-
duct of a person, the members of a profession, or the actions of an organization.
Business ethics are the accepted principles of right or wrong governing the conduct
of businesspeople. Ethical decisions are in accordance with those accepted principles
whereas unethical decisions violate accepted principles. This is not as straightforward
as it sounds. Managers may be confronted with ethical dilemmas, situations where
there is no agreement over the accepted principles of right and wrong, or where none
of the availabl_e alternatives seems ethically acceptable.

In our society, many accepted principles of right and wrong are not only univer-
sally recognized but also codified into law, In the business arena. laws govern product
liability (tort laws), contracts and breaches of contract (contrac,t Jaw), the protectio”
of intellectual property (intellectual property law), competitive behavior (antitrust

R
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Jaw), and the selling of securities
these laws, it is illegal.

Unfortunately, as we have already seen in this chapter, managers do break laws.
Moreover, Managers may‘take advantage of ambiguities and gray areas in the law,
of which there are many in our common law system, to pursue actions that are at
best legally suspect and, in any event, clearly unethical. It is important to realize,
nowever, that behaving ethically surpasses staying within the bounds of the law.
The Opening Case shows that Volkswagen behaved both illegally and unethically
in the “Dieselgate” scandal. In the Closing Case we show that Starbucks goes
well beyond legal requirements to behave ethically by ensuring that its coffee is
purchased from suppliers that use safe, fair, humane working and living condi-
tions, including minimum-wage requirements and the prohibition of child and
forced labor.

Many nations have different laws and ethical norms, making issues of ethics and
legality vastly more complicated when firms’ activities span multiple national borders.
Research by Surroca, Tribo, and Zahra on 110 multinational firms found that often
multinational firms deal with stakeholder pressures and legal concerns in their home
country by simply transferring their socially irresponsible practices to their overseas
subsidiaries. The researchers found that this was particularly likely when it was not
overtly apparent that the subsidiary had a connection to the multinational, suggesting
that managers knew the behavior was unethical and did not want to be associated with
it, yet continued the practice anyway.*

In this section, we take a closer look at the ethical issues that managers may con-
front when developing strategy, and at the steps they can take to ensure that strategic
decisions are not only legal but also ethical.

(securities law). Not only is it unethical to break

11-5a Ethical Issues in Strategy

The ethical issues that strategic managers confront cover many topics, but most are
due to a potential conflict between the goals of the enterprise, or the goals of indi-
vidual managers, and the fundamental rights of important stakeholders, including
stockholders, customers, employees, suppliers, competitors, communities, and the gen-
eral public. Stakeholders have basic rights that must be respected; it is unethical to
violate those rights.

Stockholders have the right to timely, accurate information about their invest-
ments (in accounting statements); it is unethical to violate that right. Customers
have the right to be fully informed about the products and services they purchase, in-
thuding the right to information about how those products might cause them harm,
and it is unethical to restrict their access to such information. Employees have the
fight to safe working conditions, fair compensation for the work they perform, and
ISt treatment by managers. Suppliers have the right to expect contracts to be re-
SPected, and the company should not take advantage of a power disparity between
Itand 4 supplier to opportunistically rewrite a contract. Competitors have the right
fo eXpect that the firm will abide by the rules of competition and not violate the

as_m Principles of antitrust laws. Communities and the general public, including
their political representatives in government, have the right to expect that a firm will
Dotviolate the basic expectations that society places on enterprises—for example, by
Umping toxic pollutants into the environment, or overcharging for work performed
N government contracts.
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Those who take the stakeholder view of business_ ethics of'ten argue that it ig in
the enlightened self-interest of managers to behave in an ethical manner thay rec-
ognizes and respects the fundamental rights of stakeholders, because doing so will
ensure the support of stakeholders and, ultimately, benefit the firm and its manag.
ers. Others go beyond this instrumental approach to ethics and argue that, in Mmany
cases, acting ethically is simply the right thing to do. They argue that businesseg
need to recognize their noblesse oblige—a French term that refers to honorable and
benevolent behavior that is considered the responsibility of people of high (noble)
birth—and give something back to the society that made their success possible. In 3
business setting, it is understood that benevolent behavior is the moral responsibility
of successful enterprises.

Unethical behavior often arises in a corporate setting when managers decide
to put the attainment of their own personal goals, or the goals of the enterprise,
above the fundamental rights of one or more stakeholder groups (in other words,
unethical behavior may arise from agency problems). The most common examples
of such behavior involve self-dealing, information manipulation, anticompetitive
behavior, opportunistic exploitation of other players in the value chain in which
the firm is embedded (including suppliers, complement providers, and distributors),
the maintenance of substandard working conditions, environmental degradation,
and corruption.

Self-dealing occurs when managers find a way to feather their own nests with cor-
porate monies, as we have already discussed in several examples in this chapter (such as
Conrad Black at Hollinger). Information manipulation occurs when managers use their
control over corporate data to distort or hide information in order to enhance their
own financial situation or the competitive position of the firm; HP accused Autonomy
of this in the Closing Case. As we have seen, many accounting scandals have involved
the deliberate manipulation of financial information. Information manipulation can
also occur with nonfinancial data. An example is when managers at the tobacco com-
panies suppressed internal research that linked smoking to health problems, violating
the right of consumers to accurate information about the dangers of smoking. When
this evidence came to light, lawyers filed class-action suits against the tobacco compa-
nies, claiming that they had intentionally caused harm to smokers—they had broken
tort law by promoting a product that they knew was seriously harmful to consumers.
In 1999, the tobacco companies settled a lawsuit brought by the states that sought to
recover health-care costs associated with tobacco-related illnesses: the total payout to
the states was $260 billion.

Anticompetitive behavior covers a range of actions aimed at harming actual or po-
tential competitors, most often by using monopoly power, and thereby enhancing the
long-run prospects of the firm. For example, in the 1990s, the Justice Department
claimed that Microsoft used its monopoly in operating systems to force PC makers t0
bundle Microsoft’s Web browser, Internet Explorer, with the Windows operating sys"
tem, and to display the Internet Explorer logo prominently on the computer desktop-
Microsoft reporte@ly told PC makers that it would not supply them with Wind_OWS
un}ess they did this. Because the PC makers needed Windows to sell their machines,
this was a powerfu} threat. The alleged aim of the action, which exemplifies “tie-10
sales”—which are illegal under antitrust laws—was to drive a competing browsef
maker, Netscape, out'of business. The courts ruled that Microsoft was indeed abusiig
its monopoly power in this case and, under a 2001 consent decree, the company Wa3

forced to cease this practice.
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Legality aside, the actions in which Microsoft managers allegedly engaged are un-
othical on at least three counts; first, by violating the rights of end-users by unfairly
fimiting their EloICefsecand; by violating the rights of downstream participants in
the industry value ?ham'—m thls case, PC makers—by forcing them to incorporate a

articular product in their design; and third, by violating the rights of competitors to
frec and fair competition.

Opportunistic exploitation of other players in the value chain in which the firm is
embedded is an other example of unethical behavior. Exploitation of this kind typi-
cally occurs when tl}e managers of a firm seek to unilaterally rewrite the terms of a
contract with suppliers, buyc?rs, or complement providers in a way that is more fa-
vorable to the firm, often using their power to force a revision to the contract. For
example, in the late 1990s, Boeing entered into a $2-billion contract with Titanium
Metals Corporation to purchase certain amounts of titanium annually for 10 years. In
2000, after Titanium Metals had already spent $100 million to expand its production
capacity to fulfill the contract, Boeing demanded that the contract be renegotiated,
asking for lower prices and an end to minimum-purchase agreements. As a major
purchaser of titanium, managers at Boeing probably thought they had the power to
push this contract revision through, and Titanium’s investment meant that it would be
unlikely that the company walk away from the deal. Titanium promptly sued Boeing
for breach of contract. The dispute was settled out of court, and under a revised agree-
ment Boeing agreed to pay monetary damages to Titanium Metals (reported to be in
the $60-million range) and entered into an amended contract to purchase titanium.*”
This action was arguably unethical because it violated the supplier’s right to have a
purchaser do business in a fair and open way, regardless of any issues of legality.

Substandard working conditions arise when managers underinvest in working condi-
tions, or pay employees below-market rates, in order to reduce their production costs.
The most extreme examples of such behavior occur when a firm establishes operations
in countries that lack the workplace regulations found in developed nations such as the
United States. For example, the Ohio Art Company ran into an ethical storm when
newspaper reports alleged that it had moved production of its popular Etch A Sketch
toyfrom Ohio to a supplier in Shenzhen Province, where employees—mostly teenagers—
work long hours for $0.24 per hour, below the legal minimum wage of $0.33 per hour.
Moreover, production reportedly started at 7:30 a.m. and continued until 10 p.m., with
breaks only for lunch and dinner. Furthermore, Saturdays and Sundays were treated as
normal workdays, meaning that employees worked 12 hours per day, 7 days per week, or
84 hours per week—well above the standard 40-hour week authorities set in Shenzhen.

Working conditions such as these clearly violate employees’ rights in China, as specified
by local regulations (which are poorly enforced). Is it ethical for the Ohio Art Company
o use such a supplier? Many would say it is not.” _ ' i
Environmental degradation occurs when a company’s actions directly or indirectly
esult in pollution or other forms of environmental harm. Env1rpnmenta1 degradatxon
@n violate the right of local communities and the general public to clean air and wa-
t¢r, land that s free from pollution by toxic chemicals, and properly managed forests.
_Finally, corruption can arise in a business context when managers pay bnbgs to
84In access to lucrative business contracts. For examplt?, it was gtlleged tl_Jat Halhbgr-
Eon Was part of a consortium that paid nea_rly $180 n_nll_lon in bribes to win a lucrative
Ontract to build a natural gas plant in Nigeria.”” Slm}larly, between 2006 and 2009,
Clllemens was found guilty of paying hund%'eds of millions of dollars in bribes to se-
'€ sales contracts; the company was ultimately forced to pay hefty fines, and one
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Chinese executive who accepted $5.1 million in bribes was sentenced to death by Chj.
nese courts.® Corruption is clearly unethical becanse it v1o}atf?:s many rights, inclug.
ing the right of competitors to a level playing field when bidding for contracts, apg
Hill when government officials are involved, the right of citizens to expect that govgmm,:m'
‘ officials will act in the best interests of the local community (or nation), and not iy

résponse to corrupt payments.

11-5b The Roots of Unethical Behavior

Why do some managers behave unethically? What motivates managers to engage in
actions that violate accepted principals of right and wrong, trample on the rights of
one or more stakeholder groups, or simply break the law? Although there is no simple
answer to this question, a few generalizations can be made.* First, it is important to

personal ethics recognize that business ethics are not divorced from personal ethics, which are the
Generally accepted generally accepted principles of right and wrong governing the conduct of individu-
principles of right and als. As individuals, we are taught that it is wrong to lie and cheat, and that it is right
wrong governing the to behave with integrity and honor, and to stand up for what we believe to be true,
conduct of individuals. The personal ethical code that guides behavior comes from many sources, including

parents, schools, religion, and the media. A personal ethical code will exert a profound
influence on the way an individual behaves as a businessperson. An individual with
a strong sense of personal ethics is less likely to behave in an unethical manner in a
business setting; in particular, he or she is less likely to engage in self-dealing and more
likely to behave with integrity.

Second, many studies of unethical behavior in a business setting have come to the
conclusion that businesspeople sometimes do not realize that they are behaving uneth-
ically, primarily because they simply fail to ask the relevant question: Is this decision
or action ethical? Instead, they apply straightforward business calculus to what they
perceive to be a business decision, forgetting that the decision may also have an im-
portant ethical dimension.” The fault here is within processes that do not incorporate
ethical considerations into business decision making. This may have been the case at
Nike and other textile companies when managers originally made subcontracting ar-
rangements with contractors that operated factories as “sweatshops,” with long hours,
low pay, and poor working conditions. Those decisions were probably based upon
good economic logic. Subcontractors were probably chosen on the basis of business
variables such as cost, delivery, and product quality, and key managers simply faile_d
to ask: “How does this subcontractor treat its workforce?” If managers pondered this
question at all, they probably reasoned that it was the subcontractor’s concern, not the
company’s.

Unfortunately, the climate in some businesses does not encourage people to thi}lk
through the ethical consequences of business decisions. This brings us to the third
cause of unethical behavior in businesses: an organizational culture that de-emphasizes
business ethics and considers all decisions to be purely economic ones. lndividl_lals
may believe their decisions within the workplace are not subject to the same ethical
principles that govern their personal lives, or that their decisions within the firm do
not really “belong” to them, but rather that they are merely acting as agents of the
firm. A related fourth cause of unethical behavior may be pressure from top mandgs
ment to meet performance goals that are unrealistic and can only be attained by out-
ting corners or acting in an unethical manner. Thus, the pressure to perform induces

o
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individuals to behave in ways they otherwise would not, This appears to have been the
case at Volkswagen: Engineers were under extreme pressure to produce a diesel car
'[hat would be fuel _efﬁment,’powerful, and meet U.S. emission standards in order to
meet then-CEO Winterkorn’s goal of tripling U.S. sales. Documents from within the
organization suggest that the company had a “culture of fear” that made employees
¢ afraid of disappointing management they were willing to cheat even though they
clearly knew it was both a legal and ethical violation.

An organizational culture can “legitimize” behavior that society would judge
as unethical, particularly when this is mixed with a focus upon unrealistic perfor-
mance goals such as maximizing short-term economic performance regardless of
the costs. In such circumstances, there is a greater-than-average probability that
managers will violate their own personal ethics and engage in behavior that is un-
ethical. By the same token, an organization’s culture can do just the opposite and
reinforce the need for ethical behavior. Recreational Equipment Inc. (REI), for
example, has a strong culture around valuing environmental sustainability, respect
for individuals, and trustworthiness. The firm backs up this belief system with such
policies as producing an annual environmental stewardship report and providing
health-care benefits for all workers (including part-time employees), a retirement
plan that does not require individual contributions, and grants for employees to
contribute to their communities or to buy gear to pursue personal outdoor chal-
lenges. The company has made Fortune’s “100 Best Companies to Work For” list
every year since 1998.

This brings us to a fifth root cause of unethical behavior: wnethical leadership.
Leaders help to establish the culture of an organization, and they set the example that
others follow. Other employees in a business often take their cues from business lead-
ers, and if those leaders do not behave in an ethical manner, employees may not either,
Itis not what leaders say that matters, but what they do. A good example is Ken Lay,
the former CEO of the failed energy company Enron. While constantly referring to
Enron’s code of ethics in public statements, Lay simultaneously engaged in behavior
that was ethically suspect. Among other things, he failed to discipline subordinates
who had inflated earnings by engaging in corrupt energy-trading schemes. Such be-

havior sent a very clear message to Enron’s employees—unethical behavior would be
tolerated if it could boost earnings.

115 Behaving Ethically

What is the best way for managers to ensure that ethical considerations are taken
Ito account? In many cases, there is no easy answer to this question, for many of
the most vexing ethical problems involve very real dilemmas and suggest no obyi-
OUs right course of action. Nevertheless, managers can and should do at least seven

1NgS to ensure that basic ethical principles are adhered to, and that ethical issues
4Ie routinely considered when making business decisions. They can (1) favor hiring
dnd Promoting people with a well-grounded sense of personal ethics, (2) build an
Ofganizational culture that places a high value on ethical behavior, (3) make sure
that leader within the business not only articulate the rhetoric of ethical behavior
Ut also act in a manner that is consistent with that rhetoric, (4) put decision-making
Processes iy place that require people to consider the ethical dimension of business

eClSions, (5) use ethics officers, (6) put strong governance processes in place, and
act with moral courage.
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[ } Hiring and Promotion It seems obvious that businesses should str'ive to hire people
: who have a strong sense of personal ethics and would qot engagg in unethica] o i1.
i f [ iegal behavior. Similarly, you would rightly expect a business to not promote People
‘ and perhaps fire people, whose behavior does not match generally accepted ethica]
‘.j' I standards. But doing this is actually very difficult. ;
‘ ‘ ' Is there anything that businesses can do to ensure they do nOt'hlre people who
| \ have poor personal ethics, particularly given that people haye an incentive to hide
[ this from public view (indeed, unethical people may well lie about their nature)?
[ 11 Businesses can give potential employees psychological tests to try to discern thejr
ethical predisposition, and they can check with prior employees regarding someone’s
reputation, such as by asking for letters of reference and talking to people who haye
j1 worked with the prospective employee. The latter approach is not uncommon and
; | does influence the hiring process. Promoting people who have_displayed poor ethics
i | should not occur in an organization that values ethical behavior, and where leaders
k act accordingly.

i
LI L Organization Culture and Leadership To foster ethical behavior, organizations
i I must build an culture that places high value on ethical behavior. Three actions are
' ’ particularly important. First, businesses must explicitly articulate values that place a

code of ethics strong emphasis on ethical behavior. Many companies now do this by drafting a code of
. Formal statement of the ethics, a formal statement of the ethical priorities to which a business adheres—in
a business adheres. companies to have a code of ethics that identifies areas of ethical risk, provides

guidance for recognizing and dealing with ethical issues, provides mechanisms for
reporting unethical conduct, and notes procedures to ensure prompt action against
violations.*® Firms also sometimes incorporate ethical statements into documents
that articulate the values or mission of the business. For example, the food and
y consumer products giant Unilever’s code of ethics includes the following points:
! “We will not use any form of forced, compulsory or child labor” and “No employee
{ may offer, give or receive any gift or payment which is, or may be construed as be-
1[ ing, a bribe. Any demand for, or offer of, a bribe must be rejected immediately and
{
{
{
|
{
\
i

i ' ethical priorities fo which  fact, both the New York Stock Exchange and Nasdagq listing services require listed
|
J
F
\
|
|

reported to management.”’ Unilever’s principles send a very clear message to man-
agers and employees within the organization. Data from the National Business

i Ethics Survey, administered by the Ethics Resource Center, a U.S. nonprofit, has
_ found that firms with strong, well-implemented ethics programs have significantly

‘ (111 fewer cases of ethical misconduct.

!

|

Having articulated values in a code of ethics or some other document, it is im-

LI H portant that business leaders give life and meaning to those words by repeatedly em-

Ll ; phasizing their importance and then acting on them. This means using every relevant

: opportunity to stress the importance of business ethics and making sure that key busi

[ i ness decisions not only make good economic sense but also are ethical. Many com-

{1 panies have gone a step further and hired independent firms to audit them and maké

! ' sure that they are behaving in a manner consistent with their ethical codes. Nike: for

I ([l ; example, has in recent years hired independent auditors to ensure that its subcontrac

’ tors are adhering to Nike’s code of conduct.

1 f ‘ Finally, building an organization culture that places a high value on ethical beha"

|

ior requires incentive and reward systems, including promotional systems that rewar
[ 1) people who engage in ethical behavior and sanction those who do not.
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culture in an organization bu;?n addition to establishing the right kind of ethical
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Ethics Officers To make sure that a business behaves in an
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making recommendations for change. ' : i
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\ When the CEO is also chairman of the board of directors, he or she can contro|
L the agenda, thereby furthering his or her own personal agenda (which may include
i1 self-dealing) or limiting criticism against current corporate policies. The thirg
. | cornerstone is a compensation committee formed by the board that is composeqd en-
; i HHa i tirely of outside directors. The compensation com}pittee sets the level of pay for top
[( 1 managers, including stock-option grants and additional benefits. The scope of self.
\ = dealing is reduced by making sure that the compensation committee is independent
of managers. Fourth, the audit committee of the board, which reviews the financig]
RETIS] statements of the firm, should also be composed of outsiders, thereby e€ncouraging
vigorous, independent questioning of the firm’s financial statements. Finally, the
| il board should use outside auditors that are truly independent and do not have 5
: | {H conflict of interest. This was not the case in many recent accounting scandals, where
! ‘ outside auditors were also consultants to the corporation and therefore less likely
|
]

to ask management hard questions for fear that doing so would jeopardize lucrative
consulting contracts.

i Moral Courage It is important to recognize that sometimes managers and others
need significant moral courage. Moral courage enables managers to walk away from
a decision that is profitable but unethical, gives employees the strength to say no to
| superiors who instruct them to behave unethically, and gives employees the integrity
; to contact the media and “blow the whistle” on persistent unethical behavior in a
il company. Moral courage does not come easily; there are well-known cases where in-
| I dividuals have lost their jobs because they were whistleblowers on unethical corporate
I behaviors.

Companies can strengthen the moral courage of employees by making a com-
mitment to refuse to seek retribution against employees who exercise moral courage,
say no to superiors, or otherwise complain about unethical actions. For example,
Unilever’s code of ethics includes the following:

Any breaches of the Code must be reported in accordance with the procedures
specified by the Joint Secretaries. The Board of Unilever will not criticize manage-
ment for any loss of business resulting from adherence to these principles and other
mandatory policies and instructions. The Board of Unilever expects employees (0
bring to their attention, or to that of senior management, any breach or suspected
breach of these principles. Provision has been made for employees to be able t0
report in confidence and no employee will suffer as a consequence of doing so.

This statement gives “permission” to employees to exercise moral courage. Com-

LIEEEL panies can also set up an ethics hotline that allows employees to anonymously register
a complaint with a corporate ethics officer.

Final Words  The steps discussed here can help to ensure that when managers make
[ business decisions, they are fully cognizant of the ethical implications and do not V1
H late basic ethical prescripts. At the same time, not all ethical dilemmas have a cleal
| and obvious solution—that is why they are dilemmas, At the end of the day, there are
j things that a business should not do, and there are things that a business should do:
F but there are also situations that present managers with true predicament. In thes®
cases, a premium is placed upon the ability of managers to make sense out of complex:
v messy situations, and to make balanced decisions that are as just as possible.




