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positions in which they could harm the company. Psychologists are brought in to try to
weed out executive candidates who seem overly predisposed to cutting corners or bending
rules. The psychologists attempt to peer, as it were, into the innermost psyches of candi-
dates for high-level positions, usually by administering various tests, studying their life his-
tories, and/or interviewing people who have known them well at various stages of their lives.

To authorize such screening requires a great deal more faith in the predictive powers
of psychological methods than their record would justify. Many executives are aware of
that but reason that in the event of another failure they can always say they did all they
could to prevent it. Psychologists operate on the (correct) assumption that some people
are more likely than others to simply brush rules aside and let the consequences be
damned. If individuals carrying that trait can be screened out before they acquire the
power to make fateful decisions, the company will be spared the disastrous consequences
of their rashness. (The flip side of that screening is that you also eliminate people of
uncommon initiative.) The psychologists survey candidates for jobs in which critical
decisions can be made, hoping to ensure that only men and women of probity, wisdom,
and self-restraint get to make the really big ones.

In practice, there are two severe problems with this approach, either of which is enough
to invalidate it. The first concerns its feasibility: Can executive crooks actually be weeded
out before they do irreparable harm? The second concerns the realism of its underlying
premise: Is corporate misconduct actually the work of just a few “bad apples”—that is, a
handful of incorrigibly unscrupulous executives? When you dig down into the details, the
feasibility question turns out to be tougher than it may appear at first. There are not just
one but two types of potential offenders whom the psychologists have to detect.

First, there are those for whom self-serving, irresponsible acts are a way of life. Clini-
cally, these people are usually diagnosed as psychopaths. Fortunately for society, they are
relatively rare. Fortunately for employers, most of them quickly acquire the kinds of
records that human resource departments routinely screen out. But their very scarcity
makes hunting for them among the employees of a big company rather like hunting for
a few needles in an enormous haystack. There may not be any of them there in the first
place; and if there are, their disdain for rules is likely to be blatantly obvious without
tests. The second target for the psychologists are people whose morals are not especially
rigid and who might not be above doing the wrong thing if they encountered sufficiently
permissive conditions. This group is likely to be quite large. The practical problem they
present is that excluding them from positions of power would probably make a majority
of employees, virtually all of whom are innocent, the targets of discrimination. Many a
capable, promising, and heretofore honorable employee would be ruled ineligible for
higher-level posts if the absence of a stern, steely character were considered a disqualifi-
cation. Among the remaining few—those whose characters were deemed “impervious” to
temptation (the quotation marks are unavoidable)—it might be difficult to find those
who were also sufficiently imaginative and decisive to handle executive responsibilities.
The practical result is that management has little choice but to take its chances on execu-
tive candidates who might, under the wrong circumstances, present risks of wrongdoing.
Then there is the question of whether psychologists can actually make all those distinc-
tions accurately and reliably. The long answer requires at least a semester in a good psy-
chology program, because of the inherent difficulty in trying to demonstrate such things
incontrovertibly. The short answer is: Probably not.

The Origins of Unethical Conduct

The sad truth seems to be that when it pays to do the wrong thing, someone will. Sin-
gling out that “someone” in advance is, for the reasons just discussed, at best impractical
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and at worst improbable. Many employees—possibly even most—will resist the tempta-
tion, but in a large enough group, someone will give in. And it only takes one aggressive
risk-taker, or a few, to ease a company onto the initially lucrative but inevitably slippery
slope that leads, all too readily, to its own destruction. Why do they do it? What moti-
vates people who usually have a lot to lose (in most cases, a career that was off to an
excellent start) to risk everything on a fast buck? Every corporate scoundrel probably
had his own set of motives. But the one common denominator that influenced all of
them is that they did it because they could. The opportunity was there, and they seized
it. Had there been no opportunity, they would still be what they were before the fatal
temptation presented itself: highly regarded, promising employees with a great future
and perfectly clean records.

In other words, whether one’s behavior is going to be ethical or unethical is, to a large
extent, situational. It is not the result of an inadequate understanding of ethics, or of
fault lines within one’s character, but of being in the wrong place at the wrong time. A
wise sociologist once observed, “The main reason there aren’t more affairs is that there
aren’t more opportunities.” The same can be said of resorting to creative accounting, of
bribing employees to put their own interests above those of clients, even of defrauding
widows and orphans. Opportunity, not ignorance or inherent evil, is the culprit. If that
thought strikes you as too cynical, answer this question for yourself: Suppose you are out
of town, alone, in a city where you know no one and no one knows you. You enter a taxi
cab, and as it rushes off toward your destination you notice beside you, on the back seat,
the wallet of a previous passenger. It is stuffed with hundred-dollar bills. What will you
do? Obviously, there will be some kind of identification in that wallet, so what you
should do is contact its owner and arrange to return the wallet and its contents to him.
But the question I am asking is not what you should do, but what you would do. If you
returned the wallet, many would applaud your honesty. Yet many others would call you
a fool. (After all, they might note, those would be tax-free dollars.) The only way to get a
definitive answer to the question would be to put you in a taxi in a strange city, with no
one but yourself in a position to see what actually happened. Absent that ultimate test,
all of us have a right to be at least somewhat skeptical about what each of the rest of us
would do. And if that is the case, it should not be surprising if circumstances that man-
agement deliberately creates, or knowingly tolerates, can lead people with previously
unblemished records to reach for those fast bucks. Exalted ideas about human nature
have no place in a realistic plan to control employee misconduct. To achieve that goal,
you have to start with the following assumptions: that everyone (with no exceptions) is
at least potentially dishonest; that temptation and opportunity are the two main contri-
butors to potential dishonesty; and that the best way to keep everyone honest is to elim-
inate, or at least severely restrict, both of them.

Bad Apples or Bad Barrels?

An old saying has it that a few bad apples, if not removed, can spoil all the other apples
in the barrel. That is the principle underlying the attempt to screen out unreliable man-
agers before they rise too high in the hierarchy. But the attempt itself is probably futile.
To pursue the analogy, the problem is not with the apples (that is, the individual execu-
tives themselves) but rather with the barrel (the system of constraints and licenses in
which they operate). John C. Coffee, Jr., a professor at the Columbia Law School, dealt
with exactly that problem in analyzing the reasons why auditors at Enron and elsewhere
acquiesced in their clients’ attempts at “earnings management.” During the 1990s, he
noted, the costs to auditors of doing that went down, while the benefits went up: The
costs declined because in several decisions the Supreme Court made it harder to sue
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accountants, while Congress passed legislation that, among other things, reduced their
maximum liability.... In any profession, but especially for custodians of the public
trust, advocacy and objectivity cannot be safely combined. (Coffee 2002)

In other words, the government, not just greedy executives, had a hand in this. Con-
straints designed to dissuade accountants from colluding with clients to misrepresent
their earnings, or at least to present them in an extremely optimistic light, had eroded
because of decisions taken by both the judicial and legislative branches. Risks that had
been thought foolish under prior rules now seemed worth thinking about. Inevitably,
someone experimented with tactics that had previously been discouraged, just to see
what would happen. And when nothing happened, others followed suit. Soon, methods
that might once have been considered unthinkable became, instead, the norm.

The Need for Structural Change

Bigger fines and stricter enforcement of existing rules are not the answer. That is because
50 many minds are virtually programmed to seek ways around restrictions on personal
freedom—especially when it pays to evade them. Ingenuity always wins out over regula-
tion. Instead, the way to keep all those perfectly clean records as clean as ever lies in
structural changes that remove either the incentive to misbehave or the opportunity to
do so, or (preferably) both. Of course, such changes come with a price tag attached.
The solutions suggested here are hardly panaceas. They cannot make any of these
problems disappear altogether, and they certainly are not painless. But the present sorry
situation of American business demands challenges to the kinds of established thinking
that got us into this mess. Four areas seem especially ripe for structural change: boards of
directors, organization structure, executive pay, and the auditor-client relationship.

Boards of Directors

In theory, boards are the shareholder’s (and the public’s) last line of defense against
managerial chicanery. In practice, they have been overly acquiescent and (in too many
cases) insufficiently inquisitive about what is really going on in the companies they alleg-
edly govern. For both reasons, boards have come under fire from critics who see them as
too chummy with, and therefore too easily conned by, management....

But another issue regarding board performance, though at least as important as the
“inside vs. outside” question, has received less attention: the board’s competence to
carry out its duties. Some boards appear to have been asleep at the switch while great
harm was being done to their companies. Enron’s board, for example, got into an
unseemly finger-pointing contest with management once the extent of the firm’s
accounting shenanigans began to emerge. Do boards consist chiefly of semi-informed,
easily satisfied figureheads capable of presiding over a company but not actively steering
it? T doubt that. But to the extent that there may be any truth at all in that stereotype, it
is probably because directors are simply playing the role they have been given to play.
Keeping their hands off, leaving the heavy lifting to management, and being satisfied
with only a general overview of how the company is achieving its reported results is
what is commonly expected of them. Nevertheless, we must ask whether it is indeed pos-
sible for anyone to bear the ultimate responsibility for a company’s fortunes with such a
loose grip on its reins.

Another issue that has not received enough attention is the fact that board members
(with the frequent exception of the chairman) serve on only a part-time basis. Outside
directors, of whom so much more is now expected than before, usually have full-time
jobs elsewhere and necessarily treat their directorships as secondary responsibilities. If
boards are to do what they are supposed to do—control their firms, rather than merely

May not b copied. scanned, o dul
ot materially et the ovralleanin

i whle o i par. Due 10 clectoni rights,some hiedpary contentmay be suppessed from e cBok. and
experience. Cengage Learming esevesth ight (0 remove aditiona conent t anytme if subsegent ights e

s rquie it




image10.jpg
200 Unit Four Ethics and Company Culture

preside over them—they will have to become the antithesis of what they have been. And
if we are to have active, hands-on, fully informed boards of directors, a majority of them
will have to serve full-time. They will also have to be given the authority of a military
inspector-general: the right to go anywhere, ask any question of anyone, and apply
appropriate sanctions to whoever attempts to conceal information from them. Will man-
agement like this? Of course not. Will relationships between such a board and its man-
agement become tense and adversarial? Possibly. But are these prices worth paying to
put the representatives of the owners actually in charge of their company? That is a
question on which reasonable people may differ. For myself, I suggest that fewer scan-
dals, and fewer bear markets prolonged and worsened by shareholder disgust, would
make all that discomfort well worth it in the end.

Organization Structure

Organizations with built-in conflicts of interest have tried to enjoy the best of both
worlds by erecting so-called “Chinese Walls” (prohibited contacts or discussions) in
order to separate employees who could collaborate too easily in ways that could compro-
mise the firm’s integrity. The most striking recent example of an unsuccessful attempt to
prevent corruption by merely forbidding it was Merrill Lynch.

Investment bankers realized that having securities analysts under the same roof with
them could be a huge competitive advantage when seeking corporate underwriting
accounts. So the “wall” was breeched by giving analysts a financial stake in obtaining
underwriting business, simply by inducing them to add some undeserved luster to their
evaluations of the prospective client’s company.

Trying to repair the wall by punishing those who have breached it or by increasing
the penalties for those who try it in the future are probably futile, simply because the
incentive is still there. The problem at Merrill Lynch was not the villainy of a few invest-
ment bankers, or the willing collaboration of a few financial analysts, but rather the com-
mon corporate roof over both of them. Their ready access to each other made the
deception of the company’s brokerage clients possible, and perhaps even inevitable. The
only way to eliminate both the incentive and the opportunity for this kind of gambit is
to spin off one of the two units into a separately owned and managed company. Of
course, that would also eliminate opportunities for perfectly legitimate synergy. Like the
executive who wanted his competitors to survive (barely), brokerages that are also invest-
ment bankers have to walk a fine line between maximizing their profits and risking the
loss of their reputation. It would be a hard choice, because in all probability the sum of
the profits generated by two totally separated units would be less than those produced by
those same units under a single but perpetually endangered corporate ownership.

Executive Pay

Some CEOs and other high-level executives have been grossly overpaid, at the ultimate
expense of the companies’ shareholders. During the stock market boom of the late 1990s,
this attracted little comment because everyone else was prospering too. But when stock
prices fell early in the new century, questions arose about whether the earnings of the
1990s that had pumped up those prices were real—and complacency over executive pay
quickly changed to outrage.... The real issue is not the pay package itself but the basis
on which it is calculated, usually a fiscal year. But as we have learned to our sorrow,
earnings often have to be recalculated long after they were first officially announced,
and fiscal “skeletons” sometimes don’t emerge from wherever they were buried until
years afterward. In other words, the problem is not so much in the size of the pay pack-
age as in the payment schedule. The only way for the directors of a big company to be
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reasonably certain that the performance on which an executive’s pay is based has been
accurately measured is to let enough time pass between its initial calculation and the
actual transfer of funds. That means sequestering the incentive component of an execu-
tive’s pay for several years, and then paying it out gradually over a period of several more
years. Boards might even consider attaching strings to those payouts, in the form of
mandatory reimbursement, in the event subsequent discoveries make those initial reports
questionable. Until those initially reported earnings are no longer uncertain, these execu-
tives can live on their salaries (an arrangement that most non-executives would consider
neither cruel nor unusual). Will CEOs and other beneficiaries of lucrative pay packages
like this? Of course not. But it will give them an incentive to see to it that there are no
hidden accounting tricks, errors, or omissions in the reports they pass on to their boards.
And if a board has to stiffen its spine to face down a CEO who finds these restrictions
too onerous, that is exactly what their shareholders have a right to expect of them.

Auditors and the Audited

The incentive for external auditors to collaborate with a client’s attempts to present its
financial reports in the most favorable light is to keep the client’s auditing business. In
the past, there was often an even bigger incentive: to keep the client’s consulting busi-
ness. But even if—as now seems likely—auditing firms have to get out of the consulting
business, the temptation for auditors to please the people they are paid to police will still
be there.

The problem is not that corporate accountants (or their boss, the chief financial offi-
cer) are inherently dishonest. Instead, the problem lies in the structure of their relation-
ship with their auditors. The auditors are hirelings whom the company can dispense
with as it pleases and simply replace with other auditors. The effect is that the company
is expected to police itself, which places both the temptation and the opportunity to
coerce the auditors squarely in the hands of the client’s financial staff. It should not be
surprising that some people on that staff, realizing how much power they have, decide to
exercise it.

The solution is term limits for auditors. They should contract with their clients to
prowl through their books for a fixed number of years, with no options for renewal.
Since there is no point in trying to hold on to a client you are going to lose anyway,
auditors would have no incentive to bend over backwards to please the client. They
could then return to the at least quasi-adversarial relationship that their respective roles
require of them. All of the changes prescribed here are strong medicine. They won’t taste
good, and they probably won’t go down easily. But boards and management must recog-
nize that the likely alternative is yet another round of scandals, possibly even worse than
this one, perhaps a dozen or so years down the road. Sooner or later, the public and its
elected representatives will declare that enough is enough and force changes like these
(or even tougher ones) down the throats of both guilty and innocent companies. It
would be much better for all concerned if companies undertook the necessary reforms
by themselves, now, without waiting for that.

References and Selected Bibliography
Coffee, John C., Jr. 2002. Guarding the gatekeepers. New York Times (13 May): A17.

Discussion Questions

1. What relationships would need to be restructured financial reports? How should they be
in order to prevent some of the problems with restructured?
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2. Why does the author conclude that ethics training
is not effective? Would it be dangerous to not

4. Refer to Case 2.1, and discuss the compensation
changes made at Goldman following the market

have ethics training for employees? collapse in 2008
3. How would the author restructure compensation

packages?

Case 4.4
Swiping Oreos at Work: Is It a Big Deal?

Penny Winters was a 63-year-old maintenance worker at the Portage, Indiana, Walmart
store. The surveillance cameras caught Ms. Winters eating Oreos that she had not paid
for during her evening shift at the store. When asked why she did it, Ms. Winters
explained that she did not have the money to buy the cookies. She earned $11.40 per
hour (the usual Walmart pay is $8.87 per hour), but her son had been in a motorcycle
accident and was unable to work, thus making her the sole wage earner in her home.
Ms. Winters also confessed that she had been taking Oreos, gum, deli sandwiches,
chocolate, and potato chips for more than eight years, with four of the years being at a
Walmart in Tucson, Arizona, where Ms. Winters originally lived.” She confessed to tak-
ing one to two items per week during her shift. She indicated that she began eating

Oreos that were open and near cash registers because she assumed that they could not
be sold and would just be thrown away. However, when the opened packages were not
available, she would simply remove the food from the shelves and then take it into the
break room where she would eat it. The result was, because junk food costs add up over
eight years, that Ms. Winters was charged with felony theft. She has come to be known
as the “Oreo Grandma.”

Discussion Questions

1. Explain the gradual drift of Ms. Winters, and dis-
cuss her justification for the drift

2. Some have suggested that Walmart should not
prosecute Ms. Winters because of her circum-
stances. Walmart loses $3 billion per year to
employee theft of merchandise. Are there stake-

3. The police report indicates that Ms. Winters has
never had any legal charges filed against her.
Police could not locate any parking tickets o mov-
ing violations in Indiana o Arizona. Explain what
happened that would cause Ms. Winters to take
the food

holders involved in this decision?

Reading 4.5

The Effects of Compensation Systems:
Incentives, Bonuses, Pay, and Ethics®

How are the mighty fallen!” As we watch financial firms and businesses fold in near
domino fashion, we find ourselves wondering what we did or could now do differently

that has or will serve to distinguish us from the fallen. Dropping international markets
and collapsing businesses do wear on the nerves when the casualties continue over
months-long periods. But in the dark of this financial storm, there are some very clear
and simple perspectives and ideas that could serve us well. Amidst the fog of misdeeds

"The information was taken from the Portage Police Department report, found at http://www.thesmokinggun.com/file
Joreo-cookie-bust

®Adapted from an article by Marianne M. Jennings in Corporate Finance Review 13(4):37-40 (2009).

®In July 2010, the Dodd-Frank Wall Street Reform and Consumer Protection Act took effect. It imposes new require-
ments on compensation committees and pay consultants.
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The Psychological and
Behavior Factors

Sometimes individuals make poor ethical choices, for example, when a public official
accepts a bribe. However, sometimes the organization enables and drives individuals to
make certain decisions. For example, if an employee of a hedge fund is rewarded because
he brings in inside information, he will keep seeking inside information despite the fact
that it is illegal. This section of the unit covers the layers of ethical issues—sometimes
individuals make decisions not because of misguided personal ethical compasses, but
because of signals, rewards, and perhaps fear, given by the organization.

Reading 4.9

The Layers of Ethical Issues: Ind1v1dual
Organization, Industry, and 90c1ety

A recurring theme has emerged over the past few years in classroom discussions and
management training about cases that involve subprime lending, CDOs, hedge funds,
and the exotic instruments that have not always served companies or markets well.
This question inevitably comes out: “What happens if everyone is doing something that
you don’t do that ends up costing you in terms of performance?” After thirty-seven years
of teaching ethics, I had a surprising epiphany. All ethical issues are not created equal
when it comes to root cause. When studying causation factors for ethical lapses, four
levels of ethical issues emerge. Because the root causes for these levels differ, tools for
prevention must also be different. The levels of lapses as well as the prevention tools
are depicted in Figure 4.1, followed by discussion and examples.

The Individual Ethical Lapses

Individual ethical lapses are those that occupy the bulk of ethics and compliance folks’
time. Some examples include inflated travel expenses, computer use for personal or inap-
propriate activities, use of company resources for personal reasons (remodeling your
home with company materials or personnel), sexual harassment, falsification of reports
or documents (signing off on your annual ethics training when you did not complete
it), misrepresenting information to customers, shareholders, and/or creditors, letting
someone else take the blame for a mistake you made at work, appropriation of trade
secrets from a former employer or competitor, violation of company rules such as work-
ing while impaired, and embezzlement. All of these activities can harm the company in
terms of negative publicity, regulatory relationships, litigation, and loss of customers.
However, these company harms spring from individual choices.

Some examples that received the resulting negative publicity include the resignation/
termination of former Hewlett-Packard CEO, Mark Hurd. Public reports and company

“9Adapted from Marianne M. Jennings, *Grappling with the Four Levels of Ethical Issues,” Corporate Finance Review,

15(3):36-44 (2010).
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statements indicate that Mr. Hurd had an “inappropriate relationship” with a marketing
vendor and misled the company on his expense reimbursement requests in order to con-
ceal the extent of the relationship.”® Regardless of whom one believes and who found
what and when, there is an issue of poor judgment. Poor judgment is, however, an indi-
vidual decision in this case because the company had very clear rules that governed these
types of behaviors. The HP code prohibited any actions by employees that would reflect
negatively on the company and also was clear on the submission of inaccurate informa-
tion on reimbursement requests.

The defining characteristic of individual ethical lapses is that the individual makes the
choice. There are no externalities that serve to cloud the individual’s decision processes.
Company and industry practices and pressures are not afoot at this level as the employ-
ees made their decisions. Because of this defining characteristic of individual action, the
prevention tools deal with targeting the individual.

Prevention Tool One for Individual Ethical Lapses: Screening

Screening is one tool for preventing individual missteps. Neither proven nor perfect, this
tool employs various psychological and security exams to detect individual tendencies to
engage in behavior such as taking things that don’t belong to you. Retailers have the
most well developed screens for their potential employees. However, there are some
other more casual methods that other organizations can use in the interview process to
offer insights into the ethical character of the applicant. One question that has proven
effective in screening is asking applicants to describe an ethical dilemma that they have
faced personally or professionally and how they handled the dilemma. If an applicant
cannot describe an ethical dilemma, the employer has obtained some great insight.
Sometimes applicants provide examples that are not really ethical dilemmas such as HR
types of issues on performance reviews and employee feedback. They feel a situation was
not handled correctly and they are perhaps correct in their assessment. However, those
organizational behavior issues are not a matter of ethics but manners.

Prevention Tool Two for Individual Ethical Lapses:
Internal Controls and Audits

As forensic auditors teach us, embezzlement has its origins in opportunity and need.
The need is difficult to prevent but the opportunity can be limited. SOX Section 404
has resulted in the continual re-evaluation of the adequacy of internal controls. There
is some value in what is often viewed as an added expense. Each time one of our so-
called “rogue traders” such as Nick Leeson at Barings Bank, Joseph Jett at Kidder
Peabody, or Jérome Kerviel at Société Générale engage in risky trading practices that
destroy or quite nearly bankrupt a company we do learn something new about internal
controls or the importance of staying ever-vigilant in upholding the rules. Mr. Hurd’s
conduct was discovered when there was an audit of expense reports of senior officers.
With Mr. Kerviel's conduct, a clear principle that emerged was a basic one in bankin
every employee must take vacation for two weeks for when they do not take these
extended time periods away they have the opportunity for records alterations. No vaca-
tions signals that the time has come to start checking on their accounts and activities.
Mr. Kerviel was taking only a day here and there because he needed to be hands-on
daily to prevent the discovery of his overrides of his account balances on the computer.
Prevention is often simply strict adherence to the basics of internal controls and foren-
sic signals.

%Ben Worthen and Joann S. Lublin, *At Oracle, Hurd Lands In,” Wall Street Journal, September 9, 2010, p. B
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Prevention Tool Three for Individual Ethical Lapses: Training

There are some employees who need instruction and reminders of the do’s and don’t
while at work. At a power plant, two consultants who were not really known to plant
employees watched as a carpenter who earned $90,000 per year stopped at the supply
desk and pocketed a package of double-A batteries for home use. An audit revealed
that such little “heists” were apparently a way of life. Training serves to provide employ-
ees with examples as well as information on consequences. Fear works in organizations
as well as it works in parenting. The understanding that “it is not worth my job” is an
important training message.

Prevention Tool Four for Individual Ethical Lapses: Personal Commitment

This tool goes beyond the training to ask employees to embrace a set of values that are then
used as part of the identity of the organization. The Viad Corporation adopted a commit-
ment principle of “Always honest.” The company then used that theme in its communica-
tions with vendors, customers, and regulators as part of its identity and brand. The use of
the phrase in training and with employees was universal and also part of a strategy to have
them commit to the culture of a company that was always honest.

The Company or Organization Ethical Lapses

These types of lapses are those that employees may commit individually but the reason
for their misstep is not just rooted in a poor choice. There are company externalities that
contribute to their choices. For example, during the 1990s, Bausch & Lomb settled finan-
cial reporting issues with the SEC because it had overstated its revenues. In announcing
the settlement, Bausch & Lomb emphasized that the SEC found no evidence that top
management knew of the overstatement of profits (the amount was a 54% overstate-
ment) at the time it was made. However, the SEC’s associate director of enforcement
said, “That’s precisely the point. Here is a company where there was tremendous pres-
sure down the line to make the numbers. The commission’s view is that senior manage-
ment has to be especially vigilant where the pressure to make the numbers creates the
risk of improper revenue recognition.”*!

The employees of Bausch & Lomb had some “creative” ways of meeting their num-
bers in terms of sales goals. “Creative” translates to unethical choices that were to the
point of illogical. The term coined for these activities is often “loading dock fraud,” or
the kinds of overstatements of earnings that result from physical transfers of goods. For
example, the company’s Hong Kong unit was faking sales to real customers but then
dumping the glasses at discount prices onto gray markets. The contact lens division
shipped products that were never ordered to doctors in order to boost sales. Some dis-
tributors had up to two years of unordered inventories. The U.S., Latin American, and
Asian contact lens divisions also dumped lenses on the gray market, forcing Bausch &
Lomb to compete with itself.

However, the mistake that companies make is in treating these poor choices by
employees as falling to the category of individual ethical lapses. They then use the pre-
vention tools for category one lapses when what the company is experiencing is a cate-
gory two lapse. The root cause rests with the organizational drivers. “Here’s your
number” was the common direction managers gave to sales personnel and even accoun-
tants within the company. When “the number” was not made, they were confronted with
this question: “Do you want me to go back to the analysts and tell them we can’t make

#'Mark Maremont, "Judgment Day at Bausch & Lomb," BusinessWeek, December 25, 1995, 39; and Floyd Norris,
“Bausch & Lomb and SEC Settle Dispute on '93 Profits,” New York Times, November 18, 1997, p. C2.
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the numbers?”*

the numbers but “don’t do anything stupid.” The manager said, “I'd walk away saying,
‘T'd be stupid not to make the numbers.” Another manager said that in order to meet

One division manager, expecting a shortfall, said he was told to make

targets, they did 70 percent of their shipments in the last three days of the month.”
Managers lived in fear of what they called “red ball day.” Red ball day was the end of
the calendar quarter, so named because a red sticky dot was placed on the calendar. As
red ball day approached, credit was extended to customers who shouldn’t have had
credit; credit terms went beyond what was healthy and normal for receivables; and
deep discounts abounded. One employee described panic-stricken managers doing what-
ever it took to meet the number for red ball day.

Another form of company/organizational lapse is one that begins with an individual
lapse but ripens into an organizational one because of the reaction. For example, an
employee at a competitor could be applying for a new job. That employee might offer, as
was the case with Boeing’s troubles related to the hiring of a Lockheed-Martin employee,
to bring along proprietary information. If Boeing turns down the offer and the employee,
the lapse remains an individual one. If, however, Boeing hires the Lockheed-Martin
employee and encourages the bring-along and then uses them, the issue becomes a com-
pany/organization lapse. The question becomes why would a manager agree to go along
with the conduct proposed by an individual? The answer lies in the signals, pressures, and
incentives present in the hiring company.

All could be well with the prevention tools on category one lapses but employees will
still engage in these behaviors because the organization rewards those who get results,
however achieved, and punishes those who do not. The prevention tools are different
and require modification of company policies.

Prevention Tool One for Company/Organization Lapses: Alignment
of Management Goals with Compensation
Companies provide all the trappings of an ethical culture in addressing the individual
level of ethical lapses. Those types of checklists and dashboard measures are reportable,
carry physical evidence, and produce numbers results, that is, 97 percent of all employees
completed the company’s online ethics training. But, if the compensation system is not
properly aligned with both goals and values, the prevention tools for the individual level
will not be as effective as when they run in parallel with company/organization preven-
tion tools. If employees perceive hypocrisy between the messages to them about ethics
and the types of behaviors engaged in by employees who are then rewarded, there are
several ill effects. The employees develop resentment, something that affects productivity.
In addition, employees’ sense of justice and equity is violated and they undertake unilat-
eral actions to align espoused values with rewards. An employee who does not earn a
bonus or is passed over for a promotion because he or she did not engage in the behaviors
outlined in the “loading dock fraud” scenarios may resort to embezzlement and feel per-
fectly justified in doing so because the theft is a means of achieving justice. The failure to
fix company/organizational ethical lapses undermines efforts to address individual lapses.
Managers need to examine the pay, bonus, and incentive structure in place. It remains
an unassailable proposition that incentive plans work to motivate employees and achieve
goals. However, how those goals are achieved must also be addressed as part of the plan
so that company values and rewards are in alignment. Recently, a federal court ruled
against Wells Fargo in a suit brought by customers for a Wells accounting practice on
its overdraft charges for its debit cards. The policy was one of biggest charge, first posted

“2Mark Maremont, *Blind Ambition,” BusinessWeek. October 23, 1995, pp. 78-92
Maremont, "Blind Ambition,” pp. 78-92.
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(BCFP), and the judge ordered Wells to pay $203 million to consumers.”* The effect of
the practice was to allow the collection of several fees. For example, if the customer’s
account held $200 and the debit card was used for withdrawals of $30, $10, $5, and
$250, taking out the $30, $10, and $5 charges first would result in only one overdraft
fee. However, taking the $250 withdrawal first would net the bank 4 overdraft fees of
$35 cach. Following BCFP increased the debit card overdraft fees. The federal judge in
the case explained the criticality of the overdraft revenues:

Overdraft fees are the second-largest source of revenue for Wells Fargo's consumer deposits group, the
division of the bank dedicated to providing customers with checking accounts, savings accounts, and debit
cards. The revenue generated from these fees has been massive. In Califoria alone, Wells Fargo assessed
over $1.4 billion in overdraft penalties between 2005 and 2007. Only spread income-money the bank gener-
ated using deposited funds-produced more revenue.™®

Rewards for managers were based on those fees. Managers had found a clever way to
increase revenue through overdraft fees and they were rewarded under incentive plans
based on funds brought into the bank. However, a federal judge found the practice to
be unfair and deceptive and ordered the repayment of the fees to the customers and
ordered the repayment. The incentive plans emphasized numbers results but failed to
place in juxtaposition the values of the bank in always being fair and forthright with cus-
tomers in terms of account structure and fees. Wells is appealing the decision.

Performance and incentive plans not encased in the company values will result in
ethical lapses that might not otherwise occur without the drivers those plans produce.
Alignment helps employees understand that results are important but not at the expense
of the values exhorted in the individual lapses prevention tools.

Prevention Tool Two for Company/Organization Lapses: Enforcement

A company discovered that a top performer in sales had been able to circumvent the fire-
wall and tap into a competitor’s website and obtain proprietary information that he was
then able to use in order to obtain new customers. Hence, his top performer status was
achieved. He was rewarded for the sales results he had achieved and the company was pre-
pared to look the other way. There was hesitation on the enforcement action.

Without enforcement, employees ignore the admonitions about behavior and perform
according to the standards set by management action. One executive notes, “It does not
matter what you said. It is what they heard.” Lack of enforcement is what employees
hear over all the individual prevention tools of training and values. Lack of enforcement
trumps the prevention steps with individual lapses.

Prevention Tool Three for Company/Organization Lapses: Leaders’ Behavior

In writing a report when he was serving as inspector general for the Department of
Interior, Earl Devany disclosed and recommended the following when he discovered
ethical lapses by the leaders of that department, “For many people, it’s good to see senior
officers are disciplined like others. There is a perception that senior folks have a way
around the regulations. Short of a crime, anything goes at the highest level of the Depart-
ment of Interior. Ethics failures on the part of senior department officials—taking the
form of appearances of impropriety, favoritism and bias—have been routinely dismissed
with a promise of not to do it again.”*® Mr. Devaney appeared before congress to explain

' Gutierrez v. Wells Fargo, 730 F.Supp.2d 1080 (N.D.Cal. 2010).
5730 F. Supp.2d 1080 (N.D .Cal; Affimed, 704 F.3d 712 (9th Cir. 2012)

“Testimony of the Honorable Earl E. Devaney, Inspector General for the Department of the Interior before the Com.
mittee on Government Reform, U.S. House of Representatives, May 5. 2004, http://www.doioig.gov/images/stories
/pdf/050504Testimony %200f% 20Eari%20E. % 20Devaney.pdf
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his findings because the leaders failed to understand and act upon the serious findings in
his report.

Often referred to as “the tone at the top,” the piece that is often missing is the realiza-
tion by company and organizational leaders that they are indeed the top, and their beha-
vior and decisions constitute the tone. Translating the importance of leaders’ examples
and conducts is relatively easy to do with some simple pieces of advice: The rules apply
to everyone. A leader who stops to self-enforce the company’s or organization’s rules
against himself gains the respect of employees even as he moves them along to ethical
choices. A CEO stopped accepting reimbursement for meals when he was on the road.
He submitted his expenses for transportation and lodging but explained, “I have to eat
anyway.” He does not expect employees to not seek reimbursement for their meals on
the road, but he is showing that he is careful about travel expenses and appreciates that
it is not his money and that he owes a fiduciary duty to those who do provide the money
by their investments for the company. Leaders need to be ever vigilant in their conduct,
choices, and decisions in order to curb company and organizational lapses.

Industry Norms Ethical Lapses

In response to the federal court decision on its overdraft fees, a Wells Fargo spokesper-
son, in explaining the bank’s appeal of the decision, offered, “Many banks process custo-
mers’ transactions in high-to-low order because it gives priority to larger transactions
such as mortgage, rent, or car payments.””” The spokesperson is absolutely correct;
Wells was the defendant in a class action suit, but other banks were following the same
accounting processes for overdraft fees. In this situation, the company or organization
has simply followed the industry policies and achieves a great deal of ethical comfort
from the assurance, “Everybody does this.” However, such an approach deprives the
company or organization of analysis of the implications and long-term costs of the prac-
tice, however pervasive.

Other examples of accepted industry practices that later proved problematic for
industries as well as the general state of the economy included the substantial increase
in subprime loans in the 2003-2006 period, the development and sale of mortgage-
backed securities without verification of the quality of the mortgage pools, and, pre-
Enron, the undertaking of both audit and consulting functions by accounting firms.
These behaviors were all widely practiced and generally accepted. In fact, those who did
not follow these practices were perceived to be at a competitive disadvantage.

No matter how effective the individual or company ethical lapse prevention tools have
been, this level of ethical lapse will, once again, trump the efforts at those other levels.
Those in the position to make strategic decisions about the companies’ products, ser-
vices, and directions miss the ethical implications of what everyone is doing because
they have accepted the flawed reasoning of this relativistic ethical standard. Prevention
here occurs at higher levels in the company and does require deeper analysis and longer
term strategies.

Prevention Tool One for Industry Lapses: Strategic Reviews and Planning

This prevention tool requires managers to look at revenues and ask how the numbers are
arrived at and the sources of the revenues. Wells Fargo was absolutely accurate in its
assessment that it was not the only bank following the BCFP accounting practice. How-
ever, there were other banks in the industry that had taken a strategic look at the

*Joel Rosenblatt and Karen Guillo, "Wells Fargo Must Pay Consumers $203 Milion in Overdraft Case,” Bloomberg
News, August 11, 2010, https//www bloomberg.com/news/2010-08-11/wells-fargo-should-pay-203-milion-in-overdraft-
fees-lawsuitjudge-rules html
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practice and changed course. In March 2010, Bank of America announced that it was
changing its overdraft policy so that when customers were going to cause an overdraft
in their account, the transaction would be declined until the customer agreed to pay
the fee. Tn response to customers who said don’t charge me $40 for a $5 cup of coffee,
the bank offered the warning solution, something that resulted in a drop in fees and a
resulting hits to revenue estimated at “tens of millions.”*® Federal rules changes requiring
such a warning were looming, but Bank of America made a strategic choice to change its
behaviors in a way that differentiated it from its competition and allowed it to have the
processes in place prior to regulation taking effect.

The “everybody does it” is a lagging strategy that is fraught with ethical risk of accept-
ing the industry standard as an acceptable ethical standard. Preventing a fall into the
industry ethical lapses requires strategic review and leadership in strategy changes, not
a ride of the “everyone” wave until the regulatory halt.

Prevention Tool Two for Industry Lapses: Political and
Self-Regulatory Activism

This prevention tool finds the leader who has made voluntary changes to correct the
“everybody does it” on an industry-wide level. For example, the cruise-line industry, the
nuclear power industry, the chemical industry, and others have all established self-
regulatory bodies that set safety and reporting standards for members that impose higher
requirements than the law and serve to distinguish the members because of the trust the
affiliation builds. This form of self-regulation also serves to isolate the organizations with
questionable practices that could result in government controls that may be expensive,
but not effective in solving the problems. Those who know the industry best are
equipped to address its ethical issues in an effective and preemptive manner.

Cultural and Societal Ethical Shifts

There is always a little bit of pushback when folks view the latest stats on cheating by our
high school and college students. There is a dismissiveness, to wit, “They are not cheat-
ing more; they are just more honest about it!” or “Don’t you think it’s the Internet? We
just find out about these things more?” “It was more of a disgrace back then, so we
didn’t talk about it!” “Every generation thinks the next generation is worse!” However,
the Inspector General for the Justice Department issued a report in September 2010
that concluded that FBI agents and some supervisors were cheating on their surveillance
tests, that is, the tests that determined whether the agents knew the law regarding what
they can and cannot do to initiate surveillance and how it is to be conducted. Over the
past year we have uncovered cheating rings on the GMAT exams as well as the exams
for the certification of physicians for internal medicine specialization. The American
Board of Internal Medicine (ABIM) has taken some sort of disciplinary action against
140 doctors who cheated on their ABIM certification exams. In a lawsuit that the
ABIM had filed previously against Arora Board Review, a company that does exam
review courses for certification, the discovery process yielded information that proved
to be more damaging for the docs than for Arora. The documents in the now-settled
case included e-mails and other correspondence from the doctors to Arora, which
revealed that the docs knew many of the questions and, indeed, followed up by sending
along memorized test questions from their own certification exams to Arora in order to
help those awaiting taking the exam.””

Andrew Martin, “Bank of America to End Debit Overdraft Fees,” New York Times, March 10, 2010, p. B1
S*ABIM v. Arora Board Review, (E.D. Pa), January 5, 2010.
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The shift is real, and the prevention tools at the individual, company or organization,
and industry levels will not curb these shifts because the controlling perception of indi-
viduals, companies, and industries is that their behaviors are now the norm. When the
norm has shifted, the steps of training, commitment, alignment, and strategy are of little
help because the societal acceptance level has changed.

However, that the acceptance level has changed does not equate to no danger here.
Law enforcement left in the hands of those who do not know the boundaries for surveil-
lance opens the door to undermining of the rule of law. Medicine practiced by those who
have not attained the knowledge competency levels for diagnosis and treatment carries a
self-explanatory risk. Projects undertaken and supervised by engineers who do not have
the requisite skills result in structures with flaws and safety issues. In other words, socie-
tal shifts in ethical norms are inherently dangerous. They can be addressed with two pre-
vention tools that require business activism at levels beyond the company and industry,
but can certainly be undertaken with industry cooperation.

Prevention Tool One for Cultural/Societal Ethical Shifts: Philanthropy

This prevention tool finds companies and organizations committed to improvement of
the formulation of character in young people. Companies and industries need not rein-
vent the wheel but can contribute to organizations that are working toward bringing the
norm back to original position. For example, the Josephson Institute specializes in the
training of teachers who can then use their acquired skills to inculcate the concept that
“character counts” in students. At schools where this program is used, data indicate that
the campuses are safer; an atmosphere of respect between and among students and tea-
chers takes hold; and there is a better focus on education. The program has decades of
achievement behind it and is a means for shifting the societal norm back to its starting
point of civility.

Recognizing employees, students, and citizens who “do the right thing” gets their stor-
ies out there and reawakens the importance of ethics in personal and professional lives.
J. P. Hayes was playing the Q school (pro golf's qualifying school, a series of games in
which players compete for the top twenty-five slots, a position that allows them to enter
most PGA tournaments without qualifying). While playing one of the Q school rounds
at Houston’s Deerwood Country Club in mid-November 2008, Hayes chipped his ball
onto the green and placed a marker. After finishing the hole, he realized that he had
used a different ball. He called himself on it, and he took a two-stroke penalty. Oh, but
there’s more. Later Mr. Hayes realized that the ball he had used was not one that was
PGA approved. He had some Titlelist prototypes in his bag that he had been testing for
the company. He had used a newfangled, unapproved ball. To call or not to call PGA
officials? Disqualification versus six-figures in earnings several times over? Mr. Hayes
notified PGA officials. He said, “I pretty much knew at that point that I was going to be
disqualified.” It was a mistake, and Mr. Hayes doesn’t know how the prototypes
remained in his bag. Players generally make certain that they eliminate those issues
before the round.

Mr. Hayes put a year of his career on the line to be honest. Being in the Top 25, the
rank the Q school gives you, means about $1 million in carnings. Being disqualified from
the Q means Mr. Hayes, at his rank, is looking at fewer tournaments and about $300,000
in earnings. Mr. Hayes took full responsibility and held himself accountable, and all
when no one would have known. The PGA, to its credit, made sure the story got out
there to remind us that the higher road is a possibility.
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Prevention Tool Two for Cultural/Societal Ethical Shifts:
Educational Standards

The fact that the cheating scandals seem to always be with us is not a justification for
abandoning the goal of upholding educational standards. If those who are hired or who
are seeking professional qualification are required to demonstrate mastery of knowledge
and skills, then the burden shifts back to them for knowledge acquisition. There is no ben-
efit in dishonesty used to earn grades if effective testing awaits prior to entry into the
workforce or the profession. For example, an engineering graduate may be able to find
ways to obtain questions, answers, and intelligence on exams. However, a practical exam
that requires application of knowledge in the field remains an effective screen for which
there is no alternative, easier path. A utility executive bemoans the fact that recent engi-
neering hires do not seem to have the knowledge base necessary for understanding a
power plant’s functional interaction. A controller worries that a recent finance graduate
seems unable to compute something as simple as APR. These skills are easily tested in
the workplace, using a simple problem that requires response in real time. The facile reli-
ance on the multiple-choice test has netted the scandals described earlier. A return to the
apprenticeship form of examination circumvents the shifted norm on cheating. However,
such an approach also serves to tell us what we need to know: Is this individual qualified?

Thoughts in Conclusion

Addressing ethical lapses has been a one-size-fits-all-approach that centers on the tools
in preventing individual ethical lapses. However, the types of ethical lapses and their root
causes are much more complex than those tools. The complexity, however, should not be
a barrier to entry into those other layers of prevention tools that can be effective in
addressing the root causes even as they shift our norms in a way that changes our beha-
viors, standards, and strategies.
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Discussion Questions

1. Using what you have leamed from the reading, 3. Provide a list of other examples of peer pressure
describe the use of steroids in professional base- that result in industry-level choices
ball, and determine how the practice became so 4. Refer back to Unit | to classify the cases there
pervasive in the industry. according to their layer type of ethical issue.

2. Explain what must be fixed at the company level
that s different from the fixes for individual ethical
lapses

Case 4.10

Rogues: Bad Apples or Bad Barrel:

Jett and Kidder, Leeson and Barings Bank,
Kerviel and Société General, the London
Whale and Chase, Kweku Adoboli and UBS,
and LIBOR Rates for Profit®®

There is no such thing as a rogue trader. So I wrote in 1996 in analyzing the Nick

Leeson/Joseph Jett losses and characterizations. Joseph Jett was the then-32-year-old
bond trader who found an accounting loophole/computer internal control flaw and was
able to fabricate nearly half a billion in sales for his bond division at the now-defunct
Kidder Peabody, with, of course, the accompanying bonuses for him. Since the time of
Jett, the pattern of the so-called rogue has repeated so many times that the question that
perhaps needs to be asked is, “How do we keep missing these wildcards in organiza-
tions?” In the following sections, you have a chance to study the so-called rogues, but
with a new approach. Are they really rogues or did their organizations contribute to
their behaviors that cost their companies billions?

Joseph Jett and Kidder Peabody

Joseph Jett earned his Harvard master’s degree in business administration in 1987.°" Dis-
missed from his first post-degree job at CS First Boston, he then worked for Morgan
Stanley but was laid off in the post-1980s Wall Street cutbacks. Despite his lack of
experience in government securities, Jett was hired in 1991 by Kidder Peabody & Com-
pany to work in the government bonds section of its fixed-income department.

At the time Jett was hired, the Kidder fixed-income department was headed by
Edward A. Cerullo, an exceptionally bright, hands-off manager who emphasized profits
and was credited with turning Kidder around following the late-1980s insider trading
scandals. Some fixed-income traders so feared telling Cerullo of losses that they under-
reported their profits at certain times so that they would have reserves to cover any
future losses.

At the time of Cerullo’s tenure and Jett’s employment, Kidder Peabody was owned by
General Electric (GE), which had purchased it in 1986 for $602 million. To establish
Kidder as a Wall Street force, GE poured $1 billion into the firm and had begun to see
a return only from 1991 to 1994.

°Adapted from Marianne M. Jennings, “There's No Such Thing as a Rogue Trader,” Corporate Finance Review 12(6):
40-46 (2008).

“'Because of a balance on his tuition bill, he did not receive his degree until 1994. In June 1994, he paid the balance
due on his tuition, and Harvard processed his degree.
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Temptation at Work for Individual Gain and That Credo

nothing—indeed, returning the gifts—to expect-
ing the gifts?

3. As you think about Professor Lefcoe, rely on this
metaphor. When you buy a new car, think about
your initial feelings on food and beverages in the
car—perhaps only bottled water at first. Then you

191

Section A

move into the brown beverages. Then food enters
the new car. Then red punch, sundaes, and
ketchup. How did we evolve to a position that s
the exact opposite of our original absolute line? In
answering this question about the line, consider
the following reading

Reading 4.2

Not All Employees Are Equal When It Comes
to Moral Development®

The experts in organizational behavior tell us that when it comes to incentive plans not

all employees are created equal. That is, their literature says to tailor those incentive
plans individually because what motivates one employee may be a ho-hum for another.
For example, those who have just entered the work force will probably jump at an extra
$10,000 per year even though the promotion and salary bump will require longer hours.
More seasoned employees or employees with family demands might respond, “No
thanks. I'd rather have the time at home.” Some employees want flexibility while others
just want the cash. Some employees work for benefits while others just want the benefits
of work. Good managers respond with appropriate incentives for these different types of
employees.

So it is with employees and their moral development. They are not all created equal.
Ethics training may be enough for one type. Ethics training for others may be water off a
duck’s back. The need to begin a process of evaluating employees for their moral devel-
opment came to mind in the final days of October 2009. Galleon, [at that time] one of
the country’s largest hedge funds, was a longstanding beneficiary of inside information
from employees, traders, brokers, and others. This inside information was then used to
create the legendary and unusually consistent returns for which Galleon was famous.
Identified in the Galleon-related indictments is the notorious “Tipper A.” The tipper is
the one providing the inside information, i.e., stock tips, to the tippees, the outsiders who
use the inside information to position themselves for market gains in advance of the
information’s public disclosure.

Who is Tipper A? Roomy Khan. Yes, right out of a Grisham novel comes a character
named Roomy Khan, a former Intel employee who, ironically, was under house arrest for
six months in 2002 for passing along proprietary inside information about Intel to those
who then profited in the market. Mind you, Roomy Khan does not pass along inside info
out of the goodness of her heart or a profound belief in the market’s need for asymme-
trical information. Roomy Khan had to pay back her gains as part of the 2002 case. One
cannot help but wonder: Why would someone who has already experienced legal diffi-
culties return to the same behaviors? More relevantly for ethics and compliance officers,
why would a publicly traded company hire someone who has a history of passing along
inside information? Most importantly, why would any company that hired Roomy Khan
not keep a close watch on her activities? And keeping an eye on any stock trades that
seem to occur in advance of public announcements would also be a good idea. Ethics
training will not have much effect on our Roomy Khans because there is a different psy-
chology at work in her behavior. Understanding that different employees require differ-
ent compliance techniques is a concept in its infancy stages of development and
application. But there is a framework to consider.

Marianne M. Jennings, "Not All Employees Are Equal When It Comes to Moral Development,” New Perspectives:
Journal of the Association of Healthcare Auditors, March 2010, p. 19.
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Years of study and interaction with organizations and their employees have yielded
the following categories of employees when it comes to moral development. Herewith is
a list with a brief explanation and an example. Understanding the categories helps orga-
nizations to decide what can and should be done about our merry moral categories

o Morally clueless. These folks do not seem to be aware of rules. They function in their own world and have
little or no sensitivity to the impact of their conduct on others or even the impropriety of that conduct. The
character George Costanza in the Seinfeld series was a classic example. In one episode, Mr. Costanza was
caught in the act of having an affair with a member of the janitorial staff on the desk of a colleague. When
caught his response was, “What? Is there something wrong with this? Who knew?”

*Morally superior/moral egotist. The moral egotist believes that the rules are for others who are less gifted.
Rules were developed for the plodders, not the stars. During the era of the dot-com boom, we had many
morally superior characters. For example, Sanjay Kumar, the former CEQ of Computer Assaciates often
explained his creative accounting on his company’s results as follows, “Standard accounting rules [are] not
the best way to measure [CA's] results because it had changed to a new business model offering its clients
more flexibility.”* Dullards follow rules. Moral egotists soar. At least until they run into the SEC. Mr. Kumar
is doing 12 years for securities fraud. Computer Associates became known as the company whose earnings
were reported on the basis of a new calendar innovation: the 35-day months. With super-star docs and
researchers, we often see the moral egotist syndrome. They cannot be bothered with all the regulation and
the concerns about conflicts of interest. Moral egotists believe it is impossible for them to experience a
conflict of interest because they can process influences better than others who must follow such rules.

o Inherently moral. Ah, the ethics officer’s dream. These are the folks who, if you put them in a room and said,
“Don’t move from this chair,” would not move from the chair, with or without a surveillance camera obser-
ving them. They will always do the right thing because they have a strong moral code that they live. Mother
Teresa comes to mind. In the secular world there is Ed Begley, Jr. He not only worries about the environ-
ment but everything from his house to his mode of transportation demonstrates commitment to his concerns
No hypocrisy among the inherently moral—only commitment to values and a life that reflects those values.

o Amoral technician. This character makes no determinations about right or wrong. The amoral technician does
not violate rules. The amoral technician simply finds out what the rules are, what the law is, and then func-
tions within those parameters, right down to the line/uwire. They work, and often game, the system with
personal feelings and ethics being irrelevant. Andrew Fastow was an amoral technician, brilliant in his use of
FASB and accounting loopholes and absolutely unaffected by the impact this loophole approach had on those
who had invested in his company.

* Moral schizophrenic. This type of moral development means that the employee has one set of ethics at work
and another in personal life, and vice versa, one set of ethics in personal life and another at work. The NBA
referee Tim Donaghey who was betting on NBA games even as he called them was known in his personal
Iife for a phenomenal summer basketball camp for children with developmental disabilities and issues. The
moral schizophrenic is capable of saying, "Okay, so | threw a few NBA games for gambling. But look what |
did with the money!” Donaghey entered a guilty plea and did 15 months

* Moral procrastinator/postponer. This category of employee is fully aware of ethical issues and the rules and
laws but has made a conscious decision to worry about the “ethics stuff’ and morality at some time in the
future. That time in the future is after they have made enough money. Andrew Camegie is the classic
example. Mr. Camegie made a fortune as an industrialist, an industrialist with some moments in labor man-
agement that saw fatalities. Mr. Camegie gave his fortune away. If you have been in a public library in the
United States you were a beneficiary of his noblesse oblige. But it was an oblige bor of postponing ethics
until a time when the income was not in jeopardy.

* Moral compartmentalizer or rationalizer. You hear these phrases from the moral compartmentalizer. “Everybody
does this.” “That's the way we have always done things.” “I only do this in certain situations.” "l would never
allow my kids to do this.” This is the Willy Loman syndrome: A man has to sell, sell, sell, no matter what
Ethics apply sometimes, but when you are involved in sales, those lines do have to bend just a bit

o Morally desensitized. These are the souls who should provide the motivation for working on ethical culture.
These employees were once keenly aware of ethical lines and issues but have been beaten down in their
objections and have given up raising those concerns. They cope with the cognitive dissonance in their value

“Alex Berenson, “Computer Associates Officials Stand By Their Accounting Methods,” New York Times, May 1,
2001, C1, CT.
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system by no longer being affected by them. Indeed, they may just join in on the unethical festivities. During
the Watergate scandal in the Nixon administration, Charles Colson was a classic example of a morally
desensitized soul. He was an experienced and respected lawyer, but because no one was making any head-
way in stopping the cascading consequences of the Watergate burglary, he just joined in with the group and
found himself in prison. Until the time of his death, Mr. Colson took the lessons of his experience and used
them to help business people. However, he has also founded a program that focuses on teaching inmates
about morality and faith.

* Morally detached. Herein is another group that should find us striving to improve organizational culture. The
morally detached are still acutely aware of ethical issues but the rules of the sandbox have worn them down
50 that they simply go along in a depressed manner. They will not join in, but they do stop objecting. These
folks are sometimes called the morally disengaged or the morally disillusioned. The former ethics officer and
associate counsel at Hewlett-Packard at the time of the board's great pretexting plan (ie., the company using
private investigators to spy on board members) fell into this category. He was worried about the pretexting,
asked security about the pretexting, and inquired as to whether they were crossing legal lines. However,
he was unable to make any headway because the directive was coming from the very top of the company
He simply distanced himself from the activities. He did not participate, but he also did not leave nor report
the conduct

* Moral chameleon. This frightening character adapts to ethics of those he/she is working with at the time
One’s ethics depend. Those ethics can change depending upon which industry you are in and which company
has hired you. They adapt as high schoolers do with their cliques. If one group is making fun of the math
club and they are in that group, they join in on the math ridicule. For example, in the Marsh McLennan col-
lusion case, one broker was worried about the issue of price fixing. He prefaced his note expressing his
concerns with, “'m not some goody two-shaes...." He wanted his colleagues to know he was one of them
even though he was worried about their practices. A recent Ford truck ad was a moral chameleon's dream, if
they are part of the pick-up driving group. The ad boasted about the trucks, “Made by the quys we used to
cheat off in high school.”

* Moral sycophant. Present far too often in organizations, this character adopts the ethics of those who are in
charge. They will be whatever kind of sycophant the leaders want them to be. In October 2008, the New
York Times ran a lengthy story about the former employees in Lehman and their involvement in the largely
worthless mortgage instrument markets. I was just following orders,” was the common explanation. One
brave broker also added, “I have blood on my hands."® But, as all sycophants explain, and ethical issues
aside, he too was just following orders

Discussion Questions

1. Ate you able to place yourself in any of these categorizes their behavior according to  these
categories? Why? Give the circumstances that types of moral development.
led to your response and behavior.

2. Think of the individuals involved in the cases you
have studied so far, and develop a chart that

SLouise Story and Landon Thomas Jr., “Tales From Lehman’s Crypt,” New York Times. September 9, 2009, SB, p. 1
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Behavior Factors

Reading 4.3
Why Corporations Can’t Control Chicanery®

Saul Gellerman

Recent corporate scandals prove that the lessons of previous scandals have not yet been
learned. Management still blames rogue employees, and pundits still blame business
schools. Most companies would rather not touch the real cause: pressures that push
management to test the boundaries of the permissible. As a result, some executives are
inevitably confronted with more temptation to do the wrong thing, and more opportu-
nity to do it, than they can resist. Policies that assume everyone will nobly rise above that
combination are unrealistic. The best defense lies in painful structural changes that mini-
mize both the temptation and the opportunity to loot the company and defraud inves-
tors. It happens, on average, about every 12 years: Someone who works for a big
company gets caught cooking the books. In a smaller company, the same offense might
not be newsworthy. But if the company is well-known, the media—whose job, after all, is
to sniff out headlines—react swiftly. Swarms of reporters descend on the company, with
prosecutors and politicians not far behind. In a matter of hours, another of corporate
America’s household names is all over Page One, mired in a messy, potentially damaging
scandal.

Management usually defines its predicament as being primarily a problem in public
relations, and calls in the damage-control experts. And right there—in diagnosing the
problem as a mere crisis in reputation, rather than the inevitable result of the way they
do business—the seeds of yet another corporate disaster, due to sprout in about another
12 years, are sown. It will probably strike a different company, but that makes it all the
more dangerous, because the next corporate victim will be blind to the lesson not learned
by the first one. The next big scandal, in other words, could strike any big company.

Short-Term Effects

Next, top executives, taking their cue from the wily police chief played by Claude Raines
in Casablanca, proclaim themselves to be “shocked, shocked!” at the unauthorized mis-
conduct of a few rogue employees—who promptly become ex-employees. Public relations
consultants then prescribe massive doses of good works, such as well-publicized sponsor-
ships of socially beneficial programs (prenatal health care? adult literacy?), to associate
the company’s name in the public’s mind with doing the right thing—conspicuously.
Thanks to the public’s notoriously short memory, the whole unpleasant episode is soon
forgotten.

SBusiness Horizons, May~June 2001, pp. 17-22
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Today’s horrendous scandal inevitably becomes tomorrow’s stale news—unless, that
is, the prosecutors or the regulators strike pay dirt during the discovery phase of their
investigation, and if the company’s attorneys can’t head them off. That could cause the
company to implode, which is what happened to financial giants E. F. Hutton and
Drexel Burnham about a dozen years ago. Their current counterparts include the once-
mighty Arthur Andersen and WorldCom.

Convictions are, of course, the ultimate PR disaster. Firms do not want to do business
with a demonstrably crooked company, if only because their own stockholders would
surely question their sanity for even thinking of it. Avoiding corporate destruction is the
best reason for companies to rein in the chicanery of their own employees. But as that con-
tinuing 12-year cycle indicates, their track record is not very good. There are three reasons
for that. First, management is ambivalent about really clamping down on the kinds of mis-
chief that can get a company into serious trouble. Second, when they do try to get a handle
on it, they are likely to use ineffective methods. Third, they are likely to shrink from the
kinds of drastic structural changes that could halt these abuses altogether.

Managerial Ambivalence

A corporation’s executives are caught between avoiding the sanctions of the authorities and
the displeasure of the stock market. They are forever in the gray zone between maximizing
profits and risking the incursions of inquisitive reporters and ambitious prosecutors. (Rudy
Giuliani, be it remembered, made his reputation by sending Michael Milken to jail.)

Executives are also in competition with those of other companies, whose profit per-
formance becomes the standard by which their own is judged. They are thus constantly
pushed toward the fuzzy, indistinct line that separates barely acceptable practices from
those that are intolerable. It should not be surprising, then, that they send mixed mes-
sages to the middle managers who make the company’s day-to-day, tactical decisions.

1 once attended a management meeting of a company that had to walk a fine line
between competitiveness and a looming antitrust injunction. A top executive, addressing
an audience of middle managers, pounded the lectern for emphasis as he shouted at the
top of his lungs, “We want our competitors to survive!” To which he added, in a clearly
audible stage whisper, “barely.” He was, I think, expressing the essence of the dilemma in
which executives find themselves: to go as far as they dare in a lucrative but dangerous
direction without ever quite going too far. You can bet that when the Enron scandal hit
the headlines, many a corporation ordered an immediate review of its own accounting
practices and put any questionable tactics on hold. How much document-shredding
went on in companies that were not (at least not then) the targets of investigation is a
fascinating but unanswerable question.

This much is certain: When executives send mixed messages, their subordinates are left

to decipher their real meaning. The usual translation is: “If the rewards are not enough to
motivate you, we don’t need you. Just do whatever you have to do to make your numbers.
And remember, anyone stupid enough to get caught will be hung out to dry.”

Of course, hardly anyone is foolish enough to say such things for the record. But all that
executives really have to do is hint to their subordinates that the race will be won by the
most audacious among them, rather than by the most deliberate, and then leave them to
draw the necessary inferences. So it should not be surprising when subordinates decide
that lifting debts from the balance sheet and stashing them somewhere else, or masking
ordinary expenses as long-term investments, is what their bosses really had in mind. Most
executives are likely to welcome the results such tactics bring, and do not condemn them
until someone outside the company finds out, or until an insider blows the whistle. For all
these reasons, executives tend to approach internal reforms with mixed feelings. For many
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of them—perhaps most—the bottom line is their highest priority, especially if their own
compensation is tied to it. That makes them reluctant to give up a tactic that has already
worked to their advantage. But from a longer-range perspective, any given quarter’s bottom
line is a secondary goal. The primary goal, always, is corporate survival. In the long run, you
can make a lot more money from a steadily profitable company that is still in business than
from a spectacularly profitable company that lost the confidence of its customers and is
now deservedly defunct.

Ineffective Methods I: Preaching Ethics

When executives undertake to prevent future scandals, they usually seek to prevent “mis-
understandings” of their policy guidance. The most common way of doing this is to pro-
vide employees with a written “Code of Ethics,” most of which states boldly, but
imprecisely, that the highest standards of decency, honesty, and fairness are demanded
of everyone at all times, and that deviations from those standards will not be tolerated.
The main problem with these codes is that they are seldom referred to after the hoopla
with which they are introduced has died down. For all practical purposes, they are for-
gotten after a few months simply for lack of emphasis.

Recognizing the inadequacy of trying to control behavior by merely distributing docu-
ments, many companies have gone one step further by bringing in consultants to provide
ethics training, Usually these are academics with credentials in philosophy who have
“majored,” so to speak, in the study of ethics. Their objective is to arm employees with
analytical methods that enable them to discern where a line can be drawn between right
and wrong. These consultants illustrate their message with case examples of how easily
one can be tempted, or deceived, into taking the wrong turn when making what appears
on the surface to be an ordinary business decision. But these courses usually amount to
little more than highly sophisticated Sunday School lessons.

There is no question but that an intelligent student will come out of them with an intellec-
tual grasp of ethical principles and how they apply to on-the-job decision making. That such
an understanding will beget ethical behavior on the job—especially when the actual chal-
lenge occurs long after the course has ended, under heavy pressure for results, in the presence
of dangled temptation, and in a culture that stresses winning at all costs-is at best dubious.

Giving the right answer to an ethical problem in a classroom, and applying that same
answer in the heat of battle, are two very different things. Unless a way can be found to
make what are usually near-instantaneous, gut-level decisions in an atmosphere of
classroom-like serenity, under the benign guidance of a professor who has your best inter-
ests at heart (as distinct from a demanding boss who will not take “no” for an answer),
providing employees with formal training in ethics will be an exercise in futility.

Training does not get at the root of the problem, which is not a lack of ethical intent or
ethical wisdom, but rather the circumstances in which most critical managerial decisions
are made. Thus, a student may in fact be conversant with such advanced ethical concepts
as the Categorical Imperative of Immanuel Kant, or the Utilitarianism of Jeremy Bentham,
but will either completely forget them at the moment of decision or discard them as irrele-
vant when that decision must be made under fire. Knowing full well that what you contem-
plate doing is wrong is not, alas, an effective deterrent when the rewards of wrongdoing are
extravagant, the risks of being found out seem remote, and the consequences of not doing
what your superiors seem to want can be devastating to your career.

Ineffective Methods II: Excluding Unethical Employees

Another popular but equally ineffective method used by companies that want to avoid
potentially dangerous scandals is to try to prevent unscrupulous people from getting into

Copy
Edtorial

014 Cengage Losruing. Al Rights Res
Das docondtht any suppress

May not b copied. scanned, o dul
ot materially et the ovralleanin

i whall o i part. Dus o secton ights,some thisdparty ontent nay b suppessed from th
experence. Cengage Learming esevesthe ight (0 remove adiiona content t any tme i ubseq





