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FAILURE OF BUSINESS ETHICS PART |

When compliance 1s not enough

In the first of three articles, John Plender and
Avinash Persaud describe the challenges
facing managers in creating an ethical culture

he  extraordinary
expansion of com-
pany legislation and
corporate govern-
ance codes across the world
since the collapse of Enron,
the energy trader, has had
many unintended conse-
quences. One of the more
doxical is the
that has been done to busi-
ness ethics.

The attempt to legislate
and regulate people into
good behaviour has spawned
a compliance culture rather
than an ethical culture. Too
many boards have out-
sourced the task of ethics to
ethics officers, whﬂ have

family business model and
find it hard to build big pri-
vate sector companies.

What this means in practi-
cal business terms has been
well expressed by Marvin
Bower, who built McKinsey
into the world's most
admired consultancy (see
below). Yet the most compel-
ling case for business ethics
is simply what happens
without them. The cost of
ethical shortfalls at Enrom,
WorldCom, Parmalat and
others Is there for all to see.

The problem for boards
and managers is thus to find
practical ways of establish-
in; an othiu.l culture and

turned to to
define the company’s values.
Ethics have become some-
thing that “other people” in
the organisation worry
about, leaving everyone else
unfettered by such concerns.

Does it matter? And if it
dges, what can be done
dbout it?

- We will argue in this and
sibsequent extracts from a
new book* that ethics do
matter in business because
they underpin trust, which
s fundamental to business
relations. Markets work
more efficiently where there
is trust bet -

dam-
aging unethical behaviour,
This is especially difficult for
organisations whose opera-

Recent ethical abuses
in English-speaking
countries have been
about cooking the
books to boost

part
cipants. Within the company
an ethical culture provides
the glue that makes for
a cohesive and effective
tion.

1t is, of course, possible to
run an organisation effi-
trust

drug wmlm do this. But
it requires punitive

ment and control. Where
there is a deficiency of ethi-
cal values in more conven-
tional business it is similarly
necessary to fall back on
punitive laws and regula-
tions, although of a less vio-
lent kind, such as the US
Sarbanes-Oxley Act.

In short, a lack of trust
leads to higher compliance
costs as more business
behaviour is subject to
increased legislation and liti-
gation. Moreover, there is a
growing economic l!temlure
pointing to a relati

senior managers' pay

tions span many countries
and eultures. A case in point
Is the US financial giant Citi-
group, where a rigorous
Aattempt to embed an ethical
culture ran into difficulty on

the trading floor in London
'&'m will be explored

tomorrow) and in Japan.

In our view an ethical cul-
ture must start not with a
code but with individual
responsibility. This does not
imply a dysfunctional organ-
isation in which employees
pick and choose what they
wish to do on the basls of
their personal ethics. It

i

means an org: tion open
to questioning and amend-
ing its behaviour in response
to the ethical considerations
of its employees, managers
and shareholders and, in
appropriate measure, its cli-
ents, buslness partners and
the ¢

between the level of trust in
an economy and the develop-
ment of financial systems
and large-scale businesses.
Low-trust economies such as
China, rely heavily on the

y.
Achieving this is substan-
tially a matter of leadership.
An ethical culture has to be
embedded, which is a consid-
erable management chal-
lenge. Codes are part of this

process. In writing codes of
ethics it is vital for manag-
ers to engage employees
throughout the company. A
code promulgated from the
top, without consultation,
will command little support
among employees. Excessive
rellance on outside consult-
ants will all too easily lnad
to a bland ethical

Internal
the

tions and wvalues.
input is helpful to
embedding process.
Leadership also means set-
ting an example. This is
more about openness, re-
sponsiveness and courage
than being saintly or always
beyond reproach, It is partic-
ularly about taking owner-

that fails to embody the best
internal standards, tradi-

Founder of MEK_i;lsey’s values

Companies that place
emphasis on an ethical
culture often owe this
commitment to the vision
of a forceful founder. That
is true of McKinsey, the
consultancy led for many
years by the late Marvin
Bower, who believed it was
the job of a leader to shape
a set of common values
that would help an

companies, he observed,
often referred to “our
philosophy™ or “the way we
do things round here”,
Such a philosophy evolves
as a set of guidelines or
rules that gradually become
established, through trial

and error or through
leadership, as expected
patterns of behaviour.
McKinsey's stated values
today still substantially
reflect Bower's philosophy.
High ethical standards, he
argued, contributed to
three main competitive

basic competitive edge.
W It develops better and
more profitable relations

ship of decisions and ac-
tions. There are many things
managers should delegate to
others but ethical responsi-
bility is not one of them.

Apart from the notion that
ethics are “other people's”
problem, the biggest obstacle
to establishing an ethical
culture is shori-term incen-
tive structures. Most recent
eLhicui abuses in the Eng-
11

with P
and the public because it
can be counted on to do the
right thing at all times.
Under Bower integrity at
McKinsey was paramount,

advantages: “If you are not willing to
B A business of high take the pain to live by

principle t your principles,” he once

drive and effectiveness remarked, “there is no

because people know they
can do the right thing
decisively and with
confidence. They know that
any action that is even
slightly unprincipled will
be generally condemned.
Mt attracts high-calibre
people, thereby gaining a

point in having principles.”
When one of McKinsey's
most talented and prolific
generators of fees became
involved in a serious
conflict of interest that
violated the firm's values,
Bower gave him 30 minutes
to clear out.

king countries have
been about cooking the
books in order to boost sen-
ior managers' pay. This has
taken many forms, from
shuffling costs and revenues
from one reporting period to
another, to adjusting retro-
spectively the strike price of
stock options. It is pervasive.
Jack Welch, former chief
executive of General Elec-
tric, has admitted that his
executives at GE were will-
ing to engage in earnings
management, albeit perfectly
legally. Royal Dutch Shell,
once regarded as a beacon of
ethical solidity, fiddled its
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produmon reserve figures,
Even such innovative tech-
nology giants as Apple have
been caught up in the
options backdating saga.

Such ploys, whether legal
or illegal, have occurred in a
world where a high propors
tion of boardroom pay con-
sists of equity and stock op-
tions. Increasingly, pay is
performance related, with
performance being geared to
the share price - a variable
governed by many factors
unrelated to the individual
company’s performance - or
to earnings, which are easily
manipulated, Add the pres.
sure on executives from fund
managers and analysts to
“make the numbers” and
vou have a recipe for ethical
lapses,

These incentive structures
in the boardroom and below
are subverting efforts to
instil ethical behaviour, as
well as being commercially
disadvantageous. Part of the
task of business leaders in

the Anglo-American world
therefore to redesign rewart
systems to ensure they dt
not undermine ethical be
haviour. That means fewel
stock options and mori
plain, if restricted, equity
and less reliance on sham
price or earnings-related per
formance measures.

The task of helping peopli
find a moral compass in thy
complex world of business i
a challenging one. But th
benefits are real.

Tomorrow: Citigroup’s drin
to tnstil an ethical culture
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