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WEEK FIVE: LECTURE/DISCUSSION





Theme for the week: Corporations are social institutions. If they don’t serve society, they have no business existing. The changing role of corporate governance in the life of American capitalism.





Henry Mintzberg, professor of management at McGill University, Montreal, Quebec, Canada.





An emasculated government and social sector has resulted in untrammeled corporate power and widespread corruption. 





Enron is the tip of the iceberg. The cult of shareholder value has given top executives license to do as they wish and they show little sign of changing. Base salaries at companies rose 8.3% in 2003, to an average of $818,000 for top executives. Annual bonuses climbed 13% to $1.06 million. But the median value of stock options that were exercised surged 53% to $8.3 million. Executives get about one term in office, sometimes two, and that leads to a strike-it-rich mentality. Executive compensation is the hot button going forward. Michael Eisner and his fellow CEOs are boys in a luxurious bubble. Coddled and controlling CEOs still don’t think they need to change their mercenary ways.





Now that Eisner is out as chairman of the board his continued role as CEO becomes a game close to a spectator sport. Disney was paralyzed because everyone was afraid of making a decision until Michael Eisner weighted in. Disney is too large to be micromanaged. Eisner was responsible for the Jeffrey Katzenberg and Michael Ovitz fiascos. The former was not made president and given the number 2 job at Disney. The latter left after 18 months with an enormous severance package: $38 million in cash and shares valued at around $100 million. Some say he should get back on the horse and make Disney a performance leader once again; others say he should take his money and leave quietly or be driven out of town with pitchforks.





Corporate governance. Irregularities in executive compensation (Disney, Hollinger, and MBNA), cozy relationships with investment banks (Parmalat and Bank of America), fraudulently favorable research on stocks (Merrill Lynch), and conflicts of interest (Tyco and Adelphia). Need for independent boards of directors.





Charles M. Cawley and MBNA. Cawley earned $50 million in 2002 and 2003. He was an imperious CEO, and directors were alarmed by the post-Enron call for accountability. Cawley was behaving as if he were still running a private company: He borrowed two of MBNA’s jets to ferry a group of friends to Spain and Italy.. He used $3.5 million of MBNA’s money to buy a painting from Andrew Wyeth. He took his executives to MBNA’s hilltop campus in Maine for a private meeting that cost the company $1 million. The board of directors resisted his executive compensation plan for 2004, and he retired with an undisclosed consulting fee, two full-time personal assistants, and access to the company’s planes for him and his wife for the rest of their lives. The relationship between the credit king and the board of directors had changed.





Source: Lowell Bergman and Patrick McGeehan, “Expired: How a Credit King Was Cut Off,” The Sunday New York Times, March 7, 2004, Section 3, pp. 1, 10. Andrew Gustafson, “Making Sense of Postmodern Business Ethics,” Business Ethics Quarterly, 10:3 (July 2000): 645-658. Harvey S. James and Farad Rassekh, “Smith, Friedman, and Self-interest in Ethical Society,” Business Ethics Quarterly, 10:3 (July 2000): 659-674. Marjorie Kelly, “The Divine Right of Capital,” Tikkun, 15:4 (July-August 2000): 33-39. Michael Skapinker, “In search of a balanced society,” Financial Times, September 16, 2003, p. 14. Jim Walls, “Ethics and the Bottom Line,” Sojourners, 29:1 (January-February 2000): 20-23.


  


II.  U. S. law: Alien Tort Statute of 1789.





“Good leadership means doing the right thing when no one’s watching,” Carly Fiorina, chief executive officer of Hewlett-Packard.





UK views of the rights of overseas workers. 


“We have a code of conduct, and we say that our [overseas] factories are complying with our code. I know and Stephen [Rubin, chairman of Pentland] knows that most of the time they’re not,” Lesley Roberts, campaigner for corporate conscience at Pentland.


 


Pentland is a private UK company that owns Lacoste, Speedo, Berghaus, Kickers, Mitre, Ted Baker, and other clothing and sports brands. Most of its goods are made in Asia. Pentland rarely takes more than 5-10 percent of a local factory’s output The company wants to tackle the causes of poor working conditions, including child labor, hazardous chemicals, and excessive overtime.





By tackling child labor head-on, you’re unlikely to get the good result. Factories just push the kids out of the back door. Their lives are made infinitely worse. The initial industry response in Pakistan to children being involved in soccer-ball stitching mainly in their homes, was to bring all the workers in and put a wall around them to make sure children weren’t there. This does not change the lives of children. In fact, it makes their lives worse because they work on tanning, carpets, and surgical instruments.





Also, half the workforce was women. When you brought the workers into the stitching centers, the women weren’t there. They were not allowed to work where non-family men were, or the women didn’t come because of their responsibilities at home. This led to a serious drop in family income.





“I’m still not convinced that corporations can make lives better in a fundamental way for children and women, nevertheless I feel one has to try,” Roberts.





Source: Alison Maitland, “Insistent voice of conscience,” Financial Times, October 23, 2002, p. 10.





US views of rights of overseas workers.





Human rights claims. U. S. courts are willing to apply international human rights standards to corporate conduct. The legal hook is the Alien Tort Statute (ATS) of 1789, which grants original jurisdiction to the United States federal courts for any civil action brought by an alien for a tort committed in violation of international law. The doors of U.S. courts were flung open to foreign victims of torture, arbitrary arrest and detention, rape, execution, and other human rights violations.





Unocal. Villagers from Myanmar (Burma) could sue Unocal for the human rights violations by the Myanmar military during the construction of Unocal’s pipeline in Myanmar. Unocal aided and abetted the local military. Also Central American banana workers are suing Dole, Chiquita, and the U.S. manufacturers of a pesticide. Moreover, Ecuadorian growers of roses claim miscarriages, suffered headaches, nausea, blurred vision, and fatigue from the roses it grows for the American market. Finally, Colombian miners and their union filed a civil lawsuit against Drummond Co. in Birmingham, Alabama for the killings and death of miners by paramilitary organizations in Colombia. Other claims: Coca-Cola in Colombia, Exxon Mobil in Indonesia, and Chevron in Nigeria.





Source: Elliot Schrage, “Emerging Threat: Human Rights Claims,” Harvard Business Review, August 203, pp. 16-18. Ginger Thompson, “Behind Roses’ Beauty, Poor and Ill Workers, The New York Times, February 13, 2003, pp. A1, A27. Patty Waldmeir, “How far should the long arm of US law reach,” Financial Times, March 1, 2004, p. 9. Pul-Wing Tam and Marc Lifsher, “ Colombian Killings Lead U.S. Company in American Court,” The Wall Street Journal, October 6, 2003, pp. A1, A6.





Corporate governance. American firms must develop human rights-based process quality standards and roll them out to their global operations. U.S. firms must craft firewalls that separate the company from state action, influence state actors to change their practices, or reexamine their relationships. These firms must do the same for their overseas business partners. Therefore, every board of directors needs to oversee its assessment and the management of these risks.





Hubris, CEOs, and Boards of Directors.





Andrew Fastow and Enron. The firm’s board of directors waived the firm’s code of conduct for Andrew Fastow. He said he needed the waiver, and if the members of the board didn’t give him the waiver, they didn’t understand what he was doing to move Enron debt off its books and into the Special Purpose Entities (SPEs). This is hubris, or the belief that your way is the only way. The board waived the rule that an executive officer of Enron, in this case Fastow as chief financial officer, could not be CEO or president of a company that does business with Enron.





Martha Stewart and her company. She too had a insidious character flaw. Hubris. Her felony was not a financial scandal that ravaged her corporation, Martha Stewart Omnimedia. She did not produce Wizard-of-Oz earnings manipulations that Fastow used to make Enron appear a roaring success, or WorldCom, and others. Hers is a classic New York City tragedy, an arriviste whose skyscraper-steep rise was undone by a single, fateful misjudgment, from a character flaw: a sense of privilege. Martha is a daughter of Polish immigrants who grew up in Nutley, New Jersey and who dreamed of country club propriety that only a kid from New Jersey could have dreamed up. She has been politically active (Democrat), powerful, rich, and she straddled class lines in her dual roles as a celebrity and an adviser on taste. And Martha is a woman, a very public female executive who was not part of the “old boy” network, and she had to face tougher standards to be a success. Men resented her climb to the top.





Collateral damage. Employees of Martha Stewart Omnimedia, K-Mart, and others who did business with her and her firm will be out of work or see profits turn to losses. What to do? Keep your mouth shut when the FBI or other federal officials come calling. Title 18, Section 1001 of the U. S. Code makes it a crime to lie to investigators even when you are not under oath, you have not committed any crime, and when you are not being tape recorded. In the case of Martha, FBI agents took hand-written notes, and these were admitted at trial even though she was not represented by a lawyer at the meeting. Federal investigators might believe a person has committed some suspicious acts, but unable to make a criminal case—will create a crime by surprising the subject, asking about those acts, and receiving a false denial.





Civil liberties. 1001 criminalizes behavior that most people would not recognize as illegal. 1001 is a remarkable trap. The investigator’s notes may not reflect what the person actually said. Note: A federal agent can lie to you, can trick you, can mislead you, in order to get information. The agent is not subject to 1001. In Brogan v. United States, Justice Ruth Bader Ginsburg wrote a concurring opinion warning against the “sweeping generality” of Section 1001’s language.





Source: Alex Berenson, “There’s a Reason Your Mother Told You Not to Lie,” The Sunday New York Times, March 7, 2004, p. 14 WK. Nina Bernstein, “Stewart’s Celebrity Created Magnet for Scrutiny,” The New York Times, March 7, 2004, pp. A1, A15. Joshua Chaffin, “The single, reckless misjudgment that brought a lifestyle queen’s world tumbling down,” Financial Times, March 6-7, 2004, p. 3. “Martha Stewart Misgivings,” The Wall Street Journal, March 8, 2004, p. A16.





Facing moral, ethical, and legal dilemmas. Christian ethics is a Western (Latin Roman Catholic and Protestant) category. Eastern Catholics and Eastern Orthodox focus on moral theology. This is the interior struggle toward moral sanctification, through the transforming power of the Holy Spirit, ethical behavior, and the living tradition of not telling lies and obeying the laws. The aim among Eastern Christians is to develop criteria that will enable us to make good, right, just, and appropriate moral, ethical, and legal choices that conform to the will and purpose of God for ourselves and for the world in which we live.





Islam: Sharia. Many Muslims are concerned about the secular drift of their societies and its impact on faith, moral values, ethical behavior, and legal choices. For many, the restoration of the Sharia becomes the pivotal link between faith, and moral and ethical action. It helps meet the requirements of social justice without the excesses of materialism and the imposition of modern Western (European and American) cultural ideas, products, and services. Here is an appropriate quote from the Koran: “The straight path, the way of God, to whom belongs all that is in the heavens, and all that is on earth” (42: 52-53).





Islam: Obligations. Right-living entails morally acceptable works, the responsibility of which reposes with both the individual and society. In the area of personal morality, a great deal of emphasis is placed on selflessness as a form of gratitude towards God. Obedience to Allah (God). Kindness is decreed and boastfulness condemned. Consideration for others. Alms-giving is a duty. And many others obligations. Hubris is condemned.





IV.  Enron case





Ethics affect economic activity.  Ethical conduct creates the valuable quality of trust. Trust reduces monitoring and transaction costs. Ethics are a low-cost substitute for internal control and external regulation. Auditors are guardians of the integrity of the capitalist system. They must have the skill and competence required to detect misrepresentations or omissions in financial statements. Auditors must render an honest opinion.


Enron was a low-trust organization. Given all the signs the directors and employees were driven by the desire to raise the stock price by fair means or foul, Andersen should have delivered a rigorous, high-cost audit. Instead, Andersen was cozy with management and derived most of its fees from higher-margin consulting services. Executive directors coerced the employees via a fear inducing peer review process into single-minded efforts to push up the stock price. Employees were fired if they failed to meet the numbers their bosses wanted, and the former were rewarded when they broke the company’s rules on conduct and these actions grew the bottom line.


In economics terms, trust, truth telling, and loyalty create externalities. They have a real value that increases the efficiency of the wider economic system. To work well, markets need both a robust legal framework and a behavioral infrastructure of accepted rules.


Virtue-based regulation. In the past, leading banks, institutional investors, and law firms would not have connived in setting up dubious special purpose entities (SPEs)  involving questionable accounting and acute conflicts of interest between managers and the quoted company’s shareholders.





Source: John Plender, Going Off The Rails: Global Capital and the Crisis of Legitimacy, (London and New York: John Wiley, 2003).





V.  The Nature of Capitalism





Corporations as social institutions. Complaints against American firms:





Greed, selfishness, ego-centeredness, disregard of the needs and well being of others, a narrow or non-existent social vision, ethnocentric managerial creed, reckless use of dangerous technologies, an undermining of countervailing institutions such as trade unions, a virtual political takeover of some government agencies, and a system of self-reward. Examples: Market share as the dominant virtuous goal.





Culture of ethics, virtue theory, and virtue regulation. The culture of business ethics evolves and functions alongside profit maximization, technological change, environmental improvement, human development, etc. This gives business its social legitimacy. Ethical constants. Common morality or that set of rules that most of us live by most of the time (Kant’s categorical imperative).


Virtue ethics or universal traits in human nature. In business, honesty, fairness, trust, toughness, friendliness, honor, loyalty, shame, caring, compassion, and justice.


Religious universals. See weeks two and three.


The moral sense is formed by the earliest family experiences and is shaped by eons of behavior among ancestors, present-day family members, and the children who are being trained to take over the family. The moral sense is not based on current socio-cultural grounds.





Business ethics has no single meaning. Business ethics is not defined by a single ethical standard. Business ethics is imbued with multiple meanings.





VI.  Capitalism is the economic system in which the means of production are in private hands. Capital is money that is invested for the purpose of making more money. History. Shaw, BE, pp. 124-126. Key Features: companies, profit motive, competition, private property, Shaw, BE, pp. 126-129.





Moral justification of capitalism. Natural rights to property. Locke bases the right to property in human labor. The right is not unlimited. Shaw, BE, pp. 129-130. Invisible hand. Adam Smith reasoned that the greatest utility results from unfettered pursuit of self-interest. Labor as just another commodity that is subject to the laws of supply and demand, Shaw, BE, pp. 130-132.


Criticisms of capitalism. Inequality. The wider gap between the rich and the poor. Shaw, BE, pp. 132-3. Human nature and capitalism, Shaw, BE, pp. 133-4. Competition Isn’t What’s Cracked Up to Be. Shaw, BE, pp. 134-137. Exploitation and Alienation. Shaw, BE, pp. 137-139.





VII. Tyco Case





Changed definition of cash flow to inflate earnings. What does Tyco look like without this accounting gimmickry? Tyco is not the fast-growth, high-margin collection of assets similar to GE. Instead, Tyco is a hodgepodge of consistently profitable but unconnected, slow-growth businesses.





On September 24, 2002, Tyco told investors that its cash flow for the quarter would fall short of its previous estimates. Tyco expected to have $800-$900 million in “free cash flow” not $1 billion. However, on September 30, 2002 Tyco reported its free cash flow at $1.3 billion. The CEO attributed this improvement in cash flow to a decrease in company’s inventory levels and more aggressive collecting of overdue bills. What he failed to report is that Tyco sold its receivables for $350 million. This was a manipulation of the cash flow number to make the company look better than it did.





Aggressive balance sheet management. Tyco’s definition of cash flow is brand new to most accounting professionals, but GAAP gives companies flexibility to define cash flow as they choose. This is aggressive balance sheet management because no one is willing to hold the companies obligations even relatively safe ones like factored receivables. Tyco pushed the rules of accounting to mislead investors about the company’s results. This is called “financial engineering.”





CPAs, lawyers, and corporate governance. Tyco’s executives today view the past sins as those of the previous managers. Also these sins were not important. Maybe the rules were bent, but they were not broken. And if the rules were broken, the amounts were seldom material. Tyco will not revise its past accounting activities. PricewaterhouseCoopers and David Boises, the lawyer, have both blessed this decision by Tyco. Will the SEC agree with the new Tyco executives? Will the SEC challenge the auditor on the question of the large bonus payments to L. Dennis Kozlowski, the former chairman and CEO, that were not disclosed to the board or the shareholders, or in the proxy statement? Auditors take a narrow view of what is material and therefore needs to be disclosed. The SEC takes a broad view of this matter.





VIII.  Corporate Social Responsibility





Serve the interests of employees, customers, suppliers, communities, and shareholders. Or stakeholders. However, US corporations are run according to one paramount moral principle, profit, and subsidiary moral principles.





Cases in Shaw





The Downsizing of America.


Licensing and Laissez Faire.


A New Work Ethic.








Prof. Douglas Lamont, 2/21/03, revised 3/9/04.
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