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Prof.. Douglas Lamont





WEEK ONE: LECTURE/DISCUSSION





Theme for the week: The value shift in business ethics.





Corruption, crime, chicanery





	Enron, Arthur Andersen, Tyco, Adelphia, and other once highly regarded companies have caused a crisis of confidence among executives, managers, employees, and investors. Question: Are the problems so severe as to represent an irreparable fault in the American free enterprise capitalist system? Other countries: Italy’s Parmalat.





	Historical examples:





1600-1800: The British East India Company is known as the “conqueror” of India. Employees smuggled goods to Europe and dealt in opium with China. The Company’s tea was dumped in Boston Harbor at the start of the American Revolution (1775).


18th century: Sir John Blunt manipulated stock, caused the South Sea bubble, and produced the crash of the London stock exchange.


19th century in the US: Charles Ponzi, a Boston swindler, borrowed money for 45 days at 50 percent interest, and paid early investors with cash from later suckers whose money he kept.


1920’s: Teapot Dome scandal during President Warren Harding’s administration.


1950’s: Robert Vesco looted Investors Overseas Services. He lives in Cuba.


1960’s: Michele Sindona caused the collapse of several banks in the US and Italy (including the Vatican). He was found hung from a bridge in Milan. See the movie Godfather III.


1980’s: Michael Milken, the junk bond king, went to jail for his work.


1990’s: Nicholas Lesson, the rogue trader in Singapore, who brought down Barings Bank, went to jail for his work.





�
2000’s:


Enron: Andrew S. Fastow, who, while serving as Enron’s chief financial officer, also ran partnerships set up by Enron to keep debt off Enron’s books. Andy and his wife, Lea, the assistant treasurer of Enron, pleaded guilty. He got ten years and she six months of sequential jail time. Jeff Skilling (Tom Skilling of WGN is his brother), who was Enron’s CEO, has pleaded not guilty to charges of fraud, money laundering, conspiracy, and obstruction of justice. Ken Lay, who was Enron’s chairman of the board of directors, has not been charged in the Enron scandal.


Arthur Andersen: This CPA firm audited the records of Enron, and the former said the books of the latter were OK. The federal government closed Arthur Andersen and put it out of business.


CIBC: Enron’s special purpose entities (SPEs) sold 3% of its assets to CIBC, an independent firm, with the understanding that CIBC would get its money back plus a return, regardless of whether the asset lost value—the equivalent of a loan. Enron retained control of the assets and would receive any increase in their value, even after the purported sale. This is asset parking, and the SEC considers it illegal. CIBC pays a fine to the SEC and disbands its Enron unit.


Tyco: Looting—that is, using company money for personal gain, such as, a Roman toga party in Sardinia. Dennis Kozlowski, the former chairman and CEO, said the oiled male models, dancing nymphs, and a birthday cake in the shape of a nude woman were for party honoring the 40th birthday of his wife. “This was partly a corporate event and therefore a legitimate use of corporate funds. Were ethical standards violated? Trials are underway.


Martha Stewart: Trial underway for not telling the truth to federal officials about her sale of ImClone stock.


Adelphia: Looting by father and two sons. Trials underway.


Parmalat: Parmalat could not pay out on its $187 million bond? Why couldn’t Parmalat  dip into the $5.2 billion it claimed to have in the bank? “We have a liquidity problem.” Then Bank of America said Parmalat $4.9 billion bank account didn’t exist. Billions of dollars are missing. The biggest corporate fraud in Europe’s history. “We can place no reliance on the balance sheet. We have no feel for what the business is worth.” Offshore units were invented to get rid of losses or $11 billion in liabilities. About $867 million of Parmalat’s collateralized debt obligations (CDOs) are in default. Under a new decree from the Italian government, Parmalat files for protection from its credits and is given time for reorganization (similar to Chapter 11 of US Bankruptcy Code). In summary, “Milk money earned through a web of lies and deceit.”


Grant Thornton: This is the CPA firm for Parmalat. It’s Italian chairman was arrested by Italian authorities.


Citigroup: The bank provided Parmalat with exotic financial arrangements. The bank called them “the black hole.” 


Merrill Lynch: One of this investment firm’s deals for Parmalat is called a credit-linked note in which Parmalat bet on its own creditworthiness.


�
Questions: Will 2004 be the year when all the disclosures of illegal insider trading, overstated profits, and other dubious accounting problems end America’s love affair with the stock market? Or will 2004 be just like the last half of 2003 in which the bear market gave way to the recent bull market? Will the Securities and Exchange Commission, the Public Accounting Oversight Board, federal and state governments, the courts, and the securities exchanges deal with issues raised by recent scandals? Will they overhaul the rules and restore public confidence? Will there be reform as there was after previous scandals? Or are the problems so severe as to represent an irreparable fault in the American free enterprise capitalist system?





Assignment:: Each student must come up with his/her personal answer to the question raised above.





What others say about the recent scandals.





	A. Warren Buffett, CEO and chairman of Berkshire Hathaway, and legendary investment guru:





Expense stock options. Don’t issue quarterly earnings forecasts. Focus management’s mind on manufacturing and marketing priorities rather than making the quarterly numbers. Don’t use pro forma accounting, or numbers without the bad stuff. Create independent audit committees.





“In golf, my score is frequently below par on a pro forma basis. I have firm plans to restructure my putting stroke and therefore only count the swings I take before reaching the green.”





Source: Adrian Michaels, “Buffett shines despite paradox on governance,” Financial Times,  December 28, December 29, 2002, p. 10.





	B.  Donald H. Rumsfeld, Secretary of Defense:





Remember the responsibilities of your office. Live your integrity. Develop a set of values that all managers and employees can subscribe. Never compromise your values. Understand the consequences of your values.





 “One of the keys to effective leadership . . . is an adherence to a core set of values that are not abandoned, qualified, or diluted, even in the most dire circumstances . . . Values have consequences.”





Source: Jeffrey A. Krames, The Rumsfeld Way, (New York: McGraw-Hill, 2002).





	�
C.  Dipak Jain, dean of the Kellogg Graduate School of Management, Northwestern University:





Ethics are the business of b-schools. “Management is facing new realities. [Hence], executives need a new body of knowledge” about business ethics.





Source: Jennifer Merritt, “Why Ethics is Also B-School Business,” Business Week, January 27, 2003, p. 105





III.  Value Shift





“As the scandals continue to spread to mutual funds, people have 


begun to realize that mere laws, mere new regulations, and even the threat of prison sentences will never do the trick . . . People being human, there will always be someone cutting corners and acting in their own self-interest . . . Where do corporations find directors for their boards who are independent of the management and who understand accounting?”





Source: Roger Lowenstein, “A Boss for the Boss,” The New York Times Sunday Magazine, December 14, 2003, pp. 44 ff.


	


	The encroachment of ethics into corporate life is a long-term trend. Companies are institutions quite distinct from the collective interests of their shareholders. Firms have moral responsibilities to other constituencies—employees, consumers, and the general public. Governments have imposed layer upon layer of regulations covering product safety, working conditions, race and sex discrimination, anti-competitive business practices, and the environment.





	Corporate culture trumps compliance. The acid test is how boards of directors deal with high-performing managers who cut corners.





Source: Lynn Sharp Paine, Value Shift: Why Companies Must Merge Social and Financial Imperatives to Achieve Superior Performance, (New York: McGraw Hill Corp., 2003).





�
IV.  Summary of Weeks Two-Ten





	Ethics is incredibly important to success in business today. The following are the ethics problems facing managers that we will study:





Week Two:


Discussion topic: An action that is legal can be morally wrong. 


Drug firms battle Maine’s low cost pharmaceutical plan for Medicaid, Medicare, and senior HMO plans. Case: Merck.


Drug firms stop selling pharmaceuticals to Canadian pharmacies who resell the drugs to Americans at the cost of drugs for Canadians, about 70 percent less than the cost to Americans. Case: GlaxoSmithKline.


Discussion topic: Shared acceptance of organizational rules by members of firms drives whistle-blowers out of their jobs.


Cases: Sherron Watkins of Enron. Cynthia Cooper of WorldCom. Colleen Rowley of the FBI. Dr. Peter Rost of Wyeth.





Week Three:


Discussion topic: Ethical egoism ignores blatant wrongs.


Executives’ ownership stake puts extreme focus on stock options and creates a house of cards in which executives succumb to temptation and greed. However, stock options can be a powerful motivational tool for the entire workforce. Cases: CommerceOne. Tyco. Enron.


Discussion topic: Right actions are the kind permitted by the moral code optimal for society as a whole. Should lawyers be whistle-blowers?


Under the Sarbanes-Oxley Act on corporate governance, the US Securities and Exchange Commission must write rules on audit independence, internal controls, off balance-sheet arrangements, tighter use of non-standard accounting, and “noisy” withdrawals by lawyers when evidence of material violation is found. Case: American Bar Association’s Code of Professional Ethics 2000.





Week Four:


Discussion topic: Corporations have (or do not have) the constitutional right to make statements that later turn out to be untrue.


The California Supreme Court ruled that Nike could be sued for what it said in defense of its business practices—that is, the firm had no free speech rights even when taking part in what amounted to a public policy debate over overseas wage rates. This is commercial speech that is ultimately aimed at selling products to consumers and thus is not protected by the first amendment to the US constitution. The case is before the US Supreme Court. Case: Nike.


Discussion topic: Each Enron executive, employee, and investor has an equal right to the most extensive total system of equal information compatible with a similar system of information for all executives, employees, and investors.


Were fixed assets, such as the broadband division, the Houston Pipeline, a cogeneration plant, and a deep-water drilling project overvalued by Enron because of accounting errors of internal management or CPA irregularities by Arthur Andersen or both? Cases: Enron and Arthur Andersen.





Week Five:


Discussion topic: Key choices facing consumers are rarely simple because the latter are no match for powerful industries that can influence prices, and create and shape markets. Was Adam Smith wrong in claiming that consumers are autonomous, rational, and perfectly informed economic maximizers, and are motivated largely by their own economic self-interest?


Tyco change its definition of cash flow to inflate its 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. Case: Tyco.


Discussion topic: How to get companies and managers to think long term when they have been trained to think and do otherwise.


Insurance companies built finance tool out of life insurance on employees (key man, janitors, managers, others) to obtain tax breaks. Case: September 11 and Hartford Insurance.





Week Six:


Discussion topic: Corporate social business responsibility requires that corporations and the people within them not just respond to the requirements of the law but high moral standards—and that they monitor their own behavior.


Prosecutors assert that Informix, a Silicon Valley database company, lied about its revenue, leading it to inflate the value of its stock by hundreds of millions of dollars. Similar charges were brought against nine high-technology companies, including Critical Path, the e-mail network company. Their emphasis on selling software and reliance on stock options provide fertile ground for aggressive prosecutors. “People who are compensated in options have an incentive to inflate prices,” James Finberg, a lawyer who represents shareholders, including those in a suit against Informix. Cases: Silicon Valley firms.


Discussion topic: First, many laws are passed only after there is general awareness of the problem. Second, designing effective regulations are difficult. Third, enforcing the law is often cumbersome.


Through 2000, asbestos litigation cost an estimated $54 billion, and that’s expected to quadruple before claims stop being filed. Travelers Property Casualty Corporation adds $2 billion to asbestos reserve. CNA, St. Paul Companies, and Berkshire Hathaway (Warren Buffett’s reinsurance giant) are sharply increasing their reserves for asbestos losses. Haliburton and ABB settle their asbestos claims through chapter 11 bankruptcy. Cases: Travelers, Haliburton, and ABB.





Week Seven:


Discussion topic: Two reasons for an absence of civil liberties in the workplace. First, rise of professional management and professional engineering in large corporations. Second, the law traditionally gives the employer a free hand in hiring and firing employees. Should companies design institutional procedures that respect the rights of their employees?


In 1964, the US Surgeon General issued his first report that smoking cause cancer. Smoking at work, in restaurants, and in other public places went from being socially acceptable to being socially unacceptable. More recently, second-hand smoke also became socially unacceptable. Today, smokers and smoke from tobacco products are forced outside of buildings even in taverns and bars. Case: Big Tobacco.


Discussion topic: OSHA is a toothless tiger that has moved from beat cop to social worker. Should character and integrity within organizations determine the health and safety of the workplace?


McWane has an extensive record of environmental violations. McWane plants have been found in violation of pollution rules and emission limits at least 450 times since 1995. Workers who protest dangerous work conditions are often bull’s-eyed—marked for termination. Supervisors routinely run roughshod over safety and environmental laws that interfere with production in the slightest. They dump polluted water under cover of night. They bully injured workers. They intimidate union leaders. Case: McWane versus OSHA.





Week Eight:


Discussion topic: Even the most loyal employees can find that their interests collide with those of the organization. The reward, autonomy, and self-fulfillment that workers seek aren’t always compatible with the worker productivity that the organization desires. Sometimes this clash can take the form of a conflict of interest.


Lopez, a Spanish citizen who worked for GM first in Europe then in the US, developed a more automated process for assembling automobiles. GM refused to spend money on implementing Lopez’s idea. Lopez took a job with Volkswagen in Germany and began introducing his system for VW. GM sued both Lopez and VW for theft of property. VW settled. Lopez fled to his native Spain from which Spain refuses to extradite him to the US. Case: GM versus Lopez and VW.


Discussion topic: The Foreign Corrupt Practices Act targets individuals—that is, citizens and corporations, domestic or foreign—accepts permissible payments, and penalizes knowledge of corruption.


Here are the red flags: payments are being requested in cash. The agent is both an independent business person and a government official. The payment is unusually large compared to payments made elsewhere for similar services. False documentation or invoicing has been requested with regard to the payment. The business is being conducted in a country notorious for corruption. Case: Shell Oil in Nigeria.





Week Nine:


Discussion topic: Most discrimination in the American workplace has traditionally be aimed at women and at minorities. “Government cannot make us equal; it can only recognize, respect, and protect us as equal before the law,” Justice Clarence Thomas.


Race has been used to decide on admission to the University of Michigan. This is labeled affirmative action. Is this compensatory justice? Does it permit fairer competition? Does it break the cycle that keeps minorities in low-paying, low-prestige jobs? Does it injure or violate the rights of white people? Does it violate the principles of equality? Should we pursue non-discrimination? Is diversity good business? Case: University of Michigan and the federal government’s friend-of-the-court brief in which race can be included as one of many items in deciding admission to universities.


Discussion topic: Should the federal courts explicitly accept the doctrine of comparable worth?


In 1983, Iowa banned pay discrimination in jobs traditionally held by men and those traditionally held by women, if they had comparable worth to the state. Pay equity is the norm in Europe and in some states and cities in the US. Case: cultural devaluation affects wage-setting even absent hiring discrimination in municipal and corporate employment.





Week Ten:


Discussion topic: In an attempt to persuade, advertisers are prone to exploit ambiguity, conceal facts, exaggerate, and use psychological appeals. What is deceptive advertising?


In Los Angeles county, 80 percent of the K-Mart, Wal-Mart, and Macy’s outlets had at least one overcharge, and 33 percent had more than one. These numbers went up during temporary sales campaigns, such as “Blue Light Specials” and “Four Hour Sales.” These campaigns are deceptive advertising. Cases: K-Mart and Wal-Mart.


Discussion topic: There is a temptation to shirk individual responsibilities and be a free rider. The failure of companies to “internalize” their environmental “externalities” spells unfairness. Others are forced to pick up the tab when companies do not pay all the environmental costs involved in producing their own product.


A federal appeals court blocked President Bush’s plans to open all American highways to Mexican trucks, ruling that the administration could not open the roads until it conducted a study of how the trucks would affect the environment. The provisions of the NAFTA trade agreement do not supersede the nation’s environmental laws. Cases: Mexican trucking firms, US teamsters, NAFTA advocates.





�
V.  Qualities of an ethical business.





	A business acting ethically should obey the law, adhere to contractual obligations, be fair and humane to employees, customers, and suppliers, be socially and environmentally responsible, observe and respect social and cultural norms, product/supply goods/services that meet social needs, and support and develop employees’ skills and well-being.





	In today’s business world, there are occasions when we want to distinguish between behavior that is acceptable and behavior that is not. However, not all issues are clear cut. If there is a pattern of ethical or unethical behavior, or if there is a pattern of cutting corners, it will come back.





VI.  Making codes of conduct effective.





Root the code in core ethical values.


Give a copy to all staff.


Provide a way to report breaches in a confidential manner.


Include ethical issues in corporate training programs.


Set up a board committee to monitor the effectiveness of the code.


Report on the code’s use in the annual report.


Make conformity to the code part of a contract of employment.


Make the code available in the language of those staff located overseas.


Make copies of the code available to business partners, including suppliers.


Make a named individual responsible for code implementation.


Review code in light of changing business challenges.


Make sure senior staff “Walk the Talk.”





However, codes of conduct alone cannot guarantee a culture of appropriate behavior.





	Assignment: Is business ethics an oxymoron? Each student must be ready to discuss this question in class.








Prof. Douglas Lamont, 2/21/03; revised 2/29/04.
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