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Core Notions

• Ethical Standards
(what makes a good
company)

– Business Excellence

– Social Accountability

– Ethical Investment

– Investment in People

– Corporate
Governance

• Sources of Ethical
Distortion

– Asymmetric
Information

– Incentive
Incompatibility

– Moral Hazard

– Risk & Trust issues

• Mechanisms for
Ethical Rectification

– Audit

– Audit Committee

– Chinese Walls

– Director Share
Options

• Some degree of ethical
distortion is inherent in
agency theory, and
probably unavoidable.

• Such mechanisms are
unreliable, and are
easily abused.

• Ethics (sources of
value beyond
economics)

– moral values - right
action - justice

– human values -
purpose

What is/are
ethics?

Good Behaviour

• Individual Morality
– greed, envy, pride,

avarice, …

• Corporate Morality

Good Outcomes

• Value for Somebody

• Value for Everybody

• The causal link between behaviour
and outcomes is complex.

• “The Road to Hell is Paved with
Good Intentions”.

– Bad outcomes cannot always be traced
back to specific bad behaviour.

• The “Perfect Market” supposedly
generates ideal outcomes from
individual selfishness.

• And we cannot always agree what is
“good” or “bad”.
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Agency
Theory

Principal

• Employs an agent to look after his
business

– Embedded notion of ownership

– Implicit source of values

• Incurs cost monitoring the
performance of the agent

– Is agent really pursuing principal’s
interests?

– Does agent understand principal’s agenda?

• Must accept extension/amputation
equation

– By extending reach, control is reduced

Agent

• Provides professional management
service to principal(s)

– Direction on behalf of …

– Values subsumed by principal’s values

• Incurs cost aligning his actions with
the interests of the principal (bonding)

– Is this really what the principal wants?

– Does the principal understand the
implications of his requests?

• Must accept that in the limit, acting on
orders is no excuse

– Must take own responsibility for outcomes
before the law

I’ll get someone to sort that
out for me

Responsibility

• Consider the
sometimes
complicated ways
that responsibilities
are transferred
between people and
organizations.

• Manager takes (or evades) responsibility for the
actions of subordinate or team

– “The Buck Stops Here”

• Individual Employee takes (or evades)
responsibility for actions of Company

– For example, Manslaughter

• Company takes (or evades) responsibility for
actions of individual employees or subcontractors

– For example, incompetent work, libellous emails.
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Stakeholding

Identifying stakeholders

• Power – some ability to
influence a system, often
negative power

• Proximity – some natural
involvement with the system
and its work, perhaps
intentions about it

• Interest – some concern for
and interest in the system and
its outcomes. Finds some value
in it

Typical stakeholders

• Suppliers

• Customers

• Staff

• Shareholders

• Local community

• Competition

Who do I need to worry about
when I do this project?

Truth and
Illusion

Mechanisms to
expose false
appearances

Gap between
appearance and

reality

Mechanisms to
enable false
appearances

Stakeholders
who benefit

from
illusion

Stakeholders
who benefit
from truth

other

whistle-
blowing

audit

special
purpose
vehicles

excessive
complexity

Failure modes
 of these

mechanisms

incompetence

corruption

negligence

moral hazard

Regulation and
system fixes to
prevent failure

other

Example: Enron

• What mechanisms were used
to conceal the truth?

• What mechanisms could be
used to uncover the truth?

• Whose truth is it anyway?



Business and Organizations
http://www.veryard.com/orgmgt/student.htm

Ethics

© Copyright 2002-5 Veryard Projects Ltd  & Antelope Projects Ltd. All rights reserved. 5

Costs and
Benefits of
Regulation

• Who pays for regulation?
– The Authorities?

– The Suppliers?

– The Customers?

– Everyone?

• Who benefits from regulation?
– All Customers?

– Some Customers?

– All Suppliers?

– Some Suppliers?

• Regulation tackles specific
types of risk. Risk is usually not
evenly distributed.

– Some customers may be more
susceptible than others -
therefore in greater need of
protection.Transaction

Cost

Regulation
Cost

Regulated
Risk

Cost
Distribution

?

Risk
Distribution

+

+

+

+

• Organizations can be
improved by various
means.

• The benefits may be
shared in various ways.
How is the distribution of
benefits controlled?

– Market forces

– Shareholder activism

– Worker solidarity

Customer

Director

Worker

Shareholder

Effort and
Reward

Effort

Fortune

Technology

Genius

Change
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Health Warning
Transparency is not all it appears to

be!

Stakeholder
Ethics

Values and Interests

• Different stakeholders have
different values and interests

• It is normally impossible to
satisfy all stakeholder interests
simultaneously

• Meeting stakeholder needs is a
matter of process, balance and
negotiation

• The process is normally called
politics and can be ethical or
unethical

Transparency

• Process of resolving action in the face
of conflicting interests is explicit and
open to input

• Values by which judgements are to be
made is negotiated in advance

• Historical record of decisions and
outcomes is available for inspection

• Resources are available for research
into the effect of particular factors or
interests on the decision process

Ownership

• Limited Companies are owned
by shareholders.  The directors are
accountable to the shareholders.
This category applies to all
companies listed on the stock
exchange.

• Public Corporations are owned
by the public.  In some cases the
management is directly accountable
to elected politicians (for example
Transport for London). In other
cases, there are independent
governors or trustees who mediate
between the politicians and the
corporation (for example, the BBC.)

• Mutual Companies are owned by
customers.  This has been a
common structure for building
societies and insurance companies,
although in recent years many have
converted to Limited Company
status.  (This is known as
demutualization.)

• Cooperatives & Partnerships
may be owned by workers or
suppliers - for example a group of
farmers may establish a cooperative
organization to distribute their
produce.

• Unusual cases include:

– Lloyd’s Insurance Market -
“owned” by a complex network
of agents and individual
“names”.

– John Lewis Partners - owned by
the workforce.
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Politics and
Structure

Participation

• Political systems are often
designed to encourage
participation:

– Regular consultation and/or voting

– Public meetings

– Membership of political parties

• Political systems expect different
groups to have different values and
priorities

– Political programmes

– Representation of particular classes or
constituencies

– Radical change agendas

Business stakeholding
• Stakeholding is usually held to be

secondary to common business
goals

– Issues of direction resolved by the
board

– Pressure groups and factions are
thought to be illegitimate

– Large scale consultation only at the
behest of the business

• Values are often limited to
different economic priorities

– Value management
– PR oriented consultation

• Some companies have begun social
audit and accounting

A politician depends
on my vote

A businessman would like
my support

Ethical
Standards

(what makes a
good company?)

Company

Ethical
Investment

Corporate
Governance

Social
Accountability

Investors
in People

Business
Excellence

???
• There are various schemes for

assessing the “goodness” of
companies.

– See “New Reporting Models” for
a survey

• There are many common
criteria across different
schemes.

• However, each of the various
schemes has a different
purpose, and there are some
important differences in
emphasis and style.
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Ethical
Investment

• Individuals invest in a company
directly, or through an
investment fund (e.g. pension
or savings scheme).

• Some investment funds are
identified as “ethical” or
“green”

– they will not invest in certain
companies or industries - e.g.
armaments, gambling, tobacco or
alcohol

– they seek to invest in companies
with a positive attitude to social
or environmental concerns - e.g.
renewable energy & recycling

Discussion Questions

• Are there any advantages for a
company in conforming to the
criteria for “ethical
investment”?

• Would you expect an ethical
investment fund to perform
better or worse in economic
terms than an ordinary
investment fund?

Company

Investment
Funds

Investors

• Ethical Property Company
provides office space for small
charities and campaigning
organizations, such as
Corporate Watch

• Shares in Ethical Property
Company and Café Direct are
traded on the Ethex Ethical
Stock Exchange, operated by
Triodos Bank.

• Some of these organizations
have strong religious
connections.

Ethical
Network -
Example

Ethical Property
Company

Ethical Landlord

Corporate
Watch

Triodos Bank

Ethex
Ethical Stock

Exchange

Café Direct
Fair Trade

TraidCraft
Fair Trade

Oxfam
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Cadbury

• Separate audit and
remuneration committees

• Audit committee meets
external auditors

• Disclose remuneration of
directors in accounts

• Three-year term of office

• Non-execs have funds to take
external advice

Turnbull

• Accountability for disasters and
crises

• Risks to the company must be
disclosed

• Directors must have effective
system of internal controls

These appear to be solutions.

But what is the problem of
corporate governance?

Corporate
Governance
Standards

The Challenge
of Corporate
Governance

Corporate Governance
exists to give the appearance
that companies are
constrained to meet the
needs of their stakeholders
to some degree, especially
those of the shareholders,
but increasingly wider
stakeholding where public
policy is concerned.

Because of the publicness of
the proposition, the only
available solutions to the
need for improved
governance are rules about
accountability and
transparency.

However, there is radical
criticism from both inside
and outside the corporate
world that such rules do not
improve governance.

To make progress with good
governance you have to
understand the system you
are trying to improve, not
merely meddle in it. That is
the subject of this course.

The underlying seduction in
the corporate governance
proposition is that we share
enough common values that
society can agree on "good"
governance. In practice only
dramatic failures provide the
basis for change, and this
basis is known to be poor.
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Director
Incentives

In Theory

• If the directors have a personal
stake in the Company, then
their interests will be aligned
with shareholders.

• If the directors receive bonus
for increasing shareholder value,
then they will try to increase
shareholder value.

• If the directors are awarded
share options instead of shares,
then they will be focused on the
future value of the company.

In Practice

• Directors often control both
the performance measurement
and the remuneration schemes.

• Directors have early warning of
problems or opportunities and
may be the first to buy/offload
shares.

• Share options are worth more if
the company share price is
highly volatile.  This may
encourage directors to take
more risks.

Responsibility
and

accountability

Control over systems

• Directors have legally defined
accountability for organizations

• Directors are responsible (as
agents) for performance to
shareholders

• Directors and managers may
not have control over the
performance of the system

– Emergent behaviour

– External factors (market,
economy)

– Interference with decisions

Ethical questions

• Does holding directors to
account improve the
performance of a company?

• Do legal controls and public
accountability improve the
standard of management?

• Which stakeholders are
favoured by the existing rules on
accountability?

• Whose account of company
performance gets pride of place?
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Audit
committees

Who checks on the Board?

• A body of non-executive
directors with powers of
scrutiny over the main board

• Reported to by the company’s
external auditors about the
company accounts

• Can commission other work to
check up on aspects of
company management and
behaviour

• Relied on by shareholders to
keep a watchful eye

Issues

• Turnbull report requires directors to
assess their system of internal control,
including the management of risk

• Major risks must be declared in the
annual report to shareholders

• Ethical standards of external auditors
are currently being seriously questioned

• Individual directors and the whole board
may be criminally liable for death and
serious injuries caused by their actions
or negligence

Distributed
Corporate

Governance

Fragmentation

• When a system is fragmented
across many different
companies.

• Example: the UK railway
system.

• Enormous difficulties in
regulation and management.

Supply Chain Hegemony

• Single company exerts power
over lots of smaller suppliers.

• Typical relationship between
supermarket and food
producers.

Private Finance Initiative

• Consortium between public
sector and private
organizations.
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Abuse

• Arson

• Blackmail

• Bribery

• Discrimination

• Espionage

• Extortion

• Fraud

• Interpersonal violence

• Kickbacks

• Lawsuits

• Lying

• Sabotage

• Sexual harassment

• Theft

• Violation of confidentiality

• Whistleblowing

Who might object to these forms of
behaviour, and on what ethical
grounds?  Can these forms of
behaviour ever be justified?

Moral Hazard

Asymmetric Information

• Differential access

– Supplier (agent) knows more than
consumer (principal) about solution

– Consumer may know more than
supplier about risk (e.g. financial
services)

• Insider trading
– Use of private information in public

dealings

– Working behind the principal’s back
to further private interests

Moral Hazard

• The temptation to take unfair
advantage from asymmetrical
information or role confusion.

– Redress and revenge

– Competition imperatives

• An issue for both the agent and the
principal

– Bearing limits

– Risk and opportunity

• May be of concern to an industry
regulator

– Consumer perception of
trustworthiness of the industry
players

My chance to profit from
this will come around
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Distorted
Incentive

• One-Sided Risk

• Manager gains hugely if a bet
wins, bit loses nothing if it
loses.

Collusion

Chinese Walls

• Preventing the flow of
information that would lead to
asymmetric imbalance

• Closing avenues for improper
profiting from inside
information

• Reducing the opportunity for
moral hazard

Incentive Compatibility

• Two or more parties who have a
common interest in adding cost to
the consumer have incompatible
incentives

• Although nominally in partnership to
serve the consumer they act in
collusion to further their own
interests

• Consumers’ assumption that
competition will act to protect their
interests is misplaced

• E.g. Railtrack and the rail industry

Is this situation what it appears to
be?
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Ethics and
Systems
Theory

• Discovery of a scandal increases public and media
attention to corporate governance, which increases
the chance of further scandals being discovered.

• If further scandals are not discovered, even with a
heightened level of concern and attention, this will
reassure stakeholders, leading to a reduced level of
concern and attention.

• Corporate governance issues are exposed in lean
times, and concealed in prosperous times.  Scandals
reinforce the perception that we are currently in a
lean time.  Lack of scandal would reinforce the
perception that we are back in prosperous times.

• In lean times, managers may become more desperate,
and this may increase the motivation to cheat.  In lean
times, people count the pennies, and are far less
tolerant of vagueness and warm feelings, in areas
ranging from business relationships to management
accounting.

• Excessive attention to issues of corporate governance
could distract managers from other important
management issues, and could also affect willingness
to take risk.  This could have an impact on corporate
viability.

• A number of
feedback loops may
be identified.

• There is a possibility
of oscillation
following (with some
delay) the general
economic cycle.

Ethics and the
Economic

Cycle

• Economic climate affects …

… the ability of agents to conceal bezzle

… the willingness of principals to tolerate bezzle

• As economic conditions get tighter, so the moral
relations between agent and principal also get tighter

– more tightly coupled

– more uptight

• Of course, bezzle is not the only factor driving the
economic cycle - but it may have a detectable effect.

Discovery
of Bezzle

Tolerance
of Bezzle

Bezzle

+

+Economic
Climate

+

Ability
to Conceal 

Bezzle

–

+

–

+
• Bezzle - the amount of money

siphoned from the system.

• In good times the bezzle rises
sharply, because everyone feels
good and nobody notices.

• “In bad times, all this is reversed.
Money is watched with a narrow,
suspicious eye.  The man who
handles it is assumed to be
dishonest until he proves himself
otherwise.  Audits are penetrating
and meticulous.  Commercial
morality is enormously improved.
The bezzle shrinks.”

• J.K. Galbraith, The Great Crash 1929
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Responsibility
and Liability

• Financial Debts

• Civil or Criminal Damage

• Corporate Manslaughter

• Environmental Damage

• There are various tactics to
escape financial/legal liability

– Insurance

– Corporate Structure - for
example, Carlton and Grenada
were not liable for the debts of
OnDigital, nor the subsequent
financial crisis for football clubs.

– Outsourcing

• These tactics do not always
allow companies to escape
public censure or legal action.

Corporate killing

• The corporation’s conduct fell
significantly below what might
reasonably be expected

• The death was caused by
management failure, the way in
which the corporation’s
activities were organised or
managed failed to ensure the
health and safety of persons
employed in or affected by its
activities

Responsibility
for harm

Legal tests

• Did the individual owe the victim
a duty of care?

• Was there a breach of that duty,
a failure to use proper care?

• Did this breach, this failure,
cause the death of the victim?

• Was this breach, this failure, so
bad as to be grossly negligent,
and therefore a crime?
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 How can I know
enough to plan?

 What are the loss
scenarios I may get

into?

Stakeholder
risk

Uncertainty

• Is power used to place
uncertainty?

– Often the least powerful end up
with the most uncertainty

• What is people’s level of
commitment?

– Commitment reduces uncertainty
until it is broken

• How far can I trust people?
– Are others in this situation really

going to protect my interests
when it is in their power?

Risk

• Risks always fall unequally across
groups of stakeholders

– Some people take a disproportionate
loss while others may even gain

• Risks are opportunities to redress
power imbalance

– People may be pleased to get their
own back if they have been repressed

• Failed negotiation creates risk
– Stakeholders will keep looking for

ways to get their interests met

Trust and
culture

Span of trust

• Who is able to trust whom in
business dealings:

– Immediate family

– Clan

– Contracted parties

• Importance of intermediate
institutions such as clubs and
voluntary bodies

• Major differences between
national cultures

Company lifecycle

• Who can be trusted as an
agent and as a supplier

• Trust defines the pool of talent
that can be brought into
management positions

• Who can the company be
handed over to when the
founder retires?

• Viable sizes of companies in
different cultures

Source: Francis Fukuyama, Trust



Business and Organizations
http://www.veryard.com/orgmgt/student.htm

Ethics

© Copyright 2002-5 Veryard Projects Ltd  & Antelope Projects Ltd. All rights reserved. 17

Discussion
Questions

• In what ways would you expect companies with cooperative or
mutual ownership to have “better” corporate governance than listed
companies.

• Who gains when a mutual company converts to a listed company
(“demutualization”)?  Who loses?

• Do listed companies have a duty to uphold their own share price?
What mechanisms to do this are ethically acceptable?

Sample Exam
Question

Following recent corporate
scandals in America and
elsewhere, the US Government
proposes tough new laws
against business executives who
mislead investors.

i Why are such laws
necessary?

ii What would be required
for such laws to be
effective?

iii What could be the overall
effect of such laws?

• A satisfactory answer will indicate the
possible conflicts of interest between
executives and other stakeholders -
including investors and employees.

• An above average answer will make the
ethical issues explicit, with reference to
agency theory and moral hazard, and will
explore the positive or negative implications
of tougher legislation and regulation -
including the extra costs of greater
regulation.

• An excellent answer might analyse both
positive and negative effects of regulation
on ethical issues, and may be able to cite
examples of clumsy or counter-productive
regulation.
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Sample Exam
Question -
Ethics and
Systems
Theory

Since the fall of Enron and other corporate
scandals, there is much interest at present
in corporate governance and related
issues.

a) Identify a range of stakeholders with an
interest in the quality of management and
corporate governance.  What are their
primary concerns?

b) It is possible that the level of interest
may diminish over time.  Alternatively, it is
possible that a continuing stream of
scandals could reinforce the level of
interest.  Draw a system diagram to show
how feedback loops could operate here.

c) How can the quality of management and
corporate governance be assessed and
improved?

• A satisfactory answer (>40%) will identify the ethical
issues of corporate governance, and the potential
conflict of interest between the directors of a
company and its shareholders and other
stakeholders, illustrating this in terms of Enron or
some other example.  Will show some awareness of
the relationship between economic and ethical
issues.

• In addition, an above average answer (>55%) should
show some awareness of social mechanisms for
maintaining the quality of corporate governance,
such as board structures, external audit and media
attention. Will be able to produce a reasonable
system diagram, with at least one meaningful
feedback loop identified, and draw some conclusions.

• An excellent answer (>70%) must produce a clear
and well-argued system diagram. Could use such
system concepts as attenuation and delay to
illustrate the social and ethical issues.  Should show
how ethical concerns may have to be balanced
pragmatically against other business concerns, and
could reference the theory of decision-making and
rationality to show finite limits to the pursuit of the
perfectly ethical solution.
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