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FOREWORD

'The Business Roundtable Institute for Corporate
Ethics is an independent entity established in
partnership with Business Roundtable—an
association of chief executive officers of leading
corporations with a combined workforce of
more than 10 million employees and $4 trillion
in annual revenues—and leading academics
from America’s best business schools. The
Institute brings together leaders from business
and academia to fulfill its mission to renew and
enhance the link between ethical behavior and
business practice through executive education
programs, practitioner-focused research and
outreach.

Institute Bridge Papers™ put the best
thinking of academic and business leaders
into the hands of practicing managers. Bridge
Papers™ convey concepts from leading edge
academic research in the field of business ethics
in a format that today’s managers can integrate
into their daily business decision making.

Fostering a Culture of Trust: Implications of
the Federal Sentencing Guidelines is an Institute
Bridge Paper™ based on the research of
Academic Advisor Timothy Fort, David Hess,
and Robert S. McWhorter, which was first
published in the Fordham Journal of Corporate
& Financial Law’s Spring 2006 edition.” The
authors interpret the 2004 Amendments to
the Federal Sentencing Guidelines from both
an ethical and legal perspective, providing
executives and directors with insights needed
to meet both the spirit and the letter of these
provisions.

'The accompanying interview with James G.
Martin, Partner, Armstrong Teasdale LLP and
Director, The PREVENE Group provides an
interpretation of the Amendments’significance
from the perspective of a former senior federal
prosecutor.

*David Hess, Robert S. McWhorter & Timothy L. Fort, The 2004
Amendments to the Federal Sentencing Guidelines and Their Implicit
Call for a Symbiotic Integration of Business Ethics, 11 Fordham J. Corp.
& Fin. L. 725 (2006).
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INTRODUCTION

In November 2004, the United

States Sentencing Commission (the
“Commission”) substantially revised
the Federal Sentencing Guidelines for
organizations (the “Guidelines”).' The
Commission promised to create a “new
era of corporate compliance” where an
organization would focus on ethical
corporate behavior and being a “good
corporate citizen.”? According to the
Vice Chairman of the Commission,
the new Guidelines seek to build

a “model company” and stress that

“a good corporate citizen must first
and foremost operate ethically.” To
accomplish this, the new Guidelines
augment and strengthen the criteria an
organization must follow to create an
effective compliance program. Perhaps
most importantly, the Guidelines require
organizations to establish an effective
compliance and ethics program that
promotes an organizational culture
that “encourages ethical conduct and

a commitment to compliance with

...the new Guidelines seek to

build a “model company’...

the law.” Although organizations are
not required to comply with the new
Guidelines, they set the benchmark
for proper corporate conduct. If an
organization is subsequently convicted of
a federal crime, its failure to maintain “an
effective compliance and ethics program”
may result in the assessment of harsher
penalties against the organization by the
court.”

The revised Guidelines integrate

notions of a “good corporate citizen”
from law, management, and ethics.
Linking these perspectives is the concept
of trust, specifically, three distinct but
interrelated types of trust that can be
characterized as: (1) Hard Conviction —
having people do what they are supposed
to do, (2) Real Confidence — having
people live up to the promises they make
and being honest, and (3) Good Faith

— engaging personal meaningfulness and
integrating individuals into communities.

THE ORIGINAL SENTENC-
ING GUIDELINES

Organizational Criminal Liability
and the 1991 Sentencing Guide-
lines

In 1991, the Commission announced
rules for sentencing organizations
convicted of committing federal felonies
and Class A misdemeanors.® The 1991
Guidelines provide that the hallmark
of an effective program is “that the
organization exercise due diligence in
seeking to prevent and detect criminal
conduct by its employees and other
agents.”” “Due diligence” requires that
the organization adopt a compliance
program meeting the following
minimum requirements:

1) Establish standards and procedures
which are “reasonably capable of
reducing the prospect of criminal
conduct.”

2) Appoint “high-level personnel” to
oversee the program.

3) Ensure that authority in the
program is not given to those that
have “a propensity to engage in
criminal conduct.”

4) Communicate the program’s
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requirements to all employees and
agents.

5) Ensure compliance through
monitoring and auditing.

6) Enforce the program through
“appropriate disciplinary
mechanisms.”

7) Once a violation has occurred,
update the program to ensure
effectiveness.®

An organization’s failure to satisfy
these seven requirements results
in increased sanctions for criminal
misconduct. As the Commission’s
chairperson explained: “these guidelines
provide incentives for voluntary
reporting and cooperation but punish an
organization’s failure to self-police.”® An
organization that incorporates all seven
requirements, self reports, cooperates,
and accepts responsibility for the illegal
conduct of their employees may receive
up to a 95% reduction in their federal
fines.!” In contrast, organizations that fail
to comply with these requirements may
be subject to a 400% increase in their

...organizations that fail to
comply with these require-
ments may be subject to a
400% increase in their fed-
eral fines.

federal fines.!!

Even more important than sentence
reduction, the presence or absence of
an effective compliance program may
determine whether or not prosecutors
initiate criminal proceedings against an
organization. For example, from 2000 to
2004, of the 377 organizations sentenced
under the guidelines, only 16 had any

type of compliance program.'? From
1993 to 2001, 812 organizations were
sentenced under the guidelines, but only
three of those organizations received a
sentence reduction for having an effective
compliance program.!3

THE IMPACT OF THE 1991
GUIDELINES

'The Guidelines have led to significant
changes by corporations. Compliance
programs are now standard practice, with
over 90 percent of large corporations
having an ethics code.!* Despite
widespread use of compliance programs,
however, critics have challenged their
effectiveness as a regulatory measure for
several different reasons. The primary
basis for many of these criticisms is the
tear of cosmetic compliance — firms
adopting only the appearance of a
compliance program. According to one
analysis, the adoption of these codes
is commonly viewed by employees “as
public relations vehicles or ‘just a piece
of paper.”® According to a member
of the Commission’s Advisory Group,
tollowing the adoption of the Guidelines,
many organizations developed token
compliance programs by merely
“checking the boxes” to comply with the
seven minimum requirements of the
Guidelines.!®

Simply adopting a compliance
program with the aforementioned seven
factors does not assure a successful
program; instead success depends
on the company’s approach to the
program. Lynn Sharp Paine at Harvard
Business School argued that firms
could adopt either a compliance-based
or an integrity-based approach.!”
Under a compliance-based program,
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firms typically over-emphasize the
threat of detection and punishment

for misconduct, which can be counter-
productive if employees view the
program as simply a tool to achieve
leniency from prosecutors and to protect
top management from blame.'® An
integrity-based approach, on the other
hand, seeks to develop legitimacy with
employees and focuses on internally

An integrity-based approach
seeks to develop legitimacy
with employees and focuses
on internally developed or-
ganizational values.

developed organizational values. Under
this approach, obeying the law “is viewed
as a positive aspect of organizational life,
rather than an unwelcome constraint
imposed by external authorities.”'’

The sum of these criticisms is that it is
not simply the adoption of a compliance
program that matters, but the culture
of the firm that is the most important
determinate for influencing employee
behavior.?’ Although much has been
written on the Enron case, it is a useful
demonstration of both the importance of
corporate culture and the problems with
the 1991 Guidelines.

As is well known, Enron filed
bankruptcy in December 2001 with debts
over $100 billion amid allegations that it
artificially boosted profits totaling over
$1 billion. Enron, however, had a model
code of ethics that likely satisfied the
seven requirements of the Guidelines.?
Enron’s code “prohibited its employees
from having financial or a management
role in Enron’s special purpose entities
unless the chairman and the CEO

1

determined that such participation would
not adversely affect the best interests

of the company.”?> However, Enron’s
directors waived the company’s code of
ethics in June 1999 to allegedly permit
Enron’s former CFO Andrew Fastow
and former Enron employee, Michael
Koppers, to run and financially benefit
from Enron’s special purpose entities.?>
For sure, a system of controls was

either absent or seriously flawed. More
importantly, the values of the code of
ethics appeared to be exactly opposite of
the true culture that existed there.

'The Enron example clearly shows the
limits of the 1991 Guidelines’ approach.
Even with a model code of ethics, the
organization’s system for rewarding
employees and controlling risks can have
a negative, and significantly stronger,
impact on employee behavior.

THE AMENDMENTS TO
THE SENTENCING GUIDE-
LINES

The Ad Hoc Advisory Group and the
Call for Increased Focus on Ethics

Enron and other corporate ethics
scandals led to a closer look at
compliance programs. In 2002, the
Commission formed an ad hoc advisory
group (the “Advisory Group”) to
review the general effectiveness of the
Guidelines.?* The Sarbanes-Oxley Act
also suggested such a review.

During the hearings, various
commentators urged the Advisory Group
to include “ethics” as a requirement
under the Guidelines. Bill Lytton,
former counsel to Presidents Reagan
and George H. W. Bush, testified that
the overarching goal in amending the

Guidelines should be to “provid[e] and
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foster [an] atmosphere where people who
want to do the right thing are encouraged
to do it and people who don’t want to
do the right thing are found out and
prevented from doing it.”%>

After these hearings, the Advisory
Group concluded that the “effectiveness
of compliance programs could be
enhanced if, in addition to due diligence
in maintaining compliance programs,
organizations also took steps to build
cultures that encouraged employee
commitment to compliance.”® As a
result, the Commission modified the
Guidelines to require organizations to
specifically establish a “compliance and
ethics program.”*” To have an effective
compliance and ethics program, an
organization must both “exercise due
diligence to prevent and detect criminal
conduct” and “promote an organizational
culture that encourages ethical conduct
and a commitment to compliance
with the law.”?8 In its commentary, the
Advisory Report states that:

...organizational culture, in this context,
has come to be defined as the shared
set of norms and beliefs that guide
individual and organizational behavior.
These norms and beliefs are shaped by
leadership of the organization, are often
expressed as shared values or guiding
principles, and are reinforced by various
systems and procedures throughout the
organization.29
Although the Advisory Report
indicates that the Commission is not
imposing duties on the organization
beyond what the law requires, their
approach requires firms to comply
with the “spirit of the law” and not just
the “letter of the law.” The minimum
requirements for establishing an effective
compliance program and ethical culture
are based on the seven requirements of

the 1991 Guidelines, but include some
significant changes.

Amendments to the Requirements
for an Effective Program

First, the Guidelines created a new
definition of compliance standards and
procedures, as “standards of conduct
and internal control systems that are
reasonably capable of reducing the
likelihood of criminal conduct.”

Under the new guidelines, firms are
responsible for updating their programs
on a continuing basis to protect against
the risk of violations. The Commission
asserts that “standards of conduct and
internal controls are essential aspects of
effective compliance programs and that
these measures should be developed,
implemented, and evaluated in terms of
their impact on reducing the likelihood of
violations of the law.”3!

Second, the Commission sought
to clarify leadership responsibilities.
Based on its investigation, the Advisory
Group found that a key lesson from the
corporate scandals was that the 1991
Guidelines did not adequately specify
leadership responsibility. Accordingly, the
new Guidelines sought to correct this
problem in a few different ways. First, the
new Guidelines require that the board of
directors must be knowledgeable about
the compliance and ethics program,
including information on the compliance
risks facing the firm and the programs
installed to combat those risks, and be
proactive in evaluating, monitoring,
and managing this program.>? Second,
the Guidelines require that senior
management must “ensure” that the
organization has an effective compliance
plan.33 For example, some companies
have elevated their Chief Ethics Ofhicer
to the senior executive team, with both
the ability to monitor the organization
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and the access to report violations of the
law. Third, those individuals with “day-
to-day operational responsibility” must
“be given adequate resources, appropriate
authority, and direct access” to the board
of directors or appropriate subgroup of
the board. The provisions reflect a belief
that a positive organizational culture
requires all levels of the organization
— the top, middle, and bottom — to be
active in promoting the appropriate
“organizational tone.”

'Third, the Commission made it clear
that ethics and compliance training
was mandatory and that all employees,
including the board of directors and
executives, must receive 'craining.35 The
Advisory Report also indicated that
educating employees about compliance

...a positive organizational
culture requires all levels of
the organization to be active
in promoting the appropriate
‘organizational tone.”

requirements was not enough;
organizations must also motivate all
employees to comply.*®

Fourth, the Guidelines require the
program to include a system that allows
employees to report misconduct and
seek guidance without fear of retaliation.
Based on information provided to the
Advisory Group, there were two common
problems plaguing companies who were
ultimately convicted of a crime. In the
first case employees or management
knew or suspected that illegal conduct
was occurring within the organization,
but did not report it because they feared
retribution, including possible job loss.3”
As a result, employees remain silent,
thereby allowing the illegal conduct

to continue. The second issue was that
most organizations lack any mechanism
to allow employees to report wrongful
conduct confidentially.3® The Advisory
Group found that 44% of all non-
management employees do not report the
misconduct they observe.?? Fifty-seven
percent of those individuals failed to
report because they felt that such a report
would not be kept confidential; 41%
teared retaliation from their manager,
and 30% believed that co-workers would
retaliate for any report of wrongdoing.*’
'The purpose of this provision is to foster
an organizational culture that promotes,
rather than penalizes, employees who
report violations of the law.

Overall, the new guidelines
require firms to be more proactive in
designing and updating their programs.
Organizations are also encouraged to
consider not only the risk of illegal
activities by employees, but also ethical
lapses.*!

An Assessment of the Amend-
ments

'The changes to the Guidelines
to achieve the Commission’s goal—
encouraging firms to adopt programs
that actually work—are supported by
research from management scholars.*? A
key factor is management commitment.
When management demonstrates a
commitment to ethics, then all members
of the organization are more likely
to view ethics as a key organizational
value and take legal compliance
initiatives more seriously.*> Additionally,
researchers have identified the following
factors as important for a successful,
integrity-based program: fair treatment
of employees, open discussions of ethics
in the organization, and rewarding
ethical behavior (such as an employee
reporting the unethical behavior of a
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co-worker) and not just self-interest.**
'The new Guidelines adhere to these
research findings by expanding the roles
of top management, requiring them to
participate in training and creating a
duty to ensure the effectiveness of the
program.

There are, of course, limits to what
the law can accomplish. For example,
if the goal is to encourage integrity-
based programs, then do the Guidelines
actually work against it by developing
even more stringent rules? Can these
external inducements “force” a company
to create an ethical organizational
culture? Likewise, how do we balance
between giving firms the flexibility to
develop integrity-based programs and
mandating best-practices, which can
stifle experimentation on what works
best for the firm’s particular situation?

The new Guidelines—along with
the Sarbanes-Oxley Act, changes to
Securities and Exchange Commission
regulations, and other government
actions—are an attempt to develop trust
between corporations and the public. For
the Guidelines to be effective, however,
there must also be trust within the
organization.

THE 2004 AMENDMENTS
AND PUBLIC TRUST IN
BUSINESS

mechanisms ranging from Sarbanes-
Oxley to consumer protection. Another
method, typically taken by schools of
management, emphasizes trust deriving
from the practice of certain virtues

- such as production of quality materials
or simple honesty — and thereby creating
social capital. Still a third technique
relies more motivationally on the

kinds of passions that engender ethical
behavior. This method depends on the
development of trust through passionate
commitment to being a certain kind of
person or company. Rather than generally
suggesting that corporations need to
restore public trust, it may be useful

for corporations following the 2004
Amendments to conceive of their task as
fostering three related but distinct kinds
of trust. One could characterize them as
Hard Conviction, Real Confidence, and
Good Faith.

Trust:

* Hard Conviction — Doing what
one is supposed to do

* Real Confidence — Living up to
promises, being honest, acting fairly

* Good Faith — Engaging personal
meaningfulness, integrating
individuals into communities

Hard Conviction, Real Confidence,
and Good Faith

There are multiple ways to attempt to
restore trust. One way to accomplish

the re-creation of public trust is to insist
upon stricter legal requirements. This is
the approach taken by the Guidelines, its
amendments, as well as a myriad of other

Hard Conviction is about how to
make sure that people do what they are
supposed to do. In large part, most of
the turn-of-the-century scandals were
about a breach of fiduciary duty. Rather
than looking out for the interests of
shareholders, executives from Enron,
WorldCom, and Global Crossing were
more interested in their own personal
well-being, even at the expense of
shareholders. The duty of loyalty and the
duty of care are well-established legal

constraints regulating the behavior of
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directors of corporations. So too, now,
are the ethics and compliance provisions
of the Guidelines. Other laws have been
constraints on corporate behavior such as
those related to securities fraud, unsafe
working practices, unsafe products, and
collusion. The hardness of this approach
is that there are clear legal punishments
if a company does not implement what
is called an “effective” program. It may be
that internally-driven programs tap more
deeply into employee values than do
externally driven ones, but laws help to
ensure the public that their voice is also
heard by companies.

The 2004 Amendments to the Federal
Sentencing Guidelines reflect an attempt
to reinforce Hard Conviction in order
to assure compliance. The route it takes,
however, interestingly relies on softer
notions of culture and ethics because
of a belief that reliance on coercion will
not be sufficient to achieve corporate
compliance. Thus, in addition to Hard
Conviction, the Amendments have added
what might be called Real Confidence.

Real Confidence is what most people
think of when they hear the term trust,
at least in relation to business. Real
Confidence is about people living up to
their promises, being honest, producing
products and services that are of high-
enough quality to satisfy customers, and
rewarding people for doing the things
the company says are important.*

Attempts to create conditions that
foster Real Confidence thus stress
acting fairly and by doing so, creating
social capital so that integrity becomes
a reinforced practice. This requires
rewarding people for doing the right
thing. Because social capital and Real
Confidence trade on notions of fairness,
corporate consideration of what is fair is
a necessary part of developing a culture
of ethics and compliance.

Several years ago, LaRue Hosmer
developed a small vignette about a
recent MBA graduate who worked for
a department store in the gourmet food
section.*® In this real case, the store sold
individually wrapped, sealed specialty
cookies. Unfortunately, some customers
tound bugs on the cookies when they
opened them. The graduate’s manager
instructed her to “dump” the cookies, but
the graduate discovered that this did not
mean to throw the cookies in the trash.
Instead, the manager said that she knew
of a convenience store in the inner city,
where they could sell the infested cookies
at a discount and get some of their
money back.

From a twisted perspective, the
supervisor’s directive made sense because
the manager’s annual bonus was based on
profitability per square foot; so was her
future allocation of square footage in the
store.*’ In short, the company rewarded
her to maximize her profitability in
whatever way she could. The manager
simply followed the logic of the financial
incentives.

One could argue that the manager
still should not have sold the cookies.
But the point is that if an organization
wants to be ethical, it cannot rely on
individual people to fall on their swords
regularly to make it happen. Incentives
need to be developed for rewarding
people for not selling infested cookies
and punishing them if they do. This
means that ethics is not only about
hiring people with personal integrity — it
is also about organizational structures
that reward the right actions. In other
words, it is important to create win-win
environments for multiple stakeholders.

'The aim of the third kind of trust,
Good Faith, is to engage personal
meaningfulness and to integrate
individuals into organizations and
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missions that transcend the individual

— in ways that remain consistent with
Hard Conviction and build on the

moral duties of Real Confidence. Two
critical dimensions comprise Good
Faith. The first is that by commitment

to a powerful good, individuals within
the company can be energized to pursue
ethical business behavior in their work.*
The second is a notion of “mediating
institutions” — particular kinds of
communities within organizations that
foster personal meaningfulness and moral
identity.

Individuals affect the moral character
of organizations while also being shaped
by them.”® For example, anthropological
data on the importance of small groups
suggest that there may be a particular
kind of a community — a relatively small
mediating institution — whereby moral
character is optimally developed.’! Small
groups within corporations that build
a commitment of trust may be these
optimal sized units that are able to foster
an affective culture of ethical behavior
within the larger organization.

The Role of the Law in Promoting
Hard Conviction, Real Confidence,
and Good Faith

The challenge the Guidelines has
identified is how to build trust within
organizations. Typically, the law works
by forcing structures and rules upon
organizations. However, compelling
firms to force compliance programs
upon their employees runs the risk of
developing distrust and working against
the development of compliant and
ethical organizations. The Guidelines
attempt to walk this balance by requiring
certain “best practices,” but still leaving
firms with flexibility in implementing
compliance programs.

One way to view how the law can

support the development of trust through
compliance programs is by viewing the
new Guidelines as serving an “expressive”
function.’? Viewed in this way, the

new Guidelines operate not as a threat
of punishment for those firms that do
not adopt the appropriate compliance
program, but create awareness about

an appropriate compliance program

and the need for an ethical corporate
culture. During the 1990s — rather than
simply rubber-stamping the decisions of
CEOs — directors became more active in
setting the board’s agenda and critically
evaluating the performance of the CEQO.
'This change may have occurred not due
to liability concerns, but rather as a result
of “a shift in the social norm governing
directorial duties, from a nonobligational
practice norm that insulated inactive
directors from criticism and self-

...changing the norms of ap-
propriate behavior among
officers and directors will have
stronger impact on the effec-
tiveness of compliance pro-
grams than coercive, external
pressures.

criticism, to an obligational norm that
requires a higher level of care.” The
driving force was a “change in the belief
system of the business community” with
respect to the role of directors.

'The main cause of this change in
social norms was the law.>* Although
directors were essentially shielded
from liability, the courts continued to
define directors’ obligations and how
directors should “play their roles.” Thus,
the law provides essential meaning

10
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for how actors are to perform in these
situations. In addition, the law creates
social norms that can be enforced

by social sanctions. For example, “no
smoking” signs are rarely enforced by
legal sanctions, but their presence allows
others to “enforce” the smoking bans

by “dirty looks” or “harsh words.” With
respect to compliance programs, the

new Guidelines work towards creating
new social norms that indicate “paper”
compliance programs are not satisfactory
and all levels of management — including
the board — must be involved in ethics
and compliance training. This allows
those both inside and outside the
organization that support meaningful
compliance programs the legitimacy to
demand such changes if they are not
being made.

Over time, these norms should
become institutionalized and lead to
more proactive compliance and ethics
programs. The research of management
scholars shows that changing the norms
of appropriate behavior among officers
and directors will have stronger impact
on the effectiveness of compliance
programs than coercive, external
pressures.

CONCLUSION

Overall, seeking effective compliance
and ethics programs would be further
enhanced by an authentic symbiotic
corporate governance strategy. Hard
Conviction is an important step to
insisting on proper corporate behavior.

But as the 2004 Amendments implicitly

recognize, there must be an integration
of law with other dimensions. Real
Confidence measures, the building of
reliability and trust in an organization
through the practicing of normative
behavior, and the building of social
capital are important ways to build an
ethical culture with an attitude toward
achieving good citizenship. In addition,
tostering the passion for ethics through

The challenge is finding the
appropriate role for legal
mandates in encouraging
organizations to comply with
both the letter and spirit of
the law.

Good Faith completes a three-level
integration of corporate responsibility.
'The challenge is finding the appropriate
role for legal mandates in encouraging
organizations to comply with both

the letter and spirit of the law. The
Commission enacted the new Guidelines
both to solve the problem of cosmetic
compliance programs and to encourage
firms to adopt certain best practices.
Additionally, the Guidelines can serve
a broader purpose: supporting the
components of trust identified as hard
conviction, real confidence, and good

faith.
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A THOUGHT LEADER COMMENTARY™ with
James G. Martin, Partner, Armstrong Teasdale LLP
and Director, The PREVENE Group

Q: How much weight should the 2004
Amendments to the Federal Sentencing
Guidelines carry in the formulation of a
corporation’s compliance program?

James G. Martin: It’s indisputable

that the Sentencing Guidelines are a
driving force today in how corporate
compliance programs are structured. But,
their legal application is at sentencing,
so, we should never lose sight of the

fact that a compliance program which

is given high marks by a sentencing

COURTESY OF ARMSTRONG TEASDALE LLP

James G. Martin

judge has nonetheless failed in its
primary purpose. By the time a judge

is applying the factors set forth in the
Guidelines to a corporate compliance
program, the corporation has already
been investigated, indicted and convicted.
No matter how small a criminal fine

the court may impose, the company has
already incurred significant legal bills,

negative publicity, injury to its customer
and business partner relationships, and
probably subjected itself to significant
civil or class action law suits.

I don’t want to imply that the
amendments to the Sentencing
Guidelines are not important. If a
corporation ever finds itself with
a federal criminal conviction, it is
important to be able to show it is in full
compliance with the Guidelines. But,
the primary focus and goal in structuring
a compliance program should not be
ensuring compliance with some checklist
derived from the Guidelines in order to
satisfy a sentencing court. The primary
focus, from the criminal law perspective,
must be in ensuring there is a program
in place which can effectively keep the
corporation from ever being indicted.

Q: How does a corporate compliance
program ensure that an effective
program is in place in today’s heightened
prosecutorial environment?

Martin: There is no doubt that the
individual, or group of individuals,

who have the final say in whether a
corporation is going to be indicted

are the prosecutors. So structuring a
compliance program that is viewed

as effective by the prosecutor is very
important. In my experience working and
talking with fellow federal prosecutors
from all around the country, the

key question they want answered is

— did corporate practices and policies
encourage or discourage the misconduct?
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In part, as this paper points out, the
Sentencing Guidelines try to address that
question with the new emphasis on a
“culture of ethics.” While a corporation
can have an extensive checklist of rules
and regulations for its employees (what
this paper calls “Hard Conviction”),
and it can produce a comprehensive
Corporate Code of Conduct, in most
cases the prosecutor will look past all
of that to see what sort of culture exists
within the corporation.

A key factor for most prosecutors in
assessing the corporate culture of ethics
relates to this paper’s concept of “Real
Confidence.” The paper puts it in terms
of having organizational structures that
reward the right actions. Prosecutors,
because they do not investigate good
actions but investigate misconduct, come
at it from the other direction and look to
see if there are organizational structures
that encourage bad actions.

Most prosecutors want to know
whether the misconduct involved is
something the company encouraged or
discouraged. Not infrequently, a company
can put out a strong message that
employees are expected “to do the right
thing,” only to undercut that positive
message with a contradictory negative
message.

A trend that can be seen in many of
the more recent corporate fraud cases
is that the criminal misconduct often
occurred during a crisis. It is human
nature to shift into a survival mode when
confronted by a crisis. Once in a survival
mode, we tend to do whatever it takes to
get out of the predicament without the
ability to see the potential negative long-
term consequences of our actions.

Certain corporate practices can
create the likelihood for crises to arise
and thereby cause the erosion of a
culture of ethics. The best example of

this point is one many commentators
have written about — that is the all-
consuming drive by some companies to
make the quarterly numbers. At several
of the corporations caught in the web
of corporate fraud, the culture of ethics
was overrun by the culture of making
the numbers. The prospect of failing to
make the numbers put employees into a
crisis and blinded them to the negative
consequences of their behavior. When
corporations impose this sort of pressure
on employees, the prosecutor will likely
blame the company for the employee’s
actions.

And, it does not have to be the
quarterly numbers. Whenever the
misconduct being investigated is caused
by a corporate intolerance for missing
a goal or target, a prosecutor will likely
see the intolerance as the company
encouraging the misconduct.

Of course, a corporation today
cannot operate without there being
pressures to reach goals and make certain
numbers. That is how businesses succeed.
But, when creating a culture of ethics
and considering how the prosecutor
will view the ethical environment, it
becomes a matter of degrees. The lower
the tolerance for failure within the
corporation and the more likely a crisis
will arise, the greater chance a prosecutor
will hold the company responsible for the
actions of its misguided employee.

Q: What other business practices besides
an all-consuming drive to “make the
numbers” can cause a business crisis?

Martin: Another related situation
which can create a business crisis

and erode the culture of ethics is a
corporate environment which does not
acknowledge that mistakes happen.
'This does not mean there should be no
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consequences for mistakes, but when
mistakes are made in an environment
where they are simply not acceptable,
the company is again creating the
potential for crisis situations. In the
view of a prosecutor, no matter how
extensive the attempts to create a culture
of ethics, a corporation where mistakes
are unacceptable will often be held
responsible for the criminal conduct of
an employee trying to cover-up or rectify
a mistake.

Q: The Sentencing Guidelines do not
give a lot of definition to a culture of
ethics. How do corporations create the
right culture of ethics?

Martin: A culture of ethics is a nebulous
concept. Somewhat more problematic is
the reality that a business executive’s view
of ethical behavior may be different than
a prosecutor’s view of ethical behavior.
Business executives are making decisions
all the time which fall into various shades
of gray — and gray can sometimes mean
bad in the view of the prosecutor. Most
prosecutors have never worked in the
corporate world and they tend to see
business decisions very simplistically as
either black or white. That dichotomy
can cause honest and ethical business
executives to find themselves being
investigated for conduct they never
imagined could be considered criminal.

Q: Can you give us a real life example of
what you are talking about?

Martin: Back in the 1980’s, what was
then Chrysler Motors was operating

a quality assurance program where
assembly plant executives drove new
vehicles back and forth from their homes
and work in order to detect flaws in

the cars and the assembly process. Lee
Taccoca wrote about the program in his
book Talking Straight. In the book, he
talked about the day he heard that one
of his plant executives had been pulled
over for speeding and tried to talk his
way out of a ticket by explaining to the
officer that he did not know how fast he
was going because he was driving one
of the test cars and the odometer was
disconnected. Mr. Iaccoca wrote that
when he heard about this incident, he
did not think much of it. As he viewed
the program, test driving the cars was an
effort to make better cars, disconnecting
the odometers during testing was an
industry practice, and the disconnected
odometer protected the customer’s
warranty mileage. He also wrote that
they even talked to one of their lawyers
and were told it was okay because that
was the way it had always been done.
'The problem was the business
perspective towards the program was
completely different from that of the
federal prosecutor who saw nothing
except a clear case of odometer fraud.
It’s not a matter of whose view of ethics
is right — they may both be right — but,
as is usually the case, the prosecutor’s
perspective carries more weight in
the criminal arena, and Chrysler was
convicted in federal court for mail fraud
and odometer fraud.

Q: What does that mean in terms of
establishing a culture of ethics within a
corporation?

Martin: Simply having an appreciation
that the business executive’s view of
corporate ethics may be difterent from
that of prosecutors and others is a
significant step in the right direction.
As annoying and as wrong as business
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executives may view a prosecutor’s
perspective, if a corporation can get

its employees to appreciate that the
prosecutor’s ethical perspective of
business decisions may be different

from their own, and, accept that the
prosecutor’s perspective can have a
significant impact on their corporation,
they will be creating a stronger culture of
ethics.

In evaluating alleged mis-
conduct, prosecutors, more so
today than ever, will not care
that the company has always
conducted business a certain
way or that everyone in the
industry also does it.

In the Institute’s Bridge Paper
“Developing Ethical Leadership,”
Professor Ed Freeman talked about
the need for ethical leaders to “take
a charitable understanding of others’
values.” This concept has direct
applicability to being able to appreciate
the prosecutor’s perspective.

I think incorporating this concept
into the corporate culture of ethics is
fairly straight forward. In an ethical
corporate culture, business executives
already ask, “What is the right thing
to do?”'They should also ask, “Will
others think this is the right thing to
do?” And, it is important that these
questions are asked at each layer of
the decision-making process. In the

Chrysler scenario, it was not enough

to ask, “Will others think it is the right
thing to have a quality assure program
by test driving new cars?” The question
needed to be asked of each component
part of the program, including, “Will
others think it is the right thing to
disconnect the odometers?” Moreover,
the questions need to be asked looking
at the core issues without attaching any
business justifications or explanations
for the conduct. In evaluating alleged
misconduct, prosecutors, more so today
than ever, will not care that the company
has always conducted business a certain
way or that everyone in the industry also
does it. Disconnecting the odometer
didn’t look bad when viewed as an
industry practice done during quality
assurance testing. But, when viewed in
isolation — which is how the prosecutor
viewed it — it can look fraudulent.

I think there is also a bonus to
looking at business decisions in this way.
If a company asks the question, “Will
others think this is the right thing to do?”
— it not only can help the corporation’s
“relationship” with the prosecutor, but
also its relationship with customers
and business partners. As Lee Iaccoca
acknowledged in his book, had they
asked the right question, they could have
added value to the testing program by
simply connecting the odometers and
selling the cars with a placard which
said “this car was test driven by one
of our plant executives.” And, when a
corporation can add value and conduct
business in a manner prosecutors deem
legal and ethical, that is a successful
compliance program.
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