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Reading Your Anthology
Textbook

Reading Your Anthology Textbook

Anthologies are the bridge we build: the most
direct bridge between writer and reader, and a
bridge to new concepts. In the introduction, you
get the condensed version of the topic. In the
ensuing essays, you get the unfiltered
perspective of people who actually live the
experiences they are writing about: something of
a rarity in traditional academic wﬂting.1

In book publishing, an anthology is a collection of literary works
chosen by the compiler. It may be a collection of poems, short
stories, plays, songs, or excerpts by different authors.?

For this textbook, your compiler is a subject matter expert and
Mesa Community College faculty member, who selected chapter
readings from various open educational resources (OER) to ensure
alignment to your course competencies and prepare you for real-
world application. As a result of this search, your textbook does
not have the traditional introduction, body, conclusion, or summary
which you may have become accustomed. Each chapter was
selected to provide you with content knowledge and may have

different authors and a different voice. Additionally, your textbook
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is an ebook which you can access now and after class, and from any
device with an internet connection.

To prepare for reading your textbook review your Module
Overview and make note of the objectives and checklist tasks so
that you can focus your reading and note-taking.

One of the many benefits of open-source materials (not all OER
will be anthologies) is that your textbook is FREE!

What is OER?

Wouldn't it have been nice if a resource you found and wanted to
use — like an image you found through a Google search — and the
creator of that image somehow said to you, “I'm free to use, no
strings attached, you don't need to ask for my permission because it
is already granted™

Open Educational Resources (OER) are an answer to that need.
OER is a subset of FREE and openly licensed works that are
educational in nature. OER is all about SHARING.

There are millions of educational resources out there that are
available for others to freely use and share. There are all kinds
of materials, like textbooks, streaming videos, software, as well as
images and multimedia.

OER explained in less than 2 minutes

Here’s a video produced in Washington state that explains the
concept of OER in less than 2 minutes:
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A YouTube element has been excluded from this version of the

text. You can view it online here: https: //open.maricopa.edu /

societyandbusiness /?2p=21

Video source: “What is OER?” by The Council of Chief State School
Officers is licensed under CC BY 4.0

1Girl w/Pen
2Wikipedia
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1. Adopting a Stakeholder

Orientation

LEARNING OBJECTIVES

By the end of this section, you will be able to:

* Identify key types of business-stakeholder
relationships

*  Explain why laws do not dictate every ethical
responsibility a company may owe key
stakeholders

*  Discuss why stakeholders’ welfare must be at
the heart of ethical business decisions

Have you ever had a stake in a decision someone else
was making? Depending on your relationship with that
person and your level of interest in the decision, you
may have tried to ensure that the choice made was in
your best interests. Understanding your somewhat
analogous role as a stakeholder in businesses large and
small, local and global, will help you realize the value of
prioritizing stakeholders in your own professional life
and business decisions.
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Stakeholder Relationships

Many individuals and groups inside and outside a business have an
interest in the way it brings products or services to market to turn
a profit. These stakeholders include customers, clients, employees,
shareholders, communities, the environment, the government, and
the media (traditional and social), among others. All stakeholders
should be considered essential to a business, but not all have equal
priority. Different groups of stakeholders carry different weights
with decision makers in companies and assert varying levels of
interest and influence. As we examine their roles, consider how
an organization benefits by working with its stakeholders and how
it may benefit from encouraging stakeholders to work together to
promote their mutual interests.

What are the roles of an organization’s many stakeholders? We
begin with the internal stakeholders. The board of directors—in a
company large enough to have one—is responsible for defining and
evaluating the ongoing mission of a business after its founding. It
broadly oversees decisions about the mission and direction of the
business, the products or services offered, the markets in which
the business will operate, and salary and benefits for the senior
officers of the organization. The board also sets goals for income
and profitability. Its most important function is to select and hire
the chief executive officer (CEO) or president. The CEO is usually
the only employee who reports directly to the board of directors,
and he or she is charged with implementing the policies the board
sets and consulting with them on significant issues pertaining to the
company, such as a dramatic shift in products or services offered or
discussions to acquire—or be acquired by—another firm.

In turn, the CEO hires executives to lead initiatives and carry out
procedures in the various functional areas of the business, such
as finance, sales and marketing, public relations, manufacturing,
quality control, human resources (sometimes called human capital),
accounting, and legal compliance. Employees in these areas are
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internal stakeholders in the success of both their division and the
larger corporation. Some interact with the outside environment in
which the business operates and serve as contact points for external
stakeholders, such as media and government, as well.

In terms of external stakeholders for a business, customers
certainly are an essential group. They need to be able to trust that
products and services are backed by the integrity of the company.
They also provide reviews, positive or negative, and referrals.
Customers’ perceptions of the business matter, too. Those who
learn that a business is not treating employees fairly, for instance,
may reconsider their loyalty or even boycott the business to try
to influence change in the organization. Stakeholder relationships,
good and bad, can have compound effects, particularly when social
media can spread word of unethical behavior quickly and widely.

Key external stakeholders are usually those outside of the
organization who most directly influence a business’s bottom line
and hold power over the business. Besides customers and clients,
suppliers have a great deal of influence and command a great deal
of attention from businesses of all sizes. Governments hold power
through regulatory bodies, from federal agencies such as the
Environmental Protection Agency to the local planning and zoning
boards of the communities in which businesses exist. These latter
groups often exercise influence over the physical spaces where
businesses work and try to grow (Figure 1.1).
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Figure 1.1 Maryland’s former Lieutenant Governor, Anthony Brown, hosts a
2014 small-business stakeholder roundtable discussion. Governments consider
local businesses to be stakeholders in economic decision-making. Small
businesses have their own local and regional stakeholders, who are influenced
by the products and services they offer and the decisions they make in
building their businesses. (credit: modification of “Lt. Governor Host
MBE_Small Business Stakeholders Roundtable Discussion” by “Maryland
GovPics” /Flickr, CC BY 2.0)

Businesses are responsible to their stakeholders. Every purchase
of a product or a service carries with it a sort of promise. Buyers
promise that their money or credit is good, and businesses promise
a level of quality that will deliver what is advertised. The relationship
can quickly get more complex, though. Stakeholders also may
demand that the businesses they patronize give back to the local
community or protect the global environment while developing
their products or providing services. Employees may demand a
certain level of remuneration for their work. Governments demand
that companies comply with laws, and buyers in business-to-
business exchanges (B2B, in business jargon) demand not only high-
quality products and services but on-time delivery and responsive
maintenance and service should something go wrong. Meeting core
obligations to stakeholders is primarily about delivering good
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products and services, but it is also about communicating and
preparing for potential problems, whether from within the company
or from external circumstances like a natural disaster.

Echical Responsibilities Often Extend Beyond
Legal Requirements

We have seen that stakeholders include the people and entities
invested in and influential in the success of an organization. It is also
true that stakeholders can have multiple, and simultaneous, roles.
For example, an employee can also be a customer and a stockholder.

Any transaction between a stakeholder and a business
organization may appear finite. For instance, after you purchase
something from a store you leave and go home. But your
relationship with the store probably continues. You might want
to repurchase the item or ask a question about a warranty. The
store may have collected future marketing data about you and your
purchases through its customer loyalty program or your use of a
credit card.

Samsung, based in South Korea, is a large, multinational
corporation that makes a variety of products, including household
appliances such as washers and dryers. When Samsung’s washers
developed a problem with the spin cycle in 2017, the company
warned customers that the machines could become unbalanced
and tip over, and that children should be kept away. The problem
persisted, however, and Samsung’s responsibility and legal exposure
increased. The eventual fix was to offer all owners of the particular
washer model a full refund even if the customer did not have a
complaint, and to offer free pick up of the machine as well. The
recall covered almost three million washers, which ranged in price
from $450 to $1500. By choosing to spend billions to rectify the
problem, Samsung limited its legal exposure to potential lawsuits,
settlement of which would likely have far exceeded the refunds it
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paid. This example demonstrates the weight of the implicit social
contract between a company and its stakeholders and the potential
impact on the bottom line if that contract is broken.

When a product does not live up to its maker’s claims for
whatever reason, the manufacturer needs to correct the problem
to retain or regain customers trust. Without this trust, the
interdependence between the company and its stakeholders can
fail. By choosing to recognize and repay its customer stakeholders,
Samsung acted at an ethical maximum, taking the strongest
possible action to behave ethically in a given situation. An ethical
minimum, or the least a company might do that complies with the
law, would have been to offer the warning and nothing more. This
may have been a defensible position in court, but the warning might
not have reached all purchasers of the defective machine and many
children could have been hurt.

Each case of a faulty product or poorly delivered service is
different. If laws reach above a minimum standard, they can grow
cumbersome and impede business growth. If businesses adhere
only to laws and ethical minimums, however, they can develop poor
reputations and people can be harmed. The ethically minimal course
of action is not illegal or necessarily unethical, but the company
choosing it will have failed to recognize the value of its customers.

CASES FROM THE REAL WORLD

Amazon Sets a Demanding Pace on the Job

In a visit to an Amazon distribution center, a group of
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business students and their professors met with the
general manager.3 After taking them on an extensive
tour of the five-acre facility, the general manager
commented on the slowness of the visitors’ walking
pace. He described the Amazon Pace, a fast, aggressive
walk, and confirmed that the average employee walks
eight or nine miles during a shift. These employees are
called “pickers,” and their task is to fill an order and
deliver it to the processing and packing center as
quickly as possible. The design of the center is a trade
secret that results in a random distribution of products.
Therefore, the picker has to cover a number of
directions and distances while filling an order. Those
who cannot keep up the pace are usually let go, just as
would be those who steal.

Critical Thinking

*  Does the requirement to walk an average of
eight or nine miles at a fast pace every day strike
you as a reasonable expectation for employees at
Amazon, or any other workplace? Why or why
not? Should a company that wants to impose this
requirement tell job applicants beforehand?

e Isit ethical for customers to patronize a
company that imposes this kind of requirement
on its employees? And if not, what other choices
do customers have and what can they do about
it?

e The center’s general manager may have been
exaggerating about the Amazon Pace to impress
upon his visitors how quickly and nimbly pickers
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fill customer orders for the company. If not,
however, is such a pace sustainable without the
risk of physiological and psychological stress?

The law only partly captures the ethical obligations firms owe their
stakeholders. One way many companies go beyond the legally
required minimum as employers is to offer lavish amenities—that
is, resources made available to employees in addition to wages,
salary, and other standard benefits. They include such offerings
as on-site exercise rooms and other services, company discounts,
complimentary or subsidized snacks or meals, and the opportunity
to buy stock in the company at a discounted price. Astute business
leaders see the increased costs of amenities as an investment in
retaining employees as long-term stakeholders. Stakeholder loyalty
within and outside the firm is essential in sustaining any business
venture, no matter how small or large.

WHAT WOULD YOU DO?

The Social Responsibility of Business

There are two opposing views about how businesses,
and large publicly held corporations in particular,
should approach ethics and social responsibility. One
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view holds that businesses should behave ethically
within the marketplace but concern themselves only
with serving shareholders and other investors. This view
places economic considerations above all others. The
other view is that stakeholders are not the means to the
end (profit) but are ends in and of themselves as human
beings (see our earlier discussion of deontological ethics
in Ethics from Antiquity to the Present). Thus, the social
responsibility of business view is that being responsible
to customers, employees, and a host of other
stakeholders should be not only a corporate concern
but central to a business’s mission. In essence, this view
places a premium on the careful consideration of
stakeholders. Consider what approach you might take if
you were the CEO of a multinational corporation.

Critical Thinking

*  Would your business be driven primarily by a
particular social mission or simply by
economics?

*  How do you think stakeholder relationships
would influence your approach to business?
Why?
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LINK TO LEARNING

Read a detailed consideration of the social
responsibility of business in the form of polite but
fiercely oppositional correspondence between

economist Milton Friedman and John Mackey, founder
and CEO of Whole Foods to learn more.

One challenge for any organization’s managers is that not all
stakeholders agree on where the company should strive to land
when it chooses between ethical minimums and maximums. Take
stockholders, for example. Logically, most stockholders are
interested in maximizing the return on their investment in the firm,
which earns profit for them in the form of dividends. Lynn Stout,
late Professor of Law at Cornell Law School, described the role of
shareholders in this way:

“Shareholders as a class want companies to be able to treat their
stakeholders well, because this encourages employee and customer
loyalty . . . Yet individual shareholders can profit from pushing
boards to exploit committed stakeholders—say, by threatening to
outsource jobs unless employees agree to lower wages, or refusing
to support products customers have come to rely on unless they
buy expensive new products as well. In the long run, such corporate
opportunism makes it difficult for companies to attract employee
and customer loyalty in the first place™

Essential to Stout’s point is that shareholders do not necessarily
behave as a class. Some will want to maximize their investment
even at a cost to other stakeholders. Some may want to extend
beyond the legal minimum and seek a long-term perspective on
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profit maximization, demanding better treatment of stakeholders to
maximize future potential value and to do more good than harm.

In the long run, stakeholder welfare must be kept at the heart
of each company’s business operations for these significant, twin
reasons: It is the right thing to do and it is good for business. Still,
if managers need additional incentive to act on the basis of policies
that benefit stakeholders, it is useful to recall that stakeholders who
believe their interests have been ignored will readily make their
displeasure known, both to company management and to the much
wider community of social media.

© Sep 20, 2018 OpenStax. Textbook content produced by
OpenStax is licensed under a Creative Commons Attribution

License 4.0 license. Download for free at http: //cnx.org/contents/
914ac66e-elec-486d-8a9c-97b0f7a99774@4.1
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2. Weighing Stakeholder

Claims

LEARNING OBJECTIVES

By the end of this section, you will be able to:

*  Explain why stakeholders’ claims vary in
importance

e Categorize stakeholders to better understand
their claims

As we saw earlier in this chapter and in Why Ethics
Matter, the law only partially captures the ethical
obligations firms owe their stakeholders. A
particular stakeholder claim, that is, any given
stakeholder’s interest in a business decision, may
therefore challenge the ethical stance even of an
organization that complies with the law. For example,
some community members may oppose the opening of a
“big box” chain store that threatens the livelihoods of
small-business owners in the area, while shareholders,
creditors, employees, and consumers within the nearby
neighborhoods support it as an additional opportunity
for profit and quality goods at competitive prices.
Conflicts like this illustrate how complicated prioritizing
stakeholder claims can be, particularly when there are
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ethical pros and cons on both sides. A big box store may
offer a wider selection of goods at lower prices, for
example, and create jobs for teens and part-time
workers.

A related theme to recall is that even though all
stakeholder claims are important for a company to
acknowledge, not all claims are of equal importance.
Most business leaders appreciate that a company’s key
stakeholders are essential to its efficient operation and
growth, and that its overall mission, goals, and limited
resources will force its managers to make choices by
prioritizing stakeholders’ needs. In this section, we look
at ethical ways in which business managers can begin to
make those decisions.

The Ethical Basis of Stakeholders’ Claims

Stakeholder claims vary in their significance for a firm. According
to Donaldson and Preston,! there are three theoretical approaches
to considering stakeholder claims: a descriptive approach, an
instrumental approach, and a normative approach. The descriptive
approach sees the company as composed of various stakeholder
groups, each with its own interests. These interests impinge on
the company to a greater or lesser degree; thus, the main point
of the descriptive approach is to develop the most accurate model
and act on it in ways that weigh and balance these interests as
fairly as possible. The instrumental approach connects stakeholder
management and financial outcomes, proposing that appropriate
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management of stakeholder interests is important and useful
because it contributes to a positive bottom line.

The normative approach considers stakeholders as ends in
themselves rather than simply as means to achieve better financial
results. According to Donaldson and Preston, in the normative
approach “the interests of all stakeholders are of intrinsic value.
That is, each group of stakeholders merits consideration for its own
sake and not merely because of its ability to further the interests of
some other group, such as the share-owners. This approach is the
one that most appropriately represents ethical stakeholder theory,
according to Donaldson and Preston, and it places an objective
consideration of all stakeholders’ interests ahead of fiscal
considerations alone.

We can also view these three approaches to stakeholders as
occupying levels of increasing comprehensiveness. At the lowest
level is the descriptive approach, which merely sets the stage for
consideration of stakeholder claims and concerns. The instrumental
aspect combines a consideration for profit along with other
stakeholder concerns and attempts to balance these interests with
particular attention to the way the company and its shareholders
might be affected. The normative approach takes the most
comprehensive view of the organization and its stakeholders,
putting the focus squarely on stakeholders. Although Donaldson
and Preston stress that the descriptive and instrumental

approaches are integral to stakeholder theory, they contend that
3

the fundamental basis of stakeholder theory is normative.

Of course, these are theoretical approaches, and the extent to
which any of them is implemented in a given company will vary. But
unfortunately, the decision to disconnect from stakeholders is both
real and expensive for a corporation. A 2005 survey of customers of
362 companies is demonstrative: “Only 8% of customers described
their experience as ‘superior. However, 80% of the companies
surveyed believe that the experience they have been providing is
indeed superior.”f Another study found significant links between
levels of customer satisfaction and a firm’s performance, including
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rates of retention, overall revenue, and stock priceE Enlightened
companies spend time and resources testing their stakeholders’
concerns and eliciting their feedback while there is time to
incorporate it into management decisions.

LINK TO LEARNING

This article discusses a recent video showing United

Airlines removing ticketed, seated passengers from a

plane to make room for four of its employees who
needed to fly to another airport igniting debate over

company policies and how they are implemented. This
related article about the United Airlines overbooking

situation provides some more information.

Upon being asked to deplane and take a later flight,
should a customer who has booked the fare for the
earlier flight have the right to refuse? Which
stakeholder(s) do you think United valued more in this
incident? Why?

Airlines overbook to ensure that despite any no-
shows or cancellations, any given flight will have as
many occupied seats as possible, because an
unoccupied seat represents lost revenue. In terms of
valuing stakeholders, does this strategy make sense to
you? Why or why not?

A classic example of negative consumer reaction is the response
that met Ford Motor Company’s 1958 introduction of the Edsel
(Figure 2.1). Ford had done extensive research to create a luxury
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family sedan aimed at an upper-income segment of the market
then dominated by Buick, Oldsmobile, and Chrysler. However, the
market did not identify Ford products with high status, and the
Edsel did not last three years in the marketplace. Ford failed to
serve the investors, suppliers, and employees who depended on the
company for their livelihoods. Of course, the corporation survived
that failure, perhaps because it learned the lessons of stakeholder
management the hard way.

Figure 2.1 This Edsel Pacer was manufactured in 1958, the first year of
production of the ill-fated Ford model, which ceased production in November
1959. (credit: modification of “Edsel Pacer 2-door Hardtop 1958 front” by
“Redsimon” /Wikimedia Commons, CC BY 2.5)

Entertainers too (as well as their clubs, venues, and studios) are
sensitive to the views of their stakeholders—that is, fans and the
consuming public as a whole. Scarlett Johansson recently signed
on to play the role of Dante “Tex” Gill in a biographical film (or
“biopic”). Gill had been identified as female at birth but spent much
of his professional career self-identifying as male. When the casting
was announced in July 2018, it provoked a controversy among
transgender rights groups, and within a few days, Johansson
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announced she had withdrawn from the role. “In light of recent
ethical questions raised surrounding my casting as Dante Tex Gill,
I have decided to respectfully withdraw my participation in the
project. . . . While I would have loved the opportunity to bring
Dante’s story and transition to life, I understand why many feel he
should be portrayed by a transgender person, and I am thankful
that this casting debate, albeit controversial, has sparked a larger
conversation about diversity and representation in film,” she said.”

Defining Stakeholder Categories

To better understand stakeholder theory and, ultimately, manage
stakeholder claims and expectations, it may be helpful to take a
closer look at categories of stakeholders. One way to categorize
stakeholders is by defining their impact. For example, regulatory
stakeholders including stockholders, legislatures, government
regulators, and boards of directors are enabling stakeholders
because they permit the firm to function. Normative stakeholders
such as competitors and peers influence the norms or informal
rules of the industry; functional stakeholders are those who
influence inputs, such as suppliers, employees, and unions, and
those influencing outputs such as customers, distributors, and
retailers. Finally, diffused stakeholders include other organizations
such as nongovernmental organizations (NGOs), voters, and mass
media organizations with less direct relationships but potential for
meaningful impacts on firms (Figure 2.2).8

Weighing Stakeholder Claims | 21


https://cnx.org/contents/914ac66e-e1ec-486d-8a9c-97b0f7a99774@4.1:0aefcae0-33a0-505e-829d-a6c748a4c5db@4.1#rf-006
https://cnx.org/contents/914ac66e-e1ec-486d-8a9c-97b0f7a99774@4.1:0aefcae0-33a0-505e-829d-a6c748a4c5db@4.1#rf-007
https://cnx.org/contents/kUrGbuHs@4.1:BFSnMUdA@4/3-2-Weighing-Stakeholder-Claims#OSX_Ethics_03_02_Grunig
https://cnx.org/contents/914ac66e-e1ec-486d-8a9c-97b0f7a99774@4.1:0aefcae0-33a0-505e-829d-a6c748a4c5db@4.1#rf-008

Enabling Stakeholders
+ stockholders

* legislatures

+ government regulators
+ boards of directors

ﬁ

Normative Stakeholders Diffused Stakeholders

* competitors * nongovernmental organizations
* peers « voters

+ professional associations * mass media

oo Organization coo

[]

i

Functional Stakeholders
* suppliers

» employees

* unions
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Figure 2.2 Grouping stakeholders into meaningful categories according to
relationship types allows an organization to prioritize stakeholders’ claims.
(attribution: Copyright Rice University, OpenStax, under CC BY 4.0 license)

As the Figure 2.2 shows, enabling and functional stakeholders are
those active in design, production, and marketing. They provide
input for the products or services the organization distributes in
the form of output. Companies should identify all the stakeholders
shown in the figure and consider how they are linked to the firm.
Although the diffused linkage stakeholders will vary according to
place and time, the enabling, functional, and normative linkage
stakeholders are constant, because they are integral to the
operation of the firm. Stakeholders, in turn, can exert some control
and authority by serving on the board of directors, by exercising
their power as purchasers, by being elected to public office, or by
joining employees’ unions.

In many cases, if one stakeholder effects a change in the firm,
other stakeholders will be affected. For example, if an NGO raises
concerns about unequal pay of laborers on a rubber plantation that
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provides raw materials for gasket makers, the supplier may be
forced to equalize pay, incurring additional expense. The supplier
has taken the ethical action, but ultimately the cost is likely passed
through the supply chain to the end user, the retail purchaser at
the local car dealer. The supplier could also have absorbed the
additional cost, diminishing the bottom line and reducing returns
for stockholders, who may withdraw their investment from the
company. Although this model of stakeholder relationships is
complex, it is useful in understanding the impact of each individual
group on the organization as a whole.

James E. Grunig, now professor emeritus at University of
Maryland, and Todd Hunt, who together developed the
organizational linkage model in Figure 2.2, looked at these
relationships through the lens of four “publics” or cohorts: the
nonpublic, the latent, the aware, and the active. These publics are
distinguished by their degree of awareness of a problem and ability
to do something about it. In the nonpublic cohort, no problem is
recognized or exists. For the latent public, a problem is there but
the public does not recognize it. The aware public recognizes that
a problem exists. The active public is aware of the problem and
organizes to respond to it. These categories help the organization
design its message about a problem and decide how to
communicate. Herein lies the ethical significance. If an organization
is aware of a problem and the public is not, the organization has
an opportunity to communicate and guide the public in recognizing
and dealing with it, as the example of Johnson & Johnson’s Tylenol
product in the following box illustrates.
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CASES FROM THE REAL WORLD

The Chicago Tylenol Murders

In the fall of 1982, Johnson & Johnson faced a public
relations nightmare when customers in Cook County,
Ilinois, began dying—eventually, a total of seven people
died—after taking over-the-counter, Tylenol-branded
acetaminophen capsules. Analysis showed the presence
of potassium cyanide, a fatal poison in no way
connected with the production of the pill. Johnson &
Johnson voluntarily removed all Tylenol products from
the U.S. marketplace and offered to pay full retail price
for any pills returned to the company. This represented
about thirty million bottles of capsules worth more than
$100 million. (Significantly, too, Johnson & Johnson
decided on this wide-ranging action despite the fact
that it and law enforcement realized the cyanide
poisoning was limited to Cook County, Illinois.)

Because Tylenol was a flagship product bringing in
significant revenue, this was an extreme action but one
based on the company’s ethics, rooted in its corporate
credo. Investigation showed that someone had tinkered
with the bottles and injected cyanide into the product in
stores. Although no one was ever apprehended, the
entire drug industry responded, following Johnson &
Johnson’s lead, by introducing tamper-proof containers
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that warned consumers not to use the product if the
packaging appeared in any way compromised.

The strong ethical stance taken by Johnson & Johnson
executives resulted in immediate action that reassured
the public. When the company eventually returned
Tylenol to the market, it introduced it first to clinics,
hospitals, and physicians’ offices, promoting medicine’s
professional trust in the product. The strategy was
successful. Before the poisonings, Tylenol had 37
percent of the market of over-the-counter analgesics.
That plunged to 7 percent in fall 1982 but was
resurrected to 30 percent by fall 1983.

Critical Thinking

* Inits corporate credo, Johnson & Johnson
identifies multiple stakeholders: users of its
products (output), employees (input), employees’
families (diffused linkage), and the government
(enabling linkage). Applying Grunig and Hunt’s
theory, do you believe Johnson & Johnson acted
as an enlightened company that includes and
communicates with a variety of publics?

*  U.S. business leaders are often accused of
acting on a short-term obsession with
profitability at the expense of the long-term
interests of their corporation. Which aspects of
the Tylenol crisis demonstrate a short-term
perspective? Which show the value of a longer-
term perspective?
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LINK TO LEARNING

With the adoption of its credo, Johnson & Johnson
became one of the first corporations to create
something like a mission statement. Read the Johnson &
Johnson credo to learn more.

On the other hand, a company might try to manage a problem by
covering it up or denying it. For example, Volkswagen had data
that showed its diesel engine’s emissions exceeded U.S. pollution
standards. Rather than redesign the engine, Volkswagen engineers
installed a unit in each car to interpret the emissions as if they
met Environmental Protection Agency standards. When the fraud
was discovered, Volkswagen was required to buy back millions of
cars. As of September 2017, the company had incurred fines and
expenses in excess of $30 billion, and some employees had gone
to jail. Such damage is bad enough, but loss of reputation and the
trust of consumers and stockholders has hurt the company’s value
and share price? Volkswagen’s management of stakeholder
relationships was poor and extremely expensive. Once-loyal
stakeholders became part of an aware and active public—a group of
people united by a common problem and organized for satisfaction,
sometimes demanding Compensation.m

A challenge for business leaders is to assign appropriate weights
to stakeholder claims on their companies in an ethical manner.
This task is even more difficult because a claim is not necessarily a
formal process. “Essentially, stakeholders ‘want something’ from an

organization. Some want . .. to influence what the organization does
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... and others are, or potentially could be, concerned with the way
they are affected by the organization.”g

If a stakeholder has its own identity or voice, or if members of a
stakeholder group are many, the claim can be clear and direct, such
as in the case of a union negotiating for better pay and benefits,
or a community trying to lure a corporation to open operations
there. Think of the enormous effort communities around the world
make to try to get the Olympics or World Cup organizers to bring
the competition to their locale. In spite of significant investment
and debt, these communities see a real advantage to their local
economy.

Many stakeholder claims are indirect, or “voiceless,” due perhaps
to their representing relatively few individuals relative to the size
and power of the organization and the time required to evoke a
response from a large, bureaucratic company. If you have ever had
a problem with a cable television or satellite company, you can
immediately understand this stakeholder relationship, because it
is so difficult to find someone with enough authority to make a
decision on behalf of the company. Some companies count on
individuals’ growing frustrated and giving up on the claim. An
indirect stakeholder claim might also be one that affects future
generations, such as concerns about air and water pollution. For
example, University of Southern California law professor
Christopher D. Stone introduced in 1972 what was then a radical
concept for the law in the United States, that the environment itself
is entitled to legal standing in the courts. If this were so, then the
environment might also be eligible for certain protections under
the law. Appearing at the dawn of increasing social awareness of
ecologic concerns, Stone’s influential law review article “Should
Trees Have Standing?” gave many environmentalists a new legal
philosophy to harness in defense of the natural world.”
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LINK TO LEARNING

Try playing a game of stakeholder identification,

mapping, and analysis, such as this one from the

g

“Gamestorming” website to learn more.

© Sep 20, 2018 OpenStax. Textbook content produced by OpenStax
is licensed under a Creative Commons Attribution License 4.0

license. Download for free at http://cnx.org/contents/
0454a731-4740-479d-95b2-e896bcc354f2@4
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3. Corporate Social
Responsibility

LEARNING OBJECTIVES

By the end of this section, you will be able to:

*  Define corporate social responsibility and the
triple bottom line approach

e Compare the sincere application of CSR and its
use as merely a public relations tool

e Explain why CSR ultimately benefits both
companies and their stakeholders

Thus far, we have discussed stakeholders mostly as
individuals and groups outside the organization. This
section focuses on the business firm as a stakeholder in
its environment and examines the concept of a
corporation as a socially responsible entity conscious of
the influence it has on society. That is, we look at the
role companies, and large corporations in particular,
play as active stakeholders in communities.
Corporations, by their sheer size, affect their local,
regional, national, and global communities. Creating a
positive impact in these communities may mean
providing jobs, strengthening economies, or driving
innovation. Negative impacts may include doing damage
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to the environment, forcing the exit of smaller
competitors, and offering poor customer service, to
name a few. This section examines the concept of a
corporation as a socially responsible entity conscious of
the influence it has on society.

Corporate Social Responsibility Defined

In recent years, many organizations have embraced corporate social
responsibility (CSR), a philosophy (introduced in Why Ethics
Matter,) in which the company’s expected actions include not only
producing a reliable product, charging a fair price with fair profit
margins, and paying a fair wage to employees, but also caring for
the environment and acting on other social concerns. Many
corporations work on pro-social endeavors and share that
information with their customers and the communities where they
do business. CSR, when conducted in good faith, is beneficial to
corporations and their stakeholders. This is especially true for
stakeholders that have typically been given low priority and little
voice, such as the natural environment and community members
who live near corporate sites and manufacturing facilities.

CSR in its ideal form focuses managers on demonstrating the
social good of their new products and endeavors. It can be framed as
a response to the backlash corporations face for a long track record
of harming environments and communities in their efforts to be
more efficient and profitable. Pushback is not new. Charles Dickens
wrote about the effects of the coal economy on nineteenth-century
England and shaped the way we think about the early industrial
revolution. The twentieth-century writer Chinua Achebe, among
many others, wrote about colonization and its transformative and
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often painful effect on African cultures. Rachel Carson first brought
public attention to corporation’s chemical poisoning of U.S.
waterways in her 1962 book Silent Spring.

Betty Friedan’s The Feminine Mystique (1963) critiqued the way
twentieth-century industrialization boxed women into traditional
roles and limited their agency. Kate Chopin’s novel The Awakening
(1899) and the nineteenth-century novels of Jane Austen had already
outlined how limited options were for women despite massive social
and economic shifts in the industrializing West. Stakeholder
communities left out of or directly harmed by the economic
revolution have demanded that they be able to influence corporate
and governmental economic practices to benefit more directly from
corporate growth as well as entrepreneurship opportunities. The
trend to adopt CSR may represent an opportunity for greater
engagement and involvement by groups mostly ignored until now
by the wave of corporate economic growth reshaping the
industrialized world.

CSR and the Environment

Corporations have responded to stakeholder concerns about the
environment and sustainability. In 1999, Dow Jones began publishing
an annual list of companies for which sustainability was important.
Sustainability is the practice of preserving resources and operating
in a way that is ecologically responsible in the long term.24 The
Dow Jones Sustainability Indices “serve as benchmarks for investors
who integrate sustainability considerations into their portfolios.”25
There is a growing awareness that human actions can, and do, harm
the environment. Destruction of the environment can ultimately
lead to reduction of resources, declining business opportunities,
and lowered quality of life. Enlightened business stakeholders
realize that profit is only one positive effect of business operations.
In addition to safeguarding the environment, other ethical
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contributions that stakeholders could lobby corporate management
to make include establishing schools and health clinics in
impoverished neighborhoods and endowing worthwhile
philanthropies in the communities where companies have a
presence.

Other stakeholders, such as state governments, NGOs, citizen
groups, and political action committees in the United States apply
social and legal pressure on businesses to improve their
environmental practices. For example, the state of California in 2015
enacted a set of laws, referred to as the California Transparency in
Supply Chains Act, which requires firms to report on the working
conditions of the employees of their suppliers. The law requires only
disclosures, but the added transparency is a step toward holding
U.S. and other multinational corporations responsible for what goes
on before their products appear in shiny packages in stores. The
legislators who wrote California’s Supply Chains Act recognize that
consumer stakeholders are likely to bring pressure to bear on
companies found to use slave labor in their supply chains, so forcing
disclosure can bring about change because corporations would
rather adjust their relationships with supply-chain stakeholders
than risk alienating massive numbers of customers.26

As instances of this type of pressure on corporations increase
around the world, stakeholder groups become simultaneously less
isolated and more powerful. Firms need customers. Customers need
employment, and the state needs taxes just as firms need resources.
All stakeholders exist in an interdependent network of relationships,
and what is most needed is a sustainable system that enables all
types of key stakeholders to establish and apply influence.

People, Planet, Profit: The Triple Bottom Line

How can corporations and their stakeholders measure some of the
effects of CSR programs? The triple bottom line (TBL) offers a way.
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TBL is a measure described in 1994 by John Elkington, a British
business consultant (Figure 3.6), and it forces us to reconsider the
very concept of the “bottom line” Most businesses, and most
consumers for that matter, think of the bottom line as a shorthand
expression of their financial well-being. Are they making a profit,
staying solvent, or falling into debt? That is the customary bottom
line, but Elkington suggests that businesses need to consider not
just one but rather three measures of their true bottom line: the
economic and also the social and environmental results of their
actions. The social and environmental impacts of doing business,
called people and planet in the TBL, are the externalities of their
operations that companies must take into account.

Company
Social Environmental
+ employee well-being « land use
« fair trade « carbon footprint
+ community stakeholder « waste
Economic
* revenue
* growth
* cost

Figure 3.6 The three components of the triple bottom line are interrelated.
(attribution: Copyright Rice University, OpenStax, under CC BY 4.0 license)

The TBL concept recognizes that external stakeholders consider
it a corporation’s responsibility to go beyond making money. If
increasing wealth damages the environment or makes people sick,
society demands that the corporation revise its methods or leave
the community. Society, businesses, and governments have realized
that all stakeholders have to work for the common good. When they
are successful at acting in a socially responsible way, corporations
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will and should claim credit. In acting according to the TBL model
and promoting such acts, many corporations have reinvested their
efforts and their profits in ways that can ultimately lead to the
development of a sustainable economic system.

CSR as Public Relations Tool

On the other hand, for some, CSR is nothing more than an
opportunity for publicity as a firm tries to look good through various
environmentally or socially friendly initiatives without making
systemic changes that will have long-term positive effects. Carrying
out superficial CSR efforts that merely cover up systemic ethics
problems in this inauthentic way (especially as it applies to the
environment), and acting simply for the sake of public relations is
called greenwashing. To truly understand a company’s approach
toward the environment, we need to do more than blindly accept
the words on its website or its advertising.

CASES FROM THE REAL WORLD

When an Image of Social Responsibility May Be
Greenwashing

Ben and Jerry’s Ice Cream started as a small ice cream
stand in Vermont and based its products on pure, locally
supplied dairy and agricultural products. The company

34 | Corporate Social Responsibility



grew quickly and is now a global brand owned by
Unilever, an international consumer goods company co-
headquartered in Rotterdam, The Netherlands, and
London, United Kingdom.

According to its statement of values, Ben and Jerry’s
mission is threefold: “Our Product Mission drives us to
make fantastic ice cream—for its own sake. Our
Economic Mission asks us to manage our Company for
sustainable financial growth. Our Social Mission
compels us to use our Company in innovative ways to
make the world a better place”

With its expansion, however, Ben and Jerry’s had to
get its milk—the main raw ingredient of ice cream—from
larger suppliers, most of which use confined-animal
feeding operations (CAFOs). CAFOs have been
condemned by animal-rights activists as harmful to the
well-being of the animals. Consumer activists also claim
that CAFOs contribute significantly to pollution because
they release heavy concentrations of animal waste into
the ground, water sources, and air.

Critical Thinking

*  Does the use of CAFOs compromise Ben and
Jerry’s mission? Why or why not?

*  Has the growth of Ben and Jerry’s contributed
to any form of greenwashing by the parent
company, Unilever? If so, how?
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LINK TO LEARNING

Read Ben and Jerry’s Statement of Mission for more

on the company’s values and mission.

Coca-Cola provides another example of practices some would
identify as greenwashing. The company states the following on its
website:

“Engaging our diverse stakeholders in long-term dialogue
provides important input that informs our decision making, and
helps us continuously improve and make progress toward our 2020
sustainability goals . . . We are committed to ongoing stakeholder
engagement as a core component of our business and sustainability
strategies, our annual reporting process, and our activities around
the world. As active members of the communities where we live and
work, we want to strengthen the fabric of our communities so that
we can prosper together”” 27

Let us take a close look at this statement. “Engaging stakeholders
in long-term dialogue” appears to describe an ongoing and
reciprocal relationship that helps improvement be continuous.
Commitment to “stakeholder engagement as a core component of
business and sustainability strategies” appears to focus the
company on the requirement to conduct clear, honest, transparent
reporting.

Currently 20 percent of the people on Earth consume a Coca-
Cola product each day, meaning a very large portion of the global
population belongs to the company’s consumer stakeholder group.
Depending on the process and location, it is estimated that it takes
more than three liters of water to produce a liter of Coke. Each
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day, therefore, millions of liters of water are removed from the
Earth to make Coke products, so the company’s water footprint
can endanger the water supplies of both employee and neighbor
stakeholders. For example, in Chiapas, Mexico, the Coca-Cola
bottling plant consumes more than one billion liters of water daily,
but only about half the population has running water.28 Mexico
leads the world in per capita consumption of Coke products.

If consumers are aware only of Coca-Cola’s advertising campaigns
and corporate public relations writings online, they will miss the
very real concerns about water security associated with it and other
corporations producing beverages in similar fashion. Thus it
requires interest on the part of stakeholders to continue to drive
real CSR practices and to differentiate true CSR efforts from
greenwashing.

The Ultimate Stakeholder Benefit

CSR used in good faith has the potential to reshape the orientation
of multinational corporations to their stakeholders. By positioning
themselves as stakeholders in a broader global community,
conscientious corporations can be exemplary organizations. They
can demonstrate interest and influence on a global scale and
improve the way the manufacture of goods and delivery of services
serve the local and global environment. They can return to
communities as much as they extract and foster automatic financial
reinvestment so that people willing and able to work for them can
afford not only the necessities but a chance to pursue happiness.

In return, global corporations will have sustainable business
models that look beyond short-term growth forecasts. They will
have a method of operating and a framework for thinking about
sustained growth with stakeholders and as stakeholders. Ethical
stakeholder relationships systematically grow wealth and
opportunity in dynamic fashion. Without them, the global consumer
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economy may fail. On an alternate and ethical path of prosperity,

today’s supplier is a consumer in the next generation and Earth

is still inhabitable after many generations of dynamic change and

continued global growth.

Demands for Corporate Social Responsibility

The emergence of CSR as a more prominent item on a corporation

board’s agenda reflects a shift in popular opinion about the role of

business in society and the convergence of environmental forces,

such as the following:

Globalization. There are now more than 60,000 multinational
corporations estimated to be in the world. 1 Perceptions
about the growing reach and influence of global companies has
drawn attention to the impact of business on society. This has
led to heightened demands for corporations to take
responsibility for the social, environmental, and economic
effects of their actions. It has also spawned more aggressive
demands for corporations to set their sights on limiting harm
and actively seeking to improve social, economic, and
environmental circumstances.

Loss of trust. High-profile cases of corporate financial
misdeeds (Enron, WorldCom, and others) and of social and
environmental irresponsibility (e.g., Shell’s alleged complicity in
political repression in Nigeria; Exxon’s oil spill in Prince
William Sound in Alaska; Nike’s and other apparel makers’ links
with “sweatshop” labor in developing countries; questions
about Nestlé’s practices in marketing baby formula in the
developing world) have contributed to a broad-based decline
in trust in corporations and corporate leaders. The public’s
growing reluctance to give corporations the benefit of the
doubt has led to intensified scrutiny of corporate impact on
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society, the economy, and the environment, and a greater
readiness to assume-rightly or wrongly—immoral corporate
intent.

Civil society activism. The growing activity and sophistication
of “civil society” organizations, many of which are oriented to
social and environmental causes, has generated pressure on
corporations to take CSR seriously. 2] Well-known
international nongovernmental organizations (NGOs), such as
Oxfam, Amnesty International, Greenpeace, the Rainforest
Action Network, and the Fair Labor Association, have
influenced corporate decision making in areas, such as access
to essential medicines, labor standards, environmental
protection, and human rights. The advent of the Internet has
increased the capacity of these organizations—as well as a
plethora of national and local civic associations—to monitor
corporate behavior and mobilize public opinion. 31
Institutional investor interest in CSR. The growth in “socially
responsible investing” has created institutional demand for
equity in corporations that demonstrate a commitment to CSR.
Recent growth in assets involved in socially responsible
investing has outpaced growth in all professionally managed
investment assets in the United States, even though the
mainstream financial community has been slow to incorporate
nonfinancial factors into its analyses of corporate value. 4]

These trends indicate that there is both a growing perception that

corporations must be more accountable to society for their actions,

and a growing willingness and capacity within society to impose

accountability on corporations. This has profound implications for

the future of corporate governance. It suggests that boards will

soon have to deal with a growing pressure to give stakeholders a

role in corporate governance; a growing pressure on corporations

to disclose more and better information about their management

of social, environmental, and economic issues; an increasing level of

regulatory compulsion related to elements of corporate activity that
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are currently regarded as voluntary forms of social responsibility;
a growing interest by the mainstream financial community in the
link between shareholder value and nonfinancial corporate
performance.

[1] World Investment Report (2004).

[2] The International Chamber of Commerce, a global advocacy
group for the private sector, observed in 2000 that “non-
governmental organizations have gained an enormous influence”
over corporate decision making, as quoted in Barrington (2000,
January-June).

[3] “Civil society” is sometimes described as the part of society
that exists between the state and the market. A more formal
definition is “the voluntary association of citizens, promoting their
values and interests in the public domain,” according to Saxby and
Schacter (2003, p. 4). Kaldor, Anheier, and Glasius (2003, p. 2)
estimate that there are approximately 48,000 international
nongovernmental organizations (NGOs), and that total membership
in international NGOs grew by about 70% between 1990 and 2000.

[4] “Big investors want SRI research: European institutions to
allocate part of brokers’ fees to ‘nontraditional’ information,’
Financial Times (UK), October 18, 2004.
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4. Carroll’s Pyramid of CSR

Corporate social responsibility (CSR) in its modern formulation has
been an important and progressing topic since the 1950s. To be
sure, evidences of businesses seeking to improve society, the
community, or particular stakeholder groups may be traced back
hundreds of years (Carroll et al. 2012). In this discussion, however,
the emphasis will be placed on concepts and practices that have
characterized the post-World War II era. Much of the literature
addressing CSR and what it means began in the United States;
however, evidences of its applications, often under different names,
traditions, and rationales, has been appearing around the world.
Today, Europe, Asia, Australia, Africa, South America, and many
developing countries are increasingly embracing the idea in one
form or another. Clearly, CSR is a concept that has endured and
continues to grow in importance and impact.

To be fair, it must be acknowledged that some writers early on
have been critical of the CSR concept. In an important Harvard
Business Review article in 1958, for example, Theodore Levitt spoke
of “The Dangers of Social Responsibility” His position was best
summarized when he stated that business has only two
responsibilities - (1) to engage in face-to-face civility such as
honesty and good faith and (2) to seek material gain. Levitt argued
that long-run profit maximization is the one dominant objective
of business, in practice as well as theory (Levitt 1958, p. 49). The
most well-known adversary of social responsibility, however, is
economist Milton Friedman who argued that social issues are not
the concern of business people and that these problems should
be resolved by the unfettered workings of the free market system
(Friedman 1962).
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Introduction

The modern era of CSR, or social responsibility as it was often
called, is most appropriately marked by the publication by Howard
R. Bowen of his landmark book Social Responsibilities of the
Businessman in 1953. Bowen’s work proceeded from the belief that
the several hundred largest businesses in the United States were
vital centers of power and decision making and that the actions
of these firms touched the lives of citizens in many ways. The key
question that Bowen asked that continues to be asked today was
“what responsibilities to society may businessmen reasonably be
expected to assume?” (Bowen 1953, p. xi) As the title of Bowen’s
book suggests, this was a period during which business women
did not exist, or were minimal in number, and thus they were not
acknowledged in formal writings. Things have changed significantly
since then. Today there are countless business women and many of
them are actively involved in CSR.

Much of the early emphasis on developing the CSR concept began
in scholarly or academic circles. From a scholarly perspective, most
of the early definitions of CSR and initial conceptual work about
what it means in theory and in practice was begun in the 1960s by
such writers as Keith Davis, Joseph McGuire, Adolph Berle, William
Frederick, and Clarence Walton (Carroll 1999). Its’ evolving
refinements and applications came later, especially after the
important social movements of the 1960s, particularly the civil
rights movement, consumer movement, environmental movement
and women’s movements.

Dozens of definitions of corporate social responsibility have
arisen since then. In one study published in 2006, Dahlsrud
identified and analyzed 37 different definitions of CSR and his study
did not capture all of them (Dahlsrud 2006).

In this article, however, the goal is to revisit one of the more
popular constructs of CSR that has been used in the literature and
practice for several decades. Based on his four-part framework or
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definition of corporate social responsibility, Carroll created a
graphic depiction of CSR in the form of a pyramid. CSR expert Dr.
Wayne Visser has said that “Carroll's CSR Pyramid is probably the
most well-known model of CSR...” (Visser 2006). If one goes online

to Google Images and searches for “Carroll's Pyramid of CSR,” well
over 100 variations and reproductions of the pyramidal model are
presented there (Google Images) and over 5200 citations of the
original article are indicated there (Google Scholar).

The purpose of the current commentary is to summarize the
Pyramid of CSR, elaborate on it, and to discuss some aspects of
the model that were not clarified when it was initially published
in 1991. Twenty five years have passed since the initial publication
of the CSR pyramid, but in early 2016 it still ranks as one of the
most frequently downloaded articles during the previous 90 days in
the journal in which it was published - (Elsevier Journals), Business
Horizons (Friedman 1962) - sponsored by the Kelley School of
Business at Indiana University. Carroll's four categories or domains
of CSR, upon which the pyramid was established, have been utilized
by a number of different theorists (Swanson 1995; Wartick and

Cochran 1985; Wood 1991, and others) and empirical researchers
(Aupperle 1984; Aupperle et al. 1985; Burton and Hegarty 1999;
Clarkson 1995; Smith et al. 2001, and many others). According to
Wood and Jones, Carroll's four domains have “enjoyed wide

popularity among SIM (Social Issues in Management) scholars
(Wood and Jones 1996). Lee has said that the article in which the
four part model of CSR was published has become “one of the most
widely cited articles in the field of business and society” (Lee 2008).
Thus, it is easy to see why a re-visitation of the pyramid based on
the four category definition might make some sense and be useful.
Many of the early definitions of CSR were rather general. For
example, in the 1960s it was defined as “seriously considering the
impact of the company’s actions on society.” Another early definition
of CSR read as follows: “Social responsibility is the obligation of
decision makers to take actions which protect and improve the
welfare of society along with their own interests” (Davis 1975). In
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general, CSR has typically been understood as policies and practices
that business people employ to be sure that society, or stakeholders,
other than business owners, are considered and protected in their
strategies and operations. Some definitions of CSR have argued
that an action must be purely voluntary to be considered socially
responsible; others have argued that it embraces legal compliance
as well; still others have argued that ethics is a part of CSR; virtually
all definitions incorporate business giving or corporate
philanthropy as a part of CSR and many observers equate CSR with
philanthropy only and do not factor in these other categories of
responsibility.

The ensuing discussion explains briefly each of the four
categories that comprise Carroll's four-part definitional framework
upon which the pyramidal model is constructed.

The four—part definitional framework for CSR

Carroll’s four part definition of CSR was originally stated as follows:
“Corporate social responsibility encompasses the economic, legal,
ethical, and discretionary (philanthropic) expectations that society
has of organizations at a given point in time” (Carroll 1979, 1991). This
set of four responsibilities creates a foundation or infrastructure
that helps to delineate in some detail and to frame or characterize
the nature of businesses’ responsibilities to the society of which it
is a part. In the first research study using the four categories it
was found that the construct’s content validity and the instrument
assessing it were valid (Aupperle et al. 1985). The study found that
experts were capable of distinguishing among the four components.
Further, the factor analysis conducted concluded that there are four
empirically interrelated, but conceptually independent components
of corporate social responsibility. This study also found that the
relative values or weights of each of the components as implicitly
depicted by Carroll approximated the relative degree of importance
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the 241 executives surveyed placed on the four
components—economic = 3.5; legal=2.54; ethical=2.22; and
discretionary/philanthropic = 1.30. Later research supported that
Aupperle’s instrument measuring CSR using Carroll’s four categories
(Aupperle 1984) was valid and useful (Edmondson and Carroll 1999;
Pinkston and Carroll 1996 and others). In short, the distinctiveness
and usefulness in research of the four categories have been
established through a number of empirical research projects. A brief
review of each of the four categories of CSR follows.

Economic responsibilities

As a fundamental condition or requirement of existence, businesses
have an economic responsibility to the society that permitted them
to be created and sustained. At first, it may seem unusual to think
about an economic expectation as a social responsibility, but this
is what it is because society expects, indeed requires, business
organizations to be able to sustain themselves and the only way
this is possible is by being profitable and able to incentivize owners
or shareholders to invest and have enough resources to continue
in operation. In its origins, society views business organizations as
institutions that will produce and sell the goods and services it
needs and desires. As an inducement, society allows businesses to
take profits. Businesses create profits when they add value, and in
doing this they benefit all the stakeholders of the business.

Profits are necessary both to reward investor/owners and also for
business growth when profits are reinvested back into the business.
CEOs, managers, and entrepreneurs will attest to the vital
foundational importance of profitability and return on investment
as motivators for business success. Virtually all economic systems
of the world recognize the vital importance to the societies of
businesses making profits. While thinking about its’ economic
responsibilities, businesses employ many business concepts that are
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directed towards financial effectiveness - attention to revenues,
cost-effectiveness, investments, marketing, strategies, operations,
and a host of professional concepts focused on augmenting the
long-term financial success of the organization. In today’s
hypercompetitive  global business environment, economic
performance and sustainability have become urgent topics. Those
firms that are not successful in their economic or financial sphere
go out of business and any other responsibilities that may be
incumbent upon them become moot considerations. Therefore, the
economic responsibility is a baseline requirement that must be met
in a competitive business world.

Legal responsibilities

Society has not only sanctioned businesses as economic entities,
but it has also established the minimal ground rules under which
businesses are expected to operate and function. These ground
rules include laws and regulations and in effect reflect society’s view
of “codified ethics” in that they articulate fundamental notions of
fair business practices as established by lawmakers at federal, state
and local levels. Businesses are expected and required to comply
with these laws and regulations as a condition of operating. It is not
an accident that compliance officers now occupy an important and
high level position in company organization charts. While meeting
these legal responsibilities, important expectations of business
include their

* Performing in a manner consistent with expectations of
government and law

* Complying with various federal, state, and local regulations

* Conducting themselves as law-abiding corporate citizens

* Fulfilling all their legal obligations to societal stakeholders

* Providing goods and services that at least meet minimal legal
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requirements

Ethical responsibilities

The normative expectations of most societies hold that laws are
essential but not sufficient. In addition to what is required by laws
and regulations, society expects businesses to operate and conduct
their affairs in an ethical fashion. Taking on ethical responsibilities
implies that organizations will embrace those activities, norms,
standards and practices that even though they are not codified
into law, are expected nonetheless. Part of the ethical expectation
is that businesses will be responsive to the “spirit” of the law, not
just the letter of the law. Another aspect of the ethical expectation
is that businesses will conduct their affairs in a fair and objective
fashion even in those cases when laws do not provide guidance
or dictate courses of action. Thus, ethical responsibilities embrace
those activities, standards, policies, and practices that are expected
or prohibited by society even though they are not codified into law.
The goal of these expectations is that businesses will be responsible
for and responsive to the full range of norms, standards, values,
principles, and expectations that reflect and honor what
consumers, employees, owners and the community regard as
consistent with respect to the protection of stakeholders’ moral
rights. The distinction between legal and ethical expectations can
often be tricky. Legal expectations certainly are based on ethical
premises. But, ethical expectations carry these further. In essence,
then, both contain a strong ethical dimension or character and
the difference hinges upon the mandate society has given business
through legal codification.

While meeting these ethical responsibilities, important
expectations of business include their

* Performing in a manner consistent with expectations of
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societal mores and ethical norms

* Recognizing and respecting new or evolving ethical /moral
norms adopted by society

* Preventing ethical norms from being compromised in order to
achieve business goals

* Being good corporate citizens by doing what is expected
morally or ethically

* Recognizing that business integrity and ethical behavior go
beyond mere compliance with laws and regulations (Carroll
199])

As an overlay to all that has been said about ethical responsibilities,
it also should be clearly stated that in addition to society’s
expectations regarding ethical performance, there are also the
great, universal principles of moral philosophy such as rights,
justice, and utilitarianism that also should inform and guide
company decisions and practices.

Philanthropic responsibilities

Corporate philanthropy includes all forms of business giving.
Corporate philanthropy embraces business’s voluntary or
discretionary activities. Philanthropy or business giving may not
be a responsibility in a literal sense, but it is normally expected
by businesses today and is a part of the everyday expectations of
the public. Certainly, the quantity and nature of these activities are
voluntary or discretionary. They are guided by business’s desire to
participate in social activities that are not mandated, not required
by law, and not generally expected of business in an ethical sense.
Having said that, some businesses do give partially out of an ethical
motivation. That is, they want to do what is right for society. The
public does have a sense that businesses will “give back,” and this
constitutes the “expectation” aspect of the responsibility. When one
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examines the social contract between business and society today, it
typically is found that the citizenry expects businesses to be good
corporate citizens just as individuals are. To fulfill its perceived
philanthropic responsibilities, companies engage in a variety of
giving forms - gifts of monetary resources, product and service
donations, volunteerism by employees and management,
community development and any other discretionary contribution
to the community or stakeholder groups that make up the
community.

Although there is sometimes an altruistic motivation for business
giving, most companies engage in philanthropy as a practical way
to demonstrate their good citizenship. This is done to enhance or
augment the company’s reputation and not necessarily for noble or
self-sacrificing reasons. The primary difference between the ethical
and philanthropic categories in the four part model is that business
giving is not necessarily expected in a moral or ethical sense.
Society expects such gifts, but it does not label companies as
“unethical” based on their giving patterns or whether the companies
are giving at the desired level. As a consequence, the philanthropic
responsibility is more discretionary or voluntary on business’s part.
Hence, this category is often thought of as good “corporate
citizenship.” Having said all this, philanthropy historically has been
one of the most important elements of CSR definitions and this
continues today.

In summary, the four part CSR definition forms a conceptual
framework that includes the economic, legal, ethical, and
philanthropic or discretionary expectations that society places on
businesses at a given point in time. And, in terms of understanding
each type of responsibility, it could be said that the economic
responsibility is “required” of business by society; the legal
responsibility also is “required” of business by society; the ethical
responsibility is “expected” of business by society; and the
philanthropic responsibility is “expected/desired” of business by
society (Carroll 1979, 1991). Also, as time passes what exactly each of
these four categories means may change or evolve as well.
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The Pyramid of CSR

The four-part definition of CSR was originally published in 1979. In
1991, Carroll extracted the four-part definition and recast it in the
form of a CSR pyramid. The purpose of the pyramid was to single
out the definitional aspect of CSR and to illustrate the building
block nature of the four part framework. The pyramid was selected
as a geometric design because it is simple, intuitive, and built to
withstand the test of time. Consequently, the economic
responsibility was placed as the base of the pyramid because it is
a foundational requirement in business. Just as the footings of a
building must be strong to support the entire edifice, sustained
profitability must be strong to support society’s other expectations
of enterprises. The point here is that the infrastructure of CSR is
built upon the premise of an economically sound and sustainable
business.

At the same time, society is conveying the message to business
that it is expected to obey the law and comply with regulations
because law and regulations are society’s codification of the basic
ground rules upon which business is to operate in a civil society.
If one looks at CSR in developing countries, for example, whether
a legal and regulatory framework exists or not significantly affects
whether multinationals invest there or not because such a legal
infrastructure is imperative to provide a foundation for legitimate
business growth.

In addition, business is expected to operate in an ethical fashion.
This means that business has the expectation, and obligation, that
it will do what is right, just, and fair and to avoid or minimize
harm to all the stakeholders with whom it interacts. Finally, business
is expected to be a good corporate citizen, that is, to give back
and to contribute financial, physical, and human resources to the
communities of which it is a part. In short, the pyramid is built in
a fashion that reflects the fundamental roles played and expected
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by business in society. Figure 1 presents a graphical depiction of
Carroll’'s Pyramid of CSR.

Bea good corporate citizen Desired by society

Philanthropic

Responsibilities

Do what is just and fair,
Avoid harm

Ethical
Responsibilities

Ohbey laws &
Regulations .
Legal Responsibilities

society
Economic Responsibilities

Fig. 1 Carroll's pyramid of CSR

Ethics permeates the pyramid

Though the ethical responsibility is depicted in the pyramid as a
separate category of CSR, it should also be seen as a factor which
cuts through and saturates the entire pyramid. Ethical
considerations are present in each of the other responsibility
categories as well. In the Economic Responsibility category, for
example, the pyramid implicitly assumes a capitalistic society
wherein the quest for profits is viewed as a legitimate, just
expectation. Capitalism, in other words, is an economic system
which thinks of it as being ethically appropriate that owners or
shareholders merit a return on their investments. In the Legal
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Responsibility category, it should be acknowledged that most laws
and regulations were created based upon some ethical reasoning
that they were appropriate. Most laws grew out of ethical issues,
e.g., a concern for consumer safety, employee safety, the natural
environment, etc., and thus once formalized they represented
“codified ethics” for that society. And, of course, the Ethical
Responsibility stands on its own in the four part model as a category
that embraces policies and practices that many see as residing at
a higher level of expectation than the minimums required by law.
Minimally speaking, law might be seen as passive compliance.
Ethics, by contrast, suggests a level of conduct that might anticipate
future laws and in any event strive to do that which is considered
above most laws, that which is driven by rectitude. Finally,
Philanthropic Responsibilities are sometimes ethically motivated by
companies striving to do the right thing. Though some companies
pursue philanthropic activities as a utilitarian decision (e.g.,
strategic philanthropy) just to be seen as “good corporate citizens,’
some do pursue philanthropy because they consider it to be the
virtuous thing to do. In this latter interpretation, philanthropy is
seen to be ethically motivated or altruistic in nature (Schwartz and
Carroll 2003). In summary, ethical motivations and issues cut
through and permeate all four of the CSR categories and thus
assume a vital role in the totality of CSR.

Tensions and trade—offs

As companies seek to adequately perform with respect to their
economic, legal, ethical and philanthropic responsibilities, tensions
and trade-offs inevitably arise. How companies decide to balance
these various responsibilities goes a long way towards defining their
CSR orientation and reputation. The economic responsibility to
owners or shareholders requires a careful trade-off between short
term and long term profitability. In the short run, companies’
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expenditures on legal, ethical and philanthropic obligations
invariably will “appear” to conflict with their responsibilities to their
shareholders. As companies expend resources on these
responsibilities that appear to be in the primary interests of other
stakeholders, a challenge to cut corners or seek out best long range
advantages arises. This is when tensions and trade-offs arise. The
traditional thought is that resources spent for legal, ethical and
philanthropic purposes might necessarily detract from profitability.
But, according to the “business case” for CSR, this is not a valid
assumption or conclusion. For some time it has been the emerging
view that social activity can and does lead to economic rewards and
that business should attempt to create such a favorable situation
(Chrisman and Carroll 1984).

The business case for CSR refers to the underlying arguments
supporting or documenting why the business community should
accept and advance the CSR cause. The business case is concerned
with the primary question - What does the business community and
commercial enterprises get out of CSR? That is, how do they benefit
tangibly and directly from engaging in CSR policies, activities and
practices (Carroll and Shabana 2010). There are many business case
arguments that have been made in the literature, but four effective
arguments have been made by Kurucz, et al., and these include
cost and risk reductions, positive effects on competitive advantage,
company legitimacy and reputation, and the role of CSR in creating
win-win situations for the company and society (Kurucz et al. 2008).
Other studies have enumerated the reasons for business to embrace
CSR to include innovation, brand differentiation, employee
engagement, and customer engagement. The purpose for business
case thinking with respect to the Pyramid of CSR is to ameliorate
the believed conflicts and tensions between and among the four
categories of responsibilities. In short, the tensions and tradeoffs
will continue to be important decision points, but they are not in
complete opposition to one another as is often perceived.
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The pyramid is an integrated, unified whole

The Pyramid of CSR is intended to be seen from a stakeholder
perspective wherein the focus is on the whole not the different
parts. The CSR pyramid holds that firms should engage in decisions,
actions, policies and practices that simultaneously fulfill the four
component parts. The pyramid should not be interpreted to mean
that business is expected to fulfill its social responsibilities in some
sequential, hierarchical, fashion, starting at the base. Rather,
business is expected to fulfill all responsibilities simultaneously. The
positioning or ordering of the four categories of responsibility
strives to portray the fundamental or basic nature of these four
categories to business’s existence in society. As said before,
economic and legal responsibilities are required; ethical and
philanthropic responsibilities are expected and desired. The
representation being portrayed, therefore, is that the total social
responsibility of business entails the concurrent fulfillment of the
firm's economic, legal, ethical, and philanthropic responsibilities.
Stated in the form of an equation, it would read as follows: Economic
Responsibilities + Legal responsibilities + Ethical
Responsibilities + Philanthropic Responsibilities = Total Corporate
Social Responsibility. Stated in more practical and managerial terms,
the CSR driven firm should strive to make a profit, obey the law,
engage in ethical practices and be a good corporate citizen. When
seen in this way, the pyramid is viewed as a unified or integrated
whole (Carroll and Buchholtz 2015).

The pyramid is a sustainable stakeholder
framework

Each of the four components of responsibility addresses different
stakeholders in terms of the varying priorities in which the
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stakeholders might be affected. Economic responsibilities most
dramatically impact shareholders and employees because if the
business is not financially viable both of these groups will be
significantly affected. Legal responsibilities are certainly important
with respect to owners, but in today’s litigious society, the threat
of litigation against businesses arise most often from employees
and consumer stakeholders. Ethical responsibilities affect all
stakeholder groups. Shareholder lawsuits are an expanding
category. When an examination of the ethical issues business faces
today is considered, they typically involve employees, customers,
and the environment most frequently. Finally, philanthropic
responsibilities most affect the community and nonprofit
organizations, but also employees because some research has
concluded that a company’s philanthropic involvement is
significantly related to its employees’ morale and engagement.

The pyramid should be seen as sustainable in that these
responsibilities represent long term obligations that overarch into
future generations of stakeholders as well. Though the pyramid
could be perceived to be a static snapshot of responsibilities, it is
intended to be seen as a dynamic, adaptable framework the content
of which focuses both on the present and the future. A
consideration of stakeholders and sustainability, today, is
inseparable from CSR. Indeed, there have been some appeals in
the literature for CSR to be redefined as Corporate Stakeholder
Responsibility and others have advocated Corporate Sustainability
Responsibilities. These appeals highlight the intimate nature of
these interrelated topics (Carroll and Buchholtz 2015). Furthermore,
Ethical Corporation Magazine which emphasizes CSR in its
Responsible Summit conferences integrates these two topics - CSR
and Sustainability—as if they were one and, in fact, many business
organizations today perceive them in this way; that is, to be socially
responsible is to invest in the importance of sustainability which
implicitly is concerned with the future. Annual corporate social
performance reports frequently go by the titles of CSR and/or
Sustainability Reports but their contents are undifferentiated from
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one another; in other words, the concepts are being used
interchangeably by many.

Global applicability and different contexts

When Carroll developed his original four-part construct of CSR
(1979) and then his pyramidal depiction of CSR (1991), it was clearly
done with American-type capitalistic societies in mind. At that time,
CSR was most prevalent in these more free enterprise societies.
Since that time, several writers have proposed that the pyramid
needs to be reordered to meet the conditions of other countries
or smaller businesses. In 2007, Crane and Matten observed that
all the levels of CSR depicted in Carroll's pyramid play a role in
Europe but they have a dissimilar significance and are interlinked
in a somewhat different manner (Crane and Matten 2007). Likewise,
Visser revisited Carroll's pyramid in developing countries/
continents, in particular, Africa, and argued that the order of the
CSR layers there differ from the classic pyramid. He goes on to say
that in developing countries, economic responsibility continues to
get the most emphasis, but philanthropy is given second highest
priority followed by legal and then ethical responsibilities (Visser
2011). Visser continues to contend that there are myths about CSR
in developing countries and that one of them is that “CSR is the
same the world over” Following this, he maintains that each region,
country or community has a different set of drivers of CSR. Among
the “glocal” (global +local) drivers of CSR, he suggests that cultural
tradition, political reform, socio-economic priorities, governance
gaps, and crisis response are among the most important (Visser
2011, p. 269). Crane, Matten and Spence do a nice job discussing
CSR in a global context when they elaborate on CSR in different
regions of the globe, CSR in developed countries, CSR in developing
countries, and CSR in emerging /transitional economies (Crane et al.
2008).
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In addition to issues being raised about the applicability of CSR
and, therefore, the CSR pyramid in different localities, the same
may be said for its applicability in different organizational contexts.
Contexts of interest here might include private sector (large vs.
small firms), public sector, and civil society organizations (Crane et
al. 2008). In one particular theoretical article, Laura Spence sought
to reframe Carroll's CSR pyramid, enhancing its relevance for small
business. Spence employed the ethic of care and feminist
perspectives to redraw the four CSR domains by indicating that
Carroll's categories represented a masculinist perspective but that
the ethic of care perspective would focus on different concerns.
In this manner, she argued that the economic responsibility would
be seen as “survival” in the ethic of care perspective; legal would
be seen as “survival;” ethical would be recast as ethic of care; and
philanthropy would continue to be philanthropy. It might be
observed that these are not completely incompatible with Carroll's
categories. She then added a new category and that would be
identified as “personal integrity” She proposed that there could be
at least four small business social responsibility pyramids - to self
and family; to employees; to the local community; and to business
partners (Spence 2016). Doubtless other researchers will continue
to explore the applicability of the Pyramid of CSR to different global,
situational, and organizational contexts. This is how theory and
practice develops.

Conclusions

CSR has had a robust past and present. The future of CSR, whether
it be viewed in the four part definitional construct, the Pyramid of
CSR, or in some other format or nomenclature such as Corporate
Citizenship, Sustainability, Stakeholder Management, Business
Ethics, Creating Shared Value, Conscious Capitalism, or some other
socially conscious semantics, seems to be on a sustainable and
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optimistic future. Though these other terminologies will sometimes
be preferred by different supporters, CSR will continue to be the
centerpiece of these competing and complementary frameworks
(Carroll 2015). Though its enthusiasts would like to think of an
optimistic or hopeful scenario wherein CSR would be adopted the
world over and would be transformational everywhere it is
practiced, the more probable scenario is that CSR will be consistent
and stable and will continue to grow on a steady to slightly
increasing trajectory. Four strong drivers of CSR taking hold in the
1990s and continuing forward have solidified its primacy. These
include globalization, institutionalization, reconciliation with
profitability, and academic proliferation (Carroll 2015b). Globally,
countries have been quickly adopting CSR practices in both
developed and developing regions. CSR as a management strategy
has become commonplace, formalized, integrated, and deeply
assimilated into organizational structures, policies and practices.
Primarily via “business case” reasoning, CSR has been more quickly
adopted as a beneficial practice both to companies and society. The
fourth factor driving CSR’s growth trajectory has been academic
acceptance, enthusiasm, and proliferation. There has been an
explosion of rigorous theory building and research on the topic
across many disciplines and this is expected to continue and grow.
In short, CSR, the Pyramid of CSR, and related models and concepts
face an upbeat and optimistic future. Those seeking to refine these
concepts will continue to do so.

This article is distributed under the terms of the Creative
Commons Attribution 4.0 International License
(http: //creativecommons.org/licenses /by/4.0/), which permits

unrestricted use, distribution, and reproduction in any medium,
provided you give appropriate credit to the original author(s) and
the source, provide a link to the Creative Commons license, and
indicate if changes were made.
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5. Legitimacy and Corporate
Governance

BY CARY COGLIANESE

Introduction

In recent years, the institutional structures of public corporations
appear to be converging in notable ways with the institutional
structures of public government. Changes to corporate governance
may well be crucial for enhancing trust in corporations and capital
markets, but they may also come at some cost to other important
values. Because corporate governance is a major issue for society
and the economy, we ought to take note of the direction corporate
governance reforms are heading, if for no other reason than to
assess the consequences of such efforts to increase corporate
legitimacy.

POWER AND LEGITIMACY

I shall begin with a key linkage between power and legitimacy. For
most of us, the concept of legitimacy is deeply and persistently
linked with the power of government—not of business. A
government, like that in the United States or other developed
countries, possesses enormous powers—powers of violence, powers
of compulsion, and powers of conscription. And government
possesses its powers in a unified, monopolistic manner. Of course,
generally this is a good thing, for no matter what many of us may
think about competition in the marketplace, free competition in the
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kind of police powers possessed by government would not be a
happy state of affairs. Indeed, creating a monopoly in such powers
is precisely the solution to the core problem of a Hobbesian world.!

Yet the monopoly of legislative and police power in the
government brings with it the potential for its own abuse—and also
gives rise to the challenge of legitimacy. Legitimacy is what is
needed to justify, in moral terms, the wielding of such enormous,
monopolistic power. Of course, compared with the Hobbesian
world, any old monopolist might be thought to be better than the
brutish state of nature; however, life under an oppressive
government monopolist can also be quite nasty, brutish, and short.
Moreover, because the government wields power monopolistically,
people do not have any realistic choice about whether they must
submit to it. So, it is proper to demand more of a government than
simply that it amounts to being the biggest thug around. We can and
should ask whether government possesses legitimacy in addition to
whether it has secured de facto monopolistic power.

All of this should be rather familiar. But what about corporations
and their managers? They too exert significant power affecting
people’s lives in important ways.2 Their power over employees is
easiest to see. But business decisions also have major ramifications
for investors, for customers, for those who inhabit the communities
where corporations do business, and for the economy overall in
cities and regions around the world. Even though corporations are
unlike government in that they are voluntary associations, and also
unlike government in that they have competitors, we still can and
should ask whether corporate power is legitimate. Just as with
governmental power, corporate power—more precisely, corporate
managerial power—can be abused.? It can be used to satiate the self-
interested thirst of greedy CEOs at the expense of shareholders.
It can be used to exploit workers, treating them inhumanely and
failing to provide safe working conditions or suitable wages. It can
be used to make profits at the expense of environmental quality,
even putting innocent lives at risk from accidents or toxic pollution.

The existence of power wielded by corporations means that the
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question of legitimacy can be applied to the private sector. And
in our post—Enron,4 post-WorldCom,5 post—Tyco,6 post-Parmalat
7 environment, it is precisely this kind of question that has been
raised increasingly in board rooms, stock exchanges, the Securities
and Exchange Commission, the media, and in the academy. How
can integrity and trust—that is, legitimacy—be maintained in the
corporate world?

My thesis—and it is simply a positive or descriptive thesis—is that
the prevailing responses to the question of corporate legitimacy
have followed certain of the forms of political or governmental
legitimacy. Perhaps more than ever before, corporate governance
reforms bear a much closer resemblance to institutional
mechanisms typically found in government. With government,
legitimacy is usually conceptualized in two main ways: procedural
legitimacy and substantive legitimacy. Procedural legitimacy is
defined in terms of democratic accountability, with elections being
the principal defining characteristic, and also in terms of
institutional arrangements like separation of powers, transparency,
and rule of law principles intended to combat abuses of power.

Substantive legitimacy, in contrast, is usually defined in terms of
rights, typically rights enshrined within a constitution that makes
certain actions off limits even to an otherwise procedurally
legitimate legislature.® When the U.S. Constitution states that
Congress shall make no law abridging freedom of religion,9 for
example, it is saying that even laws that might meet all the tests of
procedural legitimacy will still be illegitimate if they restrict citizens’
ability to worship freely.

There is a clear parallel with corporate institutions. What is called
corporate governance is akin to procedural legitimacy. Corporate
governance refers to, among other things, the assignment of
separate powers to management, shareholders, and boards of
directors, the procedures for selecting and removing members of
boards of directors, and so forth.

What is the substantive legitimacy parallel? It is corporate
regulation. Regulation imposed by government says that even
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properly constituted corporations with fully functioning boards of
directors (a test of procedural legitimacy) cannot take actions that
will pollute the environment, treat their workers badly, or take
money from investors. Regulation places side constraints on
corporate managers in a way conceptually parallel to the side
constraints that constitutions place on legislatures.

A SHIFT IN CORPORATE GOVERNANCE

For the past thirty years or so, government regulation has placed
many stringent and costly side constraints on how corporations can
act. I These side constraints are much more extensive and detailed
than the side constraints the Constitution places on legislatures.
But if the substantive constraints on corporations have been strong,
until recently at least the requirements for procedural legitimacy
imposed on corporations have generally been much weaker than
those found in government. It is here that I think the potentially
most profound changes are taking place.

Some of the most important changes in recent years in response
to Enron, WorldCom and other corporate scandals have been
decidedly procedural in nature. Corporate governance reforms
imposed on companies by the Sarbanes-Oxley law of 2002, and
various rules issued either by the stock exchanges or regulators
such as the SEC, have together moved companies closer in the
direction of government in terms of at least some of their
institutional structures.'? Corporate management has become more
procedurally constrained, using institutional features not too
dissimilar to those procedural devices imposed on government.
Consider the following four institutional features: separation of
powers, transparency, codes of ethics, and elections.

Separation of Powers. Since at least the time of the Federalist
Papers, a key structural feature of government has been the
separation of powers, with ambition designed to counteract
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ambition, and a system of checks and balances between different
branches of government.13 In principle, corporations have also long
had their own checks and balances, with boards of directors
responsible both for hiring the CEOs who actually run companies
and then overseeing their work, and with shareholders retaining the
theoretical ability to challenge the slate of directors. While boards in
theory provide a check on managerial power, they have functioned
for many years quite deferentially to the CEO. Indeed, a common
cause of corporate scandals and skyrocketing executive
compensation has been said to be weaknesses in boards’ ovelrsight.14
Remarkably, unlike the kind of strict separation of powers observed
in government, boards of directors have never been entirely
independent of corporate management. Indeed, corporate
managers (in particular, CEOs) have sat and voted themselves on
boards; in some cases the CEO has also served as the chair of
the board or on the nominating committee that selects new board
members. Furthermore, even so-called independent board
members, that is, those not employed by the company, would still
sometimes conduct extensive business with the company.

Such conflicts of interest no doubt can cloud board members’
judgment and reduce their incentives to look carefully at how
management is running a company with the interests of the
shareholders in mind. The thrust of recent changes to the rules of
corporate governance has been to make boards more independent
than they have been, strengthening them by moving them a bit
closer to the kind of strict separation of powers exhibited in national
and state government.15 For example, Sarbanes-Oxley imposed a
requirement that the audit committees of the boards of public
companies be comprised solely of independent board members,
that is, those that neither manage the company nor accept
consulting fees or other compensation from the company.16 New
listing standards adopted by the stock exchanges seek to strengthen
the independence of boards of publicly traded compamies.17 And in
the mutual fund industry, the SEC has made dramatic changes to
boards of directors, requiring that they have independent chairs
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(something that previously only about 20% of the companies in
the industry had)'® and that 75% of the members of the board be
independent.19

Transparency. A key feature of procedural legitimacy for
government has been openness. Laws need to be made in the open,
and information about most government functions must be made
available to the public under laws such as the Freedom of
Information Act?° In the business context, publicly traded
companies have been, ever since the stock market crash in the
early part of the last century, subject to a variety of disclosure
requirements that similarly aim to create transparency.21 But
SarbanesOxley has taken a series of steps designed to improve the
accuracy of financial disclosures and increase transparency in
corporations. CEOs and CFOs must now certify the accuracy of key
financial statements,?? and companies now have a duty to update
their financials and report material changes in the financial status
of the company.23 New requirements that restrict auditors from
performing non-audit services, limit conflicts of interest with
auditing companies, and strengthen the regulation of the auditing
industry all aim to make investors better aware of the true financial
conditions of companies.24

Codes of Ethics. The federal government’s code of ethics?
instructs public officials and public managers to “Put loyalty to the
highest moral principles . . . above loyalty to persons, party, or

26
]

Government department,”” to “Uphold the Constitution, laws, and

legal regulations of the United States and of all governments therein

and never be a party to their evasion,”’ and to “Expose corruption

wherever discovered

A governmental code of ethics is premised
on the belief that inculcating norms of public-regarding behavior
can help prevent governmental corruption.

The Sarbanes-Oxley law similarly adopts measures to expand the
adoption of codes of ethics within companies.29 It also calls for
the SEC to impose new obligations on corporate lawyers, requiring
them to report to the corporate counsel or CEO any evidence of

material violations of securities laws or serious breaches of the
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company’s managers’ fiduciary duties.>® Even in business, some
protection against abuse may lie in efforts to create a culture of
integrity.31 Elections.

Elections are a major feature of procedural legitimacy for
governments, and we are seeing some movement in the field of
corporate governance that may eventually make corporate
management more electorally accountable to shareholders.
Formally speaking, shareholders do vote on members of the board
of directors, but they typically only vote on one slate of
candidates—those nominated by the existing board.* Rarely are
board elections real contests.>> Indeed, Professor Lucian Bebchuk
has documented that for major companies—those with a market
cap of over $200 million—meaningful electoral contests occurred
in fewer than two companies a year on average during the period
1996-2002.34 This really is not too surprising, since the board, after
all, effectively controls the ballot for itself. >

In response to this state of affairs, the SEC in recent years has
proposed a relatively modest change in securities rules that would
make it somewhat easier under certain conditions for candidates
for a few board seats to be placed on the ballot by shareholders
themselves.>® The rule has not been adopted, as it has engendered
a firestorm of controversy given its symbolic importance.37 It is
not clear where a modest proposal like this will eventually end
up in the years ahead. But suffice it to say, the fact that such a
proposal has been seriously put forward by the SEC indicates yet
another possible direction that corporate governance may head in
the coming years, taking corporations a small step closer to the kind
of electoral legitimacy exhibited by governments.

CONCLUSION

In these four ways, and in others, we see what appears to be
movement in corporate America toward considering or adopting
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institutional features that have typically been characteristic of
governments. This is not to say that corporate governance has
become or ever will become fully identical to the kind of politics
exhibited by democratic governments; far from it.38 Corporations
are still much more hierarchical and unitary than government is,
and corporate managers still possess a lot of power. But the kinds of
responses and proposals adopted in the last few years clearly move
corporations and their governance in a direction closer to the kinds
of institutional arrangements that we have seen exhibited by liberal,
democratic governments.

Recognizing as a descriptive matter that such a movement may
be afoot is but the first step in posing the question of whether such
a shift would be a good one. In conclusion, I simply raise—though
do not answer—the most important policy or normative question
that lies ahead in corporate governance: how much procedural
legitimacy should society demand of corporations? The procedural
mechanisms that characterize governments often reflect a high
level of risk aversion to the worst abuses governments can exhibit.
They are conservative in that they make it harder for government
to move with a unitary voice in a direction dictated by a single
individual or a single faction. One result is that government is often
criticized for its sluggishness and for its “gridlock.”39

Maybe sluggishness and gridlock are not necessarily such bad
things for governments. How much gridlock and division, though,
is tolerable in the corporate setting? Answering this question will
depend in part on an assessment of the dangers of corporate power;
the greater they loom, the more ambition should be designed to
counteract ambition in the corporate world. But we must also
consider the benefits that come from giving business managers the
discretion they need to innovate and respond quickly to changing
economic circumstances, and consider what will be lost if we make
corporate governance too constraining. I suspect that few
proponents of current corporate governance reforms would
advocate making corporations fully as rule-bound and
democratically open as government is. But exactly how far should
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we move in that direction? That is the key policy question that must
be confronted. It is squarely on the table if, as I have suggested
here, corporate governance is increasingly assuming more of the
institutional indicia of the governance of nations and states.
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6. Corporate Governance and
Sarbanes-Oxley Act and
Other Recent Reforms

What Is Corporate Governance?

The tug of war between individual freedom and institutional power
is a continuing theme of history. Early on, the focus was on the
church; more recently, it is on the civil state. Today, the debate
is about making corporate power compatible with the needs of a
democratic society. The modern corporation has not only created
untold wealth and given individuals the opportunity to express their
genius and develop their talents but also has imposed costs on
individuals and society. How to encourage the liberation of
individual energy without inflicting unacceptable costs on
individuals and society, therefore, has emerged as a key challenge.
Corporate governance lies at the heart of this challenge. It deals
with the systems, rules, and processes by which corporate activity
is directed. Narrow definitions focus on the relationships between
corporate managers, a company’s board of directors, and its
shareholders. Broader descriptions encompass the relationship of
the corporation to all of its stakeholders and society, and cover
the sets of laws, regulations, listing rules, and voluntary private-
sector practices that enable corporations to attract capital, perform
efficiently, generate profit, and meet both legal obligations and
general societal expectations. The wide variety of definitions and
descriptions that have been advanced over the years also reflect
their origin: lawyers tend to focus on the contractual and fiduciary
aspects of the governance function; finance scholars and
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economists think about decision-making objectives, the potential
for conflict of interest, and the alignment of incentives, while
management consultants tend to adopt a more task-oriented or
behavioral perspective.

Complicating matters, different definitions also reflect two
fundamentally different views about a corporation’s purpose and
responsibilities. Often referred to as the “shareholder versus
stakeholder” perspectives, they define a debate about whether
managers should run a corporation primarily or solely in the
interests of its legal owners—the shareholders (the shareholder
perspective)—or whether they should actively concern themselves
with the needs of other constituencies (the stakeholder
perspective).

This question is answered differently in different parts of the
world. In Continental Europe and Asia, for example, managers and
boards are expected to concern themselves with the interests of
employees and the other stakeholders, such as suppliers, creditors,
tax authorities, and the communities in which they operate.
Reflecting this perspective, the Centre of European Policy Studies
(CEPS) defines corporate governance as “the whole system of rights,
processes and controls established internally and externally over
the management of a business entity with the objective of
protecting the interests of all stakeholders. In contrast, the Anglo-
American approach to corporate governance emphasizes the
primacy of ownership and property rights and is primarily focused
on creating “shareholder” value. In this view, employees, suppliers,
and other creditors have rights in the form of contractual claims
on the company, but as owners with property rights, shareholders
come first:

Corporate governance is the system by which companies are
directed and controlled. Boards of directors are responsible for
the governance of their companies. The shareholders’ role in
governance is to appoint the directors and the auditors and to
satisfy themselves that an appropriate governance structure is in

place.2
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Perhaps the broadest, and most neutral, definition is provided
by the Organization for Economic Cooperation and Development
(OECD), an international organization that brings together the
governments of countries committed to democracy and the market
economy to support sustainable economic growth, boost
employment, raise living standards, maintain financial stability,
assist other countries’ economic development, and contribute to
growth in world trade:

Corporate governance is the system by which business
corporations are directed and controlled. The corporate
governance structure specifies the distribution of rights and
responsibilities among different participants in the corporation,
such as, the board, managers, shareholders and other stakeholders,
and spells out the rules and procedures for making decisions on
corporate affairs. By doing this, it also provides the structure
through which the company objectives are set, and the means of

attaining those objectives and monitoring performance.3

Corporate Governance: Linking Corporations
and Society

The U.S. Corporate Governance System

Today’s U.S. corporate governance system is best understood as
the set of fiduciary and managerial responsibilities that binds a
company’s management, shareholders, and the board within a
larger, societal context defined by legal, regulatory, competitive,
economic, democratic, ethical, and other societal forces.
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Shareholders

Although shareholders own corporations, they usually do not run
them. Shareholders elect directors, who appoint managers who,
in turn, run corporations. Since managers and directors have a
fiduciary obligation to act in the best interests of shareholders,
this structure implies that shareholders face two separate so-called
principal-agent problems—with management whose behavior will
likely be concerned with its own welfare, and with the board, which
may be beholden to particular interest groups, including
management.[l] Many of the mechanisms that define today’s
corporate governance system are designed to mitigate these
potential problems and align the behavior of all parties with the best
interests of shareholders broadly construed.

The notion that the welfare of shareholders should be the primary
goal of the corporation stems from shareholders’ legal status as
residual claimants. Other stakeholders in the corporation, such as
creditors and employees, have specific claims on the cash flows
of the corporation. In contrast, shareholders get their return on
investment from the residual only after all other stakeholders have
been paid. Theoretically, making shareholders residual claimants
creates the strongest incentive to maximize the company’s value
and generates the greatest benefits for society at large.

Not all shareholders are alike and share the same goals. The
interests of small (minority) investors, on the one hand, and large
shareholders, including those holding a controlling block of shares
and institutional investors, on the other, are often different. Small
investors, holding only a small portion of the corporation’s
outstanding shares, have little power to influence the board of the
corporation. Moreover, with only a small share of their personal
portfolios invested in the corporation, these investors have little
motivation to exercise control over the corporation. As a
consequence, small investors are usually passive and interested only
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in favorable returns. They often do not even bother to vote; they
simply sell their shares if they are not satisfied.

In contrast, large shareholders often have a sufficiently large
stake in the corporation to justify the time and expense necessary
to monitor management actively. They may hold a controlling block
of shares or be institutional investors, such as mutual funds, pension
plans, employee stock ownership plans, or—outside the United
States—banks whose stake in the corporation may not qualify as
majority ownership but is large enough to motivate active
engagement with management.

It should be noted that the term “institutional investor” covers a
wide variety of managed investment funds, including banks, trust
funds, pension funds, mutual funds, and similar “delegated
investors” All have different investment objectives, portfolio
management disciplines, and investment horizons. As a
consequence, institutional investors both represent another layer
of agency problems and opportunity for oversight. To identify the
potential for an additional layer of agency problems, ask why we
should expect that a bank or pension fund will look out for minority
shareholder interests any better than corporate management. On
the one hand, institutional investors may have “purer” motives than
management— principally a favorable investment return. On the
other hand, they often make for passive, indifferent monitors, partly
out of preference and partly because active monitoring may be
prohibited by regulations or by their own internal investment rules.
Indeed, a major tenet of the recent governance debate is focused
on the question of whether it is useful and desirable to create ways
for institutional investors to take a more active role in monitoring
and disciplining corporate behavior. In theory, as large owners,
institutional investors have a greater incentive to monitor
corporations. Yet, the reality is that institutions failed to protect
their own investors from managerial misconduct in firms like Enron,
Tyco, Global Crossing, and WorldCom, even though they held large
positions in these firms.

The latest development in the capital markets is the rise of private
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equity. Private equity funds differ from other types of investment
funds mainly in the larger size of their holdings in individual
investee companies, their longer investment horizons, and the
relatively fewer number of companies in individual fund portfolios.
Private equity managers typically have a greater degree of
involvement in their investee companies compared to other
investment professionals, such as mutual fund or hedge fund
managers, and play a greater role in influencing the corporate
governance practices of their investee companies. By virtue of their
longer investment horizon, direct participation on the board, and
continuous engagement with management, private equity managers
play an important role in shaping governance practices. That role
is even stronger in a buyout or majority stake acquisition, where
a private equity manager exercises substantial control-not just
influence as in minority stake investments—over a company’s
governance. Not surprisingly, scholars and regulators are keeping
a close watch on the impact of private equity on corporate
performance and governance.

State and Federal Law

Until recently, the U.S. government relied on the states to be the
primary legislators for corporations. Corporate law primarily deals
with the relationship between the officers, board of directors, and
shareholders, and therefore traditionally is considered part of
private law. It rests on four key premises that define the modern
corporation: (a) indefinite life, (b) legal personhood, (c) limited
liability, and (d) freely transferable shares. A corporation is a legal
entity consisting of a group of persons—its shareholders—created
under the authority of the laws of a state. The entity’s existence
is considered separate and distinct from that of its members. Like
a real person, a corporation can enter into contracts, sue and be
sued, and must pay tax separately from its owners. As an entity in
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its own right, it is liable for its own debts and obligations. Providing
it complies with applicable laws, the corporation’s owners
(shareholders) typically enjoy limited liability and are legally
shielded from the corporation’s liabilities and debts. [2]

The existence of a corporation is not dependent upon whom the
owners or investors are at any one time. Once formed, a corporation
continues to exist as a separate entity, even when shareholders
die or sell their shares. A corporation continues to exist until the
shareholders decide to dissolve it or merge it with another business.
Corporations are subject to the laws of the state of incorporation
and to the laws of any other state in which the corporation conducts
business. Corporations may therefore be subject to the laws of more
than one state. All states have corporation statutes that set forth the
ground rules as to how corporations are formed and maintained.

A key question that has helped shape today’s patchwork of
corporate laws asks, “What is or should be the role of law in
regulating what is essentially a private relationship?” Legal scholars
typically adopt either a “contract-based” or “public interest”
approach to this question. Free-market advocates tend to see the
corporation as a contract, a voluntary economic relationship
between shareholders and management, and see little need for
government regulation other than the necessity of providing a
judicial forum for civil suits alleging breach of contract. Public
interest advocates, on the other hand, concerned by the growing
impact of large corporations on society, tend to have little faith in
market solutions and argue that government must force firms to
behave in a manner that advances the public interest. Proponents of
this point of view focus on how corporate behavior affects multiple
stakeholders, including customers, employees, creditors, the local
community, and protectors of the environment.

The stock market crash of 1929 brought the federal government
into the regulation of corporate governance for the first time.
President Franklin Roosevelt believed that public confidence in the
equity market needed to be restored. Fearing that individual
investors would shy away from stocks and, by doing so, reduce
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the pool of capital available to fuel economic growth in the private
sector, Congress enacted the Securities Act in 1933 and the
Securities Exchange Act in the following year, which established
the Securities and Exchange Commission (SEC). This landmark
legislation shifted the balance between the roles of federal and
state law in governing corporate behavior in America and sparked
the growth of federal regulation of corporations at the expense
of the states and, for the first time, exposed corporate officers to
federal criminal penalties. More recently, in 2002, as a result of the
revelations of accounting and financial misconduct in the Enron and
WorldCom scandals, Congress enacted the Accounting Reform and
Investor Protection Act, better known as the Sarbanes-Oxley Act.

Most of the major state court decisions involving corporate
governance are issued by the Delaware Chancery Court, due to the
large number of major corporations incorporated in Delaware. In
the 21st century, federal securities law, however, has supplanted
state law as the most visible means of regulating corporations. The
federalization of corporate governance law is perhaps best
illustrated by the provision of the Sarbanes-Oxley law that bans
corporate loans to directors and executive officers, a matter long
dominated by state law.

The Securities and Exchange Commission

The SEC—created to protect investors; maintain fair, orderly, and
efficient markets; and facilitate capital formation—is charged with
implementing and enforcing the legal framework that governs
security transactions in the United States. This framework is based
on a simple and straightforward concept: All investors, whether
large institutions or private individuals, should have access to
certain basic facts about an investment prior to buying it, and so
long as they hold it. To achieve this, the SEC requires public
companies to disclose meaningful financial and other information
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to the public. This promotes efficiency and transparency in the
capital market, which, in turn, stimulates capital formation. To
ensure efficiency and transparency, the SEC monitors the key
participants in the securities trade, including securities exchanges,
securities brokers and dealers, investment advisers, and mutual
funds. [3]

Crucial to the SEC’s effectiveness in each of these areas is its
enforcement authority. Each year the SEC brings hundreds of civil
enforcement actions against individuals and companies for violation
of the securities laws. Typical infractions include insider trading,
accounting fraud, and providing false or misleading information
about securities and the companies that issue them. Although it is
the primary overseer and regulator of the U.S. securities markets,
the SEC works closely with many other institutions, including
Congress, other federal departments and agencies, self-regulatory
organizations (e.g., the stock exchanges), state securities regulators,
and various private sector organizations. Specific responsibilities
of the SEC include (a) interpret federal securities laws; (b) issue
new rules and amend existing rules; (c) oversee the inspection of
securities firms, brokers, investment advisers, and ratings agencies;
(d) oversee private regulatory organizations in the securities,
accounting, and auditing fields; and (e) coordinate U.S. securities
regulation with federal, state, and foreign authorities.

The Exchanges

The NYSE Euronext and NASDAQ account for the trading of a major
portion of equities in North America and the world. While similar in
mission, they are different in the ways they operate and in the types
of equities that are traded on them. [4]

The NYSE Euronext and its predecessor, the NYSE, trace their
origins to 1792. Their listing standards are among the highest of
any market in the world. Meeting these requirements signifies that

Corporate Governance and Sarbanes-Oxley Act and Other Recent
Reforms | 79



a company has achieved leadership in its industry in terms of
business and investor interest and acceptance. The Corporate
Governance Listing Standards set out in Section 303A of the NYSE
Listed Company Manual were initially approved by the SEC on
November 4, 2003, and amended in the following year. Today, NYSE
Euronext’s nearly 4,000 listed companies represent almost $30
trillion in total global market capitalization.

The NASDAQ, the other major U.S. stock exchange, is the largest
U.S. electronic stock market. With approximately 3,200 companies,
it lists more companies and, on average, trades more shares per
day than any other U.S. market. It is home to companies that are
leaders across all areas of business, including technology, retail,
communications, financial services, transportation, media, and
biotechnology. The NASDAQ is typically known as a high-tech
market, attracting many of the firms dealing with the Internet or
electronics. Accordingly, the stocks on this exchange are considered
to be more volatile and growth-oriented.

While all trades on the NYSE occur in a physical place, on the
trading floor of the NYSE, the NASDAQ is defined by a
telecommunications network. The fundamental difference between
the NYSE and NASDAQ, therefore, is in the way securities on the
exchanges are transacted between buyers and sellers. The NASDAQ
is a dealer’s market in which market participants buy and sell from a
dealer (the market maker). The NYSE is an auction market, in which
individuals typically buy from and sell to one another based on an
auction price.

Prior to March 8, 2006, a major difference between these two
exchanges was their type of ownership: the NASDAQ exchange was
listed as a publicly traded corporation, while the NYSE was private.
In March of 2006, however, the NYSE went public after being a not-
for-profit exchange for nearly 214 years. In the following year, NYSE
Euronext—a holding company—-was created as part of the merger
of the NYSE Group Inc. and Euronext N.V. Now, NYSE Euronext
operates the world’s largest and most liquid exchange group and
offers the most diverse array of financial products and services (see
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NYSE Web site at http: //www.nyse.com). It brings together six cash
equities exchanges in five countries and six derivatives exchanges
and is a world leader for listings, trading in cash equities, equity
and interest rate derivatives, bonds, and the distribution of market
data. As publicly traded companies, the NASDAQ and the NYSE must
follow the standard filing requirements set out by the SEC and
maintain a body of rules to regulate their member organizations
and their associated persons. Such rules are designed to prevent
fraudulent and manipulative acts and practices, promote just and
equitable principles of trade, and provide a means by which they
can take appropriate disciplinary actions against their membership
when rule violations occur.

The Gatekeepers: Auditors, Security Analysts,
Bankers, and Credit Rating Agencies

The integrity of our financial markets greatly depends on the role
played by a number of “gatekeepers”— external auditors, analysts,
and credit rating agencies—in detecting and exposing the kinds of
questionable financial and accounting decisions that led to the
collapse of Enron, WorldCom, and other “misreporting” or
accounting frauds. [5] A key question is whether we can (or should)
rely on these gatekeepers to perform their roles diligently. It can
be argued that we can and should because their business success
depends on their credibility and reputation with the ultimate users
of their information— investors and creditors—and if they provide
fraudulent or reckless opinions, they are subject to private damage
suits. The problem with this view is that the interests of gatekeepers
are often more closely aligned with those of corporate managers
than with investors and shareholders. Gatekeepers, after all, are
typically hired and paid (and fired) by the very firms that they
evaluate or rate, and not by creditors or investors. Auditors are
hired and paid by the firms they audit; credit rating agencies are
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typically retained and paid by the firms they rate; lawyers are paid
by the firms that retain them; and, as we learned in the aftermath
of the 2001 governance scandals, until recently the compensation
of security analysts (who work primarily for investment banks) was
closely tied to the amount of related investments banking business
that their employers (the investment banks) do with the firms that
their analysts evaluate. [6] A contrasting view, therefore, holds that
most gatekeepers are inherently conflicted and cannot be expected
to act in the interests of investors and shareholders. Advocates
of this perspective also argue that gatekeeper conflict of interest
worsened during the 1990s because of the increased cross-selling
of consulting services by auditors and credit rating agencies and
by the cross-selling of investment banking services. [7] Both issues
are addressed by recent regulatory reforms; new rules address the
restoration of the “Chinese Wall” between investment banks and
security analysts, and mandate the separation of audit and
consulting services for accounting firms.

[1] Agency theory explains the relationship between principals,
such as shareholders and agents, like a company’s executives. In this
relationship, the principal delegates or hires an agent to perform
work. The theory attempts to deal with two specific problems: first,
that the goals of the principal and agent are not in conflict (agency
problem) and second, that the principal and agent reconcile
different tolerances for risk.

[2] This section is based on Kenneth Holland’s May 2005 review of
the book Corporate Governance: Law, Theory and Policy.

[3] http: //www.sec.gov/about /whatwedo.shtml

[4] http: //www.investopedia.com

[5] This section draws on Edwards (2003).

[6] Citigroup paid $400 million to settle government charges that
it issued fraudulent research reports; and Merrill Lynch agreed to
pay $200 million for issuing fraudulent research in a settlement
with securities regulators and also agreed that, in the future, its
securities analysts would no longer be paid on the basis of the firm’s
related investment-banking work.
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[7] Coffee (2002, 2003a, 2003b).

Corporate Governance in America: A Brief
History Entrepreneurial, Managerial, and
Fiduciary Capitalism

In the first part of the twentieth century, large U.S. corporations
were controlled by a small number of wealthy
entrepreneurs—Morgan, Rockefeller, Carnegie, Ford, and Du Pont,
to name a few. These “captains of industry” not only owned the
majority of the stock in companies, such as Standard Oil and U.S.
Steel, but they also exercised their rights to run these companies. By
the 1930s, however, the ownership of U.S. corporations had become
much more widespread. Capitalism in the United States had made
a transition from entrepreneurial capitalism, the model in which
ownership and control had been synonymous, to managerial
capitalism, a model in which ownership and control were effectively
separated—that is, in which effective control of the corporation was
no longer exercised by the legal owners of equity (the shareholders)
but by hired, professional managers. With the rise of institutional
investing in the 1970s, primarily through private and public pension
funds, the responsibility of ownership became once again
concentrated in the hands of a relatively small number of
institutional investors who act as fiduciaries on behalf of individuals.
This large-scale institutionalization of equity brought further
changes to the corporate governance landscape. Because of their
size, institutional investors effectively own a major fraction of many
large companies. And because this can restrict their liquidity, they
de facto may have to rely on active monitoring (usually by other,
smaller activist investors) than trading. This model of corporate
governance, in which monitoring has become as or more important
than trading, is sometimes referred to as fiduciary capitalism. [1]
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The 1980s: Takeovers and Restructuring

As the ownership of American companies changed, so did the
board-management relationship. For the greater part of the 20th
century, when managerial capitalism prevailed, executives had a
relatively free rein in interpreting their responsibilities toward the
various corporate stakeholders and, as long as the corporation
made money and its operations were conducted within the confines
of the law, they enjoyed great autonomy. Boards of directors, mostly
selected and controlled by management, intervened only
infrequently, if at all. Indeed, for the first half of the last century,
corporate executives of many publicly held companies managed
with  little or no outside control. Saylor URL:
http: //www.saylor.org /books Saylor.org 22

In the 1970s and 1980s, however, serious problems began to
surface, such as exorbitant executive payouts, disappointing
corporate earnings, and ill-considered acquisitions that amounted
to little more than empire building and depressed shareholder
value. Led by a small number of wealthy, activist shareholders
seeking to take advantage of the opportunity to capture
underutilized assets, takeovers surged in popularity. Terms, such as
leveraged buyout, dawn raids, poison pills, and junk bonds, became
household words, and individual corporate raiders, including Carl
Icahn, Irwin Jacobs, and T. Boone Pickens, became well known. The
resulting takeover boom exposed under performing companies and
demonstrated the power of unlocking shareholder value.

The initial response of U.S. corporate managers was to fight
takeovers with legal maneuvers and to attempt to enlist political and
popular support against corporate raiders. These efforts met with
some legislative, regulatory, and judicial success and made hostile
takeovers far more costly. As a result, capital became scarce and
junk-bond-financed, highly leveraged, hostile takeovers faded from
the stage. [2] Of lasting importance from this era was the emergence
of institutional investors who knew the value of ownership rights,
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had fiduciary responsibilities to use them, and were big enough to
make a difference. [3] And with the implicit assent of institutional
investors, boards substantially increased the use of stock option
plans that allowed managers to share in the value created by
restructuring their own companies. Shareholder value, therefore,
became an ally rather than a threat. [4] [1] This section is based
on the essay by Hawley and Williams (2001). [2] Thornton (2002,
January 14). Hostile takeovers made a dramatic comeback after the
2001 to 2002 economic recession. In 2001, the value of hostile
takeovers climbed to $94 billion, more than twice the value in 2000
and almost $15 billion more than in 1988, the previous peak year.
[3] Romano (1994). [4] Holmstrom and Kaplan (2003). Saylor URL:
http: //www.saylor.org /books Saylor.org 23

The Meltdown of 200t

The year 2001 will be remembered as the year of corporate scandals.
The most dramatic of these occurred in the United States—in
companies such as Enron, WorldCom, Tyco, and others—but Europe
also had its share, with debacles at France’s Vivendi, the
Netherlands’ Ahold, Italy’s Parmalat, and ABB, a Swiss-Swedish
multinational company. Even before these events fully unfolded, a
rising number of complaints about executive pay, concerns about
the displacement of private-sector jobs to other countries through
off-shoring, and issues of corporate social responsibility had begun
to fuel emotional and political reactions to corporate news in the
United States and abroad.

Most of these scandals involved deliberately inflating financial
results, either by overstating revenues or understating costs, or
diverting company funds to the private pockets of managers. Two of
the most prominent examples of fraudulent “earnings management”
include Enron’s creation of off- balance sheet partnerships to hide
the company’s deteriorating financial position and to enrich Enron
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executives and WorldCom’s intentional misclassification of as much
as S11 billion in expenses as capital investments—perhaps the largest
accounting fraud in history.

The Enron scandal came to symbolize the excesses of
corporations during the long economic boom of the 1990s. [1] Hailed
by Fortune magazine as “America’s Most Innovative Company” for 6
straight years from 1996 to 2001, Enron became one of the largest
bankruptcies in U.S. history. Its collapse in December 2001 followed
the disclosure that it had reported false profits, using accounting
methods that failed to follow generally accepted procedures. Both
internal and external controls failed to detect the financial losses
disguised as profits for a number of years. At first, Enron’s senior
executives, whose activities brought the company to the brink of
ruin, escaped with millions of dollars as they retired or sold their
company stock before its price plummeted. Enron employees were
not so lucky. Many lost their jobs and a hefty portion of retirement
savings invested in Enron stock. Because the company was able
to hide its losses for nearly 5 years, the Enron scandal shook the
confidence of investors in American governance around the world.
Outside agencies, such as accounting firms, credit rating
businesses, and stock market analysts had failed to warn the public
Saylor URL: http://www.saylor.org/books Saylor.org 24 about
Enron’s business losses until they were obvious to all. Internal
controls had not functioned, either. And Enron’s board of directors,
especially its audit committee, apparently did not understand the
full extent of the financial activities undertaken by the firm and,
consequently, had failed in providing adequate oversight. Some
experts believed that the federal government also bore some
responsibility. Politicians in both the legislative and executive
branches received millions of dollars in campaign donations from
Enron during the period when the federal government decided to
deregulate the energy industry, removing virtually all government
controls. Deregulation was the critical act that made Enron’s rise as
a $100 billion company possible.

In June 2002, shortly after the Enron debacle, WorldCom
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admitted that it had falsely reported $3.85 billion in expenses over
5 quarterly periods to make the company appear profitable when it
had actually lost $1.2 billion during that period. [2] Experts said it
was one of the biggest accounting frauds ever. In its aftermath, the
company was forced to lay off about 17,000 workers, more than 20%
of its workforce. Its stock price plummeted from a high of $64.50
in 1999 to 9 cents in late July 2002 when it filed for bankruptcy
protection. In March 2004, in a formal filing with the SEC, the
company detailed the full extent of its fraudulent accounting. The
new statement showed the actual fraud amounted to $11 billion and
was accomplished mainly by artificially reducing expenses to make
earnings appear larger. After restructuring its debt and meeting
other requirements imposed by a federal court, the company
emerged from bankruptcy protection in April 2004 and formally
changed its name to MCI Inc. Even as it emerged from bankruptcy,
industry observers anticipated that MCI would need to merge with
another telecommunications firm to compete against larger
companies that offered a broader range of telecommunications
services. The merger materialized less than a year later, in February
2005, when Verizon Communications Inc. announced its acquisition
of MCI for about $6.7 billion in cash, stocks, and dividend payments.
MCI ceased to exist as an independent company under the terms of
the merger, which was completed in 2006.

As Edwards (2003) notes, these scandals raised fundamental
questions about the motivations and incentives of executives and
about the effectiveness of existing corporate governance practices,
not only in the United States, but also in other parts of the world,
including, What motivated executives to engage in fraud and
earnings mismanagement? Why did boards either condone or fail
to recognize Saylor URL: http: //www.saylor.org /books Saylor.org
25 and stop managerial misconduct and allow managers to deceive
shareholders and investors? Why did external gatekeepers, for
example, auditors, credit rating agencies, and securities analysts,
fail to uncover the financial fraud and earnings manipulation, and
alert investors to potential discrepancies and problems? Why were
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shareholders themselves not more vigilant in protecting their
interests, especially large institutional investors? What does this say
about the motivations and incentives of money managers?[3]

Because of the significance of these questions and their influence
on the welfare of the U.S. economy, the government, regulatory
authorities, stock exchanges, investors, ordinary citizens, and the
press all started to scrutinize the behavior of corporate boards
much more carefully than they had before. The result was a wave
of structural and procedural reforms aimed at making boards more
responsive, more proactive, and more accountable, and at restoring
public confidence in our business institutions. The major stock
exchanges adopted new standards to strengthen corporate
governance requirements for listed companies; then Congress
passed the Sarbanes-Oxley Act of 2002, which imposes significant
new disclosure and corporate governance requirements for public
companies, and also provides for substantially increased liability
under the federal securities laws for public companies and their
executives and directors; and the SEC adopted a number of
significant reforms. [1] Lindstrom (2008). [2] “MCI, Inc.,” Microsoft®
Encarta® Online Encyclopedia (2008). [3] Edwards (2003). Saylor
URL: http: //www.saylor.org /books Saylor.org 26

The Financial Crisis of 2008

Just as investor confidence had (somewhat) been restored and the
avalanche of regulatory reform that followed the 2001 meltdown
digested, a new, possibly even more damaging crisis, potentially
global in scale and scope, emerged. While it has not (yet) been
labeled as a “corporate governance” crisis, the “financial crisis of
2008” once again raises important questions about the efficacy of
our economic and financial systems, board oversight, and executive
behavior. Specifically, as the economic news worsens—rising
inflation and unemployment, falling house prices, record bank
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losses, a ballooning federal deficit culminating in a $10 trillion
national debt, millions of Americans losing their homes, a growing
number of failures of banks and other financial institutions—CEOs,
investors, and creditors are walking away with billions of dollars,
while American taxpayers are being asked to pick up the tab
(Freddie Mac’s chairman earned $14.5 million in 2007; Fannie Mae’s
CEO earned $14.2 million that same year). Not surprisingly, ordinary
citizens who have seen the value of the 401K plans shrink by 40%
or more are asking tough questions: How did we get into this mess?
Why should we support Wall Street? Where was the government?
What has happened to accountability? While the causes of the
current crisis will be debated for some time—Did we rely too much
on free markets or not enough? Did special interests shape public
policy? Did greed rule once again? Where were the boards of Bear
Stearns, Lehman Brothers, and AIG? Were regulators asleep at the
wheel? Incompetent?—one thing is for sure. Another wave of
regulatory reform—this time possibly global in reach—is around the
corner. And once again we will be asking the questions that
prompted the writing of this book: What will be the impact on
investor confidence? On corporate behavior? On boards of
directors? On society?

Sarbanes-Oxley Act Overview

The Sarbanes-Oxley Act of 2002 imposes significant new disclosure
and corporate governance requirements for public companies and
also provides for substantially increased liability under the federal
securities laws for public companies and their executives and
directors. After it was adopted, the NYSE, NASDAQ, and AMEX
adopted more comprehensive reporting requirements for listed
companies, and the Securities and Exchange Commission (SEC)
issued a host of new regulations aimed at strengthening
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transparency and accountability through more timely and accurate
disclosure of information about corporate performance.

The most important changes concern director independence, the
composition and responsibilities of the audit, nominating and
compensation committees, shareholder approval of equity
compensation plans, codes of ethics or conduct, the certification
of financial statements by executives, payments to directors and
officers of the corporation, the creation of an independent
accounting oversight board, and the disclosure of internal controls.

Director Independence

New stock exchange listing requirements stipulate that the majority
of directors of public companies be “independent.” [1] The rules
further state, “No director will qualify as independent unless the
board affirmatively determines that the director has no material
relationship with the listed company” and require companies to
disclose determinations of independence in its annual proxy
statement or, if the company does not file an annual proxy
statement, in the company’s annual report on Form 10-K filed with
the SEC. The rationale for increasing independence was that
shareholders, by virtue of their inability to directly monitor
management behavior, rely on the board of directors to perform
critical monitoring activities and that the board’s monitoring
potential is reduced, or perhaps eliminated, when management
itself effectively controls the actions of the board. Additionally,
outside directors may lack independence through various
affiliations with the company and may be inclined to support
management’s decisions in hopes of retaining their relationship
with the firm. Requiring a board to have a majority of independent
directors therefore increases the quality of board oversight and
lessens the possibility of damaging conflicts of interest.
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Audit Committees

Rule 10A-3 under the Exchange Act directs the stock exchanges and
NASDAQ to require listed companies to have an audit committee
composed entirely of independent directors. Subsequent stock
exchange and SEC amendments further strengthened this provision
by requiring the following, among other things:

* Each member of the audit committee is financially literate, as
such qualification is interpreted by the board in its business
judgment, or will become financially literate within a
reasonable period of time after his or her appointment to the
audit committee.

* At least one member of the audit committee is a “financial
expert,” defined as someone who has

o an understanding of financial statements and generally
accepted accounting principles;

o an ability to assess the general application of such
principles in connection with the accounting for
estimates, accruals, and reserves;

o experience preparing, auditing, analyzing, or evaluating
financial statements;

o an understanding of internal controls and procedures for
financial reporting;

o an understanding of audit committee functions.

* The audit committee has a charter that addresses the
committee’s purpose and sets forth the duties and
responsibilities of the committee.

* The audit committee obtains and reviews an annual report by
the independent auditor regarding the firm’s internal quality-
control procedures, discusses the audited financial statements
with the independent auditor and management, and reports
regularly to the board of directors.

* The audit committee is directly responsible for the
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appointment, compensation, retention, and oversight of the
outside auditors. Additionally, the outside auditors must report
directly to the audit committee.

* The audit committee has the authority to engage independent
counsel and other advisers, as it determines necessary to carry
out its duties.

* The audit committee approves, in advance, any audit or
nonaudit services provided by the outside auditors.

The reasons behind these reforms are self-evident. Audit
committees are in the best position within the company to identify
and act in instances where top management may seek to
misrepresent reported financial results. An audit committee
composed entirely of outside independent directors can provide
independent recommendations to the company’s board of directors.
The responsibilities of the audit committee include review of the
internal audit department, review of the annual audit plan, review
of the annual reports and the results of the audit, selection and
appointment of external auditors, and review of the internal
accounting controls and safeguard of corporate assets.

Compensation Committees

New NYSE and SEC rules require that

* listed companies have a compensation committee composed
entirely of independent directors;

» the compensation committee has a written charter that
addresses, among other things, the committee’s purpose and
sets forth the duties and responsibilities of the committee;

* the compensation committee produces—on an annual basis—a
compensation committee report on executive compensation,
to be included in the company’s annual proxy statement or
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annual report on Form 10-K filed with the SEC.

These reforms respond to the unprecedented growth in
compensation for top executives and a dramatic increase in the
ratio between the compensation of executives and their employees
over the last 2 decades. A reasonable and fair compensation system
for executives and employees is fundamental to the creation of
long-term corporate value. The responsibility of the compensation
committee is to evaluate and recommend the compensation of the
firm's top executive officers, including the CEO. To fulfill this
responsibility objectively, it is necessary that the compensation
committee be composed entirely of outside independent directors.

Nominating Committees

New NYSE and SEC rules stipulate that

* alisted company must have a nominating and corporate
governance committee composed entirely of independent
directors;

* the nominating and corporate governance committee must
have a charter that addresses the committee’s purpose and
sets forth the goals and responsibilities of the committee.

Nominating new board members is one of the board’s most
important functions. It is the responsibility of the nominating
committee to nominate individuals to serve on the company’s board
of directors. Placing this responsibility in the hands of an
independent nominating committee increases the likelihood that
chosen individuals will be more willing to act as advocates for the
shareholders and other stakeholders and be less beholden to
management.
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Shareholder Approval for Equity-Compensation
Plans

An equity-compensation plan is a plan or other arrangement that
provides for the delivery of equity securities (including options)
of the listed company to any service provider as compensation
for services. Equity-compensation plans can help align shareholder
and management interests, and equity-based awards are often very
important components of employee compensation. New NYSE and
SEC rules require shareholder approval for stock option plans or
other equity compensation plans and any material modification of
such plans. These rules are subject to a significant number of
exemptions, however. Separately, new accounting rules have
changed the accounting of stock options. [1]

[1] For more on this subject, see Chapter 8 “CEO Performance
Evaluation and Executive Compensation” in this volume.

Codes of Ethics and Conduct

New rules also require that public companies must adopt and
disclose a code of business conduct and ethics for directors,
officers, and employees; include its code of business conduct and
ethics on its Web site; and each annual report filed with the SEC
must state that the code of business conduct and ethics is available
on the Web site. The code of conduct must comply with the
definition of a “code of ethics” set forth in section 406 of Sarbanes-
Oxley and provide for an enforcement mechanism that ensures
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prompt and consistent enforcement of the code, protection for
persons reporting questionable behavior, clear and objective
standards for compliance, and a fair process by which to determine
violations.

Certification of Financial Statements

Sarbanes-Oxley requires the following:

» The principal executive officers and principal financial officers
of public companies should provide a written statement with
each periodic report that contains financial statements
certifying (a) the report complies with the requirements of
section 13(a) or 15(d) of the Exchange Act; and (b) the
information contained in the report fairly presents, in all
material respects, the financial condition and results of
operations of the company

* The above certifications need to be filed separately with the
SEC as exhibits to the periodic reports to which they relate.

» The principal executive officer and principal financial officer of
the company must certify in each annual and quarterly report
that

o the certifying officers have reviewed the report;

o to the certifying officers’ knowledge, the report does not
contain any untrue statement of material fact or omit to
state a material fact necessary in order to make the
statements made, in light of the circumstances under
which the statements were made, not misleading;

o to the certifying officers’ knowledge, the financial
statements and other financial information included in the
report fairly present, in all material respects, the financial
condition and results of operations of the company as of
the dates of, and for the periods presented in, the reports;
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o the certifying officers (a) are responsible for establishing
and maintaining effective internal controls, (b) have
designed such internal controls to ensure that material
information relating to the company is made known to
them, (c) have evaluated the effectiveness of the controls
as of a date within 90 days prior to the filing of the report,
(d) have presented in the report their conclusions about
the effectiveness of the controls, (e) have disclosed to their
outside auditors and audit committee any significant
deficiencies in the internal controls and any fraud
involving management or other employees who have a
significant role in the company’s internal controls, (f) have
identified for the outside auditors any material
weaknesses in the internal controls, and (g) have indicated
in the report whether or not there were significant
changes in the internal controls that could affect those
controls, including any corrective actions.

Any CEO or CFO who provides the certification knowing that the
report does not meet the above listed standards can be fined up to
$1 million, imprisoned for up to 10 years, or both.

Payments to Directors and Officers

Sarbanes-Oxley and subsequent SEC directives stipulate that

* no public company may make a personal loan to a director or
officer, and existing loans may not be materially modified or
renewed;

» the CEO and CFO of a public company that restates its
financial statements as a result of misconduct will have to
forfeit any bonuses, incentives, equity-based compensation,
and profits on sales of company stock realized during the
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12-month period following the first public issuance of the
financial document or report containing the inaccurate
financial statements;

* the SEC has the authority to freeze any extraordinary
payments by the company to any of its directors or officers
while an investigation is ongoing;

» the SEC can bar a person who has violated section 17(a) of the
Securities Act of 1933 or section 10(b) of the Exchange Act from
serving as a public company director or officer;

 directors, officers, and 10% of stockholders of public
companies are required to report changes in beneficial
ownership within 2 business days after the relevant
transaction;

* directors and executive officers are prohibited from buying or
selling equity securities during a blackout period;

* non-management directors are required to meet in regularly
scheduled executive sessions without management present.

Creation of the PCAOB

The Public Company Accounting Oversight Board (PCAOB) is a
private-sector, nonprofit corporation created by Sarbanes-Oxley to
oversee accounting professionals who provide independent audit
reports for publicly traded companies. Its responsibilities include

* registering public accounting firms;

* establishing auditing, quality control, ethics, independence,
and other standards relating to public company audits;

* conducting inspections, investigations, and disciplinary
proceedings of registered accounting firms;

 enforcing compliance with Sarbanes-Oxley.

When Congress created the PCAOB, it gave the SEC the authority to
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oversee the PCAOB's operations, to appoint or remove members, to
approve the PCAOB’s budget and rules, and to entertain appeals of
PCAOB inspection reports and disciplinary actions.

Disclosure of Internal Controls

As directed by section 404 of Sarbanes-Oxley, the SEC adopted
a rule requiring registered companies to include in their annual
reports a report of management on the company’s internal control
over financial reporting. Theinternal control report must include

* astatement of management’s responsibility for establishing
and maintaining adequate internal controls;

* amanagement assessment of the effectiveness of the
company’s internal controls including disclosure of any
material weaknesses;

* astatement identifying the framework used by management to
evaluate the effectiveness of internal controls;

* astatement that the independent auditors have issued an
attestation report on management’s assessment of the
company’s internal controls over financial reporting. In
addition, companies must provide disclosure about off-
balance-sheet transactions in registration statements, annual
reports, and proxy statements.
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7. Red Flags in Management

Analysis of corporations that have experienced major ethical and
financial difficulties shows these companies have a great deal in
common in terms of their corporate culture and management
profiles, as well as their accounting and governance practices. On
the basis of this knowledge, we can identify a number of early
warning signals, or red flags, boards can use to spot the emergence
of a corporate environment and culture susceptible to conflicts of
interest and management abuse. Individually, these factors may not
be predictive of future problems. In groups, however, they define a
heightened risk profile and should be cause for additional scrutiny
and objective analysis. For example, the combination of aggressive
management practices creating rapid short-term revenue and stock
price growth, coupled with weak board oversight, allowing the CEO
to rapidly accumulate personal wealth through stock-based
incentive compensation, has been present in a significant
percentage of recent problem situations. Risk of rapid financial
deterioration in such cases is exacerbated when the company also
operates with aggressive financial practices and high leverage.
Specifically, audit committees would be well advised to monitor the
following categories of higher risk characteristics based on their
proven usefulness in identifying corporate environments that may
be susceptible to rapid stock price and credit deterioration, as well
as fraud:

* Business Growth Strategy and Record

o Aggressive pursuit of growth through acquisitions or
through rapid expansion into new business lines,
industries, or markets

o Major or frequent shifts or U-turns in business or
operational strategy, including history of restructuring or
sale of core business units or assets
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History of setting business growth targets, strategies, and
projections that appear aggressive or overly optimistic,
especially in comparison to peers

Growth materially in excess of peers or broader market

» Equity Culture: Stock Price Appreciation Strategy and

Management Ownership

o

o

Aggressive positioning as a “growth stock”
Over-preoccupation of management on short-term stock-
price appreciation

Low or no common dividend policy

Rapid accumulation of ownership (stock and options) by
senior management, at a rate and to levels materially in
excess of peer group

Long-established CEO and senior management team with
significant ownership interest where structural
complexity, leverage, or opaqueness are present

Growth in price—earnings ratio, stock price, or market
capitalization materially in excess of peers

* Senior Management Character, Compensation, Composition,

Tenure, Turnover, and Succession

o

Cult of a CEO (leader) personality or the high media profile
of CEO

Over-reliance on, excessive power of, or domination by
the CEO, including unwillingness to delegate

Heavy dependence on the CEO for corporate public, client,
and government relations (e.g., when the CEO is the sole
or main spokesperson)

Weak or “domineered” senior management team below the
CEO

CEO incentive and/or total compensation materially
higher than peer average

Link between company financial performance and
executive compensation primarily focused on short-term
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horizon

Special payments or unusual fringe benefits or loans to
executives without a clear purpose, or unconnected with
any increase in performance (including “guaranteed”
bonuses)

Compensation plans or provisions that create perverse
incentives (i.e., payouts that encourage excessive
acquisition activity; payouts on reaching a certain share
price trading level).

Unclear succession plan and/or failure to name a
successor High or unexpected senior management or
board of director turnover or departures.

Lack of credibility in company explanation of senior
departure(s)

Lavish CEO and senior executive lifestyle and corporate
entertainment

* Corporate Culture and Business Practices

o

Lack of meaningful long-term corporate planning and
focus

Creation of a “culture of greed” and management self-
enrichment: materially more generous compensation
pattern for the CEO and senior executives than peers
“Make the numbers!” corporate culture: untoward
pressure on managers to achieve aggressive budgets o
Creation of a “culture of fear,” penalizing internal debate
and independent or creative thinking; creation of
environment where only “good news” is acceptable to
corporate chieftains

“Take no prisoners!” corporate culture: questionable or
heavy-handed strategies and tactics with competitors,
customers, employees, suppliers, accountants, bankers,
business partners, and regulators or government
authorities

History of litigation in pursuit of business strategies and
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undue pressure on critics (e.g., lawsuits by company
against company customers, employees, suppliers,
accountants, bankers, regulators or government entities) o
Lack of transparency: history of lack of openness with
external and internal constituencies, including
independent directors

Heavy use of lobbyists and lawyers

Aggressive corporate communication and image building;
heavy use of “spin”

History of aggressive or questionable sales and/or
marketing practices

Cavalier attitudes toward internal control

* Company’s Legal, Business, Financial, Ownership, and Tax

Practices

o

Major changes in ownership, managerial, legal, regulatory,
and operating structure

Over-focus of management time and resources on
creating complex corporate legal entity, operating,
finance, and tax structures (particularly if this is
accompanied by inter-company asset sales, transfers, or
fee payments)

Existence of seemingly excessive number of corporate
legal entity vehicles (particularly those with limited or no
clear operational mandates) o Heavy reliance on tax
shelters or similar devices to maintain or maximize
profitability

Management inability or unwillingness to explain reasons
behind corporate-, finance-, tax-, or ownership-structure
complexities

Aggressiveness or complexity in financial leverage and
structure, including

= high degree of leverage versus peers; stability of
capital structure susceptible to refinancing risk;
= over-reliance on short-term debt;
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management inability to explain rationale for
capitalization structure and financing sources and
uses;

complexity or untoward number of financing
subsidiaries or other financing vehicles within the
corporate structure;

Overly structured financing arrangements

» Financial stability and liquidity sensitive to triggers,

contingents, or access to non-operating sources of cash,

including

o existence of material triggers in debt, derivative and

operating agreements calling for repayment or

collateralization of debt or contingents given certain

predefined events;

o lack of credible contingency funding plan;

o over-reliance on receivables sales and factoring;

o danger of tripping covenant thresholds;

o access or ability to borrow curtailed, increased cost of

borrowing;

o financial viability (debt service or access to capital)

dependent on assets sales, extraordinary contingent

realizations, or unusually large cash reserves (at borrower

or subsidiaries).

* Accounting, Disclosure Practices, and Reported Results

o Aggressive strategy or history of revenue or income

recognition and understating costs or liabilities, including

net income growth materially higher than recurring
cash flow growth;

revenue, income growth, or both, materially higher
than peers;

aggressive use of “pro-forma” adjustments;

litigation or regulatory action charging illicit financial
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reporting practices; history of understating costs or
liabilities or overstating revenue;
= history of restatements, accounting errors and
irregularities, and nonrecurring and special charges;
= large percentage of revenues and net income from
non-operating, nonrecurring sources, or both;
= Use of aggressive accounting elections or
assumptions.
o Aggressiveness, problems, frequent changes, and
complexity in accounting practices and reporting,
including

= frequent changes in accounting elections and
treatments,

= especially those affecting revenue, cost, and liability
reporting;

= history of changes in, or disputes with, auditors;
auditor providing qualified opinion or refusal to sign
financials;

= history of late filing or issuance of financials;

= weak internal control environment;

= nontransparent or lacking financial disclosure;

= weak internal audit function, ineffective audit
committee, or both;

= external constituents’ difficulty in understanding
reported results or financials because of complexity in
operational structure or lack of comparability
between reporting periods (e.g., due to impact of
successive acquisitions or dispositions), or both.

* Litigation, Regulatory, and Governmental Actions and Track
Record

o High or increasing incidence in litigation, or threat
thereof, from customers, vendors, competitors, regulators,
shareholders, creditors, or government entities

o Lawsuits suggesting the development of overly aggressive
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or illicit corporate culture in areas including management
misrepresentations, product deficiency, excessive
executive compensation and benefits or perks, company
loans to executives, accounting and reporting
irregularities, fraudulent or coercive sales, price fixing and
illegal “market cornering” activities, or failure to supervise
(management negligence)

Sizable contingent liabilities exist or have material chance
of developing; establishment of material reserves for
future litigation costs/liabilities

Increased incidence of regulatory scrutiny, actions, or
penalties (including forced restatement, refiling of various
reports or tax audits)
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8. Multiple Versus Single
Ethical Standards

LEARNING OBJECTIVES

By the end of this section, you will be able to:

*  Analyze ethical norms and values as they
relate to business standards

*  Explain the doctrine of ethical relativism and
why it is problematic

e Evaluate the claim that having a single ethical
standard makes behaving consistently easier

Business people sometimes apply different ethical
standards in different contexts, especially if they are
working in a culture different from the one in which
they were raised or with coworkers from other
traditions. If we look outside ourselves for ethical
guidance, relying on the context in which we find
ourselves, we can grow confused about what is ethical
business behavior. Stakeholders then observe that the
messages we send via our conduct lack a consistent
ethical core, which can harm our reputation and that of
the business. To avoid falling back on ethical relativism,
a philosophy according to which there is no right or
wrong and what is ethical depends solely on the
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context, we must choose a coherent standard we can
apply to all our interactions with others.

Some people who adopt multiple ethical standards
may choose to exhibit the highest standards with their
families, because these are the people they most revere.
In a business setting, however, this same person may
choose to be an unethical actor whose sole goal is the
ruthless accumulation of wealth by any means. Because
work and family are not the only two settings in which
we live our lives, such a person may behave according to
yet another standard to competitors in a sporting event,
to strangers on the street, or to those in his or her
religious community.

Although the ethical standard we adopt is always a
choice, certain life experiences can have more profound
effects on our choice than others. Among the most
formative experiences are family upbringing and
cultural traditions, broadly defined here to include
religious and ethnic norms, the standard patterns of
behavior within the context in which we live. Culture
and family also influence each other because the family
exists in and responds to its cultural context, as well as
providing us with the bedrock for our deepest values.
Regardless of this initial coding, however, we can choose
the ethical standards we apply in the business context.

Why should we choose a single ethical code for all the
contexts in which we live? The Greek philosophers and
later proponents of the normative ethical theories we
discussed earlier would say that if you apply your reason
to determine how to behave, it makes rational sense to
abide by a single ethical code for all interactions with all

Multiple Versus Single Ethical Standards | 107



persons in all contexts. By doing so, you maximize your
ethical behavior no matter who the other party is.
Furthermore, you have an internally consistent behavior
for all family, friends, customers, clients, and anyone
else with whom you interact. Thus, we need not choose
different values in different contexts, and when people
see us in different situations, they are more likely to
trust us because they see we uphold the same values
regardless of the context.

Indeed, proponents of all the normative ethical
theories would insist that the only rational choice is to
have a single ethical standard. A deontologist would
argue that you should adhere to particular duties in
performing your actions, regardless of the parties with
whom you interact. A utilitarian would say that any act
you take should result in the greatest good for the
greatest number. A virtue ethicist would state that you
cannot be virtuous if you lack integrity in your behavior
toward all.

Adopting a consistent ethical standard is both selfless
and in the manager’s self-interest. That is, would-be
customers and clients are more likely to seek out a
business that treats all with whom it interacts with
honesty and fairness, believing that they themselves will
be treated likewise by that firm. Similarly, business
leaders who treat everyone in a trustworthy manner
need never worry that they might not have impressed a
potential customer, because they always engage in
honorable commercial practices. A single standard of
business behavior that emphasizes respect and good
service appeals to all.
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Normative ethics is about discovering right and
delineating it from wrong; it is a way to develop the
rules and norms we use to guide meaningful decision-
making. The ethics in our single code are not relative to
the time, person, or place. In this world, we all wear
different hats as we go about our daily lives as
employees, parents, leaders, students. Being a truly
ethical person requires that no matter what hat we
wear, we exhibit a single ethical code and that it
includes, among others, such universal principles of
behavior as honesty, integrity, loyalty, fairness, respect
for law, and respect for others.

Yet another reason to adopt a universal ethical
standard is the transparent character it nurtures in us. If
a company’s leadership insists that it stands for honest
business transactions at every turn, it cannot prosecute
those who defraud the company and look the other way
when its own officers do the same. Stakeholders
recognize such hypocrisy and rightly hold it against the
business’s leaders.

Business leaders are not limited to only one of the
normative ethical theories we have described, however.
Virtue theory, utilitarianism, and deontology all have
advantages to recommend them. Still, what should not
change is a corporate commitment to not make
exceptions in its practices when those favor the
company at the expense of customers, clients, or other
stakeholders.

Moving from theory to daily life, we can also look at
the way our reputation is established by the implicit and
explicit messages we send to others. If we adopt ethical
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relativism, friends, family, and coworkers will notice that
we use different standards for different contexts. This
lack of consistency and integrity can alter their
perception of us and likely damage our reputation.

WHAT WOULD YOU DO?

TAKING ADVANTAGE OF
AN EMPLOYEE DISCOUNT

Suppose you work in retail sales for an
international clothing company. A perk of the
job is an employee discount of 25 percent on
all merchandise you purchase for personal
use. Your cousin, who is always looking for a
bargain, approaches you in the store one day
and implores you to give him your employee
discount on a $100 purchase of clothes for
himself.

Critical Thinking

*  How would you handle this
situation and why?
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. Would it matter if the relative were
someone closer to you, perhaps a
brother or sister?

If so, why?

© Sep 20, 2018 OpenStax. Textbook content produced by OpenStax
is licensed under a Creative Commons Attribution License 4.0
license. Download for free at http://cnx.org/contents/
120db7ac-6145-49c2-bcc6-f466557362b3@3
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9. Ethical Principles and
Responsible Decision-Making

Introduction

What are major ethical principles that can be used by individuals
and organizations?

Before turning to organizational and systems levels of ethics, we
discuss classical ethical principles that are very relevant now and on
which decisions can be and are made by individuals, organizations,
and other stakeholders who choose principled, responsible ways of
acting toward others. !

Ethical principles are different from values in that the former
are considered as rules that are more permanent, universal, and
unchanging, whereas values are subjective, even personal, and can
change with time. Principles help inform and influence values. Some
of the principles presented here date back to Plato, Socrates, and
even earlier to ancient religious groups. These principles can be,
and are, used in combination; different principles are also used
in different situations. 2 The principles that we will cover are
utilitarianism, universalism, rights/legal, justice, virtue, common
good, and ethical relativism approaches. As you read these, ask
yourself which principles characterize and underlie your own
values, beliefs, behaviors, and actions. It is helpful to ask and if not
clear, perhaps identify the principles, you most often use now and
those you aspire to use more, and why. Using one or more of these
principles and ethical approaches intentionally can also help you
examine choices and options before making a decision or solving
an ethical dilemma. Becoming familiar with these principles, then,
can help inform your moral decision process and help you observe
the principles that a team, work-group, or organization that you
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now participate in or will be joining may be using. Using creativity
is also important when examining difficult moral decisions when
sometimes it may seem that there are two “right” ways to act in a
situation or perhaps no way seems morally right, which may also
signal that not taking an action at that time may be needed, unless
taking no action produces worse results.

Utilitarianism: A Consequentialist, “Ends Justifies
Means” Approach

The utilitarianism principle basically holds that an action is morally
right if it produces the greatest good for the greatest number of
people. An action is morally right if the net benefits over costs are
greatest for all affected compared with the net benefits of all other
possible choices. This, as with all these principles and approaches,
is broad in nature and seemingly rather abstract. At the same time,
each one has a logic. When we present the specifics and facts
of a situation, this and the other principles begin to make sense,
although judgement is still required.

Some limitations of this principle suggest that it does not
consider individuals, and there is no agreement on the definition
of “good for all concerned” In addition, it is difficult to measure
“costs and benefits” This is one of the most widely used principles
by corporations, institutions, nations, and individuals, given the
limitations that accompany it. Use of this principle generally applies
when resources are scarce, there is a conflict in priorities, and no
clear choice meets everyone’s needs—that is, a zero-sum decision is
imminent
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Universalism: A Duty-Based Approach

Universalism is a principle that considers the welfare and risks of
all parties when considering policy decisions and outcomes. Also
needs of individuals involved in a decision are identified as well as
the choices they have and the information they need to protect
their welfare. This principle involves taking human beings, their
needs, and their values seriously. It is not only a method to make
a decision; it is a way of incorporating a humane consideration of
and for individuals and groups when deciding a course of action. As
some have asked, “What is a human life worth?”

Cooper, Santora, and Sarros wrote, “Universalism is the outward
expression of leadership character and is made manifest by
respectfulness for others, fairness, cooperativeness, compassion,
spiritual respect, and humility” Corporate leaders in the “World’s
Most Ethical Companies” strive to set a “tone at the top” to
exemplify and embody universal principles in their business
practices. 3 Howard Schultz, founder of Starbucks; co-founder Jim
Sinegal at Costco; Sheryl Sandberg, chief operating officer of
Facebook; and Ursula M. Burns, previous chairperson and CEO of
Xerox have demonstrated setting effective ethical tones at the top
of organizations.

Limitations here also show that using this principle may not
always prove realistic or practical in all situations. In addition, using
this principle can require sacrifice of human life-that is, giving
one’s life to help or save others—which may seem contrary to the
principle. The film The Post, based on fact, portrays how the
daughter of the founder of the famed newspaper, the Washington
Post, inherited the role of CEO and was forced to make a decision
between publishing a whistle-blowers’ classified government
documents of then top-level generals and officials or keep silent
and protect the newspaper. The classified documents contained
information proving that generals and other top-level government
administrators were lying to the public about the actual status of
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the United States in the Vietnam War. Those documents revealed
that there were doubts the war could be won while thousands of
young Americans continued to die fighting. The dilemma for the
Washington Post’s then CEO centered on her having to choose
between exposing the truth based on freedom of speech—which was
the mission and foundation of the newspaper—or staying silent and
suppressing the classified information. She chose, with the support
of and pressure from her editorial staff, to release the classified
documents to the public. The Supreme Court upheld her and her
staff's decision. A result was enflamed widespread public protests
from American youth and others. President Johnson was pressured
to resign, Secretary of State McNamara later apologized, and the
war eventually ended with U.S. troops withdrawing. So, universalist
ethical principles may present difficulties when used in complex
situations, but such principles can also save lives, protect the
integrity of a nation, and stop meaningless destruction.

Rights: A Moral and Legal Entitlement—Based
Approach

This principle is grounded in both legal and moral rights. Legal
rights are entitlements that are limited to a particular legal system
and jurisdiction. In the United States, the Constitution and
Declaration of Independence are the basis for citizens’ legal rights,
for example, the right to life, liberty, and the pursuit of happiness
and the right to freedom of speech. Moral (and human) rights, on
the other hand, are universal and based on norms in every society,
for example, the right not to be enslaved and the right to work.

To get a sense of individual rights in the workplace, log on to
one of the “Best Companies to Work For” annual lists
(http: /fortune.com /best-companies/). Profiles of leaders and

organizations’ policies, practices, perks, diversity, compensation,
and other statistics regarding employee welfare and benefits can
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be reviewed. The “World’s Most Ethical Companies” also provides
examples of workforce and workplace legal and moral rights. This
principle, as with universalism, can always be used when individuals,
groups, and nations are involved in decisions that may violate or
harm such rights as life, liberty, the pursuit of happiness, and free
speech.

Some limitations when using this principle are (1) it can be used
to disguise and manipulate selfish and unjust political interests, (2)
it is difficult to determine who deserves what when both parties are
“right,” and (3) individuals can exaggerate certain entitlements at the
expense of others. Still, the U.S. Constitution’s Bill of Rights, ratified
in 1791, was designed as and remains the foundation of, which is
based on freedom and justice to protect the basic rights of all.

Justice: Procedures, Compensation, and
Retribution

This principle has at least four major components that are based on
the tenets that (1) all individuals should be treated equally; (2) justice
is served when all persons have equal opportunities and advantages
(through their positions and offices) to society’s opportunities and
burdens; (3) fair decision practices, procedures, and agreements
among parties should be practiced; and (4) punishment is served to
someone who has inflicted harm on another, and compensation is
given to those for a past harm or injustice committed against them.

A simple way of summarizing this principle when examining a
moral dilemma is to ask of a proposed action or decision: (1) Is it
fair? (2) Is it right? (3) Who gets hurt? (4) Who has to pay for the
consequences? (5) Do I/we want to assume responsibility for the
consequences? It is interesting to reflect on how many corporate
disasters and crises might have been prevented had the leaders and
those involved taken such questions seriously before proceeding
with decisions. For example, the following precautionary actions
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might have prevented the disaster: updating the equipment and
machinery that failed in the BP and the Exxon Valdez oil crises and
investment banks and lending institutions following rules not to sell
subprime mortgages that could not and would not be paid, actions
that led to the near collapse of the global economy.

Limitations when using this principle involve the question of who
decides who is right and wrong and who has been harmed in
complex situations. This is especially the case when facts are not
available and there is no objective external jurisdiction of the state
or federal government. In addition, we are sometimes faced with
the question, “Who has the moral authority to punish to pay
compensation to whom?” Still, as with the other principles
discussed here, justice stands as a necessary and invaluable building
block of democracies and freedom.

Virtue Ethics: Character-Based Virtues

Virtue ethics is based on character traits such as being truthful,
practical wisdom, happiness, flourishing, and well-being. It focuses
on the type of person we ought to be, not on specific actions that
should be taken. Grounded in good character, motives, and core
values, the principle is best exemplified by those whose examples
show the virtues to be emulated.

Basically, the possessor of good character is moral, acts morally,
feels good, is happy, and flourishes. Altruism is also part of
character-based virtue ethics. Practical wisdom, however, is often
required to be virtuous.

This principle is related to universalism. Many leaders’ character
and actions serve as examples of how character-based virtues work.
For example, the famous Warren Buffett stands as an icon of good
character who demonstrates trustworthy values and practical
wisdom. Applying this principle is related to a “quick test” before
acting or making a decision by asking, “What would my ‘best self’ do
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in this situation?” Others ask the question inserting someone they
know or honor highly.

There are some limitations to this ethic. First, some individuals
may disagree about who is virtuous in different situations and
therefore would refuse to use that person’s character as a principle.
Also, the issue arises, “Who defines virtuous, especially when a
complex act or incident is involved that requires factual information
and objective criteria to resolve?”

The Common Good

The common good is defined as “the sum of those conditions of
social life which allow social groups and their individual members
relatively thorough and ready access to their own fulfillment’”
Decision makers must take into consideration the intent as well as
the effects of their actions and decisions on the broader society and
the common good of the many. 4

Identifying and basing decisions on the common good requires us
to make goals and take actions that take others, beyond ourselves
and our self-interest, into account. Applying the common good
principle can also be asked by a simple question: “How will this
decision or action affect the broader physical, cultural, and social
environment in which I, my family, my friends, and others have to
live, breathe, and thrive in now, next week, and beyond?”

A major limitation when using this principle is, “Who determines
what the common good is in situations where two or more parties
differ over whose interests are violated?” In individualistic and
capitalist societies, it is difficult in many cases for individuals to give
up their interests and tangible goods for what may not benefit them
or may even deprive them.
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Ethical Relativism: A Self-Interest Approach

Ethical relativism is really not a “principle” to be followed or
modeled. It is an orientation that many use quite frequently. Ethical
relativism holds that people set their own moral standards for
judging their actions. Only the individual’s self-interest and values
are relevant for judging his or her behavior. Moreover, moral
standards, according to this principle, vary from one culture to
another. “When in Rome, do as the Romans do.”

Obvious limitations of relativism include following one’s blind
spots or self-interests that can interfere with facts and reality.
Followers of this principle can become absolutists and “true
believers”-many times believing and following their own ideology
and beliefs. Countries and cultures that follow this orientation can
result in dictatorships and absolutist regimes that practice different
forms of slavery and abuse to large numbers of people. For example,
South Africa’s all-white National Party and government after 1948
implemented and enforced a policy of apartheid that consisted of
racial segregation. That policy lasted until the 1990s, when several
parties negotiated its demise—with the help of Nelson Mandela
(www.history.com/topics/apartheid). Until that time, international
firms doing business in South Africa were expected to abide by the
apartheid policy and its underlying values. Many companies in the
United States, Europe, and elsewhere were pressured in the 1980s
and before by public interest groups whether or not to continue
doing business or leave South Africa.

At the individual level, then, principles and values offer a source
of stability and self-control while also affecting job satisfaction and
performance. At the organizational level, principled and values-
based leadership influences cultures that inspire and motivate
ethical behavior and performance. The following section discusses
how ethical leadership at the top and throughout organizations

affects ethical actions and behaviors. >
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CONCEPT CHECK

1. What are some ethical guidelines individuals
and organizations can use to make ethical
choices?

2.  Can being aware of the actual values you use to
guide your actions make a difference in your
choices?

© Mar 18, 2019 OpenStax. Textbook content produced by OpenStax
is licensed under a Creative Commons Attribution License 4.0
license. Download for free at http://cnx.org/contents/
aa9071d5-2ea4-4db3-b476-be94bb9d5efI@5.
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10. A Framework for Making
Ethical Decisions

MAKING CHOICES: A FRAMEWORK
FOR MAKING ETHICAL DECISIONS

Decisions about right and wrong permeate everyday life. Ethics
should concern all levels of life: acting properly as individuals,
creating responsible organizations and governments, and making
our society as a whole more ethical. This document is designed
as an introduction to making ethical decisions. It recognizes that
decisions about “right” and “wrong” can be difficult, and may be
related to individual context. It first provides a summary of the
major sources for ethical thinking, and then presents a framework
for decision-making.

1. WHAT IS ETHICS?:

Ethics provides a set of standards for behavior that helps us decide
how we ought to act in a range of situations. In a sense, we can say
that ethics is all about making choices, and about providing reasons
why we should make these choices.

Ethics is sometimes conflated or confused with other ways of
making choices, including religion, law or morality. Many religions
promote ethical decision-making but do not always address the full
range of ethical choices that we face. Religions may also advocate or
prohibit certain behaviors which may not be considered the proper
domain of ethics, such as dietary restrictions or sexual behaviors.
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A good system of law should be ethical, but the law establishes
precedent in trying to dictate universal guidelines, and is thus not
able to respond to individual contexts. Law may have a difficult time
designing or enforcing standards in some important areas, and may
be slow to address new problems. Both law and ethics deal with
questions of how we should live together with others, but ethics is
sometimes also thought to apply to how individuals act even when
others are not involved. Finally, many people use the terms morality
and ethics interchangeably. Others reserve morality for the state of
virtue while seeing ethics as a code that enables morality. Another
way to think about the relationship between ethics and morality is
to see ethics as providing a rational basis for morality, that is, ethics
provides good reasons for why something is moral.

2. TRADITIONAL ARRANGEMENT OF
THE FIELD OF ETHICS:

There are many systems of ethics, and numerous ways to think
about right and wrong actions or good and bad character. The field
of ethics is traditionally divided into three areas: 1.) meta-ethics,
which deals with the nature of the right or the good, as well as the
nature and justification of ethical claims; 2.) normative ethics, which
deals with the standards and principles used to determine whether
something is right or good; 3.) applied ethics, which deals with
the actual application of ethical principles to a particular situation.
While it is helpful to approach the field of ethics in this order,
we might keep in mind that this somewhat “top down” approach
does not exhaust the study of ethics. Our experience with applying
particular ethical standards or principles can inform our
understanding of how good these standard or principles are.

Three Broad Types of Ethical Theory:

Ethical theories are often broadly divided into three types: i)
Consequentialist theories, which are primarily concerned with the
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ethical consequences of particular actions; ii) Non-consequentialist
theories, which tend to be broadly concerned with the intentions
of the person making ethical decisions about particular actions;
and iii) Agent-centered theories, which, unlike consequentialist and
non-consequentialist theories, are more concerned with the overall
ethical status of individuals, or agents, and are less concerned to
identify the morality of particular actions. Each of these three broad
categories contains varieties of approaches to ethics, some of which
share characteristics across the categories. Below is a sample of
some of the most important and useful of these ethical approaches.

i.) Consequentialist Theories:

The Utilitarian Approach

Utilitarianism can be traced back to the school of the Ancient
Greek philosopher Epicurus of Samos (341-270 BCE), who argued
that the best life is one that produces the least pain and distress.
The 18th Century British philosopher Jeremy Bentham (1748-1832)
applied a similar standard to individual actions, and created a
system in which actions could be described as good or bad
depending upon the amount and degree of pleasure and/or pain
they would produce. Bentham’s student, John Stuart Mill (1806-1873)
modified this system by making its standard for the good the more
subjective concept of “happiness,” as opposed to the more
materialist idea of “pleasure”

Utilitarianism is one of the most common approaches to making
ethical decisions, especially decisions with consequences that
concern large groups of people, in part because it instructs us to
weigh the different amounts of good and bad that will be produced
by our action. This conforms to our feeling that some good and
some bad will necessarily be the result of our action and that the
best action will be that which provides the most good or does the
least harm, or, to put it another way, produces the greatest balance
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of good over harm. Ethical environmental action, then, is the one
that produces the greatest good and does the least harm for all
who are affected—government, corporations, the community, and
the environment.

The Egoistic Approach

One variation of the utilitarian approach is known as ethical
egoism, or the ethics of self- interest. In this approach, an individual
often uses utilitarian calculation to produce the greatest amount of
good for him or herself. Ancient Greek Sophists like Thrasymacus
(c. 459-400 BCE), who famously claimed that might makes right,
and early modern thinkers like Thomas Hobbes (1588-1679) may
be considered forerunners of this approach. One of the most
influential recent proponents of ethical egoism was the Russian-
American philosopher Ayn Rand (1905-1982), who, in the book The
Virtue of Selfishness (1964), argues that self-interest is a
prerequisite to self-respect and to respect for others. There are
numerous parallels between ethical egoism and laissez-faire
economic theories, in which the pursuit of self-interest is seen as
leading to the benefit of society, although the benefit of society is
seen only as the fortunate byproduct of following individual self-
interest, not its goal.

The Common Good Approach

The ancient Greek philosophers Plato (427-347 BCE) and Aristotle
(384-322 BCE) promoted the perspective that our actions should
contribute to ethical communal life life. The most influential
modern proponent of this approach was the French philosopher
Jean-Jacques Rousseau (1712-1778), who argued that the best society
should be guided by the “general will” of the people which would
then produce what is best for the people as a whole. This approach
to ethics underscores the networked aspects of society and
emphasizes respect and compassion for others, especially those
who are more vulnerable.
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ii.) Non-consequentialist Theories:

The Duty-Based Approach

The duty-based approach, sometimes called deontological ethics,
is most commonly associated with the philosopher Immanuel Kant
(1724-1804), although it had important precursors in earlier non-
consquentialist, often explicitly religious, thinking of people like
Saint Augustine of Hippo (354-430), who emphasized the
importance of the personal will and intention (and of the
omnipotent God who sees this interior mental state) to ethical
decision making. Kant argued that doing what is right is not about
the consequences of our actions (something over which we
ultimately have no control) but about having the proper intention
in performing the action. The ethical action is one taken from duty,
that is, it is done precisely because it is our obligation to perform
the action. Ethical obligations are the same for all rational creatures
(they are universal), and knowledge of what these obligations entail
is arrived at by discovering rules of behavior that are not
contradicted by reason.

Kant’s famous formula for discovering our ethical duty is known
as the “categorical imperative.” It has a number of different versions,
but Kant believed they all amounted to the same imperative. The
most basic form of the imperative is: “Act only according to that
maxim by which you can at the same time will that it should become
a universal law.” So, for example, lying is unethical because we could
not universalize a maxim that said “One should always lie” Such
a maxim would render all speech meaningless. We can, however,
universalize the maxim, “Always speak truthfully,” without running
into a logical contradiction. (Notice the duty-based approach says
nothing about how easy or difficult it would be to carry out these
maxims, only that it is our duty as rational creatures to do so.) In
acting according to a law that we have discovered to be rational
according to our own universal reason, we are acting autonomously
(in a self-regulating fashion), and thus are bound by duty, a duty we
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have given ourselves as rational creatures. We thus freely choose
(we will) to bind ourselves to the moral law. For Kant, choosing to
obey the universal moral law is the very nature of acting ethically.

The Rights Approach

The Rights approach to ethics is another non-consequentialist
approach which derives much of its current force from Kantian
duty-based ethics, although it also has a history that dates back at
least to the Stoics of Ancient Greece and Rome, and has another
influential current which flows from work of the British empiricist
philosopher John Locke (1632-1704). This approach stipulates that
the best ethical action is that which protects the ethical rights of
those who are affected by the action. It emphasizes the belief that
all humans have a right to dignity. This is based on a formulation
of Kant’s categorical imperative that says: “Act in such a way that
you treat humanity, whether in your own person or in the person
of another, always at the same time as an end and never simply as
a means to an end.” The list of ethical rights is debated; many now
argue that animals and other non-humans such as robots also have
rights.

The Fairness or Justice Approach

The Law Code of Hammurabi in Ancient Mesopotamia (c. 1750
BCE) held that all free men should be treated alike, just as all slaves
should be treated alike. When combined with the universality of the
rights approach, the justice approach can be applied to all human
persons. The most influential version of this approach today is
found in the work of American philosopher John Rawls (1921-2002),
who argued, along Kantian lines, that just ethical principles are
those that would be chosen by free and rational people in an initial
situation of equality. This hypothetical contract is considered fair or
just because it provides a procedure for what counts as a fair action,
and does not concern itself with the consequences of those actions.
Fairness of starting point is the principle for what is considered just.

The Divine Command Approach

As its name suggests, this approach sees what is right as the same
as what God commands, and ethical standards are the creation of
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God’s will. Following God’s will is seen as the very definition what
is ethical. Because God is seen as omnipotent and possessed of free
will, God could change what is now considered ethical, and God
is not bound by any standard of right or wrong short of logical
contradiction. The Medieval Christian philosopher William of
Ockham (1285-1349) was one of the most influential thinkers in
this tradition, and his writings served as a guide for Protestant
Reformers like Martin Luther (1483-1546) and Jean Calvin
(1509-1564). The Danish philosopher Sgren Kierkegaard (1813-1855),
in praising the biblical Patriarch Abraham’s willingness to kill his
son Isaac at God’s command, claimed that truly right action must
ultimately go beyond everyday morality to what he called the
“teleological suspension of the ethical” again demonstrating the
somewhat tenuous relationship between religion and ethics
mentioned earlier.

iii.) Agent-centered Theories:

The Virtue Approach

One long-standing ethical principle argues that ethical actions
should be consistent with ideal human virtues. Aristotle, for
example, argued that ethics should be concerned with the whole
of a person’s life, not with the individual discrete actions a person
may perform in any given situation. A person of good character
would be one who has attainted certain virtues. This approach is
also prominent in non-Western contexts, especially in East Asia,
where the tradition of the Chinese sage Confucius (551-479 BCE)
emphasizes the importance of acting virtuously (in an appropriate
manner) in a variety of situations. Because virtue ethics is
concerned with the entirety of a person’s life, it takes the process
of education and training seriously, and emphasizes the importance
of role models to our understanding of how to engage in ethical
deliberation.
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The Feminist Approach

In recent decades, the virtue approach to ethics has been
supplemented and sometimes significantly revised by thinkers in
the feminist tradition, who often emphasize the importance of the
experiences of women and other marginalized groups to ethical
deliberation. Among the most important contributions of this
approach is its foregrounding of the principle of care as a
legitimately primary ethical concern, often in opposition to the
seemingly cold and impersonal justice approach. Like virtue ethics,
feminist ethics concerned with the totality of human life and how
this life comes to influence the way we make ethical decisions.

Applied Ethics

Terms Used in Ethical Judgments

Applied ethics deals with issues in private or public life that are
matters for ethical judgments. The following are important terms
used in making moral judgments about particular actions.

Obligatory: When we say something is ethically “obligatory” we
mean that it is not only right to do it, but that it is wrong not to
do it. In other words, we have a ethical obligation to perform the
action. Sometimes the easiest way to see if an action is ethically
obligatory is to look at what it would mean NOT to perform the
action. For example, we might say it is ethically obligatory for
parents to care for their children, not only because it is right for
them to do it, but also because it is wrong for them not to do it. The
children would suffer and die if parents did not care for them. The
parents are thus ethically “obligated” to care for their children.

Impermissible: The opposite of an ethically obligatory action is an
action that is ethically impermissible, meaning that it is wrong to do
it and right not to do it. For example, we would say that murder is
ethically impermissible.

Permissible: Sometimes actions are referred to as ethically
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permissible, or ethically “neutral” because it is neither right nor
wrong to do them or not to do them. We might say that having
plastic surgery is ethically permissible, because it is not wrong to
have the surgery (it is not impermissible), but neither is it ethically
necessary (obligatory) to have the surgery. Some argue that suicide
is permissible in certain circumstances. That is, a person would
not be wrong in committing suicide, nor would they be wrong in
not committing suicide. Others would say that suicide is ethically
impermissible.

Supererogatory: A fourth type of ethical action is called
supererogatory. These types of actions are seen as going “above
and beyond the call of duty.” They are right to do, but it is not wrong
not to do them. For example, two people are walking down a hallway
and see a third person drop their book bag, spilling all of their books
and papers onto the floor. If one person stops to help the third
person pick up their books, but the other person keeps on walking,
we somehow feel that the person who stopped to help has acted in
a more ethically appropriate way than the person who did not stop,
but we cannot say that the person who did not stop was unethical
in not stopping. In other words, the person who did not help was
in no way obligated (it was not ethically obligatory) to help. But we
nevertheless want to ethically praise the person who did stop, so we
call his or her actions supererogatory.

3. FRAMEWORKS FOR ETHICAL
DECISION-MAKING:

Making good ethical decisions requires a trained sensitivity to
ethical issues and a practiced method for exploring the ethical
aspects of a decision and weighing the considerations that should
impact our choice of a course of action. Having a method for ethical
decision making is essential. When practiced regularly, the method
becomes so familiar that we work through it automatically without
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consulting the specific steps. This is one reason why we can
sometimes say that we have a “moral intuition” about a certain
situation, even when we have not consciously thought through the
issue. We are practiced at making ethical judgments, just as we
can be practiced at playing the piano, and can sit and play well
“without thinking” Nevertheless, it is not always advisable to follow
our immediate intuitions, especially in particularly complicated or
unfamiliar situations. Here our method for ethical decision making
should enable us to recognize these new and unfamiliar situations
and to act accordingly.

The more novel and difficult the ethical choice we face, the more
we need to rely on discussion and dialogue with others about the
dilemma. Only by careful exploration of the problem, aided by the
insights and different perspectives of others, can we make good
ethical choices in such situations.

Three Frameworks

Based upon the three-part division of traditional normative
ethical theories discussed above, it makes sense to suggest three
broad frameworks to guide ethical decision making: The
Consequentialist Framework; The Duty Framework; and the Virtue
Framework.

While each of the three frameworks are useful for making ethical
decisions, none is perfect—otherwise the perfect theory would have
driven the other imperfect theories from the field long ago.
Knowing the advantages and disadvantages of the frameworks will
be helpful in deciding which is most useful in approach the
particular situation with which we are presented.

The Consequentialist Framework

In the Consequentialist framework, we focus on the future effects
of the possible courses of action, considering the people who will
be directly or indirectly affected. We ask about what outcomes are
desirable in a given situation, and consider ethical conduct to be
whatever will achieve the best consequences. The person using the
Consequences framework desires to produce the most good.

Among the advantages of this ethical framework is that focusing
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on the results of an action is a pragmatic approach. It helps in
situations involving many people, some of whom may benefit from
the action, while others may not. On the other hand, it is not always
possible to predict the consequences of an action, so some actions
that are expected to produce good consequences might actually
end up harming people. Additionally, people sometimes react
negatively to the use of compromise which is an inherent part of
this approach, and they recoil from the implication that the end
justifies the means. It also does not include a pronouncement that
certain things are always wrong, as even the most heinous actions
may result in a good outcome for some people, and this framework
allows for these actions to then be ethical.

The Duty Framework

In the Duty framework, we focus on the duties and obligations
that we have in a given situation, and consider what ethical
obligations we have and what things we should never do. Ethical
conduct is defined by doing one’s duties and doing the right thing,
and the goal is performing the correct action.

This framework has the advantage of creating a system of rules
that has consistent expectations of all people; if an action is ethically
correct or a duty is required, it would apply to every person in
a given situation. This even-handedness encourages treating
everyone with equal dignity and respect.

This framework also focuses on following moral rules or duty
regardless of outcome, so it allows for the possibility that one might
have acted ethically, even if there is a bad result. Therefore, this
framework works best in situations where there is a sense of
obligation or in those in which we need to consider why duty or
obligation mandates or forbids certain courses of action.

However, this framework also has its limitations. First, it can
appear cold and impersonal, in that it might require actions which
are known to produce harms, even though they are strictly in
keeping with a particular moral rule. It also does not provide a way
to determine which duty we should follow if we are presented with
a situation in which two or more duties conflict. It can also be rigid
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in applying the notion of duty to everyone regardless of personal
situation.

The Virtue Framework

In the Virtue framework, we try to identify the character traits
(either positive or negative) that might motivate us in a given
situation. We are concerned with what kind of person we should
be and what our actions indicate about our character. We define
ethical behavior as whatever a virtuous person would do in the
situation, and we seek to develop similar virtues.

Obviously, this framework is useful in situations that ask what sort
of person one should be. As a way of making sense of the world, it
allows for a wide range of behaviors to be called ethical, as there
might be many different types of good character and many paths to
developing it. Consequently, it takes into account all parts of human
experience and their role in ethical deliberation, as it believes that
all of one’s experiences, emotions, and thoughts can influence the
development of one’s character.

Although this framework takes into account a variety of human
experience, it also makes it more difficult to resolve disputes, as
there can often be more disagreement about virtuous traits than
ethical actions. Also, because the framework looks at character, it
is not particularly good at helping someone to decide what actions
to take in a given situation or determine the rules that would guide
one’s actions. Also, because it emphasizes the importance of role
models and education to ethical behavior, it can sometimes merely
reinforce current cultural norms as the standard of ethical behavior.

Putting the Frameworks Together

By framing the situation or choice you are facing in one of the
ways presented above, specific features will be brought into focus
more clearly. However, it should be noted that each framework has
its limits: by focusing our attention on one set of features, other
important features may be obscured. Hence it is important to be
familiar with all three frameworks and to understand how they
relate to each other—where they may overlap, and where they may
differ.
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The chart below is designed to highlight the main contrasts
between the three frameworks:

[Image/Caption]

Because the answers to the three main types of ethical questions
asked by each framework are not mutually exclusive, each
framework can be used to make at least some progress in answering
the questions posed by the other two.

In many situations, all three frameworks will result in the same—or
at least very similar—conclusions about what you should do,
although they will typically give different reasons for reaching
those conclusions.

However, because they focus on different ethical features, the
conclusions reached through one framework will occasionally
differ from the conclusions reached through one (or both) of the
others.

4. APPLYING THE FRAMEWORKS TO
CASES:

When using the frameworks to make ethical judgments about
specific cases, it will be useful to follow the process below.

Recognizing an Ethical Issue

One of the most important things to do at the beginning of ethical
deliberation is to locate, to the extent possible, the specifically
ethical aspects of the issue at hand. Sometimes what appears to
be an ethical dispute is really a dispute about facts or concepts.
For example, some Utilitarians might argue that the death penalty
is ethical because it deters crime and thus produces the greatest
amount of good with the least harm. Other Utilitarians, however,
might argue that the death penalty does not deter crime, and thus
produces more harm than good. The argument here is over which
facts argue for the morality of a particular action, not simply over
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the morality of particular principles. All Utilitarians would abide by
the principle of producing the most good with the least harm.

Consider the Parties Involved

Another important aspect to reflect upon are the various
individuals and groups who may be affected by your decision.
Consider who might be harmed or who might benefit.

Gather all of the Relevant Information

Before taking action, it is a good idea to make sure that you
have gathered all of the pertinent information, and that all potential
sources of information have been consulted.

Formulate Actions and Consider Alternatives

Evaluate your decision-making options by asking the following
questions:

* Which action will produce the most good and do the least
harm? (The Utilitarian Approach)

* Which action respects the rights of all who have a stake in the
decision? (The Rights Approach)

* Which action treats people equally or proportionately? (The
Justice Approach)

* Which action serves the community as a whole, not just some
members? (The Common Good Approach)

* Which action leads me to act as the sort of person I should be?
(The Virtue Approach)

* Make a Decision and Consider It

* After examining all of the potential actions, which best
addresses the situation? How do I feel about my choice?

Act
Many ethical situations are uncomfortable because we can never
have all of the information. Even so, we must often take action.
Reflect on the Outcome

* What were the results of my decision?
* What were the intended and unintended consequences?
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* Would I change anything now that I have seen the
consequences?

5. CONCLUSIONS:

Making ethical decisions requires sensitivity to the ethical
implications of problems and situations. It also requires practice.
Having a framework for ethical decision making is essential. We
hope that the information above is helpful in developing your own
experience in making choices.
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11. Recent Governance
Reforms: An Executive

Summary

In the aftermath of the governance scandals around the turn of the
century, the government, regulatory authorities, stock exchanges,
investors, ordinary citizens, and the press all began to scrutinize the
behavior of corporate boards much more carefully than they had
at anytime before. The result was an avalanche of structural and
procedural reforms aimed at making boards more responsive, more
proactive, and more accountable, and at restoring public confidence
in U.S. business institutions.!

The congress passed the Sarbanes-Oxley Act of 2002, which
imposes significant new disclosure and corporate governance
requirements for public companies and also provides for
substantially increased liability under the federal securities laws for
public companies and their executives and directors. Subsequently,
the NYSE, NASDAQ, and AMEX adopted more comprehensive
reporting requirements for listed companies, and the Securities and
Exchange Commission (SEC) issued a host of new regulations aimed
at strengthening transparency and accountability through more
timely and accurate disclosure of information about corporate
performance.

The most important changes concern director independence and
the composition and responsibilities of the audit, nominating, and
compensation committees. Additional reforms address shareholder
approval of equity compensation plans, codes of ethics and conduct,
the certification of financial statements by executives, payments
to directors and officers of the corporation, the creation of an
independent accounting oversight board, and the disclosure of
internal controls. They are described in some detail in Chapter 12
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“Appendix A: Sarbanes-Oxley and Other Recent Reforms” of this
book.

It is important to understand the rationale behind some of the
most far-reaching reforms. The rationale for increasing director
independence was that shareholders, by virtue of their inability
to directly monitor management behavior, rely on the board of
directors to perform critical monitoring activities and that the
board’s monitoring potential is reduced or perhaps eliminated when
management itself effectively controls the actions of the board.
Additionally, outside directors may lack independence through
various affiliations with the company and may be inclined to
support management’s decisions in hopes of retaining their
relationship with the firm. Requiring a board to have a majority
of independent directors, therefore, increases the quality of board
oversight and lessens the possibility of damaging conflicts of
interest.

Audit committee reforms are among the most important changes
mandated by Sarbanes-Oxley. The reasons behind these reforms are
self-evident. Audit committees are in the best position within the
company to identify and act in instances where top management
may seek to misrepresent reported financial results. An audit
committee composed entirely of outside independent directors can
provide independent recommendations to the company’s board of
directors. The responsibilities of the audit committee include
review of the internal audit department, review of the annual audit
plan, review of the annual reports and the results of the audit,
selection and appointment of external auditors, and review of the
internal accounting controls and safeguard of corporate assets.

Compensation committee reforms respond to the
unprecedented growth in compensation for top executives and a
dramatic increase in the ratio between the compensation of
executives and their employees over the last 2 decades. A
reasonable and fair compensation system for executives and
employees is fundamental to the creation of long-term corporate
value. The responsibility of the compensation committee is to
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evaluate and recommend the compensation of the firm's top
executive officers, including the CEO. To fulfill this responsibility
objectively, it is necessary that the compensation committee be
composed entirely of outside independent directors.

Nominating new board members is one of the board’s most
important functions. It is the responsibility of the nominating
committee to nominate individuals to serve on the company’s board
of directors. Placing this responsibility in the hands of an
independent nominating committee increases the likelihood that
chosen individuals will be more willing to act as advocates for the
shareholders and other stakeholders and be less beholden to
management.

'For a more detailed summary of these and related governance
reforms, see, for example, Morgan Lewis,

Counselors at Law, “Corporate Governance: An Overview of
Recently Adopted Reforms” (2004); or Petra,

“Corporate Governance Reforms: Fact or Fiction, Corporate
Governance” (2006), pp. 107-115
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12. Debating CSR: Methods
and Strategies

Source: U.S. Navy (CC-BY 2012) Figure 2.1 Deployed U.S.
sailors watching the U.S. Presidential debate between
candidates Barack Obama and Mitt Romney in 2012.

Why Debate CSR?

In this chapter, we help you prepare for productive debates on CSR.
Our first question is: why debate CSR? Why not just study texts on
CSR, and then write essays or take tests on the topic? Why do we
need to debate?

The position of this textbook is that CSR is not only an important
social phenomenon, but a complex and controversial one. As we will
see in this book, there are often two sides to CSR issues. As future
voters and future employees of corporations, schools, governments,
and civil society organizations, you will get a chance to have a real
impact on the future of CSR. But what should the future of CSR be?
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It is not the role of teachers or textbooks to tell you what to think
when it comes to such a new and politically divisive topic. Like your
fellow citizens, you are entitled to develop your own opinion, but
we hope that it will be an informed and logical opinion, rather than
one that emerges reflexively from political partisanship or cultural
tradition.

In short, we want you to practice thinking for yourself about CSR,
and we think the best way to practice is that is to debate crucial
issues relating to CSR. At times you will be asked to come up with
the strongest arguments in favor of a position that you do not
initially support. As the saying goes, to understand another person
you have to walk a mile in their shoes. If you want to understand
why many of your fellow citizens take social and political positions
that are different from yours, the best thing to do is to consider the
strongest arguments on their side—and the best way to do that is to
become their advocate, even if only for the length of a class session.

Questioning the Value of CSR Itself

As an example of the importance and complexity of CSR-related
public debates, consider the following controversies related to CSR:
CSR: Sincere ethics or hypocritical public relations?

* Facts: CSR s a rapidly growing field of study in universities and
business schools, and most large corporations have adopted
CSR programs.

* The controversial aspect: Is CSR a good thing or is it just
corporate window-dressing?

* In favor of CSR: CSR motivates corporations to address social
problems, it energizes and rewards workers, it strengthens ties
to the community, and it improves the image of the
corporation.

* Against CSR: Surveys show that citizens are more concerned
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about corporations treating their workers well and obeying
laws than about engaging in philanthropic activities, and CSR
may allow corporations to distract consumers and legislators
from the need to tightly regulate corporations.

Climate change and CSR

» Facts: There is a scientific consensus that global warming and
climate change represent an enormous threat facing mankind.

* The controversial aspect: Can corporate CSR really have a
significant impact on climate change, or is it just a public
relations vehicle for companies and a distraction from the
need for stronger government action, such as through a
carbon tax?

* In favor of global warming-related CSR: Corporations can have
a major impact in the battle against global warming by
reducing their large carbon footprints, by encouraging other
corporations to follow suit, and by helping discover and
develop alternative sources of energy.

* Against global warming-related CSR: Companies spend a lot of
advertising money to boast about small measures against
global warming, but many of these companies are in
industries—such as fossil fuels or automobiles—that produce
the most greenhouse gases to begin with; self-serving claims
of climate-change concern are often simply corporate public
relations campaigns intended to distract us from the need for
society to take more effective measures through taxation and
regulation.

Corporate Lobbying and Government Influence
» Facts: Most large corporations spend money on lobbying and
on seeking to influence legislators and regulators. In the

Citizens United decision, the Supreme Court ruled that, as
“corporate persons,” corporations enjoy the same freedom of
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speech protections as ordinary citizens and are entitled to
relief from strict government control of their rights to political
speech.

* The controversial aspect: Many citizens are outraged to find
that the justice system accords multinational corporations the
same rights as ordinary people on the grounds that
corporations are “persons.” However, others point out that The
New York Times and CNN are also corporations, and that it
could have a chilling effect on freedom of speech if all
corporations were legally-constrained from speaking out
freely.

* In favor of corporate lobbying: As major employers and
technological innovators, corporations benefit society. They
should be free to oppose inefficient and cumbersome
government regulations and taxation that can limit the
benefits they provide. In this way, freedom of political speech
is so important that we should be cautious about limiting it in
any way.

* Against corporate lobbying: Corporations are not “persons” in
the same sense that humans are, and therefore, they should
not enjoy the same freedom of speech protection. Since
corporations can become vastly wealthier than ordinary
citizens, allowing them to participate in politics will enable
them to bend laws and regulations to their will.

In each of the debates outlined above, there are intelligent and well-
informed people on both sides of the issue. However, if our society
is going to progress in its handling of these issues, we will need
to reach consensus on the best approach, or at least on the best
compromise. It is therefore vital that citizens learn to discuss these
issues in an informed, respectful and productive manner.
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How to Debate CSR: Rules of Civility and Logic

Civility

This chapter introduces you to the techniques of logical debate. We
hope to improve your ability to craft a forceful, persuasive argument
and to detect faulty logic and weak evidence put forward by your
adversaries. It is equally important, however, to practice engaging in
social and political debates in a way that is respectful and tolerant
of differing viewpoints.

Although we will base our approach to some extent on the rules
and methods of formal debate, the reality of life is that most of
our disagreements, and much public debate, are not carried out
according to formal rules or any previously agreed structure.
Indeed, the average political debate with our schoolmates, work
colleagues, and family is often quite freewheeling and sometimes
extremely illogical. It is an accepted truism of American life that
political campaigns are filled with name-calling, mud-slinging,
finger-pointing, and scurrilous attack ads. That is one reason that
so many people say that you should never discuss politics or religion
among friends or family—because doing so can compromise
friendships and spoil family gatherings with angry and unproductive
arguments.

In this course and in this textbook, we want to lean toward the
other extreme. We believe that there are sincere, intelligent people
on both sides of most social debates. As educated people, we should
not engage in political discussion in order to flaunt our superior
intelligence or backgrounds, or to browbeat or insult our
interlocutors. Unfortunately, since people sometimes resort to
bullying and offensive tactics when discussing sensitive topics, and
since many of us are unable to control our wounded, emotional
responses to such aggression, it can become difficult to discuss
important social issues in a productive way.
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We suggest certain ground rules to promote fair and respectful
debate.

1. Do not try to “win” the debate.

In formal debate contests, each side is trying to defeat the other.
Similarly, in political debates each candidate is trying to come out
on top so as to win the election. However, in the classroom or in
informal discussions around the dinner table or at the workplace,
such tactics can be unproductive and can backfire.

Therefore, we recommend that (at least part of the time)
instructors randomly assign students to each side of an argument.
In this fashion, you will sometimes find that you are arguing on
behalf of a position that you would not ordinarily support. This may
seem paradoxical to you, so why do we insist on its value?

By obliging you to consider and advocate on behalf of the
strongest points of each side of the argument, we want you to
appreciate that there are valuable, sincere motivations on both sides
of most social debates. We are not asking you to be insincere and
pretend to believe in something that you do not support. Rather, we
are simply asking you to look for the strongest arguments the other
side could make.

So, in this course, the goal is not to try to win the debate by
making the other side look bad. The objective here is to obtain
greater knowledge and greater depth of understanding. Everyone in
the class should consider it a win anytime fellow students make a
new or interesting point, express themselves eloquently, or show a
willingness to listen and learn from the other side. The ultimate win
in this course is to learn more about an important social topic, and
to learn to engage in debates in a respectful way.

2. Admit discomfort or emotionality.

Discussions of important social or political topics often touch
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upon values that each of us holds dear. They may be values we
have imbibed from the teachings of our parents, trusted elders,
respected teachers, and admired thinkers. As a result, when
someone strongly challenges those values, especially in a way that
we find disrespectful, it is understandable that we feel negative
emotions or anger. The challenge is to control those emotions
without being tempted to retaliate.

So if you ever feel uncomfortable or embarrassed in a class
debate, whether online or in person, do not hesitate to let your
interlocutor, the class, and the instructor know of your feelings.
You can simply say, for example, “I think that last remark was bit
personal,” or “I find that the tone you are using is somewhat
aggressive” However, try to avoid responding in an equally offensive
fashion because that usually leads to a breakdown in the
conversation.

It is not only up to the instructor; it is up to each class member to
monitor class discussions for inappropriate levels of aggression or
condescension.

3. Listen respectfully and show that you have heard the other
side.

It is very easy for debates to degenerate into emotional contests if
neither side makes a sincere attempt to listen to the other side’s
arguments. Therefore, it is always a good strategy to show that
you have heard the other side and have understood their point.
For example, you can say, “So it seems that you feel the strongest
argument in favor of freedom of corporate lobbying is that if we
restrict such lobbying, then we will create a precedent that could
eventually lead to restrictions on the freedom of speech of
individuals. However, we would like to argue that...”

On political talk shows and at the dinner table, it is quite common
for debaters to cut each other off, interrupt rudely, or talk over
each other. In the classroom, however, we want to hold ourselves
to a higher standard. Let people finish talking before you make your
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point. If you feel someone is going on too long, you can alert the
instructor and request that you be given an equivalent amount of
time for your rebuttal.

Logic: The Techniques of Persuasive
Argumentation

The Structure of a Debate

Although this is not a course in logical debate, you will get more out
of it if you proceed in a systematic manner. Although there are many
systems and theories for debate, we present a simplified version
here so that your class can have a common framework to follow. The
elements of a logical debate are the topic, the argument, and the
rebuttal or counter-argument.

The Topic

Sometimes also called the “proposition,” “claim,” or “thesis,” this
is the concise statement of what the argument will address. In
formal debating, the topic is usually called a proposition and may be
presented in the form of a motion that is going to be submitted to a
body for a vote, for example:

Resolved, that American corporations should refrain from
outsourcing to factories in countries where child labor under the
age of 15 is permitted.

Thereafter, one side (sometimes an individual but often a team
consisting of up to three people) takes the affirmative position
(meaning that it supports the proposition), while the other takes
the negative position (meaning that it opposes the proposition). The
party taking the affirmative side then opens with a clear formulation
of its position and begins the debate by presenting the “main line,
or strongest point on its side. The negative side is allowed to
question the manner in which the affirmative side has defined the
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proposition, and may choose to present an alternative formulation
before presenting the main line of its argument. In team debating,
the second and third members will then present the second and
third lines of their team’s argument. Opportunities for rebuttal may
be provided after each speaker or at the end of each team’s main
presentation. When the debate is concluded, a vote may be taken
(for example, by the audience or by a group of judges) to determine
which team has been more persuasive.

In this course, we encourage a more informal approach in order
to suit the preferences and prior experience of the instructor and
students. You may prefer to present different topics for debate,
or provide for a range of alternatives for action. Regardless of the
approach you choose, each class and each student should have
some freedom to frame the debate in the perspective that he or
she finds the most relevant while ensuring that both sides are still
engaging the same question. Consequently, it is always a good
practice to begin a debate or discussion (or a written assignment)
with a clear statement of your topic or proposition, even if it seems
implied by the assignment.

The Argument

Once you have clearly stated the debate topic and your opening
proposition, you must go on to provide logical support or evidence
in support of your argument. In order to persuade an audience,
you must support your main thesis with compelling reasoning and/
or factual evidence. You may choose to focus on either logic or
evidence, or you may use both. For example, if you wanted to base
your argument on moral reasoning, you might say,

In the United States, we do not permit full-time factory work for
children under the age of 15, so we should not participate in the
exploitation of children abroad in a manner we would not accept at
home.

Note that this argument, like many other arguments based on
logic or reasoning, is itself based on further unstated assumptions,
which we may call the logical basis or moral basis of the argument.
Thus, the person making the above argument is assuming that
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1. it is self-evident that we should not participate in behavior
abroad that we do not accept at home (which may or may not
be true depending on circumstances); and /or

2. behavior that is not legally accepted in the United States is
necessarily exploitative when practiced abroad (which, again,
may or may not be the case).

If you wanted to base your argument on factual evidence or
statistics, you might say, for example:

Statistics show that countries that permit full-time employment
for children have lower levels of literacy.

Or:

Studies show that underage female factory workers are subjected
to high levels of sexual harassment and are at greater risk to become
victims of rape or violence.

As with arguments based on reasoning, arguments based on
evidence also depend on implicit assumptions about the evidence.
For example the evidence must be

1. accurate and recent (thus, the statistics should not be derived
from unreliably small samples, and they should not be obtained
from studies conducted so long ago that they are no longer
valid),

2. relevant and logically connected to the argument (thus, the
statistics on literacy might show that children raised in the
countryside have even lower rates of literacy than urban
children who work in factories), and

3. available to be examined (it is very easy to say, “Studies show
that .. ” but if you cannot produce any published report of the
study, or the study itself, then your argument cannot be
considered valid; you might even be misstating the results of
the survey).

Rebuttal and Counter-argument
A good debate allows opportunities for each side to respond to
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the other side’s arguments, and this may be called a rebuttal or a
counter-argument.

To develop an effective rebuttal, you should listen carefully to the
other side’s argument and try to detect flaws or gaps in their claims,
reasoning, or evidence. In classical rhetoric, debaters were trained
to detect a number of logical fallacies, common types of arguments
which on further examination are unconvincing. Here are some of
the key fallacies, or flaws, you may encounter:

Arguing Off-topic

Failure to stick to the main argument is perhaps the most
common of all logical fallacies encountered in everyday discussions.
In informal discussions, this is sometimes acceptable, but in a
serious intellectual discussion, it wastes time and energy because
you cannot seriously argue about two different topics at the same
time. For example, in the debate described above, one of the parties
might say something like,

“Everyone knows that American corporations don't really care
about people; all they care about is profits”

Not only is that point arguable in itself (though it might make for
an interesting argument), it is not directly relevant to a discussion
of child labor in overseas factories. In such a case, it is appropriate
simply to say, “The point you are making is not relevant to the topic
of this discussion.”

Drawing Excessive or Illogical Conclusions from Evidence

In debates over the value of evidence, it is frequently said that
“correlation does not prove causation.” In other words, if statistics
show a correlation between two sets of facts, they do not
necessarily prove a causal connection between them. For example,
in one nineteenth century study of tuberculosis in Paris, the
researcher noted that tuberculosis most frequently struck people
living on the fifth floor of apartment buildings (the highest floor
in apartment buildings of the day). He concluded that there was
a causal relation between tuberculosis and altitude, and theorized
that it was unhealthy to live too high above the ground. In fact, the
highest floor was reserved for the small, drafty attic chambers of
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the poor servants who served the bourgeois families on the lower
floors, so the true correlation was between poverty and
tuberculosis. Statistics must always be closely scrutinized for
relevance. We must always ask whether the statistics apply to the
same fact pattern that we are discussing. Also, be wary of statistics
that are out of date or are drawn from samples that differ in some
fundamental way from the population being discussed.

Ad Hominem Argument

This refers to a statement that attacks you personally (or
personally attacks an authority upon whom you are relying), rather
than addressing the argument that you are making. In everyday
discussions, this is perhaps the most dangerous of rhetorical
fallacies. Not only is it irrelevant, but it frequently arouses such
negative emotions that the opponent retaliates in kind. Everyone,
including the instructor and other classmates, should be attentive
to ad hominem arguments, and the person making them should be
gently but firmly admonished against this tactic.

The Problem of Cognitive Bias

One of the difficulties encountered in everyday discussions of social
and political affairs is that people enter the discussion with their
minds already made up. No matter how compelling the reasoning
or convincing the evidence, they will refuse to consider the other
side. If asked to research the facts, they will only look for facts that
support the views they already had. Such people could be said to
be wearing “intellectual blinders.” In a classroom or college context,
this attitude is unfortunate: It closes us off from learning and from
growing intellectually. In order to detect it in others and avoid it
ourselves, it pays to learn about this tendency toward stubborn
consistency, which is sometimes referred to by psychologists as
cognitive bias.

One of the great discoveries of modern psychology is that humans
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are, in fact, extremely susceptible to biased thinking. Much of our
understanding of the powerful influence of cognitive bias is due to
the work of two psychologists, Daniel Kahneman and Amos Tversky.
(Kahneman won the Nobel Prize for his efforts in 2002.) Kahneman
postulates that humans use two different kinds of thinking systems,
fast and slow.1 Fast thinking is instinctive, emotional, and reactive,
and can be useful in contexts when you have to make a decision
quickly (e.g., you see a bear coming toward you in the forest, so it is
time to think quickly about climbing a tree). Slow thinking is logical,
laborious, and difficult: the kind of thinking that we use when we
solve a math problem or a logic puzzle.

Cognitive bias represents the tendency toward instinctive,
reflexive modes of thought, or fast thinking, when we might be
better off using our slower, more laborious mode of thinking. One
might suppose that when it comes to politics and social issues, such
as those involved in analyzing corporate social responsibility, people
would always rely on slow, logical thinking. However, Kahneman’s
research (as well as that of many other cognitive psychologists)
indicates the opposite.

Let us consider the power of some important cognitive biases that
draw us astray.

Confirmation Bias

Confirmation bias is the human tendency to discredit or ignore
information that contradicts our beliefs, while we uncritically adopt
information that supports our beliefs. Studies have demonstrated
that most people are only open to hearing new information if it
confirms their previously-held beliefs.

Confirmation bias explains why information exchange tends to
reinforce our beliefs. The more we learn about ethical, social, or
political issues, the more biased we become. Confirmation bias is
thus the motor of prejudice. Once we get a tiny bit biased one way
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or another, the confirmation bias pushes us further and further in
that direction. Increased education and research, strangely, can end
up making us all more deeply biased.

In one classic study, a group of pro-death penalty students and
a group of anti-death penalty students evaluated two “opposing”
studies on capital punishment. In fact, the studies were identical,
except that they carried different titles and came to different
conclusions. The students were asked to decide which of these
studies was better and more convincing (despite their being
virtually identical). Almost invariably, the students concluded that
the study with the title that supported their pre-existing views was
superior to the other study. Not only that, but when the students
were asked why they preferred the study they felt was superior,
they were able to present a number of highly-specific examples to
support their evaluations. Since both studies were based on exactly
the same information, the students’ preference for one study over
the other was derived purely from bias.

When we are exposed to mixed information, part of it supporting
our views and part of it contradicting our views, we are more
attentive to the part that supports our views, which we are likely
to accept as accurate and true, while we ignore the part that
contradicts our views. Indeed, sometimes these contrary arguments
barely register in our consciousness.

Partisan Bias

Partisan bias is a form of prejudice and overconfidence that takes
hold of people whenever they feel loyalty or affiliation with a group
or a team. We witness partisan bias in the political sphere when
presidential campaigns are under way, as Democrats are always
quick to point out that their preferred candidate is vastly superior
to the Republican candidate, while Republicans are equally certain
of the contrary.
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Partisan bias does not only rule the world of politics, but can
occur in any sphere where people feel drawn to one group over
another. We can relate this concept to CSR: If you begin to perceive
that you are part of a group that is a big supporter of a certain
kind of CSR activity, then you will probably be susceptible to the
assumption that your group is always right in all aspects. As soon
as we feel we belong to a group, we begin to view that group as
superior to other groups. It is so easy to elicit group bias that
psychologists have proposed the existence of implicit
partisanship—a hard-wired human predisposition to take sides and
then prefer that side.

One experiment relating to implicit partisanship showed that,
if people are shown a list of names and asked to study it for as
briefly as a few minutes, they develop a preference for the names
on the list and consider them superior to other names.2 In another
experiment, a group of college students was assigned to one of two
teams to watch a taped football game. The students displayed a
clear preference for their assigned team and later argued that the
referee had unfairly called fouls against their team.3

If a group of people are told that they will be assigned to either
group A or group B according to a coin toss, they begin to prefer
their group even before they are sure they are assigned to it. Those
to whom it has been merely hinted that they may have been
assigned to group B begin nonetheless to express a clear preference
for the members of group B and a belief that group B is generally
superior to group A.4

While the existence of the partisan bias has been confirmed by
recent research, it has long been apparent to perceptive observers
of political argument. In fact, Socrates noted the following in Plato’s
Phaedo:

The partisan, when he is engaged in a dispute, cares nothing
about the rights of the question, but is anxious only to convince his
hearers of his own assertions.5
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Auvailability Bias

Availability bias refers to the fact that, in an uncertain situation,
people tend to use the most obvious fact or statistic in order to
come to a conclusion—even if a moment’s thought or the slightest
bit of research would have demonstrated that the particular fact or
statistic was unreliable. You can test your own susceptibility to the
availability bias by trying to correctly answer the following question
as quickly as possible:

Facts: A bat and a ball cost $1.10 in total. The bat costs $1 more
than the ball.

Question: How much does the ball cost?

Most people answer 10 cents. However, this is clearly wrong, as
you will probably realize if you think about it carefully for a few
more seconds. The correct answer is that the ball costs 5 cents.

If you answered incorrectly, don't feel bad—more than half of a
group of Princeton students got the answer wrong as well. How is
it possible that even smart people can be so dumb when it comes
to such a simple question? In Kahneman’s words, “The respondents
offered their responses without checking. People are not
accustomed to thinking hard and are often content to trust a
plausible judgment that comes quickly to mind."6 Since $1.10 divides
neatly into $1.00 and ten cents, respondents leapt to this seemingly
obvious answer, though it was incorrect. Kahneman named this the
availability heuristic, the tendency to rely on a mental shortcut to
choose answers from the most obvious (available) options.

Kahneman amusingly illustrated a variant of the availability bias,
which he called the anchoring bias. When asked to estimate
anything numerically, we have a tendency to over-rely (or “anchor”)
on any number that has recently been suggested to us, regardless
of its relevance. Kahneman asks an audience to think of the last
four digits of their social security number, and then asks them
to estimate the number of physicians living in New York City. To
a remarkable and entirely illogical extent, people’s subsequent
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estimates of the number of New York physicians correlated with the
last four digits of their own social security number. (Amazingly, this
held true even when the audience was composed of math teachers.)
Numbers hold a mystical sway over the human brain and it appears
we are frighteningly suggestible when it comes to arguments based
on data, even when the data is irrelevant. Thus we acquire newfound
respect for the prescience of Mark Twain’s famous quip, “There are
three kinds of lies: lies, damned lies, and statistics.”

One example of availability bias that comes up in the context of
CSR relates to the impact of global warming on polar bears. Global
warming contrarian Bjorn Lomborg often uses this example to show
that most people think they understand global warming better than
they actually do. Thus, he opens his book Cool It with a long chapter
that provides abundant statistics to show that, over the past 25
years, the global population of polar bears has been increasing.7
This comes as a profound shock to most citizens who are concerned
about global warming that they can scarcely believe it. Is Bjorn
Lomborg telling the truth, or is he pulling our leg? Some students
even become angry when presented with the evidence.

Actually, Lomborg does not deny that in the long term global
warming may have a highly negative impact on polar bear
populations. The point he is trying to make is that people leap
to assumptions without checking the facts. People are concerned
about polar bears because so many groups that try to raise
awareness about the dangers of global warming have used the
endangered polar bear as their favored mascot. Consequently, many
people have simply assumed polar bear populations were already
being decimated by global warming. While, polar bear populations
may become under severe strain from global warming in the 21st
century, for the past several decades, as well as the current decade,
the main danger to polar bears comes from legally licensed hunters.

This point is raised here not to advance any argument about
global warming. We will devote an entire chapter to global warming
issues, and you will have an opportunity to learn more there about
the very real dangers associated with global warming. The point
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here is that people have a tendency to leap to the easiest
assumption, and that is one tendency that we should try to resist
when we engage in formal research and debate.

Debating CSR: What are the Key Issues?

As noted at the beginning of this chapter, some people are surprised
to hear that there is anything to debate about CSR. After all, such
people may ask, isn't CSR a matter of corporations doing good
things? And what could possibly be wrong with corporations doing
good things?

Actually, even corporations that fully support CSR do engage in
debates about CSR, but these are usually about how to do CSR,
not about whether CSR is in general a positive thing or not.
Corporations, like individuals, sometimes have to make difficult
choices about how to spend their money. It can be quite challenging
for a corporation to choose among different options for CSR, and
equally difficult to decide how much to spend on a particular CSR
project in terms of cash and organizational resources. Several of the
case studies in this book deal these types of strategic CSR questions.

However, it is worth noting at the outset that many CSR skeptics
also believe that CSR merits greater ethical scrutiny, and thus there
are some prominent voices who have expressed doubts about the
perceived social benefits of CSR.

So that you can begin to develop your own informed opinion on
this topic, let us begin with a review of the potential benefits and
drawbacks to CSR.

CSR: Potential Benefits

Neglected Social Problems Are Addressed
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It is undeniable that even governments in the wealthiest countries
cannot effectively address all social problems. Every society is to
some extent plagued by issues such as unemployment, criminality,
homelessness, disease, discrimination, pollution, and natural
disaster. Why not mobilize the vast economic and organizational
resources of corporations to help alleviate the damage caused by
such problems?

Corporate Employees Are Energized and
Motivated

A large percentage of the workforce in most countries is employed
in the corporate sector (38% of Americans are employed by large
companies).8 CSR allows corporate employees to feel an added level
of meaning in their lives by enriching their jobs with an ethical
dimension. Such employees may be more productive on the job
and may be more willing to volunteer for community service and
contribute to charitable organizations.

Links between Business, Nonprofits and the
Government Are Enhanced

Today, a great deal of CSR involves partnerships between
corporations, nonprofit organizations, and governmental bodies.
For example, the Timberland footwear and apparel company
developed a partnership with the Boston-based nonprofit
organization City Year in 1989, beginning with a small contribution
of 50 boots.9 City Year engages young people from 17 to 24 in a
10-month program of community service. By 1994, Timberland had
provided $5 million to help City Year expand into 6 cities, and by
1998, Timberland employees had contributed 20,000 hours to City
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Year efforts. President Bill Clinton was so impressed by the City
Year story in 1992 that, in 1993, he enlisted its founders to help
him establish the AmeriCorps program, a federally-funded means of
supporting community service by young people. Since its founding,
575,000 AmeriCorps volunteers have contributed over 700 million
hours of community service.

Corporate Image Is Improved

In a competitive global marketplace, corporations want to maintain
a strong, positive image in the minds of consumers and legislators,
and CSR helps them achieve this. For example, Estée Lauder has
become closely associated with the pink ribbon symbol of its Estée
Lauder Breast Cancer Awareness Campaign, a program that has
raised over $35 million for breast cancer research and has spread to
over 70 countries.

CSR: Potential Drawbacks

Bad Corporations Are Able to Buy a Positive Image

Some of the biggest contributors to CSR are companies in the
oil, tobacco, and alcohol sectors, arguably those who have the most
to gain from repairing negative associations with the harm caused
by their products. Although the World Health Organization has
declared that tobacco is the single greatest cause of preventable
deaths worldwide, that fact has not stopped global tobacco
companies, such as Philip Morris International (owner of the
Marlboro brand) from spending huge sums to improve their image.
Philip Morris not only contributes over $30 million per year to a
variety of charitable causes in over 50 countries, it is also a leading
sponsor of sporting events (notably Formula 1 racing).10
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The Public Is Misled on the True Impact of
Corporate Activities, e.g., “Greenwashing”

Greenwashing refers to the corporate practice of making misleading
environmental claims. By the early 1990s, nearly a quarter of all
consumer products were marketed with some sort of environmental
claim, using terms such as “green” or “environmentally friendly"11
So many of these claims were later found to be exaggerated or
deceptive that a number of advertising regulatory bodies and
consumer protection agencies around the world enacted strict
controls on environmental claims in advertising.

Among the leaders in making environmental claims have been
oil, chemical, and automobile companies, all of which are arguably
linked to increasing levels of pollution. Thus, in Norway, for
example, strict regulations prohibit car manufacturers from making
virtually any environmental claims, because in the view of the
Norwegian Consumers Ombudsman, “cars can't be environmentally
beneficial”

As early as the mid-1990s, the Chevron oil company had become
a leader in touting its commitment to environmentalism, but that
did not prevent it from getting embroiled in a controversial lawsuit
involving claims of massive amounts of pollution in the Ecuadorian
Amazon, with Chevron suffering an adverse $19 billion legal
judgment for the environmental damage it caused. Similarly, BP
(British Petroleum), went so far as to revamp the corporate logo
in its attempt to become recognized for environmentalism despite
evidence that BP management was aware of the risks that led to
the offshore oil platform explosion off the coast of Louisiana in
2010, considered the worst marine oil spill in the world and the
greatest environmental disaster in the history of the United States.
Evidence uncovered in a U.S. Congressional hearing suggested that
BP management had overruled its own staff and consultants to
undertake riskier procedures because these were perceived to save
time and money.12

Debating CSR: Methods and Strategies | 159



Nonprofits and Charities May Rely Too Heavily
on Corporate Handouts

Many charities and nonprofits come to rely heavily on corporate
contributions and often on contributions from a single corporation,
which leaves them at the mercy of corporate goodwill, and at the
risk of economic or management reversals which could lead to a
cutoff of their funds. Thus, in the Timberland-City Year example
discussed earlier, by 1997, City Year found that it was almost wholly
dependent on Timberland for financial support, and it was only at
that point that Timberland and City Year reached out for help from
other corporations. Indeed, the City Year sponsorship had even
caused a problem within Timberland when the company suffered a
sharp decline in revenue in 1995 that led to layoffs. Employees were
angry that management continued to spend millions on charitable
contributions at the same time it was terminating jobs.

From a similar perspective, consider the cases of Enron and
Lehman Brothers, enormous companies that disappeared virtually
overnight due to fraud and mismanagement, respectively. Both
companies maintained large CSR programs that had to be suddenly
abandoned.13 Indeed, Enron had become known as a leading “poster
child” for CSR, with widely reported commitments to green energy,
so that at the 1997 Kyoto Conference it received an award from the
Climate Institute.

Topic for Debate: To CSR or Not to CSR?

You have a close friend, John Goodie, who is considering obtaining
a graduate degree in business and is trying to decide between two
programs. One program is part of the MBA (master of business
administration degree) curriculum at University A, and it focuses on
CSR. The other program is part of the MBA curriculum at University
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B, and it focuses on the management of nonprofits and charities.
John has always considered himself a very ethical and responsible
citizen and has spent most of his summers since his teenage years
volunteering in a number of community service positions. Both
schools have excellent reputations, but University B is slightly more
prestigious.

John tells you that his ultimate goal is simply “to make the world a
better place” He asks for your advice. What do you tell him? Provide
the strongest arguments in favor of either University A or University
B, as follows:

Affirmative Position

John should attend University A, which has a strong program in CSR.
Possible Arguments:

* CSRis likely to be the most powerful and effective way of
making the world a better place.

* CSRis a rapidly growing field with lots of jobs.

» John is already implicitly interested in CSR since he wants to
make the world a better place.

Negative Position

John should attend University B, which is slightly more prestigious
but does not have a well-developed CSR program.
Possible Arguments:

* There are problems with CSR, such as greenwashing.

* If John wants to make the world a better place, he will be
better off developing his skills in the more prestigious
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institution.
» With a more prestigious degree, he will be able to get a job in a
nonprofit or charitable organization if he wants.

Readings

CSR Isn’t Working

Morrell, Marcus. “Anita Roddick: Corporate Social Responsibility?”
Transcript of video, 5:02. Filmed September 15, 2006.
http: //www.globalissues.org /video/733 /anita-roddick-corporate-
social-responsibility.

Corporate social responsibility, I don't think it's working. I think
it's been taken over by the big management houses, marketing
houses, been taken over by the big groups like KPMG, like Arthur
Anderson. It's a huge money-building operation now. I think maybe
it's the word “corporate.”

When I was part of the architects of this responsibility business
movement, that was so different; that was an alternative to the
International Chamber of Commerce, it was a traders’ alliance, it
had progressive thinkers, progressive academics, it had, you know,
people who were philanthropists.

Things happened. We didn't see the whole growth of corporate
globalization; we didn't see the immense power of businesses
playing, especially in the political arena. We didn't look at the
language, the economic language which was about control, which
was about everything had to be for the market economy. We were
just flowering around on our own thinking and so we took our eyes
off the ball and when we put it on the ball again we thought, “you
know, it's been hijacked, this social responsibility in business”; and it
became corporate social responsibility.

And it was a huge money-earner, for these big management
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companies, like KPMG, like Arthur Anderson, like
PriceWaterHouseCoopers, all of those. They were making shed-
loads of money by actually doing a system of analysis about how
you measure your behavior. But it was no good; it was like this
obsession for measurement. It wasn't showing you how you can
put these ideas into practice and they never told you it meant a
truth—truth that nobody wants to discuss, that if it gets in the way
of profit, businesses aren't going to do anything about it. So we
still have rapacious businesses, you still have businesses in bed with
government, you still have governments’ inability to measure their
greatness by how they look after the weak and the frail. You still
have government’s only true measurement of success as economic
measurement. And you still have businesses that can legitimately
kill, can legitimately have boardroom murder, can legitimately have
a slave-labor economy, so that all of us in the West—primarily in the
West, or all of us who are wealthy—are guaranteed a standard of
living to which we are used to.

But for me, corporate social responsibility in my life, I don’t think
it has worked. And that's a shame. Because it’s controlled the
language and it’s hijacked the language.

Morrell, Marcus. “Anita Roddick: Corporate Social Responsibility?”
Transcript of video, 5:02. Filmed September 15, 2006.
http: //www.globalissues.org/video/733 /anita-roddick-corporate-
social-responsibility.

Paul Newman reflects on founding Newman’s
Own

Newman, Paul and A.E. Hotchner. In Pursuit of the Common Good,
197-199. New York: Broadway Books, 2003. Find this book in a library.

I really cannot lay claim to some terribly philanthropic instinct in
my base nature. It was just a combination of circumstances. If the
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business had stayed small and had just been in three local stores,
it would never have gone charitable. It was just an abhorrence of
combining tackiness, exploitation, and putting money in my pocket,
which was excessive in every direction.

Now that I'm heavily into peddling food, I begin to understand
the romance of the business—the allure of being the biggest fish in
the pond and the juice you get from beating out your competitors.
I would like to see the company reach $300 million in sales, and be
able to support new philanthropic initiatives. We were a joke in 1982,
but the joke has given away $250 million so far—so we are a very
practical joke.

One thing that really bothers me is what I call “noisy
philanthropy” Philanthropy ought to be anonymous, but in order for
this to be successful you have to be noisy. Because when a shopper
walks up to the shelf and says, “Should I take this one or that one?”
you've got to let her know that the money goes to a good purpose.
But overcoming that dichotomy has provided us with the means of
bringing thousands of unlucky children to the Hole in the Wall Gang
Camps.

Since the Connecticut camp opened in 1988, a time when only
30 percent of the children who attended survived, medical progress
has been phenomenal, especially in the field of bone marrow
transplants; the result is that the percentages have been completely
reversed—70 percent of those children who come to camp will now
survive; but during the critical time of treatment and recovery we
furnish them with much needed respite....

It is also thrilling to note that thirty-five of last summer’s
counselors were former campers who had overcome cancer and
were now taking care of kids afflicted as they were. At the end of
last summer’s session, a counselor who had been a media major in
college, on the basis of her experience at the camp changed her
course of studies to pursue a medical career in pediatric oncology....

Another experience last summer, a marvelous African-American
girl who told me, “Coming up here is what I live for, what I stay alive
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for during those miserable eleven months and two weeks is to come
up here for the summer.”

“Corporate Conscience Survey Says Workers
Should Come First”

Strom, Stephanie. “Corporate Conscience Survey Says Workers
Should Come First” The New York Times online. May 31, 2006.
http: /www.nytimes.com /2006 /05 /31/business /

3lcharity.html? r=0.

Corporate Watch Critiques CSR

“What's Wrong with Corporate Social Responsibility? The
Arguments against CSR,” Corporate Watch, accessed November 30,

2014, http: //www.corporatewatch.org/content /whats-wrong-
corporate-social-responsibility-arguments-against-csr.

Like the iceberg, most CSR activity is invisible...It is often an
active attempt to increase corporate domination rather than simply
a defensive “image management” operation.

CSR is supposed to be win-win. The companies make profits and
society benefits. But who really wins? If there is a benefit to society,
which in many cases is doubtful, is this outweighed by losses to
society in other areas of the company’s operation and by gains the
corporation is able to make as a result? CSR has ulterior motives.
One study showed that over 80% of corporate CSR decision-makers
were very confident in the ability of good CSR practice to deliver
branding and employee benefits. To take the example of simple
corporate philanthropy, when corporations make donations to
charity they are giving away their shareholders’ money, which they
can only do if they see potential profit in it. This may be because
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they want to improve their image by associating themselves with
a cause, to exploit a cheap vehicle for advertising, or to counter
the claims of pressure groups, but there is always an underlying
financial motive, so the company benefits more than the charity.

...CSR diverts attention from real issues, helping corporations to
avoid regulation, gain legitimacy and access to markets and decision
makers, and shift the ground towards privatization of public
functions. CSR enables business to pose ineffective market-based
solutions to social and environmental crises, deflecting blame or
problems caused by corporate operations onto the consumer and
protecting their interests while hampering efforts to find just and
sustainable solutions.

CSR as Public Relations

CSR sells. By appealing to customers’ consciences and desires
CSR helps companies to build brand loyalty and develop a personal
connection with their customers. Many corporate charity tie-ins
gain companies access to target markets and the involvement of
the charity gives the company’s message much greater power. In
our media-saturated culture, companies are looking for ever more
innovative ways to get across their message, and CSR offers up
many potential avenues, such as word of mouth or guerilla
marketing, for subtly reaching consumers.

CSR also helps to greenwash the company’s image, to cover up
negative impacts by saturating the media with positive images of the
company’s CSR credentials....

A prominent case against Nike in the US Supreme Court
illustrates this point. When, in 2002, the Californian Supreme Court
ruled that Nike did not have the right to lie in defending itself
against criticism, chaos ensued in the CSR movement. Activist Marc
Kasky attempted to sue the company over a misleading public
relations campaign. Nike defended itself using the First Amendment
right to free speech. The court ruled that Nike was not protected
by the First Amendment, on the grounds that the publications in
question were commercial speech. The case proceeded to the US
Supreme Court. Legal briefs were submitted to the Supreme Court
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by public relations and advertising trade associations, major media
groups, and leading multinationals, arguing that if a company’s
claims on human rights, environmental and social issues are legally
required to be true, then companies won't continue to make
statements on these matters.

The submission from Exxon-Mobil, Monsanto, Microsoft, Bank of
America, and Pfizer contended that “if a corporation’s every press
release, letter to an editor, customer mailing, and website posting
may be the basis for civil and criminal actions, corporate speakers
will find it difficult to address issues of public concern implicating
their products, services, or business operations.”

This case simply reinforces the criticism that CSR is nothing more
than a PR exercise. Corporations would not be so concerned about
potential legal actions if they valued truth, transparency, and
accountability as much as they claim.

CSR is a strategy for avoiding regulation

CSR is a corporate reaction to public mistrust and calls for
regulation. In an Echo research poll, most financial executives
interviewed strongly resisted binding regulation of companies.
Companies argue that setting minimum standards stops innovation;
that you can't regulate for ethics, you either have them or you don't;
and that unless they are able to gain competitive advantage from
CSR, companies cannot justify the cost.

Companies are essentially holding the government to ransom on
the issue of regulation, saying that regulation will threaten the
positive work they are doing. CSR consultancy Business in the
Community supports corporate lobbying against regulation, arguing
that “regulation can only defend against bad practice—it can never
promote best practice” These arguments, however, simply serve
to expose the sham of CSR. Why would a “socially responsible
company” take issue with government regulation to tackle bad
corporate practice?

...The argument that regulation would hinder voluntary efforts
on the part of the company to improve their behavior has been
readily accepted by a government keen to avoid its regulatory duties
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when it comes to curbing corporate power. The UK Department for
International Development (the department charged with tackling
global poverty...) dismissed the idea of an international legally
binding framework for multinational companies saying that it would
“divert attention and energy away from encouraging corporate
social responsibility and towards legal processes.” As this quotation
shows, without any evidence for its effectiveness, the government is
choosing CSR over making corporate exploitation and abuse illegal.

“Leading Organizations Build Case for Green
Infrastructure”

“Leading Organizations Build Case for Green Infrastructure,” The
Nature Conservancy, accessed June 11, 2013,
http: //www.nature.org /newsfeatures/pressreleases/leading-
organizations-build-case-for-green-infrastructure.xml.

Research by experts from industry and an environmental
organization finds that incorporating nature into man-made
infrastructure can improve business resilience—and bring additional
economic, environmental, and socio-political benefits.

Experts from The Dow Chemical Company, Shell, Swiss Re, and
Unilever, working with The Nature Conservancy and a resiliency
expert, evaluated a number of business Case Studies, and
recommend in their newly published White Paper that green
infrastructure solutions should become part of the standard toolkit
for modern engineers.

Green infrastructure employs elements of natural systems, while
traditional gray infrastructure is man-made. Examples of green
infrastructure include creating oyster reefs for coastal protection,
and reed beds that treat industrial wastewater.

“Instead of thinking about independent solutions, we must look
at integrated systems,” said Andrew Liveris, Chairman and Chief
Executive Officer of Dow. “Natural systems not only serve multiple
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functions, but have multiple benefits—often requiring less capital
and less maintenance while promoting biodiversity that we all
enjoy”

“Green infrastructure can bring benefits for companies, for
communities and for the environment,” said Peter Voser, Chief
Executive Officer of Royal Dutch Shell plc. “It can be cheaper,
provide new opportunities for engagement with stakeholders, and
create wildlife habitats. Green infrastructure should be part of
mainstream business thinking.”

“Protecting nature and the services it provides to people and
business is one of the smartest investments we can make,” said Mark
R. Tercek, president and CEO of The Nature Conservancy.

“This is the case whether we are talking about the production of
clean, abundant freshwater, protection from storms, or healthy and
productive soils. Green infrastructure solutions also provide many
co-benefits, such as wildlife habitat, and typically appreciate over
time, rather than depreciate as happens with gray infrastructure”

Union Carbide Corporation (subsidiary of The Dow Chemical
Company) uses constructed wetlands to treat wastewater near
Seadrift in Texas.

This 110-acre (approximately 44.5-hectare) engineered wetland
was designed to consistently meet regulatory requirements for
water discharge from the manufacturing plant, and has operated
successfully for over a decade.

Petroleum Development Oman LLC (PDO) uses constructed
wetlands to treat produced water from oil fields in Oman.

The Nimr oilfields, in which The Shell Petroleum Company Ltd
is a joint venture partner, not only produce oil, but also more than
330,000 m3 of water per day. PDO built the world’s largest
commercial wetland, and it treats more than 30% (or 95,000 m3
per day) of the total produced water. This volume would normally
require extensive infrastructure to treat and inject the water into a
subsurface disposal well. As gravity pulls the water downbhill, reeds
act as filters, removing oil from the water. The oil is eaten by
microbes that naturally feed on hydrocarbons underground. Oil
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content in the produced water is consistently reduced from 400
mg/1 to less than 0.5 mg/1 when leaving the wetlands.

Power consumption and CO2 emissions are 98% lower than they
would have been with the alternative man-made solution. Also, the
wetlands are providing habitat for fish and hundreds of species of
migratory birds.

The Nature Conservancy is a leading conservation organization
working around the world to protect ecologically important lands
and waters for nature and people. The Conservancy and its more
than 1 million members have protected nearly 120 million acres
worldwide.

Synthesis Questions

1. Are there companies you can name whose
social responsibility actions you admire and
trust? What do they do that inspires you?

2. Are there companies you can name whose
social responsibility actions you would not trust,
or even doubt? Which companies are they, and
why do they fail to convince you?

3. Would you like to work in the field of CSR?
Why or why not?
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13. Corporations and Politics:
After Citizens United

_—— £
Source: courtesy of John Montgomery, (CC-BY 2012),

http: //www.commondreams.orqg /views,/2012 /10/17/
freedom-beach-dump-citizens-united Figure 13.1 The Supreme Court’s
decision in Citizens United v. Federal Elections Committee gave First
Amendment rights to corporations in election periods, allowing business
interests to spend unlimited amounts on U.S. elections. Do corporations
deserve the same rights as individuals when it comes to political speech?

Corporate Influence on Politics

Corporations today exert a considerable (and occasionally
overwhelming) influence on global politics. In some countries, the
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influence of corporations on government is so great as to give
rise to the suspicion that the government is actually controlled by
corporations. Even in those countries that strictly limit corporate
influence on political campaigns, the corporate sector can still play
an important role in the development of governmental policies
through sophisticated, high-level lobbying. In this chapter we ask,
how much of this corporate influence is acceptable? We will also
explore the following related questions: How can corporate
influence be controlled? What is the appropriate level of corporate
participation in the drafting of laws and regulations? Should
corporations be allowed to contribute freely to political campaigns?
What is the role of foreign and multinational corporations? Should
they also be allowed to influence domestic politics?

Although we will focus on corporate influence, let us note at
the outset that they are not the only source of money in politics;
wealthy individuals, unions, and other participants in the electoral
process also contribute significant funds and resources to
campaigns. In the United States, as in most other industrialized
democracies, electoral campaigns have become increasingly
expensive despite attempts to limit allowable expenditures.

Given the importance of the issue, it is not surprising that a storm
of controversy arose over a US Supreme Court’s ruling in 2010 that
government limits on corporate spending in political campaigns
violated the First Amendment right to freedom of speech. In the
view of an openly dismayed President Barack Obama, the Court’s
decision in Citizens United v. Federal Elections Commission
“reversed a century of law to open the floodgates for special
interests—including foreign corporations—to spend without limit in
our elections.!

The validity of President Obama'’s objection to Citizen United has
been hotly contested, and it will provide us with a focal point for
our discussion: Is it true that corporations have achieved excessive
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influence over national politics? Are corporations entitled to be
treated as “persons” when it comes to freedom of speech?

A Basic Distinction: Private vs. Public Funding of
Campaigns

While private election spending in the United States is increasing,
the situation around the world is quite diverse. In some countries,
expenditures are increasing while elsewhere they are decreasing.
A basic distinction in national campaign finance regulations is that
some countries allow private support for political campaigns while
other countries provide public funds to candidates.

Private Finance

In the United Kingdom there are no limits on corporate or individual
giving in the general election, yet total spending on the 2010 general
election was down 26 percent from 2005.2 However, in the United
Kingdom, the Prime Minister may call for elections at any time
within a maximum period, which shortens the total time available
for campaigning and explains the need for funds. National elections
tend to be more expensive in the United States because they come
along at predictable four-year intervals.

In Brazil, it is estimated that $2 billion was spent by parties and
candidates in the 2010 presidential election, with nearly 100 percent
of total campaign donations coming from corporations.
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Public Funding

In countries such as Norway, government funding accounts for up
to 74 percent of political campaigns, and political ads are banned
from television and radio.

In Canada, candidates are given strict spending limits based on
the number of voters in their districts, in order to even the playing
field in elections, and private donations (a maximum of $1,200 to any
party) are heavily subsidized by public funds paid out through tax
credits. Although the price of elections has grown 50 percent in the
past decade, Canadians spent just $300 million on the 2008 general

election.?

Campaign Finance in the U.S.

US Campaign Finance Law, PACs and Super PACs

“There are two things that are important in politics. The first is
money, and I can’t remember what the second one is.”

—Mark Hanna, campaign manager of President McKinley's
successful bid for the Presidency in 1896.

Concern over the influence of money in politics began at an early
stage in the life of the United States, with Thomas Jefferson stating
in 1816 that he feared it would be necessary to “crush in its birth
the aristocracy of our moneyed corporations, which dare already to
challenge our government to a trial of strength and bid defiance to
the laws of our country.”4

Despite Jefferson’s hopes, the influence of corporations on
politics grew substantially in the latter half of the nineteenth
century. The presidential elections of 1896 and 1904 left much of
the American populace disgusted and convinced that political office
in the United States was up for sale. In 1896, the victor in the
presidential election, William McKinley, outspent his competitor,
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the populist William Jennings Bryan, by a factor of 10 to 1. In 1904,
the Democratic candidate, Alton Parker, lost the election and
complained bitterly afterward that he had been defeated by large
insurance companies. Parker challenged the nation to face the
reality that corporations were taking over the political process: “The
greatest moral question which now confronts us is shall the trusts
and corporations be prevented from contributing money to control
or aid in controlling elections?™

President-elect Theodore Roosevelt took the accusation seriously
and joined his own voice in the call for control of corporate
contributions. In a 1905 address to Congress, Roosevelt called for
legislation:

All contributions by corporations to any political
committee or for any political purpose should be
forbidden by law; directors should not be permitted to
use stockholders’ money for such purposes; and,
moreover, a prohibition of this kind would be, as far as it
went, an effective method of stopping the evils aimed at
in corrupt practices acts. Not only should both the
National and the several State Legislatures forbid any
officer of a corporation from using the money of the
corporation in or about any election, but they should
also forbid such use of money in connection with any
legislation save by the employment of counsel in public
manner for distinctly legal services.

As a result, Congress passed the 1907 Tillman Act, the first US
law prohibiting corporations from contributing directly to federal
elections. However, it turned out that the law was easy to
circumvent. Not only was there no enforcement mechanism or
agency, the Tillman Act did not prevent corporate contributions
to party primaries, and in many Congressional districts these were
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even more determinative than the general election. Moreover, the
Tillman Act did not prohibit corporate officers from giving money
personally to campaigns (the executives were then often
reimbursed by bonuses from the corporations). It rapidly became
clear that the Tillman Act would only be the beginning of a long and
tortuous effort to curtail corporate influence.

After World War II, labor unrest reached a historical high. From
1945-1946, millions of railroad, auto, meatpacking, electric, steel,
and coal workers went on strike, protesting falling wages amid
rising corporate profits. Corporate fears of powerful labor unions
and the perception among politicians that labor unions had
communist leanings convinced Congress to pass the Taft-Hartley
Act (also known as the Labor Management Relations Act) in 1947,
which limited workers’ rights to strike, boycott, and picket. The
law also prohibited labor unions from spending money in federal
elections and campaigns. As an extension of the Tillman Act of
1907, Taft-Hartley constrained labor unions to raising money for
campaign contributions only through so-called political action
committees (PACs).

It was not until the 1970s that PACs were firmly regulated by
the federal government. With the passing of the Federal Election
Campaign Act (FECA) in 1971 (and subsequent Amendments in 1974,
1976, and 1979), the modern campaign finance system was born,
along with an independent body to enforce it—the Federal Election
Commission (FEC). The new law defined how PACs could operate,
set contribution limits, and instituted public financing for
presidential elections.”

Until 2010, individuals were limited to $2,500 contributions to
PACs, and corporations were strictly banned from donating.
However, as we shall see below, the Citizens United case radically
altered this landscape, removing all corporate restrictions and
giving rise to the so-called Super PAC—a political action committee
that can accept unlimited donations from individuals, corporations,
and unions, and engage in unlimited spending. The only restriction
on Super PACs is that the donors cannot coordinate activities with
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any candidate or campaign. As we can see below from the satirical
commentary by television personality Stephen Colbert on the
effectiveness of such a bar on coordination, many felt that Super
PACs were in reality little more than funding mechanisms under
the control of politicians themselves. It seemed that the efforts to
control corporate contributions, begun with the Tillman Act, had
finally reached a dead end.
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. L2
Source: Cliff, (CC-BY 2.0 2010) Figure 13.2 In 2011, comedian Stephen Colbert
formed a Super PAC called, “Americans for a Better Tomorrow, Tomorrow.”
While it was intended as a satire of existing Super PACs, it was also a way to
educate viewers about the Citizens United decision. In January 2012, Colbert
decided to run for “President of the United States of South Carolina.” As was
legally required, he passed off control of his Super PAC to someone totally
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unconnected to the committee—his Comedy Central cohort Jon Stewart.

Milestones in Campaign Finance &

* 1907: Passage of the Tillman Act, which banned corporate
political contributions to national campaigns.

» 1925: The Federal Corrupt Practices Act increased disclosure
requirements and spending limits on general elections.

* 1971: Passage of the Federal Election Campaign Act (FECA), the
first comprehensive campaign finance law.

* 1974: Amendments made to the Federal Election Campaign Act:
limits on contributions, increased disclosure, creation of the
Federal Election Commission (FEC) as a regulatory agency,
government funding of presidential campaigns.

* 1976: Buckley v. Valeo: The Supreme Court upheld limits on
campaign contributions, but held that spending money to
influence elections is protected speech under the First
Amendment.

» 1978: First National Bank of Boston v. Bellotti: The Supreme
Court upheld the rights of corporations to spend money in
non-candidate elections (i.e., ballot initiatives and
referendums).

* 1990: Austin v. Michigan Chamber of Commerce: The Supreme
Court upheld the right of the state of Michigan to prohibit
corporations from using money from their corporate
treasuries to support or oppose candidates in elections,
noting: “corporate wealth can unfairly influence elections”

* 2002: Passage of the Bipartisan Campaign Reform Act of 2002
(McCain-Feingold), which banned corporate funding of issue
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advocacy ads that mentioned candidates close to an election.

* 2010: Citizens United v. FEC: The Supreme Court held that
corporate funding of independent political broadcasts in
candidate elections cannot be limited under the First
Amendment, overruling Austin (1990).

The 2012 Presidential Election

The 2012 US presidential race was the most expensive in history.
According to the Federal Election Commission, approximately $6
billion was spent on the election by candidates, parties, and outside
groups. Of that, $933 million came directly from companies, unions,
and individuals funneling money into Super PACs specifically
enabled by Citizens United. The Center for Public Integrity found
that nearly two-thirds (approximately $611 million) went to just ten
political consulting firms, who spent 89 percent of the money on
negative advertising spots attacking candidates.'° Influence of the
Wealthy: The One Percent of the One Percent

According to the Sunlight Foundation, there is a growing
dependence on the One Percent of the One Percent—an elite group
of the wealthiest Americans, including corporate executives,
investors, lobbyists, and lawyers in metropolitan areas who give to
multiple candidates, parties, and independent issue groups. Data
suggests that, while these ideological donors make up less than
1 percent of the US population, they control about one-third of
America’s net worth and contribute up to 25 percent of the money
provided to all federal political campaigns.ll
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Case Study: Citizens United v. Federal Elections
Commission

In early 2010, the United States Supreme Court shocked much of
the nation when it ruled that corporations have the same rights of
political free speech as individuals under the First Amendment to
the US Constitution.

Citizens United v. Federal Elections Commission was a
constitutional law case challenging the Bipartisan Campaign Reform
Act (BCRA) of 2002, otherwise known as the McCain-Feingold
campaign finance law. The BCRA barred corporations and unions
from running broadcast, cable, or television ads for or against
Presidential candidates for thirty days before primary elections, and
within 60 days of general elections. In addition, the law required
donor disclosure and disclaimers on all materials not authorized or
endorsed by the candidate.

The Supreme Court

The United States Supreme Court plays a central and occasionally
polarizing role in the American democratic system. Created by the
Judiciary Act of 1789, the Supreme Court is the only court
specifically prescribed by the Constitution. As the “highest court
in the land, it remains the functional and symbolic defender of
American civil rights and liberties.

As the United States’ final court of appeal, the Supreme Court
is the ultimate interpreter of law in the United States. With the
authority to strike down any federal and state law it deems
unconstitutional, the Court acts as a check on the power of the
executive and legislative branches of government. In theory, the
Supreme Court guarantees that changing majority views don’t
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subjugate vulnerable minorities or undermine fundamental
American values such as freedom of speech.

Because it often appears to defend these values in direct
opposition to popular opinion, the Supreme Court has been
criticized as an antidemocratic institution that fails to take into
account progressive social evolution. Indeed, justices are often
accused of ideological activism, constitutional fundamentalism, and
ignorance of the changing face of the American public. It can also
be argued, however, that the Supreme Court’s decisions historically
have reflected growing national sentiments about constitutional
issues more consistently than it has rejected them.

Virtually every political and social hot-button issue—abortion, gay
marriage, affirmative action, civil rights, immigration, and so
on—appears before the Supreme Court at some point. Justices are
appointed for life so that, ideally, they will not be swayed by outside
political influences; unlike the president or Congress, they do not
have to worry about re-election campaigns or approval ratings. The
Supreme Court’s decisions have often had sweeping and profound
consequences to society, and they almost always inflame passions
on both sides of the political spectrum.

The Plaintift

Citizens United, a conservative nonprofit corporation, wanted to
run an on-demand cable documentary called Hillary: The Movie,
which harshly criticized then-Senator Hillary Clinton during the
Democratic presidential primary in 2008. The documentary
featured interviews with conservative pundits and politicians who
claimed that Clinton would be a presidential disaster.

The Federal Elections Committee (FEC) blocked the documentary
from Dbeing broadcast, designating it as ‘“electioneering
communication” under the BCRA. Citizens United brought its case
to the United States District Court for the District of Columbia,
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citing violation of the group’s First Amendment rights, but the lower
court sided with the FEC. The case was appealed and appeared
before the Supreme Court in early 2009.

Origins

In 2004, Michael Moore released a documentary, Fahrenheit 9/11,
shortly before the GOP primary elections. The movie was a scathing
indictment of George W. Bush, his administration’s War on Terror,
and the far-reaching consequences of his first term as President.
Citizens United filed a complaint with the FEC, stating that ads
for the film were television broadcast communications designed to
influence voters, and therefore violated federal election law. The
FEC dismissed the complaint, saying it was clear that Fahrenheit
9/11, along with its television trailers and website, were purely
commercial pursuits. In response, Citizens United decided to start
producing its own “commercial” documentaries.

Arguments

Before the Supreme Court, Citizens United argued that the BCRA
(the McCain-Feingold Act) only applied to commercial
advertisements, not to video-on-demand, 90-minute
documentaries such as Hillary: The Movie. The group’s lawyer, Ted
Olson, did not even mention the First Amendment, nor did he call
for the repeal of any part of federal election law.

Taking the opposite position was the deputy solicitor general,
who argued that the Clinton documentary was the equivalent of an
extended campaign advertisement, recalling the Supreme Court’s
decisions in Austin v. Michigan Chamber of Commerce (1990), which
held that state legislatures may prohibit corporations from using
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treasury funds on electoral speech, and McConnell v. Federal
Election Commission (2003), which validated the BCRA’s spending
limitations, stating that “express advocacy and its functional
equivalent may be treated alike, and that BCRA’s definition of
‘electioneering communication’ is not facially overbroad.'?

First Opinion

After the case was argued, the Court decided that the BCRA did not
apply to Hillary: The Movie, and therefore Citizens United could air
it unhindered. Chief Justice John Roberts drafted an opinion, but it
soon became clear that many of the justices didn't think it went far
enough. The conservative majority felt that the case was a perfect
opportunity to broaden the discussion to address whether or not
corporate speech should be regulated at all under the Constitution.

Roberts withdrew his opinion, and the Court called for the case
to be reargued in September, almost a month before the official
start of the fall term and two months before the 2010 midterm
election. The justices directed the parties to file supplemental briefs
addressing the question of whether the Court should overrule
Austin v. Michigan and parts of McConnell v. FEC, which would
amount to eliminating decades of restrictions on corporate
electoral spending.

Second Opinion

The Citizens United case was reargued on September 9, 2009. By
a five-to-four vote, the conservative majority held that the First
Amendment to the United States Constitution prohibits the
government from imposing any limits on political spending by
corporations, associations, and unions. Justice Anthony Kennedy
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wrote the majority opinion, which he summarized from the bench
in this way: “Political speech is indispensable to decision making in
a democracy and this is no less true because the speech comes from
a corporation rather than an individual ™3

Justice Kennedy was joined by Chief Justice John Roberts and
Justices Antonin Scalia, Samuel Alito, and Clarence Thomas. To the
conservative judges, the ruling was a vindication of the power of
free speech; because of Citizens United, the First Amendment could

now be applied universally and without prejudice.

Dissent

Justice John Paul Stevens wrote a highly critical 90-page dissent,
arguing that Justice Kennedy’s opinion constituted “a rejection of
the common sense of the American people, who have recognized
a need to prevent corporations from undermining self-government
since the founding.”14 Stevens believed that the limits Congress had
for years imposed on corporate spending were necessary to curb
political corruption by the wealthiest Americans, who would
inevitably out-spend, out-lobby, and “out-speech” the vast majority
of Americans. Stevens also argued that corporations are not
“people” in the real sense—they do not have consciences, feelings,
beliefs, or desires—and therefore are not true members of society,
or “We the People, by whom and for whom [the] Constitution was
established”

Justice Stevens was joined in his dissent by Justices Ruth Bader
Ginsburg, Stephen Breyer, and Sonia Sotomayor. These liberal
justices recognized that the decision would open the floodgates
for spending in electoral campaigns, making it “exceedingly difficult
to maintain that independent expenditures by corporations ‘do not

give rise to corruption or the appearance of corruption.”’15
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Corporate “Personhood”

Widespread public criticism of the Citizens United decision has not
diminished with time, particularly from liberal or progressive voters
and pundits. Protesters, lawmakers, and organizations such as Move
to Amend have called for a constitutional amendment to overturn
the ruling. Across the country, a number of public demonstrations
were held where participants waved signs reading, “Corporations
Are Not People”” Despite the widespread outrage, the reality is that
corporations have had many of the same rights as individuals for a
very long time.

Corporate personhood refers to the legal concept that allows
organizations of people, as individuals acting collectively, to be both
protected by the Constitution and subject to the same laws as
citizens. The word corporation derives from the Latin, corpus,
meaning body, and is defined as “a body of people acting jointly,
...recognized by law as acting as an individual 6

The Romans first devised corporate personhood as a way for
cities and churches to legally organize for the purposes of joint land
ownership, taxation, and institutional perpetuity. Creating a “legal”
or “artificial” person made it unnecessary to develop separate laws
enabling large groups of people to do the same things as individuals:
for instance, make contracts, own property, pay taxes, borrow
money, enter into law suits, and be protected from persecution.

Since at least 1819, in Trustees of Dartmouth College v. Woodward,
the Supreme Court has recognized corporations as having the same
rights as “natural persons” for the purpose of contracts. Since then,
the Supreme Court has given corporations increasingly more rights
traditionally reserved for natural people: Fourteenth Amendment
rights of equal protection (Pembina Consolidated Silver Mining Co.
v. Pennsylvania, 1888), Fifth Amendment protections of due process

(Noble v. Union River Logging, 1893), Fourth Amendment search and
seizure protection (Hale v. Henkel, 1906), double-jeopardy immunity
(Fong Foo v. United States, 1962), First Amendment protection
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(Grosjean v. American Press Company, 1936), Seventh Amendment
rights to trial by jury (Ross v. Bernhard, 1970), the right to spend
money in noncandidate elections (First National Bank of Boston v.
Bellotti, 1978), and the right to spend in campaigns as a form of
“speech” (Buckley v Valeo, 1976).17

Amending the Constitution to Overrule Citizens
United

Move to Amend, a coalition of political interest organizations, lead
the campaign for a Constitutional amendment that would overturn
the Supreme Court’s decision in Citizens United. MoveToAmend.org
clearly states:

We, the People of the United States of America, reject
the US Supreme Court’s ruling in Citizens United and
other related cases, and move to amend our
Constitution to firmly establish that money is not
speech, and that human beings, not corporations, are
persons entitled to constitutional rights.18

Consequences

Specialists in campaign finance law predict that the Supreme
Court’s ruling will shape the US electoral process for years to come.
The matter is far from settled, however, as there is a growing
movement of nonpartisan municipal, county, and state bodies
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calling for a constitutional amendment to overturn the decision.
Citizens United’s legacy is far from over.

Topic for Debate: Overrule Citizens United

In this debate section, you will be asked to assume the role of
a college student at a SUNY campus in New York State. The
Congressional representative who has been elected from your
university’s district has introduced a bill in Congress that would
authorize a constitutional amendment to overturn Citizens United.
The university newspaper has sponsored a public debate so that
the it can determine what position to take—should the newspaper
endorse (or not) the proposed amendment? You have been invited
to be a part of one of the two debate teams that will address the
issue at a public forum. You are expected to base your arguments to
some extent on the statements and publications of legal and public
policy experts.

Affirmative

The university newspaper should endorse a constitutional
amendment to overturn Citizens United.

Possible Arguments

* Corporations are not people, and should not have the same
rights as individuals.

* The Supreme Court erred with its decision in Citizens United,
due to judicial activism.

* Electoral issues should be decided by elected officials and not
by the Supreme Court.

» Corporate money inherently leads to political corruption and
“secret” financing.

» Wealthy Americans by and large represent the corporate
interests of America and should not drown out the voices of
those with less power and money.
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Negative

The wuniversity newspaper should oppose a constitutional
amendment to overturn Citizens United.

Possible Arguments

* American democracy relies on freedom of speech, which
should therefore be enjoyed by everyone, regardless of their
legal status.

» Corporate money in elections increases political competition
and awareness of issues.

* Americans can decide for themselves whether or not to elect a
candidate; ads don’'t make a difference either way.

* Corporations advocate for their employees, customers, and
communities, and regulation will only constrain this ability.

* Corporations are fundamental to American economic progress
and should be allowed to influence the political process to
maintain their positive contributions to society.

Readings

Supreme Court Opinion and Pleadings

The Supreme Court’s majority opinion, the various dissenting and
concurring opinions, and the parties’ briefs, may be accessed on the
Internet at the following links:

The official arguments and decision can be found at “Citizens
United v. Federal Election Commission” The Oyez Project at IIT
Chicago-Kent College of Law. Last updated August 25, 2014.
http: /www.oyez.org/cases/2000-2009/2008 /2008 08 205.

The official briefs and amicus briefs can be found at “Citizens
United v. Federal Election Commission.” SCOTUSblog. June 17, 2010.
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http: //www.scotusblog.com /case-files /cases/citizens-united-v-
federal-election-commission /

A video can be found at “The Story of Citizens United v. FEC
(2011)” YouTube video, 8:50. Posted by “storyofstuffproject” on
February 25, 2011. https: //www.youtube.com/
watch?v=kSkHACjrdEY.

“Why Super PACs Are Good for Democracy:
Super PACs Get Government out of the Business
of Regulating Speech”

Smith, Bradley A. “Why Super PACs Are Good for Democracy: Super
PACs Get Government out of the Business of Regulating Speech”
US. News and World Report. February 17, 2012
http: //www.usnews.com/opinion /articles /2012 /02 /17/why-

super-pacs-are-good-for-democracy.

“The New York Times’ Disingenuous Campaign
against Citizens United”

Kaminer, Wendy. “The New York Times’ Disingenuous Campaign
against Citizens United” The Atlantic. February 24, 2012.
http: //www.theatlantic.com /politics /archive /2012 /02 /the-new-
ork-times-disingenuous-campaign-against-citizens-united

253560/.

The paper is promoting the misconception that the ruling allowed

for unlimited campaign contributions from super-rich individuals. It
didn’t.

Like Fox News, the New York Times has a First Amendment right
to spread misinformation about important public issues, and it is
exercising that right in its campaign against the Citizens United
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ruling. In news stories, as well as columns, it has repeatedly
mischaracterized Citizens United, explicitly or implicitly blaming
it for allowing unlimited “super PAC” contributions from megarich
individuals. In fact, Citizens United enabled corporations and unions
to use general treasury funds for independent political
expenditures; it did not expand or address the longstanding,
individual rights of the rich to support independent groups. And, as
recent reports have made clear, individual donors, not corporations,
are the primary funders of super PACs.

When 1 first focused on the inaccurate reference to Citizens
United in a front-page story about Sheldon Adelson, I assumed it
was a more or less honest if negligent mistake. (And I still don't
blame columnists for misconceptions about a complicated case that
are gleaned from news stories and apparently shared by their
editors.) But mistakes about Citizens United are beginning to look
more like propaganda, because even after being alerted to its
misstatements, the Times has continued to repeat them. First
Amendment lawyer Floyd Abrams wrote to the editors pointing out
mischaracterizations of Citizens United in two news stories, but
instead of publishing corrections, the Times published Abrams’
letter on the editorial page, effectively framing a factual error as a
difference of opinion...

As these examples suggest, ...campaign-finance reforms dating
back decades have produced an overcomplicated, overreaching web
of laws and regulations that are easily abused, misunderstood, or
intentionally obfuscated. The complexities of campaign finance law
(and tax-code provisions governing independent groups) also create
incentives to oversimplify the problems caused by the campaign-
finance regime by naming Citizens United as the root of all evils.
This helps advance what appears to be a simple solution—repeal
Citizens United with a “free speech for people” constitutional
amendment declaring that corporations aren't people. Putting aside
the dangers of this approach, it wouldn't solve the problem of super
PACs: The billionaires funding them may lack personal appeal but
they are, after all, people, whose expenditures were not at issue in
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Citizens United. When the press promotes false understandings of
Citizens United and the problems of campaign finance, it “paves the
way” for false solutions.

It's worth noting that the Times is not alone among proponents of
reform in scapegoating Citizens United (although it seems to have
taken the lead.) The New York Times, the Washington Post, and
MSNBC regularly and routinely misstate the meaning and impact of
the Supreme Court’s Citizens United decision on campaign finance
rules,” Steve Brill recently observed, citing a post by Dan Abrams.
Brill recommends confronting reporters and commentators with
their frequent misstatements. Former ACLU Executive Director Ira
Glasser has gamely tried engaging New York Times Public Editor
Arthur Brisbane in an effort to stop misleading readers...Are you
confused yet? What does the Times believe or want you to believe
about Citizens United? Whatever.

“The Citizens United Catastrophe”

Dionne, E. J., Ir. “The Citizens United Catastrophe.” The Washington
Post. February 5, 2012. http: //www.washingtonpost.com /opinions/
the-citizens-unitedcatastrophe /2012 /02 /05 /
glQATOEfsQ_story.html

Experts Assess Impact of Citizens United: HLS
Professor Suggests Constitutional Amendment
Stating Corporations Are Not People

Greenfield, Jill. “Experts Assess Impact of Citizens United.” Harvard
Gazette. February 3, 2012. http: //news.harvard.edu /gazette/story/
2012 /02 /experts-assess-impact-of-citizens-united /.

Few recent Supreme Court cases have received as much
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attention—and drawn as much ire—as Citizens United v. Federal
Election Commission. In a 5-4 decision, the court ruled that the
First Amendment prohibits government from placing limits on
independent spending for political purposes by corporations and
unions. To proponents of campaign finance reform, Citizens United
had the detrimental effect of inundating an already-broken
campaign finance system with corporate influence. At an event
sponsored by the Harvard Law School (HLS) American Constitution
Society on Tuesday, HLS Professor Lawrence Lessig, author of
Republic Lost, and Jeff Clements, author of Corporations Are Not
People, reviewed the impact that Citizens United has had on the
political process.

Clements said that the court’s decision exacerbates two problems
that the American political and electoral system had already been
facing—the large amount of campaign spending and the growing
influence of corporate power on the political process. Clements said
that both problems need to be fixed in order to restore democracy
but that, rather than addressing these problems, the Citizens United
decision instead requires that the American people fundamentally
reframe their notion of corporations.

“We need to look at what Citizens United really asks us to do,
which is to accept a lot. The court asks us to pretend that
corporations are not massive creations of state, federal, and foreign
laws. It asks us to pretend that they're just like people, that they have
voices, and that we're not allowed to make separate rules for them,’
he said.

Although some legal observers regard the decision as simply a
bad day on the court, Clements said that Citizens United actually
represents the culmination of a steady creation of a corporate rights
doctrine that is radical in terms of American jurisprudence. He
provided a history of the idea of corporate personhood and
corporate speech, which began only in the 1970s under Chief Justice
William Rehnquist. Lessig added that the system that has resulted is
one in which elected officials must spend 30 to 50 percent of their
time fundraising, and thus make decisions based not on what is best
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for their constituents, but on what their super PACs and other major
donors want to see.

“We have a corrupt government, yet one that is perfectly legal;
said Lessig. “We've allowed a government to evolve in which
Congress isn't dependent on people alone, but is instead
increasingly dependent on its funders. As you bend to the green,
that corrupts the government.”

As aresult, he said, members of Congress develop a sixth sense as
to what will raise money, which has led them to bend government
away from what the people want government to do and toward what
their funders want government to do. To fix the problem, we need
to produce a system where the funders and the people are one
and the same. The solution, Lessig said, is a multipronged approach
that includes a constitutional amendment explicitly stating that
corporations are not people, as well as a movement to publicly fund
elections and provide Congress with the power to limit independent
expenditures.

Synthesis Questions

1. Do corporations have too much influence on
American politics? Support your arguments with
examples of excessive influence or lack of
excessive influence.

2. Why do so many people find it repugnant to
treat corporations as “persons”? Is this disfavor
justifiable?
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14. Marketing Ethics: Selling

Controversial Products
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Source: Frank Gruber, (CC BY-NC-NDS, 2.0, 2008) Figure 14.1 Advertisers are
continually exploring new media for advertising as they seek to break through
the promotional clutter of modern life to attract the attention of consumers.
Here, the Budweiser beer logo is imprinted on the top of a house adjacent to
the Wrigley Field baseball park in Chicago, Illinois.

Legal and Ethical Constraints on Marketing and
Advertising

This chapter explores the ethics of marketing and advertising. As
the most visible form of marketing, advertising is one of the
principal motors of a capitalist economy and also one of the largest
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modern industries: The global advertising market was valued at
$495 billion in 2013 (the United States was the largest national
market at $152 billion).1 Advertisements not only inform consumers
of available products, services, promotions, and sales, they serve a
vital business function by allowing brands to distinguish themselves
from competitors, which rewards firms for improving the quality
of their offerings. Advertising is a key ally for innovation, because
advertising allows firms to create awareness and desire among
consumers to buy new products. Despite these benefits, the
advertising industry has long been suspected of using devious
tactics. As a result, many consumers are highly skeptical and even
disdainful of advertising in general.

Advertisers sometimes take the risk of shocking the public with
their ads because they are seeking to break through the
communications clutter of modern life. Today, the average
American is exposed to a great number of advertising messages
every day, with estimates running from several hundred to several
thousand ads per day.2 In order to attract the public’s attention,
advertisers may resort to appeals and tactics of questionable taste.
Little wonder that more than half of Americans believe that
advertising today is out of control. Social critics point to advertising
as one of the most objectionable aspects of our consumer economy.
From the billboards that blot out the countryside along highways,
to the television shows that are interrupted every few minutes by
outlandish commercials, to the mailboxes and e-mail accounts that
become cluttered with direct marketing, advertising methods are
often criticized for being intrusive, offensive, silly, and even
dishonest.

As a result of the perceived abuses of advertising, national
governments all over the world have imposed laws and regulations
on the advertising industry. Every country or region has its own
area of sensitivity. In many Muslim nations, for example, there are
prohibitions against advertisements that display nudity or offend
traditional notions of decency. France and Germany prohibit
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comparative advertisements in which one brand claims to be
superior to another.

The modern marketplace abounds with products that pose
difficult challenges for regulators. Consider the example of tobacco
and alcohol. These products can be harmful or dangerous, but many
people nonetheless desire to consume them. Most Western
countries have decided that it is counterproductive to outlaw the
sale of tobacco and alcohol, as doing so may create a black market
and stimulate organized crime. The official response of most
governments has been to allow the sale of such products but to
prohibit or strictly constrain their advertising. Other product
categories that tend to be governed by specific advertising
regulations include pharmaceuticals and financial products.

Many products have positive uses but can also be dangerous if
misused, like automobiles, knives, razors, lighter fluid, pesticides,
toys, athletic equipment, and so on. In such cases, the law usually
prohibits advertising that encourages the consumer to use the
product in a dangerous fashion. Another common type of marketing
regulation is one that prohibits advertisements from making false,
deceptive, or misleading claims. In most countries, such rules are
enforced by the ministry for consumer affairs. In the United States,
rules against deceptive advertisements are promulgated and
enforced by the Federal Trade Commission (FTC).

There are certain product categories in which exaggerated claims
are commonly made. For example, in the case of skin creams,
cosmetics, perfumes, deodorants, toothpaste, mouthwash, and so
on, advertisers typically claim (or suggest indirectly) that their
products make the consumer more physically attractive, especially
to the opposite sex. The problem is that some consumers may
not be sophisticated enough to discern the difference between
innocent puffery and claims of effectiveness. Thus, teenage boys
have been known to douse themselves with Unilever's Axe
deodorant products in the hope that they will attract females as
effectively as is suggested in Axe’s notoriously provocative
advertising. Many advertisements for such products come so close
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to making deceptive appeals that they may trigger the FTC’s
attention. As a result, advertisers have learned to be cautious in the
precise wording of their claims. For example, advertisements for
skin cream may permissibly suggest that the user’s skin will “look
and feel better” after use of the product, but they cannot include
text guaranteeing the disappearance of wrinkles.

In many countries, regulators are especially vigilant when it
comes to advertising aimed at children, because it is felt that
children are sometimes more susceptible to manipulation or
suggestion and are less likely to understand the dangers associated
with the use of an advertised product. In Greece, for example, toy
advertisements are prohibited between the hours of 7 am. and
10 p.m. In Sweden and Norway, all advertising aimed at children
is prohibited, and in France, a child may not appear as the
spokesperson in a commercial. In Holland, advertisements for
sweets must include a toothbrush at the bottom of the ad to remind
children to brush their teeth after eating sweets.

In this chapter, we will begin with a review of the advertising
industry’s “self-regulation” of objectionable or unethical advertising.
Many advertisements and marketing tactics fall into a regulatory
gray area, where the advertisement is technically legal but still
manages to offend some of the population. A frequent cause of such
offense is the advertiser’s quest to develop a humorous or surprising
advertisement. For example, one Danish advertisement featured an
image of the Pope wearing a particular brand of sneakers, which
offended many Catholics. In Italy, the fashion company Benetton
shocked the nation by using an advertisement in which a priest is
seen kissing a nun. In cases like these, it is not possible to make
the advertisements illegal, but advertising industry associations feel
it is necessary nonetheless to police the market for objectionable
advertisements.

Our chapter-ending case study will deal with the ethical dilemma
faced by executives at an advertising consultancy that is considering
accepting an account for a global brand that manufactures skin-
whitening products. The CEO of our company will call upon us
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to consider and debate the pros and cons of developing a US
advertising campaign for Fair and Lovely, an Indian brand. In the
United States, this product is demanded primarily by immigrants
from South Asian countries, a large and growing demographic.

Many people feel that advertisements for such products contain
racist appeals, since they are implicitly based on promoting the
superiority of white skin. Is it ethical to market and promote such
a product? Why or why not? Let us first consider some background
to allow us to answer these questions.

Principles of Marketing Echics

As stated earlier, every country has a basic framework of advertising
law. Many types of advertisement are simply prohibited by law.
However, with respect to advertisements that are legal but morally
questionable (or otherwise objectionable), the advertising sector
polices itself by applying self-regulatory codes of marketing and
advertising ethics. This means that the advertising industry sets up
its own committees to police questionable advertisements. Virtually
every country has at least one advertising industry trade association
with a self-regulatory panel or committee that reviews consumer
complaints. After examining the advertisement in question, the
panel decides whether or not to ask the advertiser to remove the
advertisement; although advertisers are not legally obliged to follow
the decisions of such committees, they usually do.

The self-regulatory panels base their decisions on ethical
principles contained in codes of advertising ethics. The most
influential codes are those established by the International
Chamber of Commerce (ICC); ICC Codes are followed by advertising
bodies in over 30 countries. The ICC Codes are based on the core
principles of legality, decency, honesty, and truthfulness in all
marketing communications. The ICC further emphasizes that “all
marketing communications should be prepared with a due sense
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of social and professional responsibility and should conform to the
principles of fair competition, as generally accepted in business. No
communication should be such as to impair public confidence in
marketing”” Self-regulatory codes are deliberately framed in general
terms, because it can be very difficult to objectively define what
kind of advertisement can be considered “decent.” It is assumed that
standards of decency vary on a national or cultural basis, and in
addition are likely to change over time. Thus, the ICC Code thus
provides general guidelines: “Marketing communications should not
contain statements or audio or visual treatments which offend
standards of decency currently prevailing in the country and culture
concerned.” The ICC Code further stipulates the following: 3

* Marketing communications should be so framed as not to
abuse the trust of consumers or exploit their lack of
experience or knowledge. Relevant factors likely to affect
consumers’ decisions should be communicated in such a way
and at such a time that consumers can take them into account.

* Marketing communications should respect human dignity and
should not incite or condone any form of discrimination,
including that based upon race, national origin, religion,
gender, age, disability, or sexual orientation.

* Marketing communications should not without justifiable
reason play on fear or exploit misfortune or suffering.

* Marketing communications should not appear to condone or
incite violent, unlawful, or antisocial behavior.

* Marketing communications should not play on superstition.
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Examples of Objectionable Advertising

Discriminatory Advertisements

"Anyway, you didn't burn the Schlitz!"

There's e bur any:y s el wbes koo D s well g 1o peev
hben Sl B, Fod-tehuat st (o wemian | cam rovist e st ol Sehllts
Bewr . ..o faatw nillicms poreben v e tasbe ul woy b by, e, e ik
st wi g thad, Theae's thee whinpl proil s

Schlitz tartes 5o good fo sa many people,
W Firsl I sabes in the US.A.

i i o iy, i i,
B e e

The Beer that made Milwaukee Famous

”

Source: Kim Bhasin and Patricia Laya, “26 Shockingly Offensive Vintage Ads,
Business Insider, June 14, 2011. Figure 14.2 This is a vintage Schlitz beer
advertisement from 1951.
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As we review the history of advertising, we will observe that certain
ads and campaigns were previously considered acceptable, and
even popular, but today would generally be regarded as
objectionable (in clear violation of one or more of the principles
outlined above). Such cases can help illustrate the ongoing evolution
of community standards in marketing ethics.

Consider the vintage ad for Schlitz beer in Figure 14.2. A suit-
clad husband is comforting his tearful wife, who has just burned
the evening’s dinner. The advertising copy reads as follows: “Don’t
worry, darling, you didn't burn the beer”” This advertisement appears
to be aimed at men and contains a mocking and patronizing
reference to young housewives of the day. In its time, such an
advertisement was probably considered by many to represent light-
hearted humor, but today it would be considered offensive by many
viewers. The unstated implication is that men are breadwinners
while women are weepy and emotional homemakers. By
contemporary standards, the Schlitz ad is overtly sexist.

While it might seem that such advertisements are relics of the
past, controversial discriminatory appeals and references continue
to appear in the media. As a further example, consider the
advertisement for the Mountain Dew soft-drink in Figure 14.3: 4
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Source: Christopher Heine, “Mountain Dew Pulls ‘Arguably Most Racist
Commercial in History?” Adweek (2013) Figure 14.3 Mountain Dew’s zany but
ill-fated campaign featuring a Mountain Dew-crazed goat.

Mountain Dew had run a successful series of edgy commercials
targeted at Internet viewers and users of social media (an
increasingly popular tactic). Perhaps influenced by the remarkable
success of insurance company GEICO’s advertising mascot (a green
gecko with a cockney accent), Mountain Dew had created a series
of ads featuring a goat with a crazed passion for the caffeine-laced
green soda. For one of these commercials, Mountain Dew hired
hip-hop artist Tyler the Creator to create and produce the
advertisement. In the ad in question, the goat is driving a car and
is pulled over and arrested by a policeman. In flashback, we see
the goat attacking a woman to wrench away her bottle of Mountain
Dew, leaving the woman bloodied and wounded. In the next scene,
the woman tries to identify her assailant from a police line-up that
features the goat and four black men. Drinking steadily from a bottle
of Mountain Dew, the policeman prods the woman to make a choice.
The goat responds to the situation by speaking in a parodic hip-hop
style, employing slang phrases such as “do her up” and “ya better
not snitch on a playa” Meanwhile, the Dew-amped policeman urges
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the woman to “nail this little sucker” and suggests it is “the one with
the doo-rag”

In retrospect, one wonders how such an offensive advertisement
could have been released by a subsidiary of one of the world’s
largest marketing organizations (Mountain Dew is a PepsiCo
subsidiary). There was a great deal of outrage voiced when the ad
was posted on Mountain Dew’s music/arts website. One college
professor labeled the commercial as “arguably the most racist
commercial in history” The ad was promptly pulled and PepsiCo
accepted full responsibility and apologized. To no avail, PepsiCo
had pointed out that Tyler was African-American and that the four
black men featured in the lineup were actually his close friends.
Apparently, the irony intended by Tyler was meant to mock racism
and discriminatory police practices. However, as many other
advertisers had learned before, humor is a two-edged sword in
advertising. It can attract attention, but it can also be
misunderstood and cause offense.

Encouraging Harmful or Dangerous Practices

The advertisement in Figure 6.4 illustrates two categories of
advertising that merit special scrutiny: advertisements featuring
children and advertisements encouraging misuse of a product.
Would any parent think it appropriate to have his or her infant shave
himself with a razor? Of course not, but clearly that was not the
intent of the advertiser.
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BEGIN EARLY SHAVE YOURSELF

@ﬂﬂﬂ@{bﬂ;@ Safety

NO STROPPING NO HONING AL ZOIP

ey R el foaw ek AT TTE BAFCTY HALDS o0

THE WM. R. BUREHARD CO.
SPORTING GOODS
EBT. PAUL, MININ.

Source: Kim Bashin, “20 Creepy Ads Featuring Children,” Business Insider,
Oct. 26, 2011. Figure 6.4 This is a vintage Gillette advertisement from 1905.
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The ad is attempting to be humorous by employing an absurd image,
a baby shaving itself. The ad is also trying to make the point that
the new Gillette safety razor is so safe that even a baby could use
it without harm. There also may have been an intention to create
an association between the smoothness of a baby’s skin and the
closeness of the shave provided by the razor. By today’s standards,
however, the advertisement appears reckless. While it is not
possible that a baby would be influenced by an advertisement, it
is not inconceivable that a small child of five or six years of age
might be encouraged by this advertisement to play with a razor: The
baby seems to be having such fun, and the small child might have
seen his or her father shaving. Regardless of the likelihood that the
advertisement could cause harm, today’s advertisers have become
increasingly wary of using advertising that features children
engaged in dangerous activities.

Potentially Dangerous Products: Advertising
Bans and Restrictions

As stated above, there are products that are sold legally but that are
considered to have such a high potential for harm or abuse such
that their advertising has been banned or regulated. Let us consider
just two such product areas: cigarettes and alcoholic beverages.
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Cigarettes

means
a lot...

you get Lots Vore from IJ\I

more body in the blemd . . there’s a special
rich-Navor ]-":If and more of it — among L&M's
ehiviee tobaceos,

maore Novor in the smoke . every i'”l'
heartier, for L&M has lomger-ag
cured leaf than even &

maore taste through the filter . for full ]J \l

pleasure, And with L&M's modern filter — the

unfiltered eigarettes,

Miracle Tip—only pure whice touches vour lips.

It's the pieh-Navor leal that does it!

Source: Cory Doctorow, “Particularly Despicable Cigarette Ad,’, Nov. 25, 2011.
Figure 14.5 This is a 1962 advertisement for the L&EM cigarette brand featured
in the edition of Popular Science magazine.
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Concerned with medical research that revealed the health hazards
of smoking, the US and European governments began to regulate
tobacco advertising in the 1960s. The print ad in Figure 14.5, from
1962, features an idyllic family scene that suggests that a smoker
gets “lots more” from a particular brand. The ad suggests that one
acceptable way to enjoy the smoking experience is to smoke in
the company of one’s spouse and children. In 1964, however, the
US Surgeon General issued a formal report that concluded that
smoking caused lung cancer and chronic bronchitis. This led to the
government instituting a series of regulations aimed at the tobacco
industry. The new laws required health warning labels on all
cigarette packages and required that all cigarette companies file
annual reports to the FTC. One goal of these regulations was to
oblige the large tobacco companies to disclose their advertising
expenditures and strategies, so that the government would be able
to assess the link between tobacco advertising and smoking-related
health risks.

Throughout the late 1960s, the US government accumulated and
analyzed data on the marketing and advertising practices of the
large cigarette companies and finally concluded that tobacco
advertising encouraged smoking. As a result, the Public Health
Cigarette Smoking Act was passed and signed into law in 1970.
This act banned all cigarette advertising on television and radio
advertising in the United States. At the time the prohibition went
into effect, tobacco companies were spending eighty percent of
their advertising budgets on television advertising, so the impact of
the law was significant.

Subsequently, the United States enacted further restrictions on
cigarette advertising. In 1999, billboard advertising of tobacco
products was banned. In 2010, tobacco companies were prohibited
from sponsoring athletic, musical, or artistic events, and from
featuring their logos on apparel. However, the government has
stopped short of banning print advertising. These governmental
efforts have been matched by a certain level of self-regulation on
the part of tobacco companies. For example, after a public outcry
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over its use of a cartoonish camel to sell cigarettes (it was feared
that such advertising would be appealing to children and teenagers),
Camel Cigarettes voluntarily stopped advertising in magazines in
2007. However, in 2013 Camel resumed its practice of advertising in
magazines.

Alcohol

Alcohol has been classified by the International Agency on Research
for Cancer (IARC) as a Group 1 carcinogen, meaning that the
circumstances in which humans are exposed to alcohol are
sufficient to create a risk of cancer. According to the World Health
Organization (WHO), alcohol causes approximately 1.8 million
deaths per year. In the United States alone, approximately 10,000
deaths per year are the result of automobile accidents caused by
drunk driving. Despite these sobering statistics, the US government
has taken a very different approach to alcohol advertising as
compared with tobacco advertising. In essence, the FTC has
primarily asked the alcohol industry to self-regulate.

Given that advertising is known to be an effective means of
increasing sales and market share, why would alcoholic beverage
companies agree to abide by self-regulation? Here, the example
of advertising bans on tobacco products is instructive. Other
industries whose products are seen as controversial have been
influenced by the threat of an advertising ban similar to that placed
on tobacco products. Consequently, trade associations for such
industries have sought to maintain an open dialogue with legislators
in the hope of appeasing them with effective self-regulation, so as
not to be faced with a total ban. In the United States, the self-
regulatory focus has been to minimize the exposure of underage
drinkers to the advertising of alcoholic beverages. Currently, the
alcoholic beverage industry has agreed to restrict advertising in
print, TV, and radio to those venues where studies show that more
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than 70% of viewers will be of drinking age (i.e., older than 21).
Further, the industry has agreed to support a public campaign
against underage drinking and to include warnings about drinking
responsibly in all advertising. The FTC has urged industry to apply
the 70% rule to sponsorship of musical and sporting events as well
but no agreement has been reached.

Even with these self-regulatory measures in place, there remains
a good deal of concern among watchdog groups about the appeal
of TV advertising to young people, who are considered more likely
to abuse alcohol than older viewers. Moreover, the alcohol industry
continues to employ advertising appeals based on the implicit
sexual allure of drinking in bars or at parties. This approach is
disturbing to industry critics who see the glamorizing and
sexualizing of alcohol consumption as another way of attracting
young people to alcohol products. As with cigarettes, the implicit
threat is that if the industry can get young people “hooked” early
in life, then they will become lifelong consumers of a product with
known health risks. Youths who begin drinking at age 15 are four
times more likely to become alcoholics than those who begin
drinking at age 21.°

Case Study: The Marketing of Skin—Whitening

Creams

Americans—in particular, white Americans—spend hours in tanning
salons going to great efforts (and sometimes even incurring great
pain and health risks) to make their skin darker. In other parts of
the world, such as the Caribbean, Africa, East Asia, and the Indian
sub-continent, people go to much expense to lighten their skin.
They do so through the purchase and application of skin-whitening
or skin-lightening creams that purport to make dark skin lighter.
(Whether or not they actually work is controversial.) In many of
these regions, lighter skin is more highly regarded socially. Arguably,
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this phenomenon is a sad by-product of colonialism, in that it is
based on a positive association with the skin color of Caucasians.
The flip-side is that, in the United States and Europe, darker skin is
often considered attractive and exotic.

Fair and Lovely is an Indian brand of skin-whitening products
manufactured and marketed by Hindustan Lever Ltd. (HLL). Fair
and Lovely is the top-selling skin-whitening brand in India, followed
closely by Fairever which is made by CavinKare. HLL advertising
touts Fair and Lovely as a “miracle worker” and claims that it is
“proven to deliver one to three shades of change” As a result of
competition from Fairever, HLL stepped up its marketing efforts in
recent years, which led to a great deal of controversy. One of the
controversial HLL ad campaigns was based on the theme “The fairer
girl gets the boy”

In one of the typical television commercials used in this campaign,
a poor father is lamenting the fact that he does not have a son
who can work and help support the family. His daughter, who has
dark skin, looks on and clearly feels a sense of guilt. When she
seeks employment, she is rebuffed because of her dark skin. Her
unhappy lot is magically transformed with the use of Fair and Lovely
skin-whitening cream. Suddenly, she not only appears to have much
lighter skin, but the other characters in the commercial perceive
her as much more beautiful. She dons a miniskirt and finds
employment as a flight attendant, receiving the romantic attention
of a fair-skinned Westerner. Among the many improbable benefits
associated with use of Fair and Lovely, it seems, are a wardrobe
change, secure employment, and a foreign boyfriend. The newly
confident young woman is now a success and can take her proud
father out for a lavish dinner.

The popularity of Fair and Lovely, as well as other skin-whitening
creams, is tied to Indian cultural traditions. Lighter skin has been
associated with a higher caste and therefore greater social status.
Most of the famous female stars in India’s popular Bollywood movie
industry are light-skinned. Do the Fair and Lovely products—or
those of competitors—really make someone’s skin lighter? Or is this
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idea just an illusion perpetuated by effective advertising? In its
official documentation regarding Fair and Lovely, HLL only states
that the cream contains vitamins essential to skin care and UV
blocking agents (as in sunscreens). In other words, rather than
actually turning the skin lighter, Fair and Lovely may only work by
keeping skin from getting darker, something likely to happen in sun-
drenched areas of India. Critics claim that at best such products
temporarily bleach skin lighter.

Not everyone in India is comfortable with the promotion of skin-
whitening creams. A number of groups have come out against HLL
and Fair and Lovely, charging the company with deceptive
advertising and the promotion of discrimination and sexism. Many
critics point out that the celebration of lighter skin is implicitly a
rejection of darker skin. Thus, the Women of Worth Foundation
launched a campaign called “Dark is Beautiful” to protest skin-
whitening products.

Indian fashion writer Rumnique Nannar observed the following:

“I've heard the stray dig “for a Punjabi, you're quite
dark” or jokingly mentioned, “are you sure you haven't
been adopted from Kerala?” or even the infamous, “wow,
you are, like, so exotic”—all standard fare for me as the
darker blip in family photos. Having your identity
reduced to skin tone can be crushing, particularly when
it doesn't fit with the more fair ideal admired by most
cultures. In India, ads by Emami and Fair and Lovely
often seemed laughable and pompous to me, with
grandfathers sanctioning the use of skin lightening
creams to ensure the success and subsequent beauty of

their dusky daughters” 6

Nannar points out that to be identified or even judged according to
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one’s skin color is demeaning and diminishes a woman’s self-esteem
and creates a sense of insecurity.

Topic for Debate: Should an American
Advertising Agency Represent Fair and Lovely?

In this fictional case, a small but highly successful new advertising
agency based in New York City, Enviralism, Inc., has become known
for its ability to craft effective social media campaigns targeting
the so-called millennial generation (young people born between
the early 1980s and early 2000s). Enviralism has become successful
especially with rapidly growing high-tech, fashion, and
communications groups. This small agency is known for its cutting-
edge creativity.

The CEO of Enviralism, Ralph Rodriguez, has been approached by
Unilever, one of the world’s largest consumer goods conglomerates,
with a US advertising budget in the tens of millions, to craft a
strategy for marketing Fair and Lovely products to South Asian and
East Asian immigrants and their first-generation children. Unilever
is aware of the controversies surrounding Fair and Lovely products,
but is also aware that there is a significant US market for skin-
whitening products. As a result, Unilever would like to tap into
Enviralism’s knack for thinking up wunusual, outside-the-box
marketing strategies. In its initial discussions, Unilever has talked
about starting with an annual $2 million budget, which might be
doubled or tripled in subsequent years. This would instantly make
Unilever the largest client at Enviralism, which is still a very small
boutique agency with only 18 employees.

However, when Rodriguez discusses the opportunity with his
Creative Director, Elaine Williams, she demurs: “That’s a straight-
up racist product, Ralph. We can't go there, no matter how much
money it makes us.”

Ralph, who has just invested $200,000 in renovating a
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Williamsburg loft into beautiful new offices for Enviralism (complete
with state-of-the-art computer and graphics equipment), is not so
sure.

He counters, “What about Coppertone? What about Hawaiian
Tropic? Those products make people’s skin darker, supposedly, but
nobody complains. What about Afro Sheen and other hair-
straighteners for the black community? Nobody says those are
racist. This is a $500 million market in India alone, not to mention a
standard skin-care product category in Japan, China, Indonesia, and
Thailand—we're talking about a market with well over two and a half
billion people!”

Ralph can see that Elaine is not convinced, so he schedules a
board meeting where his top executives will argue the case, pro
and con, for accepting the Unilever account. You will be assigned
to one of those teams. Should Enviralism agree to craft advertising
campaigns for the Fair and Lovely product line?

Affirmative

Enviralism should agree to represent Fair and Lovely in the United
States.

Possible Arguments

* We have a responsibility to customers to provide them with
the products they desire; we should not demean our
customers by treating them like children.

 Fair and Lovely is not dangerous and may provide
psychological benefits to customers, like other cosmetics
products.

 Fair and Lovely’s skin enrichment, sun blocking, and
moisturizing features are beneficial.

Negative
Enviralism should refuse to represent Fair and Lovely.

Possible Arguments

* Fair and Lovely is an ineffective product and its related
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advertising claims are therefore deceptive.

» Fair and Lovely promotes and sustains social, racial, and ethnic
stereotypes and prejudices.

» Marketing Fair and Lovely would be socially irresponsible

Readings

“Whiter-Skin Ad Campaign Spurs Debate Among
Thais”

Chomchuen, Warangkana. “Whiter-Skin Ad Campaign Spurs Debate
Among Thais” Wall Street Journal. October 25, 2013.
http: //online.wsj.com /news /articles/
SB10001424052702304799404579157422770231930.

“Skin Whitener Advertisements Labeled Racist”

Sidner, Sara. “Skin Whitener Advertisements Labeled Racist” CNN.
September 9, 2009. http://edition.cnn.com/2009/WORLD/
asiapcf/09/09/india.skin/#cnnSTCText

The Dark Side of Skin—Whitening Cream

Hundal, Sunny. “The Dark Side of Skin-Whitening Cream: The
Dangerous Fashion for Skin-Whitening across Asia Perpetuates
Racism and Should be Stigmatized as Such” The Guardian. April 1,
2010. http: //www.theguardian.com/commentisfree /2010 /apr/01/

skin-whitening-death-thailand /print.
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Synthesis Questions

1. Is there anything wrong in marketing
cosmetics products with the suggestion that
they make the buyer more beautiful, even if this
is unrealistic in many cases?

2. Should skin-whitening products be legal? Why
or why not?

3.  Does modern society have too much
advertising? How could we control it? Can you
suggest any specific mechanisms or regulations
that should be implemented?
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15. The Influence of
Advertising

Learning Objectives

By the end of this section, you will be able to:

*  Discuss how social media has altered the
advertising landscape

e Explain the influence of advertising on
consumers

*  Analyze the potential for subliminal
advertising

The advertising industry revolves around creating
commercial messages urging the purchase of new or
improved products or services in a variety of media:
print, online, digital, television, radio, and outdoor.
Because as consumers we need and want to be
informed, this feature of advertising is to the good. Yet
some advertising is intended to lead to the purchase of
goods and services we do not need. Some ads may make
claims containing only the thinnest slice of truth or
exaggerate and distort what the goods and services can
actually deliver. All these tactics raise serious ethical
concerns that we will consider here.
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The Rise of Social Media

Relevant to any discussion of the influence and ethics of advertising
is the emergence and dominance of social media, which now serve
as the format within which many people most often encounter
ads. Kelly Jensen, a digital-marketing consultant, observed that we
inhabit a “Digital Era” in which “the internet is arguably the single
most influential factor of our culture—transforming the way we view
communication, relationships, and even ourselves. Social media
platforms have evolved to symbolize the status of both individuals
and businesses alike. . . Today, using social media to create brand
awareness, drive revenue, engage current customers, and attract
new ones isn't optional anymore. Now it is an absolute ‘must”!

These are bold claims—as are the claims of some advertising—but
Jensen argues convincingly that social media platforms reach many
consumers, especially younger ones, who simply cannot be
captured by conventional advertising schemes. For those who
derive most of the significant information that shapes their lives
solely through electronic sources, nothing other than social
media-based appeals stands much chance of influencing their
purchasing decisions.

This upending of conventional modes of advertising has begun
to change the content of ads dramatically. It certainly presents a
new stage on which people as young as their teens increasingly
rely for help in choosing what to buy. Many marketers have come
to appreciate that if they are not spreading the word about their
products and services via an electronic source, many millennials will
ignore it. 2

Undeniably, a digital environment for advertising, selling, and
delivering products and services functions as a two-edged sword
for business. It provides lightning-quick access to potential
customers, but it also opens pathways for sensitive corporate and
consumer data to be hacked on an alarming scale. It offers astute
companies nearly unlimited capacity to brand themselves positively
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in the minds of purchasers, but it simultaneously offers a platform
for disgruntled stakeholders to assail companies for both legitimate
and self-serving reasons.

Paul A. Argenti, who has taught business communication for many
years at the Tuck School of Business at Dartmouth University, has
studied this dilemma. As he put it, “mobile apps have created a
new playground for cyber-thieves”” And consumer advocates and
purchasers alike “now use technology to rally together and fuel or
escalate a crisis—posing additional challenges for the corporation”
in the crosshairs of criticism. Finally, “the proliferation of online

blogs and social networking sites has greatly increased the visibility
774

and reach of all current events, not excluding large corporate
bungling.

Regardless of the delivery platform, however, any threat that the
advertising of unnecessary or harmful products may pose to our
autonomy as consumers is complicated by the fact that sometimes
we willingly choose to buy goods or services we may not necessarily
require. Sometimes we even buy things that have been proven to
be harmful to us, such as cigarettes and sugary drinks. Yet we may
desire these products even if we do not need them. If we have
the disposable income to make these discretionary purchases, why
should we not do so, and why should advertisers not advise us of
their availability?

Does Advertising Drive Us to Unnecessary
Purchases?

By definition, advertising aims to persuade consumers to buy goods
and services, many of which are nonessential. Although consumers
have long been encouraged to heed the warning caveat emptor (let
the buyer beware), it is a valid question whether advertisers have
any ethical obligation to rein in the oft-exaggerated claims of their
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marketing pitches. Most consumers emphatically would agree that
they do.

The award-winning Harvard University economist John Kenneth
Galbraith directly addressed this issue in The Affluent Society, first
published in 1958. In what he depicted as the “the dependence
effect] Galbraith bemoaned the power of corporations to harness
wide-ranging advertising strategies, marketing efforts, and sales
pitches to influence consumer purchasing decisions.® He asked
whether it is possible for a sophisticated advertising campaign to
create a demand for a product whose benefits are frivolous at best.
If so, is there anything inherently wrong with that? Or are informed
consumers themselves responsible for resisting tempting—though
misleading—advertising claims and exercising their own best
judgment about whether to buy a product that might be successful,
not because it deserves to be but simply because of the marketing
hype behind it? These questions remain fundamental to the
manager’s task of creating ethical advertising campaigns in which
truthful content is prioritized over inducing wasteful consumption.

Psychological appeals form the basis of the most successful ads.
Going beyond the standard ad pitch about the product’s advantages,
psychological appeals try to reach our self-esteem and persuade us
that we will feel better about ourselves if we use certain products.
If advertising frames the purchase of a popular toy as the act of a
loving parent rather than an extravagance, for instance, consumers
may buy it not because their child needs it but because it makes
them feel good about what generous parents they are. This is how
psychological appeals become successful, and when they do work,
this often constitutes a victory for the power of psychological
persuasion at the expense of ethical truthfulness.

Purchases are also affected by our notion of what constitutes a
necessity versus a luxury, and that perception often differs across
generations. Older consumers today can probably remember when
a cell phone was considered a luxury, for instance, rather than a
necessity for every schoolchild. On the other hand, many younger
consumers consider the purchase of a landline unnecessary,
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whereas some older people still use a conventional phone as their
main or even preferred means of communication. The cars and
suburban homes that were once considered essential purchases
for every young family are slowly becoming luxuries, replaced, for
many millennials, by travel. Generational differences like these are
carefully studied by advertisers who are anxious to make use of
psychological appeals in their campaigns.

A consumer craze based on little more than novelty—or, at least,
not on necessity or luxury in the conventional sense—is the Pet
Rock, a recurring phenomenon that began in 1977. Pet Rocks have
been purchased by the millions over the years, despite being
nothing more than rocks. During the 2017 holiday shopping season,
they retailed at $19.95.% Is this a harmless fad, or a rip-off of gullible
consumers who are persuaded it can satisfy a real need? In the
annals of marketing, the Pet Rock craze denotes one of the most
successful campaigns—still unfolding today, though in subdued
fashion—in support of so dubious a product.

As long as marketers refrain from breaking the law or engaging in
outright lies, are they still acting ethically in undertaking influential
advertising campaigns that may drive gullible consumers to
purchase products with minimal usefulness? Is this simply the free
market in operation? In other words, are manufacturers just
supplying a product, promoting it, and then seeing whether
customers respond positively to it? Or are savvy marketing
campaigns exerting too much influence on consumers ill prepared
to resist them? Many people have long asked exactly these
questions, and we still have arrived at no clear consensus as to
how to answer them. Yet it remains an obligation of each new
generation of marketers to reflect on these points and, at the very
least, establish their convictions about them.

A second ethical question is how we should expect reasonable
people to respond to an avalanche of marketing schemes
deliberately intended to separate them from their hard-earned
cash. Are consumers obligated to sift through all the messages and
ultimately make purchasing decisions in their own best interest? For
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example, does a perceived “deal” on an unhealthy food option justify
the purchase (Figure 15.1)? These questions have no consensus
answers, but they underlie any discussion of the point at which
sophisticated advertising runs headlong into people’s obligation to
take responsibility for the wisdom of their purchases.

DOUBLE THE TASTE. DOUBLE THE ENJOYMENT.

DDUBLE
Saiey Chicken McDeluxe~

DOURLE MEGA Mag~ DOUBLE

MeChicken Filel-0-Fish

Figure 15.1 When an unwise purchase is made appealing, where does the
consumer’s responsibility for decision-making lie? Furthermore, if the
purchase is spurred by children who are responding to advertising specifically
directed at them, is consumer responsibility diminished? (credit: “Big Burgers
- Asia (5490379696)” by Kinoko kokonotsu/Wikimedia Commons, CC BY 2.0)
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No one would argue that children are particularly susceptible to
the ads commercial television rains over them regularly. Generally,
young children have not developed sufficient judgment to know
what advertised products are good for them and which ones have
little or no benefit or perhaps can even harm. Research has even
shown that very young children have difficulty separating what is
real on television from what is not. This is especially so as it pertains
to advertising for junk food. Savvy marketers take advantage of the
fact that young children (those younger than age seven or eight
years) view advertising in the same manner they do information
from trustworthy adults—that is, as very credible—and so marketers
hone pitches for junk food directly to these children.”

What restrictions could we reasonably impose on those who gear
their ads toward children? We could argue that they should take
special care that ads targeting children make absolutely no
exaggerated claims, because children are less capable of seeing
through the usual puffery that most of us ignore. Children are more
literal, and once they gain the ability to understand messages
directed toward them, especially when voiced by adult authority
figures, they typically accept these as truthful statements.

When adults make poor consumer choices, who is responsible? Is
it ourselves? Is it our society and culture, which permit the barrage
of marketing to influence us in ways we often come to regret? Is it
the persuasive power of marketers, which we should rein in through
law? Do adults have the right to some assistance from marketers
as they attempt to carry out their responsibility to protect children
from manipulative ads? We have no easy answers to these
questions, though they have taken on special urgency as technology
has expanded the range of advertising even to our smartphones.

Is Subliminal Advertising Real?

It may be possible for marketing to be unfairly persuasive in ways
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that overwhelm the better judgment of consumers. Whether it is
the consumers’ responsibility to resist or marketers’ to tone down
their appeals, or both, will continue to be debated. Yet the question
of where responsibility lies when consumers are steered to make
choices certainly has ethical ramifications.

Some psychologists and educational specialists claim that the
very old and the very young are particularly ill prepared to exercise
good judgment in the face of subliminal advertising, that is,
embedded words or images that allegedly reach us only beneath the
level of our consciousness. Other experts, however, disagree and
insist that subliminal advertising is an urban myth that no current
technology could create or sustain.

A US. journalist, Vance Packard, published The Hidden
Persuaders in 1957, contending that subliminal messaging had
already been introduced into some U.S. cinemas to sell more
refreshments at the theaters’ snack bars. Alarms sounded at the
prospect, but it turned out that any data on which Packard was
relying came from James Vicary, a U.S. market researcher who
insisted he had engineered the feat in a cinema in New Jersey. No
other substantiation was provided, and Vicary’s claim was eventually
dismissed as self-promotion, which he seemed to concede in an
interview five years later. Although the immediate threat of
subliminal advertising receded, some people remain concerned that
such persuasion might indeed be possible, especially with the
advent of better technologies, like virtual reality, to implement it8

A 2015 study at the University of South Carolina found that thirsty
test subjects placed in the role of shoppers in a simulated grocery
store could be subliminally influenced in their choice of beverages
if they were primed by images of various beverage brands within
fifteen minutes of acknowledging being thirsty. After that window of
time passed, however, any impact of subliminal messaging receded.”

So the scientific evidence establishing any real phenomenon of
subliminal advertising is inconclusive. Put another way, the
evidence to this point does not definitively demonstrate the
existence of a current technology making subliminal marketing
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pitches possible. Given this, it cannot be clearly determined
whether such a technology, if it did exist, would be effective.
Another question is whether virtual reality and augmented reality
might eventually make subliminal advertising viable. Real subliminal
persuasion might render children, the elderly, and those with
developmental disabilities more vulnerable to falling prey. Could
even the most skeptical viewer resist a message so powerfully
enhanced that the product can be sampled without leaving home?
Would you be in favor of federal government regulation to prevent
such ads? What sort of ethical imperatives would you be willing to
request of or impose on sophisticated marketers?

LINK TO LEARNING

Is subliminal messaging real? Watch this video where

BBC Earth Lab investigates a bit whimsically what truth

might lie in the claim that subliminal advertising is real
to learn more.

Advertising plays a useful role in informing consumers of new or
modified products and services in the marketplace, and wise
purchasers will pay attention to it but with a discerning eye. Even
the exaggerated claims that often accompany ads can serve a
purpose as long as we do not unquestioningly accept every pitch as
true.
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OpenStax is licensed under a Creative Commons Attribution
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16. The Insurance Industry

LEARNING OBJECTIVES

By the end of this section, you will be able to:

e Discuss whether the underlying business
model of the insurance industry is an ethical one

* Identify the reasons why the government
offers certain kinds of insurance

e  Discuss the ethical issues in insurers’
decisions whether to offer disaster insurance

e Explain the concept of redlining

Although the concept of insurance dates back to
antiquity, the insurance industry as a profession came of
age in the seventeenth century, when maritime trade in
valuable commodities like coffee, tea, cocoa, sugar, and
silk became an immense industry, but one fraught with
uncertainty. Merchants sought a means to limit their
financial losses in the event their cargoes were lost at
sea.

In England, merchants and shippers gathered
together in associations, or syndicates, to distribute the
risk of loss as evenly as possible. For a fee, individual
merchants and ships’ owners in these syndicates could
buy insurance, essentially the right to be financially
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compensated by the syndicate’s fund for their loss if
their shipments or vessels sank. The first such
association of traders and shippers began at Samuel
Lloyd’s coffee house, on Tower Street near the River
Thames, in 1688. This was the origin of the huge
insurance market now known as Lloyd’s of London,! and
from these early forms of group insurance sprang the
profession as it exists today.

From the seventeenth century to the present, the
profession has faced a fundamental ethical quandary: An
insurance company makes money when purchaser fees,
called premiums, are numerous and claims, requests for
monetary compensation for covered losses, are few. But
the reality is that accidents occur, whether they take the
form of shipping losses, vehicular collisions, or home or
business fires. So insurance carriers set customer
premiums at a high enough rate to compensate
themselves with a baseline profit when claims for
compensation arise. The ethical question then is what
constitutes a reasonable profit. The way the industry
defines “reasonable” is directly reflected in the
premiums it sets, which also take into account actuarial
and statistical calculations of the historic frequency of
the occurrence of various claims.

How Insurance Works

The irony of insurance coverage of any sort is that we buy it hoping
never to use it. Still, business and consumers alike appreciate that
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a catastrophic loss can be financially devastating and so they seek
to protect against it. Insurance coverage does not prevent illness,
accidents, or other unforeseen events from occurring, but it does
offer a means to recover, at least partially, from the monetary costs
associated with them.

Insurance policies constitute a form of contract between insurers
and the insured. To reduce their losses in those situations in which
they must pay on a claim, insurers do their best to attach high
premiums to the coverage and identify exclusions and limits on
it. They worry about being forced to pay out on frivolous and
exaggerated claims, while policyholders fear that on the rare
occasions when they will have to file a claim, their reimbursement
will be minuscule and/or their future premiums will rise. From the
perspective of the consumer, the guarantee of a fair payout on a
claim is the only inducement to pay insurance premiums in the first
place.

WHAT WOULD YOU DO?

Valuing Your Inventory versus Valuing Your
Employees

Assume you are the owner of a small apparel
manufacturer with approximately fifty employees. Your
business is located in a blighted area of town where the
jobs you provide are important, but the insurance costs
of doing business there are significant, too. Recently,
fire and theft coverage has escalated in cost, but it is
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essential to protect your premises and inventory, and
local ordinances require that you purchase it. You have
customarily provided health coverage for your
employees and their families, which many of them
would not be able to afford if they had to bear the cost
themselves. You would like to continue providing this
coverage—though, due to your small employee base, you
are not legally obligated to do so—but these costs have
risen too. Finally, you would prefer to stay in this
location, because you feel an obligation to your workers,
most of whom live nearby, and because you feel
welcomed by the community itself, which includes some
longtime customers. Still, you may be forced to choose
between paying for your employee health care costs and
moving to a different area of town where fire and theft
coverage would not cost as much.

Critical Thinking

e  How will you make the decision within an
ethical framework?

e What will you, your business, and your
employees gain and lose based on what you
decide?

e What, if anything, do you and your business owe
the community of which you have been a part for
so long?

Insurance protections are, in fact, limited. In August 2017, Hurricane
Harvey dumped fifty-two inches of rain on Houston, Texas,
accompanied by fierce winds. Tens of thousands of homes, stores,
factories, and other industrial sites suffered severe damage and
flooding. Although normal homeowners’ and business owners’
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insurance provides for loss due to hurricane winds, it does not cover
loss due to flooding. As The Economist observed in the immediate
aftermath of the hurricane, “whereas wind damage is covered under
most standard insurance policies in America, flood insurance is
a government-run add-on that far from all homeowners buy. As
a result, of over $30 billion in property losses in Texas, only 40
percent may be insured”

Not only do few homeowners buy flood insurance; few private
insurers offer it. After all, most insurance carriers are for-profit,
and companies would make little money insuring everyone against
flood damage in flood-prone areas. It would be a losing proposition
for any carrier to undertake, because insurance companies enjoy
their highest returns when claims are few and payouts small. But the
federal government is not a commercial broker and does not intend
to make a profit from extending any sort of insurance coverage. For
that reason, the National Flood Insurance Act of 1968 established
a way to dispense flood coverage through a federal agency. Today
that supervising agency is the Federal Emergency Management
Authority (FEMA), in partnership with the Department of Homeland
Security (Figure 16.1). As of August 2017, just before Harvey struck,
some five million households had taken out FEMA-sponsored flood
coverage.?
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NATIONAL FLOOD
INSURANCE PROGRAM

Figure 16.1 The National Flood Insurance Program in the United States is part
of the Federal Emergency Management Agency (FEMA). (credit: modification
of “National Flood Insurance Program 50th Anniversary Logo - white
background” by FEMA /fema.gov, Public Domain)

LINK TO LEARNING

Consumers’ criticisms of the insurance industry are
not limited to the United States; they pose an
international issue for the profession. Read this Sydney
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Morning Herald article that explores the causes of
controversy that haunt insurance carriers in Australia to

learn more. Principally, they center on the lengths to
which insurers might go to disallow a claim and so
dispose of their obligation to pay out on it, at least
according to some consumer watchdogs.

The California Earthquake Authority serves a similar function at
the state level by managing privately funded insurance against
earthquakes in California. The private brokers in the program make
no profit from offering this coverage, but they do earn the right to
offer (and profit from) other insurance in California.

The Ethical Dilemma of Insuring against Natural
Disasters

We do not know with certainty what effect climate change will
have on the incidence or severity of natural disasters (i.e., accidents
that do not appear to have any direct human cause). We do know,
however, that these events can be ruinously expensive, for the
carriers that insure against them and for those who suffer them and
must put their lives back together afterward.

Business writer Don Jergler said, for example, that “climate
change has created a ‘wildfire crisis in California, which in turn

”

is ‘causing a fire insurance predicament.” California insurance
commissioner Dave Jones warned in December 2017, after a
particularly disastrous fire season in California, that “insurers may
start to back off writing insurance in some areas [of the state];
and this would pose a crisis for homeowners who consequently lost

insurance protection against losses caused by wildfires.2
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In Canada, too, “environmental risks linked to climate change are
becoming important issues for insurers who need to consider their
response to related risks and climate related losses whether arising

from weather related events such as flood and storms or liability
4

risks from third party claims.”

When insurance carriers must pay claimholders more often on
claims arising from natural disasters, they lose money at a rate that
could make them less willing to underwrite similar policies in the
future. This unwillingness, in turn, would deny coverage against
these disasters to an increasing number of individuals and
companies. The high cost of disaster claims and subsequent
shrinking of policy offerings are losses first experienced by the
insurance industry, but they have rapid and dire consequences for
policyholders.

Again, we come to the ethical conundrum as to what we might
fairly expect from insurance carriers and from clients who seek to
indemnify themselves against natural disasters. In regions where
certain kinds of disasters are more likely to occur, is it reasonable
to dictate that carriers still must provide coverage? If so, should we
consider extending public subsidies to the carriers to protect them
against catastrophic payouts? Should premiums be assigned on the
basis of the incidence patterns and severity of risk associated with
particular disasters in certain regions? With these questions, we
return to the ethical consideration of what constitutes a reasonable
profit for carriers and what premium policy holders ought to be
charged for sufficient coverage.

The United States does not have the strong tradition of private/
public ownership of industries, such as petroleum extraction or
air travel that some other nations do.’ Essentially, private/public
ownership is an arrangement in which private (industry) and public
(government) monies are combined to more safely bear an
industry’s risk and also share in its profit. It is often a successful
partnership. When we consider the scale of loss that can result from
natural disasters, and the extent of the public’s need for protection
from such loss, insurance may be a U.S. industry in which private/
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public ownership of some policies would be appropriate. The
National Flood Insurance Program and the California Earthquake
Authority are rare examples of public agencies managing insurance
coverage that private insurers have declined to provide because the
potential for profit is too low. Whether partnerships like this can
and should be expanded, and whether they can be funded from
federal and state budgets, are ethical questions for federal and state
governments and policyholders alike.

CASES FROM THE REAL WORLD

What Does the Future Hold for the Insurance
Industry?

Many insurance carriers enjoy a robust business. As
an example, UnitedHealth Group Incorporated,
headquartered in Minnesota, had about $185 million in
sales in 2017 and employed approximately 230,000
people. Still, as an industry report from the business
research company Hoovers established, insurers of all
stripes, health or auto or property or anything else, face
two major hurdles. First, they “are increasingly subject
to a large number of regulations and reporting
requirements by states. Consequently, some insurers
have withdrawn from states that impose burdensome
requirements.” Second, large-scale “claims have become
more common, creating problematic concentrations of
risk for individual insurers. . . . And some risks can be
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large enough to drive insurers out of business or cause
them to curtail services offered, increase rates, or leave
states where risk is highest”26 Thus, profits can be high
within the industry, but so can payouts in the aftermath
of major catastrophes. The report goes on to say that
“floods, hurricanes, and tornadoes” produce the riskiest
economic circumstances for the industry. Consequently,
states in which these weather events are more
common—Alabama, Florida, and North Carolina—have
seen some carriers cease business operations within
them. 27

Critical Thinking

In selecting coverage and setting prices, how does an
insurance company choose the ethical balance between
making a reasonable profit and risking catastrophic
losses of its own?

Should the law require that carriers offer property
insurance in states where harsh natural disasters occur?
Or should federal and state monies be used to subsidize
insurance companies’ resources in these circumstances?
In each case, why or why not?

Redlining: Discrimination in Insurance

A specific ethical challenge within the insurance profession is the
tendency to engage in redlining. Redlining is the practice of
assigning or denying coverage for certain policies, such as auto,
homeowners, or business insurance, on the basis of the geographic
neighborhoods where applicants for such coverage live, particularly
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inner-city neighborhoods. A variation on the practice is to charge
considerably higher prices for the same coverage in different
neighborhoods. Redlining assumes that the propensity for
accidents, burglaries, fires, and other catastrophes is higher in some
areas than others, so claims and costs will be higher for the
insurance carrier.

At first glance, this practice appears to make economic sense
from the perspective of both the insurer and the insured. Looking
beneath the surface, however, reveals that redlined neighborhoods
are often areas where racial and ethnic minorities live. No insurance
carrier ever admits to engaging in discriminatory redlining (the
term refers to an older practice by which insurance companies
marked certain neighborhoods in red on print copies of coverage
maps). Nearly every state in the United States forbids the practice.
Yet a comprehensive 2017 study by Consumer Reports and
ProPublica, a nonprofit research organization, indicated the
phenomenon may remain very much a reality. This study focused on
rates for auto insurance and found that for “decades, auto insurers
have been observed to charge higher average premiums to drivers
living in predominantly minority urban neighborhoods than to
drivers with similar safety records living in majority white
neighborhoods. Insurers have long defended their pricing by saying
that the risk of accidents is greater in those neighborhoods, even for

motorists who have never had one”®

The authors of the report compared auto insurance premiums
and claims paid in four states (California, Illinois, Missouri, and
Texas) and found similar results whether the carrier was Allstate,
Geico, Liberty Mutual, or another. They contended “that many of
the disparities in auto insurance prices between minority and white
neighborhoods are wider than differences in risk can explain’’ This
is significant because laws do typically permit premium rates to
be set according to the incidence of claims filed within certain
neighborhoods. Yet laws never allow rates to be based solely or
predominantly on the race or ethnicity of the residents in different
neighborhoods. This is the essence of prohibited redlining.
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Professionals in the industry do well to steer clear of this practice
or even the appearance of it, and that is the overriding theme of this
study.

Drawing back, the ethical challenge for any responsible carrier is
to ensure that the race, ethnicity, or creed of any policyholder plays
absolutely no role in the premiums assigned him or her. There is
no defensible reason to base a carrier’s decision to extend or deny
insurance coverage or assign the premium amount for it on these
factors.

© Sep 20, 2018 OpenStax. Textbook content produced by
OpenStax is licensed under a Creative Commons Attribution

License 4.0 license. Download for free at http: //cnx.org/contents/
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17. Echical Issues in the
Provision of Health Care

LEARNING OBJECTIVES

By the end of this section, you will be able to:

*  Identify ethical problems related to the
availability and cost of health care in the United
States and elsewhere

*  Discuss recent developments in insuring or
otherwise providing for health care in the United
States

Private health care in the United States has
historically been of high quality and readily available,
but only for those who could afford it. This model for
rationing health services is rare in the developed world
and stands in dramatic contrast to the provision of
health care in other industrialized economies. Those
who provide health care and administer the health care
system find that balancing the quality of, access to, and
cost of medical care is an ethical dilemma in which they
must continually engage.l
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Multipayer Health Care in the United States

Typically in the United States, medical services have been dispensed
through a multipayer health care system, in which the patient and
others, such as an employer and a private health insurance
company, all contribute to pay for the patient’s care. Germany,
France, and Japan also have multipayer systems. In a single-payer
health care system such as those in the United Kingdom and
Canada, national tax revenues pay the largest portion of citizens’
medical care, and the government is the sole payer compensating
those who provide that care. Contributions provided by employers
and employees provide the rest. Both single- and multipayer
systems help reduce costs for patients, employers, and insurers;
both, especially single-payer, are also heavily dependent on taxes
apportioned across employers and the country’s population. In a
single-payer system, however, because payment for health care is
coordinated and dispensed by the government, almost no one lacks
access to medical services, including visitors and nonpermanent
residents.

Many reasons exist for the predominance of the multipayer
system in the United States. Chief among these is the U.S. tradition
that doctors’ services and hospital care are privatized and run for
profit. The United States has no federal health care apparatus that
organizes physicians, clinics, and medical centers under a single
government umbrella. Along with the profit motive, the fact that
providers are compensated at a higher average rate than their peers
abroad ensures that health care is more expensive in the United
States than in most other nations.

The United States also has more health care professionals per
citizen than most other countries, and more medical centers and
clinics (Figure 17.1). One positive result is that the wait for most
elective medical procedures is often shorter than in other countries,
and travel time to a nearby medical facility is often less. Still, paying
for health care remains one of the most controversial topics in the
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United States, and many question what it is that Americans gain
from the current system to balance the cost. As an exhaustive study
from The Commonwealth Fund asserted, “the United States spends
far more on health care than other high-income countries, with

spending levels that rose continuously over the past three decades.
2

... Yet the U.S. population has poorer health than other countries”

Figure 17.1 The Indiana University Health University Hospital (a) is an
example of a contemporary medical center affiliated with a university
medical school, in this case on the Indiana University-Purdue University
Indianapolis campus. This is indicative of a common partnership through
which hospitalization and medical-school education are made available in the
United States. This type of affiliation also exists abroad, as evidenced by this
state-of-the-art operating facility (b) at the Gemelli University Hospital in
Rome, Italy. (credit a: modification of “Indiana University Hospital - IUPUI -
DSC00508” by “Daderot” /Wikimedia Commons, Public Domain,; credit b:
modification of “Hybrid operating room for cardiovascular surgery at Gemelli
Hospital in Rome” by “Pfree2014” /Wikimedia Commons, CCO)

Besides its inefficiencies, the state of U.S. health care raises
challenging ethical issues for professionals in the field and for
patients as well. What happens if many poorer people cannot afford
health care? Should doctors treat them anyway? Who is qualified to
receive subsidized (insured) health care? In the absence of universal
health care, which is generally ensured elsewhere by a single-payer
system that entitles everyone to receive care at very low cost, can
the United States truly boast of being the richest nation on Earth?
Put another way, when the least materially advantaged in a country
do not have access to quality health care, what is the worth such a
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nation patently is assigning to those human beings residing within
it?

Supporters of the status quo for health care in the United States
may point to state-of-the-art facilities as evidence of its success.
Yet other nations, such as Australia, the United Kingdom, and the
Netherlands, have equal levels of medical technologies available for
patients and are given much more favorable marks for universal
health insurance and accessibility by The Commonwealth Fund.

The High Cost of Prescription Drugs

Discussions of health care accessibility have become politically
charged, so for now it is enough to observe that not only is medical
care enormously expensive in the United States but so are
prescription drugs. According to William B. Schultz, an attorney
writing in the Washington Post in 2017, “in the past 35 years, the only
significant victory in the battle to control drug prices has been the
enactment of legislation that established the generic drug program
at the FDA [Federal Drug Administration]” Otherwise, he stated,
“prescription drug prices account for 17 percent of the nation’s
health-care costs, up from 7 percent in the 1990s,” and “prescription
drug spending accounts for nearly 20 percent of total program
spending for Medicare, the largest of the governmental health-care
programs™ (Schultz is not entirely impartial; he is a partner in a law
firm that represents generic drug providers, among other clients.)
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LINK TO LEARNING

The New York Times asked its readers to relay their
experiences as purchasers of prescribed medicines that
they thought carried much too high a price tag. This
article on some of the reader responses to drug prices

was reported by two journalists at the paper, Katie
Thomas and Charles Ornstein.

The only way to recoup the enormous cost of developing new drugs,
says the pharmaceutical industry, is to pass it along to consumers.
Critics, on the other hand, assert that the much of the expense
incurred within the industry results from the high cost of marketing
new drugs. Wherever the truth lies in this debate, it remains that
exorbitant prices for much-needed medicines dramatically reduce
their social value when only a few individuals can actually afford
to obtain them. What does it say of our priorities if we have the
technology to create life-saving medicines but allow astronomic
prices effectively to deny them to many patients who require them?

Paying for Health Care and Wellness

Within the multipayer system, many U.S. workers have traditionally
looked to their employers or their unions to subsidize the cost
of care and thereby make it available for them and their families.
Many reasons explain why this is so. In contrast to the European
and Canadian perspective, for example, in which both the state and
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employers are presumed to have an interest in and responsibility for
underwriting the cost of health care, the traditional U.S. approach is
that workers and their employers should be responsible for securing
this coverage. This belief reflects an unease on the part of some
about assigning services to the government, because this implies
the need for a larger governing entity as well as additional taxes to
sustain it. The sentiment also reflects a conviction on the part of
some that self-reliance is always to be preferred when securing the
necessities of life.

John E. Murray, a professor of economics at the University of
Toledo, offered a related explanation. He cited the existence of
industrial sickness funds in the United States, which arose in the
late nineteenth and early twentieth centuries. These were monies
“organized by workers through their employer or union [that]
provided the rudiments of health insurance, principally consisting
of paid sick leave, to a large minority of the industrial workforce of
the late nineteenth and early twentieth centuries’™ Murray stated
that these funds declined in popularity not because they were
ineptly administered or rendered bankrupt by World War I or the
Great Depression but rather because they gave way to even more
effective instruments in the form of group insurance policies
offered by employers or labor unions.

So the U.S. worker’s experience differed from that of European
labor in that much significant health care coverage was provided
under the auspices of unions and employers rather than the state.
Murray noted another source of relief for workers who experienced
illness or injury that prevented them from working for any period
of time, and that was charityE Specific versions of charity were
offered by religious organizations, including Christian churches and
Jewish synagogues. Often, these religious bodies banded together
to provide monetary benefits for sick or injured members of their
own faith who might otherwise have been denied health coverage
due to prejudicef The U.S. social experience featured more ethnic
and cultural diversity, especially in the nineteenth and early
twentieth centuries, than was present in many European nations,
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and a downside is the racial, ethnic, and religious prejudice it
inspired.

A final distinction Murray pointed to is the past opposition of
the American Medical Association to any sort of state-sponsored
insurance. Early supporters of industrial sickness funds, including
some physicians, anticipated that most doctors would support
these funds as pathways ultimately directed to state-provided
coverage. Instead, in 1920, “the American Medical Association voted
officially to state its opposition to government health insurance. A
sociologist concluded that from this time to the 1960s, physicians
were the loudest opponents of government insurance.”’ By default,
then, many U.S. workers came to rely more on their employers
or unions than on any other source for coverage. However, this
explanation does not answer the larger ethical question of who
should provide health insurance to residents and citizens, a
question that continues to roil politics and society in the nation
even today.

More recently, large corporations have moved from providing
one-size-fits-all insurance plans to compiling a menu of offerings to
accommodate the different needs of their employees. Workers with
dependent children may opt for maximum health care coverage for
their children. Employees without dependents or a partner may
elect a plan without this coverage and thereby pay lower premiums
(the initial cost for coverage). Yet others might minimize their
health-insurance coverage and convert some of the employer costs
that are freed up into added pension or retirement plan value.
Employers and workers have become creative in tailoring benefit
plans that best suit the needs of employees (Figure 17.2). Some
standard features of such plans are the copayment, a set fee per
service paid by the patient and typically negotiated between the
insurance carrier and the employer; the annual deductible, a preset
minimum cost for health care for which the patient is responsible
each year before the carrier will assume subsequent costs; and
percent totals for certain medical or dental procedures that patients
must pay before the carrier picks up the remainder.
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Figure 17.2 Anthem Inc. (formerly WellPoint, Inc.), headquartered in
Indianapolis, Indiana, is one of the largest health care vendors in the nation,
with more than fifty thousand employees and nearly $2.5 billion in net
revenue in fiscal year 2016. (credit: modification of “Company headquarters
on Monument Circle in Indianapolis” by Serge Melki/Wikimedia Commons,
CCBY 2.0

Despite the intricacies of this customization, employers have found
the group coverage policies they offer to be expensive for them
too, more so with each passing year. Full health care coverage is
becoming rarer as a standard employment benefit, and it is often
available only to those who work full time. California, for example,
stipulates that most workers need not be provided with employer
health care coverage unless they work at least twenty hours a week.
Rising costs for both employers and employees have combined to
leave fewer employees with health care benefits at any given time.
Employees with limited or no coverage for themselves and their
dependents often cope by cutting back on the medical attention
they seek, even when doing so places their health at risk. Whenever
workers must skip medical services due to cost considerations, this
places both them and their employers in an ethical quandary,
because both typically want workers to be in good health.
Furthermore, when employees must deny their dependents
appropriate health care, this dilemma is all the more intensified.
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To try to reduce the costs to themselves of employee health
care insurance coverage, some companies have instituted wellness
programs to try to ensure that their workforces are as healthy as
possible. Some popular wellness program offerings are measures to
help smokers quit, workout rooms on work premises or subsidized
gym memberships, and revamped vending and cafeteria offerings
that provide a range of healthier choices. Some companies even
offer employees bonuses or other rewards for quitting smoking or
achieving specific fitness goals such as weight loss or miles walked
per week. Such employer efforts appear benign at first glance,
because these measures truly can produce better health on the
part of workers. Still, ethical questions arise as to who the true
beneficiaries of such policies are. Is it the employees themselves or
the companies for which they work? Furthermore, if such measures
were to become compulsory rather than optional, would it still
reflect managerial benevolence toward employees? We discuss this
in the following paragraphs.

Wellness programs were inspired by safety programs first created
by U.S. manufacturers in the 1960s. These companies included
Chrysler, DuPont, and Steelcase. Safety programs were intended to
reduce workplace accidents resulting in injuries and deaths. Over
the years, such programs slowly but steadily grew in scope to
encompass the general health of employees on the job. As these
policies have expanded, they also have fostered some skepticism
and resistance: “Wellness programs have attracted their share of
criticism. Some critics argue workplace programs cross the line into
employees’ personal lives”” Ann Mirabito, a marketing professor at
the Hankamer School of Business at Baylor University agrees there
is potential for abuse: “It comes back to the corporate leader. . .. The
best companies respect employees’ dignity and offer programs that
help employees achieve their personal goals.”g

Employees who exercise, eat healthily, maintain their ideal
weight, abstain from smoking, and limit their alcoholic consumption
have a much better chance of remaining well than do their peers
who undertake none of these activities. The participating employees
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benefit, of course, and so do their employers, because the health
insurance they provide grows cheaper as their workers draw on
it less. As Michael Hiltzik, a consumer affairs columnist for the
Los Angeles Times, noted, “Smoking-cessation, weight-loss and
disease-screening programs give workers the impression that their
employers really care about their health. Ostensibly they save

money too, since a healthy workforce is cheaper to cover and less
7710

prone to absenteeism

Certainly, employers are also serving their own interests by trying
to reduce the cost of insuring their workers. But are there any
actual disadvantages for employees of such wellness programs that
employers might unethically exploit? Hiltzik suggested one: “The
dark downside is that ‘voluntary’ wellness programs also give
employers a window into their workers’ health profiles that is
otherwise an illegal invasion of their privacy”! Thus the health
histories of workers become more transparent to their bosses, and,
Hiltzik and others worry, this previously confidential information
could allow managers to act with bias (in employee evaluation and
promotion decisions, for instance) under cover of concern about
employees’ health.

The potential for intrusion into employee privacy through
wellness programs is alarming; further, the chance for personal
health data to become public as a consequence of enrolling in such
programs is concerning. Additionally, what about wellness rules that
extend to workers’ behavior off the job? Is it ethical for a company
to assert the right to restrict the actions of its employees when
they are not on the clock? Some, such as researchers Richard J.
Herzog, Katie Counts McClain, and Kymberleigh R. Rigard, argue
that workers surrender a degree of privacy simply by going onto
payroll: “When employees enter the workplace, they forfeit external
privacy. For example, BMI [body mass index] can be visually
calculated, smokers can be observed, and food intake monitored.”

They acknowledge, however, that “protecting privacy and
7712

enhancing productivity can provide a delicate balance
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LINK TO LEARNING

As noted in previous chapters, we can find out a great
deal about the ethical intentions of a company by
studying its mission statement, although even the
noblest statement is irrelevant if the firm fails to live up
to it. Here is Anthem, Inc’s very simple and direct
mission statement as an example from a health care
insurer. What impression does this statement leave with
you? Would you add or delete anything to it? Why or
why not?

The Affordable Care Act

Health care reform on a major scale emerged in the United States
with the passage of the Patient Protection and Affordable Care Act,
more commonly known as the Affordable Care Act (ACA), in March
2010, during the Obama Administration. The ACA (so-called
Obamacare) represents a controversial plan that strikes its
opponents as socialist. For its supporters, however, it is the first
effective and comprehensive plan to extend affordable health care
to the widest segment of the U.S. population. Furthermore, like
most new federal policies, it has undergone tweaks and revision
each year since becoming law. The ACA is funded by a combination
of payments by enrollees and supplemental federal monies
earmarked for this task.

The ACA mandates a certain level of preventive care, a choice of
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physicians and health care facilities, coverage at no extra cost for
individuals with preexisting health conditions, protection against
the cancellation of coverage solely on the basis of becoming ill, and
mental health and substance abuse treatment, all of which must be
met by carriers that participate in the plan. The ACA also permits its
holders to select from a number of marketplace plans as opposed
to the limited number of plans typically offered by any given
employer.g All in all, it is a far-reaching and complex plan whose
full implications for employers and their employees have yet to be
appreciated. Preliminary results seem to indicate that employer-
provided coverage on a comprehensive scale remains a cheaper
alternative for those workers eligible to receive it* Given the
general efficiency of group insurance policies provided by U.S.
employers, an ethical issue for all managers is whether these
policies offer the best care for the greatest number of employees
and so should be the responsibility of management to offer
whenever it is possible to do so. Current law requires all companies
employing fifty or more workers to make insurance available to that
part of their workforce that qualifies for such coverage (e.g., by
virtue of hours worked). Is it right, however, to leave the employees
of smaller firms to their own devices in securing health care? Even if
the law does not require it, we hold that an ethical obligation resides
with small businesses to do everything in their power to provide this
coverage for their employees.

Evidence of the intense debate the act has engendered is the
Trump administration’s attempts, beginning in January 2017, to
repeal the ACA entirely, or at least to dilute significantly many of
its provisions. Nearly immediately upon his inauguration, President
Trump signed Executive Order 13765 in anticipation of ending the
ACA. Also that same month, the American Health Care Act was
introduced in the House of Representatives, again with an eye to
eliminating or seriously weakening the existing act. Much political
debate within both the House and Senate ensued in 2017, with
proponents of the ACA seeking to ensure its survival and opponents
attempting (but, as of this writing, failing) to repeal it.
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The ACA represents the first far-reaching health care coverage
to take effect since 1965, after many stalled or otherwise frustrated
attempts. Since the passage that year of the Medicare and Medicaid
Act, which provided health coverage to retired, elderly, and indigent
citizens, many presidential administrations, Democrat and
Republican alike, have worked to enlarge health care coverage for
different segments of the national population. In addition to
expanding eligibility for benefits, the Medicare and Medicaid Act
had direct implications for business proprietors and their
employees. For one, the act set up new automatic earnings
deductions and tax schedules for workers and employers, and
employers were made responsible for administering these plans,
which help fund the programs’ benefits.

The future of the ACA appears to depend on whether a Democrat
or Republican sits in the White House and which party controls
the Senate and the House in the U.S. Congress. Although legislation
does hinge on the political sentiments of the president and the
majority party in Congress, what is ethical does not lend itself to a
majority vote. So regardless of whether the ACA survives, is revised,
or is replaced entirely by new health care legislation, the provision
of health care will likely continue to pose ethical implications for
U.S. business and the workers who are employed by it.

The ethical debate over universal health care coverage is larger
even than business and its employees, of course, but it still carries
immense consequences for management and labor irrespective of
how the ACA or other legislation fares in the halls of government
and the courts. An ethical dilemma for employers is the extent to
which they should make health coverage available to their workers
at affordable rates, particularly if federal and state government
plans provide little or no coverage for residents and the costs of
employer-provided coverage continues to climb.

State-Level Experiments with Single-Payer
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Health Care Plans

Against the backdrop of federal attempts to institute national health
care over the past several decades, some individual states in the
United States have used their own resources to advance this issue
by proposing mandated health care coverage for their citizens. For
example, in April 2006, Massachusetts passed An Act Providing
Access to Affordable, Quality, Accountable Heath Care, the first
significant effort at the state level to ensure near-universal health
care coverage.

The Massachusetts act created a state agency, the
Commonwealth Health Insurance Connector Authority, to
administer the extension of health care coverage to Massachusetts
residents. In many ways, it served as the most significant precursor
of and guide for the federal ACA, which would follow approximately
four years later. By many accounts, the Massachusetts legislation
has achieved its purposes with few negative consequences. As Brian
C. Mooney, reporting in the Boston Globe, put it about five years
after the act’s passage: “A detailed Globe examination [of the
implementation of the act] makes it clear that while there have been
some stumbles—and some elements of the effort merit a grade of
‘incomplete’-the overhaul, after five years, worked as well as or
better than expected.”§

The proposed Healthy California Act (SB 562) is another example.
SB 562 passed in the California State Senate in June 2017. However,
the Speaker of the Assembly, the lower house of the legislature,
blocked a hearing of the bill at that time, and a hearing is necessary
for the bill to advance to ratification. A new effort was initiated
in February 2018 to permit the bill finally to be considered by the
lower house. (Two differences between the California bill and the
Massachusetts Act include the number of state residents who would
be affected. Massachusetts has a population of about seven million
compared to California’s nearly forty million. A second distinction
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is that SB 562 is constitutes a single-payer plan, whereas the
Massachusetts Act does not.)

Single-payer health care plans essentially concentrate both the
administration of and payment for health care within one entity,
such as a state agency. California’s effort is a very simple plan on its
face but complex in its implementation. Here is how Michael Hiltzik
summarized the intent of California Senate Bill 562: “The program
would take over responsibility for almost all medical spending in the
state, including federal programs such as Medicare and Medicaid,
employer-sponsored health plans, and Affordable Care Act plans. It
would relieve employers, their workers and buyers in the individual
market of premiums, deductibles and copays, paying the costs out
of a state fund”'® The bill would create a large, special program
apparatus tentatively entitled Healthy California. It is contentious
on many fronts, particularly in that it would create the largest
single-payer health insurance plan sponsored by a U.S. state and
the scope of the plan would necessitate a huge bureaucracy to
administer it as well an infusion of state monies to sustain it.
Furthermore, it would extend health care coverage to all residents
of the state, including undocumented immigrants.

A specific hurdle to passage of Healthy California is that it would
cost anywhere from $370 billion to $400 billion and would require
federal waivers so California could assume the administration of
Medicare and Medicaid in the state as well as the federal funds
currently allotted to it. All these conditions would be enormously
difficult and time consuming to meet, even if the federal
government were sympathetic to California’s attempts to do so. In
2018, that was decidedly not the case.

Is free or inexpensive access to health care a basic human right?
If so, which elements within society bear the principal responsibility
for providing it: government, business, workers, all these, or other
agencies or individuals? This is a foundational ethical question that
would invoke different responses on the part of nearly everyone you
may ask.
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ETHICS ACROSS TIME AND
CULTURES

Free Universal Health Care

Except for the United States, the largest advanced
economies in the world all provide a heavily subsidized
universal health care system, that is, a publicly funded
system that provides primary health services to all,
usually at a nominal fee only and with no exclusions
based on income or wealth. Although these systems are
not perfect, their continued existence seems assured,
regardless of the cultural or political framework of the
various countries. A logical question is why the United
States would be an outlier on this issue, and whether
that might change in the future.

Some answers, as noted in the text, lie in the United
States’ historical reliance on a mostly private system,
with approximately 83 percent of health care expenses
provided by the private sector through insurers and
employers (in contrast, this percentage in the United
Kingdom is 17). A solution that has gained traction in
recent years is conversion to a single-payer system.
How might this work? One article estimates that the
cost of instituting a national, single-payer health care
insurance program in the United States would be $32
trillion over ten years. If this estimate is accurate, would
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it be an exorbitant price tag for such a program, or
would it be money well spent in terms of making good
health care available to all citizens?'

Critical Thinking

* Do you find it appropriate that health care costs
be provided by a mix of private versus public
sources?

*  What advantages might single-payer health care
offer over employer-provided coverage, care
provided under the ACA, or privately purchased
health insurance?

As a nation, the United States has usually preferred a system
predicated on private health care providers and insurers to pay for
it. This arrangement has worked best in instituting high-quality care
with minimal delays even for elective medical procedures. It has
systematically failed, however, in establishing any sort of universal
dispensation that is affordable for many citizens.

In the early twenty-first century, the United States is moving
ever so slowly and with plenty of hiccups toward some degree of
national or state management of health care. Precisely where these
efforts will take us may not be clear for the next several years. The
political, economic, and ethical dimensions of public management
of our health care drive considerable controversy and very little
agreement.
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18. What Constitutes a Fair
Wage?

LEARNING OBJECTIVES

By the end of this section, you will be able to:

*  Explain why compensation is a controversial
issue in the United States

*  Discuss statistics about the gender pay gap

* Identify possible ways to achieve equal pay for
equal work

*  Discuss the ethics of some innovative
compensation methods

The Center for Financial Services Innovation (CFSI) is
a nonprofit, nonpartisan organization funded by many
of the largest American companies to research issues
affecting workers and their employers. Findings of CFSI
studies indicate that employee financial stress
permeates the workplaces of virtually all industries and
professions. This stress eats away at morale and affects
business profits. A recent CFSI report details data
showing that “85% of Americans are anxious about their
personal financial situation, and admit that their anxiety
interferes with work. Furthermore, this financial stress
leads to productivity losses and increased absenteeism,
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healthcare claims, turnover and costs affecting workers
who cannot afford to retire” The report also indicates
that employees with high financial anxiety are twice as
likely to take unnecessary sick time, which is can be

expensive for an employer.

The CFSI report makes clear that ensuring workers
are paid a fair wage is not only an ethical practice; it is
also an effective way to achieve employees’ highest and
most productive level of performance, which is what
every manager wants. In the process, it also makes
workers more loyal to the company and less likely to
jump ship at the first sign of a slightly better wage
somewhere else.

The concept of a fair wage has a greater significance
than simply one worker’s pay or one company’s policy. It
is an economic concept critical to the nation as a whole
in an economic system like capitalism, in which
individuals pay for most of what they need in life rather
than receiving government benefits funded by taxes.
The ethical issues for the business community and for
society at large are to identify democratic systems that
can effectively eradicate the financial suffering of the
poorest citizens and to generate sufficient wages to
support the economic sustainability of all workers in the
United States. Put another way, has the real income of
average American workers declined so much over the
past few decades that it now threatens the productivity
of the largest economy in the world?
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Economic Data as an Indicator of Fair Wages

The Pew Research Center indicates that over the thirty-five years
between 1980 and 2014, the inflation-adjusted hourly wages of most
middle-income American workers were nearly stagnant, rising just
6 percent, or an average of less than 0.2 percent, per yearE (The
Pew Research Center defines middle-class adults as those living
in households with disposable incomes ranging from 65 percent
to 200 percent of the national median, which is approximately
$60,000.) The data collected by the Economic Policy Institute, a
nonprofit, nonpartisan think tank, show the same stagnant trend.’
Contrast this picture with the wages of high-income workers, which
rose 41 percent over the same years. Many economists, political
leaders, and even business leaders admit that increasing wage and
wealth disparities are not a sustainable pattern if the U.S. economy
is to succeed in the long term.* Wage growth for all workers must be
fair, which, in most cases, means higher wages for low- and middle-
income workers. Figure 19.1 presents evidence of the growth of the
income gap in the United Sates since the start of the great recession
in 2007.
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Median Household Worth prior to and after the Great Recession
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Source: Kochhar, Rakesh, and Anthony Cilluffo. “How Wealth Inequality Has Changed in the U.S.
since the Great Recession, by Race, Ethnicity and Income.” Pew Research Center. Nov 1, 2017.

Figure 19.1 Stagnant income has been the reality for lower- and
middle-income American adults, with income in 2016 actually lower than it
was 10 years before. This has not been the case for upper-income adults.
(attribution: Copyright Rice University, OpenStax, under CC BY 4.0 license)

No reasonable person, regardless of profession or political party,
would dispute that employees are entitled to a fair or just wage.
Rather, it is in the calculation of a fair wage that the debate begins.
Economists, sociologists, psychologists, and politicians all have
opinions about this, as have most workers. Some of the factors
that feature in calculations are federal and state minimum-wage
standards, the cost of living, and the rate of inflation. Should a fair
wage include enough money to raise a family, too, if the wage earner
is the sole or principal support of a family?

Figure 19.2 shows the growth, or lack of growth, in the buying
power of a minimum-wage earner since 1940. Compare the twenty-
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year period of 1949 through 1968 with the fifty-year period from
1968 through 2017. The difference has created a sobering reality for
many workers. In the nearly six decades since 1960, the inflation-
adjusted real minimum wage actually declined by 23 percent. That
means minimum-wage workers did not even break even; the value
of their wages declined over fifty years, meaning they have
effectively worked half a century with no raise. In the following
chart, nominal wage represents the actual amount of money a
worker earns per hour; real wage represents the nominal wage
adjusted for inflation. We consider real wages because nominal
wages do not take into account changes in prices and, therefore, do
not measure workers’ actual purchasing power.

Nominal versus Real Minimum Wage
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Sources: U.S. Department of Labor. History of Federal Minimum Wage Rates under the Fair Labor Standards Act,
1938-2009. (Some data from CPI Inflation Calculator, https://data.bls.gov/cgi-bin/cpicalc.pl.)

Figure 19.2 The graph contrasts the U.S. nominal wage (dollar amount) and
the real wage (dollar amount’s purchasing power) over the last seventy-five
years, indicating a steady decline in purchasing power experienced by most
workers. (attribution: Copyright Rice University, OpenStax, under CC BY 4.0
license)

One positive development for minimum-wage workers is that state
governments have taken the lead in what was once viewed primarily
as a federal issue. Today, most states have a higher minimum hourly
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wage than the federal minimum of $7.25. States with the highest
minimum hourly wages are Washington ($11.50), California and
Massachusetts ($11.00), Arizona and Vermont ($10.50), New York and
Colorado ($10.40), and Connecticut ($10.00). Some cities have even
higher minimum hourly wages than under state law; for example,
San Francisco and Seattle are at $15.00. As of the end of 2017,
twenty-nine states had higher minimum hourly wages than the
federal rate, according to Bankrate.com (Figure 19.3).

Minimum Wage by State, 2017
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Source: Lerner, Michele. “Find the Minimum Wage in Your State.” Bankrate. January 23, 2017.
(Data from the National Conference of State Legislatures, the U.S. Department of Labor, and state websites.)

Figure 19.3 As of 2017, there is a patchwork quilt of state-level minimum wage
laws. (attribution: Copyright Rice University, OpenStax, under CC BY 4.0
license)

Unfair Wages: The Gender Pay Gap

Even after all possible qualifiers have been added, it remains true
that women earn less than men. Managers sometimes offer multiple
excuses to justify pay inequities between women and men, such
as, “Women take time off for having babies” or “Women have less
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experience, but these usually do not explain away the differences.
The data show that a woman with the same education, experience,
and skills, doing the same job as a man, is still likely to earn less, at
all levels from bottom to top. According to a study by the Institute
for Women’s Policy Research, even women in top positions such
as CEOQ, vice president, and general counsel often earn only about
80 percent of what men with the same job titles earn.” Data from
the EEOC over the five years from 2011 through 2015 for salaries of
senior-level officials and managers (defined by the EEOC as those
who set broad policy and are responsible for overseeing execution
of those policies) show women in these roles earned an average of
about $600,000 per year, compared with their male counterparts,
who earned more than $800,000 per year.® That $200,000
difference amounts to a wage gap of about 35 percent each year.

The same is true in mid-level jobs as well. In a long-term study
of compensation in the energy industry, researchers looked at the
job of a land professional-who negotiates with property owners to
lease land on which the oil companies then drill wells—and found
evidence of women consistently getting paid less than men for
doing the same job. Median salaries were compared for male and
female land professionals with similar experience (one to five years)
and educational background (bachelor’s degree), and men earned
$7000 more per year than their female counterpartsz

Doesn't the law require men and women to be paid the same? The
answer is yes and no. Compensation discrimination has been illegal
for more than fifty years under a U.S. law called the Equal Pay Act,
passed in 1963. But the problem persists. Women earned about 60
percent of what men earned in 1960, and that value had risen to
only 80 percent by 2016. Given these historic rates, women are not
projected to reach pay equity until at least 2059, with projections
based on recent trends predicting dates as late as 2119.8 These are
aggregate data; thus, they include women and men with the same
job, or similar jobs, or jobs considered to fall in the same general
category, but the data do not compare the salary of a secretary to
that of a CEO, which would be an unrealistic comparison.
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Equal pay under the law means equal pay for the “same” job, but
not for the “equivalent” job. Those companies wishing to avoid strict
compliance with the law may use several devices to justify unequal
pay, including using slightly different job titles, slightly different lists
of job duties, and other techniques that lead to different pay for
different employees doing essentially the same job. Women have
taken employers to court for decades, only to find their lawsuits
unsuccessful ~ because  proving individual = compensation
discrimination is very difficult, especially given that multiple factors
can come into play in compensation decisions. Sometimes class-
action lawsuits have been more successful, but even then plaintiffs
often lose.

Can anything be done to achieve equal pay? One step would be to
pass a new law strengthening the rules on equal pay, but two recent
attempts to pass the Paycheck Fairness Act (S.84, H.R.377) and the
Fair Pay Act (S.168, H.R.438) narrowly failed.” These or similar bills,
if ever enacted into law, would significantly reduce wage
discrimination against those who work in similar job categories by
establishing equal pay for “equivalent” work, rather than the current
law which uses the term “same” job. The idea of pay equivalency
is closely related to comparable worth, a concept that has been
put into action on a limited basis over the years, but never on a
large scale. Comparable worth holds that workers should be paid on
the basis of the worth of their job to the organization. Equivalent
work and comparable worth can be important next steps in the path
to equal pay, but they are challenging to implement because they
require rethinking the entire basis for pay decisions.
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LINK TO LEARNING

Though the federal government has not yet passed
the Paycheck Fairness Act, some states have taken
action on their own. The website for the National

Conference of State Legislatures’ section on state equal

pay laws provides a chart listing states that go beyond
the current federal law to mandate equal pay for
comparable or equivalent work. Look up your state in
the chart. How does it compare with others in this
regard?

If a woman’s starting salary for the first job of her career is less than
that of a man, the initial difference, even if small, tends to cause a
systemic, career-long problem in terms of pay equity. Researchers
at Temple University and George Mason University found that if a
new hire gets $5000 more than another worker hired at the same
time, the difference is significantly magnified over time. Assuming
an average annual pay increase of 5 percent, an employee starting
with a $55,000 salary will earn at least $600,000 more over a forty-
year career than an employee who starts an equivalent job with a
$50,000 salary. This significantly affects many personal decisions,
including retirement, because, all other things equal, a lower-paid

woman will have to work three years longer than a man to earn the
10

same amount of money over the course of her career.

What Constitutes a Fair Wage? | 267


https://openstax.org/l/53PayLaws
https://openstax.org/l/53PayLaws
https://openstax.org/l/53PayLaws
https://cnx.org/contents/914ac66e-e1ec-486d-8a9c-97b0f7a99774@3.2:a28d2e3d-3966-5210-9cef-aaf744c1d245@3.2#rf-0100
https://cnx.org/contents/914ac66e-e1ec-486d-8a9c-97b0f7a99774@3.2:a28d2e3d-3966-5210-9cef-aaf744c1d245@3.2#rf-0100

ETHICS ACROSS TIME AND
CULTURES

European Approaches to the Gender Pay Gap

The policies of other nations can offer some insight
into how to address pay inequality. Iceland, for example,
has consistently been at the top of the world rankings
for workplace gender equality in the World Economic
Forum survey.E A new Icelandic law went into effect on
January 1, 2018, that makes it illegal to pay men more
than women, gauged not by specific job category, but
rather in all jobs collectively at any employer with
twenty-five or more employees, a concept known as an
aggregate salary data approach.E The burden of proof is
on employers to show that men and women are paid
equally or they face a fine. The ultimate goal is to
eliminate all pay inequities in Iceland by the year 2022.
The United Kingdom has taken a first step toward
addressing this issue by mandating pay transparency,
which requires employers with 250 workers or more to

publish details on the gaps in average pay between their
13

male and female employees.

Policies not directly linked to salary can help as well.
German children have a legal right to a place in
kindergarten from the age of three years, which has
allowed one-third of mothers who could not otherwise
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afford nursery school or kindergarten to join the
workforce. In the United Kingdom, the government
offers up to thirty hours weekly of free care for three-
and four-year-old children to help mothers get back in
the workforce. Laws such as these allow women, who
are often the primary caregivers in a household, to
experience fewer interruptions in their careers, a factor
often blamed for the wage gap in the United States.

The World Economic Forum reports that about 65
percent of all Organization for Economic Cooperation
and Development (OECD) countries have introduced
new policies on pay equality, including requiring many
employers to publish calculations every year showing
the gender pay gap.E Steps such as the collection and
reporting of aggregate salary data, or some form of early
education or subsidized childcare, are positive steps
toward eventually achieving the goal of wage equality.

Critical Thinking

Which of these policies do you think would be
the most likely to be implemented in the United
States and why?

*  How would each of the normative theories of
ethical behavior (virtue ethics, utilitarianism,
deontology, and justice theory) view this issue
and these proposed solutions?

Part of the reason that initial pay disparity is heightened over a
career is that when a worker changes jobs, the new employer
usually asks what the employee was making in his or her last job
and uses that as a baseline for pay in the new job. To combat
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the problem of history-based pay, which often hurts women, eight
states (and numerous municipalities) in the United States now ban
employers from asking job applicants to name their last salaryf
Although this restriction will not solve the entire problem, it could
have a positive effect if it spreads nationally. In a survey by the
executive search firm Korn Ferry, forty-six of one hundred
companies said they usually comply with the legal requirements in
force in the strictest of the locations in which they operate, meaning
workers in states without this law might not be asked about their
salary history during new-job negotiations either.”

Experiments in Compensation

Whether we are discussing fair wages, minimum wages, or equal
wages, the essence of the debate often boils down to ethics. What
should people get paid, who should determine that, and should
managers and upper management do only what is required by law
or go above and beyond if that means doing what they think is
right? Organizational pay structures are set by a variety of methods,
including internal policies, the advice of outside compensation
consultants, and external data, such as market salaries.

An innovative compensation decision in Seattle may provide some
insight. In 2011, a young man earning $35,000 a year told his boss at
Gravity, a credit-card payments business, that his earnings were not
sufficient for a decent life in expensive Seattle. The boss, Dan Price,
who cofounded the company in 2004, was somewhat surprised as
he had always taken pride in treating employees well. Nevertheless,
he decided his employee was right. For the next three years, Gravity
gave every employee a 20 percent annual raise. Still, profit
continued to outgrow wages. So Price announced that over the next
three years, Gravity would phase in a minimum salary of $70,000
for all employees. He reduced his own salary from $1 million to
$70,000, to demonstrate the point and help fund it. The following
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week, five thousand people applied for jobs at Gravity, including a
Yahoo executive who took a pay cut to transfer to a company she
considered fun and meaningful to work for.

Price’s decision started a national debate: How much should
people be paid? Since 2000, U.S. productivity has increased 22
percent, yet inflation-adjusted median wages have increased only 2
percent. That means a larger share of capitalism’s rewards are going
to shareholders and top executives (who already earn an average of
three hundred times more than typical workers, up from seventy
times more just a decade ago), and a smaller share is going to
workers. If Gravity profits while sharing the benefits of capitalism
more broadly, Price’s actions will be seen as demonstrating that
underpaying the workforce hurts employers. If it fails, it may look
like proof that companies should not overpay.

Price recognized that low starting salaries were antithetical to his
values and felt that struggling employees would not be motivated
to maintain the high quality that made his company successful with
that compensation. He calls the $70,000 minimum wage an ethical
and moral imperative rather than a business strategy, and, though
it will cost Gravity about $2 million per year, he has ruled out price
increases and layoffs. More than half the initial cost was offset by
his own pay cut, the rest by profit. Revenue continues to grow at
Gravity, along with the customer base and the workforce. Currently,
the firm has a retention rate of 91 percent.® Yet Price says
managers’ scorecards should measure purpose, impact, and service,
as much as profit.

Michael Wheeler, a professor at Harvard Business School who
teaches a course called “Negotiation and The Moral Leader,
recently discussed the aftermath of Dan Price’s decision at Gravity.
He interviewed other entrepreneurs about their plans for creative
compensation to help develop a happy and motivated workforce,
and it appears that some other companies are taking notice of how
successful Gravity has been since Price made the decision to pay
his workers more.'® One of these entrepreneurs was Megan Driscoll,
the CEO of Pharmalogics Recruiting, who, after hearing Dan Price
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speak to a group of executives, was inspired to raise the starting
base pay of her employees by 33 percent. When Driscoll put her
plan to work, her business had forty-six employees and $6.7 million
in revenue. A year later, staff and revenues had jumped to seventy-
two and $15 million, respectively. Driscoll points to data showing
her people are working harder and smarter after the pay raise than
before. There has been a 32 percent increase in clients, and the
client retention rate doubled to 80 percent.@

Stephan Aarstol, CEO of Tower Paddleboards, wanted to give his
workers a raise, but his company did not have the cash. Instead,
Aarstol boldly cut the work day to five hours from the ten hours
most employees had been working. Essentially that doubled their
pay, and as a result, he says, employee focus and engagement have
skyrocketed, as have company profitsE

Managers must carefully balance the short term, such as
quarterly profits, versus long-term sustainability as a successful
company. This requires recognizing the value of work that each
person contributes and devising a fair, and sometimes creative,
compensation plan.

© Sep 20, 2018 OpenStax. Textbook content produced by
OpenStax is licensed under a Creative Commons Attribution
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19. An Organized Workforce

LEARNING OBJECTIVES

By the end of this section, you will be able to:

*  Discuss trends in U.S. labor union membership

e Define codetermination

e Compare labor union membership in the
United States with that in other nations

*  Explain the relationship between labor
productivity gains and the pay ratio in the
United States

The issue of worker representation in the United
States is a century-old debate, with economic, ethical,
and political aspects. Are unions good for workers, good
for companies, good for the nation? There is no single
correct response. Your answer depends upon your
perspective—whether you are a worker, a manager, an
executive, a shareholder, or an economist. How might
an ethical leader address the issue of the gap between
labor’s productivity gains and their relatively stagnant
wages as compared with that of management?
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Organized Labor

Americans’ longstanding belief in individualism makes some
managers wonder why employees would want or need to be
represented by a labor union. The answer is, for the same reasons
a CEO wants to be represented by an attorney when negotiating
an employment contract, or that an entertainer wants to be
represented by an agent. Unions act as the agent/lawyer/
negotiator for employees during collective bargaining, a negotiation
process aimed at getting management’s agreement to a fair
employment contract for members of the union. Everyone wants to
be successful in any important negotiation, and people often turn to
professionals to help them in such a situation.

However, in the United States, as elsewhere around the globe, the
concept of worker organization has been about more than simply
good representation. Unionization and worker rights have often
been at the core of debates related to class economics, political
power, and ethical values. There are legitimate points on each side
of the union debate (Table 20.1).

(Table 20.1) Pros and Cons of Unions
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Pros of Unions Cons of Unions

Unions can make it harder to
fast-track promotions for
high-performing workers and/
or get rid of low-performing
ones.

Unions negotiate increased pay and
benefits for workers.

Workers are required to pay
union dues/fees that some
might rather not pay.

Unions create a formal dispute
resolution process for workers.

Unions sometimes lead to a
Unions act as an organized lobbying  closed culture that makes it

group for worker rights. harder to diversify the
workforce.

Collective bargaining agreements Collective bargaining contracts

often set norms for employment for can drive up costs for employers

an entire industry—benefiting all and lead to an adversarial

workers, including those who are not  relationship between

at a union company. management and workers.

The value of unions is a topic that produces significant
disagreement.  Historically, wunions have attained many
improvements for workers in terms of wages and benefits,
standardized employment practices, labor protections (e.g., child
labor laws), workplace environment, and on-the-job safety.
Nevertheless, sometimes unions have acted in their own interests
to sustain their own existence, without primary concern for the
workers they represent.

The history of the worker movement (summarized in the video in
the following Link to Learning) reveals that in the first half of the

twentieth century, wages were abysmally low, few workplace safety
laws existed, and exploitive working conditions allowed businesses
to use child labor. Unions stepped in and played an important role
in leveling the playing field by representing the interests of the
workers. Union membership grew to a relatively high level (33% of
wage and salary workers) in the 1950s, and unions became a force
in politics. However, their dominance was relatively short-lived, not
least because in the 1960s, the federal government started to enact
employment laws that codified many of the worker protections
unions had championed. In the 1980s and 1990s, the U.S. economy
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gradually evolved from manufacturing, where unions were strong,
to services, where unions were not as prevalent. The service sector
is more difficult to organize, due to a variety of factors such as the
historical absence of unions in the sector, workers’ widely differing
work functions and schedules, challenging organizational status,
and white-collar bias against unions.

LINK TO LEARNING

This three-minute video entitled “The Rise and Fall of

U.S. Labor Unions” summarizes the history of the union
movement. It is based on information from University of
California Santa Cruz Professor William Domhoff and
the University of Houston Bauer College of Business.

These developments, along with the appearance of state right-to-
work laws, have led to a decline in unions and their membership.
Right-to-work laws give workers the option of not joining the union,
even at companies where the majority has voted to be represented
by a union, resulting in lower membership. Right-to-work laws
attempt to counter the concept of a union shop or closed shop,
which requires that all new hires automatically be enrolled in the
labor union appropriate to their job function and that union dues
automatically be deducted from their pay.

Some question the fairness of right-to-work laws, because they
allow those who do not join the union to get the same pay and
benefits as those who do join and who pay unions dues for their
representation. On the other hand, right-to-work laws provide
workers the right of choice; those who do not want to join a union
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are not forced to do so. Those who do not choose to join may end up
having a strained relationship with union workers, however, when
a union-mandated strike occurs. Some non-union members, and
even union members, elect to cross the picket line and continue to
work. Traditionally, these “scabs,” as they are derisively labeled by
unions, have faced both overt and subtle retaliation at the hands of
their coworkers, who prioritize loyalty to the union.

Twenty-eight states have right-to-work laws (Figure 20.2). Notice
that many right-to-work states, such as Michigan, Missouri,
Indiana, Wisconsin, Kentucky, Tennessee, Alabama, and Mississippi,
are among the top ten states where automobiles are manufactured
and unions once were strong.

States with Right-to-Work Laws

States with
right-to-work
laws

States without
right-to-work
laws

Source: National Conference of State Legislatures. “Right-to-Work Resources.” http://www.ncsl.org/research/labor-and-employment/right-to-

work-laws-and-bills.aspx

Figure 20.2 Right-to-work states have typically been clustered in the South
and Southeast, where unions have been traditionally less prevalent.
(attribution: Copyright Rice University, OpenStax, under CC BY 4.0 license)

According to the U.S. Bureau of Labor Statistics, total union
membership in the United States dropped to 20 percent of the
workforce in 1980; by 2016, it was down to about half that (Figure
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M).l Public sector (government) workers have a relatively high
union membership rate of 35 percent, more than five times that of
private-sector workers, which is at an all-time low of 6.5 percent.
White-collar workers in education and training, as well as first
responders such as police and firefighters now have some of the
highest unionization rates, also 35 percent. Among states, New York
continues to have the highest union membership rate at 23 percent,
whereas South Carolina has the lowest, at slightly more than 1
percent.

Percentage of U.S. Workers Who Are Union Members, 1983-2017

25% —

20% —

15% —

10% | I i I
1980 1990 2000 2010 2020

Sources: Miller, Kevin. American Association of University Women. “The Simple Truth
about the Gender Pay Gap.” Spring 2018. Bureau of Labor Statistics. “Union Affiliation
Data from the Current Population Survey.” May 16, 2018.

Figure 20.3 Union membership in the United States has steadily declined
since 1980. (attribution: Copyright Rice University, OpenStax, under CC BY
4.0 license)

Codetermination is a workplace concept that goes beyond
unionization to embrace shared governance, in which management
and workers cooperate in decision-making and workers have the
right to participate on the board of directors of their company.
Board-level representation by employees is widespread in European
Union countries. Most codetermination laws apply to companies
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over a certain size. For example, in Germany, they apply to
companies with more than five hundred employees.” The labor
union movement never has been quite as strong in the United States
as in Europe-the trade-union movement began in Europe and
remains more vibrant there even today—and codetermination is
thus not common in U.S. companies (Table 20.4).

(Table 20.4) Unionization as Percentage of Workforce in Eight
Industrialized Nations

Country Workforce in Unions, %
Australia 25

Canada 30

France 9

Germany 26

Italy 35

Japan 22

Sweden 82

United Kingdom 29

United States 12

Labor union membership remains much higher in Europe and other
Group of Seven (G7) countries than in the United States. Only
France has a lower percentage of union membershipf
Codetermination has worked relatively well in some countries.
For example, in Germany, workers, managers, and the public at
large support the system, and it has often resulted in workers who
are more engaged and have a real voice in their workplaces.
Management and labor have cooperated, which, in turn, has led
to higher productivity, fewer strikes, better pay, and safer working
conditions for employees, which is a classic win-win for both sides.
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Pay and Productivity in the United States

Some managers, politicians, and even members of the general
public believe unions are a big part of the reason that U.S.
companies have difficulty competing in the global economy. The
conservative think tank Heritage Foundation conducted a study that
concluded unions may be responsible, in part, for a slower work
process and reduced productivity.i1 However, multiple other studies
indicate that U.S. productivity is upE

Productivity in the United States increased 74 percent in the
period 1973 to 2016, according to the OECD. In global productivity
rankings, most studies indicate the United States ranks quite high,
among the top five or six countries in the world and number two on
the list compiled by the OECD (Table 20.5).

(Table 20.5) Productivity in 2015 by Country - Sample of Eight
Industrialized Nations

Country Productivity (output/hours worked)
Australia 102.20

Canada 109.45

Germany 105.90

Japan 103.90

Mexico 105.10

South Korea 97.60

United Kingdom 100.80

United States 108.87

This table compares 2015 productivity among several industrialized
nations. U.S. productivity ranks high on the list. 6

During the same period as the productivity gains discussed in the
preceding paragraph, 1973 to 2016, wages for U.S. workers increased
only 12 percent. In other words, productivity has grown six times
more than pay. Taken together, these facts mean that American
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workers, union members or not, should not shoulder the blame
for competitive challenges faced by U.S. companies. Instead, they
are a relative bargain for most companies. Figure 20.6 compares
productivity and pay and demonstrates the growing disparity
between the two, based on data collected by the Economic Policy
Institute.

Employee Productivity and Compensation, 1950-2010

250%
225%
200%
175% —|
150% —|
125% |
100% |
75% —|
50% |
25% —|
0% T T T | T T T

1950 1960 1970 1980 1990 2000 2010

Productivity

Hourly compensation

Source: Economic Policy Institute. “The Productivity-Pay Gap.” Oct 2017. Based on analysis of data from BLS Labor
Productivity and Costs program, Bureau of Labor Statistics Current Employment Statistics public data series and
Employer Costs for Employee Compensation, and Bureau of Economic Analysis National Income and Product Accounts
(Tables 2.3.4, 6.2, 6.3, 6.9, 6.10, and 6.11).

Figure 20.6 In the last four decades, wages in the United States have not kept
up with productivity. According to the Economic Policy Institute, from 1948 to
1973, hourly compensation rose 91 percent, which closely follows productivity
gains of 97 percent. However, from 1973 to 2013, hourly compensation rose
only 9 percent, whereas productivity rose 74 percent in the same period.
(attribution: Copyright Rice University, OpenStax, under CC BY 4.0 license)

Is Management Compensation Fair?

We gain yet another perspective on labor by looking at management
compensation relative to that of employees. Between 1978 and 2014,
inflation-adjusted CEO pay increased by almost 1,000 percent in the
United States, while worker pay rose 11 percent.z A popular way to
compare the fairness of a company’s compensation system with that
in other countries is the widely reported pay ratio, which measures
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how many times greater CEO pay is than the wages for the average
employee.

The average multiplier effect in the United States is in the range
of three hundred. This means that CEO pay is, on average, three
hundred times as high as the pay of the average worker in the same
company. In the United Kingdom, the multiplier is twenty-two; in
France, it is fifteen; and in Germany, it is twelve.2 The 1965 U.S.
ratio was only twenty to one, which raises the question, why and
how did CEO pay rise so dramatically high in the United States
compared with the rest of the world? Are CEOs in the United States
that much better than CEOs in Germany or Japan? Do American
companies perform that much better? Is this ratio fair to investors
and employees? A large part of executive compensation is in the
form of stock options, which frequently are included in the
calculation of an executive’s salary and benefits, rather than direct
salary. However, this, in turn, raises the question of whether all or a
portion of the general workforce should also share in some form of
stock options.

LINK TO LEARNING

Some corporate boards claim executive pay is
performance based; others claim it is a retention
strategy to prevent CEOs from going to another
company for more money. This video shows former CEO

Steven Clifford discussing CEO pay and claiming that

U.S. executives often dramatically, and in many cases
unjustifiably, boost their own pay to astronomical levels,
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leaving shareholders and workers wondering why. He
also discusses how it can be stopped.

Everyone wants to be paid fairly for their work. Whether CEO or
administrative assistant, engineer or assembly-line worker, we
naturally look out for our own best interest. Thus, management
compensation is a topic that often causes resentment among the
rank and file, especially when organized workers go on strike. From
the employee viewpoint, the question is why management often
wants to hold the line when it comes to everyone’s wages but their
OWI.

CASES FROM THE REAL WORLD

Verizon Strike

More than forty thousand Verizon workers went on
strike in 2016 (Figure 20.7). The strike was eventually
settled, with workers getting a raise, but bitter feelings
and distrust remained on both sides. Workers thought
management salaries were too high; management
thought workers were seeking excessive raises. To
continue basic phone services for its customers during
the strike, Verizon called on thousands of non-union
employees to perform the strikers’ work. Non-union
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staff had to cross picket lines formed by fellow
employees to go to work each day during the strike.
Enmity toward these picket-line crossers was
exceptlonally high among some union members.
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Figure 20.7 Union workers from the Communications Workers of
America and the International Brotherhood of Electrical Workers
are shown walking a Verizon picket line. They are protesting
Verizon’s decision to not provide pay raises. (credit: modification
of “Verizon on Strike” by Marco Verch/Flickr, CC BY 2.0)

Critical Thinking

*  How does management reintroduce civility to
the workplace to keep peace between different
factions?

*  How could Verizon please union workers after
the strike without firing the picket-line crossers,
some of whom were Verizon union employees
who consciously chose to cross the picket line?
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20. Privacy in the Workplace

LEARNING OBJECTIVES

By the end of this section, you will be able to:

*  Explain what constitutes a reasonable right to
privacy on the job

e Identify management’s responsibilities when
monitoring employee behavior at work

Employers are justifiably concerned about threats to
and in the workplace, such as theft of property,
breaches of data security, identity theft, viewing of
pornography, inappropriate and /or offensive behavior,
violence, drug use, and others. They seek to minimize
these risks, and that often requires monitoring
employees at work. Employers might also be concerned
about the productivity loss resulting from employees
using office technology for personal matters while on
the job. At the same time, however, organizations must
balance the valid business interests of the company with
employees’ reasonable expectations of privacy.

Magnifying ethical and legal questions in the area of
privacy is the availability of new technology that lets
employers track all employee Internet, e-mail, social
media, and telephone use. What kind and extent of
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monitoring do you believe should be allowed? What
basic rights to privacy ought a person have at work?
Does your view align more closely with the employer’s
or the employee’s?

Legal and Ethical Aspects of Electronic
Monitoring

Monitored workstations, cameras, microphones, and other
electronic monitoring devices permit employers to oversee virtually
every aspect of employees’ at-work behavior (Figure 21.1).
Technology also allows employers to monitor every aspect of
computer use by employees, such as downloads of software and
documents, Internet use, images displayed, time a computer has
been idle, number of keystrokes per hour, words typed, and the
content of e-mails. According to a survey by the American
Management Association, 48 percent of employers used a form of
video monitoring in the workplace, and 67 percent monitored
employee Internet use. In 30 percent of the organizations
responding to the survey, this electronic monitoring had ultimately
led to an employee’s termination. !
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Figure 21.1 Electronic monitoring often captures data from cameras,
computers, and listening devices. This information can then be used against
employees accused of violating company policy, raising privacy concerns.
(credit left: modification of “Surveillance video cameras, Gdynia” by Pawet
Zdziarski/Wikimedia Commons, CC 2.5; credit right: credit: modification of
“Keylogger-screen-capture-example” by “FlippyFlink” /Wikimedia Commons,
Public Domain)

The laws and regulations governing electronic monitoring are
somewhat indirect and inconsistent. Very few specific federal
statutes directly regulate private employers when it comes to broad
workplace privacy issues. However, monitoring is subject to various
state rules under both statutory and common law, and sometimes
federal and state constitutional provisions as well. The two primary
areas of the law related to workplace monitoring are a federal
statute called the Electronic Communications Privacy Act of 1986
(ECPA) and various state common law protections against invasion
of privacy.g

Although the ECPA may appear to prohibit an employer from
monitoring its employees’ oral, wire, and electronic
communications, it contains two big exceptions that weaken its
protection of employees’ rights. One is the business purpose
exception. This allows employers—on the basis of legitimate
business purposes—to monitor electronic and oral communications,
and employers generally assert a legitimate business purpose to be
present. The other widely used exception is the consent exception,
which allows employers to monitor employee communications
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provided employees have given their consent. According to the
Society for Human Resource Management, the ECPA definition of
electronic communication applies to the electronic transmission
of communications but not to their electronic storage. Therefore,
courts have distinguished between monitoring electronic
communications such as e-mail during transmission and viewing
e-mails in storage. Viewing emails during transmission is broadly
allowed, whereas viewing stored e-mail is considered similar to
searching an employee’s private papers and thus is not routinely
allowed under the ECPA unless certain circumstances apply (e.g.,
the e-mails are stored in the employer’s computer systems)E

In general, it is legal for a company to monitor the use of its own
property, including but not limited to computers, laptops, and cell
phones. According to the ECPA, an employer-provided computer
system is the property of the employer, and when the employer
provides employees with a laptop they can take home, it likely
violates no laws when it monitors everything employees do with
that computer, whether business-related or personal. The same
is true of an employer-provided cell phone or tablet, and always
true when an employer gives employees notice of a written policy
regarding electronic monitoring of equipment supplied by the
company. Generally, the same is not true of equipment owned by
the employee, such as a personal cell phone.

However, an important distinction is based on the issue of
consent. The consent provision in the ECPA is not limited to
business communications only; therefore, a company might be able
to assert the right to monitor personal electronic communications
if it can show employee consent (although this is very likely to worry
employees, as discussed in the next section). Another consideration
is whose e-mail server is being used. The ECPA and some state
laws generally make it illegal for employers to intercept private
e-mail by using an employee’s personal log-on/user ID/password
information.

Although the ECPA and National Labor Relations Act are both
federal laws, individual states are free to pass laws that impose
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greater limitations, and several states have done so. Some require
employers to provide employees advance written notice that
specifies the types or methods of monitoring to which they will
be subjected. Examples of state laws creating some degree of
protection for workers include laws in California and Pennsylvania
that require consent of both parties before any conversation can be
monitored or recorded.

Employees can bring common law privacy claims to challenge
employer monitoring. (Common laws are those based on prior court
decisions rather than on legislatively enacted statutes.) To prevail
on a common law claim of invasion of privacy, which is a tort, the
employee must demonstrate a right to privacy with respect to the
information being monitored. Several state constitutions, such as
those in Louisiana, Florida, South Carolina, and California, expressly
provide citizens a right to privacy, which may protect employees
with respect to monitoring of their personal electronic information
and personal communication in the workplace.

One additional regulatory consideration applicable to electronic
monitoring is whether the company’s workforce is unionized. The
National Labor Relations Board, the federal labor law agency, has
ruled that the video surveillance of any portion of the workplace is a
condition of employment subject to collective bargaining and must
be agreed to by the union before implementation, so employees
have notice. If a workplace is not unionized (the majority are not),
then this federal regulation requiring notice does not apply, and as
stated previously in this chapter, if there is any protection at all,
it would have to be given by state regulation (which is rare in the
private [nongovernmental] sector).

What Constitutes a Reasonable Monitoring
Policy?

Many employees generally are not be familiar with the specific
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details of the law. They may feel offended by monitoring, especially
of their own equipment. Companies must also consider the effect
on workplace morale if everyone feels spied upon, and the risk that
some high-performing employees may decide to look elsewhere for
career opportunities. Employers should develop a clear, specific,
and reasonable monitoring policy. The policy should limit
monitoring to that which is directly work related. For example,
if a company is concerned about productivity and the goal of
monitoring is to keep tabs on employee performance, then neither
keystroke logging nor screenshot recording is necessary; software
designed to show idle time or personal Internet use would be more
helpful in identifying wasted time, which is the ultimate goal.

Employers should always remember their business goals when
monitoring employees. It is not only a matter of treating employees
ethically; it also makes good business sense to ensure that
monitoring pertains only to business matters and does not
unnecessarily intrude into the privacy of employees. Perhaps most
importantly, in the interest of fairness, the monitoring policy must
be communicated to the employees. When, if ever, is it acceptable
to monitor without notice to the employee and without his or her
knowledge?

LINK TO LEARNING

This notice by the State of Connecticut mandates that

all employers inform employees of the kinds of
electronic monitoring of their activities and
communications that may be undertaken at work, and
the responsibilities of an employer. Read the notice and
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decide whether you think it is a reasonable policy.
Would it make sense to the average worker? Do you
think it is unfair to either party?

The Connecticut policy in the preceding Link to Learning applies
to all employers (i.e., in state and in private sector workplaces).
However, many states have policies that apply only to employees
who work for the government. State employees hold a special status
that conveys certain state constitutional rights with regard to due
process, reasonable searches, and related legal doctrines. The same
is true for federal government employees and the U.S. Constitution,
which means the government has a duty of fairness in employee
surveillance. It does not mean, however, that the government
cannot monitor its employees at all, as demonstrated by an incident
involving a California police officer. In a unanimous decision in
Ontario v. Quon,* the U.S. Supreme Court in 2010 ruled in favor of
a police chief in Ontario, California, who read nearly five hundred
text messages sent by one of his sergeants on a police-issued pager.
Many of the text messages were personal and some were sexually
explicit. Only a few dozen were work related. The justices agreed
that constitutional limits on unreasonable searches by public
employers (under the Fourth Amendment) were minimal given a
work-related purpose.

This decision creates precedent for more than 25 million
employees of federal, state, and local governments and limits their
expectation of privacy when using employer-issued tools. “Because
the search [by the police chief] was motivated by a legitimate work-
related purpose and because it was not excessive in scope, the
search was reasonable,” said Justice Anthony M. Kennedy.

In the private sector, where employees are not working for the
government and the constitutional prohibition on unreasonable
searches and seizures has very little applicability, if any, employers
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have even more latitude in terms of employee monitoring than in a
government setting. The Ontario v. Quon case in all likelihood would
never even make it to court if the employer were a private-sector
company, because the issue of whether getting the text message
was a reasonable search and seizure under the Fourth Amendment
does not apply in a nongovernment employment setting. The
Constitution acts to limit government intrusions but does not
generally restrict private companies in this type of situation.
However, ethical considerations may encourage private-sector
employers to treat their workers respectfully, even if not required
by law.

WHAT WOULD YOU DO?

Security versus Privacy

You manage a large, high-end jewelry store with an
international clientele. Your workforce of 150 is
demographically diverse, and your employees are
trustworthy as a rule. However, you have experienced
some unexplained loss of inventory and suspect a
couple of employees are stealing valuable pieces,
removing them from backroom storage safes and
handing them off to another person somewhere in the
store who leaves with them or to a third person
pretending to be a customer. To prevent this, your
assistant managers are urging you to place discreet
cameras in the restrooms and break rooms, where these
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exchanges are likely occurring. Some managers might
be concerned about using cameras at all due to privacy
issues; others might want to use them without notifying
employees or putting up signs because they do not want
to tip off the suspects or deal with the negative reaction
of the workforce (although that brings up invasion of
privacy issues). You are weighing the pros of catching
the thieves against the possible loss of other employees’
trust.

Critical Thinking

*  What issues must you confront as you decide
whether you will take the recommendation of
your assistant managers?

*  What, ultimately, will you do? Explain your
decision.

Drug Testing in the Workplace

Key issues that arise about a drug testing or monitoring program
begin with whether an employer wants or needs to do it. Is it
required by law for a particular job, under state or local regulations?
Is it for pre-employment clearance? Does the employer need
employees’ permission? Does a failed test require mandatory
termination? With the exception of employers in industries
regulated by the federal government, such as airlines, trucking
companies, rail lines, and national security-related firms, federal
law is not controlling on the issue of drug testing in the workplace;
it is largely a state issue. At the federal level, the Department of
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Transportation does mandate drug testing for workers such as
airline crews and railway conductors and has a specific procedure
that must be followed. However, for the most part, drug testing is
not mandatory and depends on whether the employer wants to do
it. Multiple states do regulate drug testing, but to varying degrees,
and there is no common standard to be followed.

Testing of job applicants is the most common form of drug
testing. State laws typically allow it, but the employer must follow
state rules, if they exist, about providing notice and following
standard procedures intended to prevent inaccurate samples.
Testing current employees is much less common, primarily due to
cost; however, companies that do use drug testing include some in
the pharmaceutical and financial services industries. Some states
put legal constraints on drug testing of private-sector employees.
For example, in a few states. the job must include the possibility of
property damage or injury to others, or the employer must believe
the employee is using drugs.

Challenging a drug test is difficult because tests are considered
highly accurate. An applicant or employee can refuse to take the
test, but that often means not being hired or losing the job,
assuming the worker is an employee at will. The concept of
employment at willaffirms that either the employee or the employer
may dissolve an employment arrangement at will (i.e., without cause
and at any time unless an employment contract is in effect that
stipulates differently). Most workers are considered employees at
will because neither the employer nor employee is obligated to
the other; the worker can quit or be fired at any time for any
reason because there is no contractual obligation. In some states,
the employee risks not only job loss but also the denial of
unemployment benefits if fired for refusing to take a drug test.
Thus, the key concept that makes drug testing possible is
employment at will, which covers approximately 85 percent of the
employees in the private sector (unionized workers and top
executives have contracts and thus are not at will, nor are
government employees who have due process rights). The only legal
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limitation is that, in some states, the drug testing procedure must
be fair, accurate, and designed to minimize errors and false-positive
results.

The drug testing process, however, raises some difficult privacy
issues. Employers want and are allowed to protect against specimen
tampering by taking such steps as requiring subjects to wear a
hospital gown. Some employers use test monitors who check the
temperature of the urine and/or listen as a urine sample is
collected. According to the Cornell University Law School Legal
Information Institute, some state courts (e.g., Georgia, Louisiana,
Hawaii) have found it an unreasonable invasion of privacy for the
monitor to watch an employee in the restroom; however, in other
states (e.g., Texas, Nevada), this is allowed.’

Case examples abound of challenges based on privacy concerns.
In an article in the Harvard Journal of Law and Technology,
University of Houston Law School professor Mark Rothstein, who
is director of the Health Law and Policy Institute, summarized
examples of legal challenges.? In one case, the court ruled that an
employer engaged in unlawful retaliation as defined by the Mine
Safety and Health Act. The employer dismissed two employees who
were required to urinate in the presence of others but found
themselves unable to do so. In a different case, $125,000 in tort
damages was awarded to a worker for invasion of privacy and
negligent infliction of emotional distress as a consequence of his
being forced to submit a urine sample as he was being directly
observed.

© Sep 20, 2018 OpenStax. Textbook content produced by
OpenStax is licensed under a Creative Commons Attribution

License 4.0 license. Download for free at http: //cnx.org/contents/
7bce66b5-69ff-437e-bb0c-3d051f46089d@4
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21. Loyalty to the Company

LEARNING OBJECTIVES

By the end of this section, you will be able to:

*  Define employees’ responsibilities to the
company for which they work

e Describe a non-compete agreement

e Explain how confidentiality applies to trade
secrets, intellectual property, and customer data

The relationship between employee and employer is
changing, especially our understanding of commitment
and loyalty. An ethical employee owes the company a
good day’s work and his or her best effort, whether the
work is stimulating or dull. A duty of loyalty and our best
effort are our primary obligations as employees, but
what they mean can change. A manager who expects a
twentieth-century concept of loyalty in the twenty-first
century may be surprised when workers express a sense
of entitlement, ask for a raise after six months, or leave
for a new job after twelve months. This chapter will
explore a wide range of issues from the perspective of
what and how employees contribute to the overall
success of a business enterprise.
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A Duty of Loyalty

Hard work and our best effort likely make sense as obligations we
owe an employer. However, loyalty is more abstract and less easily
defined. Most workers do not have employment contracts, so there
may not be a specific agreement between the two parties detailing
their mutual responsibilities. Instead, the common law (case law) of
agency in each state is often the source of the rules governing an
employment relationship. The usual depiction of duty in common
law is the duty of loyalty, which, in all fifty states, requires that
an employee refrain from acting in a manner contrary to the
employer’s interest. This duty creates some basic rules employees
must follow on the job and provides employers with enforceable
rights against employees who violate them.

In general terms, the duty of loyalty means an employee is
obligated to render “loyal and faithful” service to the employer, to
act with “good faith,” and not to compete with but rather to advance
the employer’s interests.! The employee must not act in a way that
benefits him- or herself (or any other third party), especially when
doing so would create a conflict of interest with the employer.g The
common law of most states holds as a general rule that, without
asking for and receiving the employer’s consent, an employee
cannot hold a second job if it would compete or conflict with the
first job. Thus, although the precise boundaries of this aspect of the
duty of loyalty are unclear, an employee who works in the graphic
design department of a large advertising agency in all likelihood
cannot moonlight on the weekend for a friend’s small web design
business. However, employers often grant permission for employees
to work in positions that do not compete or interfere with their
principal jobs. The graphic designer might work for a friend’s
catering business, for example, or perhaps as a wedding
photographer or editor of a blog for a public interest community

group.
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LINK TO LEARNING

Moonlighting has become such a common
phenomenon that the website Glassdoor now has a
section reserved for such jobs. The Glassdoor website
has a number of postings for different moonlighting

opportunities to explore.

What is clear is that it is wrong for employees to make work
decisions primarily for their own personal gain, rather than doing
what is in the employer’s best interest. An employee might have the
authority to decide which other companies the employer will do
business with, for example, such as service vendors that maintain
the copiers or clean the offices. What if the employee owned stock
in one of those companies or had a relative who worked there? That
gives him or her an incentive to encourage doing business with that
particular company, whether it would be best for the employer or
not.

The degree to which the duty of loyalty exists is usually related
to the degree of responsibility or trust an employer places in an
employee. More trust equals a stronger duty. For example, when
an employee has very extensive authority or access to confidential
information, the duty can rise to its highest level, called a fiduciary
duty, which is discussed in an earlier chapter.
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Differing Concepts of Loyalty

There is no generally agreed-upon definition of an employee’s duty
of loyalty to his or her employer. One indicator that our
understanding of the term is changing is that millennials are three
times more likely than older generations to change jobs, according
to a Forbes Human Resources Council survey (Figure 22.1)3 About
nine in ten millennials (91 percent) say they do not expect to stay
with their current job longer than three years, compared with older
workers who often anticipated spending ten years or even an entire
career with one employer, relying on an implicit social contract
between employer and employee that rewarded lifetime
employment.

3% more likely to change jobs
Millennials 90% change jobs within first 3 years

4 different jobs in first 10 years (by age 32)

Source: Murdock, P. “The New Reality of Employee Loyalty.” Forbes. Dec 12, 2017.

Figure 22.1 The data on millennials and job mobility indicate that millennials
are more likely to “job hop” than their predecessors. (attribution: Copyright
Rice University, OpenStax, under CC BY 4.0 license)

The Loyalty Research Center, a consulting firm, defines loyal
employees as “being committed to the success of the organization.
They believe that working for this organization is their best option

. and loyal employees do not actively search for alternative
employment and are not responsive to offers™ Likewise, Wharton
School, University of Pennsylvania, professor Matthew Bidwell says
there are two halves to the term: “One piece is having the

employer’s best interests at heart. The other piece is remaining
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with the same employer rather than moving on.” Bidwell goes on to
acknowledge, “There is less a sense that your organization is going
to look after you in the way that it used to, which would lead [us] to
expect a reduction in ]oyalty.“§

Why are employees less likely to feel a duty of loyalty to their
companies? One reason is that loyalty is a two-way street, a feeling
developed through the enactment of mutual obligations and
responsibilities. However, most employers do not want to be
obligated to their workers in a legal sense; they usually require that
almost all workers are employees “at will,” that is, without any long-
term employment contract. Neither state nor federal law mandates
an employment contract, so when a company says an employee
is employed at will, it is sending a message that management is
not making a long-term commitment to the employee. Employees
may naturally feel less loyalty to an organization from which they
believe they can be let go at any time and for any legal reason
(which is essentially what at-will employment means). Of course,
at-will employment also means the employee can also quit at any
time. However, freedom to move is a benefit only if the employee
has mobility and a skill set he or she can sell to the highest bidder.
Otherwise, for most workers, at-will employment usually works to
the employer’s advantage, not the employee’s.

Another reason the concept of loyalty to an organization seems
to be changing at all levels is the important role money plays in
career decisions. When they see chief executive officers (CEOs) and
other managers leaving to work for the highest bidder, subordinates
quickly conclude that they, too, ought to look out for themselves,
just as their bosses do, rather than trying to build up seniority with
the company. Switching jobs can often be a way for employees to
improve their salaries. Consider professional sports. For decades
professional athletes were tied to one team and could not sell their
services to the highest bidder, meaning that their salaries were
effectively capped. Finally, after several court decisions (including
the Curt Flood reserve clause case involving the St. Louis Cardinals
and Major League Baseball),ﬁ players achieved some degree of
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freedom and can now switch employers frequently in an effort to
maximize their earning potential.

The same evolution occurred in the entertainment industry. In
the early years of the movie business, actors were tied to studios
by contracts that prevented them from making movies for any other
studio, effectively limiting their earning power. Then the
entertainment industry changed as actors gained the freedom to
sell their services to the highest bidder, becoming much more
highly compensated in the process. Employees in any industry, not
just sports and entertainment, benefit from being able to change
jobs if their salary at their current job stagnates or falls below the
market rate.

Another economic phenomenon affecting loyalty in the private
sector was the switch from defined-benefit to defined-contribution
retirement plans. In the former, often called a pension, employee
benefits are usually sponsored (paid) fully by the employer and
calculated using a formula based on length of employment, salary
history, and other factors. The employer administers the plan and
manages the investment risk, promising the employee a set payout
upon retirement. In the defined-contribution plan, however, the
employee invests a certain percentage of his or her salary in a
retirement fund, often a 401(k) or 403(b) plan, where it is sometimes
matched (partially or wholly) by the employer. (These savings plans
with their seemingly strange designations are part of the U.S.
Internal Revenue Code, and the letter/number combinations
indicate subsections of the Code. 401(k) Plans typically are featured
in for-profit employment settings and 403(b) plans in nonprofit
environments.) Defined-benefit plans reward longevity in the firm,
whereas defined-contribution plans reward high earnings over
seniority. Thus, with the growth of defined-contribution plans,
some reasons for staying with the same employer over time are no
longer applicable.

According to PayScale’s Compensation Best Practices Report, the
two leading motivators people give for leaving their job are first,
higher pay, and second, personal reasons (e.g., family, health,
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marriage, spousal 1relocation).z Of course, beyond money, workers
seek meaning in their work, and it is largely true that money alone
does not motivate employees to higher performance. However, it
is a mistake for managers to think money is not a central factor
influencing employees’ job satisfaction. Money matters because if
employees are not making enough money to meet their financial
obligations or goals, they will likely be looking to for a higher-paying
job. And, of course, increasing salary or other benefits can be a
way of demonstrating both the company’s loyalty to its employees
and the role it believes employees’ best interests play in its
mission—navigating the aforementioned two-way street. For some
employees, simply being acknowledged and thanked for their
service and good work can go a long way toward sparking their
loyalty; for others, more concrete rewards may be necessary.
Finally, many people work for themselves as freelance or contract
workers in the new “gig” economy. They may take assignments from
one or more companies at a time and are not employees in the
traditional sense of the word. Therefore, it seems more reasonable
that they would approach work in the same way a certified public
accountant or attorney would—as completing a professional job for
a client, after which they move on the next client, always keeping
their independent status. We would not expect gig workers to
demonstrate employer loyalty when they are not employees.
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WHAT WOULD YOU DO?

The Ties That Bind

If building employee loyalty is a challenge for
managers and they see their workers leaving for better
opportunities, what can they do to change the situation?
Some companies focus on team-building activities,
company picnics, rock-climbing walls, or zip lines, but
do these actually make workers decide to stay with their
company for less salary? The answer is usually no. The
reality is that salary plays an important role in an
employee’s decision to move to a new job. Therefore,
retention bonuses are a popular and perhaps more
successful technique for instilling loyalty. The company
provides a payment to an employee contingent on his or
her committing to remain at the company for a specific
period.

According to a Glassdoor study,§ when changing jobs,
employees earn an average increase of more than 5
percent in salary alone, not including benefits. Thus, the
offer of a salary increase and /or a retention or
performance bonus can help turn many would-be
former employees into newly loyal ones. The same study
found that a 10 percent increase in pay upped the odds
that an employee would stay at the company. According
to Dr. Andrew Chamberlain, chief economist of

304 | Loyalty to the Company


https://cnx.org/contents/914ac66e-e1ec-486d-8a9c-97b0f7a99774@3.2:ae975a2f-c56d-59a2-99bc-d6a9b5263dac@3.2#rf-008

Glassdoor, “While it is important to provide upward
career paths for workers, a simple job title promotion
may not be enough. Maintaining competitive pay is an

important part of reducing turnover’?

Of course, a retention bonus may not be enough to
keep someone at a job he or she hates, but it might help
someone who likes the job to decide to stay. The Society
for Human Resource Management believes retention
plans should be part of an overall pay strategy, not
merely giveaways for tenure.'’ Imagine that your
colleague is considering leaving your firm for another
company: Your manager has offered him a retention
bonus to stay and your colleague is seeking your advice
about what to do. What would you advise?

Critical Thinking

*  What questions would you ask your colleague
to better determine the advice you should give
him or her?

e  Consider your summer jobs, part-time
employment, work-study hours on campus, and
internships. What meant more to you—the salary
you made or the extent to which you were
treated as a real contributor and not just a line
on a payroll ledger? Or a combination of both?

e What lessons do you now draw about
reciprocal loyalty between companies and their

workers?
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Confidentiality

In the competitive world of business, many employees encounter
information in their day-to-day work that their employers
reasonably expect they will keep confidential. Proprietary (private)
information, the details of patents and copyrights, employee
records and salary histories, and customer-related data are valued
company assets that must remain in-house, not in the hands of
competitors, trade publications, or the news media. Employers are
well within their rights to expect employees to honor their duty
of confidentiality and maintain the secrecy of such proprietary
material. Sometimes the duty of confidentiality originates
specifically from an employment contract, if there is one, and if not,
the duty still exists in most situations under the common law of
agency.

Most companies do not consider US. common law on
confidentiality sufficient protection, so they often adopt
employment agreements or contracts with employees that set forth
the conditions of confidentiality. (Note that such contracts define
a one-way obligation, from the employee to the employer, so they
do not protect the at-will employee from being terminated without
cause.) Typically, an employment agreement will list a variety of
requirements. For example, although in most situations the law
would already hold that the employer owns copyrightable works
created by employees within the scope of their employment (known
as works for hire), a contract usually also contains a specific clause
stating that the company owns any and all such works and assigning
ownership of them to the company. The agreement will also contain
a patent assignment provision, stating that all inventions created
within the scope of employment are owned by or assigned to the
company.
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LINK TO LEARNING

If one day you might be a freelancer, gig worker, or
contractor, watch this video showing how a

nondisclosure agreement can help you protect your

ideas to learn more.

Employers also want to protect their trade secrets, that is,
information that has economic value because it is not generally
known to the public and is kept secret by reasonable means. Trade
secrets might include technical or design information, advertising
and marketing plans, and research and development data that
would be useful to competitors. Often nondisclosure agreements
are used to protect against the theft of all such information, most
of which is normally protected only by the company’s requirement
of secrecy, not by federal intellectual property law. Federal law
generally  protects  registered  trademarks  (commercial
identifications such as words, designs, logos, slogans, symbols, and
trade dress, which is product appearance or packaging) and grants
creators copyrights (to protect original literary and artistic
expressions such as books, paintings, music, records, plays, movies,
and software) and patents (to protect new and useful inventions and
configurations of useful articles) (Figure 22.2).
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Figure 22.2 Registered trademarks and content covered by patents and
copyrights are protected by law, but trade secrets have no official status and
so do not enjoy the same level of federal protection. Thus, companies generally
protect trade secrets internally, usually with employment agreements or
contracts. (attribution: Copyright Rice University, OpenStax, under CC BY 4.0
license)

secret

U.S. companies have long used non-compete agreements as a way
to provide another layer of confidentiality, ensuring that employees
with access to sensitive information will not compete with the
company during or for some period after their employment there.
The stated purpose of such agreements is to protect the company’s
intellectual property, which is the manifestation of original ideas
protected by legal means such as patent, copyright, or trademark.
To be enforceable, non-compete agreements are usually limited
by time and distance (i.e., they are in effect for a certain number
of months or years and within a certain radius of the employer’s
operations). However, some companies have begun requiring these
agreements even from mid- and lower-level workers in an attempt
to prevent them from changing jobs, including those who have no
access to any confidential intellectual property. About 20 percent
of the U.S. private-sector workforce, and about one in six people
in jobs earning less than $40,000 a year, are now covered by non-
compete agreernents.ﬂ The increased use of such agreements has
left many employees feeling trapped by their limited mobility.
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LINK TO LEARNING

A template for a typical non-compete agreement can
be found at PandaDoc.

An ethical question arises regarding whether this practice is in the
best interests of society and its workers, and some states are
responding. California enacted a law in 2017 saying that most non-
compete agreements are void, holding that although an employee
may owe the employer a responsibility not to compete while
employed, that duty ceases upon termination of employment.g In
other words, an employee does not “belong” to a company forever.
In California, therefore, a non-compete arrangement that limits
employment after leaving the employer is now unenforceable. Does
this law reflect the approach that most states will now take? A
California company may still legally prohibit its employees from
moonlighting during the term of their employment, particularly for
a competitor.
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CASES FROM THE REAL WORLD

Non-Compete Agreements

After an investigation by then-New York attorney
general Eric Schneiderman, fast-food franchisor Jimmy
John’s announced in 2016 that it would not enforce non-
compete agreements signed by low-wage employees
that prohibited them from working at other sandwich
shops, and it agreed to stop using the agreements in the
future. Jimmy John’s non-compete agreement had
prohibited all workers, regardless of position, from
working during their employment and for two years
after at any other business that sold “submarine, hero-
type, deli-style, pita, and /or wrapped or rolled
sandwiches” in a geographic area within two miles of
any Jimmy John’s shop anywhere in the United States.*

Schneiderman said of the agreements, “They limit
mobility and opportunity for vulnerable workers and
bully them into staying with the threat of being sued”
Illinois Attorney General Lisa Madigan had also initiated
action, filing a lawsuit that asked the court to strike
down such clauses. “Preventing employees from seeking
employment with a competitor is unfair to Illinois
workers and bad for Illinois businesses,” Madigan said.
“By locking low-wage workers into their jobs and
prohibiting them from seeking better paying jobs
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elsewhere, the companies have no reason to increase

their wages or benefits4

Jimmy John’s has more than 2,500 franchises in forty-
six states, so its agreement meant it would be difficult
for a former worker to get a job in a sandwich shop in
almost any big city in the United States.

Critical Thinking

e Other than being punitive, what purpose do
non-compete agreements serve when low-level
employees are required to sign them?

e Suppose an executive chef or vice president of
marketing or operations at Jimmy John’s or any
large sandwich franchise leaves the firm with
knowledge of trade secrets and competitive
strategies. Should he or she be compelled to wait
a negotiated period of time before working for a
competitor? Why or why not?

*  What is fair to all parties when high-level
managers possess unique, sensitive information
about their former employer?

Employers may also insert a nonsolicitation clause, which protects
a business from an employee who leaves for another job and then
attempts to lure customers or former colleagues into following.
Though these clauses have limitations, they can be effective tools
to protect an employer’s interest in retaining its employees and
customers. However, they are particularly difficult for employees to
comply with in relatively closed markets. Sample language for all the
clauses we have discussed is found in Figure 22.3.
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Non-Compete Clause

The Employee agrees that for a
period of one year after the
Employee no longer works for
the Company, the Employee
will not engage in the same or
similar activities as were
performed for the Company in
any business within a 100-mile
radius of the Company.

Nonsolicitation of
Customers/Employees Clause
The Employee agrees that for a
period of two years after the
Employee no longer works for
the Company, the Employee
will not solicit customer,
clients, and/or employees of
the Company.

Confidentiality/
Non-Disclosure Clause
Employee agrees that during
employment with the Company
and following the termination
of such employment for an
unlimited term, the Employee
shall not misappropriate,
divulge, disclose, or make use
of any confidential
information, intellectual
property, or trade secrets.

Figure 22.3 Common clauses found in employment contracts include those
restricting competition and solicitation upon termination of the contract, as
well as requiring confidentiality during and after employment. (attribution:
Copyright Rice University, OpenStax, under CC BY 4.0 license)

A final clause an employee might be required to sign is a
nondisparagement clause, which prohibits defaming or deliberately
running down the reputation of the former employer.

© Sep 20, 2018 OpenStax. Textbook content produced by
OpenStax is licensed under a Creative Commons Attribution

License 4.0 license. Download for free at http: //cnx.org/contents/
b86572d8-b4aa-481f-bba6-b6ad2176e8d0@4
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22. Loyalty to the Brand and
to Customers

LEARNING OBJECTIVES

By the end of this section, you will be able to:

*  Describe how employees help build and
sustain a brand

e  Discuss how employees’ customer service can
help or hurt a business

A good employment relationship is beneficial to both
management and employees. When a company’s
products or services are legitimate and safe and its
employment policies are fair and compassionate,
managers should be able to rely on their employees’
dedication to those products or services and to their
customers. Although no employee should be called upon
to lie or cover up a misstep on the part of the firm,
every employee should be willing to make a sincere
commitment to an ethical employer.
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Respecting the Brand

Every company puts time, effort, and money into developing a
brand, that is, a product or service marketed by a particular
company under a particular name. As Apple, Coca-Cola, Amazon,
BMW, McDonald’s, and creators of other coveted brands know,
branding—creating, differentiating, and maintaining a brand’s image
or reputation—is an important way to build company value, sell
products and services, and expand corporate goodwill. In the sense
discussed here, the term “brand” encompasses an image,
reputation, logo, tagline, or specific color scheme that is
trademarked, meaning the company owns it and must give
permission to others who would legally use it (such as Tiffany’s
unique shade of blue).

Companies want and expect employees to help in their branding
endeavors. For example, according to the head of training at
American Express, the company’s brand is its product, and its
mantra has always been, “Happy employees make happy
customers”? American Express places significant emphasis on
employee satisfaction because it is convinced this strategy helps
protect and advance its brand. One company that uses positive
employee involvement in branding is the technology conglomerate
Cisco, which started a branding program on social media that
reaches out to employees (Figure 23.1). Employees are encouraged
to be creative in their brand-boosting posts in the program. The
benefit is that prospective job candidates get a peek into Cisco life,

and current employees feel the company trusts and values their
2

ideas.
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Figure 23.1 These Cisco employees, part of a newly formed Virtual Customer
Success team in India, help promote the brand and perhaps promote change
as well. Women have been underrepresented in STEM careers (science,
technology, engineering, math), and this group takes pride in the fact that
they are part of a gender-balanced team. This photo was submitted as part of
the annual #WeAreCisco #LoveWhereYouWork contest, with the hashtag
#womenintech and the photo caption “Sorry, we're busy making a difference.”
(credit: modification of work by Shojana Ravi/Cisco, CC BY 4.0, used with the
permission of https: //thenetwork.cisco.com)

LINK TO LEARNING

Watch this video explaining the concept of brand

loyalty to learn more.

However, protecting the brand can be a special challenge today,
thanks to the ease with which customers and even employees can
post negative information about the brand on the Internet and
social media. Consider these examples in the fast-food industry. A
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photo posted on Taco Bell's Facebook page showed an employee
licking a row of tacos. A Domino’s Pizza employee can be seen in
a YouTube video spitting on food, putting cheese into his nose and
then putting that cheese into a sandwich, and rubbing a sponge
used for dish washing on his groin area.® On Twitter, a Burger King
employee in Japan posted a photo of himself lying on hamburger
buns while on duty.

The companies all responded swiftly. A Taco Bell spokesperson
said the food was not served to customers and the employee in the
photo was fired. The two Domino’s employees behind the videos
were fired and faced felony charges and a civil lawsuit; Domino’s
said the tainted food was never delivered. According to a Burger
King news release, the buns in the photo were waste material
because of an ordering mistake and were promptly discarded after
the photo was taken; the employee in the photo was fired.

These examples demonstrate how much damage disloyal or
disgruntled employees can create, especially on social media. All
three companies experienced financial and goodwill losses after the
incidents and struggled to restore public trust in their products.
The immediate and long-term costs of such incidents are the reason
companies invest in developing brand loyalty among their
employees.

According to a Harvard Business Review interview with Colin
Mitchell, global vice president, McDonald’s Brand, McDonald’s, good
branding requires that a business think of marketing not just to its
customers but also to its employees, because they are the “very
people who can make the brand come alive for your customers”?
The process of getting employees to believe in the product, to
commit to the idea that the company is selling something worth
buying, and even to think about buying it, is called internal
marketing. Of course, some employees may not want to be the
equivalent of a company spokesperson. Is it reasonable to expect
an employee to be a kind of roving ambassador for the company,
even when off the clock and interacting with friends and neighbors?
Suppose employers offer employees substantial discounts on their
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products or services. Is this an equitable way to sustain reciprocal
loyalty between managers and workers? Why or why not?

Internal marketing is an important part of the solution to the
problem of employees who act as if they do not care about the
company. It helps employees make a personal connection to the
products and services the business sells, without which they might
be more likely to undermine the company’s expectations, as in the
three fast-food examples cited in this section. In those cases, it is
clear the employees did not believe in the brand and felt hostile
toward the company. The most common problem is usually not as
extreme. More often it is a lack of effort or “slacking” on the job.
Employees are more likely to develop some degree of brand loyalty
when they share a common sense of purpose and identity with the
company.

LINK TO LEARNING

The Working Advantage website offers corporate

discounts to check out. Companies sometimes offer
employees significant discounts to encourage them to
buy, and support, their products.

Obligations to Customers

As the public’s first point of contact with a company, employees
are obliged to assist the firm in forming a positive relationship with
customers. How well or poorly they do so contributes a great deal to

Loyalty to the Brand and to Customers | 317


https://openstax.org/l/53discount
https://openstax.org/l/53discount

customers’ impression of the company. And customers’ perceptions
affect not only the company but all the employees who depend
on its success for their livelihood. Thus, the ethical obligations of
an employee also extend to interactions with customers, whom
they should treat with respect. Employers can encourage positive
behavior toward customers by empowering employees to use their
best judgment when working with them.

LINK TO LEARNING

Watch this video giving a light-hearted take on bad
customer service to learn more.

It may take only one bad customer interaction with a less-than-
engaged or committed employee to sour brand loyalty, no matter
how hard a company has worked to build it. In the same way, just
one good experience can build up good will.
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CASES FROM THE REAL WORLD

Red@ﬁning Customers

Sometimes engaged employees go above and beyond
in the interest of customer service, even if they have no
“customers” to speak of. Kathy Fryman is one such
employee. Fryman was a custodian for three decades at
a one hundred-year-old school in the Augusta (KY)
Independent School District. She was not just taking
care of the school building, she was also taking care of
the people inside.”

Fryman fixed doors that would not close, phones that
would not ring, and alarms that did not sound when
they should. She kept track of keys and swept up dirty
floors before Parents’ Night. That was all part of the job
of custodian, but she did much more.

Fryman would often ask the nurse how an ill student
was doing. She would check with a teacher about a kid
who was going through tough times at home. If a
teacher mentioned needing something, the next day it
would show up on his or her desk. A student who
needed something for class would suddenly find it in his
or her backpack. Speaking of Fryman, district
superintendent Lisa McCrane said, “She just has a
unique way of making others feel nurtured, comforted,
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and cared for” According to Fryman, “I need to be doing
something for somebody.

Fryman’s customers were not there to buy a product
on which she would make a commission. Her customers
were students and teachers, parents and taxpayers. Yet
she provided the kind of service that all employers
would be proud of, the kind that makes a difference to
people every day.

Critical Thinking

e Is there a way for a manager to find, develop,
and encourage the next Fryman, or is the desire
to “do something good for somebody” an
inherent trait in some employees that is missing
in others?

*  What is the appropriate means to reward a
worker with Fryman’s level of commitment? Her
salary was fixed by school district pay schedules.
Should she have been given an extra stipend for
service above and beyond the expected?
Additional time off with pay? Some other
reward?

*  Employees who display Fryman’s zeal often do
so for their own internal rewards. Others may
simply want to be recognized and appreciated
for their effort. If you were the superintendent
in her district, how would you recognize
Fryman? Could she, for example, be invited to
speak to new hires about opportunities to render
exceptional service?
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Employees who treat customers well are assets to the company
and deserve to be treated as such. Sometimes, however, customers
are rude or disrespectful, creating a challenge for an employee
who wants to do a good job. This problem is best addressed by
management and the employee working together. In the Pizza Hut
case that follows, an employee was placed in a bad situation by
customers.

CASES FROM THE REAL WORLD

Is the Customer Always Right?

At an independently owned Pizza Hut franchise in
Oklahoma,’ two regular customers made sexually
offensive remarks to a female employee named Lockard,
who then told her boss she did not like waiting on them.
One evening, these customers again entered the
restaurant, and her boss instructed Lockard to wait on
them. She did, but this time the customers became
physically abusive. Although it is the employee’s duty to
provide good customer service, that does not mean
accepting harassment.

Lockard sued her employer, the owner of the
franchise, for failing to take her complaints seriously
and for making her continue to suffer sexual harassment
and assault by customers. The jury ruled in her favor,
awarding her $360,000, and an appeals court upheld the
judgment.

Loyalty to the Brand and to Customers | 321


https://cnx.org/contents/914ac66e-e1ec-486d-8a9c-97b0f7a99774@3.2:ae975a2f-c56d-59a2-99bc-d6a9b5263dac@3.2#rf-0060
https://cnx.org/contents/914ac66e-e1ec-486d-8a9c-97b0f7a99774@3.2:ae975a2f-c56d-59a2-99bc-d6a9b5263dac@3.2#rf-0060

Critical Thinking

e  Clearly, no employee should expect to be
physically assaulted, but how far should an
employee be expected to go in the name of
customer service? Is taking verbal taunts
expected? Why or why not?

e Just as every employee should treat customers
and clients with respect, so every employer is
ethically—and often legally—obligated to
safeguard employees on the job. This includes
establishing a workplace atmosphere that is safe
and secure for workers. If you were the owner of
this Pizza Hut franchise, what protections might
you put in place for your employees?

© Sep 20, 2018 OpenStax. Textbook content produced by OpenStax
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23. Contributing to a Positive
Work Atmosphere

LEARNING OBJECTIVES

By the end of this section, you will be able to:

*  Explain employees’ responsibility to treat their
peers with respect

e  Describe employees’ duty to follow company
policy and the code of conduct

*  Discuss types of workplace violence

You may spend more time with your coworkers than
you spend with anyone else, including your family and
friends. Thus, your ability to get along with work
colleagues can have a significant impact on your life, as
well as your attitude toward your job and your
employer. All sorts of personalities populate our
workplaces, but regardless of their working style,
preferences, or quirks, employees owe one another
courtesy and respect. That does not mean always
agreeing with them, because evaluating a diversity of
perspectives on business problems and opportunities is
often essential for finding solutions. At the same time,
however, we are responsible for limiting our arguments
to principles, not personalities. This is what we owe to
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one another as human beings, as well as to the firm, so
worksite arguments do not inflict lasting harm on the
people who work there or on the company itself.

Getting Along with Coworkers

An employee who gets along with coworkers can help the company
perform better. What can employees do to help create a more
harmonious workplace with a positive atmosphere?

One thing you can do is to keep an open mind. You may be
wondering as you start a new job whether you will get along with
your colleagues as well as you did at your old job. Or, if you did not
get along with the people there and were looking for a change, you
might fear things will be the same at the new job. Do not make any
prejudgments. Get to know a bit about your new coworkers. Accept,
or extend, lunch invitations, join weekend activities and office social
events, and perhaps join those office traditions that bind long-
serving employees and newcomers together in a collaborative spirit.

Another thing you can do it to remember to be kind. Everyone has
a bad day every now and then, and if you spot a coworker having
one, performing a random act of kindness may make that person’s
day better. You do not need to be extravagant. Offer to stay late to
help the person meet a tight deadline, or bring coffee or a healthy
snack to someone working on particularly difficult tasks. Remember
the adage, “It’s nice to be important, but it's more important to be
nice”

For any relationship to succeed, including the relationship
between coworkers, the parties must respect each other—and show
it. Avoid doing things that might offend others. For example, do
not take credit for someone else’s work. Do not be narrow minded;
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when someone brings up a topic such as politics or religion, be
willing to listen and tolerate differing points of view.

A related directive is to avoid sexual jokes, stories, anecdotes, and
innuendos. You might think it is okay to talk about anything and
everything at work, but it is not. Others may not find the topic
funny and feel offended, and you may make yourself vulnerable to
action by management if such behavior is reported. Your coworkers
might be a captive audience, but you should never place them in an
awkward position.

Make an effort to get along with everyone, even difficult people.
You did not choose your coworkers, and some may be hard to
get along with. But professionalism requires that we attempt to
establish the best working relationships we can on the job, no
matter the opinions we might have about our colleagues. Normally,
we might like some of them very much, be neutral about some
others, and genuinely dislike still others. Yet our responsibility in
the workplace is to respect and act at least civilly toward all of them.
We likely will feel better about ourselves as professionals and also
live up to our commitments to our companies.

Finally, do no use social media to gossip. Gossiping at work can
cause problems anywhere, perhaps especially on social media, so
resist the urge to vent online about your coworkers. It makes you
appear petty, small, and untrustworthy, and colleagues may stop
communicating with you. You may also run afoul of your employer’s
social media policy and risk disciplinary action or dismissal.

Understanding Personalities

Understanding the various personalities at work can be a complex
task, but it is a vital one for developing a sense of collegiality. One
technique that may be helpful is to develop your own emotional
intelligence, which is the capacity to recognize other people’s
emotions and also to know and manage your own. One aspect of
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using emotional intelligence is showing empathy, the willingness to
step into someone else’s shoes.

LINK TO LEARNING

Do you think you know yourself? Take this free online
personality test from IDR Labs; it may tell you
something you did not know that you can use to your
benefit at work.

All of us have different workplace personalities, which express the
way we think and act on the job. There are many such personalities,
and none is superior or inferior to another, but they are a way in
which we exhibit our uniqueness on the job (Figure 24.1). Some of
us lead with our brains and emphasize logic and reason. Others
lead with our hearts, always emphasizing mercy over justice in our
relationships with others.
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Figure 24.1 Which type of personality are you? (credit: Jackson Ceszyk /Flickr,
CC BY 4.0)

Employees can also have very different work styles, the way in
which we are most comfortable accomplishing our tasks at work.
Some of us gravitate toward independence and jobs or tasks we
can accomplish alone. Others prefer team or project work, bringing
us into touch with different personalities. Still others seek a mix
of these environments. Some prioritize getting the job done as
efficiently as possible, whereas others value the journey of working
on the project with others and the shared experiences it brings.
There is no right or wrong style, but it benefits any worker to know
his or her preferences and something about the work personalities
of colleagues. When in the office, the point for any of us individually
is to appreciate what motivates our greatest success and happiness
on the job.
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WHAT WOULD YOU DO?

Personality Test

Imagine you are a department director with twenty-
five employees reporting directly to you. Two of them
are experts in their fields: You like and respect them
individually, as do the others in your department, but
they simply cannot get along with each other and so
never work together.

How do you resolve this personality clash? You cannot
simply insist that the two colleagues cooperate, because
personalities do not change. Still, you have to do your
best to establish an atmosphere in which they can least
collaborate civilly. Even though managers have no
power to change human nature or the personality
conflicts that inevitably occur, part of their
responsibility is to establish a harmonious working
environment, and others will judge you on the harmony
you cultivate in your department.

Critical Thinking

Working relationships are extremely important to
an employee’s job satisfaction. What options would you
use to foster a cooperative working relationship in
your department?
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Reducing Workplace Violence

As recent incidents have shown-for example, the April 2018
shooting at YouTube headquarters in San  Bruno,
California2l-workplace violence is a reality, and all employees play
a role in helping make work a safe, as well as harmonious place.
Employees, in fact, have a legal and ethical duty not to be violent
at work, and managers have a duty to prevent or stop violence. The
National Institute for Occupational Safety and Health reports that
violence at work usually fits into one of four categories: traditional
criminal intent, violence by one worker against another, violence
stemming from a personal relationship, and violence by a
customer.22

In violence based on traditional criminal intent, the perpetrator
has no legitimate relationship to the business or its employees, and
often the violence is part of a crime such as robbery or shoplifting.
Violence between coworkers occurs when a current or former
employee attacks another employee in the workplace. Worker-on-
worker deaths account for approximately 15 percent of all
workplace homicides. All companies are at risk for this type of
violence, and contributing factors include failure to conduct a
criminal background check as part of the hiring process.

When the violence arises from problems in a personal
relationship, the perpetrator often has a direct relationship not with
the business but with the victim, who is an employee. This category
of violence accounts for slightly less than 10 percent of all workplace
homicides. Women are at higher risk of being victims of this type of
violence than men. In the fourth scenario, the violent person has a
legitimate relationship with the business, perhaps as a customer or
patient, and becomes violent while on the premises. A large portion
of customer incidents occur in the nightclub, restaurant, and health
care industries. In 2014, about one-fifth of all workplace homicides
resulted from this type of violence.23
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Codes of Conduct

Companies have a right to insist that their employees, including
managers, engage in ethical decision-making. To help achieve this
goal, most businesses provide a written code of ethics or code of
conduct for all employees to follow. These cover a wide variety of
topics, from workplace romance and sexual harassment to hiring
and termination policies, client and customer entertainment,
bribery and gifts, personal trading of company shares in any way
that hints of acting on insider knowledge of the company’s fortunes,
outside employment, and dozens of others. A typical code of
conduct, regardless of the company or the industry, will also contain
a variety of standard clauses, often blending legal compliance and
ethical considerations (Table 24.2).
(Table 24.2) Sample Code of Conduct
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Employees must comply with all laws, including bribery,

Cgmpllance fraud, securities, environmental, safety, and employment
with all laws
laws.
. Employees must not accept certain types of gifts and
Corruption e . ) .
and fraud hospitality from clients, vendors, or partners. Bribery is

prohibited in all circumstances.

Employees must disclose and /or avoid any personal,

Conflict of financial, or other interests that might influence their

interest ability to perform their job duties.
Compan Employees must treat the company’s property with
o Fe)rt Y respect and care, not misuse it, and protect company
property facilities and other material property.
Employees must not use company computer equipment
Cybersecurity to transfer illegal, offensive, or pirated material, or to
and digital visit potentially dangerous websites that might

compromise the safety of the company network or
servers; employees must respect their duty of
confidentiality in all Internet interactions.

devices policy

Employees may [or may not] access personal social
Social media  media accounts at work but are expected to act
policy responsibly, follow company policies, and maintain
productivity.

Employees must not engage in unwelcome or unwanted
sexual advances, requests for sexual favors, and other
Sexual verbal or physical conduct of a sexual nature. Behaviors
harassment such as conditioning promotions, awards, training, or
other job benefits upon acceptance of unwelcome
actions of a sexual nature are always wrong.24

Employees must show respect for their colleagues at

:\e/(;rlépc)}cace every level. Neither inappropriate nor illegal behavior
p will be tolerated.
LINK TO LEARNING

Exxon Mobil’s Code of Conduct is typical of that of

most large companies. Read Exxon Mobil's code of
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conduct on their website, and note that it demands
ethical conduct at every level of the organization. Exxon
expects its leadership team to model appropriate
behavior for all employees. Decide whether, if you were
an Exxon employee, you would find the code
understandable and clear regarding what is allowed and
what is not. Still thinking as an employee, identify the
section of the code you think is most important for you,
and explain why.

Two areas that deserve special mention are cybersecurity and
harassment. Recent news stories have highlighted the hacking of
electronic tools such as computers and databases, and employees
and managers can indirectly contribute to such data breaches
through unauthorized web surfing, sloppy e-mail usage, and other
careless actions. Large companies such as Equifax, LinkedIn, Sony,
Facebook, and JP Morgan Chase have suffered the theft of customer
information, leading to loss of consumer confidence; sometimes
large fines have been levied on companies. Employees play a part in
preventing such breaches by strictly following company guidelines
about data privacy and confidentiality, the use and storage of
passwords, and other safeguards that limit access to only
authorized users.
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LINK TO LEARNING

For more on recent data breaches, watch a couple of
videos. Watch this video about how J.P. Morgan Chase’s

S13 billion fine was the largest in history from CBS
Evening News. Also watch this video about how the

Sony PlayStation was hacked and data was stolen from

77 million users from CBS Early.

We are also witnessing an increased level of public awareness about
harassment in the workplace, particularly because of the #MeToo
movement that followed revelations in 2017 and 2018 of years of
sexual predation by powerful men in Hollywood and Washington,
DC, as well as across workplaces of all kinds, including in sports
and the arts. A victim of sexual harassment can be a man or a
woman, and/or the same sex as the harasser. The harasser can
be a supervisor, coworker, other employee, officer/director, intern,
consultant, or nonemployee. Whatever the situation, harassing and
threatening behavior is wrong (and sometimes criminal) and should
always be reported.

© Sep 20, 2018 OpenStax. Textbook content produced by
OpenStax is licensed under a Creative Commons Attribution
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24. Financial Integrity

LEARNING OBJECTIVES

By the end of this section, you will be able to:

e  Describe an employee’s responsibilities to the
employer in financial matters

*  Define insider trading

*  Discuss bribery and its legal and ethical
consequences

Employees may face ethical dilemmas in the area of
finance, especially in situations such as bribery and
insider trading in securities. Such dubious “profit
opportunities” can offer the chance of realizing
thousands or millions of dollars, creating serious
temptation for an employee. However, insider trading
and bribery are serious violations of the law that can
result in incarceration and large fines.

Insider Trading

The buying or selling of stocks, bonds, or other investments based
on nonpublic information that is likely to affect the price of the
security being traded is called insider trading. For example,
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someone who is privy to information that a company is about to
be taken over, which will cause its stock price to rise when the
information becomes public, may buy the stock before it goes up
in order to sell it later for an enhanced profit. Likewise, someone
with inside information about a coming drop in share price may sell
all his or her holdings at the current price before the information
is announced, avoiding the loss other shareholders will suffer when
the price falls. Although insider trading can be difficult to prove, it
is essentially cheating. It is illegal, unethical, and unfair, and it often
injures other investors, as well as undermining public confidence in
the stock market.

Insider trading laws are somewhat complex. They have developed
through federal court interpretations of Section 10(b)5 of the
Securities Exchange Act of 1934, as well as through actions by the
U.S. Securities and Exchange Commission (SEC). The laws identify
several kinds of violations. These include trading by an insider
(generally someone who performs work for the company) who
possesses significant confidential information relevant to the
valuation of the company’s stock, and trading by someone outside of
the company who is given this sort of information by an insider or
who obtains it inappropriately. Even being the messenger (the one
communicating material nonpublic information to others on behalf
of someone else) can be a legal violation.

The concept of an “insider” is broad and includes officers,
directors, and employees of a company issuing securities. A person
can even constitute what is called a “temporary insider” if he or
she temporarily assumes a unique confidential relationship with a
firm and, in doing so, acquires confidential information centered on
the firm’s financial and operational affairs. Temporary insiders can
be investment bankers, brokers, attorneys, accountants, or other
professionals typically thought of as outsiders, such as newspaper
and television reporters.

A famous case of insider trading, Securities and Exchange
Commission v. Texas Gulf Sulphur Co. (1968), began with the
discovery of the Kidd Mine and implicated the employees of Texas
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mining company.} When first notified of the discovery of a large
and very valuable copper deposit, mine employees bought stock
in the company while keeping the information secret. When the
information was released to the public, the price of the stock went
up and the employees sold their stock, making a significant amount
of money. The SEC and the Department of Justice prosecuted the
employees for insider trading and won a conviction; the employees
had to give back all the money they had made on their trades.
Insider trading cases are often highly publicized, especially when
charges are brought against high-profile figures.

ETHICS ACROSS TIME AND
CULTURES

Insider Trading and Fiduciary Duty

One of the most famous cases of insider trading
implicated Michael Milken, Dennis Levine, and Martin
Siegel, all executives of Drexel Burnham Lambert (DBL),
and the company itself.? Ivan Boesky, also accused, was
an arbitrageur, an outside investor who bet on
corporate takeovers and appeared to be able to
uncannily anticipate takeover targets, buy their stock
ahead of time, and earn huge profits. Everyone
wondered how; the answer was that he cheated. Boesky
went to the source—the major investment banks—to get
insider information. He paid Levine and Siegel to give
him pretakeover details, an illegal action, and he
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profited enormously from nearly every major deal in the
merger-crazy 1980s, including huge deals involving oil
companies such as Texaco, Getty, Gulf, and Chevron.

The SEC started to become suspicious after receiving
a tip that someone was leaking information.
Investigators discovered Levine’s secret Swiss bank
account, with all the money Boesky had paid him. Levine
then gave up Boesky in a plea deal; the SEC started
watching Boesky and subsequently caught Siegel and
Milken.

The penalties were the most severe ever given at the
time. Milken, the biggest catch of all, agreed to pay $200
million in government fines, $400 million to investors
who had been hurt by his actions, and $500 million to
DBL clients—for a grand total of S1.1 billion. He was
sentenced to ten years in prison and banned for life
from any involvement in the securities industry. Boesky
received a prison sentence of 3.5 years, was fined $100
million, and was permanently barred from working with
securities. Levine agreed to pay $11.5 million and $2
million more in back taxes; he too was given a lifetime
ban and was sentenced to two years in prison.

Milken and Levine violated their financial duties to
their employer and the company’s clients. Not only does
insider trading create a public relations nightmare, it
also subjects the company to legal liability. DBL ended
up being held liable in civil lawsuits due to the actions of
its employees, and it was also charged with violations of
the Racketeer Influenced and Corrupt Organizations
(RICO) Act) and ultimately failed, going bankrupt in 1990.
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(As a note of interest regarding the aftermath of all of
this for Milken, he has tried to redeem his image since
his incarceration. He resolutely advises others to avoid
his criminal acts and has endowed some worthy causes
in Los Angeles.)

Critical Thinking

*  Employers in financial services must have
stringent codes of professional behavior for their
employees to observe. Even given such a code,
how should employees honor their fiduciary duty
to safeguard the firm’s assets and treat clients
equitably? What mechanisms would you suggest
for keeping employees in banking, equities
trading, and financial advising within the limits
of the law and ethical behavior?

e  This case dominated the headlines in the 1980s
and the accused in this case were all severely
fined and received prison sentences. How do you
think this case might be treated today?

*  Should employees in these industries be
encouraged or even required to receive ethical
certification from the state or from professional
associations? Why or why not?

Bribery and the Foreign Corrupt Practices Act

Another temptation that may present itself to employees is the offer
of a bribe. A bribe is a payment in some material form (cash or
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noncash) for an act that runs counter to the legal or ethical culture
of the work environment. Bribery constitutes a violation of the law
in all fifty U.S. states, as well as of a federal law that prohibits bribery
in international transactions, the Foreign Corrupt Practices Act.
Bribery generally injures not only individuals but also competitors,
the government, and the free-market system as a whole. Of course,
often the bribe is somewhat less obvious than an envelope full of
money. It is important, therefore, to understand what constitutes a
bribe.

Numerous factors help establish the ethics (and legality) of gift
giving and receiving: the value of the gift, its purpose, the
circumstances under which it is given, the position of the person
receiving it, company policy, and the law. Assuming an employee has
decision-making authority, the company wants and has the right
to expect him or her to make choices in its best interest, not the
employee’s own self-interest. For example, assume an employee has
the authority to buy a copy machine for the company. The employer
wants to get the best copy machine for the best price, taking into
account quality, service, warranties, and other factors. But what if
the employee accepts a valuable gift card from a vendor who sells a
copy machine with higher operating and maintenance charges, and
then places the order with that vendor. This is clearly not in the
best interests of the employer. It constitutes a failure on the part of
the employee to follow ethical and legal rules, and, in all likelihood,
company policy as well. If a company wants its employees always to
do the right thing, it must have policies and procedures that ensure
the employees know what the rules are and the consequences for
breaking them.

A gift may be only a well-intentioned token of appreciation, but
the potential for violating company rules (and the law) is still
present. A well-written and effectively communicated gift policy
provides guidance to company employees about what is and is not
appropriate to accept from a customer or vendor and when. This
policy should clearly state whether employees are allowed to accept
gifts on or outside the work premises and who may give or accept
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them. If gifts are allowed, the gift policy should define the
acceptable value and type, and the circumstances under which an
employee may accept a gift.

When in doubt about whether the size or value of a gift renders it
impossible for an employee to accept it, workers should be advised
to check with the appropriate officer or department within their
company. Be it an “ethics hotline” or simply the human resources
department, wise firms provide an easy protocol for employees to
follow in determining what falls within and without the protocols
for accepting gifts.

As an example of a gift policy, consider the federal government’s
strict rules® A federal employee may not give or solicit a
contribution for a gift to an official superior and may not accept
a gift from an employee receiving less pay if that employee is a
subordinate. On annual occasions when gifts are traditionally given,
such as birthdays and holidays, an employee may give a superior a
gift valued at less than $10. An employee may not solicit or accept a
gift given because of his or her official position, or from a prohibited
source, including anyone who has or seeks official action or
business with the agency. In special circumstances such as holidays,
and unless the frequency of the gifts would appear to be improper,
an employee generally may accept gifts of less than $20. Gifts of
entertainment, such as expensive restaurant meals, are also
restricted. Finally, gifts must be reported when their total value
from one source exceeds $390 in a calendar year. Some companies
in the private sector follow similar rules.

Bribery presents a particular ethical challenge for employees in
the international business arenas. Although every company wants
to land lucrative contracts around the world, most expect their
employees to follow both the law and company policy when
attempting to consummate such deals. The U.S. law prohibiting
bribery in international business dealings is the Foreign Corrupt
Practices Act(FCPA), which is an amendment to the Securities and
Exchange Act of 1934, one of the most important laws promoting
transparency in corporate governance. The FCPA dates to 1977 and
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was amended in 1988 and 1998. Its main purpose is to make it illegal
for companies and their managers to influence or bribe foreign
officials with monetary payments or rewards of any kind in an
attempt to get or keep business opportunities outside the United
States. The FCPA is enforced through the joint efforts of the SEC
and the Department of Justice.® 1t applies to any act by U.S.
businesses, their representatives, foreign corporations whose stock
is traded in U.S. markets, and all U.S. citizens, nationals, or residents
acting in furtherance of a foreign corrupt practice, whether they
are physically present in the United States or not (this is called
the nationality principle). Antibribery law is a serious issue for
companies with overseas business and cross-border sales. Any
companies or individuals convicted of these activities may pay
significant fines, and individuals can face prison time.

The FCPA prohibits an agent of any company incorporated in
the United States from extending a bribe to a foreign government
official to achieve a business advantage in that country, but it does
not specifically prohibit the extension of a bribe to a private officer
of a nongovernmental company in a foreign country. The definition
of a foreign government official can be expansive; it includes not
only those working directly for the government but also company
officials if the company is owned or operated by the government.
An exception is made for “facilitating or grease payments,” small
amounts of money paid to low-level government workers in an
effort to speed routine tasks like processing paperwork or turning
on electricity, but not to influence the granting of a contract.

lllegal payments need not be cash; they can include anything of
value such as gifts and trips. For example, BHP Billiton, a U.S. energy
company, and GlaxoSmithKline, a U.K. pharmaceutical company,
were each fined $25 million for buying foreign officials tickets to
the 2008 Olympic Games in Beijing, China.” Fines for violations
like these can be large and can include civil penalties as well as
forfeited profits. For example, Telia, a Swedish telecommunications
provider whose shares are traded on Nasdaq, recently agreed to
pay nearly a billion dollars ($§965 million) in a settlement to resolve
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FCPA violations that consisted of using bribery to win business in
Uzbekistan.®

LINK TO LEARNING

The SEC website provides an interactive list of the

SEC’s FCPA enforcement actions by calendar year and

company namefor more information. Click on Telia to
read more details on the case cited in the preceding
paragraph. Do you think the penalty was too harsh, or
not harsh enough? Why?

The potential effect of laws such as the FCPA that impose ethical
duties on employees and the companies they work for is often
debated. Although some believe the FCPA disadvantages U.S. firms
competing in foreign markets, others say it is the backbone of an
ethical free enterprise system. The argument against strong
enforcement of the FCPA has some merit according to managers
in the field, and there is a general sense that illegal or unethical
conduct is sometimes necessary for success. An attorney for
energy-related company Cinergy summed up the feelings of many
executives: “Shame on the Justice Department’s myopic view and
inability to understand the realities of the world”’ Some nations
consider business bribery to be culturally acceptable and turn a
blind eye to such activities.

The argument in favor of FCPA enforcement has its supporters
as well, who assert that the law not only covers the activities of
U.S. companies but also levels the playing field because of its broad
jurisdiction over foreign enterprises and their officials. The fact is
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that since the United States passed the FCPA, other nations have
followed suit. The 1997 Organization for Economic Cooperation and
Development (OECD) Anti-Bribery Convention has been
instrumental in getting its signatories (the United Kingdom and
most European Union nations) to enact stricter antibribery laws.
The United Kingdom adopted the Bribery Act in 2010, Canada
adopted the Corruption of Foreign Officials Act of 1999, and
European Union nations have done the same. There is also the
OECD Convention on Combating Bribery of Foreign Public Officials
in International Business Transactions, which has forty-three
signatories, including all thirty-five OECD countries and eight other
countries.

Companies and employees engaging in transactions in foreign
markets face an increased level of regulatory scrutiny and are well
served if they put ethics policies in place and enforce them.
Companies must train employees at all levels to follow compliance
guidelines and rules, rather than engaging in illegal conduct such as
“under the table” and “off the books” payments (Figure 25.1).
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Figure 25.1 “Under the table” and “off the books” are terms applied to
payments that are really bribes. (credit: modification of “Graft for Everyone!”
by Chris Potter/Flickr, CC BY 2.0)

Ethical Leadership

Of course, bribery is just one of many ethical dilemmas an employee
might face in the workplace. Not all such dilemmas are governed by
the clear-cut rules generally laid out for illegal acts such as bribery.
Employees may find themselves being asked to do something that
is legal but not considered ethical. For example, an employee might
receive confidential proprietary knowledge about another firm that
would give his or her firm an unfair competitive advantage. Should
the employee act on this information?
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WHAT WOULD YOU DO?

Should You Act on Information If You Have
Doubts?

Assume you are a partner in a successful computer
consulting firm bidding for a contract with a large
insurance company. Your chief rival is a firm that has
usually offered services and prices similar to yours.
However, from a new employee who used to work for
that firm, you learn that it is unveiling a new competitive
price structure and accelerated delivery dates, which
will undercut the terms you had been prepared to offer
the insurance company. Assume you have verified that
the new employee is not in violation of any non-
compete or nondisclosure agreement and therefore the
information was not given to you illegally.

Critical Thinking

Would you change prices and delivery dates to beat
your rival? Or would you inform both your rival and
potential customer of what you have learned? Why?

Most companies say they want all employees to obey the law and
make ethical decisions. But employees typically should not be
expected to make ethical decisions based just on gut instinct; they
need guidance, training, and leadership to help them navigate the
maze of grey areas that present themselves daily in business. This
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guidance can be provided by the company through standard setting
and the development of ethical codes of conduct and policies.
Senior managers modeling ethical behavior and so leading by direct
example also provide significant direction.
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25. Criticism of the Company
and Whistleblowing

LEARNING OBJECTIVES

By the end of this section, you will be able to:

e Outline the rules and laws that govern
employees’ criticism of the employer

e Identify situations in which an employee
becomes a whistleblower

This chapter has explained the many responsibilities
employees owe their employers. But workers are not
robots. They have minds of their own and the freedom
to criticize their bosses and firms, even if managers and
companies do not always welcome such criticism. What
kind of criticism is fair and ethical, what is legal, and
how should a whistleblowing employee be treated?

Limiting Pay Secrecy

For decades, most U.S. companies enforced pay secrecy, a policy
that prohibits employees from disclosing or discussing salaries
among themselves. The reason was obvious: Companies did not
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want to be scrutinized for their salary decisions. They knew that if
workers were aware of what each was paid, they would question the
inequities that pay secrecy kept hidden from them.

Recently, the situation has begun to change. Ten states have
enacted new laws banning employers from imposing pay secrecy
rules: California, Colorado, Illinois, Louisiana, Maine, Michigan,
Minnesota, New Hampshire, New Jersey, and Vermont.! The real
game changer came in 2012, when multiple decisions by the
National Labor Relations Board (NLRB) and various federal courts
made it clear that most pay secrecy policies are unenforceable and
violate federal labor law (National Labor Relations Act, 29 U.S.C. §
157—158).2 Generally speaking, labor law lends employees the right to
engage in collective activities, including that of discussing with each
other the specifics of their individual employment arrangements,
which includes how much they are paid. Moreover, the applicable
sections of the 1935 National Labor Relations Act (NLRA) apply to
union and non-union employees, so there is no exception made
for companies whose employees are non-unionized, meaning the
law protects all workers. In 2014, President Barack Obama issued
an executive order banning companies that engaged in federal
contracting from prohibiting such salary discussions.®

Opening up the discussion of pay acknowledges the growing
desire of employees to be well informed and to have the freedom to
question or criticize their company. If employees cannot talk about
something at work because they think it will make their boss angry,
where do they go instead? Social media can be a likely answer.
Protections generally extend to salary discussions on Facebook or
Twitter or Instagram; Section 7 of the NRLA protects two or more
employees who act together or discuss improving their terms and
conditions of employment in person or online, just as it does in
other settings.
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Speaking Out on Social Media

Does the First Amendment protect employees at work who criticize
their boss or their company? Generally, no. That answer may
surprise those who believe that the First Amendment protects all
speech. It does not. The Bill of Rights was created to protect citizens
from an overreaching government, not from their employer. The
First Amendment reads as follows:

“Congress shall make no law respecting an establishment of
religion, or prohibiting the free exercise thereof; or abridging the
freedom of speech, or of the press; or the right of the people
peaceably to assemble, and to petition the Government for a redress
of grievances”

The key words are “Congress shall make no law,” meaning the
content of speech is something the government and politicians
cannot control with laws or policies. However, this right of free
speech is generally not applicable to the private sector workplace
and does not cover criticism of your employer.

Does that mean an employee can be fired for criticizing the
company or boss? Yes, under most circumstances. Therefore, if
someone posts a message on social media that says, “My boss is a
jerk” or “My company is a terrible place to work,” the likelihood is
that the person can be fired without any recourse, assuming he or
she is an employee at will (see the discussion of at-will employment
earlier in this chapter). Unless the act of firing constitutes a
violation under federal law, such as Title VII of the Civil Rights Act of
1964, the speech is not protected speech, and thus the speaker (the
employee) is not protected.

At some point, all of us may get angry with our companies or
supervisors, but we still have a duty to keep our disputes in-house
and not make public any situations we are attempting to resolve
internally. Employers typically are prohibited from discussing
human resource matters relating to any specific employees.
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Employees, too, should keep complaints confidential unless and
until crimes are charged or civil suits are filed.

CASES FROM THE REAL WORLD

Adrian Duane and IXL Learning

Adrian Duane had worked for IXL, a Silicon Valley
educational technology companyé for about a year
when he got into a dispute with his supervisor over
Duane’s ability to work flexible hours after he returned
from medical leave following transgender surgery.

Duane posted a critical comment on Glassdoor.com
after he said his supervisor refused to accommodate a
scheduling request. Duane’s critique said, in part: “If
you're not a family-oriented white or Asian straight or
mainstream gay person with 1.7 kids who really likes
softball-then you're likely to find yourself on the
outside. . . . Most management do not know what the

word ‘discrimination’ means, nor do they seem to think
775

it matters

According to court document