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EXECUTIVE SUMMARY

The current economic climate has created a “false positive” for the statistics on workplace behavior. We are in
a ‘good behavior’ bubble where management is on high alert and employees, fearful about losing their jobs,
are more cautious about their behavior. While this may lead to decreased unethical behavior, this environment
is not sustainable without the creation of a values-based culture that extends beyond the recession. This paper
looks at two financial institutions to show the difference a values-based culture can make on long-term health
and sustainability.

KEY POINTS

KPMG’s 2008-2009 Integrity Survey

< Among the causes of unethical behavior are inadequate communication around ethical issues, and a
deficiency of strong, lived-out, core company values.

= Employees that work for companies with formal ethics programs partnered with strong company
values are significantly more likely to believe that their leaders set the correct tone at the top, value
integrity over short-term business goals, and set achievable goals without violating the code of conduct.

2009 National Business Ethics Survey

= We are currently experiencing an era of increased ethical behavior where whistle-blowing is up,
bad behavior is down, and the desire to cut corners has decreased.

= The current economic climate has incentivized managers to be on close watch for unethical behavior; however,
without a company culture that is infiltrated with values, good behavior and practices cannot be sustained.

Case Study: Fannie Mae

Fannie Mae was once a financial epicenter that experienced significant success, despite an economic
recession. However, their failure to commit to foundational values led to an eventual downfall and mistrust
by their investors. This case study explores a few of the specific unethical decisions that this company made
regarding their accounting practices and political relationships. It then explains how these factors led to an
ultimate exposure to the public and stock market failure.

Case Study: HSBC

HSBC (originally Hong Kong and Shanghai Banking Corporation) began in 1865 as a vestige of the British
Empire in Asia. The bank’s efforts were successful over many decades, and it became renowned as “the
world’s local bank.” This case study exemplifies a company that has not only maintained, but even increased
its reputation despite the economic downturn because it had something to sustain it that many other banks did
not have: a strong values-based culture coupled with structured ethics and compliance programs.
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VALUES: SUSTAINABILITY
THROUGH CHANGE

by Jacob Little and Rikki Marler, MBA

INTRODUCTION

The turbulent economic times of
2008 and 2009 have once again
placed workplace behavior into
sharp public focus. Not since the
widespread scandals and downturn
of 2002 and 2003 has the subject
of organizational sustainability been
so sought after and relevant. The
total cost of the economic crisis has
yet to be discovered, but the figure
is mounting into trillions of dollars.
While the factors that contributed to
the crisis are many and complicated,
the underlying issue is the same
everywhere: greed. Banks recklessly
granted sub-prime mortgages, finance
organizations irresponsibly took on
high-risk investments, consumers
spent more than their earnings, and
home-buyers bought homes far more
expensive than they could afford.

The failure of organizations across
the spectrum of the global economy
to foster values-based cultures is the
true cause of the financial crisis, and
no matter how much compliance
standards are increased, or new rules
created, this behavior will continue
until the real issue is addressed.
There is a big difference between
compliance and cooperation.
Compliance for its own sake is
inconsequential unless behaviors
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actually change through cooperation
above and beyond the letter of the
law. The creation of strong, values-
based cultures is the single best way
to prevent misconduct and foster
cooperation in the workplace. A
values-based culture encourages
people to behave ethically because
it is the right thing to do, not just
because it is legal. Instead of
enforcing codes of conduct through
regulation and compliance, it nurtures
an environment where employees
desire to act in cooperation with
shared values towards a common
vision. While the financial crisis and
the resulting scandals have exposed
the scarcity of values in America’s
business world, it has highlighted the
need for formalized ethics programs
in partnership with values-based
organizational cultures.

This paper will show how a values-
based culture can make a difference
on organizational behavior. Recent
surveys illuminate trends and forecasts
for the ethical climate of today’s
business world, and contrasting
studies of some of the largest
financial institutions in the world
provide powerful examples of how
values, ethics, and culture can make
all the difference in an organization’s
sustainability.
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RECENT FINDINGS
KPMG 2008-2009 Integrity Survey

In 2008, KPMG surveyed over 5000
people across all major industries

to gauge how ethical behavior in
the workplace has changed since
2000. The 2008 survey is the third
installment of a series to track
behavior over time. The findings
suggested that incidents of unethical
behavior in U.S. organizations
remain high; 74% of respondents
said they had personally seen or
had firsthand knowledge of specific
misconduct within their organizations
(KPMG 1). Roughly half said that the
observed misconduct could cause

a significant loss of public trust if
discovered. These figures remain
largely unchanged from the 2000
and 2005 studies, indicating that
prevalence rates have not been
influenced by increased awareness
of business ethics and increased

regulatory provisions like Sarbanes-
Oxley (SOX). The study shows that
compliance programs alone are
ineffective.

Many assume that the motivation

for ethical misconduct is personal
gain. However, KPMG discovered
that the biggest root cause was
pressure to do whatever it takes to
meet business targets. Excessive
pressures, incentives, uncertainty over
rules, inadequate resources, and job
anxiety were the other major drivers
of misconduct, according to the
survey.

Unethical behavior within a
company most often stems from
inadequate communication around
ethical issues, and a deficiency of
strong, lived-out, core company
values. Organizations that partner
compliance ethics programs with
strong values report dramatically
reduced rates of misconduct and

Feel pressure to do “whatever it
takes” to meet business targets

Believe they will be rewarded for results,
not the means used to achieve them

Believe the code of conduct
is not taken seriously

Lack familiarity with the standards
that apply to their jobs

Lack resources to get the job done
without cutting corners

Fear losing their jobs if
they do not meet targets

Believe policies or procedures are
easy to bypass or override

Are seeking to bend the rules or
steal for their own personal gain

Root Causes of Misconduct

80% 100%

Source: KPMG LLP (U.S.), 2008
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greatly increased effectiveness in
creating and sustaining values-driven
cultures. According to the Federal
Sentencing Guidelines, there are six
factors that contribute to an effective
ethics program:

1. Written standards of conduct

Training on ethics

3. Mechanisms to seek ethics
advice or information

4. Means to report misconduct
anonymously

5. Discipline of employees who
violate ethical standards

6. Evaluation of employee
performance

n

Companies with formal ethics
programs report substantially better
approaches to unethical behavior,
such as greater willingness to report
incidents, increased motivation to

do the right thing, and a heightened
awareness about the ethical
dimensions of decisions (KPMG 17,
19). In addition, employees that work
for companies with formal ethics
programs are significantly more likely

to believe that their leaders set the
correct tone at the top, value integrity
over short-term business goals, and
set achievable goals without violating
the code of conduct (KPMG 18).
Companies that value cooperation
above and beyond mere compliance
create the ideal culture where
performance, morale, and vision
converge in a powerful combination.

2009 National Business
Ethics Survey

The 2009 National Business Ethics
Survey (NBES) conducted by the
Ethics Resource Center (ERC) polled
3,010 respondents and is the sixth
in a longitudinal research series

that examines organizational ethics
from the employees’ perspective
(NBES 8). The long-term nature

of the study is important because

it provides a unique context for
measuring national trends. The most
recent study focused on the impact
caused by recent economic events on

Enron & Bursting of the
Dot Com Bubble

60%

50%

40%

30%
2000

2003

M Average Monthly S&P 500 Index®

2005

2007

M Observed Misconduct

Subprime, Madoff &
Recession

1500

1000

. .

2009
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workplace behavior. In contrast to the
results found in the KPMG study, the
survey found that although incidents
of misconduct remain high, its overall
occurrence has decreased since the
first survey in 1994. The survey also
concluded the following:

= Misconduct at work is down
- fewer employees said they had
witnessed misconduct on the job;
this measure fell from 56 percent
in 2007 to 49 percent in 2009

= Whistle blowing is up - More
employees said they had
reported misconduct when they
observed it; 63 percent in 2009
and 58 percent in 2007

e Ethical cultures are stronger - the
strength of ethical cultures in the
workplace increased from 53
percent in 2007 to 62 percent
this year

= Pressure to cut corners is lower -
declined from 10 percent in
2007 to 8 percent now.

This pattern has been seen before.
From 2000 to 2003, another period

of economic stress and corporate
scandals—including the failure of Enron
and Arthur Andersen, and the burst of
the dot-com bubble—ethics metrics
showed similar improvement. The Ethics
Resource Center explains that during
hard times, when a company’s well
being is threatened, managers begin

to talk more about the importance of
high standards. Managers tighten their
grips to keep the business afloat. Some
employees may be more inclined to be
ethical and nurture a culture of values
when management is watching closely.
(NBES 9)
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Although the news of an increase in
ethical conduct from this survey is
welcome in a year of bad economic
news, the ERC warns that the results of
this survey are not sustainable without
a backbone of company culture. The
ethical climate of companies may be
strong now because their senses are
heightened, but once the economy
begins to improve, management will
likely become more lax. The ERC
cautions leaders that the positive
results of this study are likely to be
temporary. (Ferrell)

Executives who do not emphasize

a strong culture of values risk long-
term business problems. NBES data
suggests that once the economy rights
itself and business difficulties recede,
misconduct is likely to re-emerge
unless a strong values-based ethical
culture is in place.

CASE STUDY: FANNIE MAE

Fannie Mae, the nickname for the
Federal Mortgage Association,

is a company that was founded
and sponsored by the federal
government. For years, they
specialized in buying high-risk
mortgages from banking and loan
companies to enable them to give
loans to low-income homebuyers.
(Copeland)

The recent government bailout

of Fannie has sparked debate
regarding reports of unethical
corporate behavior as well as a
desire to explore the implications of
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The position is at the Senior Vice
President level and located outside
of the Legal Department. Noting
recent developments, the Rudman
Report states that it sees progress
now in enabling meaningful

Board engagement on ethics and
compliance matters. “Going forward,
we think it is especially important
for management reporting in
these areas to provide meaningful
risk assessments and discussion

of perceived resource or other
deficiencies” (shrm.org).

Only time will tell if Fannie Mae can
fully recover from their stock market
blunders. Their success will lie in their
ability to not only enforce ethics, but
to create a culture of values.

CASE STUDY: HSBC

HSBC (originally Hong Kong and
Shanghai Banking Corporation)
began in 1865 as a vestige of the
British Empire in Asia. In 1993, its
headquarters moved to London,
and in 1998 it launched a massive
campaign to build a global banking
brand. The bank’s efforts were
largely successful and it became
renowned as “the world’s local
bank.”

In November 2002, they continued
their expansion into the United States
by purchasing Household Finance
Corporation, a subprime mortgage
lender. Household Finance became
the second largest mortgage lender
in the United States. The investment
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tanked with the economy in 2008,
and the lender, which was purchased
by HSBC for $15 billion, ended up
costing the company $62 billion.
Stephen Green, chairman of HSBC
said, “It’s an acquisition we wish

we hadn’t done with the benefit of
hindsight, and there are lessons to be
learned” (HSBC).

Yet despite these massive losses,
HSBC had something to sustain

it that many other banks did not
have: a strong corporate culture
and ethical base. Throughout the
financial crisis, the bank received
numerous awards including Best
Corporate Governance, Best Risk
Management House, and Top
World Bank. Covalence, an ethics
watchdog organization, hamed
HSBC as the most ethical bank
for three consecutive years, and

in 2009, awarded HSBC with the
title of the most ethical company
in the world (The Korea Times). In
September 2009, HSBC was also
named the Best Global Bank by
Euromoney. HSBC Group CEO
Michael Geoghegan said while
accepting the award for his company,
“Conservativism, strong capital
management and responsible
practice have certainly been the core
of HSBC since we were founded in
1865. In practice, this character

is personified every day by our
300,000 plus staff around the
world...” (FinChannel.com).

But beyond its awards, HSBC still
has one of its most important assets
that most other financial institutions
have lost in the last two years: its
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reputation. Due to its conservative
lending practices, sound fiscal
management, relative stability
through the recession, and a solid
track record, HSBC has maintained
investor confidence and international
respect in spite of the obvious
embarrassment of Household
Finance.

Indeed, HSBC'’s corporate culture
has made it distinctive for decades.
HSBC invests heavily in creating

and maintaining a strong ethical
corporate culture revolving around
the values of the company. Green
said, “We inherited a history. Those
who came before us set the tone and
worked to reinforce it.” Speaking
about the people who work for the
company around the world, he says,
“People want to be able to look
themselves in the mirror and feel
good about the job that they do...
being an ethical business that creates
good in the world is very much a
goal with us” (McKinsey).

HSBC proves this commitment to
ethics and culture with extensive
training for new employees,
development opportunities,
environmental sustainability initiatives
that make the entire organization
carbon neutral, placing funds

in reserves to cover unexpected
downturns, and by conscientiously
creating a culture that encourages
ethical behavior. The emphasis

on ethics is so prominent at HSBC
that the entire mission statement

is prefaced by the words, “Having
regard to ethical values...” (HSBC).
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Among HSBC’s many values, several
stand out: integrity, truth, fairness,
conservatism, and sustainability
(hsbc.com). Unlike most banks,
HSBC can credibly say that it actually
exemplified these values. Having

the internal resources to recover
from a $62 billion bad investment

is testament to their strong position.
Because HSBC’s values are lived out
by its staff, the bank has fared much
better through the global economic
recession than other banks, and

it is one of few global banks that

has not required a federal bailout.
Instead of accepting government
money, they drew on heavily stocked
reserves, and chose to close some of
their more expensive properties on
New York’s 5th Avenue and Paris’
Champs Elysees, and reduce other
unneeded internal costs. In essence,
HSBC took responsibility for itself
and refused to let taxpayers take the
fall for their mistakes. Doing so has
set them apart and positioned them
for a much quicker recovery than
their more burdened, bailed-out
competitors.

Green, also a Church of England
priest, said in an October 2009
interview that the single most
important task of leaders at HSBC
was to promote a culture of ethics
and integrity: “You can’t do all

this simply by setting rules and
regulations, you have to expect the
leadership in the industry to nurture
a real culture of ethics and integrity
and that’s actually a continuing
priority, perhaps the greatest priority
of all as far as | am concerned” (AP).
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Believe CEO and other
senior executives set the right

“tone at the top”

for ethics and integrity

39%

‘Without Program

Tone at the Top

Ethics and compliance programs
have a favorable effect on employee
perceptions of the tone at the top.
Faborability levels generally remained
steady for employees working in
organizations with programs and
increased for employees working in

organizations without them.

84%

With Program

85%

N 2008

N 2008

In 2001 and 2002, Chairman
Stephen Green cancelled all bonuses
during a stock market slump and
said that a business that had not
performed well for shareholders
could not justify bonuses. Several
bankers and analysts left the
company in protest.

HSBC is an excellent example of an
ethical banking corporation that has
sustained itself through one of the
rockiest periods in banking history
through shared values, a strong
ethical culture, and sustainable
business practices. While the
company is not perfect and has
made huge mistakes over the last

Believe CEO and other
senior executives value ethics
and integrity over
short-term business goals

B2% gig,

32%

2008
Without Program | With Program

Believe CEO and other
senior executives set targets
that are achievable without
violating the code of conduct

86% 86%

36%

20056
Without Program | With Program
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several years, it proves that a positive
ethical culture and commitment to
values make a huge difference in an
organization’s overall success and
long-term sustainability.

THE POWER OF A
VALUES-BASED CULTURE

The study on HSBC shows that a
values-based ethical culture has a
positive effect on business results.
Apart from its intrinsic moral value,
companies with a strong a values-
based culture say it has the following
benefits on an organization:

= Increased morale, retention, &
loyalty

= Decreased turnover

= More effective recruitment

= Good corporate citizenship

= A positive reputation

e Enhanced business performance

= Higher financial returns

= Increased employee and
customer satisfaction

If this is the case, why are values

and ethics often overlooked by
company leaders? Many view

values and ethics as trivial issues;
something to discuss if time permits.
However, for organizations serious
about performance and long-term
sustainability, the discussion around
values, ethics, and culture provides a
foundation for the entire organization.
It permeates the company from its
inception, charts the course, warns
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People feel motivated and
empowered to “do the right thing”

90% 90%

51%

2005

Without Program | With Program

2008
People apply the right values to
their decisions and behaviors
90%  ggo
53%
2005
Without Program | With Program . 2008
The opportunity to engage
in misconduct is minimal
80% B81%
44%
2005
Without Program | With Program B 2008

Ethics and compliance programs have a favorable impact on team culture and environment.
Favorability levels generally remained steady for employees working in organizations with programs,

but were mixed across several indicators for employees working in organizations without them.

People feel comfortable raising
and addressing ethics concerns

85% gag

36% 35%

Without Program | With Program

People share a high
commitment to integrity

p
2% gga,

5
49% 479

Without Program | With Program

Willingness to tolerate
misconduct is minimal

B84%  g39

43%

Without Program

With Program

Team Culture and Environment
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of danger, motivates employees,
goes the extra mile for customers,
and sustains the vision. Sustainable
organizations go beyond mere
compliance with government
regulations and codes of conduct;
but embrace full cooperation with the
vision and values of the company.

Ethisphere publishes an annual list of
the world’s most ethical companies
(among the 2009 winners: HSBC),
and benchmarks their performance
against the S&P 500. They have
discovered that the world’s most
ethical companies consistently
outperform others and show a
consistently increasing average stock
growth percentile over time compared
to S&P 500 companies. (Ethisphere,
2009). The average company on
Ethisphere’s “Most Ethical” list
showed a 70% stock growth, versus
S&P 500’s average of just over

30% in 2008. A 2004 Booz Allen
Hamilton survey said, “companies
that can be called financial leaders
have come further in understanding
the relationship between values and
performance, that they are doing a
better job of exploiting them, and that
their more comprehensive approach
to values is associated with superior
financial performance.” It truly does
pay to be ethical.

PriceWaterhouse Cooper’s 2009
Global Economic Crime Survey says
that “fundamental to the fight against
fraud is the attitude and ethical stance
of those at the top” (Ethics Resource
Center, 2009). Ira Lipman, Chairman
and President of Guardsmark LLC
was quoted: “Senior executives should

12
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implement strong ethics programs
within their companies. But, equally
important, they must build the type

of culture that will really make a
difference.” Organizational leaders
must not only motivate people with a
common vision, they must embody the
values of the company, live them out
on a daily basis, and put words into
action to create a culture driven by the
values of the company.

Don Soderquist, retired COOQO and Sr.
Vice-Chairman of Walmart says that
“beliefs and values together determine
how a company operates and whether
it reaches its full potential...values
matter in everything we do” (Live
Learn Lead, 110-111). The highest
performing companies know that they
must go beyond simply providing

a place to work. They must inspire
people towards their full potential
through shared values, a compelling
mission, and an inspiring vision. They
must lead by example to embody the

Management Practices That Reinforce a Culture of Values

85%
Explicit CEO t
<plicit CEO suppor —77%

Corporate values statement

Performance appraisals

Internal communications/
newsletters

Training

Non-monetary rewards
and recognition

Recruiting and hiring

Internal monitoring/audit

Incentive compensation

3rd-party review of
management practices

- Reinforce values [

| Most effective

81%

7%

74%

72%
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vision and values of the company and
create a culture that is driven and
sustained by those values.

One thing a leader can be sure of
is that his or her company has a
culture. The question, and ultimately,
the determining factor of its success,
is what that culture will be. Will it be
one of competition and ambition?
Mediocrity and the status quo? Or
one that truly embodies what the
company stands for, and unites all
toward a common vision? That is
where sustainable success, peak
performance, and high morale
converge to create a truly great
organization.

APPLICATION

What can you do now in order to
ensure the long-term sustainability of
your company through a foundation
of a values-based culture? The results
of the latest National Business Ethics
survey prompted The Ethics Resource
Center to recommend actions for
executives:

e Prepare for the return of
business as usual. “Take note
of the messages you are currently
sending to employees as you
weather the storm of the
recession,” the report suggests.
“Measure the ethical culture of
your organization. ... The more
you build a strong ethical
culture, the less risk for
misconduct your organization
will face in the future.”
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