Chapter 12 - Corporate Governance, Business Ethics, and Strategic Leadership


C H A P T E R12
Corporate Governance, Business Ethics, and Strategic Leadership
Overview of the Chapter
This chapter discusses the importance of corporate governance, business ethics, and strategic leadership. First, the chapter discusses the relationship between strategic management and society. Not only do firms need to make a profit, but they also need to do so by doing good. Then, a discussion of the key factors of governance structures, such as stakeholders and corporate social performance, follows. Several corporate governance mechanisms are discussed here as well. The chapter ends with a discussion of the different roles a leader must fulfill to successfully lead the company and achieve its strategic objectives.
Learning Objectives
LO 12-1  Describe and evaluate the relationship between strategic management and the role of business in society.

LO 12-2  Conduct a stakeholder impact analysis.

LO 12-3  Critically evaluate the relationship between corporate social responsibility (CSR) and competitive advantage.

LO 12-4  Describe the role of corporate governance and evaluate different governance mechanisms.

LO 12-5  Describe and evaluate the relationship between business strategy and ethics.

LO 12-6  Describe the different roles that strategic leaders play and how to become a strategic leader.
Chapter Outline

1. ChapterCase 12 HP’s CEO Mark Hurd Resigns amid Ethics Scandal
2. Strategic Management and the Role of Business in Society? (LO 12-1)
a. Stakeholder Strategy
b. Stakeholder Impact Analysis (LO 12-2)
c. Gaining & Sustaining Competitive Advantage Corporate Social Responsibility (LO 12-3)
3. Corporate Governance (LO 12-4)

a. The Board of Directors

b. Strategy Highlight 12.1 GE’s Board of Directors
c. Other Governance Mechanisms

d. Corporate Governance Around the World
4. Strategy and Business Ethics (LO 12-5)
5. Strategic Leadership (LO 12-6) 

a. What Do Strategic Leaders Do?
b. How Do You Become an Effective and Ethical Strategic Leader?
6. CHAPTERCASE 11 / Consider This…
7. Discussion Questions
Lecture Suggested Outline
I. Overview

Strategic implementation is important to a firm’s success. However, achieving the strategic objectives by using ethical business practices and “doing good” is more important in the long run. Strategic leadership is part of strategic implementation. A firm needs to have strong leadership to successfully implement strategies. 
 Teaching Tips
Instructors can ask students what their strategies are to survive this semester. Students may give answers such as study hard, come to class, take notes, work hard in groups, do research after class, and so on. Then, instructors can ask students which strategies (provided by the students) would work for you. Some may say come to class, some may say take notes, some may say read the textbooks, and so on. So this example illustrates that each student can be considered an independent firm and their strategies may be different from those of others. Also, instructors can ask the students, if you don’t come to class, don’t take notes, don’t work hard in groups, and don’t do other like-minded things, what might happen? Students may say they 
might fail the class, get a C or D, and so on. This also gives the students an example about implementing, or failing to implement, strategies.
II. ChapterCase 12 HP’s CEO Mark Hurd Resigns amid Ethics Scandal
Mark Hurd is a very capable and ambitious leader in terms of business practices. Hurd, however, was involved in a sex scandal. Moreover, Mr. Hurd used the company’s financial resources for his own purposes. In the end, Hurd resigned (but left with a huge severance package!).
Show PowerPoint Slide 12.4 and 12.5
Key Points of HP and the Mark Hurd Case
 Teaching Tips
The CEO of HP, Mark Hurd, resigned due to his involvement in a sex scandal with an adult movie actress, which severely damaged the company’s image. The market value dropped roughly $10 billion, largely due to Mr. Hurd’s forced resignation. The instructor may ask the students why a company leader’s private life is relevant to the company. The primary issue here is that Mr. Hurd used HP’s resources to pay his mistress, and this is unethical, even though Hurd is a strong leader and turned HP’s performance around. Next, ask students whether the severance package was necessary or not. Is it ethical to pay such a large severance? Also, discuss whether the decision by the board of directors to force Mr. Hurd to resign was right or wrong. 
III. Strategic Management and the Role of Business in Society
· Discuss the importance of public stock companies. Then, discuss the impact of public companies on our society by talking about the financial crises: the accounting scandals and recent global financial crisis.
· Stakeholder strategy is a framework that connects corporate governance, business ethics, and strategic leadership and thus helps managers think through these issues in a holistic fashion. Stakeholder theory is a theoretical framework that is concerned with how different stakeholders create and trade value.
Show PowerPoint Slides 12.6 thru 12.10
Strategic Management and the Role of Business in Society
 Teaching Tips
Instructors can discuss the importance of public companies and their influence on our daily life. Students need to understand the interdependent relationships between these organizations and the average citizen. Then, discuss the importance of the public companies’ stakeholders and why companies need to take good care of them. The answer is, “It is an interdependent relationship.” Only by taking care of the stakeholders can they create a win–win, with mutually beneficial results to both companies and to society. This section sets a foundation that allows instructors to talk later about social responsibilities.
IV. Stakeholder Impact Analysis
Stakeholder impact analysis is a decision tool with which managers can recognize, assess, and address the needs of different stakeholders to allow the firm to perform optimally and act as a good corporate citizen. Stakeholder impact analysis is a five-step analysis.
Show PowerPoint Slides 12.11 thru 12.15
Stakeholder Impact Analysis
 Teaching Tips
In this section, the instructors will primarily discuss the five-step stakeholder impact analysis, starting from the identification of stakeholders, stakeholders’ interests, opportunities and threats presented by stakeholders, the social responsibility to stakeholders, and how to address stakeholders’ concerns. In other words, stakeholders represent the major structural components of our society, and thus the impact on stakeholders can be thought of as the impact on our society. This is how it is associated with corporate social responsibility, which is the next topic.

.
V. Corporate Social Responsibility
Porter and Kramer argued that corporate needs do not only create value to shareholders but also to our society. This also implies that corporate needs satisfy both shareholders and stakeholders. Research findings support “doing well by doing good” arguments; on the other hand, some research findings support that firms do good only when they do well.
Show PowerPoint Slides 12.17 thru 12.19
Corporate Social Responsibility
(Gaining & Sustaining Competitive Advantage)

 Teaching Tips
National differences may cause the definitions of corporate social responsibilities to differ across national borders (see Exhibit 12.5). Also, the relationship between “doing well” and “doing good” is perhaps not yet clear enough to guide business practices. That means the causal relationships are not clear.
An interactive video activity is available online through McGraw-Hill Connect on this section of the text. The video is a talk on Africa’s business future. You may wish to assign this as an auto-graded homework assignment. It covers Learning Objective 12.3.
VI. Corporate Governance
Corporate governance is a system of mechanisms to direct and control an enterprise in order to ensure it pursues its strategic objectives successfully and legally.
Agency theory is the theoretical backbone of corporate governance, which illustrates the so-called “principal–agent” problems and relationships. The board of directors is the centerpiece of corporate governance, composed of inside and outside directors, who are elected by the shareholders to represent their interests. 
Show PowerPoint Slides 12.20 thru 12.22
Corporate Governance
 Teaching Tips
Instructors may talk about agency theory to lay the foundation for discussion of corporate governance. The primary focus of agency theory is the situation where one party (the principal) seeks some outcome but requires the assistance of an agent to carry out the necessary activities (for example, the agent may be a supervisor-subordinate). It is assumed that both parties are motivated by self-interest, and that these interests may diverge. This also indicates the concerns of trust. Because of the lack of trust inside the structure, a control mechanism is needed to ensure the business functions. Further, agents usually know more about the tasks than the principals (information asymmetry). Principals seek to gain information (by inspection or evaluation), and develop incentive systems to ensure agent actions in the principal’s interests. In sum, agency 
theory states that we need organizations to help monitor and give incentives to agents doing coordinated, cooperative work. Cooperative situations involving complex tasks give rise to hierarchical structures. When ownership is concentrated in one principal, then contracts are needed to define obligations and incentives, especially those in the periphery of the organization. Agency theory, recognizing the costs of monitoring systems, stresses the need to design incentive systems that will induce all participants to contribute their fair share to the common enterprise.
Slide 12.20 notes examples of information asymmetry (for instance, insider trading!). In October 2011, Mr. Raj Rajaratnam, a co-founder of the Galleon Group was sentenced to 11 years in U.S. jail for insider trading. This is one of the longest terms ever for this offense. An example article on this story is here: http://topics.nytimes.com/top/reference/timestopics/people/r/raj_rajaratnam/index.html 
An interactive activity is available online through McGraw-Hill Connect on this section of the text. You may wish to assign this as an auto-graded homework assignment. It covers Learning Objective 12.4
Strategy Highlight 12.1 GE’s Board of Directors

The board of directors of GE is diversified so it avoids groupthink. The board of directors meets regularly to monitor the firm’s performance. Board members use different committees to oversee the company’s operations.
Show PowerPoint Slides 12.23 thru 12.26

GE and Global Governance

 Teaching Tips
Slide 12.24 has a nine-minute video embedded at the bottom. The video is a talk by Professor Dan Ariely on executive pay and his experiments on the most effective compensation range for physical and mental labors. 
http://fora.tv/2010/06/07/Dan_Ariely_The_Upside_of_Irrationality#chapter_04 

Slide 12.26 is a shortened version of Small Group Exercise 2 from the back of the chapter. The slide is a bit wordy but we wanted to convey the distinctive position Norway’s government mandate created for female board members relative even to other European countries. 
Additionally, a McGraw-Hill Connect online interactive exercise is available that covers the concepts behind this section of the text in greater detail. You may wish to assign this as an auto-graded homework assignment for the students. It covers Learning Objective 12.4. 

VII. Strategy and Business Ethics
Business ethics is an agreed-upon code of conduct in business based on societal norms. A manager’s actions can be completely legal but ethically questionable!!!


Show PowerPoint Slides 12.28 and 12.29
Strategy and Business Ethics
 Teaching Tips
Students need to understand the difference between strategy and ethics. Strategy is about “how” to achieve the goal, while ethics focuses on how to achieve the goal “based on minimum acceptable social standards.”
VIII. Strategic Leadership
Strategic leadership refers to the behaviors and styles of executives that influence others to achieve organizational goals. The three roles of a leader are interpersonal, informational, and decisional.
Show PowerPoint Slides 12.30 thru 12.34
Strategic Leadership
 Teaching Tips
Instructors will talk about the two exhibits associated with the roles of a leader and how to become a strategic leader.
Slide 12.31 has a four-minute video of Pepsi’s CEO Indra Nooyi discussing her firm’s commitment to “performance with a purpose.” This video is also a complement to MiniCase 12 which discusses her leadership of PepsiCo in more detail. http://www.youtube.com/watch?v=AM-TduYdJas 
An interactive video activity is available online through McGraw-Hill Connect on this section of the text. The video is a talk by architect/author Bill McDonough on leadership. It covers Learning Objective 12.6.
IX. ChapterCase 12 / Consider this….
The saga at HP continues as Mr. Apotheker is fired and Meg Whitman (formerly CEO at eBay) takes the helm. We suggest looking up the latest on HP before teaching this section of the text, given that their situation is fluid at press time as to what their strategy will evolve into. 
X.  Take-Away Concepts
 Here we list the take-aways for a student review of key points from the chapter.  
XI.  Key Terms
 Here we show the key items from the chapter for a review and a test of understanding.

END OF CHAPTER ANSWER GUIDE

 Teaching Tips
A variety of case, discussion, ethics, and explicit small group questions are provided at the end of every chapter. Instructors may find it useful to assign some for homework and some for general class discussion. Many concepts in strategy do not yield hard-and-fast answers, and if the students have a chance to interact early on in the course, it helps stimulate better discussions on issues of nuance or context which are internalized best through discussion or intensive written assignments. 

ChapterCase 12 / Consider This….
Thinking about this chapter’s opening case, answer the following questions.
1. Why do you think HP lost 40 percent of its shareholder value since the summer of 2010? 
The stock market does not like uncertainty, especially so when it is generated internally to the firm. Clearly, Mr. Hurd was making financial progress for HP. Succession planning for his departure seems to have been lacking. This is odd given the turmoil caused by the departure of Carly Fiorina. The board should learn to be better prepared for changes at the top.  
2. Given HP’s poor performance described in ChapterCase 12, who is to blame? The CEO or the board of directors? What recourse do shareholders have, if any?
· The board needs to take ownership for the transition of CEOs. Mr. Apotheker cannot be held accountable for the departure of Mr. Hurd, nor the decline in stock value before his arrival.  
· That said, it seems Mr. Hurd acted inappropriately and should be held accountable for his actions and behavior as HP CEO. 
· Shareholders can (and have) sued HP; however, the best course for HP is to get itself back on track and improve its performance in the marketplace. Shareholders can continue to “vote with their feet” and sell their positions or refuse to purchase HP shares going forward. 
3. Put yourself in Ms. Whitman’s situation just after HP appointed her the new CEO in the fall of 2011, what would be your strategic priorities? How would you identify them, and how would you have implemented needed changes? 
Ms. Whitman enters a company in crisis with demoralized employees and a seeming loss of strategic focus. She should prioritize the internally oriented roles of strategic leadership first, such as leader, monitor, disseminator, and resource allocator. Using these roles to gather the pertinent background from key employees, she can use Level-4 and Level-5 leadership, focusing on key strategies and driving their implementation forward. 
4. What lessons in terms of business ethics, corporate governance, and strategic leadership can be drawn from ChapterCase 12?  
Students can find a variety of answers here but some of the areas to focus on are the following: Clearly HP is a case where poor decisions and behavior has had a tremendous negative effect on a storied and traditionally well-run organization. The board of directors has stumbled several times in the last few years. They have had significant turnover in the board members to try to improve their own performance. Four CEOs in less than six years is no way to run an organization! One can hope for successful strategic leadership in the CEO position that will improve the bottom-line results and also the strategic positioning of HP. 
Discussion Questions
1. How can a firm lower the chances that key managers will pursue their own self-interest at the expense of the stockholders? At the expense of the employees? 
An appropriate corporate governance mechanism must be in place to monitor key managers’ behaviors. Further, a company may use internal and external auditors or control procedures to prevent the managers from inappropriate actions. The board of directors can monitor the managers’ practices but also balance out the power and authority that a manager has. A firm may establish a well thought out code of conduct for both management and employees to follow. 
2. The chapter notes that in 2010, in roughly two thirds of U.S. firms, the CEO is also the chair of the board of directors. More broadly, this can be viewed as an intermingling of management and ownership. Why are these two roles typically separated? Is it a positive development for so many firms to have a combined CEO and board chair?
The functions of the two roles are different. A board of directors broadly oversees a company's business activities. The company's chief executive officer (CEO) reports to the board of directors and acts as a liaison between the company and the board. The CEO has high-level responsibilities over all the management activities of a company while the functions of the board of directors include approving the annual budget and dealing with stakeholders. Moreover, a CEO is the public face of a company or organization and takes the hit or pat on the back if a company fails or succeeds, while the board of directors is there to steer a company in the right direction. The benefit of a combined CEO and chair of the board is that they can act in unity to streamline the decision-making process and strategy implementation. 

3. In Chapter 6 (Strategy Highlight 6.1), we discussed how Toyota went from a “perfect recall” in the early days of its Lexus brand in 1989 to a “recall nightmare” of more than 8 million vehicles for accelerator problems in 2010. In 2010, Toyota’s board of directors consisted of 29 men, none of whom were outsiders to the company.
B. How might Toyota’s response to the initial accelerator concerns in 2009 have been different if the board had had on it a former politician, the president of the communications firm, and the CEO of a major consumer products company (as were on the board at Ford Motor Company in 2010)? 
Since the board members mentioned here are considered outside board members, Toyota’s response would have changed and they may have admitted a mistake, but surely they would have more actively recalled the vehicles for repair and inspection before the incidents got so far out of control.

C. Does the groupthink discussion raised in Strategy Highlight 12.1 seem relevant here? Why or why not? 
Groupthink occurs when a group makes faulty decisions because group pressures lead to a deterioration of “mental efficiency, reality testing, and moral judgment.” Groups affected by groupthink ignore alternatives and tend to take irrational actions that dehumanize other groups. A group is especially vulnerable to groupthink when its members are similar in background, when the group is insulated from outside opinions, and when there are no clear rules for decision making. In the case here, it seems pretty apparent Toyota’s board of directors experienced groupthink when making strategic decisions. Indeed, one can argue that many boards in Japan are in a similar predicament and groupthink is quite a common part of their culture. 
Ethical/Social Issues

1. Assume you work in the accounting department of a large software company. Toward the end of December, your supervisor tells you to change the dates on several executive stock option grants from March 15 to July 30. Why would she ask for this change? What should you do?
This seems like illegal and unethical tax evasive actions are being demanded by the supervisor. Unless there is some legitimate error in the stock option dating, the employee has every right to refuse to make these changes because of the liability issues. Further, if this request is condoned in the organization, it may be time to quit the job or contact the IRS to report the issue. 
2. As noted in the chapter, CEO pay in 2010 was an incredible 300 times the average worker pay. This contrasts with historic values of between 25 and 40 times the average pay?

A. What are the negative effects of this increasing disparity in CEO pay? 

The majority of compensation for CEOs comes from stock options, which allows the CEO to purchase shares in company stock at a set price that can be significantly lower than market value. The ability to buy stock at a lower price and sell when stock prices are higher may motivate the CEO to find ways to exaggerate the value of company shares. This temptation can motivate CEOs to direct subordinates to report false profit statements and undertake unethical accounting methods, creating a false impression of corporate profitability. 
b. Do you believe that current executive pay packages are justified? Why or why not?

When the CEO pay is 300 times the average worker pay, it presents an unfair situation to the entire society. It does NOT seem justified, but would take coordination across shareholders and boards to reverse the trend. CEO positions are subject to the same supply and demand conditions of major sports figures and actors, where it is viewed to be a position not many people can successfully perform, the salaries go up chasing the talent deemed to be ready for the post. 
3. The MBA oath says in part, “my decisions affect the well being of individuals inside and outside my enterprise, today and tomorrow.” This echoes what John Mackey of Whole Foods has in recent years called conscious capitalism. One example of a large firm reorienting toward this approach is PepsiCo. In the last few years, PepsiCo has been contracting directly with small farmers in impoverished areas (for example, in Mexico). What started as a pilot project in PepsiCo’s Sabritas snack food division has now spread to over 1,000 farmers providing potatoes, corn, and sunflower oil to the firm. Pepsi provides a price guarantee for farmers’ crops that is higher and much more consistent than the previous system of using intermediaries. The farmers report that since they have a firm market, they are planting more crops. Output is up about 160 percent, and the farm incomes have tripled in the last three years. The program also has benefits for Pepsi as well. A shift to sunflower oil for its Mexican products will replace the 80,000 tons of palm oil it currently imports to Mexico from Asia and Africa, thus slashing transportation and storage costs. 
A. What are the benefits of this program for PepsiCo? What are its drawbacks?
It also lowers the cost in transportation and storage by importing from Mexico instead of Asia, and helps stabilize key suppliers which aid with the consistency of scheduling and processing. However, if sunflower oil produces a different taste than palm oil, it could have very negative effects on the sales of their products. 
B. What other societal benefits could such a program have in Mexico? 
The benefit is that PepsiCo created a win–win situation for both the company and local farmers by improving the local economies. This means the company takes good care of the stakeholders by doing good.
C. If you were a PepsiCo shareholder, would you support this program? Why or why not?

It is an ethical behavior and students should generally answer Yes. The answer for No can be supported if the student links it to an overall increase in costs or a loss of focus on the desires for products by the end consumer. 
D. Can you find other examples of firms employing “conscious capitalism”?
As noted, Whole Foods Market can be an example here because the business practices are ethical and employ environmental and societal responsiveness. Students may have a variety of answers concerning the food industry, especially with the increase in organic and locally grown initiatives. Toms shoes is another example. For every shoe they sell in retail, they donate a pair of shoes to kids in underserved areas around the globe. (http://www.toms.com).
Small Group Exercise 1: Global Corporate Governance
1. Students need to understand the difference between shareholders and stakeholders. Shareholders focus on self-interest and profitability, while stakeholders emphasize responsibilities and all the parties involved. They must also realize that national and cultural differences play a role when designing the governance structure.
2. As noted in the text, German firms are more debt-financed than equity. Thus, large national banks are a major stakeholder and encourage maintaining a high level of employment. The closure of a plant in Germany is seen as the very last resort, whereas in the UK or U.S., layoffs and plant closures are more common. 
3. Larger government roles (if it continues as the recovery ensues) may favor large organizations over smaller ones. This is common in some European and Asian countries with significant government controls in the economy. It could change the competitive landscape by making it harder for startup firms to get capital or gain market share if the government focuses on using large-firm suppliers. 

Small Group Exercise 2: Female Governance Representation
1. Students will have a variety of answers since this can be a controversial issue for some. Common reasons why underrepresentation of women IS a problem include missing top-level inputs from half the market, and a greater tendency for groupthink without diverse leadership. The reasons it is NOT a problem tend to center on selection of the most qualified people possible, even if none of them are female (or black or Latino, and so on). 
2. Even some who agree in number 1 that it is a problem will not agree that a regulatory solution is the best. Though the Norway numbers are impressive, they have a relatively small economy and a regulatory answer is likely to have several unintended consequences particularly in larger economies. 
3. Stockholders can pressure boards to look for women and other minorities on their boards as seats open up. One key issue is developing a pipeline for females with the right type of career experiences to get them to the board level. Women too often rise up through staff positions to the exclusion of line management with real profit–and-loss management experience. 
Strategy Term Project

Project Overview

The goal of the strategy term project is to give the student practical experience with the elements of strategic management. We will briefly discuss these project module questions, and offer some guidance for the modules at the end of each chapter.
Module 12: Corporate Governance and Strategic Leadership
In this section, you will study the governance structure and leadership of your selected firm. This is also our concluding module, so we will have final questions for you to consider about your firm overall.

The key to this project is that students need to do their research on finding a firm’s governance structure—namely, the board of directors. They have to be aware that the diversity of the board members and the reason why the diversity is preferred is to avoid groupthink. Further, students need to realize that a firm may benefit from doing good. Ethics is another thing the students need to understand, because even though the action is legal it might not be ethical.
myStrategy: Are You Part of Gen Y or Will You Manage Them?
1. As you and your cohort enter the work force, do you expect to see a different set of business ethics take hold?

Business ethics are supposed to be very consistent over time, regardless of the generation.
2. Are efforts such as the MBA oath reflections of a different approach that Gen Y will take to the business environment, compared with recent prior generations?

The oath can be viewed as a way to “professionalize” the management profession. More likely, it’s a response to well-publicized corporate fraud and misbehavior, which may fade as the job market once again improves. 
3. Will you aspire to become a Level-5 strategic leader as you rise through your professional career? How would you go about moving form Level 1 to Level 5? What plan will you put in place?

Ask the students to refer back to Exhibit 12.8. Career plans and ambitions are very individual, but it can be helpful for the student to look at the description of these levels and think about what level they would like to attain (and also what leadership level they would like to work FOR). 
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