SBUSINESS SUSTAINABILITY,
CORPORATE GOVERNANCE,
AND ORGANIZATIONAL ETRHICS

Zabihollah Rezaee
with Timothy Fogarty

WILEY






Business Sustainability,
Corporate Governance,
and Organizational Ethics






Business Sustainability,
Corporate Governance,
and Organizational Ethics

ZABIHOLLAH REZAEE
WITH
TIMOTHY FOGARTY

WILEY



Cover design: Wiley
Cover image: © Ralf Hiemisch/Getty Images

Copyright © 2020 by John Wiley and Sons, Inc. All rights reserved.

Published by John Wiley & Sons, Inc., Hoboken, New Jersey.
Published simultaneously in Canada.

No part of this publication may be reproduced, stored in a retrieval system, or transmitted in any form or by any
means, electronic, mechanical, photocopying, recording, scanning, or otherwise, except as permitted under Section
107 or 108 of the 1976 United States Copyright Act, without either the prior written permission of the Publisher, or
authorization through payment of the appropriate per-copy fee to the Copyright Clearance Center, Inc., 222 Rosewood
Drive, Danvers, MA 01923, (978) 750-8400, fax (978) 646-8600, or on the Web at www.copyright.com. Requests to

the Publisher for permission should be addressed to the Permissions Department, John Wiley & Sons, Inc., 111 River
Street, Hoboken, NJ 07030, (201) 748-6011, fax (201) 748-6008, or online at www.wiley.com/go/permissions.

Limit of Liability/Disclaimer of Warranty: While the publisher and author have used their best efforts in preparing this
book, they make no representations or warranties with respect to the accuracy or completeness of the contents of
this book and specifically disclaim any implied warranties of merchantability or fitness for a particular purpose. No
warranty may be created or extended by sales representatives or written sales materials. The advice and strategies
contained herein may not be suitable for your situation. You should consult with a professional where appropriate.
Neither the publisher nor author shall be liable for any loss of profit or any other commercial damages, including but
not limited to special, incidental, consequential, or other damages.

For general information on our other products and services or for technical support, please contact our Customer Care
Department within the United States at (800) 762-2974, outside the United States at (317) 572-3993, or fax (317) 572-4002.

Wiley publishes in a variety of print and electronic formats and by print-on-demand. Some material included with
standard print versions of this book may not be included in e-books or in print-on-demand. If this book refers to
media such as a CD or DVD that is not included in the version you purchased, you may download this material at
http://booksupport.wiley.com. For more information about Wiley products, visit www.wiley.com.

Library of Congress Cataloging-in-Publication Data:

Names: Rezaee, Zabihollah, 1953— author. | Fogarty, Timothy, 1953 author.

Title: Business sustainability, corporate governance, and organizational
ethics / Zabihollah Rezaee with Timothy Fogarty.

Description: Hoboken, New Jersey : Wiley, [2019] | Includes index.

Identifiers: LCCN 2019030084 (print) | LCCN 2019030085 (ebook) | ISBN
9781119601456 (hardback) | ISBN 9781119601470 (adobe pdf) | ISBN
9781119601463 (epub)

Subjects: LCSH: Business ethics. | Social responsibility of business. |
Sustainable development. | Corporate governance.

Classification: LCC HF5387 .R495 2019 (print) | LCC HF5387 (ebook) | DDC
174/.4—dc23

LC record available at https://lccn.loc.gov/2019030084

LC ebook record available at https://lccn.loc.gov/2019030085

Printed in the United States of America.
10987654321


http://www.copyright.com
http://www.wiley.com/go/permissions
http://booksupport.wiley.com
http://www.wiley.com
https://lccn.loc.gov/2019030084
https://lccn.loc.gov/2019030085

This book is dedicated to Dr. Rezaee’s parents Fazlollah and Fatemeh, sister Monireb,
wife Sobeila, and children Nick and Rose

and to Dr. Fogarty’s wife Susan, son joe, and daughter Kate.






Preface
Acknowledgments
Introduction
Abbreviations
MODULE I THE FREE ENTERPRISE SYSTEM AND FINANCIAL MARKETS
CHAPTER 1  The Free Enterprise System, Financial Markets, and Corporate Culture
CHAPTER 2  The Role and Responsibilities of Business in Society
CHAPTER 3  Introduction to Business Sustainability, Corporate Governance,
and Organizational Ethics
MODULE II BUSINESS SUSTAINABILITY: PRACTICE, RESEARCH, AND EDUCATION
CHAPTER 4  Business Sustainability
CHAPTER 5  Sustainability Principles, Theories, Research, and Education
CHAPTER 6  Drivers and Sources of Business Sustainability Initiatives
CHAPTER 7  Financial Economic Dimension of Sustainability
CHAPTER 8  Nonfinancial Dimension of Sustainability
CHAPTER 9  Business Sustainability Performance Reporting and Assurance
CHAPTER 10 Emerging Issues in Sustainability Performance, Reporting, and Assurance
MODULEIII CORPORATE GOVERNANCE: PRACTICE, RESEARCH, AND EDUCATION
CHAPTER 11  An Introduction to Corporate Governance
CHAPTER 12 Fundamentals of Corporate Governance
CHAPTER 13  Oversight Function

Contents

ix
Xi
Xiii

Xix

57

91

93
137
175
193
213
253
289
345
347
381

409

vii



viii

Contents

CHAPTER 14

CHAPTER 15

CHAPTER 16

CHAPTER 17

CHAPTER 18

CHAPTER 19

CHAPTER 20

CHAPTER 21

CHAPTER 22

CHAPTER 23

MODULE IV

CHAPTER 24

CHAPTER 25

CHAPTER 26

CHAPTER 27

CHAPTER 28

CHAPTER 29

CHAPTER 30

Index

Board Committees
Managerial Function
Compliance Function
External Auditing Function
Internal Auditing Function
Legal and Advisory Function

Monitoring Function

Corporate Governance of Private Companies and Not-for-Profit Organizations

Corporate Governance, Performance, Information Technology,

Research, Education, and Reporting

Transformation of Corporate Governance, Contemporary Issues,

and Global Perspectives

ORGANIZATIONAL ETHICS: PRACTICE, RESEARCH, AND EDUCATION
Overview of Business Ethics

Where Ethics Come From: Gazing at the Human Condition

How People Make Ethical Decisions

Ethics as Corporate Culture

The Institutionalization of the Ethical Corporation

Emerging Business Ethics Issues

Ethical Leadership

461

503

543

593

639

609

687

713

739

775

831

833

849

805

881

897

911

933
949



Preface

Business sustainability, corporate governance, and organizational ethics are taking center stage in the
global business and academic communities. With its accreditation, the Association to Advance Collegiate
Schools of Business (AACSB) has noted that these topics are gaining the global acceptance and attention of
business schools worldwide. Adequate coverage of these important topics will enable business schools and
accounting programs to sufficiently and effectively train competent and ethical students to become future
business leaders. Business sustainability focuses on economic, governance, social, ethical, and environmen-
tal (EGSEE) performance in creating shared value for all stakeholders. Business sustainability information is
now demanded by investors, required by regulators, and reported by business organizations. Organizations
worldwide report their integrated financial and nonfinancial sustainability performance in creating shared
values for all stakeholders from shareholders to customers, suppliers, creditors, employees, environmental
agencies, government, and society. Several professional organizations, including the Global Reporting Ini-
tiative (GRD), the Sustainability Accounting Standards Board (SASB), the International Integrated Reporting
Council (ITIRC), and the Corporate Reporting Dialogue (CRD), have issued numerous sustainability report-
ing and assurance guidelines to assist business organizations in disclosing their financial and nonfinancial
sustainability performance information to all stakeholders. As the book was going through production, the
Business Roundtable, On August 19, 2019, announced the adoption of a new Statement on the Purpose
of a Corporation, signed by 181 well-known, high-powered CEOs. The Statement indicates “moves away
from shareholder primacy” as a guiding principle and outlines in its place a “modern standard for corporate
responsibility” that makes a commitment to all stakeholders under stakeholder primacy, and advocates the
concept of profit-with-purpose mission for public companies.

Corporate governance is also considered one of the themes of the twenty-first century in determining
the roles, responsibilities, and accountability of all corporate gatekeepers from the board of directors to man-
agement, regulators, standard-setters, internal auditors, external auditors, legal counsel, and financial advi-
sors and fund managers in contributing and adding value to corporate success and sustainable performance.
Organizational ethics encompass the principles and standards of behavior and best practices that guide
organizational decision making and provide the framework for individuals within the organization to do
the right thing. Increasing expectations around business sustainability, corporate governance, organizational
ethics, and accountability for all types and sizes of entities appears to be an international trend. Business
schools can serve as a conduit to produce and transfer knowledge about business sustainability, corporate
governance, and organizational ethics to ensure a more sustainable future education that contributes to the
well-being of society. Business schools worldwide play an important role in preparing the most competent
future business leaders who understand corporate governance and business sustainability, and conduct their
businesses ethically. Furthermore, these three emerging educational areas of business sustainability, corpo-
rate governance, and organizational ethics are aligned with the AACSB’s core values, guiding principles, and
the desired dimensions of engagement, innovation, and impact. Thus, these special topics deserve proper
attention and coverage in the business and accounting curricula.

This book is the first to present a comprehensive framework of the theory and practice of business sus-
tainability, corporate governance, and organizational ethics education. Currently, more than 450 courses and
programs in business sustainability, corporate governance, and organizational ethics are being offered by
colleges and universities worldwide and there are more than 200 business sustainability, ethics, and corporate
governance research centers at high-profile universities worldwide. More universities are expected to offer
stand-alone courses and programs and research centers on business sustainability, corporate governance,

ix
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and organizational ethics. This book provides students with the knowledge and organizational and personal
skills to become successful business leaders, and is intended to be used at both undergraduate and graduate
levels. It takes a holistic teaching approach, focusing on the value-adding roles of all participants in the cor-
porate governance process who share the collective responsibility of creating shareholder value; protecting
interests of other stakeholders; complying with all applicable laws, rules, regulations, ethics standards, and
best practices; and producing reliable, transparent, and high-quality financial information. This book can
be used in a three-credit-hour course at the undergraduate, graduate, and/or both levels, as it is designed
to develop an awareness and understanding of the main themes, perspectives, frameworks, and issues per-
taining to corporate governance, organizational ethics, and business sustainability. Alternatively, different
modules of the book can be used individually in a variety of undergraduate and/or graduate accounting
and business courses.

This book is a highly pertinent reference for all business schools and other college programs that offer
business sustainability, corporate governance, and organizational ethics education, as well as for profes-
sionals who need an up-to-date understanding of emerging areas in business. There is currently no other
comprehensive book that covers all these emerging and important contemporary issues of corporate gover-
nance, organizational ethics, and business sustainability. Straightforward language illustrates theoretical and
practical concepts and procedures to aid comprehension of complex corporate governance and business
sustainability processes and exposure to a variety of organizational ethics issues that shape corporate cul-
ture. The focus is on corporate culture in creating links between business sustainability, corporate gover-
nance, and organizational ethics. The next generations of business leaders must understand the importance
of ethical conduct, business sustainability, and corporate governance to society and the environment. Orga-
nizations of all types (for-profit, not-for-profit), sizes, and complexities (simple operation, multinational) can
benefit from comprehensive business sustainability, effective corporate governance, and a robust ethical
culture.

Business schools play an important role in preparing the next generation of business leaders, who will
experience lifelong training in acting with integrity, upholding the highest level of ethical conduct, and
carrying the heavy burden of public trust, as well as being socially and environmentally responsible. The
time has come for business schools and accounting programs to renew and revitalize their commitment and
education programs in providing business sustainability, corporate governance, and organizational ethics
education and in training the most ethical, competent, and socially and environmentally responsible future
business leaders. We hope you find this book relevant in educating future business leaders.

Sincerely,

Zabi Rezaee
Tim Fogarty
August 19, 2019
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Introduction

Book Features

Business sustainability, corporate governance, and organizational ethics (BSCGOE) are taking center stage in the
global business environment. The revised (January 2019) Association to Advance Collegiate Schools of Business
(AACSB International) accreditation standards confirm that these three topics are emerging as areas of focus for
business schools worldwide.! In today’s business environment, multinational corporations are under scrutiny
and profound pressure from investors, lawmakers, and regulators, as well as global business counterparts, cus-
tomers, suppliers, employees, society, and the environment to improve their BSCGOE. These three emerging
topics of sustainability, governance, and ethics, when intertwined with the right corporate culture, can set an
appropriate tone at the top in promoting competence, integrity, and accountability throughout the organization.
The business sustainability practice of focusing on the multiple bottom lines (MBLs) of economic, governance,
social, ethical, and environmental (EGSEE) performance is also gaining broad acceptance. Investors demand
(through impact investing initiatives), regulators require (through the 2016 European Commission regulations
and the 2018 Delaware Act), and business organizations report (more than 45,000 worldwide, according to a
2018 Global Reporting Initiative report) some EGSEE dimensions of sustainability performance.

Growing urbanization, industrialization, and the depletion of nonrenewable resources have necessitated
global initiatives and actions to create a more sustainable future. Ever-improving corporate governance, orga-
nizational ethics, and accountability in all types and sizes of entities appear to be an international trend. The
global investment community is holding public companies responsible and accountable for their business
activities and their financial reporting process. As noted above, among the areas that have recently received
considerable attention are: corporate governance, organizational ethics, and business sustainability. Institutions
of higher education can serve as a conduit to produce and transfer knowledge to create a more sustainable
future. Business schools worldwide play an important role in preparing ethical and competent future business
leaders who understand corporate governance and business sustainability and conduct their businesses eth-
ically. Further, these three emerging BSCGOE educational areas are aligned with AACSB International’s core
values, guiding principles, and three vital areas of “engagement, innovation, and impact.”* Thus, these special
topics deserve proper attention and coverage in the business and accounting curricula.

This book is the first to present a comprehensive framework of the theory and practice of BSCGOE
by focusing on these three areas of business and accounting education, which are regarded by many as
a cornerstone of business education and vigorously promoted by accreditation organizations worldwide
(e.g. AACSB International). AACSB International now includes the coverage of BSCGOE in its accreditation
standards. Currently more than 450 courses and programs in BSCGOE are being offered by colleges and
universities worldwide, as discussed throughout the book. More universities are expected to offer BSCGOE
stand-alone courses and programs. The purpose of this book is to present a comprehensive primer on
BSCGOE and to provide a framework for business schools and accounting programs by focusing on pro-
viding business education that demonstrates “evidence of continuous quality improvement in three vital
areas: engagement, innovation, and impact” as dictated by AACSB International.?

This book can be used in a course at both the undergraduate and graduate levels, as it is designed to
develop an awareness and understanding of the main themes, perspectives, frameworks, and issues per-
taining to BSCGOE. Alternatively, different modules of the book can be used separately in a variety of
undergraduate and/or graduate accounting and business courses. It provides students with the knowledge
and organizational and personal skills to become successful business leaders, and takes a holistic teaching
approach, focusing on the value-adding roles of all participants in the corporate governance process who
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Xiv Introduction

share the collective responsibility of creating shareholder value; protecting the interests of other stakeholders;
complying with all applicable laws, rules, regulations, ethics standards, and best practices; and producing
reliable, transparent, and high-quality financial information. The participants in the corporate governance
process are the board of directors, executives, internal auditors, external auditors, financial analysts, legal
counsel, regulators, investing bankers, and other stakeholders.

This book is an excellent reference for all business schools and other college programs that offer
BSCGOE education, as well as for professionals who need an up-to-date understanding of emerging areas
in business. As of now, there is no comprehensive book that covers BSCGOE issues. Unlike existing books
that focus on narrow aspects of emerging business issues, this book takes a holistic and integrated approach
to BSCGOE. Straightforward language illustrates theoretical and practical concepts and procedures to aid
comprehension of complex corporate governance and business sustainability processes and exposure to a
variety of organizational ethics issues. This book incorporates emerging corporate governance reforms in the
era following the Sarbanes-Oxley Act of 2002 (SOX), including provisions of SOX and the Dodd-Frank Act
of 2010 (DFA), global regulations and best practices, ethical considerations, corporate governance principles,
sustainability performance, reporting, and assurance. The emerging issues of BSCGOE are integrated into
all modules and chapters. The book also includes features, practical examples, and refinements valuable to
business students, including the multiple choice and discussion questions at the end of each chapter and
case discussions. The focus is on integrating BSCGOE into corporate culture.

Relevance of the Book

Improving BSCGOE in business organizations appears to be a national and international trend in creating a
corporate culture of accountability, competence, and integrity. The public, regulators, the accounting profes-
sion, and the academic community are also taking a closer look at colleges and universities to find ways to hold
these institutions more accountable for achieving their mission of providing higher education with relevant
curricula. Business schools play an important and influential role in preparing the next generation of business
leaders, who will require lifelong education and training on acting with integrity and upholding the highest
level of ethical conduct and the heavy burden of public trust. This next generation of business leaders must
understand the importance of BSCGOE, the role of corporations in our society, and the complexity of financial
reporting process. Thus, business curricula must promote ethical behavior, professional accountability, and per-
sonal integrity. BSCGOE, including accountability, integrity, and transparency, must be integrated throughout
the business and accounting curricula.

This book is intended to develop an awareness and understanding of the main themes, perspectives, frame-
works, and issues pertaining to BSCGOE. This book aims to prepare students for careers in business leadership,
management, and accounting, through the development of skills necessary to be an effective business leader.
It presents corporate governance, business ethics, and corporate accountability, along with environmental and
social responsibility, from historical, global, institutional, commercial, and regulatory perspectives. This book also
acquaints students with the theory and practice of BSCGOE.

Classroom Implications of the Book

The quality and quantity of BSCGOE coverage in business textbooks has been criticized. Critics argue that
business education is not adequate in areas such as ethics, corporate governance, organizational judgment,
sustainability, accountability, and responsibility, and that it is not providing continuous quality education in
these areas. There are several plausible reasons for integrating BSCGOE education into the business and
accounting curricula:

" Financial scandals (e.g. Enron, WorldCom, Global Crossing, Adelphia, Qwest) at the turn of the
twenty-first century and those post-SOX and the 2007-2009 global financial crisis (e.g. Cambridge
Analytica, Volkswagen, Wells Fargo, and Facebook) underscore the importance of vigilant BSCGOE
conduct by corporations.
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SOX is intended to improve corporate governance by enforcing more accountability for public com-
panies and requiring adoption of a code of ethics for their executives.

The concept of business sustainability is advancing from the practice of greenwashing (adding
unsubstantiated claims of environmental efforts and benefits to branding) to the strategic imperative
of being integrated into corporate culture and the business environment.

AACSB International standards require business colleges to provide continuous quality education in
all three emerging areas of BSCGOE.

Anecdotal evidence and academic studies suggest that BSCGOE are not properly integrated into
business education, and coverage of these issues should be increased.

Teaching of and research in BSCGOE have been strongly recommended and encouraged.

There is an inventory of support materials for teaching BSCGOE in the post-Enron and 2007-2009
global financial crisis era. There are sufficient resources (textbooks such as this book, published
articles, Internet websites, and videos) to offer a stand-alone course or integrate related modules
throughout accounting courses.

It is easier to obtain administrative support to offer BSCGOE courses in the post-SOX and global
financial crisis era. Many business schools have developed innovative strategies for engaging students
in the challenges of providing ethical leadership by focusing on both positive and negative examples
of everyday conduct in business.

There is an increasing trend toward incorporation of BSCGOE education into the business curriculum
worldwide.

Accounting programs should integrate the provisions of SOX, addressing business sustainability and
corporate governance into the curriculum, as business sustainability and corporate governance have
evolved from compliance requirements to a strategic business imperative.

The National Association of State Boards of Accountancy (NASBA), in its Exposure Draft of Uniform
Accounting Rules 5-1 and 5-2 regarding NASBA 150-hour education requirement, emphasized the
need for six semester credit hours in ethical and organizational responsibilities. Many states now
require ethics education as a prerequisite for taking organization exams such as the CPA exam, which
requires academicians to increase the coverage of ethics and ethical issues in the classroom.

New regulatory reforms and best practices, including SOX and DFA, are intended to improve corpo-
rate governance and business sustainability by enforcing more accountability for public companies
and requiring adoption of a code of ethics for their executives.

Investors demand, regulators require, and companies provide information on their EGSEE sustain-
ability performance.

The American Accounting Association has established the AAA Organizations and Ethics Committee,
and promotes coverage of BSCGOE.

Many universities have designed a capstone course at the senior and graduate level in teaching
emerging specialized education areas of BSCGOE.

The organization of the book provides maximum coverage and flexibility in choosing the amount and
order of materials on BSCGOE. This book is organized into four distinct but interrelated modules:

Module Title Chapters
I The Free Enterprise System and Financial Markets 1-3

II Business Sustainability: Practice, Research, and Education 4-10
11 Corporate Governance: Practice, Research, and Education 11-23
v Organizational Ethics: Practice, Research, and Education 24-30

The 30 chapters of this book are organized into four modules. Module I consists of three chapters that
introduce the free enterprise system and capital markets, public trust and investor confidence in financial

and no

nfinancial information, and the relevance of BSCGOE in promoting reliable information and market
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efficiency. Module 1T includes Chapters 4-10, which present business sustainability and its importance, the
five dimensions of business sustainability (EGSEE), sustainability reporting and assurance, and sustainability
research and education. In Module III, Chapters 11-23 provide the emergence of corporate governance,
a framework for the discussion of the important functions of corporate governance (including oversight,
management, compliance, the advisory function, auditing, and monitoring) as well as integrating corporate
governance into accounting research and business curricula. Module IV includes Chapters 24-30, which
present the importance of business and organizational ethics, workplace ethics, and trends in ethics research
and education.

Chapter objectives, summaries, objective questions, essential terms, discussion questions, essays, and
cases are provided in each of the 30 chapters of the book.

Module I: The Free Enterprise System and Financial Markets

This introductory module presents the framework for the book in integrating BSCGOE, including the fidu-
ciary duties and ethical responsibilities of all corporate gatekeepers, into the business and accounting cur-
ricula. Students will learn about the role of business sustainability and corporate gatekeepers — from directors
to executives, auditors, regulators, legal counsel, financial advisors, and investors — in promoting effective
corporate governance and sensible organizational ethics. Corporate governance has been the main theme
of the twenty-first century and business sustainability is transforming from branding and greenwashing to a
business strategic imperative. In recent years, investors demand, regulators mandate, and business organi-
zations worldwide report their sustainability information in all five EGSEE performance dimensions. Thus,
sustainability education covering all five sustainability performance dimensions should be integrated into
business curricula.

Module T consists of three introductory chapters providing a synopsis of the free enterprise system,
the role of corporations in society, and an introduction to BSCGOE. Discussion of global BSCGOE makes
the book attractive to corporations, business schools, and professionals worldwide. The book can be
easily used in the educational and training programs of business schools and organization organizations.
Other professionals, such as management accountants, internal auditors, corporate legal counsel, finan-
cial institutions, and financial analysts who provide accounting, auditing, legal, and financial services
to corporations should find this book relevant and helpful to their professional assurance services and
activities.

Module II: Business Sustainability: Practice, Research, and Education

The concept of business sustainability is advancing from greenwashing and branding to a strategic impera-
tive, as stakeholders, shareholders (particularly institutional investors), and investor activists demand, global
regulators require, and business organizations worldwide report their sustainability performance in all five
dimensions of EGSEE. A decade ago fewer than 50 companies released sustainability reports; now more
than 15,000 global public companies report on the sustainability dimensions of performance, risk, and dis-
closure. This module presents sustainability research, education, and practice by focusing on the discussion
of both financial economic sustainability performance (ESP) and nonfinancial governance, social, ethical,
and environmental (GSEE) sustainability performance in creating shared value for all stakeholders. In today’s
business environment, global businesses are under close scrutiny and profound pressure from lawmakers,
regulators, the investment community, and their diverse stakeholders to focus on both ESP and GSEE dimen-
sions of sustainability performance, reporting, and assurance. Traditionally, organizations have reported their
performance on economic affairs. Their focus on only financial results has become outdated and irrelevant.
In recent years, stakeholders, global organizations, and the public have increasingly demanded information
on both financial ESP and nonfinancial GSEE key performance indicators (KPIs), and in some cases ethics
have been integrated into the other four components. The primary theme of this module is on the examination
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of business sustainability and accountability reporting and their integration into strategy, governance, risk
assessment, performance management, and the reporting process; research opportunities in business sus-
tainability; and the integration of business sustainability into business curricula. Module III also highlights
how people, business, and resources collaborate in a business sustainability and accountability model.
Obviously, much needs to be done in this area, including covering the following important topics:

Introduction to business sustainability performance

Financial and nonfinancial dimensions of business sustainability

Measurement, recognition, auditing, and reporting of sustainability performance

Roles and responsibilities of key players in accountability/sustainability reporting

Best practices in sustainability performance, reporting, and assurance

Integration of business sustainability and accountability reporting into business and accounting
curricula

" Research opportunities in business sustainability

Module III: Corporate Governance: Practice, Research, and Education

The pervasiveness of financial scandals and the related loss of billions of dollars of shareholder wealth have
received a considerable amount of attention from regulators and standard-setters. In the wake of financial
scandals, corporate governance, accountability, and ethical conduct remain significant issues. Corporate
governance’s role in restoring public trust and investor confidence in corporate America has become a
mandate of the capital markets. New regulatory initiatives and reforms affecting corporate governance have
broadly defined the roles, responsibilities, and accountability of all corporate governance participants (the
board of directors, executives, internal and external auditors, financial advisers, legal counsel, and investors)
in achieving high-quality, reliable financial reports. The achievement of corporate governance effectiveness
requires the development of a framework that encompasses all participants and processes and coordi-
nates their functions toward gaining public trust and investor confidence and creating sustainable share-
holder value. The module provides this framework by examining oversight, managerial, compliance, internal
auditing, advisory, external auditing, and monitoring functions of an effective corporate governance. Module
II1, by taking an integrated approach to corporate governance, addresses three fundamental questions raised
pursuant to these scandals and related regulations: (1) What role and functions should corporate governance
fulfill in the twenty-first century organization? (2) What are the regulatory requirements and best practices of
corporate governance? (3) What functions and practices make corporate governance effective?

Corporate governance has evolved from its traditional role of focusing on primarily business and share-
holder issues, such as growth and profitability, to a modern role of emphasizing long-term shareholder value
creation, stakeholder value protection, and addressing public and stakeholders issues (including pollution,
insider trading, equal employment opportunities, and customer satisfaction). Effective corporate gover-
nance cannot be achieved merely from compliance with applicable laws, regulations, and rules. Rather, it is
achieved by the commitment to doing the right thing, to observing moral and ethical principles and profes-
sional conduct, and to accepting accountability. Effective corporate governance is required for the efficient
functioning of the financial markets to attract and retain capital. The corporate governance concepts, princi-
ples, guidelines, regulatory requirements, functions, and best practices presented in this module focus pri-
marily on public companies, although they may well apply to all entities (whether for-profit or not-for-profit
or private companies planning to go public in the future). It presents a road map for various functions of
corporate governance designed to create shareholder value while protecting the rights of other stakeholders.

This book presents the essential and fundamental concepts of corporate governance with a keen focus
on an integrated approach that addresses fiduciary duty and professional responsibilities of all financial
market participants. Corporate governance has moved from purely internal managerial issues and decisions
to broad strategic and reporting issues concerning the board of directors, the audit committee, executives,
internal auditors, external auditors, legal counsel, financial analysts, investment bankers, governing bodies,
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investors, and other stakeholders. The suggested integrated approach to corporate governance assists corpo-
rations in demonstrating that they do in fact hold themselves to high standards of professional accountability,
integrity, ethical conduct, and honorable behavior that exceed all required applicable laws, regulations, and
rules. This module is intended to enhance the corporate governance regulations and practices that should
already be in place and provide an integrated approach toward an effective corporate governance structure
that aids in regaining public trust and investor confidence in corporations and creates a corporate culture
of profit-with-purpose.

Module IV: Organizational Ethics: Practice, Research, and Education

Ethics in the generic sense is based on a combination of individual and/or family values, moral principles,
religious beliefs, cultural norms, and best practices. An individual’s values are derived from moral principles
taught or instilled in him or her, whereas an individual’s choices are the actions taken to do what is right
or wrong. Organizational ethics is a specialized study of moral righteousness and proper corporate culture.
An appropriate code of ethics that sets the right tone at the top of any organization in promoting ethical
and professional conduct and establishing the moral structure for the entire organization is the backbone of
proper organizational ethics.

Corporate culture and compliance practice should provide incentives and opportunities to main-
tain organizational honesty, fairness, and transparency. Attributes of an ethical corporate culture or an
integrity-based culture refer to employee responsibility, freedom to raise concerns, and managers modeling
ethical behavior and expressing the importance of integrity. The company’s directors and executives should
demonstrate through their actions as well as their policies a firm commitment to ethical behavior throughout
the company and a culture of trust within the company. Although the right tone at the top is very important
in promoting an ethical culture, actions often speak louder than words. The 2007-2009 financial crisis was
partially caused by a number of ethical lapses made by both organizations and individuals involved in the
mortgage markets, including mortgage originators, financial intermediaries, and mortgage borrowers. These
lapses collectively contributed to the financial crisis, resulted in the global economic meltdown, and have
threatened the sustainability of individuals, businesses, and governments. The crisis and related financial
scandals have caused policymakers, regulators, and ethics advocates to question to what extent ethics and
corporate culture affect the business process. Another question posed is whether ethics performance should
be reflected in overall corporate reporting. This module addresses these and other ethics related questions
in the context of organizational ethics.

Notes

1. Association to Advance Collegiate Schools of Business (AACSB) (2019). Accreditation standards.
https://www.aacsb.edu/accreditation/standards/accounting.

2. Ibid.

3. Ibid.
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The Free Enterprise System, Financial
Markets, and Corporate Culture

1. Introduction

This chapter presents the importance and dynamics of relationships between capital markets and busi-
nesses as influenced by corporate culture, perceived by stakeholders (including investors), and transformed
through business sustainability, corporate governance, and organizational ethics. Corporate and accounting
scandals at the turn of the twenty-first century and the global 2007-2009 financial crisis eroded public trust
and investor confidence in corporate America and in its financial reports. Several initiatives and reforms,
including the Sarbanes-Oxley Act of 2002 (SOX), the Dodd-Frank Wall Street Reform and Consumer Pro-
tection Act of 2010, and the Securities and Exchange Commission (SEC) rules and regulations related to
their implementation, as well as listing standards of national stock exchanges, corporate governance best
practices, and business ethics guidance, were established to restore investor confidence in public financial
information. These reforms and standards are a continuous process creating new measures and practices
for public companies and their directors, officers, accountants, auditors, legal counsel, financial analysts,
investing banks, and others to effectively fulfill their responsibilities and discharge their accountability.
Impactful corporate culture, robust business environment, effective corporate governance, integrated busi-
ness sustainability, enforceable accountability and compliance system, and informed organizational ethics
can improve a corporation’s strategic plan, decisions, actions, and the reliability of its financial reports, as
well as the efficiency of capital markets and the nation’s prospects and growth. This chapter provides an
introduction to and background for a plan for business sustainability, corporate governance, and organiza-
tional ethics presented throughout the book.

Learning Objectives

Learn about the free enterprise system and business.

Understand the role and responsibility of business in society.

Understand the primary goal of corporate governance.

Exemplify the importance of reliable and transparent financial information.
Be aware of the effect of corporate governance on investor confidence.
Present various definitions of corporate governance.

Provide an overview of corporate governance reforms.

Introduce business ethics.

Provide an overview of costs and benefits of corporate governance reforms.
Address the impacts of corporate governance reforms on accountability.




4 The Free Enterprise System and Financial Markets

2. The Free Enterprise System

The free enterprise system is a bedrock principle of the US economy, and its capital markets are the back-
bone of the system. Understanding the free enterprise system and its contribution to continuous economic
growth in the United States is important in assessing the global competitiveness of US financial markets. The
free enterprise system has made US financial markets the world’s largest, deepest, and safest marketplaces,
as well as home to the world’s largest financial institutions. The US free enterprise system has transformed
from

A system in which our businesses were generally owned and controlled by small groups of people
... to a system in which our businesses are owned by public investors ... The US has achieved this
widespread participation by maintaining high quality disclosure standards and enforcement policies
that protect the interests of public investors.!

The free enterprise system in the United States has been developed and promoted with a keen focus on
creating jobs and wealth, enabling growth, fostering innovation, rewarding initiatives and risks, and using
resources effectively. This widespread and global investment by individual and institutional investors has
been accomplished by, and will continue to prosper from, investors receiving reliable and useful financial
information in making sound investment decisions. The free enterprise system promotes healthy and con-
structive competition among business organizations without much government interference. This is also
referred to as capitalism, or the free market. In this type of system, investors are enabled to invest their
money whenever and wherever they wish and to take as much risk as they can tolerate as well as to pursue
whatever career they desire.?

The liquidity, integrity, safety, efficiency, transparency, and related dynamics of capital markets are vital
to the nation’s economic welfare and growth, since the markets act as signaling mechanisms for capital
allocation. The capital markets have been vibrant because investors have confidence in them and are able
to obtain, analyze, and price securities based on the information provided about public companies and the
economy. Information is the lifeblood of capital markets. Without such trusted information being available,
stocks would be mispriced, capital markets would be inefficient, scarce resources (capital) would be ineftfi-
ciently used and allocated, and the level of economic growth that we currently see would not be possible.
Capital markets provide public companies with opportunities to raise capital to establish or expand their
businesses as well as to finance their investments and other public projects while enabling investors to put
their capital to work.® Their efficiency, liquidity, and integrity depend on their “ability to obtain, digest, and
price securities derived from information about companies and the economy.” Thus, the safety and sound-
ness of our financial markets are also influenced by proactive, smart, scalable, and cost-effective regulations
that require adequate and fair financial information disclosures, and their prosperity and vibrancy depend
on investor confidence in public financial and nonfinancial information.

Businesses play an important role in creating capital markets that are safe, efficient, and as competi-
tive as possible, which ensures economic growth, low costs of capital, entrepreneurship, innovation, and
job creation. Businesses allow people to optimize their time and resources. With businesses present in the
economy, individuals are able to consume more goods and services than they could ever produce on their
own. It would be impossible to build your own house, car, or cellphone or to produce your own movie to
watch at leisure in any reasonable amount of time. Because of businesses, the prices of goods and services
decrease while the quantity and quality increase.> Capital, provided by investors to public companies, is the
lifeblood of markets. Thus, protecting investors, who provide the most cost-effective capital, is essential to
the survival and competitiveness of capital markets. More than 150 million Americans have provided capital
to the markets through their private investments and/or their pension and mutual funds, and companies
have therefore had access to sufficient funding at the lowest cost of capital possible worldwide.

Investors must not only be encouraged and rewarded for investing in the capital markets but also be
protected through appropriate regulations, effective corporate governance, and optimal market mechanisms.
The preservation of the integrity, reputation, and efficiency of capital markets is the responsibility of all



