World Congress of Accountants

ISTANBUL

Theme of the workshop: The tone from the top
Russell Philp

The Question:

All professional accountants are required to follow the Code of Ethics. This session will consider how professional accountants in business can play an active role in encouraging the entities within which they operate to adopt a leading edge corporate code of conduct and what role the accountant has in creating or disseminating the appropriate ’tone at the top‘. 

A CODE OF ETHICS NEEDS

THE RIGHT CORPORATE BEHAVIOR AS WELL

I am pleased to be able to be with you today to address the important subject of ethics in business, and how professional accountants in businesses can play an active role in encouraging this process. This workshop is about how accountants are required to follow a Code of Ethics and how accountants in business can play an active role in encouraging the entities in which they work to adopt high standards of ethical conduct. 

Ethics in business and the profession is an area of growing interest and importance. It is an area I am somewhat familiar with having spent much of my working life in Australia’s corporate sector. In more recent years I have been associated with an organisation which has been an active participant in the review of Australia’s regulatory, governance and business regime post the celebrated corporate collapses around the globe.

Today I want us to look at what it requires accountants and financial executives to drive the ethical agenda as well as looking at what are the intangible behavioural issues which, if not properly recognised and addressed, can compromise or destroy the benefits of the systems and processes a company might have implemented at great cost in recent years.

With the rapid rise in stature of the CFO becoming an integral part of management, the increased access to the board and to the board audit committee, the modern CFO is now looked upon as the corporate conscience. With this in mind, I want to explore what it takes to set the “right tone at the top” of today’s major enterprises.

To do this I wish to draw on my experiences with the Group of 100 in Australia, a representative body of the senior CFOs of the top 100 enterprises there. 

In recent years the Group of 100 has become an important voice and contributor on regulatory, financial and governance matters.

To use a sporting analogy, and not the first I will use today, you could say the Group of 100 punches above its weight. On matters of ethics and corporate governance it has been particularly active in recent years.

The spate of corporate collapses around the world - of which Enron was the most spectacular but not the only one - swiftly turned our attention to business ethics.

Because we work in the global economy, the ramifications of these US collapses were felt far and wide – in New York, London, Hong Kong, Sydney and no doubt here in Turkey as well. 

The reputation of corporates everywhere was taking a battering.  There was extensive media analysis and comment regarding CEOs, CFOs, auditors and regulators. One particularly unsavoury comment compared the appointment of auditors by the CFO akin to putting a thief in charge of security.

Recognising community expectations would expect higher levels of corporate accountability and good management, the Group of 100 took the early decision in 2002 to write and introduce a Code of Conduct for its members.

In addition to enshrining important principles in a document, the Code was also an important answer to legislators who might have felt politically pressured to introduce significant new black letter law, some of which would have been counter productive or draconian in nature. As well, the Code recognised that it is impossible to legislate to ensure plain old honesty or good behaviour.

The Code of Conduct covered ten core points pertinent to the role of senior finance executives and CFOs, and some of the messages worth mentioning are:

1.
Observe the principles of independence, accuracy and integrity

2.
Observe the rule and spirit of the law

3.
Maintain the principle of transparency in the preparation and delivery of financial information.

One message in particular stands out for CFOs:

“Within the organisation, set the standard of integrity, diligence and competency in all dealings in respect of the finance function in the organisation.”

This makes it very plain that the CFO has a major responsibility to set the standard – to set the tone for the organisation.

Evidence from corporate collapses showed that failure to observe, or a disregard for good corporate governance practice and related internal control processes, was a significant contributing factor in misleading the market as to the real state of affairs of these failed companies. 

This has since been amplified by other factors including the influence of powerful executives, conflicts of interest and, more disturbing, collusive behaviour.

Having prepared and launched to the business community a code of conduct to combat such practices and to set a pathway of beacons going forward for Australia’s top CFOs, we also began exploring the question – “How was it that the conflicts, the dominance of some executives and their collusive behaviour went unnoticed?”

We felt there was also a need to recognise and draw attention to the behavioural aspects of these collapses and hopefully identify and explain these damaging traits.

We wanted to raise the awareness regarding things that people might do, which could impair the integrity of data received, and of the decisions which flow from that data.
While doing the research for today I happened to be reading a sporting book by Steve Waugh, the recently retired captain of the Australian national cricket team. A superb player and leader, the only training he had from school age through to becoming a highly successful sportsman was from life’s experience, or as we say, “the school of hard knocks.”

Despite no formal training for leadership as such he has some incisive comments on culture, leadership and personal behaviour that I feel are very pertinent to the business environment and our current discussion today. 

In his book he says:

· A losing team tends to split into small factions and grumble about things, while winners stay a tight unit. To me that ‘X factor’ that all winning teams and organisations exude and others try to emulate is best defined by culture, character, camaraderie and karma that the group exhibits. It can’t be manufactured easily, which is why the people involved are a critical ingredient. People who can put aside personal aspirations for the benefit of the team set examples that motivate and inspire, and ensure that the bar is raised in terms of attitude.

· In my experience players look for and need guidance, but it can be a fine line between imposing too many rules and not enough. In an ideal situation, which I was aiming for, team members would know the difference between right and wrong and be responsible for their actions.

· It takes courage to be the guy to stand up and break the mould. Entering unchartered waters can be daunting.

Isn’t this the very culture we in this profession should be creating and operating under in the modern corporation? Don’t these thoughts have application to today’s business environment?

So, with human behaviour in mind, and following the release of the Group of 100’s Code of Conduct, with the assistance of a corporate behaviourist, we in conjunction with the Australian Institute of Company Directors wrote and published a special guide,  “Boardrooms that Work”. 

I would like to share with you some of the points raised in it. Its principles hold good for not just boards but also senior management and those engaged in the accountancy profession. 

Some of the key points or principles covered are:-

1. People cause malfunctions 

While most corporations have implemented processes it is people, driven by personal and group-based factors, who drive them. If the processes are in place, it is important to recognise 

(a) the warning signs that may indicate the processes are malfunctioning, and 

(b) what human dynamics are creating these malfunctions?

2. Dysfunction

What can bring boards and companies down may not be tangible, visible, or measurable.  What can bring boards and companies down is dysfunction within their social system, it isn’t structural - rather it is social. 

It follows that while legislation for good governance is important, it is not sufficient. What distinguishes exemplary boards from others is that they have robust, effective social systems with a virtuous cycle of respect, trust and candour.

3. Signs of malfunction

What are some of the signs of malfunction? 

In the field of human group dynamics, small things can signal larger systemic problems. Sometimes they are dismissed as not relevant in the broad sweep of good governance but my view is they should be recognised. Some examples are:- 

· The dominant personality – dominates and intimidates, the bully, the standover merchant

· Hurried decisions based on inadequate data – ‘last minute proposals for urgent attention’

· Serial restructuring and resignations of key executives 

· Interfering with the information flow – changing reports, ensuring knowledgeable employees are ’out of the way’

· Favouring particular interests – interpreting accounting rules for short-term company and or executive benefit 

· On the defensive – effective communication should be honest, balanced

4. What drives human social behaviour?

People run organisations and their processes. They oversee technological systems and fix them when they break down. People make all the key decisions. Even with the best quality control systems in place, corporate fraud and collapses are possible. Inevitably, it depends upon the involvement and actions of people.

When failure occurs in an organisation people think that one individual, or a group of individuals, is incompetent or has engaged in malevolent behaviour, for example a lust for power. This is sometimes true but human social psychology indicates that errors often occur not through incompetence or malice, but rather a social dynamic which sees individuals subscribing to a group decision even though they are not satisfied with answers to questions, or indeed the group decision.

If these forces are not recognised, understood and effectively managed, they can produce major problems.

 Sound corporate governance requires understanding the social dynamics at work so they can be harnessed in the interests of good governance.

5. ‘Group think’

All groups have norms and rules about what is required to be accepted as a member of the group. Breaking group norms can lead to group censure. Intelligent and ethical people will often comply with group norms even if under normal circumstances they would avoid such behaviour.

‘Group think’ can coerce people into making the wrong decision. It operates subtly and usually has an individual acting as a “mind guard”. Conscious awareness of the group dynamic, diversity of the membership and the presence of a devil’s advocate are foils for group think.

6. Subconscious collusion

A group colludes on a subconscious level to maintain stability generally with collusive forces to dissuade embarrassing questions. If you have seen the film The Smartest Guys in the Room on the Enron collapse, there is an excellent example of subconscious collusion where the energy traders did not want to ask the question ‘How did Enron make its money’ because, subconsciously, they did not want to know the answer.

It takes skill and personal courage to challenge the rules, the norms by which the group operates. What did my cricketer Steve Waugh say? - It takes courage to be the guy to stand up and break the mould. Entering unchartered waters can be daunting.

So, creating healthy organisational or board dynamics requires creating a group culture where dysfunctional rules are acknowledged and consciously broken so people can be encouraged to be true to themselves.

7. Creating effective board culture

Finally, if strong, healthy social dynamics are what make great boards great, then boards need to create a culture in which trust, respect, candour, and open, constructive dissent are the norm.

Creating a healthy board culture includes such principles as:

· Building a healthy, functioning culture as an ongoing board agenda item 

· Assessing the current board culture and its progress over time and seeking outside assistance if necessary

· Working out what kind of board culture you want.

Effective communication means listening properly and knowing the difference between dialogue, confrontation or avoidance. You have two ears and a mouth – use them in proportion.

Healthy relationships are therefore characterised by mutual respect for another’s views. The ‘heroic rule of relationship’ says we are all responsible for fifty percent of every relationship we are in, our fifty percent’. 

Trying to change another person’s fifty percent of the relationship does not work whereas changing your fifty percent changes the whole relationship. Change your relationships and your world will change.

Conclusion

So where does all this lead us? What understanding did the Group of 100 come to in the development of its guide “Boardrooms that Work”? 

Firstly I think it recognises that while some dysfunctional practices might exist, and often do, at the end of the day it is people who run companies, who make decisions and set the standards.

Secondly, that good behaviour must be driven from the top. People look and strive for guidance and it is only from seeing good culture emanating from the top that people will gain the confidence to recognise right from wrong. 

Thirdly, irrespective of all the tangible resources that CFOs have introduced internally and deploy such as internal audit practices, reporting procedures, KPIs etc they are all only as good as the culture they are embedded in – the ‘tone at the top’. 

Finally, good corporate behaviour cannot be taught – it has to be seen, experienced and embraced. In one sense it is an intangible but in another it is the most tangible asset a company can own. 

Never before has the CFO been in a better position to influence within an organisation. In today’s world characterised by a powerful media, a plethora of regulatory agencies and community expectations regarding acceptable business behaviour, an important defining quality for the successful business enterprise of today and tomorrow will be how well developed and managed is its corporate reputation and the brands which attach to it.

A CFO has to be tough and by tough I mean resolute. Triumph of excellence is lost when good men do nothing.

Thank you for the opportunity of talking to you all today. 
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