


CAPITALIZING ON THE VALUE OF INTEGRITY:
AN INTEGRATED MODEL TO STANDARDIZE THE MEASURE OF NON-
FINANCIAL PERFORMANCE AS AN ASSESSMENT OF CORPORATE
INTEGRITY

LYNN BREWER®

Redefining Inteqgrity

The corporate scandals that began in the early 2000s with Enron revealed business
ethics as a key element of corporate responsibility. Investors were suddenly faced with the
realization the underlying integrity of financial statements and their ability to make good
investment decisions requires a better understanding of non-financial performance and its
impact on financial performance. The burden now is placed upon corporations to find a
meaningful way to measure non-financial performance as a means of communicating
corporate integrity.

Despite the immense changes in regulation following the corporate scandals, a
recent survey of executives and board directors found nearly three-quarters were under
increased pressure to assess non-financial performance. Most, however, struggle to find a
way to quantifiably measure their non-financial performance.! Why? Because no
standardized measure of non-financial performance exists that provides for the increased
transparency the regulatory changes were expected to provide and investors demand.

To transcend regulation as a means of transparency, we must begin by redefining
“integrity”. Initially seen as synonymous with business ethics, the focus was on values,
providing for, at best, a qualitative assessment, which cannot be standardized. However,
by shifting the focus from values-based to structural soundness, wholeness and
incorruptibility of the corporation, we can meet the needs of both investors and board
directors by providing a quantifiably measure of the corporation’s ability to withstand
market forces.

* Lynn Brewer is a former Enron executive responsible for risk management in energy operations, the e-
commerce initiatives for Enron’s water subsidiary, and competitive intelligence for Enron broadband
services. She currently serves as the Founding Chair of The Integrity Institute, Inc. Ms. Brewer is the
author of Confessions of an Enron Executive: A Whistleblower’s Story (AuthorHouse, Inc. 2004). The
author would like to thank Deloitte for recognizing “traditional financial measures fail on many fronts” to
predict the future performance of an organization because “financial results are the end product of a host of
non-financial factors.” Further gratitude is extended to the Founding Members of The Integrity Institute,
Inc., namely Messod Daniel Beneish, Ph.D. (Professor, Kelley School of Business, Indiana University), Kim
Cameron, Ph.D. (Professor, University of Michigan-Business School), Robert Chandler, PhD. (Professor,
Pepperdine University), Oren Harari, Ph.D. (Professor, Graduate School of Business, University of San
Francisco), Larry Ponemon, Ph.D. (Chairman and Founder of The Ponemon Institute), Robert Quinn, Ph.D.
(Professor, University of Michigan-Business School), Fred Whittlesey, and all of the other contributors for
recognizing the value of integrity.

! Deloitte and EIU, In the Dark: What Boards and Executives Don't Know About the Health of Their
Businesses, 3, (Oct. 13, 2004) (unpublished whitepaper) available at
http://www.deloitte.com/dtt/cda/doc/content/dtt_audit_InthedarkFINAL2_101304.pdf.



Measuring Integrity:

The regulatory focus on the Sarbanes-Oxley Act® (“SOX™) has placed an undue
burden on corporations in the area of compliance but does little to provide real
shareholder value and certainly has not reassured investors as the markets remain “flat”
three years after the passage of perhaps the most sweeping changes in corporate securities
law since 1933. SOX focuses on the punitives facing a company that engages in
questionable accounting but does not provide predictive insight into the “markers” that
have proven to ultimately destroy a company’s shareholder value.?

Models such as Six Sigma* and the Balanced Scorecard® seek to understand and
refine an organization to achieve better results. However, these models, and others, fail to
meet a “wholeness” test necessary for a more complete understanding of corporate
integrity. Even the Triple Bottom Line® falls short. To quantifiably measure the integrity
of an organization, the measures must be integrated to determine the correlative values of
the key indicators.

The purpose of an integrated model that measures the wholeness, soundness and
incorruptibility of an organization is two-fold: (1) To provide leaders and directors with a
broad spectrum understanding of the organization in order to effectively enhance the
bottom line without increasing risk; and (2) To provide a predictive ability to create long-
term shareholder value for investors. Although residual benefits exist beyond these two
objectives, the long-term opportunity exists to transcend regulation by providing an
alternative—assessment and certification of corporate integrity. Companies could
capitalize on the value of integrity and realize a financial “return on integrity”.

The goal of a broad acceptance of a standardized model that assesses corporate
integrity, which can used as the basis for certification, is that we could end the need for
regulation, and more specifically SOX, as a means of transparency. However, to achieve
this goal, two things must occur: 1) A movement away from the current means of myopic
measures of governance, risk and compliance to a standardized model that not only
assesses key non-financial performance indicators but integrates those measures to
understand the correlation between the measures; and 2) Avoidance of the inherent

215 U.S.C. § 7201 (2003). [hereinafter the Act].

® Seeid.

* Six Sigma “[l]iterally, refers to the reduction of errors to six standard deviations from the mean value of a
process output or task opportunities, i.e. about 1 error in 300,000 opportunities. In modern practice, this
terminology has been applied to a quality improvement methodology for industry.” Balanced Scorecard
Institute, Definitions of Terms, at http://www.balancedscorecard.org/basics/definitions.html (last visited
July 1, 2005).

®> A Balanced Scorecard is “a management system . . . that enables organizations to clarify their vision and
strategy and translate them into action. It provides feedback around both the internal business processes and
external outcomes in order to continuously improve strategic performance and results. When fully deployed,
the balanced scorecard transforms strategic planning from an academic exercise into the nerve center of an
enterprise.” Balanced Scorecard Institute, What is the Balanced Scorecard?, at
http://www.balancedscorecard.org/basics/bsc1.html (last visited July 1, 2005).

® “The Triple Bottom Line (TBL) focuses corporations not just on the economic value they add, but also on
the environmental and social value they add — and destroy. At its narrowest, the term “triple bottom line’ is
used as a framework for measuring and reporting corporate performance against economic, social and
environmental parameters.” Sustainability, What is the Triple Bottom Line?, 1 (unpublished whitepaper) at
http://www.sustainability.com/downloads_public/news/TBL.pdf (last visited July 1, 2005).



problems facing the accounting of financial performance by multiple commercial firms
interpreting generally accepted accounting principles, the assessment and certification of
corporate integrity would need to be administered by a single public policy institute to
maintain the integrity and provide the greatest value proposition for companies and their
investors.

Similar to the Underwriters Laboratories Model.”, assessment of a company’s
integrity would be independently and objectively certified, similar to the Good
Housekeeping Seal of Approval.® This approach provides the organization with the ability
to communicate its adherence to a standard of integrity and also provides investors with
the ability to trust the quality of the communication.

It is not the intent of this article to suggest that companies stop using the various
models currently used in an effort to understand their business. Rather, employing a
standardized method to objectively assess and certify the structural integrity of a company
will help leaders and board directors better understand the impact non-financial
performance is having on their financial performance. It also reassures investors that
integrity exists beyond the quality of financial reporting.

Integria™?® — The Integrated Model to Standardize the Measure of Integrity

Similar to mapping the DNA of an organization, the unique Integria™ Model, (the
“Model”) integrates ten components, or drivers, to determine the “markers” that can
weaken the overall structural soundness of the organization. The components measured
include: (1) communication; (2) compensation; (3) compliance and ethics; (4) corporate
citizenship (environmental and social responsibility); (5) culture; (6) earnings; (7)
governance; (8) leadership; (9) risk; and (10) stakeholder perceptions. While institutional
investors already use many of these drivers, the Model, for the first time, integrates them
to establish a standard that can predict the sustainability and success of the organization.
This measurement to an established standard is then used as the basis of certification of
integrity by The Integrity Institute.

The measurement of each specific driver is based upon widely accepted and
acclaimed models that have been validated and contributed to The Integrity Institute by its
Founding Members, each a renowned expert in their respective field. The independent
models are used to assess the integrity of each intangible driver and the results are then
measured and weighted relative to the other nine components. To protect the integrity of
the Model, the specific weighting of each integrated component is proprietary and
therefore will not be discussed in detail in this article. Using business analytic technology

" The Underwriters Laboratories Inc. test consumer products for safety. The company has a broad range of
exacting standards for its testing. See Underwriters Laboratories, at http://www.ul.com (last visited July 1,
2005).

® The Good Housekeeping Seal states that if a product bearing the Seal proves to be defective within two
years of purchase, Good Housekeeping will replace the product or refund the purchase price. See What’s
Behind the Good Housekeeping Seal at
http://magazines.ivillage.com/goodhousekeeping/consumer/institute/articles/0,,284512 596441,00.html (last
visited Nov. 1, 2005).

® The Integria mark has been filed as a “certification” mark with the United States Patent and Trademark
Office.



and a weighting similar to that of Fair Isaac'® credit scoring, the Model dynamically
predicts the likelihood of future events that can increase or decrease shareholder value,
raise or lower the cost of capital, impact employee retention, and determine the impact the
organization’s non-financial performance is likely to have on the risk profile established
by the company.

OVERVIEW OF METHODOLOGIES
Standardizing the measure of non-financial performance begins and ends with the
quality, transparency, and integrity of communications between organizations and their
stakeholders. To that end, we begin with the overview of the individual components of the
Model with the measure of communications integrity.™

(1) Communication Integrity

The Communication Integrity Assessment Model** draws upon a number of
organizational communication theories and empirical research findings, as well as
business ethics models in the assessment of manifested communication that can be
predictive indicators of ethics and integrity. The assessment model and related research
method (instruments, procedures, and data analysis process) examines samples of both
public (external) and private (internal) communication. There are four communication
dimensions measured: 1) communicated information; 2) communicated messages; 3)
communicated meta-messages; and 4) communication processes. In addition, the issue of
measuring “ethical communication” itself is an additional evaluation assessment of the
model and method.

Communicated information includes the presence/absence of specific words,
phrases, data, content, or facts/figures in the various communication artifacts sampled. In
addition to the presence or absence of specific information, the question of how frequently
such words appear, the timing of when, where, and how such information appears in the
communication content are analyzed.

Communicated messages are a broader and more thematic communication content.
Included in this analysis are the explicit messages about “norms”, rules, expectations,
climate, and modeling of how to act ethically with integrity and implicit messages
(reading between the lines) about these same issues. It is significant to determine the
consistency / inconsistency between the explicit and implicit messages. The overt

19 See Fair Isaac, Understanding Your Credit Score, 1 (July, 2002) (unpublished whitepaper) available at
http://www.fairisaac.com/NR/rdonlyres/6F127C6D-E5D2-4EB3-BOCC-
AOBD3FE00D94/0/UnderstandCreditScoreBklt.pdf (“The most widely used credit scores are FICO scores.
Lenders use FICO scores to make billions of credit decisions every year. Fair Isaac develops FICO scores
based solely on information in consumer credit reports maintained at the credit reporting agencies.”).

1 Note: The models outlined below are in alphabetical order. They are not in order of importance or by
strength of the weighting in the Integria™ Model.

12 The Communication Integrity Assessment Model is recognized as a trademark of The Integrity Institute,
Inc. and has been integrated into the Integria™ Model. The Integria mark has been filed as a “certification”
mark with the United States Patent and Trademark Office. The Communication Integrity Assessment Model
was developed by Robert Chandler, Ph.D. (Chair of the Communication Division of Seaver College at
Pepperdine University). Professor Chandler is a Founding Member of The Integrity Institute and has
contributed his model to The Integrity Institute for integration into the Integria™ Model.



communication to foster ethics and integrity among employees are measured and
evaluated.

Communicated meta-messages are messages that are not explicitly (high contest)
articulated yet are clear and discernable by audiences. These implicit messages may be
about “norms”, rules, expectations, climate, and modeling of how to act ethically with
integrity. The method seeks to recognize what is being communicated “between or
underneath” the lines of the explicit messages.

Communication processes include both formal and informal procedures,
mechanisms, reporting rules, policies, feedback channels, participation norms, and
communication networks that operate within the organization. Various conclusions about
underlying ethical characteristics can be drawn from a snapshot of the communication
process that typify (or are absent) in an organization.

One primary method to measure communication integrity focuses on the content of
the annual letter to shareholders written voluntarily by, or at least signed by, the CEO or
Chairman of the company. Analyzing of the cognitive content of the annual letter
measures to what extent forward-thinking statements are realized, as well as the
leadership’s willingness to be held accountable for any failures to meet the objectives
identified in the letter from the previous year. While the financial information contained
within the annual report reflects the “results” of the previous year, the letter to
shareholders provides “insight” into the future, and yet a unique understanding of the
present mindset of the leadership.

According to the studies by Laura Rittenhouse, who has studied CEO letters for
the past ten years, companies where the CEO candidly communicates in the annual letter
to shareholders consistently outperform those who rank among the bottom.** For the year
ending 2003, top-ranked companies in Rittenhouse’s survey increased the value of their
share price over a two-year period by 21.5%, while bottom-ranked companies saw only a
7.3% increase.”* Top-ranked firms also beat the S&P 500 Index Fund over the previous
two years.’

On its face this may seem like an obscure measure of a company’s integrity. As a
simple example of the importance of this document, we need only review Enron’s 2000
letter to shareholders included in its annual report and signed by CEO Jeffrey K. Skilling.
It stated Enron had hit “a record $1.3 billion in net income”.*® Yet the audited financials
contained in the same annual report were clear—Enron had reached only a fraction of that
amount'’. There were no footnotes or further discussion as to the basis for the
discrepancy. Despite this sobering reality, every reference by the media or analysts from
that point forward stated that Enron was a $1.3 billion company—no questions asked.

13 See Selena Maranjian, CEOs Fail Candor Test, THE MOTLEY FooL, July 21, 2004 available at
http://www.fool.com/news/mft/2004/mft04072106.htm (citing the studies performed by Laura J.
Rittenhouse); Stephen Taub, Link Found Between Candor, Share Prices: Most CEOs at Large Public
Companies Fail to Report Net Income Forthrightly, Survey Finds, CFO MAGAZINE, at
http://www.cfo.com/article.cfm/3014591 (Jun 15. 2004).

1 See id.

15 See id.

16 Jeffery K. Skilling & Kenneth Lay, Enron Annual Report 2000, Letter to Shareholders, available at
www.enron.com/corp/investors/ annuals/2000/shareholder.html (last visited June 10, 2005).

" The amount of Enron’s net income was only $978 million according to the financials audited by Arthur
Andersen for the year ended 2000. www.enron.com/corp/investors/ annuals/2000/shareholder.html



The key consideration is whether a company can be managed in a sound and
sustainable manner when it delivers compensation to individuals that to many appears to
be excessive. Unfortunately it is not that simple. Some of the highest earning executives
have created tremendous long-term value for stakeholders; while other lesser paid
executives have been convicted of egregious behavior. However for other companies we
must ask two important questions: If the compensation of executives is not excessive, why
hide it? And if the company desires to hide their compensation, what else will they hide?

Beyond excessive compensation, we look for other tactics used to motivate
employees to take certain actions that can jeopardize the integrity of an organization. For
example, paying bonuses to accounts payable personnel for holding payments to vendors;
or paying compensation at any level of the organization based upon future outcomes that
may be manipulated, such as selling goods before the end of the quarter with a side
agreement that allows the goods to be returned at the beginning of the next quarter. These
tactics that boost income or compensation signal that a company is weak and while may
provide for short term returns will not provide for long term sustainability.

Finally, there are a number of compensation plan design details that until recently
have received less attention, partly because of minimal disclosure requirements.
Interestingly, it is these features that have created some of the most egregious
compensation practices making headlines. Change-in-control provisions — the provisions
for “golden parachutes” are responsible for creating some recent furor in executive pay.
Among the provisions: cash payments of 3 years’ worth of base salary, plus 3 years’ of
bonus, plus the full acceleration of all vesting schedules on stock based awards, and the
list goes on. Perhaps the most questionable, is the “tax gross-up” — an additional payment
of cash to cover taxes due on the compensation payments. Of course, this too is taxable
compensation so a tax gross-up payment must be large enough that after it is taxed there is
still sufficient money to cover the tax on the other forms of compensation. Tax gross-up
agreements are in place for 72% of CEOs in the top 50 NYSE companies (as measured by
market capitalization) and 29% of the top NASDAQ firms.*

The perverse incentive here is that a CEO may manage a company poorly,
resulting in a decline in share value affecting all shareholders and creating a situation
where the firm is a takeover target. The CEO then receives several years’ worth of
compensation, tax-free, as a reward for the poor job he or she has done. Regardless of the
past performance of the company, this also raises the question of whether such substantial
financial opportunities create and incentive to sell the company regardless of the long-
term impact of such an action. One element of the assessment of compensation integrity,
in fact, is the analysis of the potential rewards for “failure” compared to the potential
rewards for long-term success. To the extent these rewards are even equal but several
years’ pay can be received for a few weeks or months of sales effort, we believe the
compensation system has been structured to the detriment of the stakeholders.

These “hidden” forms of compensation, along with non-qualified deferred
compensation, executive retirement agreements, severance arrangements, and others are
the source of the nine-figure compensation payments that are increasingly common.
These instances, unfortunately, are commingled with cases of executives who have
created substantial long-term value and deserve substantial rewards for doing so. It is this
complexity that requires a detailed and thoughtful model of compensation integrity to

39 http://mww.fwecook.com/cicreport.pdf
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identify — before the pay is given for the wrong reason — those companies with
unsustainable compensation policies that will ultimately be to the long-term, or even
short-term, detriment of stakeholders.

The assessment model’s main purpose is to identify the philosophy, strategy, and
processes used by the organization in compensation practices. The assessment focuses on
four aspects of pay: (1) Pay Governance: the policies, processes, and outcomes for
determining and delivering pay; (2) Financial efficiency: the extent to which
compensation program design optimizes financial outcomes for all stakeholders; (3)
Compliance and disclosure: the degree to which the Company adheres to the spirit and
the letter of compensation disclosures and regulatory requirements; and (4) Execution:
how compensation programs are actually operated relative to stated philosophies and
strategies and plan objectives.

Through the analysis, The Integrity Institute determines the premise for the
assignment of compensation and examines its impact on a company’s organizational and
cultural integrity, as well as the impact earnings integrity is having on the compensation
integrity. Then opportunities for and barriers to improvement emerge in the areas of base
salaries, annual incentives, long-term incentives, supplemental benefits, prerequisites,
severance, deferred compensation or “rabbi trusts,” change-in-control or “golden
parachutes.”

The resulting data is then measured against: (1) nontransparent compensation and
incomplete disclosures; (2) peer comparisons; (3) accounting measures used in bonus
plans, restricted stock awards, option pricing and re-pricing; (4) supplemental executive
retirement plans; (5) the disclosed or undisclosed perks and benefits; and (6) any golden-
parachutes.

Other issues considered include: (1) to what extent the executive compensation is
increasing in comparison to the value the stock has decreased; (2) to what extent
executives have received payments for short-term achievement of accounting-based goals
(e.g., earnings per share) in absence of real economic performance and shareholder value
creation; (3) whether equity compensation is being delivered in a manner consistent with
the stated objectives of the plan; and (4) the aggregate amount of compensation delivered
relative to financial results for the organization.

While none of the compensation factors on their face may indicate that an
organization does not have integrity in its compensation practices, it does provide a good
understanding of the executive team’s alignment with stakeholder interests and their
capital stewardship practices. And because the measures outlined are then measured
against the other “intangible” factors that drive non-financial performance, we are able to
predicatively determine to what extent compensation practices of the organization
jeopardize the integrity of the organization and its financial performance, rather than leave
the matter to speculation and the influence of non-standard measures.

“0 A rabbi trust is an irrevocable trust used to fund deferred compensation benefits. It is often used as a
vehicle for deferring taxable income. A rabbi trust must be both “unfunded” and benefit a select group of
employees. The term was created in the 1980s as a result of a synagogue receiving a watershed IRS Letter
Ruling that confirmed tax deferral for a rabbi who was the beneficiary of a trust established to pay him
retirement benefits. See Donald O. Jansen, Fullbright & Jaworski, L.L.P., Nonqualified Deferred
Compensation: Securing the Unsecured Promise to Pay (2003) (unpublished paper) at
http://www.fulbright.com/images/publications/NonQualifiedDefered.pdf (last visited June 13, 2005); see
also Priv. Ltr. Rul. 9344038, available at 1993 WL 451166.
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(3) Compliance and Ethical Integrity

As noted in a recent benchmarking study by the Open Compliance and Ethics
Group (www.OCEG.orq):

Organizations that are unable to demonstrate that they comply with
minimum legal requirements on a variety of fronts are being regularly
dropped from investment and insurance portfolios. Those organizations
with identified governance weaknesses, or ambiguity with respect to
compliance, pay a penalty in terms of increased insurance rates or
reduced coverage. Investors, especially institutional investors and pension
plans, are demanding more disclosure and more influence in directing
good corporate governance.

Ratings agencies and analysts are convinced that there is a cognizable
difference in business performance between organizations that exhibit
good corporate governance and those that exhibit poor corporate
governance. Stock pricing is beginning to reflect this belief. On a positive
note, those organizations that demonstrate excellence in ethics and
governance are benefiting by receiving better insurance coverage and
rates, higher bond ratings, and improved stock performance.*

In 2001 companies in the United States alone spent $843 billion annually to
comply with regulatory requirements. In 2004, the amount rose to a staggering $1.1
trillion annually. Yet over the same time period, whistle-blowing reports to the Securities
and Exchange Commission rose from 6,400 per month in 2001 to 40,000 per month in
2004. Enforcement actions went from 484 in 2001 to 639 in 2004 and fines went from
$500 million to $3 billion*?. The question is—if companies spending so much to be in
compliance with the law, why are the reports of fraud up?

There can be no doubt there are a number of contributing factors, the least of
which is a heightened awareness of the devastation that can be caused by a company’s
lack of integrity; and yet the government’s response has always been to simply pile yet
another piece of regulation on top of another with no real benefit. As best said by John A.
Thain, CEO of the New York Stock Exchange states, “There is no question that, broadly
speaking, Sarbanes-Oxley was necessary”*®; however, the cost of implementing the new
requirements has led some to question how effective or necessary the specific provisions
of the law truly are.

According to the Financial Executives International (FEI), in a survey of 217
companies with average revenue above $5 billion, the cost of compliance with SOX
Section 404 alone was an average of $4.36 million. The survey also indicated actual costs
associated with compliance to be approximately 39% higher than companies expected to

41 OCEG Research Report WP2004.01 —Corporate Governance: Firm and Market Performance Review
available to registered users of www.oceg.org

*2 OCEG 2005 Benchmarking Study sponsored by AON, pg. 4 available at www.OCEG.org.

*® Here It Comes: The Sarbanes-Oxley Backlash; New York Times, April 17, 2005 (Jonathan D. Glater)
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spend.** And yet, according William H. Donaldson, the SEC’s chairman at the time, at the
end of March 2005, of the 2,500 companies that filed internal controls reports with the
Securities and Exchange Commission, under SOX 404, about 8 percent, or 200, found
material weaknesses*. While 200 represents a small fraction of the 11,000 US listed
companies and may not be statistically significant; 40,000 whistle-blowing reports to the
SEC every month is. Even if 75% of the reports are disgruntled employees or frivolous
reports, unlikely although, it still means the SEC is receiving more reports of misdeeds
every month than there are publicly traded companies. This presents the likelihood that
more material weaknesses exist than are being reported. The argument will always be
made in the interpretation of “materiality” used by the company. Although as Aldous
Huxley once pointed out “Facts do not cease to exist because they are ignored.”

To add insult to injury, “to prosecute or not to prosecute” is no longer the question
asked by the Justice Department. It has now moved from this two-prong approach to add a
third option: Deferred Prosecution Agreements. Rather than undergo lengthy efforts to
prosecute a company, which even if successful may be overturned on appeal, as we found
with the conviction of Arthur Andersen, prosecution is being deferred. Deferred
Prosecution means the company can forego prosecution for a stated period of time;
however, they must admit guilt and pay the fines placed upon them by the government.
The result is increased civil liabilities as class action lawyers use the guilty pleas as the
basis for derivative suits.

The other element of the Deferred Prosecution Agreement requires the company to
demonstrate a marked improvement in its practices which lead to the corruption; however,
prior to the development of the Integria Model, no standardized measure existed that
would provide a company with an opportunity to bargain for baseline assessment and
ultimate certification of corporate integrity over admitting any guilt. The Integrity Institute
now offers this alternative to companies who are the subject of prosecution.

The Integrity Institute uses the framework developed by the Open Compliance and
Ethics Group (OCEG)™ as the basis for our Compliance and Ethics Integrity Assessment
Model*’. The OCEG Framework enhances organizational value by providing universal
guidelines for integrated compliance and ethics programs. By incorporating effective
governance, compliance, and risk management into all their business practices,
organizations can begin to measure the effectiveness and performance of their programs
against an objective, external benchmark.”® The OCEG guidelines encompass the “full

“1d.

“1d.

“® The Open Compliance and Ethics Group (OCEG) “was formed by a multi-industry, multi-disciplinary
coalition that saw the need to integrate the principles of effective governance, compliance, risk management
and integrity into the practice of everyday business.” OCEG, About OCEG, at http://oceg.org/about.asp
(last visited July 1, 2005). The Integrity Institute, Inc. is a member of OCEG and the author sat on the
Steering Committee that developed the OCEG Framework and is a member of the Leadership Council of
OCEG.

*" The Compliance and Ethics Integrity Assessment Model is recognized as a trademark of The Integrity
Institute, Inc. and has been integrated into the Integria™ Model. The Integria mark has been filed as a
“certification” mark with the United States Patent and Trademark Office. The Integrity Institute does not
claim any proprietary rights to the content of OCEG but only the process of assessment and certification of
compliance and ethics and the relative weighting thereto as integrated into the Integria™ Model.

*® The OCEG Framework is comprised of two broad components: The Foundation and Domains. The
Foundation embodies key elements common to all types of compliance and ethics programs. The Domains
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lifecycle of planning, implementing, managing, evaluating, and improving integrated
compliance and ethics programs.”*

The OCEG Framework allows us to assess compliance with salient laws, rules,
and regulations, as well as mandated responses that an organization must take to reduce
legal and regulatory risks. By using the Framework, organizations are provided with
tangible actions they should take to address both short and long-term legal risks, as well as
related integral, ethical, and reputational risks often associated with the “spirit” of the law.

The OCEG Framework incorporates the Federal Sentencing Guidelines® (FSG),
2004 FSG Proposed Amendments,”* the “Thompson memo,”? COSO Enterprise Risk
Management,®® Six Sigma,>* Australian Standard AS3806-1998,> Sarbanes-Oxley,*® SEC
rules,”” PCAOB rules,”® PLI Compliance Counselor,”® 1ISO 9000- and 14000-series quality
frameworks,”® Malcolm Baldrige Award criteria,"* HCCA recommendations,®* and many
other governing rules and regulations.

provide guidelines that are specific to a particular topic, industry, function, geographic location, or
size/structure of an organization. See OCEG, Foundation Guidelines “Red Book™, B8-9, Apr. 2005, at
http://oceg.org/anonDoc.asp?doc=OCEG.FND.AppDraft.RedBook.pdf (last visited July 1, 2005).

* OCEG, About OCEG, at http://oceg.org/about.asp (last visited July 1, 2005).

%0 See U.S. SENTENCING GUIDELINES MANUAL, available at http://www.ussc.gov (last visited Aug. 3, 2005).
>l See United States Sentencing Commission, Amendments to the Sentencing Guidelines, May 10, 2004,
available at http://www.ussc.gov/2004guid/RFMay04.pdf.

52 Memorandum from Larry D. Thompson, Deputy Attorney General to Heads of Department Components,
United States Attorneys, Principles of Federal Prosecution of Business Organizations (Jan. 20, 2003) at
http://www.usdoj.gov/dag/cftf/business_organizations.pdf. (last visited August 3, 2005).

%% The Committee of Sponsoring Organizations of the Treadway Commission. “The underlying premise of
enterprise risk management is that every entity exists to provide value for its stakeholders. ... Enterprise
risk management helps ensure effective reporting and compliance with laws and regulations, and helps
avoid damage to the entity’s reputation and associated consequences. In sum, enterprise risk management
helps an entity get to where it wants to go and avoid pitfalls and surprises along the way.” COSO,
Enterprise Risk Management — Integrated Framework: Executive Summary, 1, Sept. 2004, at
http://www.coso.org/Publications/ ERM/COSO_ERM_ExecutiveSummary.pdf.

> See supra, text accompanying note 4.

> The Australian Standard for Compliance “covers the structural, operational and maintenance elements to
be included in any program. ... It describes a comprehensive compliance management system, using
elements common to systems of management and quality.” Gayle Hill, presentation delivered at The 9th
International Anti-Corruption Conference, Workshop on Corporate Governance and Business Ethics: How
can compliance be promoted and monitored? (available at
http://www.transparency.org/iacc/9th_iacc/papers/day2/ws3/d2ws3_ghill.html#refl) (last visited July 1,
2005).

% Sarbanes-Oxley Act of 2002, 15 U.S.C. § 7201 (2003).

> Securities and Exchange Commission. The SEC rules may be found in the Code of Federal Regulations.
*8 Public Company Accounting Oversight Board. “The PCAOB is a private-sector, non-profit corporation,
created by the Sarbanes-Oxley Act of 2002, to oversee the auditors of public companies in order to protect
the interests of investors and further the public interest in the preparation of informative, fair, and
independent audit reports.” PCAOB, Our Mission, at http://www.pcaobus.org/ (last visited July 1, 2005).
“PCAORB rules include auditing and related professional practice standards, Forms, and the Board's Bylaws
and Ethics Code.” PCAOB, Rules, at http://www.pcaobus.org/Rules_of the Board/index.asp (last visited
July 1, 2005). See also PCAOB, Bylaws and Rules of the Public Company Accounting Oversight Board,
Feb. 15, 2005, available at
http://www.pcaobus.org/Rules_of the Board/Documents/Rules_of the Board/all.pdf.

% See Practicing Law Institute, PLI Newsletters, The Compliance Counselor, available at
http://www.pli.edu/public/newsletters/default.asp?ptid=000000000000000 (last visited Aug. 3, 2005).

% International Organization for Standardization.
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An assessment of the integrity of an organization’s compliance and ethics program
using the OCEG Framework focuses on 25 high level areas that should be addressed in
order to meet the test of integrity. Using the Guidelines created by OCEG, The Integrity
Institute can assess the integrity of the culture, the alignment of the strategy with the
organization’s compliance and ethics program, the ability to respond to the potential
lapses in compliance with the organization’s established program, and finally, the
company’s ongoing evaluation of its own program. The assessment of these four areas
(governance, risk, compliance and culture) using the OCEG Guidelines allows The
Integrity Institute to efficiently understand the soundness, wholeness, and incorruptibility
of the compliance and ethics programs of any organization.

(4) Corporate Citizenship Integrity (Environmental and Social Responsibility)

Being a good company is noble, but the purpose of measuring the integrity of the
environmental policies and social responsibility practices of an organization is far broader
than corporate honor. The focus of The Integrity Institute’s corporate citizenship integrity
assessment®® measures the structure—not the morality—of corporate citizenship and
identifies the changing landscape of environmental and social responsibility pressure
being placed on companies to do the right thing.

Companies that see the “moral” importance to good corporate citizenship long ago
adopted environmental and corporate social responsibility policies because it was the
“right thing to do.” Often these companies have done so quietly. However, a growing
number of companies realize that there is financial value tied to being (or at least being
seen as) a “good company.” These companies are more likely to be a bit more boisterous
in their approach—publishing, like Enron, glossy Corporate Social Responsibility

ISO 9000 and ISO 14000 standards are implemented by some 634 000 organizations in
152 countries. 1ISO 9000 has become an international reference for quality management
requirements in business-to-business dealings, and ISO 14000 is well on the way to
achieving as much, if not more, in enabling organizations to meet their environmental
challenges. The ISO 9000 family is primarily concerned with "quality management"”. ...
The 1SO 14000 family is primarily concerned with "environmental management."
ISO, 1SO 9000 and 1SO 14000 - in brief, at http://www.iso.org/iso/en/iso9000-
14000/understand/inbrief.html (last visited July 1, 2005).
%1 The Malcolm Baldrige Award was established by Congress on August 20, 1987 to honor former
Secretary of Commerce Malcolm Baldrige. See 15 U.S.C. § 3711a.
%2 Health Care Compliance Association. “HCCA exists to champion ethical practice and compliance
standards and to provide the necessary resources for ethics and compliance professionals and others who
share these principles.” HCCA, About HCCA, at http://www.hcca-
info.org/Content/NavigationMenu/About HCCA/Mission_Statement_and_Bylaws/Mission_Statement_and
_Bylaws.htm (last visited July 1, 2005).
% The Corporate Citizenship Integrity Assessment Model is recognized as a trademark of The Integrity
Institute, Inc. and has been integrated into the Integria™ Model. The Integria mark has been filed as a
“certification” mark with the United States Patent and Trademark Office. The Corporate Citizenship
Integrity Assessment Model is based upon the development of the model of Vasin, Heyn & Company and
has been authorized by the firm for use by The Integrity Institute, Inc. for integration into The Integria
Model.
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Reports. Jeff Immelt, CEO of General Electric, notes, “If this wasn’t good for business,
we probably wouldn’t do it.”®*

The question is: when is it good for business and when is it not? When asked why
GE would spend $20 million of its shareholders’ money on health care in Ghana, a
country where it does almost no business, Immelt points out that his vision for GE is to
become known as a “good company,” not just in the U.S. but around the world. Immelt
recognizes something many leaders fail to recognize, “Good leaders give back.”

Beyond giving back, which senior executives are unlikely to accept as an integrity
measure, Immelt speaks to the changing landscape of today’s business environment:

The world’s changed. Businesses today aren’t admired. Size is not
respected. There’s a bigger gulf today between haves and have-nots than
ever before. It’s up to us to use our platform to be a good citizen. Because
not only is it a nice thing to do, it’s a business imperative.®®

The purpose of measuring corporate citizenship integrity of organizations is to predict the
extent to which the organization’s corporate citizenship policies and practices contribute
to or destroy the value of integrity for the organization, including the measure of how the
integrity of the company’s reputation is tied to its effort to be a “good” corporate citizen.

Commitment to good corporate citizenship demonstrates just how much pressure
is influencing business. GE’s business operations in Iran is a good example. Immelt notes,
“While American firms are barred by law from doing business in Iran, [GE’s] foreign-
owned subsidiaries are permitted to do s0.”® However, given the political pressure and
the US policies on doing business in counties that sponsor terrorism, the legal loopholes
appear to have closed in on GE.

A 2003 shareholder proposal from the pension funds of New York City police
officers and firefighters, which had investments in GE worth to $951 million, asked GE to
review its operations in Iran with respect to the reputational and financial risks.®”’
However, GE was not the only company to receive such pressure from the institutional
investor. The Pension Fund also had major funds invested in ConocoPhillips and
Halliburton,®® Which both agreed they would no longer do business in the Country in
response to the pressure placed upon them by the NYC pension fund.*® New York City
Comptroller William C. Thompson Jr. stated clearly, “as shareholders we are concerned

% Marc Gunther, Money and Morals at GE: Jeff Immelt Wants to Instill Values in Everything the Company
Does—Without Compromising the Profit Principle, FORTUNE MAGAZINE, Nov. 15, 2004, at 176, available
at http://www.ge.com/en/company/investor/ge_social_responsibility_and_citizenship.htm (last visited July
2, 2005) [hereinafter Money and Morals at GE].
%4d.
%d.
%7 See CNNMoney, Business Terror Links Probed: NYC asks Halliburton, G.E. & ConocoPhillips to Review
Dealings in Iran and Syria, Feb. 10, 2003, at
http://money.cnn.com/2003/02/10/news/companies/terror_firms [hereinafter Business Terror Links Probed].
68 H

See id.
% See Henry Goldman, Halliburton Won't Seek Iran Work: Company Makes Vow in Response to
Shareholder Pressure, BLOOMBERG NEwS, Mar. 25, 2005, E02, available at
http://www.washingtonpost.com/wp-dyn/articles/A64660-2005Mar24.html; Reuters, ConocoPhillips To
End Its Business in Iran, Syria, Feb. 10, 2004, available at
http://www.forbes.com/home_europe/newswire/2004/02/10/rtr1253983.html.
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that [each] Company’s business dealings in Iran could expose the Company to negative
publicity, public protests, and a loss of investor confidence, all of which could have a
negative effect on shareholder value.””® In 2004, GE made about $270 million in business
in Iran, less than 1% of its revenue;’* however, the Company eventually succumbed to the
pressure and announced on February 1, 2005 it would no longer do business in Iran once
its contracts were complete.”

Damage to reputation is one of the biggest business risks facing organizations.”
Unfortunately. a false sense that a company’s reputation is secure is the very thing that
creates its risk, as was the opinion of those inside Enron and Arthur Andersen.” And as
companies and investors now realize, a negative event at a single company can trigger a
change in share value across the entire industry—»based upon market perceptions—as seen
in the energy sector after the collapse of Enron—something predicted by Moody’s
Investor Service relative to Japan’s consumer finance industry.” As the investing
population has witnessed, New York Attorney General Elliott Spitzer is no longer
prosecuting companies but industries,”® causing an immense ripple in the reputational
wave that flows between investors and companies and beyond to its vendors and suppliers
across the globe.

With the $951 million investment funds of NYC Fireman and Policeman’s
Pension Fund riding on the GE’s social policies,’”” it is fairly easy to understand the value
of integrity when it comes to Company’s own environmental and social policies. As GE’s
Chairman Jeff Immelt pointed out, the Company spends billions of dollars protecting their
reputation’®—but “If [it] wasn’t good for business, we probably wouldn’t do it.”” This is
perhaps why in 2002, GE undertook compliance audits in the labor, environmental, health,
and safety standards of its suppliers.*® Between 2002 and the end of 2004, GE had
performed over 3000 supplier audits.** With the number of suppliers GE has, it may take
the Company a while to complete this task; but it illustrates the leadership’s awareness of
how their own reputation is tied to that of their suppliers.

" press Release, William C. Thompson Jr. (NYC Comptroller), NYC Pension Funds Expand Campaign
Urging U.S. Companies To Cease Business with Terrorist Nations (August 29, 2004) available at
http://www.comptroller.nyc.gov/press/2004_releases/pr04-12-070.shtm.
™ See John Christoffersen, GE Halts New Business Orders in Iran, Pittsburgh Post Gazette, Feb. 03, 2005,
;azvailable at http://www.post-gazette.com/pg/05034/452010.stm (last visited July 2, 2005).
See id.
" See AON, Corporate Reputation: Not Worth Risking, 2, available at
http://www.aon.com/about/publications/pdf/issues/wharton_corp_rep_r040303.pdf (last visited July 2,
2005).
™ Arthur Andersen, after nearly 90 years in business and a stellar reputation, imploded after being
gsrosecuted and found guilty for tampering with documents related to its audit of Enron. See id. at 2.
See id. at 5.
76 See Elliot Blair Smith, Trader Acquitted; Setback for Spitzer, USA TopAY, 01B, June 10, 2005, 2005
WLNR 9205035.
"7 See Business Terror Links Probed, supra note 60.
"8 See General Electric, GE 2002 Annual Report, 15 (Feb. 14, 2003) (unpublished report) available at
http://www.ge.com/files/usa/en/ar2002/ge_ar2002_letter.pdf.
™ Money and Morals at GE, supra note 57.
8 gee General Electric, Our Actions: GE 2005 Citizenship Report, 64 (unpublished report) available at
Elttp:/lwww.ge.com/fiIes/usa/en/citizenship/pdfs/GE_2005_citizenship.pdf (last visited July 5, 2005).
See id.
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However, very few companies have the ability to spend billions of dollars on
audits to determine their vendors’ integrity. With “81% of Global 500 executives rat[ing]
environmental and health and safety issues among the top ten factors driving the value in
their businesses,®? organizations should not underestimate the negative impact a vendors’
practices could have on the integrity risk in these areas.

The same emotion that sets the “intrinsic” value of an organization’s reputation
also drives the need for greater integrity in environmental and social issues if companies
are to attract investors. Contrary to the old belief that social investing does not provide
the same returns, using environmental performance as a key in selecting companies, can
potentially lead to higher-than-average returns, according to Innovest Strategic Advisors,
which rates companies on their environmental policies.®®

It does not bode well for the US as it struggles to compete in the global economy
with perhaps the strictest international corporate governance laws, that 44% of the public
believe the commitment of U.S. firms to corporate citizenship is heading in the wrong
direction®®. Meanwhile 66% of opinion leaders surveyed in France, Germany, and the UK,
agree that corporate citizenship will be important in the future, and 42% agree strongly
that corporate responsibility will affect share prices in the future. ®

Most experts do agree that “environmental issues pose a serious and pervasive
challenge to the financial and accounting activities of corporations, while simultaneously
presenting a significant concern for the health and welfare of the citizens around the
world.”® The best way to overcome this challenge is for organizations to provide
stakeholders with the assurance that their environmental policies and social responsibility
practices have integrity.®’

While Immelt may understand, many other leaders fail to understand the
importance of environmental integrity—feeling as though a focus on environmental issues
increases costs. However, while “doing the right thing” may raise costs in the short term
initially, investment dollars withdrawn by institutional investors who recognize an
organization’s failure to focus on the importance of things such as climate risk are likely
to more than offset expenses.

A survey conducted among fund managers, analysts, and investor relations officers
found that 78% of the participants opined that “management of environmental and social

8 See Who Cares Wins, supra note 75, at 10; Global Environmental Management Initiative, Clear
Advantage: Building Shareholder Value — Environment: Value to the Investor, 1 (Feb. 2004) (unpublished
report) available at http://www.gemi.org/GEMI%20Clear%20Advantage.pdf.

8 See Innovest Strategic Value Advisors, Inc., Best Practice Environmental Management: Analysis of Key
Practices - Uncovering Hidden Value Potential for Strategic Investors, 23 (Apr. 2002) (unpublished
whitepaper) at http://www.innovestgroup.com/pdfs/ISVA_Best_Practice_Report_2002.pdf.

8 GolinHarris, The State of Corporate Citizenship 2004 — Doing Well By Doing Good 2004: The
Trajectory of Corporate Citizenship in American Business, 2, (unpublished whitepaper) at
http://www.golinharris.com/pdf/CorporateAudit2004.pdf (surveying 2770 U.S. respondents with margin of
sampling error + 3% as of June 2004) (last visited July 2, 2005).

8 See Martin Langford, Burson-Marsteller London, Communication in a World of Extremes: How Are We
Going to Communicate After 11 September? (Nov. 11, 2001) at
http://www.kommunikationsforening.dk/d70029.

% paula B. Thomas & Sara York Kenny, Environmental Reporting: A Comparison of Annual Report
Disclosures and Popular Financial Press Commentary 1 (Apr. 1997) (unpublished paper) at
http://les.man.ac.uk/ipa97/papers/thomas61.pdf.

¥ See id.
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risk has a positive impact on a company’s long-term market value.”® Only 13% felt as
though it had “no influence” in the long-term market value of the company.®* As
institutional investors align their investment dollars, their focus is on the 78% “doing the
right thing” versus the 13% who felt there was no “long-term market value.”

California State Treasurer Phil Angelides further explored institutional investors’
focus on environmental integrity. Speaking before a summit of institutional investors that
controlled more than $1 trillion in assets, he commented,

In global warming, we are facing an enormous risk to the U.S. economy
and to retirement funds that Wall Street has so far chosen to ignore. The
corporate scandals over the last couple of years have made it clear that
investors need to pay more attention to corporate practices that affect long-
term value. As fiduciaries, we must take it upon ourselves to identify the
emerging environmental challenges facing the companies in which we are
shareholders, to demand more information, and to spur needed actions to
respond to those challenges.*

The Asset Management Working Group (AMWG) of the UNEP Finance Initiative,
which is comprised of 12 financial institutions managing total assets of about $1.6 trillion,
recently invited leading financial research institutions from around the world to produce
sector-specific reports. The focus of the reports were to: (1) identify the specific
environmental and social issues that are likely to be material for a company’s
competitiveness and reputation in that particular industry; and (2) identify and quantify
the Group’s power to impact stock price.”* As a result of the research, the United Nations
established Principles for Responsible Investing which recognized that social,
environmental, and corporate governance issues are material to investors, especially over
the long term.”

As of January, 2004, global pension assets in the eleven major capital markets
reached $14.2 trillion dollars.*® Many institutional investors, charged with the fiduciary
responsibility to protect those assets, have an environmental and social fund that directs
investment dollars to companies that recognize the risk associated with environmental and
social changes. The key is to assist companies in their ability to tap into these funds by
understanding and communicating their commitment to integrity in the area of corporate
citizenship.

To demonstrate, at least the short term economic impact to industries when faced
with social and environmental pressure to operate with integrity, we examined the 1999

8 United Nations Financial Sector Initiative Report, Who Cares Wins, 11 ex. 8, at
http://www.unglobalcompact.org/content/NewsDocs/WhoCaresWins.pdf 11(Dec. 2004) [hereinafter Who
Cares Wins].
8 See id. at 11, fig 1.
% Investor Network on Climate Risk, Ten Major Investors Issue 10-Point “Call For Action” on Global
Warming Risks, Nov. 21, 2003, at http://www.incr.com/news_release.htm.
°1 Who Cares Wins, supra note 75, at 25, ex. 16.
% See The UN Principles for Responsible Investment, DSJI NEWSLETTER (Dow Jones Sustainability
Indexes), Apr. 2004, at 2, available at http://www.sustainability-
ggdexes.com/djsi_pdf/news/QuarterIyNewsIetter/ DJSI_Newsletter_0404.pdf.

Id.
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World Trade Organization meeting in Seattle.”® As a result of brutal riots in Seattle, the
meeting collapsed in a week with no action taken on the agenda.” The protests, although
emotionally driven, demonstrated the social pressure placed on firms and industries which
are perceived as either socially or environmentally irresponsible.®® Apparel, footwear,
and toy manufacturers were the firms perceived as lacking social integrity.”” The
industries perceived as lacking in environmental integrity were mining, oil and gas, paper,
chemicals, steel, and utilities.*®

The results of the study by Schneitz and Epstein demonstrated that the portfolio of
Fortune 500 companies having a reputation for social responsibility declined by only
slightly more than 1%, while firms seen as lacking in social responsibility declined by
2.36% over the same period.*”® In dollars, that amounted to a $378 million dollar loss of
shareholder value for the average firm in the sample. The environmentally and socially
irresponsible industries suffered a decline in market capitalization of over 3%.*®

To measure the integrity of environmental and social policies, The Integrity
Institute uses information gathered from company literature (environmental reports,
regulatory filings, annual reports), along with disclosures made in the letter to the
shareholders to determine the organization’s commitment to behave in an economically
and environmentally sustainable manner, while honoring the interests of direct
stakeholders. It is important to note that while the process may appear to be similar to a
“social audit”, we only measure the integrity of the company’s corporate citizenship
relative to the other measures of integrity — not as a stand-alone product.

The mission of the corporate citizenship integrity assessment is to understand the
process of developing, and advocating by example, corporate citizenship business
practices which benefit not only the corporation and its employees, but also the greater
community, the economy and the world environment. Companies which operate with
integrity in the area of corporate citizenship seek to reshape the way business is done in
both the for-profit and non-profit world.

While corporate citizenship is defined at many levels, there is a core of minimum
standards for corporate citizenship performance. These standards represent an initial step
in the full development of a corporate citizen. The minimum standards are intended to be
specific, documented and measurable. They are also achievable and meaningful in terms
of impacts on communities, employees, the environment and economic systems.

These standards are not about getting a “passing” or “failing” grade but are
assessment tools for the corporation’s current level of commitment to operate as a
corporate citizen with integrity. The standards assist in setting measurable and achievable
targets for improvement and form the objective foundation for reporting to all direct
stakeholders both the “talk” and actual “walk” of its citizenship.

% See Karen E. Schneitz & Marc Epstein, Does Corporate Social Responsibility Pay Off?, Garziadio
Business Report, Vol. 7, No. 2, at http://gbr.pepperdine.edu/042/responsibility.html (Sept. 2004)
[hereinafter Does Corporate Social responsibility Pay Off?].

% See id.

% See id.

7 See id.

% See id.

% See id. table 3.

1% See id. table 4.
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The dimensions covered by the minimum standards incorporate the concepts of
community involvement, diversity, employee relations, environment, international
relationships, marketplace practices, fiscal responsibility, and accountability. These
factors have been defined as: 1) community development; 2) diversity; 3) environment; 4)
international relationships; 5) marketplace practices; 6) fiscal responsibility; and 7)
accountability: auditing, monitoring & reporting.

Among the things analyzed in the assessment of corporate citizenship are: (1)
policies relative to an organization’s environmental programs; (2) implementation
processes of environmental strategies and consistency in the policies; (3) board structure;
(4) environmental audits; (5) environmental reporting; (6) life cycle analysis; (7) senior
environmental officer level; (8) compliance and quality ratings; (9) other environmental
indicators; and (10) the extent to which the company participates in voluntary
environmental programs. This review also includes an analysis of supply chain
management, water use, and climate change strategy.

Using information in documents published by the companies themselves or
stakeholders (such as industry sector and firm-specific reports; summaries published by
international organizations such as Dow Jones Sustainability Index;*™ press reviews; and
surveys), The Integrity Institute identifies violations of human rights by the organization
or its vendors. The results of the corporate citizenship integrity assessment are then
measured against an assessment of clients, vendor, and suppliers to determine the extent to
which the soundness, wholeness, and incorruptibility test has been met.

(5) Cultural Integrity

Perhaps it could be argued that at the heart of any organization’s integrity is its
“human resources.” % No doubt, the organization stands strong or falls at the hands of
human beings, whose collective consciousness and values define the culture of the
organization and whether it has integrity. In applying the test of integrity, The Integrity
Institute assesses whether the culture is sound, whole, and incorruptible and what
predictive “markers” exist that may weaken the organization’s ability to stand strong.

When one thinks of culture in the case of Enron, one often thinks of the fraud that
was committed; however, the corruption was able to manifest because the culture was
neither sound nor whole. Applying the Birkinshaw model,*®® Enron failed, not in spite of
its talent and mindset, but because of it. Although Enron was named “Most Innovative
Company” for six years in a row by Fortune magazine'®*, Birkinshaw points out, too few
boundaries and too much space allowed corruption to ease its way through the firm.*®

101 «|_aunched in 1999, the Dow Jones Sustainability Indexes are the first global indexes tracking the
financial performance of the leading sustainability-driven companies worldwide.” Dow Jones Sustainability
Index, at http://www.sustainability-indexes.com/ (last visited July 5, 2005).

192 See James F. Orr, Outsourcing Human Resources: Why You Won't Lose Your Soul, The Chief Executive,
June 2004, available at http://www.findarticles.com/p/articles/mi_m4070/is_199/ai_n6080645.

193 julian Birkinshaw, The Paradox of Corporate Entrepreneurship, Strategy + Business, Vol. 30, 46-58
(Spring 2003) (on file with author) [hereinafter The Paradox of Corporate Entrepreneurship]

194 press Release, Enron, Enron Named Most Innovative for Sixth Year (Feb. 6, 2001) available at
http://www.enron.com/corp/pressroom/releases/2001/ene/docs/15-Mostinnovative-02-06-01-LTR.pdf.

195 The Paradox of Corporate Entrepreneurship, supra note 98.
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Based upon the premise that financial statements don’t create themselves—people
do, we begin with the assumption that the integrity of financial statements depends upon a
culture that has integrity. Of course, culture has a profound impact on the overall ability of
the company to meet its financial numbers. If the leadership and culture lack integrity,
however, we will often find that the earnings have been manipulated because most
companies realize too late they were unable to meet the key financial projections because
they did not have the right human “resources” in place to implement key strategies. Or
the lack of communications integrity did not allow for the key elements of execution to
filter their way through the organization. The net result means the company risks financial
ruin if lack of integrity in the area of leadership, communication, and culture impacts the
earnings integrity, as we discuss later in this article.

As we are finding, if investors rely solely on traditional financial indicators as their
source of information—Ilooking through the rear view mirror—if the company does not
have the “right people on the bus” to implement the leadership’s strategy, it does not
matter how bold the vision is or how revealing the forward-looking statements may be, it
will always be from a retrospective view. This places immense pressure on leaders to “hit”
their numbers while maintaining a standard of integrity. Unfortunately many leaders are
succumbing to the pressure as we find nearly half of CFOs (47%) report they are feeling
pressured by their bosses to use aggressive accounting to make the results look better.'*®
Of course, what’s perhaps even more frightening is that only 38% think the pressure is
less today than it was before Enron’s implosion—20% think there is more pressure on
them to cook the books'’.

Leaders are feeing pressure to perform because they have no tangible
understanding of how the culture is impacting their bottom line. The reaction is often to
simply lay people off to reduce costs. However, as Dr. Kim Cameron notes less than 10%
of firms that downsize report improvements in product and service quality, innovation,
and organizational climate.!® Three years after downsizing, the market share prices of
downsized companies were an average of 26% below the share price of their
competitors.'®

A 2001 study found that “only about 5% of the workforce understands the strategy
and how their actions link to that strategy. . . . However, only 50% of organizations link
human capital to strategy and only 25% have a consistent way to measure human
capital.”**° Even fewer understand the impact this measure of non-financial performance
has on the financial performance. These figures become even more important when we
realize that a majority of executive teams spend less than one hour per month discussing
the achievement of the strategy.

It is important to make the distinction between organizational culture and
organizational climate. “Climate refers to the more temporary attitudes, feelings, and
perceptions of individuals,” whereas the culture is enduring, slow changing, and
encompasses the core characteristics of organizations.”* Because climate “is based on

105 1t's Better (and Worse) Than You Think Don Durfee, CFO Magazine May 03, 2004
107
Id.
108 |d
109 |d
11914, at 3 (citing Balanced Scorecard Collaborative, Aligning HR with Organizational Strategy (2002)
(unpublished paper)).
111 |d
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attitudes, [it] can change quickly and dramatically.”**? This may explain why downsizing,
as pointed out by Dr. Cameron, does not have the intended impact on the financial
performance; whereas corporate culture can have a significant impact on a firm’s long-
term economic performance.*

In the next decade, corporate culture will probably be an even more important
factor in determining the success or failure of firms.*** Cultures that grow “unadaptive”
over time have a tendency to inhibit strategic or tactical changes. Given the importance of
innovation and the speed required to be first to market, a restrictive culture could likely
jeopardize the integrity of the organization and its ability to respond to change in order to
gain or maintain a competitive advantage.

Corporate cultures that actually inhibit strong long-term financial performance are
not rare.’™> Like Enron, these inhibiting cultures tend to emerge slowly and quietly over
years, and because the firm is performing well, the long-term effect the culture can have
on the balance sheet goes unnoticed. These cultures, which often encourage inappropriate
behavior and inhibit change to more appropriate strategies, can easily develop. And
because they help support the existing power structure in the organization, they can be
enormously difficult to change.

The good news is that corporate culture can actually be changed to enhance the
performance of the organization. However, absent an assessment as to the structural
integrity of the culture, any abscess that may be present and growing can remain
unrecognized, leaving even the most qualified leader at a disadvantage to meet the needs
of the shareholders. Leaders then find themselves practicing crisis management—rather
than responding to the market—they are reacting. This ultimately can provide insight into
correlation between the integrity of the leadership and culture, as well as other key
components of non-financial performance.

There is no one-size-fits-all culture that works in every situation; therefore, The
Integrity Institute uses a competing values framework as the basis for its Cultural Integrity
Assessment Model,**® recognizing that the culture of a high-tech firm will be different
than that of a traditional life insurance company. The Competing Values Framework
(CVF) Culture Assessment, developed by Kim S. Cameron, Ph.D. and Robert E. Quinn,

112 |d

113 JOHN P. KOTTER & JAMES L. HESKETT, CORPORATE CULTURE AND PERFORMANCE, 11 (The Free Press
1992).

114 |d

115 |d

118 The Cultural Integrity Assessment Model is recognized as a trademark of The Integrity Institute, Inc. and
has been integrated into the Integria™ Model. The Integria mark has been filed as a “certification” mark
with the United States Patent and Trademark Office. The Model was developed by Kim Cameron,
Ph.D.(Professor of Management and Organization at the University of Michigan Business School and
Professor of Higher Education in the School of Education at the University of Michigan) and Robert E.
Quinn, Ph.D. (Margaret Elliott Tracy Collegiate Professor in Business Administration at the Stephen M.
Ross School of Business at the University of Michigan). Drs. Cameron and Quinn are Founding Members of
The Integrity Institute.

24



Ph.D.,*" has been recognized as “one of the fifty most important models in the history of
business.”**8

This framework has been studied and tested in organizations for more than twenty
five years by a group of thought leaders from leading business schools and corporations. It
has been recognized as one of the 40 most significant contributions to management
thought, and it is being applied in several thousand organizations worldwide. The
Competing Values Framework emerged from studies of the factors that account for highly
effective organizational performance, and it was further developed in response to the need
for a broadly applicable method for fostering successful leadership, improving
organizational effectiveness, diagnosing and changing organizational culture, and
promoting value creation.

The assessment serves primarily as a map, an organizing mechanism, a sense-
making device, a source of new ideas, and a learning system. It has been applied to many
aspects of organizations such as value outcomes, corporate strategy, organizational
culture, core competencies, leadership, communication, decision making, motivation,
financial valuation, mergers and acquisitions, human resources practices, quality, and
employee selection. From the Competing Values Framework comes a theory about how
these various aspects of organizations function in simultaneous harmony and tension with
one another. The framework of the assessment helps identify a set of guidelines that can
help leaders diagnose and manage the interrelationships, congruencies, and contradictions
among these different aspects of organizations. In other words, the framework helps
leaders work more comprehensively and more consistently in improving their
organizations’ performance and value creation.

The culture assessment instrument consists of six items that help cue respondents
to describe some of the core dimensions of their organization’s culture. Using an ipsative
response scale helps eliminate a positive response bias, so the resulting culture profile is a
reasonably accurate picture of what the organization’s dominant culture really is. Cultural
congruence has been found in past research to be predictive of high performance. For
example, the extent to which the culture of sub-units in an organization are congruent; the
extent to which managerial competencies are congruent with the organization’s culture;
the extent to which congruence exists among the various dimensions of culture, and; the
extent to which an organization’s culture is congruent with its environmental dynamics all
are predictive of high performance.

Organizational integrity can be at least partially determined on the basis of the
extent to which consistency and congruency exist. Unpredictable or incongruent cultures

17 KiM CAMERON & ROBERT E. QUINN, DIAGNOSING AND CHANGING ORGANIZATIONAL CULTURE: BASED

ON THE COMPETING VALUES FRAMEWORK; Revised Edition (Jossey Bass 2006).

118 Competing Values Company, The Competing Values Framework: An Introduction, 1 (unpublished

paper) at http://competingvalues.com/pdf/CVF%20Introduction%20Article.pdf (last visited July 12, 2005).
[The Competing Values Framework (CVF)] originally emerged from empirical research
on the question of what makes organizations effective. It has since been extended as a
framework that makes sense of high performance in regards to numerous topics in the
social sciences and organizations. The CVF has been studied and tested in organizations
for more than twenty five years by a group of thought leaders from leading business
schools and corporations. It has been the topic of many books and papers and it has been
employed in the improvement of thousands of organizations.
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have some probability of being associated with the same pressures that may lead to loss of
integrity—e.g., tendencies to overstate earnings or litigation.

Predicatively understanding the “markers” or “danger zones” within a culture,
helps leaders understand where the “target zones” are to effectively and efficiently build
an organization that provides better earnings per share. Absent such an examination and
the appropriate weighting in the Model, there is no indication of whether the culture
shares the values of the leadership, can uphold the vision, or implement the strategy.

Our cultural integrity assessment is adaptable and thus can be used at a multiple of
levels within the organization in order to target problem areas. To do this, the assessment
identifies the dominant characteristics of the culture, organizational leadership,
management of employees, organizational “glue,” strategic emphases, and criteria of
success. Through understanding how and to what extent the culture of the organization (1)
competes versus collaborates, and (2) creates versus controls, The Integrity Institute can
determine what drives the organization and where problems might exist, and perhaps most
importantly can predict the success or failure of a merger or acquisition based solely on an
assessment of the cultural integrity.

Two cases bear mentioning when it comes to corporate culture: the first is General
Electric (GE) and the second is Coca-Cola.

Under Jack Welch, the former Chairman of GE, the company had the uncanny
record of hitting its earnings targets during every quarter—something even Warren Buffett
found generally suspicious.’*® If Welch’s GE was driven by playing the numbers game,
Buffett admits candidly, “I not only don’t know today what our business will earn next
year—we don’t even know what they will earn next quarter.”?® He admits he is
“downright incredulous if they [managers] consistently reach their declared targets.”***
Under Welch, GE was known for hard-driving management and a culture, often described
as aggressive as Enron’s. Today, GE has a very different feel, both for employees, as well
as for investors.

As Welch was replaced as Chairman of GE by Jeffrey R. Immelt on September 7,
2001, Immelt issued this statement: “We manage business, not earnings. . . . GE is a
company you can trust, delivering excellent earnings achieved with integrity and a
transparency unsurpassed in global business.”?> Not only did Immelt acknowledge the
reputation that GE had gained as its own accounting practices were called into question
after the collapse of Enron, he acknowledged the nature of the culture at GE when he said:

One concern that keeps me up at night is that among the 300,000-plus GE

employees worldwide, there are a handful who choose to ignore our code

of ethics. |1 would be naive to assume that a few bad apples don’t exist in

our midst. We spend billions each year on improving our training,

119 See Warren E. Buffett, Berkshire Hathaway, Letter to Shareholders, 21 (Feb. 21, 2003) available at
http://mww.berkshirehathaway.com/letters/2002pdf.pdf (“[W]e become downright incredulous if they
consistently reach their declared targets. Managers that always promise to ‘make the numbers’ will at some
point be tempted to make up the numbers.”).
120 \Warren E. Buffett, Letter to Shareholders, 21 (Feb. 21, 2003) available at
Pztltp:/lwww.berkshirehathaway.com/Ietters/2002pdf.pdf.

Id.
122 General Electric, GE 2001 Annual Report, (Feb. 15, 2005) (unpublished report) available at
http://www.ge.com/annual01/letter/page8.html.
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enforcing our compliance to preserve our culture and protect one of our
most valuable assets—our reputation.'?

The Chairman of the world’s “Most Valuable Company” appears to be well on his
way to making his mark—for very different reasons than Welch—as the leader of the
“Most Admired Company”, for recognizing that the importance of protecting GE’s
reputation requires the preservation of the culture. An examination of Immelt’s view of
culture shows that three out of the four things he believes will keep GE on top are
predictable: execution, growth, and great people. The fourth, which Immelt listed as the
most important, is not predictable but has everything to do with the culture: virtues.***
Perhaps this is why GE was named the “World’s Most Respected Company” and placed
“first” in integrity."

The second company, Coca-Cola, during the past decade, faced a number of
challenges within its culture that directly impacted its bottom line and shareholder value,
including: a commercial investigation in Europe of the company’s bottling practices;
allegations of tainted Coke in Belgium; allegations of channel-stuffing; and an SEC
investigation into a whistle-blower allegation that the company falsified market studies for
a product launch at Burger King, for which the company (1) paid $21 million to Burger
King to settle the matter; (2) paid $540,000 to the whistle-blower and (3) took a $9 million
pre-tax write down.®

Although the Company laid off a number of high level executives as a result of the
troubles and the general counsel resigned, the troubles for the soft-drink giant did not end
there. To add insult to injury, the Company suffered additional scrutiny when it was
discovered that their Dasani bottled water was nothing more than tap water.?” What the
Company described as its “highly sophisticated purification process,” based on NASA
spacefzrgft technology, was in fact reverse osmosis used in many modest water purification
units.

The purpose of these two examples is to demonstrate the power of culture to shape
the financial performance of a company. In the instance of GE, there has been a shift in
the nature of the culture and its impact on the organization’s performance. Coca-Cola on
the other hand would be wise to take a lesson from GE.

123 General Electric, GE 2002 Annual Report, 15 (Feb. 14, 2003) (unpublished report) available at
http://www.ge.com/files/usa/en/ar2002/ge_ar2002_letter.pdf.

124 See Money and Morals at GE, supra note 57, at 176.

125 press Release, PriceWaterhouseCoopers, General Electric Is The World's Most Respected Company,
According to Financial Times/PricewaterhouseCoopers Survey (Nov. 19, 2004) available at
http://www.pwc.com/extweb/ncpressrelease.nsf/docid/A07225F70D526EE085256F500053B37B.

126 See Sherry Day, Coca-Cola Settles Whistle-Blower Suit for $540,000, N.Y. TimMEs (Oct. 8, 2003),
available at http://www.agribusinesscenter.org/headlines.cfm?id=245; Scott Leith, Coke Apologizes to
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(6) Earnings Integrity

The extent to which corporate earnings are managed vs. manipulated has long been
of interest to analysts, regulators, researchers, and other investment professionals.'?
Earnings manipulation is defined as an instance in which a company’s managers violate
generally accepted accounting principles (GAAP) to favorably represent the company’s
financial performance.™®

There are companies that notably “manage” their earnings within GAAP and as
long as accounting treatments fall within GAAP, we do not consider them to be
manipulating their earnings, even if a company is forced to change their accounting
choices, even if a restatement is required. However, when a company’s accounting
choices fall outside GAAP and a restatement is required, intentional manipulation is often
a key factor.

When knowledge spreads that a company has manipulated its earnings, its stock
value plummets. In fact, according to Messod Daniel Beneish, “the typical manipulator
loses approximately 40% of its market value on a risk-adjusted basis in the quarter
containing the discovery of the manipulation.”** The key is to predict the likelihood of
manipulation early so as to alert the company so as to avoid the potential damage that
could be caused.

The Integrity Institute’s Earnings Integrity Assessment Model™*? determines the
likelihood that a firm can sustain current earnings in the future, and whether an accounting
risk likely exists that financial statements contain the effects of earnings manipulation. In
firms with poor earnings quality, credit and equity investors are exposed to less persistent
earnings, which unless recognized, result in lower than expected returns. In more severe
cases where the declining performance is alleged to occur as result of a questionable
application of accounting rules, the exposure can result in a prompt and substantial decline
in wealth. Conversely, failure to recognize firms with good earnings quality results in
foregoing the higher than expected returns that are typically associated with more
persistent earnings.

The assessment model produces “Earnings Quality Rankings” that are quite
successful at delineating future stock returns. The Earnings Quality Rankings are based
on a version of the Beneish (1999) Model that distinguishes manipulated from non-
manipulated financial reporting. The assessment model relies on financial data to identify
firms that have high and low earnings quality.

The Integrity Institute’s earnings integrity assessment can capture either the
financial statement distortions that result from manipulation or preconditions that might
prompt companies to engage in such activity. Perhaps more importantly, the assessment

129 Messod Daniel Beneish, The Detection of Earnings Manipulation, 24 (June 1999, corrected 2004)
(unpublished whitepaper) (on file with author).
130 H
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Ph.D., is a Professor at the Kelly School of Business at Indiana University and a Founding Member of The
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model detects approximately half of the companies involved in earnings manipulation
prior to public discovery. As evidence will show, the effectiveness of this assessment
model was made public on May 5, 1998, by a group of graduate students from Cornell
University™ by posting their report on the Internet, predicting Enron was manipulating its
earnings more than three years before the implosion of the Company.*** Unfortunately, no
one heeded the warnings. Although the graduate students recommended a “sell” on Enron
stock,*® by the time the public became aware of the manipulation investors had billions of
dollars.

The indices used to detect earnings manipulation are: days’ sales in receivables;
gross margin; asset quality; sales growth; depreciation; sales, general, and administrative
expense; leverage; total accruals to total assets; and distribution of variables.**® Because
manipulation typically consists of an artificial inflation of revenues or deflation of
expenses, variables that take into account simultaneous bloating in asset accounts have
predictive content.*’

One of the many benefits of using the earnings integrity assessment is that it
requires only two years of data (one annual report) to evaluate the likelihood of
manipulation. The underlying earnings integrity assessment model recognizes two types
of errors: classification of a company as a non-manipulator when it manipulates; and
classification of a company as a manipulator when it does not manipulate. When the
results of the analysis are integrated with the other integrity measures described in this
article, the rate of error in either of these two categories will prove to be substantially less.

(7) Governance Integrity

So what is the bottom line when it comes to manipulating the bottom line or
paying excessive compensation? Egregious efforts to hide compensation or reward bad
behavior ultimately reflect poorly on the quality of the board and its ability to govern.
According to a BusinessWeek study, which measured the value of board quality in terms
of corporate performance, companies with the most highly rated boards averaged 51.7%
in shareholder returns, while the worst boards dragged their companies down to an
average 12.9% return over the same period of time.™®® Although according to a recent
survey of the Asian markets showed that recent years have proven that “high corporate
governance stocks do not necessarily outperform when markets are rising, especially
when there are strong liquidity inflows into the markets™**® “It is only when markets turn
ugly that companies and markets with high CG scores outperform as investors abandon

133 partho Ghosh, Lori Harris, Juan Ocampo, Erik Simpson, Jay Krueger, & Jay Vaidhyanathan, Stock
Analysis of Enron Corporation, 12 (May 5, 1998) (unpublished report) at
http://parkercenter.johnson.cornell.edu/docs/other_research/1998 spring/ene.pdf.
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risk companies.”**° Assessment of corporate integrity and the predictive nature of the
Model equates to “preparedness” for the storm which as we found in the US, in the wake
of Hurricane Katrina, the lack of preparedness can be more devastating than the storm
itself,

Of course, much of the focus following the passage of SOX has been on corporate
governance; however, because compliance with SOX, for the most part, is self-governing,
being compliant is simply not enough. Institutional investors are still demanding more
transparency when it comes to understanding how the company is governed and who is
providing oversight. And as we found at a recent roundtable, any efforts to repeal SOX
without an alternative means to ensure shareholder rights are protected, is going to be met
with resistance from institutional investors.*** The position of The Integrity Institute is to
transcend the regulation by ending the need for SOX. By offering an alternative of
assessment and certification, the law could be amended to establish “guidelines”, based on
the tenants of SOX, rather than mandatory regulation. Similar to the guidelines established
by the King | and Il Reports in South Africa, which have been adopted by the South
African Stock Exchange, these guidelines and certification by The Integrity Institute could
be a requirement for listing on a public exchange.

Absent a broad acceptance of such an alternative, to meet the need for greater
understanding and transparency, organizations like Institutional Shareholder Services
(1SS)*? and The Corporate Library**® are attempting to independently measure and rate
the governance aspect of corporate integrity. This leaves organizations on the defense as
they attempt to counterbalance the subjective nature of these findings based solely on
information in the public domain. And yet, many companies realize these ratings actually
impact investment decisions.

Such ratings suggest that a significant minority of companies still face challenges
regarding board composition, including a lack of independence, a lack of sufficient
financial expertise on the audit committee, and directors who are stretched thin with
multiple commitments.*** Evidence, however, does show that boards and key committees
are trying, by holding more frequent and longer meetings,**> which is a significant
improvement from Enron’s own audit committee which met once a quarter for one hour;
however, board directors are still grappling with the requirements and cost of compliance
of SOX. 1%

All of the things discussed thus far in this article are areas of interest to board
directors as part of their role as governors and yet too many meetings are being spent
trying to assess the risks with little success, as evidenced by the significant increase in
whistle-blowing reports. The pressure has perhaps never been greater for boards to have a
greater understanding of the business, which requires a broad spectrum assessment that
can be used to understand, adjust, and address the risks facing themselves and the

140 Id.
! Here It Comes: The Sarbanes-Oxley Backlash; New York Times, April 17, 2005 (Jonathan D. Glater)
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companies. The alternative means facing a multitude of class action lawsuits that have
become all too common place — or worse face jail time.

The Corporate Governance Integrity Assessment Model™" is a compilation of a
variety of assessment tools, such as the guidelines established in the OCEG Framework,
and seeks to incorporate, among other things: an understanding of the possible
organizational fraud; internal controls; audit committee oversight; legal assessment;
auditor independence; board composition; CEO compensation; shareholder
responsiveness; litigation and regulatory problems: takeover defenses; accounting;
strategic decision-making; and analyst adjustment. These factors are then compared with a
rating of compliance in comparison to “best practices,” and a governance risk assessment
is then made and compared with the previous rating.

The assessment model is not intended to provide a “rating” and does not seek to
replace the ratings of 1SS or The Corporate Library. Rather its purpose is to explain the
impact the ratings have on overall shareholder value by integrating the assessment of
corporate governance ratings into the overall measure of a company’s integrity.
Additionally, because The Integrity Institute does not perform any consulting services, the
conflicts of interest often inherent with the governance rating agencies, or credit rating
agencies for that matter, are not present with the independent and objective assessment of
The Integrity Institute.

Although figures prepared by ISS indicate the top 10 corporate-governance-rated
companies outperformed their industry-adjusted profitability average by 18.98%, while
the performance of the bottom 10 corporate-governance-rated companies fell below their
industry-adjusted profitability average by 4.86%, a difference of 23.84%*, these ratings
do not necessarily predict the sustainability of the organizations and may focus too much
on the “effect” rather than the “cause” of corporate governance integrity. Firms in the
bottom decile of industry-adjusted corporate-governance-rated companies have a net
profit margin of 6.38% above the average while the top rated firms outperform their
industry-adjusted average by 21.66%, a difference of 15.28%'*. The critics of the ISS
rating system point out for a significant fee, ISS will help you raise their governance
rating which calls into question the integrity of the rating itself in the opinion of the
author.

Some senior executives question whether the policies identified by the “corporate
governance rating agencies” actually detract from the bottom-line (in other words,
whether a Poison-Pill protects the company for a hostile takeover and is a good thing or
whether it is simply a means of protecting senior management with golden parachutes.**)
To adjust for the argument as to which corporate governance policies may or may not

147
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actually add value to the company, The Integrity Institute has expanded the assessment of
governance beyond the common single-focus of “corporate governance” to “business
governance” which encompasses all ten components.

As studies show a direct correlation between corporate governance in four areas:
(1) shareholder returns; (2) profitability; (3) risk; and (4) dividend policies,** The
Integrity Institute seeks to provide a predictive measure that is a balance of each these
factors relative to the other nine components of the Model, rather than myopically focus
on governance as the sole indication of whether a company has integrity as implied by the
rating agencies. We believe the integrity of a company’s governance can only be assessed
when the board directors have a full understanding of where oversight is needed and
whether the board needs assistance in providing such oversight, which is why ratings
cannot accurately assess governance integrity. The purpose of The Integrity Institute’s
integrity assessment is, in large part, to provide a means for companies to counterbalance
the impact obscure governance ratings appear to have on shareholder value with no
apparent ability to predict the sustainability of the organization.

(8) Leadership Integrity

Key to the success of any organization is the leadership. The Integrity Institute’s
Leadership Integrity Assessment Model™ examines two aspects: (1) behavioral
complexity in leadership and (2) strategy.

Within the focus of behavioral complexity, we examine four aspects of
leadership’s ability to: (1) provide continuity; (2) lead change; (3) drive for results, and;
(4) maintain relationships. Within the focus of strategy, we examine four aspects of
leadership: (1) discipline, (2) authenticity, (3) transparency, and (4) accountability.

Our behavioral complexity assessment model is designed to understand the
leader’s ability to address pressing social demands and the ability to play multiple roles
that call for diverse or even competing behaviors. Using the CVF, the model is integrated
to understand the linkage between cognitive complexity and social behavior. Behavioral
complexity is the capacity of a given leader to engage in wide range of behaviors. A
leader with a high behavioral complexity is able to engage in a wider array of behaviors
than a person with low behavioral complexity is able to do. Specifically, behavioral
complexity is “the ability to exhibit contrary or opposing behaviors (as appropriate or
necessary) while still retaining some measure of integrity, credibility, and direction”*
Such a leader maintains continuity while at the same time is capable of leading change.

151 See Lawrence D. Brown & Marcus L. Caylor, Corporate Governance Study: The Correlation between
Corporate Governance and Company Performance, Georgia State University (2004) (unpublished
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Likewise, a behaviorally complex leader is able to meet the multiple and competing needs
of the organization. We find further that the leader who has a high behavioral complexity
is able to meet and integrate the paradoxical pressures of life inside the organization.
Behavioral complexity does not necessarily guarantee that a leader will “do the right
thing” every time but it the manager is more likely to draw on a wider range of behaviors
to more effectively meet competing demands.

To demonstrate this, a review of a study of chief executive officers and firm
performance found that CEOs with high behavioral complexity were more effective than
their counterparts.® The firms run by more behaviorally complex CEOs outperformed
other firms on three measures of financial performance. Also, studies of middle managers
have demonstrated that people with high behavioral complexity are more effective leaders
than are those with lower levels of behavioral complexity*®. This draws us to a better
understanding of what managers are more likely to provide for good successors lending to
the sustainability of the organization.

There is also a relationship between complexity and effectiveness which causes the
model to understand and identify several types of leadership, including laissez-faire,
management-by-exception, contingent reward, and transformational leadership. Only two
of these types of leaders (contingent reward and transformational leadership) have been
found to be active and effective. The result means the leader is better adept at continuity,
change, results, and relationships.

The results of the assessment provide us with an understanding that a “contingent
reward” leader sets the “tone at the top” for a stable, predictable organizational culture,
which provides us with the predictive marker for the correlation between leadership and
culture. The *“transformational” leader is more like to be creative risk-takers who
challenge prevailing assumptions. Transformation leaders are inspiring, enthusiastic
people who have a vision for the future, while at the same time illustrate behaviors
focused on results and relationships.

Using Quinn’s leadership assessment model of behavioral complexity, we are able
to recognize the person who uses both styles of leadership to represent all four domains—
provide continuity, lead change, drive for results, and maintain relationships—is more
effective than leaders who lack such complexity.

To enhance the value of the model, we integrate the results with the leadership
assessment of strategy developed by Oren Harari,"® that quantifiably measures the four
qualities a leader of integrity demonstrates—discipline, authenticity, transparency, and
accountability

As best stated by Retired General Ronald R. Fogleman, former Chief of Staff of
the United States Air Force, “Integrity and leadership are inextricably linked. ... [T]he
main difference between units that perform at their maximum potential and those that fail
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is usually their leadership.”™’ Leaders are either respected or they are not, Fogleman

points out. Over time “[t]he more a leader’s behavior matches his or her words, the more
loyal people will become, both to the leader and the organization.”**®

Although experts focus on the characteristics and quality of the leadership, the
purpose of our assessment is to quantifiably measure the soundness, wholeness, and
incorruptibility of the leadership using a holistic approach never before used to measure
leadership integrity. The key to the analysis is to understand the extent to which the
leader is adding to or inhibiting the profitable growth of the organization that leads to its
financial success. Many leaders believe a strategy of “growth through acquisition” will
build shareholder value; however, six out of seven acquisitions actually destroy
shareholder value.™ If most acquisitions actually destroy shareholder value, we assume
that 90% of the success or failure of an organization is determined by the leadership’s
design or the cultural integrity, which is just one of the many important reasons why an
integrated model that holistically measures the integrity of the organization allows us to
assess at a fundamental level the extent to which the leadership is affecting the overall
financial performance of the company through profitable growth or whether the culture is
predicatively undermining the value the leader brings to the organization.

Great leaders understand that the key to profitable growth is capital stewardship
and the integrity of income, cash flow, and asset management. Although there has been a
strong emphasis on income, this single-focus fails the integrity test of wholeness. We must
include an analysis of the cash flow and asset management (return on assets) to assure a
valid measure of integrity; without cash flow, even with strong income and an acceptable
return on assets, a company will be out of business. When integrated with our earnings
integrity assessment, we are able to find the “markers” of whether the leadership is
focused on capital stewardship that requires income, cash flow, and a return on assets all
rise at the same time. Achieving this balance necessitates the need for leadership integrity.

As an example of what can happen when cash-flow problems exist, we can
examine Enron. Despite showing strong earnings and a reported $1.3 billion in net income
(which was actually only $978 million according to Arthur Andersen), the company was
using a method of accounting called mark-to-market which was an illusion since it
allowed the company to book profits for the entire term of a 20-year contract with no
corresponding cash flow. Rather than managing its assets, the company was moving its
assets and associated debt, off the balance sheet. The leadership integrity did not pass the
test of soundness and therefore, was directly responsible for failing to practice good
capital stewardship.

A lack of leadership integrity could be based on a number of factors. Although
Ken Lay was considered by many a “transformational” leader he was not an effective
leader, perhaps, in part, because he lacked the focus on a “stable, predictable
organizational culture” that would represent a “contingent reward” leader. As the
leadership integrity at Enron weakened, the cultural integrity weakened, allowing
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corruption to permeate every aspect of the key areas of non-financial performance, and
ultimately the financial performance.

Good leadership begins with a vision, around which a strategy is built. Leadership
must be able to relate to, and communicate clearly with managers, who must then
implement that strategy. None of this happens without a culture that shares the values of
the leadership based on the leader’s actions. Leadership must be disciplined to see the
vision through to completion, accepting responsibility for the outcome, and exerting a
willingness to be held accountable if the result is not what the leadership had either
planned or hoped for. And, just as importantly, the leader must be willing to hold others to
this same standard, which can only be done if the words and actions of the leader are
inline with one another and the shared values of the organization. If the leader fails to
hold others in the organization to the same standard, eventually the cultural integrity will
weaken as employees no longer respect authority—opening the doors to possible
corruption which is the “incorruptibility” test of integrity.

Great leaders recognize that between discipline and accountability there is a
“mirror” called authenticity and a “window” called transparency. Only operating with this
level of leadership integrity will the leader be willing to be examined by the
organization’s stakeholders. Between discipline and accountability there should be a great
deal of self-reflection as to whether the strategy, planning, and implementation are whole,
sound, and incorruptible. It is important to point out here that incorruptible does not
necessarily mean the leader is corrupt but rather his visions and strategy may become
corrupted because the leader lacks the necessary integrity to be successful. Only in the
worst of instances will the organization become corrupted because of the leadership’s lack
of integrity.

Leaders who fail to meet the authenticity and transparency test outlined above
generally demonstrate a quiet, or in the case of Enron—a not so quiet, desperation to keep
things hidden. One of the many indications that Enron’s leadership integrity was weak
was Jeff Skilling’s letter to shareholders that stated Enron had hit a record $1.3 billion in
net income while the audited financials indicated only $978 million.*®® And while
Skilling was telling investors and analysts that Enron’s strategy in broadband should
warrant an additional $40 value to Enron’s stock price, inside the company the story was
very different as witnessed by the author. In February 2000, at an all-employee meeting,
in describing his strategy he revealed his lack of confidence in the soundness of the
strategy: “I think this will work. . . there are really only two competitors in this market.
One is Duke Energy and the other is Pacific Gas & Electric. Duke is laying people off in
this business right now and PG&E announced last week that they were selling the
business. So we are in great shape.” Meanwhile, inside Enron Broadband Services, when
the head of accounts payable asked Skilling where he was getting his numbers, he said,
“These are the numbers | was given.” The manager retorted, “No you weren’t, because |
give you those numbers.” Towards the end, it was obvious that Skilling could no longer
stand the pressure based upon his lack of integrity as he proceeded to used an epithet to
desclrgPe a “short seller” when they questioned his strategy on an analyst conference
call.

160 sypporting information on file with author.
181 How to Spot the Next Enron; George Anders; Fast Company; May 2002; Issue 58, Pg. 120
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In hindsight Enron’s leadership integrity failures cost investors $90 billion. But
Enron is not alone; Coca-Cola’s woes illustrate to what extent leadership integrity impacts
the bottom line.

In 1999, in the months following allegations of tainted Coke in Belgium, Coca-
Cola experienced a number of problems: the company lost $34 billion in market value;**
the company’s European subsidiary profits fell by more than $205 million;'®® the
European Commission rejected Coke’s proposed acquisition of Orangina;*** and the CEO
lost his job soon after.*®®

In 2002, Matthew Whitley, a mid-level accounting executive, filed a whistle-
blowing suit against Coca-Cola alleging retaliation for revealing fraud in a market study
performed on behalf of Burger King.'®® In the three weeks after the lawsuit was filed and
the lack of leadership integrity became public, Coca-Cola lost $15 billion in shareholder
value. A number of top level executives were fired; as mentioned previously, Coke paid
$21 million to Burger King to settle its disputes with the fast-food giant, $540,000 was
paid to the whistle-blower, and a $9 million pre-tax write off had to be taken.™®’

Although Coca-Cola disputed and denied the allegations made both in 1999 and
2002, the net result means that shares of Coca-Cola trade today at the same level they
were nearly 10 years ago,'®® all because of the weaknesses in the leadership integrity.

To demonstrate that the strength of leadership integrity is interdependent on
cultural integrity, one only needs to examine the comment made by one of
Westinghouse’s corporate relations vice presidents who joined the company in 1995:
“There was no real concern about costs;”** he was shocked to find people in his
department routinely received annual raises of 7-8% and up, even as the company was
struggling and its stock was falling. “It was just expected.”*"

The culture and leadership at Westinghouse sounds very similar to Enron’s. If an
independent and objective assessment of the cultural and leadership integrity occurred
using the models outlined in this article, the publicly traded stock at both companies
probably would not have had to be delisted. By the time the Westinghouse board was
willing to admit the organization was heading in the wrong direction, the company, once
one of GE’s fiercest competitors, simply replaced one bad CEO with another—five
times.'”*  While removing a leader who lacks integrity is a key to success, simply
replacing a leader with another does not necessarily guarantee success. Westinghouse and
Coca-Cola have shown, among other things, that a “revolving door” approach to
leadership does not ensure integrity.

162 \www.cnn.money.com (Coca-Cola Ticker: KO)

163 |_ow & CoHEN KALAFUT, supra note 26, at 8.

184 See Dow Jones, France Rejects Coke's New Bid for Pernod's Orangina, Nov. 24, 1999, available at
http://ww.smartmoney.com/bn/index.cfm?story=19991124115206.

185 ow & COHEN KALAFUT, supra note 26, at 8.

166 | eith, supra note 119.

167 See Leith, supra note 119; Adam Levy & Steve Matthews, Coke's World of Woes, BLOOMBERG
MARKETS MAGAZINE (July 2004), available at http://www.killercoke.org/cokewoe.htm.

168 \www.cnn.money.com Coca-Cola Ticker (KO)

189 Who Killed Westinghouse?; Post-Gazette; Steve Massey http://www.post-
97aozette.com/westinqhouse/chapterG.asp (last visited on November 29, 2005)
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Replacing the leadership at any organization several times can prove to be very
disruptive and further shake investor confidence. Furthermore, leadership instability
contributes to the erosion of cultural integrity, which impacts the organization’s overall
financial success. Attempting to strengthen organizational integrity with a single focus on
the leadership, by simply ridding the organization of its leader, negates the entire concept
of integrity and the wholeness test required to meet the definition.

Like all other measures in the Model, leadership integrity is weighted to assist the
board directors in determining to what extent leadership integrity may jeopardize the
organization’s overall integrity, and its financial performance. Because 85% of executive
teams spend less than one hour per month discussing the achievement of strategy,'’
without using the Model, board directors are not likely to know whether their “bus” is
heading in the wrong direction, or if the bus needs a new driver. Until a board can obtain
this knowledge through an independent leadership integrity assessment, as part of a bigger
assessment of the overall organization, directors will have difficulty upholding their
fiduciary responsibility to take every precaution to ensure the bus does not crash.

(9) Risk Integrity

Our risk integrity assessment incorporates a number of enterprise risk management
tools, including COSO, COBIT, and the OCEG Framework. However, given the emphasis
of Section 404 of SOX, we do not attempt to create redundant efforts to assess internal
controls or assess whether the organization is managing their risk effectively as we believe
this is a strategic decision as independent assessment agents, we are not in a position to
do. Rather, the main focus of our Risk Integrity Assessment Model*”® is on the risks
associated with intelligence and the sharing of data and related privacy issues. Not
because we believe this small piece encompasses all of the risks facing an organization
but rather because we believe risk integrity begins and ends with information and the
transfer of that information.

However, it is important that we point out our efforts to incorporate what risk
management expert James Lam points out in his contribution to this article }**. Companies
have always faced a wide range of risks: business risk, credit risk, market risk, operational
risk, and other risks. In the past, companies managed risks in “silos.” In other words,
different risks were the responsibility of different organizational units. Over time, risk
management professionals recognized that risks, by their nature, are highly
interdependent. In fact, major corporate disasters are often caused not by a single risk but
a confluence of risks. This recognition has led to the development and implementation of
integrated approaches to measure and manage risks across the enterprise, also known as

172 David Norton, Managing the Development of Human Capital, Balanced Scorecard Report, Vol. 3 No. 5,
(Sep.-Oct. 2001).

1 The Risk Integrity Assessment Model is recognized as a trademark of The Integrity Institute, Inc. and has
been integrated into the Integria™ Model. The Integria mark has been filed as a “certification” mark with
the United States Patent and Trademark Office. The Model was developed by Larry Ponemon, Ph.D.
(Chairman and Founder of The Ponemon Institute) is a Founding Member of The Integrity Institute.

174 The rest of the content to the end of this section was contributed by James Lam, who is President of
James Lam & Associates, a Wellesley, Massachusetts-based risk consultancy and author of Enterprise Risk
Management: From Incentives to Controls (Wiley 2003). He is not associated with The Integrity Institute,
Inc. in any other way.
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Enterprise Risk Management (ERM). A March 2005 survey of global companies by the
Corporate Executive Board indicated that an overwhelming 86% have established (12%),
or are in the process of establishing (74%), an ERM program.*”

To assess the integrity of an organization’s risk management, the Integrity Institute
has adopted the 7-component ERM framework established by James Lam &
Associates.'® The seven components and assessment standards are summarized below:

(1) Corporate Governance.

The board of directors and executive management must establish appropriate
organizational processes and corporate controls to measure and manage risk across the
company. Best practices include establishing risk policies and limits that clearly define
the “risk appetite” of the company; setting up board and management risk committees to
ensure effective oversight and regulatory compliance; recruiting independent board
members with solid finance and risk management skills; establishing an independent ERM
function headed by an effective chief risk officer; and paying sufficient attention to the
“soft side” of risk management (i.e., culture, values, and incentives).

(2) Line Management.

A critical component of ERM is to integrate risk management into the company’s
revenue generating activities, including business development, product and relationship
management, and pricing. Best practices include alignment between business and risk
strategies, risk-based pricing models, pre-transaction risk analysis, and integrated business
and risk reviews. There are two important reasons why the integration of ERM and line
management is so critical. First, as can be seen in the recent problems in the mutual funds
and insurance brokerage industries, companies often face their greatest risks and conflicts
in providing products and services to their customers. Second, companies must accept
risks to generate returns, and pricing is the only point at which they can get appropriately
compensated.

(3) Portfolio Management.

In order to measure and manage risk aggregations and interdependencies,
management must view all key risks within a portfolio context. Best practices include
explicit risk limits (e.g., credit exposure limits by obligor and industry, market risk limits
by product or exposure, and operational risk limits such as maximum error rates), liquidity
management and contingency plans, and the definition of an optimal target risk portfolio
based on the underlying risk-return tradeoffs. Management should also understand the
inter-risk correlations within its overall risk portfolio, and how these correlations may
change over business cycles, or during market stresses.

(4) Risk Transfer.
Management should develop hedging, insurance, and securitization strategies for
risk exposures that are deemed too high, or are more cost-effective to transfer out to a

17 http://www.corporateleadershipcouncil.com/CLC/1,1283,0-0-Public_Display-105142,00.html

176 See James Lam & Associates, at http://www.jameslam.com (last visited August 3, 2005). The seven
components are: 1) Corporate Governance, 2) Line Management, 3) Portfolio Management, 4) Risk
Transfer, 5) Risk Analytics, 6) Data and Technology Resources, and 7) Stakeholder Management.
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third party rather than to hold in the company’s risk portfolio. In addition to reducing
concentrated or inefficient risk exposures, risk transfer strategies also increase the velocity
of capital deployment. A company is no longer required to tie up capital to support a “buy
and hold” strategy, but can redeploy its capital through a “buy and sell” strategy. Best
practices include the ability to execute risk transfer strategies at the portfolio level (versus
the transaction level); making consistent economic trade-off decisions between risk
retention and risk transfer; and establishing a monitoring process to ensure that the risk
transfer strategies are in fact achieving their stated objectives.

(5) Risk Analytics.

To support the monitoring and management of enterprise-wide risks requires
advanced analytical models and tools. These models and tools provide the risk
measurement, analysis, and reporting of the company’s risk exposures as well as track
external variables. Best practices include volatility-based models (e.g., value-at-risk,
earnings-at-risk, economic capital); risk-adjusted profitability models (e.g., risk-adjusted
return on capital or RAROC, shareholder value contribution); and simulation and
scenario-based models that stress test the portfolio under pre-determined or computer-
generated scenarios. Moreover, a concise ERM report should be developed for senior
management and the board that clearly identifies key risks, and facilitates critical business
and policy decisions.

(6) Data and Technology Resources.

ERM requires significant data management and processing capabilities. Best
practices include a detailed loss and incident database that captures all credit, market, and
operational events; a mapping algorithm that supports the aggregation of same or similar
risk exposures; and real-time tracking of risk exposures that are highly volatile or that
have severe consequences. It is difficult, if not impossible, to develop a single system or a
single data warehouse for ERM given that risks are dynamic and ever-changing. With the
availability of web-based technologies, companies should develop a dashboard technology
that supports more flexible data capture, data modeling, executive reporting, and drill-
down capabilities.!’”

(7) Stakeholder Management.

ERM is not simply a risk measurement and management issue; communications
to, and relationships with, key stakeholders drive it. Stakeholders with direct interests in a
company’s risk management include investors, rating agencies, regulators, and business
partners. Beyond meeting the increasing demand for risk transparency from these key
stakeholders, it is in the company’s best interest to communicate its risk profile more
effectively. The losses that cause the most damage to stakeholder confidence, and the
company’s stock price, are the unexpected ones. Best-practice companies leverage their
ERM programs to improve internal control as well as external communication.

Y7 «Drill Down is a simple technique for breaking complex problems down into progressively smaller
parts.” Mind Tools, Drill Down - Breaking Problems Down Into Manageable Parts, at
http://www.mindtools.com/pages/article/newTMC_02.htm (last visited July 22, 2005). It encompasses a
chart beginning with the overall, largely complex issue and whittles it down to the fine details involved in
the problem. See id.
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Finally, each of the seven components above must work as an integrated whole.
For example, the risk management policies and limits established in the Corporate
Governance component provide the risk appetite for the board and senior management.
The risk measurement and analysis incorporated in the Risk Analytics component provide
the risk exposures for the company. Ongoing monitoring of the company’s risk exposures
against risk management policies and limits is a critical element of an ERM program, and
provides the basis for stakeholder communication and reporting under the Stakeholder
Management component.

In light of the aftermath of Enron, WorldCom, and Sarbanes-Oxley, the level of
interest in risk management has never been greater. According to a 2005 McKinsey &
Company survey of 1,000 board members, 75% would like to spend more time on risk
management.}”® The 7-component ERM framework discussed in this section provides an
assessment tool for the integrity of an organization’s risk management function.

(10) Stakeholders Perceptions of Organizational Integrity

After analyzing the nine non-financial performance indicators outlined above, The
Integrity Institute measures them against the stakeholders’ perceptions to make certain
that perception and reality are aligned. Warren Buffett points out the need for this
measure of integrity in his statement that “Plenty of CEOs don’t understand their business
as well as a lot of people outside their business or even the people who work for them.”*"

According to the 2003 LRN survey, the public indicated their perceptions of a
company’s compliance and ethical behavior had a direct influence on their purchasing
decisions.’® Clearly, this appears to be the case with Wal-Mart, as it appears to struggle
with the backlash of public perceptions. Rather than maintaining a myopic view of our
organizations, employees, customers, vendors, and shareholders may provide insight that
business leaders fail to recognize. The board of directors may understand the business
from management’s perspective. But do they understand its reality from the stakeholders’
perspectives?

The Integrity Institute measures stakeholder perceptions using an advanced form
of technology developed by Perceptyx*® that allows measurement and microanalysis of
organizational integrity by drilling-down into the context of each aspect of the integrated
model described throughout this article. By using this technology, we begin to see exactly
where the impacts are on the organization’s financial performance, and what results might
be accomplished strengthening its non-financial performance.

Through the analysis of such things as demographics (whether by department,
division, region, age, gender, or industry) and responses to questions, a better
understanding of organizational integrity and areas for improvement emerges. The
technology allows The Integrity Institute to show how respondents answered questions

178 See Julie Connelly, CEOs to Boards: Don’t You Trust Us?, CORPORATE BOARD MEMBER (May/June
2005) at http://www.boardmember.com/issues/archive.pl?article_id=12197&V=1.

19| J. Rittenhouse, Leadership, Governance and Breaking the Cycle of Corruption, Address to the Ontario
Energy Association (Sept. 24, 2003) (on file with author).

180 | RN & Wirthlin Worldwide, Bridging the Divide Between Corporate America and The Public (Nov. 18,
2003) (unpublished whitepaper) at http://www.Irn.com/library/whitepapers/wirthlin_2003_print.php.

181 perceptyx (www.perceptyx.com) is a technology provider of The Integrity Institute, Inc.

40



and how long they took to complete the questionnaire. Additionally, a lexical analysis
ranks issues by frequency of words and phrases submitted in the comment section of the
survey. An opportunity index allows comparisons across demographics to isolate the
organizational areas where integrity may be strengthened for better financial performance.

Once the analysis is completed, a gap report prioritizes evaluation of questions,
weighted and prioritized by importance ratings or by consensus. The Model dynamically
sorts the information by question or by categories to isolate the top integrity issues facing
the organization and determines the significance of weaknesses in the overall assessment
of integrity. This in-depth analysis demonstrates to what extent the organization has or
does not have integrity in its non-financial performance and to what extent it impacts the
organization’s financial performance. A visual analysis allows a comparison of the results
by composite scores to determine the themes that emerge as strengths to leverage
improvement, or those that may require immediate attention.

The Integrity Institute performs an assessment to analyze the organization’s trends
over time; we then benchmark those results against an industry-adjusted average. The
composite evaluation scores then determine how whole the organization is by climate
dimension, to understand better which operating units are adding to or detracting from the
organization’s overall integrity.

The Model’s Validity

Although the weight of the assessment models outlined above have a specific
focus, there is a common thread throughout; thus the data captured in one model
reinforces the validity of another. For instance, the shareholder letter can be used to
identify integrity weaknesses in environmental and social policies; the cultural assessment
can be used to identify weaknesses in the leadership; the earnings assessment can
demonstrate problems with the compensation assessment; etc. The integration of these
models creates a synergistic effect as the integrated Model allows a comprehensive
measure of the organization’s non-financial performance strength and its impact on
financial performance, and thus the organization’s overall integrity (soundness,
wholeness, and incorruptibility).

The key to the validity of any model is to understand its relevance, reliability, and
comparability. Using the Model to assess an organization’s integrity provides executives
with the ability to understand what non-financial performance indicators are impacting the
organization’s financial performance, and to what extent strengthening a measure will
create stronger overall financial performance.

The Model’s relevance is created by meeting both the organization’s need to
understand and communicate its ability to withstand market forces, and the stakeholders’
needs to trust that communication. The Model’s reliability is rooted in the creation of a
standardized measure of integrity, which is used solely by The Integrity Institute to
provide the independence and objectiveness necessary through assessment and
certification. The standardized measure of integrity by an independent and objective
institute allows for comparability.

It is important to note, in order to maintain the integrity of the process, The
Integrity Institute does not assess the organization but rather licenses the use of its Integria
Model to a limited number of authorized and certified assessment agents who run the
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following assessment models: 1) Citizenship; 2) Compliance and Ethics; 3) Culture; 4)
Governance; 5) Leadership; and 6) Risk. The results are then analyzed by The Integrity
Institute who independently analyzes the results against the remaining four models: 7)
Communication; 8) Compensation; 9) Earnings; and 10) Perceptions and issues a
certification of corporate integrity to any company who meets the standards established.

CONCLUSION

The Model, which integrates widely accepted and acclaimed models, establishes a
standardized integrity measure, using non-financial performance indicators for The
Integrity Institute to independently assess and certify an organization’s soundness,
wholeness, incorruptibility, thereby allowing organizations to understand the impact such
non-financial performance is having on the firm’s financial performance. By providing
organizations with a means of independently and objectively certifying their integrity, we
establish a standard that allows companies to attract customers, superior talent, and further
investments; motivate employees; define its competitive advantage; create a platform for
innovation; leverage suppliers; and lower marketing costs, while reducing scrutiny, risk,
and impact of a crises, and vulnerability to competitive attacks. The result means a
company can capitalize on the value of its integrity while at the same time reduce the risk
to investors.

I believe organizations have an obligation to take steps to dispel the fear created by
the recent corporate scandals. Without trust, our economy will not sustain itself; it
requires investors who trust companies—companies committed to demonstrating and
maintaining a commitment to integrity. If assessing, measuring, and certifying integrity is
what it takes to rebuild the confidence required to sustain our economy, then the
arguments made throughout this article are the best chance we have of sustaining the free
market society in which we live.
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