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| Challenges and Opportunities

Expectations for appropriate business and professional accounting behavior have changed
dramatically. The demise of Enron, Arthur Andersen, and World Com triggered the U.S.
Sarbanes-Oxley Act of 2002 and galvanized reforms in the accountability and governance of
both corporations and professional accounting. These reforms and the subsequent subprime
lending fiasco have influenced business and professional ethics around the world, and they will
continue to bring new challenges and opportunities for directors, executives, and professional
accountants.

The reforms in accountability and governance frameworks have recognized that corporations
and professional accountants are more broadly accountable than prior tradition evidenced. The
crisis of corporate reporting credibility that Enron began, Arthur Andersen fostered, WorldCom
capped, and the Sarbanes-Oxley Act (SOX) sought to remedy heightened the awareness that cor-
porations and the accounting profession must have the support of many stakeholder groups to
achieve their strategic objectives.

That support requires trust—trust based on the expectation that the corporation and profes-
sional accountant will do the right thing, that their actions will respect the interests of the stake-
holder group. Earning and maintaining that trust requires changing the strategy, risk
management, planning, operations, and decision making of the corporation to take account
of the interests and expectations of stakeholder groups in addition to shareholders. A new
accountability framework is required that focuses on indicators of performance related to stake-
holder expectations for both internal and external reporting.

Governance must focus on this new, broader accountability framework in order to ensure
that stakeholder trust objectives are met. Such a change will not happen by itself, and directors
are in danger of not fulfilling their risk management, due diligence expectations to shareholders
if they ignore this duty. Some directors have understood the value of an excellent reputation and
have been including risks to reputation in their risk management programs. Now that the link-
age among ethics, reputation, and trust is clear and better understood, it is vital for corporations
to upgrade their accountability and governance frameworks to ensure continued support. Share-
holders and other stakeholders have come to expect more than they did pre-SOX—and the bar
continues to rise.

Professional accountants can and should provide a critical element in the trust-oriented
accountability and governance system. First, professional accountants can be important agents
for ensuring trust. They are expected to serve in the public interest, and must do so to preserve
the trust placed in them by a society that expects them to behave as professionals. This expec-
tation, which applies to professional accountants in public practice as well as those employed by
corporations, requires a rededication to their role as a trusted fiduciary. Second, professional ac-
countants are well placed to understand the role of trust in internal control and accountability
frameworks, and in the governance frameworks that provide direction and oversight to corporate
activities. Third, good professional accountants are expected to display a level of professional
skepticism and duty that should enable them to recognize the red flags of potential problems
and report or remediate them.

Perhaps most important, these new governance and ethics expectations have reached the aca-
demic launching pads for new directors, executives, and professional accountants. The interest in
newly created directors’ governance education programs is startling. In 2004, the accreditation
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body for business schools worldwide published an Ethics Education Task Force Report that
called for business students to be educated about (1) the responsibility of business in society,
(2) ethical leadership, (3) ethical decision making, and (4) corporate governance and ethics.'
Moreover, many jurisdictions are requiring compulsory ethics courses for accounting students
before they are considered ready to write their qualifying exams for professional accounting des-
ignation. Accordingly, ethics and governance coverage is penetrating the curricula of far more
business schools than in the past—which bodes well for the future.

Understanding these trust expectations and the interrelationship to ethics and governance
will resolve challenges and present opportunities for directors, executives, and professional ac-
countants. More important, it will provide the essential foundation for ensuring their sup-
port—and that of corporations—in the future.

| Purpose of the Book

The crisis of corporate reporting credibility became so severe in mid-2002 that drastic measures
were required to restore that credibility and relieve the gridlock that froze capital markets and
dampened economies around the world. In fact, the financial disasters in 2002 accelerated and
crystallized the impact of pressures for enhanced corporate accountability and a supportive gov-
ernance framework that had been growing for years. As governance reform based on sound eth-
ics takes hold around the world, there is an increasing need to understand the historical
precursors involved, the responsibilities expected, and the techniques available for the satisfac-
tion of those expectations.

Telling the story of ongoing pressures for more trusted governance and of the contributions
of the disasters at Enron, Arthur Andersen, and WorldCom is important to the development of
an appropriate understanding of the new SOX world for directors, executives, and accountants,
Just as sound governance has recently incorporated the need for a risk management process, now
the risk management process must be broadened to involve awareness of factors that can erode
the support of stakeholder groups.

The reputation of corporations is recognized as being connected with the degree to which
stakeholders trust that corporations will do the right thing. In other words, there is now a con-
cern for both what a corporation does and how it is done. At certain times in the past, the
emphasis was so strongly on achieving profit that little attention was given to how the profit was
carned. Now that the support of stakeholders is recognized as critical to success, understanding
how to build their expectations into corporate behavior, accountability, and governance is an
important second objective of the book. Extending this discussion to the new era for professional
accountants, and reviewing their potential roles, is a third objective.

Directors, executives, and accountants need to understand how to make ethical decisions they
can defend to stakeholders. Codes of conduct cannot cover all situations, so organizational
cultures need to be developed and decision processes utilized that are based on sound ethical
decision-making frameworks. Business & Professional Ethics covers these topics as well as the
development of an ethics risk management process, strategies for dealing with and reporting
to stakeholders, and strategies for ensuring ethical behavior in the workplace and during the
management of crises.

In a nutshell, Business & Professional Ethics examines the background and nature of the
new stakeholder-support era of corporate and professional accountability and governance and

1. The Association to Advance Collegiate Schools of Business, AACSB Ethics Education Task Force Report,

June 2004, available through the BPE website at www.cengage.com/accounting/brooks
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provides insights into the development of sound patterns of behavior on the part of directors,
executives, and accountants. Successful management of ethical risks and the development of
ethical competitive advantages depend upon the mastery of the subjects discussed. Professional
accountants must understand the issues covered as a foundation for the fulfillment of their role
as fiduciaries and experts in accountability and governance.

| Applicability

Business & Professional Ethics is intended as a sourcebook for directors, executives, and profes-
sional accountants on post-Enron/SOX accountability and governance, and on appropriate deci-
sion making, behavior, and ethics risk management in the new era. Blending text and cases, it
can be used as a stand-alone book in courses in business and/or professional ethics, or in govern-
ance. It is also very useful for independent study, or as an adjunct to traditional strategy, govern-
ance or accounting texts to provide access to interesting, real-world dilemmas. The material in
the book has been used very successfully with MBA and Executive MBA students as well as acc-
ounting students.

The book has been organized into relatively freestanding chapters to facilitate custom pub-
lishing of a selection of chapters and/or cases. For example, Chapter 2, which covers the Enron,
Arthur Andersen, WorldCom, and Sarbanes-Oxley developments, has been well used to start off
Executive MBA programs. Similarly, directors and executives or MBA students wishing to focus
on conflict of interests could benefit from Chapter 2 and 3, plus cases from other chapters.
Chapters 1 and 4 have provided a fundamental platform for understanding current business eth-
ics expectations and defensible approaches to ethical decision making for business students
beginning their studies. New Chapter 8, which covers the subprime lending fiasco, provides
an essential understanding of the current business challenge gripping us all worldwide. Profes-
sional accounting students should be familiar with all chapters.

The coverage provided is largely North American (N.A.) in orientation. Examples and cases
are drawn with that perspective in mind. Basic ethical problems and principles are the same thr-
oughout North America, since they are shaped by the same concerns, markets, and similar insti-
tutional structures and legal strictures. Where points of difference are noteworthy, they are dealt
with specifically. It should be noted that the increasing globalization of capital markets has ex-
tended North American expectations and problems to large companies around the world. Several
new cases covering problems of large European companies and doing business abroad are includ-
ed to provide a global perspective.

Because of the prominence of N.A. capital markets, and the significant impact of the N.A.
practices of the Big Four professional accounting firms, the N.A. governance frameworks for
both business and professional accountants around the world will serve as a benchmark for
developments in other jurisdictions. In addition, domestic and foreign expectations for behavior
will be increasingly intertwined because the practices of multinational corporations or firms will
be increasingly scrutinized globally by stakeholders active in major consumer and capital markets
and in regulatory arenas around the world.

Ethical behavior in international operations and international accountability are specifically
explored, however, because differing cultures call for somewhat different ethical behavior. In
addition, the recent emergence of global ethical accounting standards under the auspices of the
International Federation of Accountants (IFAC) is covered extensively to prepare readers for the
global harmonization process that is occurring.
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| Authors’ Approach

To the greatest extent possible, Business ¢ Professional Ethics focuses on the development of a
practical understanding of the ethical issues driving the development of emerging accountability
and governance frameworks, and of the practical skills required to deal with them effectively. Of
necessity, this means providing a learning experience embedded with real-life cases and exam-
ples. At the same time, these real-life problems are interpreted through exposure to classic posi-
tions and articles that have had a lasting impact on business ethics in general and the accounting
ethics in particular. The authors’ experience as directors, executives, and professional account-
ants, plus substantial experience in the teaching of and consulting on business and accounting
ethics, management control, and similar governance-related subjects, contributes significantly to
the development of the issues and discussions offered.

| Organization of the Book

To facilitate the purpose of the book, it is presented in four parts, each with two chapters.

PART 1 THE ETHICS ENVIRONMENT

Ch. 1 Ethics Expectations

Ch. 2 Enron Events Motivate Governance & Ethics Reform

PART 2 ETHICAL BEHAVIOR

Ch 3 Ethical Behavior— Philosophers’ Contributions

Ch. 4 Practical Ethical Decision Making

PART 3 ETHICAL GOVERNANCE, ACCOUNTABILITY & MANAGEMENT

Ch. 5 Corporate Ethical Governance & Accountability

Ch. 6 Professional Accounting in the Public Interest, Post-Enron

PART 4 SIGNIFICANT ETHICS ISSUES FACING BUSINESS & THE ACCOUNTING
PROFESSION

Ch. 7 Managing Ethics Risks & Opportunities

Ch. 8 Subprime Lending Fiasco— Ethics Issues

Part 1 provides an understanding of concerns that have been driving the development of
ethics expectations both pre- and post-Enron.

I Chapter 1 deals with concerns traditionally felt by a range of stakeholder groups, and how
these concerns produced a broadened stakeholder-oriented accountability expectation.

I Chapter 2 tells the story of how the Enron, Arthur Andersen, and WorldCom fiascoes
precipitated the corporate reporting credibility crisis that led to the Sarbanes-Oxley Act,
which crystallized ethics expectations into new frameworks for accountability and governance
for corporations and professional accounting. Both provide a useful foundation for later
chapters.
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Part 2 facilitates how a director, executive, employee or professional accountant should
respond to the emerging ethical expectations by taking decisions and actions that will be con-
sidered both right and defensible when codes of conduct do not precisely fit the circumstances.
It presents both concepts developed over the centuries by philosophers as well as practical frame-
works for their application.

I Chapter 3 covers important contributions by several philosophers to provide a background
from which to reason ethically.

I Chapter 4 presents several practical approaches to ethical decision making—really the core of
ethical behavior—that facilitate the development of strategy as well as day-to-day decisions
business people must face.

Part 3 examines how corporations and professional accountants can develop sound ethical
accountability, governance and management systems that respond to the new ethics expectations.

I Chapter 5 covers those issues, expectations, and ethical culture-promoting systems that
directors and executives should understand in order to discharge their duties successfully in
the modern era.

I Chapter 6 deals with the roles and functions of professional accountants in the new
accountability system for corporations, as agents of ethical accountability, as experts in the
development of ethical accountability and governance mechanisms, and as professionals
who should be demonstrating professional skepticism. Both Chapters 5 and 6 cover the
identification, assessment, and management conflicts of interest, and other key elements of a
modern ethics-oriented governance system.

Part 4 deals with a set of extremely important issues that directors, executives, and profes-
sional accountants need to understand and develop a facility with in order to avoid serious pit-
falls and to take unique opportunities that others will miss. The last chapter of the book provides
an overview of one of the most pressing ethical and economic problems of our lifetimes that we

will all suffer from, and all should learn from.

I Chapter 7 deals with the super critical areas of ethics risk and opportunity management,
effective stakeholder management, corporate social responsibility performance and reporting,
workplace ethics, motivation and avoidance of fraud and white collar crime, ethics for
international operations, and ethical crisis management.

I Chapter 8 written in November 2008, reviews the subprime lending fiasco and presents an
ethical analysis of this latest ethical disaster to influence the world negatively. Lessons drawn
from the ethical analysis are presented to provide a platform for discussion and learning
so that future problems can be avoided. In its own way, this chapter provides a summary
application of the material covered in earlier chapters.

Each chapter presents an interesting selection of cases, and a useful list of references.

In addition, numerous references are made in the margin where a website link/reference or a
downloadable file is available on the Business & Professional Ethics website at www.cengage
.com/accounting/brooks. The BPE website is updated continuously with new information,
notes, and website links of interest.
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| Improvements to the Fifth Edition

Building on the strong foundation developed in the earlier four editions, the new edition has
been thoroughly updated, benefiting significantly from:

i
:
i

L

The contributions of a new coauthor, Paul Dunn.
A new chapter (Ch. 3) on Philosophers’ Contributions to Ethical Behavior.

A new chapter (Ch. 8) on the Subprime Lending Fiasco that has triggered a credit freeze that
has led to a downturn in economies around the world.

Full integration of international (IFAC) ethical standards to which the world is harmonizing

in Chapters 4 and 6.

Enhanced treatment of Corporate Social Responsibility in Chapter 7.
New section on Fraud and White Collar Crime in Chapter 7.

Many new cases.

New or revised material on:

» The globalization of business and professional ethics

« Enron updates

» Philosophers™ contributions to ethical behavior

* Modifications and improvements to practical decision making approaches
* Examples of philosophical and practical decision making approaches
» Ethical corporate cultures

» Alternative governance theories

« Integration of international (IFAC) ethical standards

« Corporate social responsibility

* Motivations for fraud and white collar crime, including an analysis of a real case.

The fifth edition includes many new cases including the following:

Ch. 1 Ethics Expectations

!

China’s Tainted Baby Milk Powder
The Ethics of Bankruptcy: Jetsgo Corporation

Ch. 3 Ethical Behavior— Philosophers” Contributions
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Terrorist Payments

Ch. 5 Corporate Ethical Governance & Accountability
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Manipulation of MCI’s Allowance for Doubtful Accounts

Stock Options & Gifts of Publicly Traded Shares

The Ethics of Repricing and Backdating Employee Stock Options
Siemens’ Bribery Scandal

Société Générale’ Rogue Trader

Ch. 6 Professional Accounting in the Public Interest, Post-Enron
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Ch. 7 Managing Ethics Risks & Opportunities

| Walt Pavlo’s MCI Scams/Frauds
I The Need for Skepticism, Courage & Persistence

Ch. 8 Subprime Lending Fiasco—Ethics Issues

| Mark-to-Market Accounting and the Demise of AIG

I Subprime Lending—Greed, Faith & Disaster

| Moral Courage: Toronto-Dominion Bank CEO Refuses to Invest in High-Risk
Asset-Backed Commercial Paper

I The Ethics of AIG’s Commission Sales

@ Importantly, the BPE website, www.cengage.com/accounting/brooks, is constantly expand-
ing to include helpful references such as video clips of major events, and brief summaries of
key books on ethical matters.

As well, the BPE Instructor’s Manual, which is available online, has been augmented to pro-
vide sample examinations and the discussion of successful, innovative usage of the book by sat-
isfied instructors.

| Acknowledgments

| By Len Brooks

I have been fortunate to receive excellent suggestions for improving this and earlier versions of
Business & Professional Ethics from Graham Tucker, Alex Milburn, Bill Langdon, Peter Jackson,
Michael Deck, Curtis Verschoor, Lyall Work, and John Grant. But, as in the past, I want to
acknowledge specifically the searching and insightful contributions by David Selley and partic-
ularly Ross Skinner. In addition, I want to thank Miguel Minutti, whose research enriched many
of the book’s cases and discussions. These contributors should rest easy, however, as I did not
accept all their suggestions and therefore take responsibility for any errors or omissions.

To my former colleague, Max Clarkson, I owe a debt of gratitude for providing the initial
platform and encouragement for development and exercise of my ideas in the classroom and
as a consultant, and the stimulation to search for new ideas to contribute to our discipline.

To my mother and my father, who was a CA, CGA, CMA, and CPA, I owe my understand-
ing of values and my interest in pursuing them.

To my wife, Jean, for her continued support, and for their forbearance my children, Cath-
erine, Len, Heather, and John, their spouses or significant others Christina, Gabe, and Rob, and
to my grandchildren Bianca, Willow, Mya, and Owen, I owe my love and respect.

| By Paul Dunn

I am grateful to those who taught me so much in university, in particular, Larry Lynch and
Edward Synan at the University of St. Michael’s College in Toronto, and James Post at Boston
University. They provided me with the grounding I needed in philosophy and business; they
showed me how good teachers motivate and encourage learning in students; they also graced
me with their friendship. Ross Dunn’s life demonstrated how ethics and business could be suc-
cessfully linked together. I have been fortunate to have received extremely helpful suggestions on
many of the new cases in this volume from Alan Gardner and Paul Singleton, as well as Peter
Thor and the discussions with his family at the Cottage.



