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COURSE OBJECTIVES

1. To educate licensees in ethics of professional accounting as Texas CPAs.

2. To convey the intent of the Rules of Professional Conduct in the performance of professional
accounting services/work, not to adhere to the mere technical compliance of such rules.

3. To assist the Texas CPA in applying ethical judgment in interpreting the rules and determining
public interest. Public interest should be placed ahead of self-interest, even if it means a loss

of job or client.

4. To review and discuss the Rules of Professional Conduct and their implications for personsin a
variety of practices, including:

a. CPAs in client practice of public accountancy who perform attest and non-attest services
per § 501.52.

b. CPAs employed in industry who provide internal accounting and auditing services.

c. CPAs employed in education or in government accounting or auditing.
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INTRODUCTION

Accounting scandals. Embezzlement. Fraud. “Taking the easy way out.” All too often we read these
words in the paper or hear it on the evening news. Most of the tales tell of the failure by individuals in
their fiduciary duty to properly handle, manage and/or report company assets and operations.

Values. Ethics. Integrity. Morality. Principles. Courage. “Doing the right thing.” Far more rarely reported
are stories of those who are not only steadfast in their values, but also take action to right a wrong,
despite the many factors that can pull an individual in many directions. Greed, management pressure,
fear, and expediency are some of many different aspects that divert an individual from a righteous
path to the slippery slope of moral compromise.

In an era of some managements’ over-focus on analysts’ expectations and pressure to meet profit and
loss targets, there are unfortunately many examples of cutting corners and so-called “earnings
management” which later are labeled by the action’s real names: unethical behavior, criminal activity
and fraud. In certain cases, the accountants become complicit, either wittingly or unwittingly, in the
scandal.

How is a Certified Public Accountant (“CPA”) expected to navigate such treacherous shoals?

The following course material is designed to assist the CPA in learning how to manage the ethical
challenges that arise in today’s work environment. We will examine in Part | the basic ethical
philosophies and values that individuals rely on to determine which actions are right and which are
wrong. Part Il will review the various guidelines, such as the AICPA Code of Conduct and/or state
specific rules, to which CPAs must adhere. After covering rules, thoughts and philosophies, Part | and |l
can assist the CPA in determining the rightness and wrongness of an action, Part lll will discuss ways in
which individuals can improve their chances of behaving ethically. Woven throughout the material are
various real-world case studies to illustrate various points.
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PART I: VALUES - A STRAIGHT AND NARROW PATH OR A MINEFIELD?

What are ethics? The Encyclopedia of Philosophy gives a helpful definition:

1. A general pattern or “way of life,”
2. Aset of rules of conduct or “moral code,” and
3. Inquiry about ways of life and rules of conduct.!

Iltems 2 and 3 above are focused on determining what is acceptable or unacceptable based on one’s
values or existing rules. We will cover various schools of ethical thought as well as the specific rules
governing CPA conduct in Parts | and Il, respectively, of the course material.

While it goes without saying that it is essential that a person have some frame of reference to
determine the correctness of an action, the greater challenge is in Iltem 1 above, integrating this
knowledge into ethical action into a way of life. Ideally, one’s values and ethical rules are so
internalized that doing the right thing becomes more of a reflex than conscious decision. This topic
will be covered in Part Il of this course.

Two of the primary branches of ethics are normative ethics and applied ethics.?

Normative ethics address the issues of right and wrong actions. A normative theory makes claims or
offers guidelines or norms about how to discern the right action. We will be focusing on the various
types of normative ethics in this segment.

Applied ethics investigates how a normative system plays out in a practical situation. Business and
Accounting ethics are a type of applied ethics. We will discuss in Part lll how to put our values and
ethical rules into practice in our everyday work lives.

Normative Ethical Theory

There are three major normative ethical schools of thought — consequentialism, deontological theory
and virtue ethics.3

Consequentialism

Conseqguentialism focuses on choosing the right action, which is determined by looking at the
consequences of that action.
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One of the noted consequentialists from the late 1700s was Jeremy Bentham, who espoused the
concept of utilitarianism. This theory states that the correct action is the one that maximizes good.
Good is defined as pleasure and Evil as pain. The weakness in this theory is the fact that an individual
may define good as the action that brings him or herself pleasure without regard to whether or not the
action brings good or bad results to others. Complete focus on pleasure for one’s self is called
hedonism. Henry Sidgwick, a Victorian philosopher pointed out the downside that when the objective
is pleasure, pleasure becomes elusive. This is known as the “hedonist’s paradox.”

Bentham contemporary John Stuart Mill refined this theory by stating that actions have utility when
they maximize happiness. He focused on the pleasure of all who would be affected by the action not
just one’s own pleasure.*

The oft-repeated maxim, ends justifies the means, is often used to describe an individual’s desire to
achieve a particular outcome irrespective of whether the actions taken to realize these goals are good
or bad in themselves. This ethical framework in itself is certainly a valid one assuming that the end
result has a noble purpose that outweighs the cost of achieving it.

For example, many of us viewing in isolation the techniques used during military boot camp might
consider the harsh physical activity, sleep deprivation, unyielding structure, and yelling to be cruel and
unnecessary. All military branches are responsible for transforming undisciplined, out-of-shape, and
sometimes unmotivated young recruits into physically capable and mentally controlled individuals that
are able to obey orders and complete the mission even in the face of confusing, chaotic or dangerous
situations. Why? Because in many cases, our country depends on these young men and women to do
their jobs in order to keep the rest of us safe. If the recruits had not been subjected to such extensive
and rigorous training, their superiors could not rely on them to execute orders in crucial situations and
all could be lost. Likewise, business may have to ask employees to work overtime to reach a particular
short-term goal. Another appropriate example is choosing not to “fix” an immaterial accounting error
since the time and resources needed to rectify the situation outweigh any benefit that could be
derived.

The phrase ends justifies the means more often conjures up visuals of dramatic characters, such as the
Machiavellian mobster family in the popular television show, The Sopranos, who are willing to commit
any brutal or repulsive act in order to “maintain peace in the ‘family.”” And indeed, there are many
real-world financial statement fraud cases where the ends justify the means theory of ethical thought
has been misused by management teams overly focused on achieving analysts’ expectations. We do
not have to go back many years to recall the spate of accounting scandals that set new lows on the
financial statement manipulation that companies were willing to employ. The shock of the World Com,
HealthSouth, and Enron failures were unfortunately eclipsed by Bernie Madoff and the many players in
the recent mortgage crisis -- Lehman Brothers, Goldman Sachs, Moody’s, AlG, JP Morgan, and
Countrywide -- to name a few. So many of these organizations justified their unethical business
practices based on the short-term benefits (mostly to themselves) to be derived. Little consideration
was given to the devastating impact to the shareholders, the employees and indeed the global
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economy. Thus, one of the major shortcomings of consequentialism is the fact that sometimes the full
extent of outcome is not always known at the time the act occurs.

In early June 2016, a pair of would-be robbers held up a McDonald’s restaurant on the outskirts of
Paris, seizing approximately $2,000. What was probably obvious to the criminals is the fact that there
was a chance of being caught by the police during the course of the robbery, assuming the authorities
would be able to arrive on time. Perhaps in the thieves’ mind, the benefits of obtaining the loot (the
ends) outweighed the calculated possibility of being caught by the police. What was not anticipated by
these burglars was the fact that eleven armed members of the French Paramilitary Special Forces
(France’s version of the Navy Seals or Army Rangers) were eating lunch at the restaurant that day. It
goes without saying that the soldiers acted decisively to efficiently apprehend the crooks in record
time.>

The criminals may have contemplated a particular consequence (apprehension by the police) and its
attendant risk (only a remote possibility of being captured) with respect to robbing the bank but the
risk ended up being far higher and the outcome far more painful.

This story is an unfortunate parallel for the unintended consequences that often occur as a result of
financial statement fraud. Recent studies have found that the more the management is focused on
meeting analysts’ expectations or internal metrics, the less transparent financial reporting becomes.
Thus, the accountants may be under great pressure to “fudge” numbers or improperly shade
transactions in order to meet executives’ demands for the financial statements to conform to the
desired goal. Unfortunately, this short-term focus on meeting expectations comes at the price of at a
minimum, “bad/aggressive accounting” which can easily lead to fraud. Most individuals do not intend
to commit white-collar crime, but they fail to look past the immediate pressure to see that their
wrongful act can lead to loss of license, suspension, jail time, and a stigma that would be hard for a
family to bear.
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Case Study: Willful Igrnorance and the S‘ubprilne Mortgage Crisis

Much ink has been s]pﬁlﬂle(dl in the aftermath of the Great Recession, which was
splunrlre(dl on un llaurge part by the glreedl and ignorance of the major pllay@]rs on the
financial stage. Unfortunately, it becomes a cautionary tale of what can occur if
individuals and institutions look ONLY to their own interests and do not consider

at all the rcantanslt]mo»p]hlil(c consequences such actions leave in its wake.

It seemed that no one, from the major banks, tnsurers and ratings agencies down
to the mortgage brokers and homebuyers, cared about the 1l<o»1n1g=1t<elrlnn1 (dl(e\\falsltalltiilnlg
impact to the glho»lb»alll econony un g(elnuelﬁaﬂl and to themselves un ]paurltihmu[llaum One of
the biggest culprits of the financial meltdown from 2007-2010 was associated with

the mortgage crisis. A brief discussion of the major events that lead to the

ii]nnqpll(@sﬁ(onm of the rglhoﬂbatll economy is warranted.

Prior to the securitization of debt ((\w]hui(c]hl will be discussed 1bue‘1[(0)\V\V)),« banks
traditionally would lend money -- via mortgages or a line of credit -- to
customers who were depended upon to pay the funds back at an agreed-upon
tinne. Sunce most banks ]L((G‘]P)lt the mortgage or notes el naturity, it was critical
that both the borrower was solvent and trustworthy and that the asset 1b)<eii1n1<g
mortgaged was stable and valuable enough to satisfy the note should it become

]F(E‘)]P)(O)§§(6§§(e(dl\»

Starting in the 1970s, banks discovered that it was far more lucrative to sell
financial products securitized by a bundle of mortgages to the public and other
financial institutions. These products were also known as 1nnuo»1r1tgalrg(e:lb)aucke(dl
securities (“MBSs”). If there was interest or dividends due to the MBS investor or
they wanted to be redeemed out, the Banks would need to rely on a steady cash
flow from borrowers consistently paying off their mortgages. The beauty of this
scheme is that poor-quality mortgages — known as subprime — could be mixed in
with AAA rated mortgages without significantly impacting the MBS holder’s risk
of loss under the theory that the 1unnudlerllyihnlg assets were diversified. It seemed
that the ]Pnudb)llihc"s appetite for MBSs was endless, and many of the major funancial
institutions were happy to rake in the profits. There were also some other players
tndirectly 1bneln1efii1t1t[[1n1g from the MBS golhdl@lnl goose: insurance companies who
glleeiflutlll[y received billions in premiuns in exc]htauntge for nsuoring what they
considered the unlikely event of loss should certain tranches of mortgages
1unnudl<elrllyiilnlg the MBSs fail. These products were known as “credit default swaps” or
“CDSs.” There were infinite permutations and secondary markets of the MBSs and

CDSs and many came to the party. What nnany ]pue@]p)lle failed to realize was that




billions of dollars of “wealth” all ]hu‘i]nugedl on whether the 1unnudlelrllyii1n1g assets — the
bundle of mortgages --- Were current and the houses which they secured had at

least as much or more value than the money that was owed on themm.

Unfortunately, a catastrophic number of mortgages defaulted, causing the MBSs
to (dhm)p tremendously in value. Those (o>\v\vmlfunlg the MBSs sustained direct losses,
as did the tnsurance companies that underwrote them. Storied firms such as
Lehman Brothers and Bear Stearmns (dlftsal]P>]p>(eallr<e(dl or were swallowed up by others.
Massive lay-offs and the 1F1r<e(e74[[1n1rg of the credit markets caused the economy to
go into a death s]p[‘uﬁaﬂh Ordunary citizens who had little to do with the mortgage
crisis found themselves as collateral <dlaunnlalge¢ Most of us know of friends,
relatives and P@‘]F]hl@l][)@ yourself who expelrie]nuce(dl loss of J‘j@lb),\ reduction tn wages,
and tremendous financial stress. No one was unscathed. What were some of the

factors, which led to this monetary Armageddon?

+ Mortgage companies such as Countrywide who were willing to lend money to
individuals who were either not credit worthy or simply did not have the income level
to support laur«gne mortgages. These companies knew they could underwrite faulty loans
and profitably unload them on <C1o»1nugl omerates who were 1rte]Pnavc]L<a1glumg them and sell g
them off in pieces via the CDOs. NINJA (No income, no job, no assets) loans, subprime
mortgages, “liar” loans and wnconscionable aule|1uts1tal ble rate mortgages ultinnately
became some of the instruments of destruction. These mortgage <C(o>1nn1]p).annu‘i<es neither
knew mor cared whether the loans would go into default because it would not be their
problem once the asset had been peddled to someone else.

* Regulators such as the Office of the Comptroller of the Currency and the Office of Thrift
Supervision which looked the other way even when the attorneys general of some of
the states reported predatory real estate financing by several of the banks.

% Banks such as Goldman Sachs, Lehman Brothers, Bear Stearns, Citibank and JPMorgamn,
who recklessly purchased these mortgages and essentially foisted them upon investors
even lt]huonutg]hl an even cursory review would have revealed that the MBSs would be based
on financial quicksand. These financial institutions also carried an enormous amount of
debt compared to their equity, in some cases g4o-to-1. This created the situation where
even a modest decrease in the value of the bank’s assets would almost immediately cause
insolvency.

% Insurers such as AIG who recklessly issued policies via the CDSs without per F<o»1rlnn1iilmg
due dili igence. The losses sustained (dhunrlunlg the meltdown were greater than they had
resources to cover The US taxpayers ended baili ing out most of these insurers via the
billions lunlJ|(e<c1t<e(dl by the Federal Reserve.
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+* Ratings Agencies such as Moody’s Standard & Poor’s and Fitch’s which allowed theur
clients to “buy* excellent ratings on these investments. The purpose of the agrency
ratings is to indicate to the inves sting public the risk level of financial product, and in
theory these 1ra11tlun1gb are s ﬁlqup(o's«adl to be i innpan rtial. However, the investment’s s sponsor
was the one ]ha\vihnug to pay for the analysis. As a result, agencies would 10)1bv1liig<e their
customers with inflated ratings in fear of 1l<01§|unl<g their business Investors therefore
buonu[g]hut MBSs and other derivatives — and insurers issued CIDSs—based on these s strong
ratings not ]k]nuonwulnlg or perhaps caring that they were ltatklunlg on far more risk than
they had anticipated.

* Freddie Mac/Fannie Mae strayed from theur <0v1rltg|umall purpose of 1bnelun1g the purchaser
and/or insurer of last resort for troubled ]ﬂl'llOv]Fltg"ng'@b Originally, these entities were
designed to be a mechanism for keeping capital smoothly flowing into the lending
market. Due to 1nn1ii§glutil(dle<dl gno»velrlnunnuelmltalll expansionist policies, Freddie and Fannie
became W(‘L]Hlil]ntg <dhunnnqp>ihmg glrtonunnudls for these home loans that would have mever
happened had the lender been completely accountable for the losses. When a critical
number of the mortgages that had been guaranteed started to go into default, Freddie
and Fannie experienced huge losses. They were then unable to continue purchasing
any more mortgages, resulting in a freezing in liquidity and adding precipitous
momentun to what became the Great Recession.

% Individuals who were will lunug to borrow up the limit all the money the mortgage
companies were <o>FF<e]rlun1g even lt]huonuug]hl common sense would have easily shown that
they did not have the personal \\NV]hl(e]F@\V\Vlllt]hlalu to support the debt. Many people allowed
the promise of sudden riches by lqpqpnuntg” houses cloud their J|1undlglnnuelnut and sign on
to loams that were wnsustainable. One could argue that had individuals not been
enthralled by the idea of (0>W1nuunlg their “dream home” or by g]ﬂe‘edl of quick success,
they would have borrowed only a sensible amount. The real estate bubble may not
have been as dramatic, and perhaps the iilnnqplhosii(oum of the economy would have been far
more muuted.

What becomes obvious in reviewing this debacle is that all the characters
unvolved were acting almost entirely in their own tnterests and were
indifferent as to how their individual callous and unethical behavior would
collectively lbnr[hmg the world economy nearly to a 1C(o>1nn1pll<elt<e <c<o>1lll‘allp)§e¢ In the
tnterinn, many tndividuals who had Jnuont]hliilnlg to do with the mortgage
§]hueln1aunliigaums were indelibly affected lt]hUF(O»lU[g]hl loss of J]Olb)y hone and family.
Suicide became more prevalent as some people became [L]nt<01r<ealsiiln1glly nmore
<dl<e§pe]rante as the Great Recession (dllralgg<e<dl on. It can be aurglunewdl that those
parties who WiilUlfunlglly participated in what many people described as a

mortgage Ponzi scheme have blood on their hands.
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Deontology

Another normative ethical theory is deontology. A deontologist espouses the maxim that one should
do the right thing based solely on the fact that it is right, irrespective of the consequences of the
action. Their mantra would be “do your duty for duty’s sake.” A person therefore must tell the
absolute truth even though the fall-out could be significant. A deontologist does not look to the future
or the effect of an action. They merely do the right thing because it is the right thing to do.

One of the leading deontologists from the mid- 18t century was Immanuel Kant. He championed the
belief that an act is moral because it is right, not because of its consequences. He held that if we have a
duty, we must perform that duty without exception.®

Deontologist base their decisions about what’s right on broad abstract universal ethical principles or
values such as honesty, promise-keeping, fairness, loyalty, rights (to safety, privacy), justice,
responsibility, compassion, and respect for human beings and property. According to some
deontological approaches, certain moral principles are binding, regardless of the consequences.
Therefore, some actions would be considered wrong even if the consequences of the action were
good. In other words, a deontologist focuses on doing what is right whereas a consequentialist
concentrates on doing what will maximize societal welfare.

During World War Il, some of the individuals being interrogated would lie to Nazis and state that they
were not hiding Jews even though they were in fact doing so. While we generally have a duty to tell the
truth to authorities, in this case the individuals found that the value of human life outweighed the duty
to tell the truth. A deontologist would not consider being untruthful to the authorities since lying in
itself is a bad act, even though such a confession would put another’s life into peril. A consequentialist
would condone lying in that circumstance since a human being is more important that telling a lie.

The downside to deontology is that there can be over focus on merely doing one’s duty or “following
the rules” without considering the bigger picture. Often, accountants will look for guidance (e.g., GAAP,
IFRS, tax law) to determine how to treat a particular transaction. While it is appropriate to gather this
information, this should not be the end of the inquiry. Meeting the rules should be the starting point
for whether or not a matter is ethical, not the end of the investigation. After ensuring that the
transaction meets the minimum legal requirements, CPAs should then ask additional questions: Is the
transaction ethical? Even though it meets the letter of the law, does the proposed treatment subvert
the policy for which the rule exists? Is it the right thing to do? Does the transaction “smell bad?”
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Case Study: Toronto-Dominion Bank Lives its Values

The S]huelnlaunliigaums of selﬂl[i]nlg 1nnuo»1r1t<ga1g(er)aucke(dl securities to an unsuspecting
]Pnudb)llil(c were not limited to the United States. In Canada, similar plmondhuucts
called asset-backed commercial paper ((A]BC]P’)) were also 1b><eﬁ1nug widely sold.
ABCP were short-term debt instruments issued by a trust and secured by
assets such as mortgages. The weakness of this product was that the ABCP
depended on the cash flow of its 1unn1<d[<e1rllyihmg assets. If mortgages started
(dl@iﬁanudlltiilmg,« then there potentially could be a lack of funds to satisfy the ABCP
when they became due. We can see tn ]hlﬁ]ﬂl(dlsiig]hnt that many of the mortgages
did begin to falter, and a liquidity crisis ultimately ensued starting in mid-
2007. However, the management of Toronto-Dominion Bank, one of the
llaurgeslt <c<0)1n1gll<o>mnueraut<es un the Canadian financial sector, had the 1F<o»1r(esilg]hut unt
2005 to exit the structured loans ]P>1r<o><dhu[<c1t§ market, [i]nuclhuudliilnlg lnterest rate
derivatives and MSBs. Their CEO, Edmumnd Clark, had determined that the
business model 1uunudl<e1rllyﬁlnlg the ABCP was faulty and incomprehensible.
Further, the specter of potential default presented far more risk to the
shareholders than was conscionable. Most of Toronto-Dominion’s profits in
2005 and later were generated by traditional but stodgy source, such as
consumer lending and money management. Competitors from 2005 to 2007
seemed to be 1rft(dlfunlg ]hl[ig]hl by comparison due to the outsized returns from the
ABCP. Toronto-Dominion practically became a laughingstock during this
]pne;]r[i(o»(dl due to its conservative strategic choices. However, Clark’s 1f<o>1r<e§ii<g]hut
in rejecting transactions that were not based on his contemporaries’ business
]p)allral<dlﬁglnn1§ became enviable once the mortgage crisis took hold tn Canada. Of

the five major banks, only Toronto-Doniniomn <e§<callpne(dl relatively unscathed.

Story as relayed by Brooks, Leonard, and Dunn, Paul, Business & Professional Ethics: For Directors, Executives &
Accountants, 7" ed., (CT: Cenage, 2015) pgs. 605-607.
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Virtue Ethics

The third normative ethical theory is virtue ethics, which espouses that the most important aspect of
morality is having the right character. In other words, possessing the right set of virtues is central to
morality because what makes an action right is that it is one that a virtuous person would take.”

Virtue ethics states that having the right character, or virtues, is the most important aspect of morality.
Aristotle is the most famous proponent of virtue ethics. He championed a list of major virtues that
each individual should possess or be in the process of obtaining:

Courage
Temperance - moderation
Liberality — spending money well
Magnificence — living “well”
Pride — taking pleasure in accomplishments
High handedness - concern with the noble, not with the petty
Diligence — between reckless ambition and total lack of effort
Gentleness -- Concern for others
Truthfulness — not being boastful
. Wit — pleasure in group discussions
. Friendliness — pleasure in group associations
. Modesty — pleasure in personal conduct
. Righteous indignation
. Justice®

LN AEWNR
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The virtue ethics approach focuses more on the integrity of the moral actor than on the moral act itself
(the decision or behavior). The goal here is to be a good person because that is the type of person you
wish to be. A virtue ethics perspective considers the actor’s character, motivations, and intentions.
According to virtue ethics, it is important that the individual intends to be an upright being and exerts
effort to develop him or herself as a moral agent.?

While we may sometimes feel that based on the numerous stories in the media that corporate wrong-
doing seems to be the norm rather than the exception, certain organizations -- such as Toronto-
Dominion Bank discussed above -- consistently uphold their values and are shining examples of what it
means to be ethical even when it seems that no one else is playing by the rules.
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Example: The Whistleblowers

Time Magazine’s 2002 Persons of the Year included whistleblowers Sherron Watkins
(Enron) and Cynthia Cooper (WorldCom). Both of these women discovered
discrepancies in their respective employers’ financial records, which led them to
uncover underlying fraudulent transactions. Both of their companies ultimately
collapsed under the weight of the financial deceptions.

CPAs who find themselves in similar circumstances can use any of the three ethical
frameworks we discussed above to help him or her determine whether or not to alert
the authorities about any irregularities.

In considering Consequentialism, the individual may ask, “if | disclose/don’t disclose
to the appropriate individuals this fraud, what will be the impact to the shareholders,
employees, lenders, investors, board, and customers?”

The CPA analyzing his or her potential actions using Deontology would contemplate,
“What is my duty? What does the law/applicable rule say must be done?”
Consequences of the action would not be part of the decision.

Finally, an individual relying on Virtue Ethics will use character and virtues to guide
him or her. The main determination here will be, “what would a courageous, truthful,
and just person do in this situation?” A person relying on virtue ethics would not
consider the consequences of their choice or even whether or not any parameters
apply (such as a confidentiality agreement or a law). Their focus is acting in a way that
a righteous person would behave.
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THE BOTTOM LINE

The ethical theories discussed above can aid an individual in establishing his or her values. Values
oftentimes are also a result of upbringing, experiences, environment, and perhaps even “the school of
hard knocks.” These standards can help guide a person in determining what actions are acceptable or
unacceptable when faced with a moral dilemma.

We will discuss values and its role in shaping ethical behavior in Part Ill.
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Wiley, 2014), pg 46.
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