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SUMMARY

The condition for creating favorable ethical climate in the enterprise is the controlled application of the code of ethical behavior. In the conditions of globalization, ethics should be a positive directive for enterprise management and it must have a very significant influence on accounting profession. It represents the identity card of an enterprise, i.e. it produces financial reports, which are the mirror of business. It is clear that the real skill is to satisfy the capital owner’s interests, as well as the public interests. At the end, it is important to recognize consequences after violating the ethical climate in the enterprise. Negative consequences result from disregard of ethics. They can be measurable in value when the quality of financial reports are violated (it is manifested through supplementary costs or rewriting of financial reports) or immeasurable in value (loss of reputation of management, accountants, as well as the enterprise, on the whole).
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    Ethics is the most vulnerable of all the human features

INTRODUCTION

Financial reporting quality is a complex category which is primarily under the influence of financial reporting users’ opinions, i.e. its comprehension depends exclusively on the human (subjective) factors. Many factors exert influence on financial reporting quality, and the emphasis in this paper is placed on the ethical climate being present in the enterprise.
This paper deals with the problems of how the ethical climate in the enterprise exerts influence on the decision-making of the staff, where the accounting profession belongs. Ethical attitudes and the way they solve ethical dilemmas exert the key influence on financial reporting quality they create. Accounting information from financial reports is the fundamental information base for business decision-making of both internal and external users. Regarding to the consequences of decisions made on the basis of accounting information from financial reports, the question of financial reports quality represents the public interest. That’s why international accounting regulation, professional institutions and other regulatory authorities are interested in this problem. Therefore, the paper will point to ethical professional principles, ethical responsibilities and consequences of non-ethical climate in the world companies at the beginning of the 21st century.

From all the above-cited, we can see that the objective of the paper is to consider the consequences of disturbed “ethical compass” of the accounting profession and its reflection on financial reporting quality.
1. ON BUSINESS ETHICS

Ethics
 (Greek ethos “custom, disposition”) plays an important role in the contemporary business. The enterprise does not do business in a vacuum, but as part of the society. As the society expects standardized behavior of individuals, it is also expected from enterprises to preserve some ethical standards in business. 
“Ethics is a philosophical discipline which researches moral aspirations and objectives, as well as the moral source and foundations. Ethics is a broader notion than moral because it represents the philosophical and theoretical teaching of moral, while moral is a concrete form of human freedom standardized by the moral principles of behavior among the people” (Cicin–Sain, 2004). Therefore, we can draw a conclusion that ethics and moral are the features of the people, not the organization (enterprise). So we shall talk in this paper about the ethics of the employed, managers, accountants and all those who can exert influence, by their actions and decisions, on financial reports quality. Also, we have to take into consideration that ethical behavior is relative, not absolute and that it is different from one individual to another.
Regarding to the fact that many theories concentrate their efforts and attention on ethics, there are many kinds of ethics, as different approaches to ethics, here the attention will be paid to business ethics, representing part of professional ethics. “Business ethics is the way of conception, concluding, communication and performing business in accordance with the spiritual, sociological, biologic and natural laws of the human and the environment” (Cicin–Sain, 2004).
Many factors exert influence on ethical behavior and they can be classified in three groups:

· Individual characteristics of managers,

· Structural variables,

· Culture of the organization.

Picture no. 1. Factors Influence on Ethical Behavior of Managers

[image: image1]
(Source: Cicin – Sain, 2004: 2)

The product of these tree groups of factors represents the power of ethical, i.e. non-ethical behavior of managers. It is illustrated in Picture 1.

2.  ROLE OF THE CODE OF PROFESSIONAL ETHICS  

One of the measures for creating the appropriate ethical climate in the enterprise is accepting and then the controlled application of the code of ethical conduct. There are ethical codes made at the level of enterprises (as part of internal polices of enterprises), ethical codes of the employed, top management ethical codes, ethical codes for different kinds of professions, and so on. The common features for all these ethical codes include six basic values: “(1) trustworthiness, (2) respect, (3) responsibility, (4) fairness, (5) caring, and (6) citizenship” (Schwartz, 2002).
However, before introducing and application of the codes of ethics, it is necessary to carry out the successful ethical program of education in the enterprise in order to inform the staff with the values of the organization. It is a basic prerequisite for the next step in building the healthy ethical climate – preserving ethical standards by the staff. A good ethical program of education, which significantly contributes the enterprise evades negative consequences of non-ethical treatments of the staff, must include minimal requirements:
1. Standards and procedures, such as codes of ethics, that are reasonably capable of detecting and preventing misconduct;

2. High-level personnel who are responsible for ethics compliance programs;

3. No substantial discretionary authority given to individuals with a propensity for misconduct;

4. Standards and procedures communicated effectively via ethics training programs;

5. Establishment of systems to monitor, audit, and report misconduct;

6. Consistent enforcement of standards, codes, and punishment;

7. Continuous improvement of the ethical compliance program (Ferrell et al., 2005).
The common trait for all codes of ethics is to give instructions for conduct in situations appearing in everyday business, and which require solving some ethical problems. These codes include requirements of conduct, examples of good ethical practice, and their objective is to exert positive influence on the awareness of ethics, continuity and consistency in respecting it and to warn about the consequences of ethical catastrophes in order to evade them. A good form of warning represents sanctions and other penal measures, both material (forms of salary deduction, part or the complete), or nonmaterial nature (public/written reprimand or reminder). Besides, an increasing every-day experience shows that ethical responsibilities of the employed are an obligatory part of corporate policy of the enterprise.
2.1. The Code of Ethics in Accounting Profession

The code of professional ethics is one of the characteristics of every profession and it is directly associated with performing everyday professional work. This is especially important for accounting profession because a considerable part of the accountant’s work means providing financial information serving to evaluate catastrophes in order to evade them. The specificity of accounting profession is that it (as the law and medicine) is different from other professions to the “degree of responsibility, wisdom and care for the social welfare that is not expected or recognized with other jobs called profession” (Magill and Previtts, 1991).
The code of professional ethics, disregarding to the organ which issues it, understands as the key elements of ethical conduct: integrity, objectivity, competence, independence, accepting obligations to serve to the best interest of the employed, clients and the public. The code of accounting or any other profession is specific in relation to ethical code of individuals because the violation of issued minimal ethical standards by the member of the profession makes the whole profession non-ethical, while the violation of ethical standards by an individual, common citizen, layman, and nonmember of the profession makes immoral only this individual.  For this reason, duties which the codes of profession prescribe are far over the usual duties of citizens. 
At the global level, the most known and the most applied codes of ethics in the field of accounting profession are:

1) International Federation of Accountants (IFAC): Code of Ethics for Professional Accountants – it is mostly applied in the legal system founded on the Codified Roman Law Legal System, i.e. in the Continental-European model of financial reporting.
2) American Institute of Certified Public Accountants (AICPA): Code of Professional Conduct – used in the countries of the Common Law legal System, i.e. The Anglo-Saxon model of financial reporting. 
2.2. The Legal and Ethical Question in Codes of Profession
The codes of ethics for accountants, regarding to the fact they are based on the concept of utilitarianism
, should include considerations of all possible consequences of professional decisions relating to individuals and some groups of stakeholders (as potential investors, present and future stockholders, creditors, suppliers, consumers, the employed, the society on the whole). Accounting practice is formed by uncertainty which can cause the ethical dilemmas. Loeb (Loeb, 1989) identified several basic results of ethical dilemmas with which accountants and accounting firms can face, as independence, scope of services (various sort of consulting services, tax consulting, and so on, contrary to rendering audit services in the same enterprise), reliability, practice development, differences in accounting decisions.
Picture no. 2. Classification of Ethical/Legal Decisions
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The second aspect of ethical dilemmas is the legal and ethical question, i.e. if the legal action (in accordance with the law) is automatically the ethical one? The answer is negative because there is a supposition in the modern society that the ethical conduct should be at the higher level than the legal one. But, it has not been always so. One of well-known examples is slavery which was in accordance with the Law in one period of the United States history; it means it was legally, but excessively non-ethically, especially from the aspect of contemporary attitudes.
Picture 2 illustrates the following four possible kinds of decisions regarding to the relation of ethics and legality:

· Quadrant 1: ethical and legal decisions,

· Quadrant 2: ethical and illegal decisions,

· Quadrant 3: non-ethical and illegal decisions,

· Quadrant 4: non-ethical and legal decisions.

Only decisions in quadrant 1, ethical and legal decisions, can positively exert influence on the ethical climate in the enterprise, while decisions in the other quadrants violate it. The same can be applied on financial reporting quality, i.e. the only right decisions of those working in preparing and creating financial reports are the decisions which are ethical and legal at the same time.

The ethical problem has a special dimension at the international level. Expanding international business in increasing global markets unavoidably exerts influence on the growth of ethical conflict cases and non-ethical conduct. Picture 3 illustrates four possible results of concepts of the ethical conduct in domestic and foreign practice. The quadrants show the noticed concepts of ethical conduct of some enterprises at the international level. If the non-ethical conduct appears in any of the four combinations, the end result must be “non-ethical”, although it is not the case in two situations in the illustrated Picture. Thus, only combinations “ethical – ethical” results in ethical, while other situations are non-ethical. Therefore, international codes of ethics in profession are issued in order to overcome national differences in the general process of harmonization.
Picture no. 3. Two-by-Two Matrix: Cross–Cultural Ethical Decisions
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3. THE ETHICAL RESONSIBILITY AS THE LONG–TERM INTEREST
Financial reports are one of the mechanisms to control business management decision-making and to protect interest of the users of these reports. The question is why the control of this kind is necessary. The answer lies in the supposition that there is suspicion and distrust between the users of financial reports (stockholder before all), management and independent auditors as the consequence of conflicts of interest. This circumstance represents a possible threat to financial reporting quality, therefore ethics is attached importance because it is considered that “ethics is the main advantage in business, thus the ethical conduct is the best long-term interest of management, users of financial reports and independent auditors” (Pratt, 2003). Issuing the code of ethics of accounting profession is one the mechanisms to prevent the ethical dilemmas of managers and accountants which can endanger financial reporting quality. Large world companies realized this and introduced special programs to implement the ethical conduct with the employed, as well as well-known universities the worldwide including ethics as obligatory scientific discipline in their curricula.
A conflict of interest is the challenge for business ethics and it can significantly endanger the “moral compass” of management. There are conflicts of interest when an individual must decide if he/she will work for his interests, interests of his/her organization or the third side. The most often relations where conflicts of interest appear are the employed – company, company – society, company – business environment, company – competitors, and so on. However, from the aspect of financial reporting quality, the relevant conflict of interest is between management on the one side and stakeholders, on the other side. Management is responsible by the law to carry out financial reports which give information to stakeholders on efficiency of resource management entrusted to management. The survival and the level of material satisfaction of management depend on efficiency of managing joint-stock capital; stockholders make decisions about these problems. Therefore, this conflict of interest is imposed by itself and it exerts important influence on financial reporting quality. It is one of the motives of stakeholders to engage external auditors in the process of verification of financial reports which are signed by the management.
The typical example of conflicts of interest is the case commonly known as Arthur Andersen, the accounting firm. It accepted the engagement, from the company Waste Management, on business of independent financial reporting auditing, although it had already rendered consulting services. Just in these circumstances of corporative management, it is very important to preserve ethics, the “moral compass” and the positive ethical climate in the enterprise and maintain consistently high quality of financial reports and their accounting information. Some ethicists, as Henry Sedgwick, see the role of ethics just in harmonizing and reconciling the clashed interests.
The ethical climate in the enterprise is narrowly connected with the social responsibility of management. The social responsibility is defined as the “relation between management and the environment which is measured by the written or unwritten rules for evaluating management conduct, i.e. the enterprise they manage” (Cicin–Sain, 2004). Regarding to the cited conflicts of interest, the right management skill represents the satisfaction of interest of stakeholders and generally accepted social interests which is manifested in the form of the social responsibility. And how does the social responsibility exert influence on financial reporting quality? To find the right answer, it is necessary to start from the hierarchy of social responsibility of the enterprise which includes the following thresholds of responsibility (Ferrell et al., 2005):
· Philanthropic responsibility („giving back“ to society, activities that are not required of businesses but that promote human welfare or goodwill);
· Ethical responsibility (following standards of acceptable behavior as judged by stakeholders);
· Legal responsibility (abiding by all laws and government regulations);
· Economic responsibility (maximizing stakeholder wealth and/or value: to be profitable, to provide a return on investment to owners and investors, to create jobs for the community, to contribute goods and services to the economy).  

Financial reporting quality is directly endangered if the ethical, especially legal, responsibility is endangered. If the decision makers inside the enterprise are not guided by the ethical responsibility, the consequences are frauds, although not violating the legal responsibility; they influence the “corrupted picture” on the enterprise because of incorrect and incomplete information included in financial reports. This falls into the category of “creative accounting”.
4. SOME CONSEQUENCES OF THE NON-ETHICAL CLIMATE

It is known that every deviation from the ethical conduct leads to frauds. These are examples of the most known scandals in the United States because of frauds, non-ethical climate and other misuses in the field of accounting: Enron Corporation (2001), Tyco International (2002), Global Crossing (2002), WorldCom (2002), Arthur Andersen (2002), Sunbeam Corporation (2002), etc.
These and many other financial scandals are the most treated topic in the last seven years. A lot of papers with this topic are written and published in the scientific journals, and a numerous debates were conducted at international conferences on the accounting and financial reporting. So, there is no necessity to anatomize again the characteristics, reasons, consequences, and participants of these financial scandals, because these details are already known facts. That is the reason why scandals are only sketched in this part of the paper.
The trust in financial reporting quality suddenly fallen after these financial scandals in country with the most developed accounting theory and practice. Also, the accounting profession reputation, and the world-wide accounting firms rating fallen, too. The cited un-hoped series of financial scandals conduced fall of the corporate accounting, and initiated the country interference in this field after 25 years of self-regulation by accounting profession. The consequence is well–known Sarbanes–Oxley Act of 2002. The purpose of the new governmental regulation was to upgrade the financial reporting quality. This is the proof that “financial reporting quality represents the public interest, and considerably exceeds the accounting profession framework” (Milovanovic, 2006).
The country known as “cradle” of accounting didn’t lapse behind the American inglorious series of scandals. The most important financial scandal in Europe happened in 2003 in the Italian food industry Parmalat (the milk of Parma) when the realized loss of unbelievable $16 billion “swam” out. The founder of this giant was accused of manipulating shares and bonds of the firm and frauds. The Parmalat managed a “very creative accounting” – huge losses were covered by accounts on the exotic islands, and the Company was surviving by issuing bonds. There are some other known European corporations which are not also immune to scandals, as: Siemens AG, Germany (Europe's largest engineering conglomerate), Royal Ahold, Netherlands (an international group of quality supermarkets based in the United States and Europe), Adecco, Switzerland (the largest human resources company in the world).

The cited accounting scandals at the beginning of the 21st century caused the undermined confidence in the accounting profession and the fall of its reputation. However, the Gallup questionnaires in 2003 established that the image of accounting profession recovered after tumbling. According to the analyses carried out (The Gallup Organization, 2003), the profession whose reputation recovered the most in relation to the previous year was just the accounting profession. Its rating noted the increase from 0% to 31% (that means, as much negatively so positively the profession was rated). Nevertheless, the accounting profession in 2003 did not succeed to restore rating confidence to +31% in 2001 (before the cited scandals).

Therefore, the accounting profession must strive to improve its rating and work continually in further recovering reputation and the code of ethics represents one of the fundamental prerequisites for creating the healthy climate in the enterprise which will positively reflect on financial reporting quality.
CONCLUSIONS

To emphasize better the importance of financial reporting quality and its providing, it is necessary to realize the consequences which can appear because of the disturbed ethical climate in the enterprise. The consequences are negative, of course, and generally they can be classified into the value measurable and value non-measurable consequences.

The value measurable consequences of bad quality in financial reporting can be quantified by costs appearing according to different bases: costs for punishments and penalties, court costs, repeated financial reporting performance costs, costs of error correction in financial reports, costs of adding engagement of auditors, supervision costs, and other similar costs.
However, the proportions of the value non-measurable consequences are much bigger and they can be dangerous for the survival of the enterprise. The most often consequences, whose effects cannot be exactly quantified, are discontent of financial reporting users, loss of reputation and respect of accountants, management, as well as the enterprise on the whole. Besides, side effects of these consequences can be the fall of shares, bad rating of the enterprise in the stock exchange, decrease of its market share, loss of clients and business partners, bad reputation, aggravating the business climate, indifference of investors to invest and creditors to credit, many problems of financial nature, insolvency, termination of work on the whole or some parts of the enterprise which can cause the collapse of the whole business system.
Therefore, a good ethical climate in the enterprise is inconceivable without the ethical code. However, without developed moral and ethical awareness of the employed, knowledge of ethical requirements and sanctions for violations of regulations, carrying out ethical requirements included in the Code of Ethics by the employed, and supervision and control in carrying out by professional organizations, no professional code itself is a guarantee of the existence of the healthy climate and financial reporting quality. Moreover, we should make a step forward in applying the principles defined in the Code of Ethics – we should predict specific situations and ethical dilemmas not included in the Code, solving them adequately and applying rules from the Code of Ethics. Therefore, the Code is only the starting point to solve concrete problems in practice. All that is not included in the Code must not be excluded from the sphere of ethical treatment.
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� Ethics is the study of notions comprised by practical conclusions: good, right, duty, obligation, virtue, freedom, rationality, choice [Blackburn S.: Filozofski recnik (Philosophical Dictionary), Svetovi, Novi Sad, Serbia, 1999]


� Utilitarianism: Philosophical doctrine based on value of usefulness declaring it the highest moral principle and objective of every conscious and rational activity (Socioloski recnik, Zavod za udzbenike, Beograd, 2007: 647).






