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The case about Co-Operative Bank in UK highlights the issue of the role banks have in ensuring ethical behaviour in the economy. We argue that to promote an ethical and social economy, it requires the participation of not only banks but also auditors, consumers, investors, governments, regulators, and of course, the corporations themselves. This paper discusses the role of banks, auditors and corporations. To illustrate the argument, the example of Enron is used in highlighting the roles of banks, auditors and corporations in ensuring ethical conduct.

Banks can play an important role in influencing the ethical behaviour of their clients. Firstly, due to the lack of social responsibility; they might have been drawing revenues from clients with unethical business practices. This may have been driven predominantly from their own interest – that is, maximise profitability. The uncertainty associated with the survival of unethical clients might even force them to deceive investors. A good example of this is Citibank’s role in the Enron scandal. Two years before Enron's 2001 collapse, Citibank loaned the company $2.4 billion. Even after becoming aware of the actual financial condition of Enron the senior officials of Citibank wanted to keep Enron afloat to help conceal its prior involvement in Enron's fraud. So they created a dubious venture (Yosemite) for funding Enron and deceived investors – that is, Citibank lending money to Enron sends a false signal to the share market that there is a chance of Enron fighting back.

Banks may hold the impression that stressing upon social responsibilities and refraining from lending to or investing in clients that engage in unethical practices may lead to loss of revenues. But studies (Exhibit I) suggest that such policies could actually lead to a balancing of risk and return. Investments in unethical businesses are highly risky because of the uncertainty associated with the survival of the business where as, ethical investments balance risk and returns.

Now let’s look at what banks can do to promote a social economy and ethical behaviour of corporations. They can adopt one of the following strategies:

· Engagement: No companies are excluded from the banks clientele but areas are identified and communicated in which companies can improve their environmental, social and ethical performance.

· Preference: The banks adopt social, environmental or other ethical guidelines which they prefer companies to meet. These guidelines are applied where all other things are equal (e.g. financial performance). One example could be providing incentives such as higher interest rates for companies that engage in unethical practices.

· Screening: An ‘acceptable list’ of companies is created based on chosen positive and/or negative criteria (e.g. avoid companies involved in the arms trade, include companies with good environmental performance and so on). Funds are invested only in those companies which are on the list.

In other words, when investing in firms banks need to look not only at the profitability but also at philanthropic and environmental effects of the client’s business. Banks can signal the market and influence investor behaviour in promoting a social economy. Any corporation that fails to receive credit due to unethical practices may cause a downward share market reaction in its share price thus encouraging companies to be more ethical.

They can also control client’s unethical practises to some extent by issuing debt covenants restricting the use of funds for unethical purposes. But without a collaborative effort from all major financial institutions implementation of such banking practices will not have much effect. Also, there is the question of how a bank can monitor the ethical practices of its clients and on what basis are these practices evaluated. This requires monitoring authorities (auditors) and regulatory authorities (e.g. SEC, ASIC) to also participate in the drive towards a “social” economy.

Going back to the Enron scam, we see that Arthur Andersen covered up dubious accounting practices to keep Enron afloat to ensure continued revenue for its consulting branch which over time had become a predominant source of revenue from Enron. Although auditing and consulting were carried out by different divisions, it was being overseen by the same firm. Moreover, Andersen was also the auditor of many energy trading firms, whose business was dependent on Enron. So it had partial interests when it came to manipulation of auditing reports. This example clearly illustrates how accounting firms have hopelessly compromised the traditional role of the auditor by branching out into consulting. The consulting and accounting functions need to be separated to promote ethical behaviour by auditors. The audit report is a very important tool for external observers to assess the corporation’s financial viability. Regulatory bodies need to promote greater independence of an auditor through stricter regulations and tougher penalties.

We have mentioned that banks also depend on audit reports on potential clients for assessing the viability of their investments. If banks are to become proactive players in the development of the social economy, they need to assess a corporation’s ethical performance. So, there may be a case for the definition of auditing to include social considerations. Of course, this can become a very difficult task as behaviour that is ethical cannot be easily measured in an absolute manner. Therefore, there is a need for regulations and ethical standards need to be devised and be constantly updated to include practices that are prohibited and labelled as unethical. Some examples include the dumping of toxic wastes, extracting fossil fuels, or recently, the use of asbestos in manufacturing. Auditing could be expanded to include the monitoring of corporations’ activities and to qualify the audit report with the compliance of the corporation to these ethical standards.

Finally, there is also the issue of corporations involved in creative accounting. For example, Enron hid billions of dollars of debt in a series of Special Purpose Entities with complex financial transactions and accounting. There could be some justification for the use of creative accounting in the short-term as it allows companies to handle complex transactions. Accounting standards bodies recognise that not all transactions of corporations are similar. There could be special cases that require special treatment. However, this small benefit for corporations can be outweighed by the tremendous costs of misuse. When a corporation misuses creative accounting, the financial statements no longer represent a true and fair view of the company’s financial position. Creative accounting could also be very dangerous when combined with managerial incentive schemes. For example, Enron senior managers had large stock holdings in Enron and creative accounting was used to bolster the share price to make huge gains on their own stock holdings. Also, Enron executives were paid massive bonuses for innovative business practices that encouraged them to further utilise creative accounting which eventually left the company bankrupt.

Exhibit I 

(Source: EIRIS – www.eiris.org/Files/Otherpublications/FinancialPerformanceReport.pdf)
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Annual index volatility for two of these indices was only marginally higher than that for the FTSE All-Share Index, whilst three of the indices showed lower volatility. 
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Total annual return compared with the FTSE All-Share Index 1990-1999
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