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the auditor. Unless otherwise stated, such references
are to external auditing and the external auditor
respectively. Additionally, where not repugnant to the
context, references made in the masculine only, apply
equally to the feminine. Where abbreviations are used

without immediate clarification, they are provided in

Appendix A of Volume II (List of abbreviations used).

"... economic, political and even military institutions
persist because they have legitimacy, and that
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ABSTRACT

The professional independence of external auditors is
fundamental to the auditing profession. Thus, it is
important that auditors are not only independent in
fact, but that they are also seen to be independent -

i.e. independent in appearance.

In that light, it is clear that external auditor
independence (EAI) is a perceptual issue. Yet there is
a marked lack of empirical research done with a view to
determine how users of audited accounts perceive EAI,

or to contrast such views with comparable ones held by

external auditors themselves. Thus, the major objective
of the research is to empirically examine how relevant

groups see EAI within specified audit situations.

The research examines how three groups of users of
audited statements (bankers, credit managers and
internal auditors - the user groups) and sets of
external auditors (who issue audit reports - the issuer
groups), see EAI in circumstances described in specific
audit situations. This is the primary context of the
empirical research.

An appropriate questionnaire was developed and used as
the research instrument because of its natural accord
with the Brunswick Lens Model approach to perceptual
examinations. The facts specified in each of the twenty
situations were cues upon which judgement of EAI, was
made by judges (the questionnaire respondents).

Thus, the empirical chapters consider:
l. Areas of concern with EAT
2. Significant perceptual differences:

a) between each user group and the issuer group
b) within two sub-groups of the issuer group

3. Possible explanations for differences by examining:
a) the dimensions underlying group views of EAI
b) the importance attached by groups to EAI cues
c) the pattern between bio-data and views on EAI

Main findings indicate, within an EAI context:

1. Significant differences of perception between the
issuer group and each of the three user groups.

2. Generally non-significant differences of perception
within the external auditor group.

3. Each group having its own unique set of underlying
(factor or dimensional) constructs.

4, The cues (facts) contained in audit environments are
of consequence in explaining such group differences.

5. Personal group characteristics (attributes) do not
appear to be very helpful in explaining group views.

12



CHAPTER I

INDEPENDENCE IN THE AUDITING PROFESSION

1.1 Introduction

The audit profession is charged with the responsibility
of providing an "independent" opinion on the financial

statements of the corporate (and other) entities

audited by its members [AICPA, 1973b: 1] and fulfilment
of this responsibility provides the backdrop for a

unique set of phenomena.

Users of such financial statements cannot often (or not
without significant cost, time and effort) assess their
underlying quality [DeAngelo, 1981: 43] because of

physical remoteness, legal barriers etc. Equally, users
may see a conflict between themselves and the preparers

of statements [CAR, 1978: 5].

Thus, a (deemed) impartial (neutral) auditor 1s asked

to perform an "independent" examination (audit) on such
statements and to then give an "independent" report
thereon. It is the auditor's duty to confirm (if so
concluded) that the statements reported upon are free
from bias, and so the auditor himself must be
independent and free from bias. Lavin [1974: 14] states
that "independence plays such an important role in

auditing it is almost inherent in the term itself."

13



In fact, the auditor's freedom from all bias is his

professional "independence" and it is this feature that

is crucial in auditing. The AICPA [1972c: 7] describes

it as the "cornerstone" of the auditing profession.

A professional auditor occupies a unique position in

society. He is engaged and paid for by the audited

entity but he can and does serve other interested

parties who bear no direct cost for his audit services.

Among others, such interested parties are present and
prospective investors, creditors, employees, and
various government departments and/or agencies. In
agency theoretic terms, this service to non-payers 1is

seen as the "free rider problem" [Ng, 1978: 100].

The primary purpose of an audit is almost always for
the auditor to provide an opinion on the client's
financial statements [DeAngelo, 1981: 33] and to assure

interested parties that they present truly and fairly

the financial position and results of the audited unit.

Equally, as the objectives and interests of the

management preparing the statements may be opposed to
those who use or require them, the auditor is called
upon to report on management's own representations of

its stewardship [CAR, 1978: 5] function to owners.

14



However at this point that a seemingly conflicting

situation arises. Because, even though parties outside
the entity being reported upon do not employ, nor are
reported to by the auditor, they are still entitled to

a fair and impartial report of the client's operations.

The auditor can overcome this conflict of interests

only if he himself is totally objective and impartial.
In short, if he is independent. It is this independent

status that gives the auditor's report value and
significance. Independence is a key element (if not the

key element) underlying all auditing practices.

Additionally, "apparent" independence is as important

as '"real" [Higgins, 1962] independence. If a statement
user perceives a lack of external auditor independence
(EAI) (even if not so in fact), then that user may well

question the veracity of the auditor's representations.

Audit independence is indeed the cornerstone of all
auditing practices [AICPA, 1972c: 3], for if user
groups even suspect the auditor to be not independent,
his professional use is reduced or, in the extreme, is
absent. Thus, in an effort to maintain the professional
EAI of their members, audit bodies have rules and
ethical guidance [ICAO, 1982; ICAA, 1984; AICPA, 1986;

and ICAEW, 1987] to which their members must adhere.

15



Because external auditor independence (EAI) is as much

a question of perception as of fact, Berryman [1974:

14] recommends that:

"research ... be undertaken with respect to user

perceptions of independence; (in particular) the
relationships which they (audit users) feel
impair independence as well as those which
promote independence."

As such, the empirical research presented in this

thesis examines relevant group perceptions of EAI.

The research is presented within a theoretical and
empirical context. Chapters 1 through 3 are devoted to

a theoretical examination of EAI while the chapters

then following are devoted mainly to the empirical

aspects of this research.

This chapter has three further sections. Section 1.2
following, discusses the inherent professional

dimension underlying EAI, while Sections 1.3 and 1.4

are devoted to a discussion of some of the main

criticisms and concerns expressed in relation to EAI.

At this juncture, such criticisms are intentionally
presented only in a general context, without drawing
attention to specific cases where EAI may have been

compromised. However, Chapter 4 does consider recent

UK instances where this may have been the case.

16



1.2 The professional dimension underlving EATI

While the company auditor owes his appointment to
provisions of company law, he does not derive the

required or deemed independence attributed to him by
law. In essence, that independence is attributed to him
by virtue of him being a member of a profession. So any

examination of EAI must be mindful of the professional

domain within which the auditor functions.

For, it is not primarily because the auditor has a
prescribed knowledge of auditing or academic standard
that users of audited statements ascribe the
independence attributed to him. Rather, it is
attributed to him because of his membership of the
audit profession and the ethical base underpinning it
[Freidson, 1970] and all other professions. Thus some

words about the nature of professions are in order.

One of the more distinctive features of a profession is

that it possesses autonomy [Freidson, 1970] concerning
matters such as entry requirements and professional
standards, validation, certification, the enforcement
of ethical standards and related disciplinary matters.
However, in return for the autonomy granted to
professions, society expects them to adhere to ethical

standards that are far higher than those expected of or

from non-professionals.

17



To meet such expectations, each profession establishes

its own standards of work, professional norms and an

ethical code [Freidson, 1971] to guide the behaviour of

its members.

Another one of the main distinctive features of a
profession (as opposed to an occupation) is the
enforcement of a prescribed code of conduct [Greenwood,

1957; Benson, 1983] or ethical behaviour.

In turn, this feature raises more philosophical
questions about ethical behaviour and ethics [Moizer,
1991: 38-40] which 1s generally seen as the science of
morals, or as a study of human duty and the rules of

conduct (or principle) governing right from wrong - a

feature essential to the harmonious functioning of any

civilised society.

While a code of ethics is indeed important for a

profession, its mere existence does not guarantee on
the one hand the public belief (perception) in the
ethicality of the profession's members nor does it
guarantee that its members are, in fact, totally
ethical [Freidson, 1971]. That must remain the subject

of continual assessment by concerned parties. And so it

is with the auditing profession in the UK and other

countries.

18



As noted previously, in order to achieve and uphold the

credibility of the audit profession, it has established
sets of nationally [ICAEW, 1987] and internationally

[IFAC and UEC] agreed standards, to which its members

must adhere. In general, they relate to:
1. Independence, integrity and objectivity

2. Knowledge, expertise and validation thereof

3. Communication

4. Enforcement

All the preceding standards deal with matters of
importance relative to the credibility of the auditor

and his work. However, it is above all the independence

of the auditor (particularly from the management of the
audited entity) that distinguishes him from all other

information and communications practitioners.

Another distinguishing feature of a profession is its
service to the public at large [Cullen, 1978], as

opposed to a segment of society. Professionals are
highly skilled in some science or art, and desire to
serve the public [Carey and Doherty, 1966a: 4], placing

such public service above personal gain.

Indeed, this "service to society" feature is a key
feature of professions [Ritzer, 1975] and the audit

profession is no different.

19



Thus, if this social responsibility feature, often
expressed in the denial or rejection of personal self-
interest or gain, were not present, then there would be
little, if anything, to distinguish the audit

profession from any other trade or craft.

More than 40 years ago, the executive committee of the

AICPA [1947] declared that "independence, historically
and philosophically is the foundation of the public
accounting profession, and upon its maintenance rests

the profession's strength and stature." [For a more

recent practice-based discussion of professionalism in

the US auditing profession, see Zeff, 1986]

As a consequence of their professional standing,

society expects auditors to make sacrifices if
necessary, to ensure their independence, and herein
lies a unique phenomenon. The scale of sacrifice likely

to be expected by society is all the greater because

the costs of increased EAI are not borne by society as

a whole, whereas 1its "benefits" accrue more generally

to society and the audit profession.

fExamined in this light, EAI forms part of the "public

good" debate as put forth by (among others) Alchian and

Allen {1972] and Alchian and Demsetz [1972], as does

the "free rider problem" noted previously (Page 14).]

20



1.3 Criticisms of and concerns with EAT

External auditor independence is currently subject to
intense questioning so that even selected references to

the issue are too numerous to state. However, some
indication of that intensity is to be seen from just a

cursory review of the attached bibliography.

In presenting criticisms levied against EAI, it is
useful to adopt a distinction made by Aranya and Sarell
[1975] when they considered EAI. They regard EAI as

having two aspects - a macro-aspect and a micro-aspect.

The macro-aspect of EAI refers to the professional
dimension underlying the audit profession and the fact

that its general control is a matter of public and

governmental concern and involvement. Aranya and Sarell

[1975] also refer to this aspect of EAI as being its
"institutional" feature, while Freidson [1968] refers

to it as its "public interaction" feature.

Regardless, underlying all the terms applied to this
aspect of EAT lies the fact that the macro-aspects of
the auditing profession embrace matters relating to the
overall structure and functioning of the profession -
issues usually addressed in or governed by law on a
national (UK), supra-national (EC), or quasi-statutory

(SEC) Dbasis.

21



Oon the other hand, the micro-aspects of the auditing
profession embrace more specific matters relating to
individual auditor-client relationships. Freidson

[1968] refers to these aspects as being the '"private

interaction" of the profession while Aranya and Sarell

[1975] refer to it also as its "interpersonal" aspects.
Perceptions of relevant groups of such "interpersonal"

micro-aspects are the essential focus of this research.

Underlying all micro-aspects of the audit profession
lie the specific circumstances governing the

relationship between an individual auditor and an

individual client.

The degree of EAI exercised within any given auditor-
auditee situation is a function of both macro-aspects

and micro-aspects of EAI, and it is likely that the
former influences the latter more than is the opposite

case [Aranya and Sarell, 1975: 855].

In examining criticisms levied against EAI, the same
micro- and macro- classification as that put forth by
Aranya and Sarell [1975] has been used. As such, the
following paragraphs first consider the main criticisms

falling under the macro-aspects classification and
subsequent paragraphs consider the same in terms of the

micro-aspects classification.

22



1.3.1 Main criticisms of the macro-aspects of EAI

Criticism of EAI founded in its macro-aspects are
levied not so much against individual auditors and/or
their behaviour, but more against the structure of and

environment in which the audit profession operates.

For example, the latter half of the Sixties saw
criticism of the auditing profession (in the UK and the
USA) on the basis that even where generally accepted
accounting practices existed, on occasions they
permitted a variety of (differing end-effect)
accounting treatments [Briloff, 1966], and that in many

other cases there was no prescribed accounting practice

at all [Briloff, 1972].

This absence of prescribed accounting treatment,
critics argued [e.g. Briloff, 1981 and Griffiths,
1986], enabled auditors to report without qualification
on the accounts of companies, drawn up under different

(and sometimes conflicting) accounting practices.

Thus it was argued that though an auditor may have
found a particular accounting practice at odds with his
own "independent" view, there was not much he could do,
as there was often no accounting standard on the issue,
or where one existed, it almost always permitted the

practice of which the auditor did not approve.

23



In the UK, such criticism gave birth to the ASC set up

in 1970 "in the face of mounting criticism of (then)

prevailing accounting practices" [Dearing, 1988: 5]. So

\

the first macro-criticism of EAI within the audit

profession relates to the absence, of a well-defined

and prescribed set of accounting standards.

In that context, some critics argued that even when
accounting standards existed, they were developed
exclusively by professional accountants and/or
auditors. Accordingly, they maintained that auditors

. not only play the "game", but also to an extent, create

the "rules" themselves.

However the charge is less true of the US where the
FASB, a body independent from and not reliant on the

AICPA, has for many years been mainly responsible for

the setting of accounting standards there.

While the charge had only some UK basis (as the ASC -
the successor body to the ASSC - had non-accountant,
but accountancy informed, members from organisations
concerned with and interested in the development, use
and impact of accounting standards), it is no longer
valid as, with the establishment of the ASB in 1991,

the position with regard to the setting of accounting

standards in the UK became much the same as in the US.
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Additionally, some limitation on the choice of
accounting practices in the UK is imposed by the
European Community (EC) requirement for the UK
government to enact legislation giving expression to
its Directives. For example, the Companies Act 1989,
implemented many of the company law requirements

(including those relating to EAI) necessitated by the

Eighth Directive. Equally, accounting prescriptions
necessitated by the Fourth and Seventh Directives of

the EC are now to be found within UK company law.

Additionally, even though UK company law may prescribe
the specific accounting treatment required under given
circumstances, in effect there is an overriding section

(226) in the 1985 Companies Act that the annual

accounts of a company show a "true and fair view".

The result of such legislation and standards 1s that
the options available for use in accounts are now fewer

but nevertheless continue to cause concern ({"Five
reasons not to trust company figures" - Financial
Times, November 1, 1990: 14]. However, as more
limitations are imposed on the accounting treatments
auditors may permit, without qualification of their -
audit reports, requests made for or pressure placed on

auditors to approve "inappropriate" accounting

treatment(s) must also be proportionately reduced.
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The second main macro-criticism of independence within
the auditing profession relates to the establishment
and enforcement of auditing and accounting standards.
Critics argue that "the professional rules on EAI were

drawn up by faceless people who never consulted the

membership, far less any member of the public" ["Real
audit reform needs statutory regulation" - Letters,
Financial Times, Dec. 28, 1990: 9] and that there are
no "teeth" to the standards set up by the profession.
As such, there has not been much incentive for auditors

to dissociate themselves from departures to standards.

One example of this is seen in the frequent lack of
adherence to SSAP 16 (which came into effect from
January 1980 and is now withdrawn) which related to
accounting for the impact of inflation. Even though
SSAP 16 had been duly set up and ordained, there were
frequent and flagrant instances of non-compliance with

it. Referring to this fact Smith [1986] states there

had been "a great deal of resistance against ... this

standard, and as a result the ASC has now decided that

this SSAP will no longer be mandatory."

However, it is true that SSAP 16 had no clearly defined

legal basis and thus no legal recourse could be had
against non-compliers. Indeed, most non-compliances

were clearly noted in the relevant audit report.
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Thus, even the possible stigma attached to a qualified
audit report was not always a means of ensuring

compliance with standards.

The third main macro-criticism of EAI in the auditing
profession relates to the enquiry and possible censure

- of auditors charged with the approval of accounting

practices at odds with prescribed accounting standards.

The UK professional accounting bodies operate a Joint
Disciplinary Scheme whereby auditors who are brought
before the Disciplinary Committee are duly examined and

if found to be at fault, penalised. Thus, the criticism
in this instance is the fact that auditors are examined

into and judged by their fellow professionals. So, the
disciplining committee may easily be seen as a club

whose members would be slow to fault fellow-members.

Thus, it is suggested, auditors are willing to allow

themselves open to the charge of non-compliance with
due standards (so compromising EAI) in the knowledge
they will be examined and judged by co-professionals,
with whom they are likely to have good rapport,
persuasion and sway. As such, the belief has grown
["Why the DTI baulks at bringing auditors to book" -

The Guardian, Dec. 3, 1990: 15] that self-regulation is

"a self-serving exercise" for the audit profession.
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However, recognising that EAI is only one determinant
of audit quality and it is exercised with others, the
Dearing [1988: 1] Report rightly holds that:
"the effective working of the financial markets,
the quality of the information available from
companies to their shareholders, creditors,
customers and workforce, and the quality of the

service provided by accountants to their clients,
are all bound up with the quality of the

standards underpinning financial statements."

l1.3.2 Main criticisms of the micro-aspects of EAT

Criticisms levied against EAI within its micro-context
can be reviewed from the standpoint of four main sets
of considerations. Each of these sets are considered in
turn in the paragraphs following, and are as below:

l. Dependency considerations
2. Financial considerations

3. Personal considerations

4. Commercial considerations

l.3.3 Dependency considerations

1. Appointments (initial and subsequent) generall

The reality of an auditor's initial (and further re-)
appointment is that for all practical purposes it
depends on the board of the audited company. This leads
to the key (dependency) criticism relating to potential
threats to the auditor's independence. It is alleged
that the auditor is in an insecure position and given

the right conditions, may well be leveraged.
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Recognising the genesis of this criticism, but in
effect concurrently rejecting it, Michael Fowle, a
partner in the London office of a Big-Six firm of
auditors states ["Directors, not auditors, govern

companies" - Financial Times, June 13, 1991: 12] that

the above situation:
"is the auditor's rule of life and we understand
it, but the world apparently does not - probably

because auditors are 1in effect selected and
removed from by boards of directors and because

they necessarily work behind closed doors".

If the above criticism is valid, then this position of
auditor insecurity is perhaps aggravated in the present

recession, especially against alleged "ferocious

competition, one manifestation of which is the practice
of lowballing" ["An uncertain future for a former safe

career" - Financial Times, May 16, 1991: 19].

Even after having been appointed as auditor, the
auditor's position still remains dependent on the
(audit) client and so his position continues to remain

insecure. The foundation of this criticism of EAI lies
in the belief that he who appoints the piper calls the
tune and the fact that the auditor is dependent on the
board of the very company he audits, in order to be
appointed (and re-appointed) as such. If so, is it
reasonable to expect the auditor to take a totally
independent stance on all matters relating to the
company's audit?
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1.3.4 Financial considerations

1. Trustee shareholder in audit clients

The UK auditing profession has received much criticism
for its tacit acquiescence [ICAEW, 1987: 21] (with
varying limits for public and private companies) to
auditors holding shares on a trustee basis in their

audit clients.

The basis of such criticism contrasts strongly with the
situation in the US where for many years auditors have

been prohibited both by the profession [AICPA, 1986:
4411 - see also "Ethics Feature: Independence" -

Journal of Accountancy, September 1987: 112] and the
SEC [Rule 2-01 of Regulations S-X], from holding

trustee shares in their audit clients.

However the practice did evoke concern in the UK where
Firth [1980] determined that 60% of respondents to his

study perceived the auditor to be "not independent"

when he held 10% of the shares in an audit client, even

though in a trustee capacity only.

Thus, it is suggested that auditors should if the

occasion requires, choose between being auditors and
acting as trustees, as they cannot function as both,
and still expect to be seen as totally objective in

their role as professional auditors.
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2. Fees

The question of fees has also been a source of

criticism of EAI. Such criticism arises mainly because:

1. the auditor is dependent to some extent on the
client for his audit fees

2. 1n some cases, that dependence may grow to unhealthy

or undesirable proportions (in EAI terms).

While stating the first of these criticisms, one must
recognise that it is impossible to redress it without
radical changes, such as that suggested by Davies -

Controller of the Audit Commission, ["A working model

of audit regulation" - Letters, Financial Times,
October 24, 1990: 17], in the total financial structure

and relationship between auditors and their clients.

Further, given the present system of appointing and
remunerating private-sector auditors, they must have an

indirect financial interest in their clients, for, in

the end, it is the client that appoints them and by

paying their fees gives them their livelihood.

Consequently, it is alleged, ["Discipline for the

auditor" - Editorial, Financial Times, April 10, 1991:
18] that this creates "a temptation (for auditors) to
give in to management on points of principle in order

not to lose fees'.
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In contrast, one notes the independence manifest by

public sector auditors who are appointed and paid by
the Audit Commission (not the audited local authority).

Thus, because of their non-dependence of audit fee

income on the authority, public sector auditors are

perceived to have more independence than their private
sector counterparts and, in some quarters, a highly
simllar system is being advocated for UK public
companies ["BCCI collapse: auditing at the

crossroads" - Financial Times, August 15, 1991: 10].

3. Unpaid fees and analoqous situations

Unpaid audit fees and other analogous situations have
also been the source of criticism of EAI. The AICPA

[1986: 4444-4445] in the US dealt with the issue of
unpaid fees by stating if a (material) fee remains
unpaid for more than a year, this gives rise to the

appearance of non-independence.

Thus, it is of interest to note that no similar formal
prohibition or ruling is extant in the UK, where
auditors are given only general guidance [ICAEW, 1987:
3] asking them to exercise professional judgement in
resolving matters of this nature - and requiring them
to be objective, impartial and "free from (the)

influence of any consideration which might appear to

... conflict" with this requirement.
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Analogous to the situation relating to unpaid fees is
the situation where the auditor provides first year
services on the basis of fees that are substantially

below related costs, with the intention of recovering

them in the following year(s) - i.e. the practice of

"lowballing".

Within a US setting, the Cohen Commission [CAR, 1978:
xxXX] considered the practice of lowballing and
concluded that it "is a threat to the (professional)
independence of the auditor" and recommended that the

"problem" should be considered by the Ethics Division

of the AICPA.

The Commission arrived at this conclusion on the basis
of a previous ethics ruling which stated that "when the
preceding year's audit fee remains uﬁpaid, independence
is impairedﬂ and in putting forth its view stating that
lowballing gives the auditor the same "interest in the

financial success of the client and (so) might

influence his independence in carrying out the

examination" [CAR, 1978: 121] as that created by unpaid

audit fee circumstances.

On the other hand, the ICAEW offers no definitive stand

on the practice of lowballing, merely stating [ICAEW,
1987: 12] that:
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"if, in the course of an investigation into
allegations of unsatisfactory work on the part of
a member there is evidence of the work having
been obtained or retained through quoting a fee
that is not economic in terms of the time needed
and quality of staff necessary to perform that
work to a satisfactory professional standard,
that factor is likely to be taken into account 1in
considering the member's conduct having regard to

the obligations placed upon the member under
Fundamental Principle 2%,
i.e. in a professionally and technically competent
manner. One implication of the above could be that

lowballing practices are only appropriately judged

within the context of investigations into

unsatisfactory work.

However critics (even in the profession, e.g. Aldous,
senlior partner of Robson Rhodes and co-author of) ["An
uncertain future for a safe career" - Financial Times,
May 16, 1991: 19] allege that even when not accompanied
by unsatisfactory work, lowballing is a threat to the,
"public interest (role) and independence of the
auditing firm (which) is compromised by its need
to make a profit out of the relationship. Under
this kind of pressure, the auditor is unlikely to

take a robust stand on a point of principle: he
will be putty in the hands of the management."

1.3.5 Personal considerations

Criticisms levied against EAI 1in this context flow
mainly from two areas of concern, as below:

1. Personal and business relationships

2. Directorships and other officer appointments
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1. Personal and business relationships

Another area giving cause for concern with EAI is the
perceived or possible close association or involvement

by some audit staff (especially partners and managers)

with the management of some clients [Moizer, 1991: 34].

Critics allege that such close involvement (especially

where audit staff have audited the client's accounts
for a number of years, or where one or more of the
client's senior management team are ex;employees of the
audit firm), causes the audit staff to be adversely
affected in terms of professional detachment and

objectivity - and consequently EAI may become impaired.

Referring to the situation where audit staff have
worked on an audit client for several years, the
Chairman of the 100 Group states, ["Coopers set to face
flak over Maxwell collapse" - Accountancy Age, December

12, 1991: 1]): "It's a time-consuming and expensive

business, but it's certainly a good idea if audit

partners and senior managers are changed periodically.™

In similar vein, Mitchell ["Bankruptcies raise
questions over auditors" - Financial Times, December 7,
1990: v] complains that "the same auditors go on
auditing the same businesses for years, leading to

over-cosy relationships."
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Others express their similar criticism more abruptly
["Discipline for the auditor" - Editorial, Financial
Times, April 10, 1991: 18], stating that "it is a
fundamental weakness in corporate accountability that

the relationship between auditors and management tends

to be over-cosy."

In part, such cosy relationships are seen to be
encouraged by a cross-over of professional staff from
audit firm to audit client and vice-versa. The threat
posed to EAI in situations where staff transfer from
the audit firm to the client (especially in a senior
financial capacity) arises from possibly continuing
personal trust (links) held by current audit staff for

former audit colleagues now employed by the client.

Firth [1981: 186] considered the possible impact of
such crossover relationships and while admitting that

UK ethical guidelines do not preclude them, sees them

as problematic when he notes that "some discussion of

the problems posed" by them is needed.

on the other hand, the Cohen Commission [CAR, 1978:
101] specifically held the view that their

recommendations were not intended to limit such

crossover relationships as they did not perceive them

to be a threat to EAI.
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2. Directorships and other officer appointments

Welcoming the fact that auditors are debarred (both
professionally and legally) from holding directorships
in their audit clients, critics of EAI argue that this

should extend to all (auditor) directorships.

This argument is based on the view that such director-

auditors run the risk of becoming so closely identified
and of identifying themselves with the management view
of corporate affairs, that they jeopardise their all

important independent state of mind when auditing.

l.3.6 Commercial considerations

This particular set of criticisms finds strong
expression in a recent book by Stevens [1991] which
considers current US audit practices, the central
thesis of which is ["Caught in the Savings and Loans

backlash" - Financial Times, September 19, 1991: 11]
that:

"the new found commercialism of the big (six)
firms has compromised their professionalism (a
vital attribute of which is independence) to the

point where they are no longer fulfilling their
obligation to society."

In considering reasons why the "professionalisnm"
referred to by Stevens, may have become obscured, the
concurrent provision of management advisory services

(MAS) and accounting services appears pre-eminent.
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The basis of both these criticisms in the context of

EAI are considered below:

1. Provision of accounting services

Criticism of EAI on this score is based on the view

that it 1is impossible for someone to audit his own work
or the outcome of such work, and still be independent

and objective in the opinion he gives on such work.

Indeed, there is substance to that view, as it 1is

axiomatic that one cannot audit his own work and the UK
audit profession [ICAEW, 1987: 24] recognises that fact
in imposing a virtual complete prohibition on the

provision of any accounting or accounting type services

to their publicly listed audit clients.

Thus, such critics argue auditors should not perform
accounting and/or book-keeping services for clients,
and should exercise great care and good judgement in

performing any other services for their audit clients.

Such critics state that people who choose to practice
auditing should reflect upon the fact that their
professional independence 1is so crucial, such that they
ought to be more than prepared to avoid involvement in
any other form of activity that will (can) or even may

appear to compromise (might impair) their independence.

38



2. Provision of MAS

The concurrent provision of MAS and audit service by
the auditor is the source of significant, pronounced

and frequent criticism of EAI.

Perhaps Austin Mitchell ["Bankruptcies raise questions

over auditors" - Financial Times, December 7, 1990: V]

best summarises criticisms on thls score when he states

that:

"auditor independence is also compromised by the
non-auditing services provided by the accounting
firms. In the United States, the SEC bans
auditors from performing certain services for
their audit clients. In this country, (audit)
firms are free to recruit company officers, write
up the company records and then audit them. We
are asked to assume that the extra revenue exerts

no pressure on the compromises which auditors
make."

While the UK audit profession generally, has not
accepted criticisms made on this score, there does

appear to be some basis for thenmn.

For instance, it was recently reported in a US context,
that ["Auditing independence with a European face" -
Accountancy Age, March 14, 1991: 17]:

"the US controller general (of banks) is believed

to be intending to bring in requlations which

would insist that the (auditors) of the 50

biggest US banks are not to be allowed to offer
any services other than auditing"

to those clients during their tenure as auditors.
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Further, despite earlier protestations by Harold

Cottam, then UK managing partner of Ernst & Whinney

["Age of the all purpose salesman" - Financial Times,

August 27, 1986: 13] about such a (MAS) problem being
"theoretical" and lacking "evidence", there has been

some reappraisal of such thinking in the profession.

For example, note recent remarks of Swinson, chairman
of the ICAEW's financial reporting group, admitting
concern with EAI when he declared ["Coopers set to face
flak over Maxwell collapse" - Accountancy Age, December

12, 1991: 1]

"People are extremely concerned about the way in
which auditors are operating and the way in which

the reports they produce are serving the public
interest. We have to ask again whether other
services can be sold to their (audlt) clients. I

believe the profession needs to review some of
the sacred cows."

In addition to the provision of tﬁese two types of
services, others detect another set of commercially
insplred threats, which may cause the auditor to try to
unduly satisfy client "demands", by acquiescing to

unreasonable audit completion (time) and undue fee

(budget) pressure - as levied by the client on hin.

The Cohen Commission [CAR, 1978: Section 9] considered
both these forms of commercial pressure and concluded

[Wolnitzer, 1979: 37] that:
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"1, the time and cost pressures to reduce the
amount of audit work carried out tends to
diminish independence; and

2. arbitrary time deadlines imposed on auditors
impairs their independence"

1.4 EAT and expectations gaps

To the extent that criticisms of standards of EAIL
reflect gaps between reasonable and (professionally)
practical audit-user expectations of EAI and those

actually prevailing, that gap is an expression of the
EAI aspect within the overall audit "expectations gap"

[Ligglio, 1974; CAR, 1978 and CICA, 1988].

In fact, Humphrey [1991: 14] sees EAI as integral to
the audit expectation gap debate, concluding that "if

any topic can be classified as going to the heart of

the audit expectations (gap) debate, it is the issue of

auditor independence."

In order to redress this aspect of the gap, several

suggestions have been advanced to redress criticisms

levied against the perceived weaknesses of external
auditor independence in practice, and these tend to

fall into one of four broad but distinct categories:

1. Restricting (or prohibiting) non-audit services by
the auditor that might be or be seen to be

incompatible with the audit function.
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2. Protecting the auditor (primarily in an economic

sense) from the influence of or the dependency on
the management of the audited entity (e.g. audit
committees, rotation of audit appointments,

independent fee-setting and audit-appointing body).

3. Ensuring that audit firms are managed so that the
necessary internal (e.g. compulsory rotation of
audit staff and second partner review) or external
(e.g. peer review) support for the independence of

individual partners and staff is provided.

4. Prohibiting by statute the auditor from having any
(beneficial or non-beneficial) financial involvement

in/with audit clients (e.g. trustee shareholdings).

The long run welfare of the audit profession depends
upon the auditor's independence and integrity. If he
assumes a partisan role he sacrifices his professional
status and his opinion is no more acceptable than the
representations of the management preparing the
relevant statements. The resolution of this and similar
problems calls for the exercise of good judgement by
the profession as a whole. If there should be any doubt
as to how to handle a particular issue, it will be far
better for the profession to err on the side of greater

rigour and caution, rather than greater laxity.
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For it is only through the enforcement of rigorous
accounting and auditing standards that the profession
will maximise its credibility - and in so doing its

perceived professional independence.

This chapter placed EAI within its functional context.

This it did first by considering the professional
dimension attached to it and then highlighting some of

the major criticisms of or concerns (expectation gaps)

about it when considered within its practical setting.

The next chapter considers EAI from some of the

theoretical stances from which it may be viewed and

Chapter 3 reviews the major extant empirical research

conducted into the issue of EAI.
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CHAPTER I1

THE NATURE OF EXTERNAL AUDITOR INDEPENDENCE

The previous chapter considered some of the more

operational aspects and criticisms of EAI within its

macro and micro contexts. It also asserted that the

whole basis of the auditing profession rests on its

ability to be, and to be seen to be independent, but

made no attempt to examine (explain) the nature of EAI.

Thus the purpose of this chapter is to examine the

underlying nature of EAI and to consider why confidence

held in the auditor's opinion (and so in related
audited statements) varies directly with the auditor's

ability to physically and mentally disregard and

dissociate himself from the client and its management.

This analysis of the nature of EAI is conducted on the

basis that any research (empirical or other) into,
and/or regulative measures governing EAI should only be

conducted with a good knowledge of its underlying

nature.

In order to examine the nature of EAI this chapter
draws on the theoretical offerings provided by a number
of authors, each of whom have generally considered EAI

from or within a specific standpoint or perspective.
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This chapter has five major sections. The first reviews
some of the definitions offered for EAI and places it
within a theoretical frame. The second section outlines
and considers the nature of EAI from some of the more

important perspectives from which it has been analysed.

The third section presents an understanding of the

nature of EAI by assessing it from the main types of
influences that are judged to possess power when
shaping EAI in its practical forms. The fourth section
of the chapter considers the nature of EAI in an agency

theoretic and Efficient Market Hypothesis (EMH) frame.

The final section of the chapter consists of a summary
and overall synthesis of the previous sections and some

concluding thoughts as to the intrinsic nature of EAI.

2.1 Theoretical perspectives

Belkaoul [1985: Chapter 3] offers various competing
approaches to the formulation of an accounting theory

and identifies the "behaviourial approach" as one.

In his view [Belkaouil, 1985: 85], this approach
"emphasizes the relevance to decision making of the
information being communicated and the individual and

group behaviour caused by (taking place within) the

communication of information."
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Accordingly, since EAI is essentially a behavioural and
relative quality, any theoretical examination of 1t can
be seen as taking place within the auditing equivalent
of such a behavioural approach. However precisely

because EAI is a behavioural issue, it remains an
elusive feature which, despite the many definitions

offered for it, auditors have found difficult to

clarify precisely within their professional role.

Nevertheless, as definitions are useful commencement
points in order to understand the nature of EAI, some
exposition of them is appropriate. For instance, from
among the many definitions offered for EAI, we note
that Kohler [1970: 229] defines EAI as:
"The property or a relation between the
accountant and his client, such that the
accountant's findings and reports will be
influenced only by the "evidence" discovered and

assembled in accord with the rules and principles
of his professional discipline."

Schandl [1978: 193] however, sees EAI more as:

"the assurance that the auditor's personal,
emotional and material interests will not be
affected by others because of his communicating
an opinion, judgement, finding or decision."

Expressed in more mathematical terms [Watts and

Zimmerman, 1986: 313], one may view total EAI as that
which prevails when the probability of the auditor

reporting ALL material facts about the client is 1.
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In reality, since a probability of 1 equals certainty,

such a state cannot be assumed because some uncertainty

always remains attached to EAI.

From the opposite standpoint, one might maintain that
for the auditor's opinion to be of some value, the

auditor must have some incentive to tell the "truth"
when the "truth" is bad or unwelcome from the client's
view. DeAngelo [1980-1981l: 68] regards the auditor's
incentive to reveal unwelcome news (not in the client's

self-interest) as one definition or expression of EAI.

However, a more pragmatic working definition might
define EAI as the avoidance of situations which would
indicate to others that an impairment (consciously or
subconsciously) of the auditor's professional judgement
could take place when there.is a conflict or potential

conflict between the auditor and the client or other

parties.

While definitions are useful starting points, they
always need further expansion and elucidation. Analysis
of EAI shows it to be a multi-faceted quality and in
recognising this fact, three main different perceptual
approaches to its examination are indicated in the

literature, viz:- perspective based, influence based

and factor (with constituent attributes) based.
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2.2 Perspective based approaches to EAT

This approach examines the nature of EAI from a number
of alternative, equally valid, standpoints or
perspectives. As such, any resultant understanding of

EATI is governed by the particular perspective chosen
when examining it. A survey of the literature

identifies seven individual perspectives from which the

nature of EAI may be considered.

1. The "existential" perspective

Auditors have for many years recognised that EAI exists
within two broad dimensions - "fact" and "appearance".
Thus, this distinction made over thirty years ago
[Higgins, 1962: 31], refers to the form in which EAI

"exists" and holds that:

"there are actually two kinds of independence
which a CPA must have - independence in fact and
independence in appearance. The former refers to
a CPA's objectivity, to the quality of not being
influenced by regard to personal advantage. The
latter means his freedom from potential conflicts
of interest which might tend to shake public
confidence in his independence in fact."

Many years later Arens et al [1984: 34] restated that
two important aspects of EAI relate to "fact" and

"appearance". This they did stating that:

"not only 1is it essential that CPAs maintain an
independent attitude in fulfilling their
responsibility, but it is also important that the
users of financial statements have confidence in
that' independence. These two objectives are ...
identified as independence in 'fact' and ...
'appearance'."

48



Independence in fact exists when the auditor is
actually able to maintain an unbiased attitude

throughout the audit (i.e. being independent),
whereas independence in appearance is dependent
on others! interpretation of this independence

(L.e. being seen to be independent)."

Both dimensions are crucial to the proper fulfilment of

an audit - one without the other is of little value.

EAI in appearance, which involves the perception of the
auditor's independence by all interested in the audit

report has received much attention by US researchers.

In relation to users, every judgement by the auditor
has an EAI aspect. Such judgements include his search
for clientele, staff hiring, assignment of staff to the

audit engagement, approach to audit investigation,

evaluation of evidence and his development of opinions.

In fact, if any judgement (no matter how important),
appears to involve compromise, then subordination may

be alleged and consequently perceived independence

could very well be questioned.

For example, agreement by the auditor to an audit
client fequest not to seek direct confirmation of a
particular trade receivable (whether or not the auditor
deems it necessary), can be seen by users of the
audited statement as a subordination of the auditor's
judgement, and in effect an impairment of his

professional independence.
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The same can be said of the auditor's acquiescence to a
change requested by the audit client to the wording of
a particular note or set of notes to the financial
statements, whether or not the auditor 1is convinced

that the revised wording in fact assists with a true

and fair view of the relevant financial statements.

While much emphasis has been placed on the determinants
of the appearance of EAI, understandably, less emphasis
appears to have been placed on determining what

attributes create independence in fact.

However it is obvious that this "factual" aspect of EAI
calls for the total intellectual honesty of the auditor

and his complete absence of any indebtedness or

obligation to any user of his report.

2. The role perspective

Judged from this perspective, EAI has two main role-

based dimensions [Carmichael and Swieringa, 1968), the
first being "practitioner independence" and the second

being "professional independence".

The dimension relating to practitioner independence
refers to the attitude of the individual auditor's mind

and his personal principles and self-reliance (such as

illustrated in the public's perception of a priest).
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On the other hand, the professional dimension relating
to EAI refers to the image of the auditor as a member
of a distinct group to which is attributed certain
features (e.g., the public's negative view of used car

salesmen). Thus membership of a particular group acts
as a surrogate assurance of the qualities or character

traits attributed to all members of the group.

3. The human dynamics perspective

Agency theory [Watts and Zimmerman, 1983] views the

firm in terms of a "nexus of contracts" [Jensen and
Meckling, 1976] between different parties operating in
a soclo-economic framework. The interactions between
them which gives rise to the need for an independent

audit, are predicated on inter-personal dynamics.

Thus, assuming that an auditor is fully competent and

knowledgable, and has all the means to apply his skills

and knowledge, then the only other determinant that may

stand in the way of a credible audit report, is the

auditor's willingness and ability to act;independently.

Unaudited accounts lack credibility because of the

questionable objectivity of their issuers. However the
auditor's non-involvement in the daily activities of a
company provides the required objectivity for his audit

opinion on the company's financial statements.
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The need for EAI stems from the “"remoteness" between

the management of a company and users of its accounts.
This gives rise to the "stewardship" aspect underlying
accounts [CAR, 1978: 93] and the need for an auditor.

Further, the larger the company, the more remote from

each other owners and managers are likely to be.

The auditor acts as a bridge in the process of ensuring
management remains accountable to (primarily) the
company's shareholders and (generally) to other users
of the company's audited financial statements. Clearly
then, it is vital to the strength of this bridging that
the auditor is not only independent "in fact", but is

also seen to be so independent "in appearance'.

As a result, user confidence in the financial data
presented by a company is closely related to the

position of ‘independence taken by its auditor. The more
independent or objective the auditor, the greater the

probability that shareholders and other interested
parties will have confidence in his EAI and in his

underlying work and opinion. The CAR [1978: 105] puts

forth its belief that:

"the obligations created by the audit function
may require the auditor to persuade management to
present a measurement of earnings or disclose
material information that reflects unfavourably
on its performance. Often, the independent
auditor's task 1s to persuade people to do
precisely what they do not want to do."
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Thus, the value of an audit to consumers of audit
services, depends on and stems from the auditor's
ability to withstand client pressures to do or not do

precise actions and to disclose information partially

and/or selectively.

Considering EAI from a human dynamics perspective, one
notes that the closer the perceived alignment of
incentives between the auditor and the client, the
lower the value of the auditor's opinion on the

client's financial statements to consumers of audit

services.

4. The_environmental perspective

Certaln auditing theoreticians [e.g. Aranya and Sarell,
1975] have considered EAI from the perspective of the
environment within which it is exercised, contending

that the degree of independence an auditor brings to
bear in any situation is a composite result of factors

that are external (i.e. "macro" aspects) or internal

(i.e. "micro" aspects) to the audit parties themselves.

The distinction between these two aspects from which
EATI may be regarded, was explained within, and formed
the structure for the criticisms of EAI presented in,

Chapter 1 and so are mentioned here for the sake of

completeness only.
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5. The sociological perspective

such studies view auditing and audit phenomena (such as

EAI) within a sociological framework and attempt to

analyse it using sociological concepts and terms.

Barrett [1969: iii) views EAI as containing two
underlying sociological role constructs and maintains

that:

"the audit profession's ethical notion of
apparent independence can be operationally
defined as a sociological role construct, and its
conception of real independence can be

operationally defined as a personality
construct."

Barrett [1969: iii] further puts forth the view that:

"Interpersonal independence describes functional
situations which promote, or dysfunctional
situations which impair, the profession's auditor
image as perceived by reasonable observers.
Intrapersonal independence is the second order

factor containing three operational content
variables.

It 1s assumed that male individuals - who are
field analytical rather than global field types,
who evidence a low .social approval need rather
than being approval motivated and who prefer to
describe themselves in terms of independent
rather than intermediate or dependent personality
typologies - tend to possess a high degree of
intrapersonal independence as characterised by
their behaviour in test and non-test situations.™

On the basis of his exploratory studies, Professor

Barrett concludes that interpersonal and intrapersonal
EAT are both amenable to identification and

determination by empirical testing.
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6. The components perspective

Here the individual components associated with EAI are
considered directly. For example, considering EAI from
this perspective, Berryman [1974] views "time" as an

important component. In this regard, he contends within
each audit engagement, that EAI must exist for some

minimum period of time.

An independent state of mind must exist from the time
an audit contract is first contemplated (bidding,
tendering) or comes into existence, until the time the

relevant audit report is rendered and subsequent

responses interpreting reactions to the report have

been given.

In practice this means an independent attitude must be
maintained (by all audit personnel concerned) from the

time that an audit engagement is considered until all

audit work is done and the audit report is duly

communicated.

Berryman's second component is a "party" component. As
such, the auditor must not be under the influence of
any party (client or otherwise) who is or may become
interested (positively or otherwise) with the outcome
of the audit. In giving due recognition to this "party"

component of EAI, Berryman poses questions such as:
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1. Who should select the auditor?

2. Who should decide to change the auditors?
3. Who should pay the audit fee?

4. With regard to whom must the auditor be independent?

In considering this "party" component attached to EAI,
one notes that the auditor must guard his independence
not only in terms of shareholders, but also in terms of

all potential users of the accounts under audit.

Until relatively recently shareholders were generally
regarded as the sole beneficiary of the audit, and so

auditor independence was conceived of solely in terms

of protecting their interests.

This traditional view appears to have been reinforced
in the recent House of Lords decision in the "Caparo"

case [Caparo Industries PLC v. Dickman, 1990 - All ER
HL 568] limiting the scope of the auditor's

professional liability.

However, recognition, use and acceptance of the audit
report by a much wider audience and reader group has
meant thét EAI is potentially as important to the
company audited, its lenders, suppliers, bankers and
employees, as it is to its shareholders and is

increasingly being regarded as such.
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Accordingly, previous decisions arrived at in lower

courts on the Caparo case (and other cases elsewhere,

e.g. the 1963 Australian case of Reid-Murray Holdings

Ltd) give closer legal expression and substance to the

more "modern" view that the auditor must safeguard his

independence within the widest possible scope, if he is

to pay due respect to the wide '"party" component

attached to EAI.

7. The (integrative) phases perspective

Mautz and Sharaf [1961] integrate within one framework,

some of the previously considered perspectives, using a

three phase model.

The first of these three phases is described by Mautz

and Sharaf [1961: 230-231] as:

"the independence of approach and attitude which
any professional man should have ... a |
combination of self-reliance, freedom from client

control, expert skill and ability, and considered
judgement based on training and experience not
avallable to those who are not members of the
profession."

Carmichael and Swieringa [1968: 698] refer to this
phase as "professional independence" - a feature to be
observed not only in the audit but in all professions.
Its basis 1s control by self-imposed standards,

self-regulation of professional standards, and

peer-group surveillance.
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This phase of EAI therefore implies and requires

freedom from control and/or pressure from and by
superiors or other vested interests. To exhibit this

form of independence, an auditor must accept and

conform to all the obligations arising from his

professional status.

To do this effectively requires that the auditor be an
individual of high morals, character and integrity.
Pearson [1979: 20] states the auditor "must be willing
to conform to the norms of his profession, while at the
same time be willing to speak out on matters where he

or she feels the profession is deficient.™

Additionally, the auditor's personal value system must
prohibit him from obeying commands that are clearly in
violation of professional standards and prohibit him

from performing duties less than professionally.

Comparing this particular phase of auditor independence
with its parallel features in other professions, Carey

and Doherty [1966a: 18] note that:

"Independence, in the sense of being
self-reliant, not subordinate, is essential to
the practice of all professions. No
self-respecting professional man - physician,
lawyer or certified accountant - will subordinate
his professional judgement to the views of his
patient or client. He cannot evade his
professional responsibility for the advice,
opinions, and recommendations which he offers.
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If his patients or clients do not like what he
says, the practitioner may regret it; but no one
would condone his changing his honest opinion so
as to avoid giving offence or to secure a fee."

Professional training alone will not assure this phase
of EATI, because in addition to the professional aspects
noted above, it is a composite function of personal

values, heredity, and family and social background.

Mautz and Sharaf [1961l: 231] see the second and third

phase of EAI as being particular to the audit
profession. They see the second phase of EAI as:

"that required by an auditor if he is to perform
his function of review and verification in a

satisfactory manner. Independence here consists

of freedom from bias and prejudice, whether
recognised or not ...

The practitioner must be aware of the various
pressures, and an auditor must be constantly
alert to any deleterious influences on his

planning (programmlng), investigative, or
reporting independence."

The above three freedoms must be present in this second
phase of EAI. Impairment of any of them results in a

loss of EAI and must not be endured by an auditor. The
importance attached to these freedoms in an EAI context

warrants brief clarification viz:-

Programming: Freedom from control or undue influence in
the planning, programming and the selection of audit
techniques and procedures and the extent of their

application.
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Investigative: Freedom from control or undue influence

in the selection of areas, activities, personal

relationships, and managerial policies to be examined.

Reporting: Freedom from control or undue influence 1in

the statement of facts revealed by the examination or
in the expression of recommendations or opinions as a

result of the examination.

The third and final phase of EAI per Mautz and Sharaf
[1961: 231] focuses on the recognition that "public ...
acceptance of the auditor's status is significant to

the successful accomplishment of his purpose."”

2.3 Operational influences on EAI

Certain authors [Goldman and Barlev, 1974 and 1975;
Nichols and Price, 1976; Shockley, 1982 and Farmer et

al, 1987] have attempted to obtain a better
understanding of the nature of EAI by identifying those

features, forces or factors that may influence it. In

turn, the following considers each of these attempts.

Features influencing the operation of EAT
Shockley [1982] identifies the following 10 features of

the audit environment which, in his view and with

varying degrees of underlying significance, act as

influencing determinants of EAI. These features are:
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1. Client-auditor dependencies

2. Accounting flexibility

3. The provision of other services (MAS) to the client
4. Size of the audit firm

5. Degree of competition for audit services

6. Years the auditor has acted as such (tenure)
7. Professional integrity

8. Professional sanction

9. Fear of loss of reputation and clientele

10. Legal liability

Empirical research conducted by Shockley [1981]
indicated that (in order of significance) the degree of
competition, the size of the audit firm and provision
of MAS to audit clients are the features that most

influence an audit firm's independence being impaired.

Forces (conflicts) influencing the operation of EAI
Other authors Goldman and Barlev [1974] (using

behavioural analysis) and Nichols and Price [1976]
(using exchange theory) consider EAI in terms of
asymmetrical power structures between the auditor and
management and in sets of conflict relationships, viz:-
1. between the auditor and the firm

2. between the shareholder and the management

3. between the auditor's self-interest and professional

standards
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Despite their consideration of essentially the same

conflict relationships, as a result of differing logic
and views, Nichols and Price [1976] and Goldman and

Barlev [1974] arrived at totally contradicting

conclusions.

However, they both agreed that the position of

management was stronger than that of the auditor on the
basis that it was relatively less difficult for
management to find a replacement auditor than it was

for the auditor to find an equivalent audit client.

Three broad approaches are recommended by the authors
to assist the auditor to withstand firm pressure in the
first conflict relationship. In the first of these
conflict relationships they suggest increasing the
power of the auditor, primarily by increasing the
ability of a replaced auditor to cause sanctions to be

imposed on the firm resulting from unjustified removal

replacement.

In the second case they recommend increasing the
expected cost to the auditor and/or the firm from
taking inappropriate actions. Finally Goldman and
Barlev [1974] argue for a change in the structure of
the auditor-firm contractual relationship so as to

reduce the firm's discretionary options.
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Factor (attributes) influencing the operation of EAT
Farmer et al [1987: 5] provide an identification of
five major constructs governing EAI. They contend that
within each of them lies differing sets of attributes.

The five constructs identified by Farmer et al and some

of the attributes contained within them are:

1. The psychological construct, which refers to the
auditor's psychological framework, with particular
significance being attached to the auditor's

objectivity and sense of realisnm.

2. The economic construct, which refers to the facts
governing the auditor's own economic standing,
which in turn normally functions as a determinant of

his propensity to succumb to pressure on his EAI.

3. The third party construct, which refers to the
auditor's recognition that he is his own agent and

once appointed is professionally independent of both

primary audit parties (owners and management).

4. The technical competence construct, which refers to
the auditor's possession of more than due accounting

and auditing knowledge so that he may professionally

assess the appropriateness of accounting treatments

and the related auditing of then.
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5. The standard setting factors, which refer to the
existence of a strong standard setting body that
dictates firm accounting principles, thus providing

a more limited area for judgement disagreements

between the client and the auditor.

2.4 EATI in an _agency theory and EMH context

In addition to providing an explanation (information
asymmetry) for the practice of auditing, agency theory
[Watts and Zimmerman, 1981; 1983 and 1986: Chapter 13]
also allows one to obtain an understanding of the

nature of EAI by focusing on EAI's role in the theory.

The theory suggests that, in an efficient market,

"rational" agents [Moizer, 1991: 36] will view auditors
having a known economic interest in their clients as
having increased incentives to "cheat" and so they are

seen as less likely to be independent.

The costs of increésed uncertainty caused by such
incentives to cheat ("opportunism") are likely to be
imputed into the share/bond price of the client (if
current) or its price of attracting fresh capital (if
new). This view is reinforced by the theory of the EMH
which states that the securities market quickly

receives all publicly available data and promptly

reflects it in the prices of relevant securities.
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Thus, even if one accepts that auditing or EAI has
little to do with an efficient market, one cannot deny
that audits at least provide a means of confirming or

correcting data previously received by the market.

In this context therefore, audited statements help to
assure the efficiency of the market by limiting the

life of incorrect or inaccurate information or by

deterring its further dissemination.

Such thinking also suggests that in a truly efficient
market, the expected economic benefits of EAI will be

fully reflected in the market price of the relevant

share or bond.

Under non-regulated conditions, audit clients would
have the incentive to contract with auditors in such a

way as to maximise, by virtue of the audit process, the
incremental value of the firm. The independent

assurances provided by an audit hold significant

information value for users of financial statements.

2.5 Summary and synthesis of the nature of EAI

This chapter provided an analysis of the underlying
nature of EAI, first by offering some definitions of it

and then by examining it using some of the perspectives

from which it has been studied.
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This perspective-based examination of EAI was conducted
from varying but equally valid standpoints. It
determined that EAI is a multi-faceted feature which is
perhaps best assessed using suitable multivariate

approaches, so that due provision is made for these

multi-facets of EAI to be captured and/or unfolded.

A section of the chapter explained the linkage between
EAI and agency theory and the Efficient Market
Hypothesis - noting that there is a basis for

convergence between these two theoretical paradigms.

Summarising the main aspects relating to EAI when it 1is
being exercised, we note that for it to be present and
so perceived, it is vital that an auditor possess not

only the necessary characteristics to be independent,
but that he must in fact exercise them fully so that

users of accounts see them to be present and

functioning.

By the same token, we note that the nature of EAI
requires that the auditor be aware of and constantly
re-assess and examine the likely causes or situations

that may result in his professional EAI being impaired.

First, in the sense of not being subordinate, EAI

implies honesty, integrity, and complete objectivity.
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Second, in the narrower sense in which it is used in
connection with audits and the expression of opinions
on financial statements, independence means avoidance
of any relationship which would be likely, even

subconsciously, to impair an auditor's objectivity.

Third, it means avoidance of any and all relationships

which may reasonably suggest a conflict of interest.

But how can auditors be assured that users of audited
statements have (at least) a high level of confidence
in thelr independence? To do so, the independence

perceptions of audit users must be determined.

Further, how does one measure perceptions of EAI as

seen by the users of audited financial statements?

Could it be possible to develop a sort of measuring or

gauging instrument, such that the profession could use

to monitor users perceptions about their independence?

Differing users and user groups may have varying
concepts of auditor independence and may thus have

conflicting perceptions about it, its importance and

the degree to which it must be present.

J

such differences in views will present difficulties, as

would attempts to develop universal recommendations for

actions to raise the level of perceived EAI.

67



Berryman [1974] raises an important point in asking
what relationships should be avoided and/or proscribed
by the auditing profession. However one wonders whether
the same auditor-client relationship is uniformly

perceived by all relevant groups. Further, one might

enquire as to those relationships or situations that

best distinguish between EAI views of such groups.

The empirical part of this research attempts to

identify and examine some such relationships in the
context of both selected groups of UK users of audited

statements and the UK audit profession.

Further, as the nature of EAI appears to be multi-
perspective and therefore multi-faceted, much of the

empirical research in this thesis adopts a multivariate

approach.

Despite the increased understanding of EAI made
possible through its consideration from several
perspectives and the influences that appear to govern
it, in the final analysis EAI is an issue of inteqrity
and so a part of the general characteristic of human
honesty. However honesty is itself a relative concept
and varies with individuals, so determining if an
auditor has or has not been honest is not without

problens.
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Perhaps Shakespeare offers some useful practical

guidance to professional auditors in Hamlet (I. iii),

in the words spoken by Polonius, when he says:

"This above all - to thine own self be true

And it must follow, as the night the day
Thou canst not then be false to any man."

This chapter examined the nature of EAI within a

theoretical context. In the main, the next chapter
presents results made available from previous empirical
research into specific aspects of external auditor

independence.
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CHAPTER III
SIGNIFICANT RESEARCH CONTRIBUTIONS TO EXTERNAL AUDITOR

INDEPENDENCE

The purpose of this chapter is to review previous

important research into external auditor independence
that (inter alia) also considered aspects of the

subject empilrically assessed in the present research.

Most research into EAI has been done in the last thirty
years in the US. However, in order to consider only the
more current findings in this chapter, research

conducted pre-1970 is not necessarily addressed here.

This chapter has three major sections. The first

considers the theoretical research conducted on EAIX

while the second addresses three differing types of

empirical research on the same issue. The third section

presents a brief integrative review of, and conclusions

drawn from the chapter.

3.1 Theoretical research

Research into EAI has been both theoretical and
empirical. The theoretical research considers EAI
devoid of any practical or "real-world" setting and

confines itself only to conceptual models or analyses.

In turn, this research has also been of two types.
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The first type of theoretical research into EAI has its
origins in the literature of psychology [Gul, 1987 and
Wilkinson, 1988] and/or that segment of the
sociological literature relating to professionalism

[Schilit, 1981], as considered in Chapter 1.

This type of research considers those influences likely
to condition EAI [Nichols and Price, 1976). Further, it
has generally viewed auditor behaviour in terms of
conflict, essentially between the auditor and company
management, and has examined [Shockley, 1982] or built
models [Goldman and Barlev, 1974) of the influences

(variables) likely to prevail upon EAI.

More recently this type of research has been furthered

by the second type of theoretical research, which

concerns itself with the development of formal economic
models considering EAI mostly in the frame of agency

theoretic [DeAngelo, 198la] contractual relationships.

Both types of theoretical examination have helped with
an understanding of the dynamics of the auditor-client
relationship. For example, it drew attention to the
fact that while audit clients have some ease and choice
in selecting auditors, audit firms have comparatively

less choice in accepting audit appointments and much

difficulty in replacing lost audit clients.
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However, such theoretical study is yet to produce the

definitive model of influencing variables on EAI, and
with the emergence of audit tendering and lowballing,

this relationship is further compounded. As such there

is still no overall consensus as to which aspects of

this relationship likely strengthen or impair EAI.

3.1.1 Influence based theoretical research

The theoretical contributions to the study of EAI
provided by Goldman and Barlev [1974], Nichols and
Price [1976] and Shockley [1982] have been alluded to

in Chapter 2 when considering the nature of EAI. Hence

only brief details of their research are noted below:

Goldman and Barlev [1974]

The authors see the auditor-firm relationship as the
composite result and inter-action of the influences of
three distinct sets (independent, intervening and
dependent) of variables upon each other. They suggest

that auditor independence is, in many ways, a symptom

of the power asymmetry existing in this role structure.

They hold that the more non-routine the auditor's work,
the greater is his strength (power) and so the basis of
his independence. They see MAS (because it is a

non-routine service) provision as strengthening the

auditor's independence [Moizer, 1991: 42].
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In contrast, they see the statutory audit as a routine

service and in consequence auditors who only provide

external audit services are likely to be less

independent. Considering their power-analytical model,

Goldman and Barlev suggest three possible approaches

which together would be helpful in strengthening EAI.

These approaches are:

1. Decrease the potential power of management vis-a-vis
the auditor by limiting its freedom of action.

2. Reduce the auditor's flexibility of action by laying
down rigid accounting and auditing standards.

3. Change the very structure of the audit role and/or

the auditing profession.

Nichols and Price [1976}

The consideration of EAI done by these authors utilised

interpersonal exchange theory and focused on those
variables which, in their view, are likely to affect
the auditor's ability to withstand pressure from a

client.

Based on their assessment of the variables that
influence the auditor-firm relationship, Nichols and
Price suggest that there are three reasonably distinct
approaches or sets of procedures that are likely to

increase the auditor's ability to withstand pressure to

comply with the client's demands.
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1. Increase the power of the auditor (e.g. requiring a
new auditor to consult with the previous one so as
to obtain all relevant information he may require
before accepting a new audit appointment).

2. Increase the expected cost to the auditor and/or the

firm from taking inappropriate actions (e.g. more
precise formulation and specification of auditing
and accounting standards).

3. Change the structure of the auditor-firm contractual
relationship so as to inhibit or limit the firm's
discretionary options (e.g. statutory basis to audit

committees made up of only non-executive directors).

The conclusions arrived at by Nichols and Price appear

to be quite contrary and opposed to those arrived at by

Goldman and Barlev. Contrary to these authors, Nichols
and Price held that the more limited the possibility of

discretionary judgements available to auditors, the

less likely it is that there will be violations of

generally accepted accounting or auditing standards.

They opine that even though the statutory audit is a
routine service, if it is bound by tightly prescribed
rules, so that the scope of individual auditor
judgement is limited, the potential pressure on the
auditor to act unprofessionally will be limited and so

the auditor will in fact be more able to exercise EAI.
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Shockley [1982]

Shockley's theoretical contribution to the subject of
EAI has been fhe provision of a model (developed using

causal analysis) that integrates differing research

directions on it within a conceptual framework. He

concluded that whether or not a particular auditor or
firm of auditors is seen to be independent, is the
result of interactive variables which are causally
related to each other. He also held that the variables
of significance to audit user views of EAI are the ten

previously noted in Chapter 2 (Section 2.3).

3.1.2 Agency theory based theoretical research

Certain researchers [DeAngelo, 1981la and Antle, 1984]
have used models arising from the auditor-client (and

other) contractual relationships identified within the

framework of agency theory [Watts and Zimmerman, 1986:

Chapter 13] which is premised on a network of deemed or

real contractual relationships.

Such research investigated the behaviour of management
and auditors when both are seen as agents of the same
principal (the owners) in an environment where the

actions (and their results) of management are assumed
to be not directly observable by the principal, but are

observable by the auditors (the asymmetrical knowledge

or action situation) [Thornton, 1984 and 1985].
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DeAngelo [1981a and 1981b]}

Using agency theory as a mainstay, DeAngelo considered
EAI generally, and more specifically the practice of

"lowballing" - setting audit fees below costs on

initial audit engagements, with a view to recovering
them in the future or possibly through the provision of

more lucrative non-audit services to the audit client.

The practice has been cited by both the SEC and CAR
[1978: xxxX] as one likely to impair independence and is
one aspect of EAI judged in the research questionnaire
developed for this research (Situation 14). With the
growing number of UK companies trying to limit audit
costs by requesting tenders for their audit, the topic
has become of much concern in the UK also. It 1s thus
pertinent to examine how lowballing is' seen by DeAngelo

within agency theoretic terms.

DeAngelo's model reflects a simple multi-period
depiction of the market for audit services in terms of

audit fee, start-up and transaction costs.

Using this model DeAngelo demonstrates that normal
competitive market equilibrium requires initial fees to
be less than costs (i.e. lowballing to take place).

However, DeAngelo's view is that lowballing in itself

does not constitute a threat to independence.

76



DeAngelo's rationale is based on the fact that because

initial fee reductions are sunk-costs, in future time
periods they will have no effect on the magnitude of

future quasi-rents or on the auditor's EAI. She arques

that it is the very existence of these quasi-rents that

is detrimental to EAI and so holds that lowballing in

itself is not a threat to EAI, so that rules

prohibiting lowballing will have little effect on EAI.

Antle [1984]

Antle's model, also developed within an agency theory
framework, holds that if the remuneration of both
management and auditor is a function of their
respective reports, then there are incentives for them
to co-operate, or to evén enter into direct collusion
(perhaps involving side-payments), with each other, and

that 1n such circumstances lucrative MAS contracts

might act as a good cover for possible side-payments.

Antle's model assumes auditors to be no different fronm
any other "economic agent" and so regards him in the

same way as any other type of economic agent. The model
uses "casual empiricism" and considers those pressures
that might induce the auditor to forgo the "benefits"
of non-independence, while employing game theory and

related statistical concepts to substantiate its

mathematical validity.
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In developing his single-period (partial-equilibrium)
model, Antle concurs with Watts and Zimmerman [1981]
who state that even without regulations auditors have
incentives (especially "reputation effects" - a multi-

period phenomenon) to maintain their independence, and

so self-monitoring (regulation) is enough to maintain a

reasonable level of auditor independence.

Antle's model suggests appropriate checks to encourage

EAT include:

1. continual monitoring of transactions between the two
agents - auditor and management (by say, reporting

the extent and value of non-audit services).

2. long-run observation of tendencies of audit reports

on the basis that audit firms actively colluding

with client managements will present fewer

unfavourable reports.

Antle's model is premised on the view that while there
may be powerful incentives for individual audit firms
to act in a non-independent manner, if all firms acted
in like manner, then in the long run, the market for
audits (other than statutory audits) would rapidly

contract as principals perceived that management and

auditor were effectively acting as one agent.
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However, generalising from his model, Antle recognises

that differing long-term results may be noticed,
because firms would have a common incentive to act in a
collective manner so as to maintain appropriate levels

of independence, precisely to ensure against the

collapse of the market for audit services as a whole.

3.2 Empirical research
The more pragmatic type of research into EAI recognises

that 1t is a concept difficult to define in finite or
absolute terms and whose meaning may shift over time.
Thus, it sets itself the more limited goal of
identifying what current perceptions of EAI (as held by
various groups interested with audits) are, and of
comparing these views with the current requirements of

relevant professional auditing and other (SEC) bodies.

As with the theoretical research into EAI, most of its
empirical research has been conducted in the US. In

general, the empirical research has been of two types.

The (more frequent) first type of this empirical
research has addressed itself to the perceived impact
on EAI when the auditor provides various types of non-
audit services - usually classified as management

advisory services (MAS). Hence research of this type

can be termed as MAS-based empirical research.
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The (less frequent) second type of research, like that

conducted within this thesis, has addressed itself to
examining EAI within differing audit environments or

specific situations. Hence research of this type can be

termed as situation-based empirical research.

Empirical research into EAI has sought the views of
auditors*themselves [Amernic and Aranya, 1981)] or those
of audit users [Firth, 1981]. On some occasions, such
research has sought the EAI views of both auditors and

the users of their services [Firth, 1980], as is the

case 1n this research.

A small segment of research into EAI [Scheiner and
Kiger, 1982; Scheiner, 1984] has researched the impact
of US disclosures made as a result of the ASR-250 SEC-
regulation. The disclosures required related to details
(primarily fees) about MAS services, when provided by

the company's auditors. [The requlation was withdrawn -

so the experience may be indicative in a UK context.)]

However, as the present research does not directly

address disclosure 1issues relating to MAS fees paid by
companies to their auditors, this segment of research
is not elucidated further, nor for the same reason is

that conducted by Simunic [1984], which judged the

joint impact of MAS-provision and internal audit costs.
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3.2.1 MAS-based empirical research

One of the audit environments considered in the present
research questionnaire relates to an auditor's dual

provision of audit and MAS (Situation 13), so the

following section reviews previous research examining

views of EAI in such MAS-providing situations.

Dermer, Evans and Pick [1971]

This Canadian study, one of the earliest to investigate
the perceived compatibility of auditing and MAS, was

targeted at 300 individuals, who because of their
occupations (bankers, mutual fund managers, stock

brokers etc.) were deemed to be users of audited
statements and so concerned with EAI - particularly

with the concurrent provision of audit and MAS (as for

Situation 13 of the present research questionnaire).

Curiously, 60% of the respondents had never even
considered the potential incompatibility posed by the

dual provision of auditing and MAS. A like number
responded that their confidence in audit independence
would in no way be affected by the auditor providing
these dual services, while only 26% indicated a
lessening of confidence and 14% were undecided. "In
contrast, the comparable statistics of a similar US
study [Schulte, 1965] were 43%, 33% and 24%

respectively" [Dermer, Evans and Pick: 23].
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Titard [1971]

As in Situation 13 of this research, Titard examined
the issue of EAI when audit services are accompanied by
the provision of MAS. It updated Schulte's 1965 study,

by sending a mail questionnaire to 220 users of audited

_financial statements, all of whom were employed by

large institutional investors. The sample intentionally

included only the largest US financial institutions.

After confirming that the majority of respondents did

use audited financial statements and that they were
aware of the concurrent dual provision of audit and MAS
by some CPA firms to their audit clients, Titard asked

whether providing MAS "might possibly result in a CPA

losing some of his audit independence".

The questionnaire included 33 specific types of MAS
offered by CPA firms to their clients. Although he
concluded that there was no great concern over the dual
provision of audit services and MAS, 49% of respondents
felt that when combined with audit services, at least
one of the 33 MAS listed in Titard's questionnaire
inhibited EAI. However, 42% did not believe that a loss

of EAI would occur and 9% had no opinion at all.

Conclusions put forth by Titard on the basis of his

research included the following:
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1. That there was more concern with the dual provision

of accounting-type services by some auditors than
with MAS services - (a finding with bearing to

Situation 3 of the present research questionnaire).

2. The auditing profession should inform members of the
financial community what the former expects of those
of its members who also who render MAS - (relevant

to Situation 13 of the present questionnaire).

Titard's general conclusion was that MAS and the

appearance of independence was not a serious problem

for the profession at that time. However, he cautioned
[Titard, 1971: 24] that since society and the audit
profession are ever changing, his "should not be the
final research on this topic", and that the profession
must keep itself informed about the opinions of its
most important client - the public. In UK terms, the

present research is a response in that direction.

Hartley and Ross [1972]
Within a MAS context, similar to that of sSituation 13

of the present research, Hartley and Ross surveyed
practising CPAs, financial analysts, and senior
financial executives in companies with annual audits.
Thus, members of all three groups can be regarded as

persons associated with audited financial statements.
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After confirming that respondents viewed EAI as being
"very important" and determining that they were aware
of the MAS controversy, respondents were asked to state
to what extent they felt a CPA's performance of MAS

affects his audit independence.

In total, just under half (48%) of all respondents

believed that the provision of MAS decreased auditor

independence. However, perhaps more expectedly, 77% of
the financial analyst respondents believed it

"decreases independence!", while in marked contrast,

only 37% of the auditors responded in the same way.

Thus, this study into EAI revealed that financial
analysts perceived the rendering of MAS by auditors to

be more of a threat to auditor ‘independence than did

auditors themselves.

Respondents were also asked to state i1f they agreed or
disagreed with the view that even though MAS provision
might appear to lead to a loss of auditor independence,
the professional integrity of the auditor would provide

a reasonably high assurance that EAI would not be lost.

Again, of the total respondents, 48% agreed with this
statement. In terms of individual groupings, 77% of the

CFAs and 37% of the CPAs agreed with the statement.
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Thus, it was interesting to note that the sane
percentage of respondents from each classification who
felt that MAS decreases auditor independence also
believed that the integrity of the auditor prevented

him from losing his independence.

Rhode [1978]

This empirical study was done at the Berkeley campus of
UCLA at the request of the CAR [1978]. It considered

the "work environment" of the professional auditor and

(inter alia) asked professional auditors for their

views on EAI when MAS was also provided by the auditor.

As with most of Rhode's findings, those relevant to
here were consistent with traditional expectations.
Thus, a substantial majority of the subjects did not
believe that consulting work performed by audit firms
(the essence of Situation 13 in the present research)

affected EAI, so contributing to substandard audits.

Further, as Rhode's survey was conducted at the behest
of the CAR, it is of interest to consider what the
final report of the Commission stated in terms of the
management advisory services controversy. In this
context, the Commission stated that [CAR, 1978: 97]
apart from the three (US) cases, brought to its

attention by Professor Briloff [1976], its own
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"analysis of legal cases did not disclose any
other examples where (providing other nonaudit
services has resulted in a loss of independence,
and our survey [Rhode, 1978] of audit staff
members failed to indicate any significant
relationship between the provision of MAS and
substandard audits. In addition, both AICPA

committees that studied the issue, and one other
researcher, Arthur Schulte, Jr., solicited
evidence from a variety of groups without
uncovering additional examples."

Reckers and Stagliano [1981a] and [1981Db]

This study sought evidence not only on how the dual
provision of audit and MAS affect perceptions of EAI,
but also on the extent to which such nonaudit services

were, in fact, being supplied.

The data analysed came from the ASR-250 filings of 100
randomly selected companies. For this sample, it was
observed that the mean value of MAS fees earned by
auditors was 32% of the relevant audit fee. The median
value of this ratio was 17%, and 25% of companies paid
more than 40% of their audit fee to their auditors for
MAS. [Situation 13 of the present questionnaire (see
Appendix B of Volume II) is one where MAS-related

"billings have averaged 40% of the year's audit fee."]

The most common nonaudit services provided by auditors
to their audit clients were taxation advice, actuarial
and pension reviews, and the design of accounting

systems, which on average attracted the highest fees.
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These researchers also carried out a (case study)

questionnaire survey to determine the extent to which
the provision of nonaudit services affects perceptions
of auditor independence, and in particular, whether

concern about the potential conflict between MAS and

auditing decreased as relevant "familiarity with the
nature of services offered" by auditors and the

financial sophistication of the user increased - a view

upheld by the CAR [1978: 96].

To that end, participants in this study were 50
financial analysts (more sophisticated users) and fifty
MBA students (less sophisticated users). Each
participant received an identical set of 32 cases in
which the percentage value of 5 specified nonaudit
services provided by the auditor varied randomly with
the value of audit services provided. Nevertheless, the
percentage of any individual type of nonaudit services
provided was limited to 12% of the audit fee, while the

aggregate percentage of fees for nonaudit services

provided, varied between 8% and 51%.

In each of the 32 cases described, participants were
asked to assess their confidence in the independence of
the auditor on a percentage scale. As such, the

researchers implicitly recognised that in a given case

an auditor may or may not act independently.
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Thus, one method of assessing possible concern with the

auditor's independence in each case would be to measure
confidence in the likelihood that the auditor will be
independent in his audit function, while providing

nonaudit services. [An extremely similar approach was

used for the present research questionnaire. ]

The 5 nonaudit services assessed in the 32 cases were:

1. Acquisition Search

2. Pension and Actuarial Computation

3. Systems Design

4. Tax Planning

5. Tax Preparation

Consistent with the previously noted view of the CAR
[1978: 96], the results strongly suggested that the
"more sophisticated" group of users had greater
confidence in the independence of the auditor than the

"less sophisticated" group. The researchers concluded

that overall neither group seemed particularly worried
by the provision of nonaudit services (even when their

value exceeded 30% of the relevant audit fee).

Additionally, the "more sophisticated" group expressed
a very high degree of confidence in the CPA's ability

to remain independent while providing nonaudit services

in conjunction with audit services.
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Pany and Reckers [1984]

These researchers also investigated the issue of the
provision of nonaudit services. They noted that the

AICPA [1981] Peer Review Manual proscribes members of
the SEC Practice Section (i.e. those auditors that

undertake audits of SEC registered clients) from

performing the following types of nonaudit services for

their SEC registered audit clients:

1. Executive Recruitment
2. Public Opinion Polls
3. Merger and Acquisition (on a finder's fee basis)

4. Psychological Testing

5. Actuarial Computations for Insurance Companies

Against this background the researchers carried out a
mail survey in order to provide evidence as to whether
these services are perceived as being more or less
harmful to auditor independence than other servicgs,
(such as say, systems design) which are not proscribed.
[They also tested if a respondent's understanding of
the audit affected his view of EAI, but as they are not

germane, these results are not considered here.]

200 questionnaires were sent to financial analysts and
another 200 to stockholders. 67 (33.5%) of the analysts

and 46 (23%) of the stockholders replied.
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Respondents evaluated EAI in each of ten sets of
circumstances in which various nonaudit services were
performed, either by an individual involved in the

audit, or by a member of the auditor's associated
management services department (though not by a

separate but associated management consulting entity).

However, the results showed that the distinction
between whether a service was provided by the auditor
or by the separate (but associated) MAS section was

significant, with the adverse effect on EAI being
reduced in the latter case. [It is interesting to note

that this finding somewhat contrasts with Shockley

[1981], who found that a separate MAS department had

little effect on perceptions of EAI.]

The results also suggested that respondents had neither
extreme confidence in, nor extreme concern with, the

level of EAI when nonaudit services were concurrently

provided by the auditor.

There was little clear evidence that the particular

nonaudit services proscribed by the AICPA, were seen as

significantly more damaging to EAI than other nonaudit

services. [In passing, one notes that none of the MAS

proscribed by the SEC appear to be similarly proscribed

either by law or professional ruling for UK auditors].
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3.2.2 Other issue based empirical research

In addition to examining EAI perceptions surrounding
the MAS controversy, some of the above researchers also
addressed similar issues that may be of consequence

when shaping such perceptions. To the extent that such

issues are common to those also addressed 1n the

present questionnaire, their relevant findings are

presented and discussed below.

Discounts = Situation 14

In his research, Rhode [1978] also addressed the issue
of an auditor accepting gifts from clients and the

purchase by them of clients' products at discounts not

available to the general public.

In a sense, one may regard the receipt of an
unwarranted or unusual discount as receiving a gift and
in that context, gifts and discounts may be considered

to be of the same ilk. Thus, even though the present

research questionnaire does not directly address the
question of the auditor receiving gifts, that feature

1s nevertheless discussed further.

The basis of Rhode's research in this direction was the
contention that, whether or not such practices cause an

actual or real loss of independence, they are likely to

lead others to believe that EAI had in fact decreased.
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Indeed, a majority of Rhode's respondents felt that the
acceptance of gifts does affect an auditor's ability to
resist pressures on his professional judgement. In fact

76% of respondents agreed that there was always an

effect, or that there was an effect depending upon the

scale of the gift.

The facts of Situation 14 of the present research
questionnaire refer to an audit firm accepting
auditorship of a printing company on a beneficial trade

discount arrangement. Thus, unlike the situation
researched by Rhode, the discount here is directed more

at the firm rather than the individual auditor(s).

Nevertheless, Rhode's findings are pertinent. He
determined that a majority of the respondents (57%)
believed that purchases at discounts not available to

the public generally, adversely affected an auditor's
ability to resist pressure to subordinate his or her

professional judgement.

A similar study by Pany and Reckers [1980] also
explored the perceived effect of client gifts and
discounts on auditor independence, in the light of the
Rhode survey carried out at the behest of the CAR. The

survey sought views on the issue from both practising

(CPAs) auditors and registered stockholders.
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The research questionnaire, sent to 480 registered
stockholders, identified four levels of gifts or
discounts (no gifts, $3, $40, $125), set against two

possible percentages (1% and 10%) of fee income derived

from the client in question.

Respondents were asked to evaluate, on a graded scale,

the auditor's ability to resist client pressure to act
unprofessionally, when judged against specified

backgrounds (relating to various "mixes" of level of

gifts or discounts and percentage of audit fee income).

The Pany and Reckers graded response scale (whose two
extreme points were "strong belief" and "strong

disbelief") had seven points (the same number as that
used in the response scales for the present research)
for respondents to register their degree of agreement

(or not) with the statement made in the questionnaire.

Notwithstanding the low 26% response rate (a problem
with most mail surveys) responses to the research
questionnaire, showed that as gift size increased,
stockholders became more concerned with the auditor's
independence. However, it was observed that the
percentage of fee income generated by the audit client

did not have any significant effect on the perceptions

of auditor independence by respondents.
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The survey also revealed that with respect to the 1,126

CPAs who responded, that:

1. 32% worked for a firm where there was no rule
prohibiting the acceptance of gifts from clients
2. 66% worked for a firm where there was no rule

prohibiting the use of client discount facilities.

Time and Budget Pressure - Situations 11 and 10

One of the i1mportant aspects examined in the study of

Rhode [1978] was designed to see whether the auditor's
time pressures (be they inspired as a consequence of
[unrealistic?] tight fee budgets - as is the case in
Situation 10, or extremely stringent reporting
requirements - as is the case in Situation 11 of the
present research) were affecting their professional
integrity and objectivity. If this were so, auditor

independence may be impaired.

The study [CAR, 1978: 116] revealed some alarming

facts:

"58% of (auditor) respondents had signed for

completing audit steps (not covered by another

compensating step) when they had not performed
the work. Of the several deficiencies revealed by

the survey, the Commission believes that this is
the most serious"

"56% of auditor respondents believed that audit
programs and time budgets are unduly influenced
by client-negotiated fees. Further, pressures to
meet time budgets also cause approximately 52% of
respondents in the profession ... to complete

(audit) work on their own time without reporting
the chargeable hours."
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These facts assume even more serious dimensions when

one reads that the survey [CAR, 1978: 116] "“directly

identified time-budget pressure as a primary cause of
substandard audits". The Commission summarises the

views of respondents to this survey by stating that,

"in summary, the profit motive, competition among
firms, and the need to attract new clients and
keep existing ones are, in the opinion of the
respondents to the survey, emphasised too much.
Therefore, it is reasonable to assume that
excessive competition producing low fees can
cause unrealistic budgets and that such budgets
can increase substandard performance."

staff Crossover - Situation 9

Rhode_ 1978

Pressures to complete an audit within time constraints

may manifest itself in forms other than signing for
audit steps not in fact completed. In situations where
senior management are ex-employees of the audit firm in
question (a staff "crossover"), it is alleged, that on
occasions more junior audit staff are "pressured" by
ones more senior, to accept without due verification,

representations and assurances of such management.

In turn, worries about advancements and survival on the
job by such junior staff are alleged to cause them to
do so. Thus Professor Rhode was mindful to obtain if
EAI was in fact being impaired by such a "pragmatic"

audit approach, and one part of Professor Rhode's

survey addressed itself to this possibility.
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While the survey did not reveal a widespread occurrence
of such a feature, a very low number of the subjects
responding believed there was pressure from supervisors
of audit firms on less junior members of the firm to

accept (prima-facie) the representations made by either

former members of the audit firm now employed by the
client, or by executives placed with the client

following an executive search by the audit firm.

Imhoff [1978)]

In recognition that the practice of staff crossovers
appeared to be not infrequent, Imhoff's research
concerned 1itself with this very specific aspect of EAI.
It focused exclusively on the practice of professional
auditors in (the then) Big-Eight firms leaving to take
senior financial positions with their audit clients,

and the effect that practice had on perceptions of

external auditor independence.

Regrettably, Imhoff's survey lacked the support of six

of these audit firms and so the assessed data was
severely restricted. What data that became available
was thus restricted to certain offices of the two Big-

Eight participating firms. Nevertheless, it showed that

out of 258 audit staff leaving these offices in a

particular year, 42 (app. 16%) took up positions with

clients on whose audit they had previously worked.
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To test the effect of such employment moves on
respondents' perceptions of auditor independence, a
survey of CPAs (auditor-group) and bankers and analysts
(user groups) was undertaken. This showed that a

majority of all groups questioned independence only 1if

the employee had been engaged on the client's audit in

a supervisory role within the last six months.

However, a minority of respondents, more significant in
the two user groups than the CPA group, expressed
concern as to the effect on audit independence of moves
by more junior audit staff, even when accompanied by a
longer elapsed time interval between engagement by the
audit client and service in the audit team charged with

the audit of the client in question.

3.2.3 Situation based empirical research

The present research is very much of the situation
based type of empirical research, in that within

specified audit scenarios or situations, it researches
relevant views of confidence in the external auditor -

and in so doing his professional independence.

Thus, the present research is of the same genre as that
conducted by Lavin [1974], Firth [1980 and 1981],

Dykxhoorn and Sinning [198la and 1982)], Moore [1983],

Badran [1983] and Agacer [1987].
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Indeed, the conceptual genesis of the present research

owes something to these previous research studies and
shares many features in common with them. Thus, these

studies are reviewed individually in the next section
with some of their more detailed findings noted in the

(questionnaire development) context of Chapter 6.

Lavin [1974]

The main thrust of Lavin's research compared the
requirements of the AICPA's Code of Professional Ethics

with the SEC position on EAI as expressed in ASR 126.
Its purpose was to provide empirical evidence on the

existence of differences in opinion regarding the
concept of independence between accountants themselves,

and between accountants and financial statement users.

Equally, the research sought to determine whether the
financial statement users' perceptions of EAI (or lack

of it), had an effect on related business decisions.

Twelve situations describing relationships between
auditors (CPAs) and their clients were used as the
basis of the questionnaire. Each of these twelve
(hypothetical) situations were essentially drawn from
ASR 126, the SEC document issued in 1972 which provided
illustrations of 39 situations in which an auditor may

or may not be independent (i.e. EAI was suspect).
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The situations selected by Lavin included those in
which the SEC considered it likely that independence
would be impaired but which, at that time, the AICPA

considered to be compatible with an objective opinion.

The hypothetical situations included relationships such
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