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Canada

Duncan Green Haskayne School of Business, University
of Calgary, Canada

Christopher Humphrey Manchester Accounting and Finance Group
(MAFG), Manchester Business School,
England

Katarzyna Kosmala School of Management and Languages,
Heriot-Watt University, UK

Peter Moizer Leeds University Business School, The
University of Leeds, UK

Dean Neu Haskayne School of Business,
University of Calgary, Canada

Robin W. Roberts College of Business Administration,
University of Central Florida, Orlando,
FL, USA

Pat Sucher Royal Holloway, University of London,
UK

vii



John M. Thornton Department of Accounting,
College of Business,
Washington State University, Richland,
WA, USA

Stuart Turley Manchester Accounting and Finance Group
(MAFG), Manchester Business School,
UK

Joni J. Young Anderson Schools of Management,
University of New Mexico, Albuquerque,
NM, USA

LIST OF CONTRIBUTORSviii



LIST OF REVIEWERS

C. Richard Baker
Adelphi University

David J. Cooper
University of Alberta

Jeff Everett
University of Calgary

James C. Gaa
University of Alberta

Yves Gendron
University of Alberta

Duncan Green
University of Calgary

Christopher Humphrey
Manchester Business School

Katarzyna Kosmala
Heriot-Watt University

Peter Moizer
The University of Leeds

Dean Neu
University of Calgary

Robin W. Roberts
University of Central Florida

Pat Sucher
Royal Holloway – University of
London

John M. Thornton
Washington State University

Stuart Turley
Manchester Business School

Joni J. Young
University of New Mexico

ix



This page intentionally left blank



EDITORIAL BOARD

Ed Arrington
North Carolina – Greensboro,
USA

Richard Boland
Case Western University,
USA

Robert Chatov
State University of New York at
Buffalo, USA

Wai Fong Chua
University of New South Wales,
Australia

Penny Ciancanelli
University of Strathclyde,
Scotland

David Cooper
University of Alberta, Canada

Martin Freedman
Towson University, USA

Sonja Gallhofer
University of Aberdeen,
Aberdeen, Scotland

James Guthrie
Macquarie University, Australia

David Knights
University of Exeter, UK

Cristi Lindblom
USA

Lee Parker
University of Adelaide,
Australia

Joanne Rockness
North Carolina at Wilmington,
USA

Hugh Wilmott
Manchester School of
Management, UK

xi



This page intentionally left blank



AUDITOR AND AUDIT

INDEPENDENCE IN AN AGE OF

FINANCIAL SCANDALS

David J. Cooper and Dean Neu

ABSTRACT

It is in the context of the huge (but largely unaccountable) impact of

accounting and accountants that the demise of Arthur Andersen and the

financial scandals of the past few years need to be seen. These scandals

raise questions of independence and the role of the audit industry in

alerting investors, employees, suppliers, customers and the general public

to the realities of corporate wrongdoing and weakness. This paper intro-

duces a Special Issue that offers a counter-hegemonic story, pointing out

that things can be different and better in substantive ways, that auditor

independence and integrity require more substantive thinking and analysis

than simple re-arrangements of regulatory institutions or calls for super-

heroes who can transcend pressures to abet crime. After reviewing the

contents of the various contributions to this Special Issue, the paper

makes some brief comments about possible solutions to the problem of

independence of audits and suggests a focus on audit, not auditor, inde-

pendence.
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Advances in Public Interest Accounting, Volume 12, 1–15

Copyright r 2007 by Elsevier Ltd.

All rights of reproduction in any form reserved

ISSN: 1041-7060/doi:10.1016/S1041-7060(06)12001-5

1



THE IMPORTANCE OF AUDITOR INDEPENDENCE

The accounting industry benefits from being regarded as boring. There is
little public scrutiny, and accountants are rarely held accountable for their
actions. Yet, behind the gray suits and green eyeshades is an industry that
has a profound impact on our way of life. Multinational accounting firms
employ hundreds of thousands of people around the world, providing not
simply audit opinions about their financial statements, tax (avoidance)
strategies and general financial advice, but also consulting to governments,
corporations, international agencies, charities, religious organizations and
citizen groups about appropriate forms of governance, systems of manage-
ment and assistance in processes as diverse as information management,
scheduling of operations and distributional channels, human resource man-
agement practices and strategic management. These firms typically operate
in the shadows, dispensing private suggestions and hidden products, not
having to report on their own financial performance (Stevens, 1991). While
they talk about accountability of others, they are not required to produce
audited financial statements of their own. Yet the size of their economies
rivals those of multinationals, such as Coca-Cola, Merrill Lynch and Merck,
and countries, such as Guatemala, Sri Lanka and Belarus, and swamps the
employment or money handled by almost any international aid agency or
the United Nations. And while smaller (and typically less visible) accounting
firms have merely local or regional reach, they dispense advice to a mul-
titude of smaller organizations that nevertheless have a huge impact on our
lives.

Accounting information is also central to the effective functioning of
many economies, influencing which organizations can obtain financing,
whether they are able to expand or must contract operations, and what is
seen to be most profitable. Accounting measures of earnings, debt levels and
assets are deemed crucial for the operation of financial markets and the
efficient allocation of resources in an economy. Accounting numbers are
often crucial to important contracts with suppliers and labor, and the man-
ner of their calculation can determine whether an organization is deemed
solvent or not (Briloff, 1990). Levels of employment, customer support and
product safety are influenced by accounting calculations. Likewise, ac-
counting information about the state of government finances influences de-
bates about public expenditure, room for tax cuts and the viability of public
and private pension schemes and social security funds (Cooper & Neu, 1995;
Neu, Cooper, & Everett, 2001). It is often assumed that accounting is
objective and neutral, like mathematics or a natural science; that there is
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little dispute about how to determine the ‘true’ state of financial affairs. This
is a gross error – what to measure and how to measure are enormously
controversial. But all too often, these decisions are left to accountants
themselves, as if they are neutral experts keen to do their best for society
rather than make accounting choices in the best interests of their clients and
themselves (Briloff, 1972).

Accounting calculations and audit procedures also have a deeper impact
on society, influencing many of our attitudes and concerns. A desire to audit
and inspect more and more areas of life affects our attitudes to risk and
interacts with levels of trust in modern society (Power, 2004). Organizations
develop more and more elaborate and all-encompassing systems to ‘capture’
the costs of increasing areas of life and to measure more areas of employee
performance. These desires are used to expand the range of services that
accountants are willing to provide. Accounting measures of the size of debt
affect confidence in public institutions, such as public utilities, and measures
of capital requirements affect confidence in private institutions such as
banks. An audit mentality leads to an ‘audit society’ (Power, 1994, 1997).
Yet, there is no democratic input into how accounting numbers should be
determined and what elements of organizational activity are to be calcu-
lated. While firms strive to keep executive options off financial statements,
government accountants increasingly push for the ‘recognition’ of all sorts
of liabilities for future payments. In general, the accounting industry fights
strenuously to not recognize in financial statements the costs of pollution,
poor safety records, global warming and loss of biodiversity.

It is in the context of the huge (but largely unaccountable) impact of
accounting and accountants that the demise of Arthur Andersen and the
financial scandals of the past few years need to be seen. These scandals raise
questions of independence and the role of the audit industry in alerting
investors, employees, suppliers, customers and the general public to the
realities of corporate wrongdoing and weakness. The audit industry has
tried to lower societal expectations – for example, in the words of a prom-
inent British judge of the nineteenth century – that it would be a watchdog,
not a bloodhound. Yet, despite these self-serving attempts to manage an
‘expectations gap’ (Humphrey, Moizer, & Turley, 1992), perhaps the alleged
freedom (i.e., independence) of auditing, accounting and accountants from
democratic scrutiny needs to be re-assessed. From the side of audit industry
apologists, perhaps the accusations of auditors’ lack of freedom from pres-
sures from corporate and other elites also need to be examined (Sikka &
Willmott, 1995). Such issues form the motivation for this collection from
leading experts from around the world.

Auditor and Audit Independence in an Age of Financial Scandals 3



These issues of public policy and the requirement of democratic account-
ability need to be set within the context of corporate failures and pressures
on companies to restate their financial results. The images of well-dressed
executives being led away in handcuffs need to be placed alongside images of
pensioners, workers and small investors trying to understand what hap-
pened, especially when the ‘watchdogs’ of financial statements failed to give
any warning. No wonder there are questions about the value of audits.
Public accounting firms have been blamed for corporate failures, or charged
with complicity. Inevitably, their supporters have argued that scandals are
the result of a few ‘rotten apples’, as if we cannot remember the long list of
individuals in the history of corporate scandals and failures. Hence, pol-
iticians and regulators have convened the inevitable commissions to examine
what went wrong and what can be done to prevent financial scandals. Yet,
these commissions rely on the evidence of those implicated in these failures
and their more or less continuous attempts to restate the earnings of or-
ganizations they are associated with. What is needed is a more balanced
analysis, one less tainted by sectional interests but conscious of the public
outrage about white-collar crime.

The collapse of Enron sent reverberations throughout the United States
and the rest of the world. Once the seventh largest corporation in the US,
‘‘Enron’s collapse in late 2001 cost investors billions of dollars, put thou-
sands of Enron employees out of work and wiped out the retirement savings
of many. The company, once admired, became a symbol of corporate greed
and excess, and its fall was followed by a string of scandals at other com-
panies’’ (Press, 2004). The drama of seeing Lay, former Enron CEO and a
close friend and financial supporter of President Bush, being led away in
handcuffs served as an important sign that justice would be served. Exactly
two years earlier, on July 9, 2002, George Bush went to Wall Street, and
said: ‘‘The misdeeds now being uncovered in some quarters of corporate
America are threatening the financial well-being of many workers and many
investors. At this moment America’s greatest economic need is higher eth-
ical standards, standards enforced by strict laws and upheld by responsible
business leaders’’(Press, 2002). It also became apparent that Enron was just
a particularly large and well-connected example of what has become a litany
of corporate collapses, accounting tricks and colorful corporate rogues, in-
cluding Xerox, WorldCom, Parmalat, Ahold, Global Crossing and Nortel.

The public accountants involved have not escaped the glare of publicity
associated with these financial scandals. Following the spectacular failure or
accounting manipulations at many large clients, Arthur Anderson, once an
auditor and advisor to corporate giants and viewed as the crème de la crème
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of public accountants, was charged with obstruction of justice for destroying
audit documents pertaining to Enron, and was dissolved. Vice President
Cheney was a big promoter of Arthur Anderson. As he stated in a 1996
promotional video for the firm, ‘‘One of the things I like that they do for us
is that, in effect, I get good advice, if you will, from their people based upon
how we’re doing business and how we’re operating, over and above,y just
sort of the normal by-the-books audit arrangement’’(Gutman, 2002). It is
perhaps surprising that despite such ringing endorsement from the politi-
cally powerful, persuasive evidence is emerging that Arthur Andersen may
have been a scapegoat, sacrificed to minimize the potential damage to other
white-collar criminals in accounting, investment and corporate businesses
(Morrison, 2004).

The glare associated with these financial scandals has encouraged the public
accounting industry – professional associations and individual public ac-
counting firms – to respond. These participants have sponsored commissions
and think tanks, changed accounting regulations and promoted ethics as the
solution to the problems associated with the financial failures. Starting in the
1980s, events such as bank and savings and loans failures, insider trading,
accusations of money laundering (Sikka & Willmott, 1998) and other scan-
dals not only resulted in scrutiny of public accountancy but also encouraged a
revival of ethics, manifested in training programs, appointment of corporate
ethics officers and company ethics videos as well as pronouncements by in-
dividual accounting firms and professional bodies. Some multinational ac-
counting and audit firms promoted ethical audits. Toffler (2003) points out
that Arthur Andersen actively sold ‘ethical leadership’ programs, ironically in
ways many would consider quite unethical.

The collection of articles in this Special Issue is a different type of response.
Prompted by the creation of the Association for Integrity in Accounting, a
unit within Citizens Watch, it seeks to locate audit and accounting within a
social context. It is not content to leave audit and accounting to so-called
experts and professional groups who have much to gain by promoting ‘busi-
ness as usual’. Like their response to the stock market crashes of 1929 and
1987, those in positions of power and privilege have sought to respond to
financial crises and scandal in terms of restoring legitimacy in market insti-
tutions and heading off questions about the instability of those markets
(Merino & Neimark, 1982). This collection offers a counter-hegemonic story,
pointing out that things can be different and better in substantive ways, that
auditor independence and integrity requires more substantive thinking and
analysis than simple re-arrangements of regulatory institutions or calls for
superheroes who can transcend pressures to abet crime.

Auditor and Audit Independence in an Age of Financial Scandals 5



We have already outlined some of the reasons why understanding ac-
counting and auditing is important if we are to prevent financial scandals, or
at least better appreciate responses and effects of future scandals. This in-
troduction now proceeds to examine the response of academics to these
issues since the public might hope that serious analysis would have emerged
from the groves of academe. Such hopes have largely remained unrealized
because many accounting academics are themselves subject to the same
threats to independence as are auditors. In this sense, the papers in this
Special Issue are testament to the efforts of academics who have sought to
be independent, and provide an analysis that offers not only a historical
understanding of how and why we are in our current state, but also some
comparisons and suggestions to show that the present arrangements could
be different; there is nothing inevitable in our sorry state of affairs. We
conclude the book with a brief review of what we know about auditor
independence, and identify some of the more interesting proposals for re-
form.

THE IMPOVERISHED RESPONSE FROM THE

‘IVORY TOWER’

Financial scandals have not gone unnoticed in the groves of academia. Yet,
most academic responses indicate that the term ‘ivory tower’ is a misnomer
since many accounting academics are seduced by the accounting industry.
The appeal of industry-supported salaries and attractive research expense
accounts reinforces an allegiance that is also influenced by a desire to help
students get jobs in the accounting industry as well as their own experiences
as former practicing accountants and auditors. Thus, one academic response
(e.g., Verrecchia, 2002) has been to use stigma management strategies to
deny or downplay the problem, to attribute the scandal to isolated occur-
rences, or to shift the blame to other actors or institutions (Neu & Wright,
1992). This is an approach favored by academics that see capitalism as a
progressive economic system that learns from past mistakes and punishes
and removes ‘rotten apples’. It leads to a passive reaction, aimed at main-
taining business as usual, typically achieved through renewed emphasis on
public relations.

This has been a predominant response by North American accounting
academics – it is ‘business as usual’ for research and teaching (Cooper,
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Everett, & Neu, 2005). The scandals are presented as evidence the system
works and disciplines the exceptional cases in what is presented as an oth-
erwise well-functioning system– ‘look at the majority (of organizations as
well as accounting firms)’ is the cry! Such analysis fails to consider the social
costs of accounting failures (impacts on local communities, the environment
and employment). It also ignores the possibility that heavy investment in
accounting and audit is not a necessary feature of a well-functioning eco-
nomic system – there are varieties of capitalist systems (Hall & Soskice,
2001), not all of which include a significant role for accounting and ac-
counting institutions. Moreover, it ignores what precipitates social and
economic change in many countries – changes typically occur as a fallout of
extreme cases, such as scandals, and not owing to the performance of av-
erage or even a majority of organizations or accountants, the preoccupation
of most accounting academics (Tinker, Merino, & Neimark, 1982). A sec-
ond academic response has been to join forces with major accountancy firms
and to jump on the ethics bandwagon (cf. Neimark, 1995). Centers for ethics
and corporate governance within universities, training programs for stu-
dents and practitioners and ethics textbooks are among examples of how the
university has seized the opportunity and become ethics entrepreneurs. The
irony seems to go unnoticed; the elite educational institutions, who are now
creating compulsory ethics courses and have a new-found interest in re-
sponsible business, are the same institutions whose graduates have been
pouring into consulting, accounting and major corporations for the past few
decades, apparently ignorant of or uninterested in issues of responsible
business or ethics. The shift to ethics receives much attention, but a recent
survey by the AACSB, which accredits many business school programs,
found that only a third of business school programs require an ethics course,
a figure largely unchanged from 1988. Moreover, even when it is taught, the
material is detached from the general curriculum. It becomes the easily
marginalized course that does not praise shareholder wealth maximization
or the ethic of survival of the fittest.

Further, as Macintosh (1995) points out, ethical issues, such as earnings
management, are not examined in a socially or philosophically sophisticated
way. Teaching of accounting ethics mirrors the relativistic, individualistic
and moralistic approach of most business ethics textbooks. It is conven-
tionally pre-occupied with individual responses to ‘ethical dilemmas’, with
no serious recognition that dilemmas occur within structures of power and
domination within organizations and society, or that different social groups
may have different moralities. Attempts to locate business and accounting
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ethical dilemmas in a structural context or provide a social basis for ethics
(e.g., autonomy, justice, equality) are very rare (for an interesting attempt,
see Lippke, 1995).

Academic research in accounting has been slow to respond to an age of
financial scandal. Ongoing experimental studies of accounting ethics are
conducted, but these are rooted in an individualistic, psychological frame-
work that neglects institutional structures and pressures. It also proposes a
highly contested and partial view of moral reasoning, largely sympathetic to
white male sensibilities. Believers in the efficiency of current financial mar-
kets have rushed to show that investors are not fooled by accounting ma-
nipulations and the market can see through earnings restatements. They
have also shown a renewed interest in accounting regulation, although the
predominant orientation is to portray the virtues of market regulation and
the costs of other forms of regulation (Jamal et al., 2005). Further, the pre-
occupation with statistical analysis, the average investor and general market
responses leads to neglect of the variable ability of stock market participants
to process accounting information efficiently and the intangible benefits of
state and other forms of regulation. More importantly, most accounting
research is wedded to a partisan view that the value of accounting and
auditing should only be judged according to the interests of investors and
suppliers of capital (Cooper & Sherer, 1984).

THE THEATER OF FINANCIAL SCANDAL

The theater of corporate executives being charged, accounting firms being
sued, government commissions being struck, professional accounting bodies
alternately denying the responsibility of its members or introducing minor
reforms that they argue will protect the public interest, and the new ethical
evangelists within the university suggest that something is happening, but
what? How do we make sense of these events? Is this theater a spectacle to
keep us entertained while nothing substantive happens outside the per-
formance? Are these cases of corporate malfeasance and accountant com-
plicity limited to North America, or are they worldwide phenomena? Is
auditor independence achievable, or are we doomed to seeing the theater of
financial scandal repeated in perpetuity? What is the role of accounting
academics? And finally, how do we move forward?

In this Special Issue we have brought together academics from across the
globe to consider the issue of auditor independence in different jurisdictions
and provide suggestions on how to move forward. These chapters set out the
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commonalities and differences on the issue of auditor independence across
countries, providing the starting point for answering what is the problem of
auditor independence and what can be done about it.

THE INDIVIDUAL CONTRIBUTIONS

Richard Baker examines the contested nature of auditor independence. The
paper demonstrates that over time, and in a number of professional and
academic debates, the concept of auditor independence has been contested;
that is, several different concepts of auditor independence have existed in
different periods, and even when there appears to be a consensus on the
meaning of auditor independence, there are significant debates on improve-
ments and changes to the concept. Baker advocates a complete reconsid-
eration of the concept; one where auditors ought to be prohibited from
acting as advocates in any manner on behalf of their clients, and where
client management should have no ability whatsoever to determine the audit
fee or the scope of the audit engagement.

Jim Gaa considers the philosophical bases of the need for auditor inde-
pendence. The former member of the International Accounting Standards
Committee argues that auditors are supposed to be independent of their
clients and free from conflict of interest to be able to provide assurance that
the financial statements published by corporate management are free of
material misstatement. Gaa then considers whether acting in accordance
with professional rules governing accounting and auditing is sufficient to
provide such assurance. In addition to a set of rules, it is argued that in-
vestor protection requires that auditors possess, or act with, integrity. Four
recent and prominent cases show that the required integrity may be lacking.
Gaa’s arguments can be extended to consider the rights of groups other than
investors for quality information that would protect their interests in mod-
ern organizations. Employees, creditors, customers, citizens and groups who
‘speak’ for the environment may also have rights to credible information.

The next three contributions examine the debates in the US about auditor
independence. Joni Young provides a historical perspective on the topic of
auditor independence in the US. She suggests that the purpose of audit is to
mitigate aggressiveness in financial reporting and that, to achieve this, we
cannot ignore the structural and other obstacles that may impede the con-
duct of an effective audit. Independence, with its connotations of an un-
achievable autonomy, and its linkage of professionalism to an unobservable
mind-state may hinder rather than aid this audit purpose. Independence as
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autonomy is impossible within an environment in which management pays
for audit, hires and fires auditors, and is their primary contact. Several
decades of wrangling over whether to emphasize independence, in fact or in
appearance, has not been particularly fruitful in furthering our understand-
ing of this audit purpose. Rather than search for ways to make the auditor
‘‘more’’ independent, Young suggests openly examining and emphasizing
the rationality of auditing practice. This change in perspective requires us to
examine the various relationships in which auditors are embedded and to
assess whether these impede auditor autonomy.

John Thornton examines recent attempts by the Securities and Exchange
Commission (SEC) to decide whether auditors are able to maintain their
independence when they provide nonaudit services. The SEC’s issuance of
Proposed Rule S7-13-00, Revision of the Commission’s Auditor Independence

Requirements, heard testimony from a variety of groups and individuals,
focusing the public’s attention on this important issue. Professor Thornton
analyzes the testimonies given at the Hearings to help us understand the
contentious issues. He concludes that there is considerable confusion about
the meaning of independence, and that user, rather than investor or preparer
primacy, should be the basis on which specific rule changes should be
judged.

Any concern with independence needs to consider the social and political
context in which audit firms operate. Robin Roberts examines the involve-
ment of the US public-accounting profession in federal politics, focusing
attention on the extent to which the profession engages with federal leg-
islators and other policymakers to influence public policy. He concludes that
the public accounting profession’s extensive involvement in federal politics
works principally to protect its own professional interests and favors con-
servative, pro-business agendas, most notably, donation of large sums to the
Republicans and related groups. As a result, broader public interest re-
sponsibilities are often neglected. Although the profession has the right to
participate in public policy debates, its parochial and patronage orientation
does not resonate well with its self-proclaimed professional commitment to
independence and integrity. For the profession, public interest seems to be
equated with the interests of corporate America. In other jurisdictions, the
political power of accountants may be based more on social networks than
on the leverage produced through political donations, but the implications
are similar. Professional firms and associations are committed to elites, and
they cannot conceive that the public interest might be better served with less
reliance on existing elites (e.g., what Stiglitz, 2002 calls the Washington
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consensus about trade and development policy) and the technocratic ori-
entation of self-professed experts.

There follows a series of contributions that provide comparative analyses
of auditor independence. Collectively, they demonstrate in various ways
that things can be different. Yves Gendron examines Canadian auditors’
views on independence. They offer an interesting perspective: although they
are near scandals geographically, they often feel that they are somehow
different from their more commercial colleagues to their south. Gendron’s
fieldwork highlights not only the tacit understandings of auditors in Can-
ada, which has its own history of scandals, but also how the recent spate of
financial scandals has shaken these understandings. He concludes that the
problems experienced by accountancy following the collapse of Enron and
Andersen constitute a meaningful reminder of the negative impact that the
spread of the free-market logic may have on fields of work where the in-
dependence and objectivity of workers as diverse as doctors, accountants,
investment advisors, teachers and professors are deemed important. Estab-
lishing mechanisms to bring to light concerns that emerge from the daily
experience of professionals could help guard against the excesses of the free-
market logic. In related research, he and his colleagues (Gendron, Cooper,
& Townley, 2001; forthcoming) point out that even government auditors
can get overenthusiastic about promoting reforms in management, a zeal
that can threaten their independence. Similar concerns relate to the inde-
pendence of doctors, researchers and consumer advisors of all types.

The contribution by Jeff Everett and Duncan Green considers how the
accounting profession speaks about its ethical ideals. It is worth recalling
that before the creation of the SEC and the 1933 Securities Acts, the US
accounting profession did not find it necessary to even mention independ-
ence in their codes of ethics. Everett and Green examine recent Canadian
and US research to show how these ‘ethical discourses’ emerge, survive and,
sometimes, decline. The analysis of these discourses helps us to better un-
derstand how the profession’s conception of itself, of what constitutes the
ethical accountant, has changed over time. The analysis alerts us to the
various functions that ethical discourses may serve, identifies who benefits
from these discourses and indicates that ethical statements may be smoke-
screens for corruption and collusion in financial scandals. They conclude by
giving this suggestion: ‘‘The profession [should] examine the way it has
spoken of and currently speaks about itself, to see that its ethical discourses
are often self-referential, part of a myth of origin, and, curiously, increas-
ingly concerned with image rather than substance’’.
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The next two papers offer European contrasts, providing some important
lessons, including the crucial role of auditor training and competence and
the difficulty of forcing global prescriptions for independence on local cir-
cumstances and histories. Kosmala MacLullich and Sucher examine the
issue of auditor independence in Eastern Europe. For some time they have
been researching how auditor independence has been developing in three
countries of the Central and Eastern European region: Czech Republic,
Poland and Russia. All three countries were exposed to Communism in the
second half of the twentieth century, and history and experience bring into
sharp focus the differences and similarities between the North American and
Eastern European contexts. Their in-depth analysis and research show that
while auditors formally comply with the appropriate laws (often deriving
from the International Federation of Accountants proposals for independ-
ence), the real issue of independence is in the economic context: obtaining
and retaining clients, and associated pricing practices. While these concerns
may seem distant for multinational accounting firms in general, in that these
firms may not be financially threatened by the loss of a few clients, the
economic context of independence can be critical for the partners respon-
sible for specific audits in these firms.

Chris Humphrey, Peter Moizer and Stuart Turley provide a comparative
analysis of the responses of American and UK regulators to recent financial
scandals. While there is considerable variation in the context of auditing and
its regulation internationally, recent developments in the US and UK illus-
trate some important global responses to auditor independence. They stress
that the regulatory response to audit failures has been to change independ-
ence rules, yet there is important evidence that suggests the issue is also
about auditor competence, including the training and ability of auditors
(and the techniques they use) to identify fraud and financial wrongdoing.

AUDITOR INDEPENDENCE REVISITED

The contributions to this Special Issue demonstrate that auditor independ-
ence is a problem, that this problem is not limited to North America, and
that auditors, security regulators, accounting academics and politicians are
complicit. At the same time, the papers provide some basis for hope in terms
of more careful analyses of the issues and potential solutions. Yes, structural
problems do exist. Yes, it is difficult to set aside our individual interests.
And yes, it will never be possible to eliminate all the incentives that give rise
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to independence being a problem. But, perhaps, meaningful solutions are
still possible and offer substantive opportunities for improvement.

Concrete recommendations as to how policymakers, security regulators,
the accounting profession and academics can effectively address the issue of
independence are likely to require a combination of the solutions mentioned
in the papers. It is important to remember that the purpose is not inde-
pendence of auditors, but more effective audit. Structural solutions, such as
separating audit from other activities of accounting firms, and fixing the
terms and price of audit by a body independent of corporate management,
are likely to be moves in the right direction. However, there is a long and sad
history in a variety of jurisdictions, and attention to structural mechanisms
does not necessarily lead to better audits. Changing the education of au-
ditors would help. Some contributors stress the need for better technical
training, including an ability to generate and evaluate audit evidence, use
expert systems and develop greater ability to detect white-collar crime.
There seems little doubt that auditor competence is a necessary prerequisite
for an independent and useful audit. Additional emphasis on community
obligations, ethical sensitivity and accountability might also improve the
training of auditors and suggest the need to move such training back into
universities and away from internal programs run by the audit firms or
professional bodies. Other contributions remind us of the need to consider
the economic context of audit. This includes the economic impact of a client
on the firm as a whole, and the impact of losing a specific client on the
reputation and income of individual auditors. While none of these solutions
on their own is likely to be sufficient, together they might help transform
audit into a socially beneficial activity.
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THE CONTESTED CONCEPT OF

AUDITOR INDEPENDENCE

C. Richard Baker

ABSTRACT

This paper has two purposes. The first is to demonstrate that over time,

and in a number of professional and academic places, the concept of au-

ditor independence has been contested; that is, there have been different

concepts of auditor independence within different time periods, and even

when there appears to have been consensus on the meaning of auditor

independence, there have been significant debates about auditor independ-

ence. The second purpose of the paper is to advocate a complete recon-

sideration of the concept of auditor independence; one which would move

us towards the idea that auditors should be prohibited from acting as

advocates in any way on behalf of their clients, and that client management

should have no ability whatsoever to determine the audit fee or the scope of

audit engagement. These are controversial ideas. They are meant to be so.

INTRODUCTION

In a recent article, Colson (2004) observed that there have been significant
changes in the concept of auditor independence over the past 150 years. The
initial concept of auditor independence, which prevailed during the latter
part of the 19th century, focused on the accounting profession’s belief that
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one of its primary missions was the oversight of capitalist investments in
various former and contemporaneously current parts of the British Empire.
Colson states that:

‘‘whereas a firm of British accounts in 1880 might have practiced in New York and

received payment from its New York clients, the firm’s primary responsibilities to the

owners back home would have been incontrovertible’’ (p. 80).

In this sort of environment, a relatively small number of accounting firms
could audit a relatively large number of foreign investments. Public ac-
countants could oversee the financial activities of competing entities and
work for different investor groups. Since British investors forbade auditors
from investing or working in the businesses that they audited, the prevailing
concept of auditor independence in this era did not allow accountants to be
advocates for their auditee ‘‘clients.’’ Nevertheless, as long as auditors
maintained their primary loyalty to investors back home, the scope of their
services could be broad. For example, auditors could keep books and pre-
pare financial statements without reproach (Colson, 2004).

After the enactment of the United States Securities Acts at the beginning of
the 1930s, and the subsequent creation of the Securities and Exchange Com-
mission (SEC), the concept of auditor independence changed significantly.
The influence of the SEC on auditor independence centered on the SEC’s
efforts to establish generally accepted accounting principles (GAAP) and
generally accepted auditing standards (GAAS). As GAAP and GAAS began
to be created, auditors changed their emphasis away from loyalty to a specific
absentee capitalist investor towards the enforcement of accounting and au-
diting standards created by the accounting profession. This loyalty was
transferred to the standards and not to the beneficiaries of the standards. As a
result of this process, the concept of auditor independence relied on notions of
objectivity and neutrality rather than loyalty to a specific party. Section 13 of
the US Securities Exchange Act of 1934 specified the following requirements:

a. Every issuer of a security registered pursuant to section 12 shall file with
the Commission, in accordance with such rules and regulations as the
Commission may prescribe as necessary or appropriate for the proper
protection of investors and to insure fair dealing in the security –
1. Such information and documents (and such copies thereof) as the

Commission shall require to keep reasonably current the information
and documents required to be included in or filed with an application
or registration statement filed pursuant to section 12, except that the
Commission may not require the filing of any material contract wholly
executed before July 1, 1962.
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2. Such annual reports (and such copies thereof), certified if required by
the rules and regulations of the Commission by independent public
accountants (emphasis added) and such quarterly reports (and such
copies thereof), as the Commission may prescribe (SEC, 2004a).

This new concept of auditor independence, based on objectivity and
neutrality, continued until the 1970s, when the Financial Accounting Stand-
ards Board was formed with the mission of becoming ‘‘the’’ independent
accounting standards setter. Dating from approximately that time, public
accounting firms essentially abandoned auditor independence and assumed
a role as an advocate for the accounting methods preferred by their clients
(Colson, 2004). During the same period, the rapid growth of capitalist en-
terprises on a worldwide basis provided large public accounting firms with
an opportunity to become the preferred providers of a wide spectrum of
consulting services, the revenues of which quickly outpaced the fees gar-
nered from traditional auditing and tax services. The economics of the au-
diting industry compelled auditors to abandon the concept of objectivity
and neutrality in favor of becoming advisors and advocates for client man-
agement. This perversion of auditor independence prevailed until the scan-
dals of 2002 and the enactment of the Sarbanes-Oxley Act, which modifies
the concept of auditor independence once again towards the concept of
protecting the interests of investors and creditors in capital markets.

DEBATES ABOUT AUDITOR INDEPENDENCE

During the last half of 20th century, there were numerous debates over
auditor independence in both academic and professional literatures. In these
debates, the concept of auditor independence was based on the US Secu-
rities Laws (i.e., ‘‘independent’’ means objective and neutral), combined
with a more general notion of what it means to be a ‘‘professional’’ person,
which is an idea that emerged in both British and American settings in the
late 19th and early 20th centuries. For example, Lee (1986) argued:

‘‘An honest auditor will behave like someone who is independent, using independence to

mean ‘an attitude of mind which does not allow the viewpoints and conclusions of its

possessor to become reliant on or subordinate to the influence and pressures of con-

flicting interests’’ (p. 89).

While this quote reflects the tenor of the debates surrounding the concept of
auditor independence, Lee’s rhetorical expression avoids the fact that an
auditor’s state of mind cannot be observed, and consequently, it is
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impossible to determine whether an auditor is independent pursuant to
Lee’s definition.

Almost as unhelpful are the arguments of Moizier (1991) and others
concerning the economic rationale for auditor independence, which can be
summarized in the following quotation:

‘‘There is an expectation that the auditor will have performed an audit that will have

reduced the chances of a successful negligence lawsuit to a level acceptable to the au-

ditor. In the language of economics, the auditor will perform audit work until the cost of

undertaking more work is equal to the benefit the auditor derives in terms of the re-

duction in the risk of a successful lawsuit being possible. This then represents the min-

imum amount of work that the reader can expect the auditor to perform. However, all

auditors are individuals with different attitudes to risk and return and so one auditor’s

minimum standard of audit work will not necessarily be that of a colleague’’ (p. 37).

What Moizier is saying, in a somewhat convoluted manner, is that auditors
act in an independent manner because it is in their economic interest to do
so. Auditors perform an adequate amount of audit work and collect a
sufficient amount of evidence to support their audit opinions in order to
protect themselves against being sued. While this may be a reasonable ar-
gument from an economic equilibrium perspective, it is dysfunctional at the
margin if only one auditor takes advantage of the presumption of auditor
independence in order to achieve an unwarranted economic advantage.

In contrast to the professional and economic arguments for auditor in-
dependence, Bartlett (1991) has argued that auditing is actually a type of
myth or ceremony involving incantations about independence. Bartlett sug-
gested that there have been four types of incantations regarding auditor
independence:

1. The ‘‘smoking gun’’ – This incantation deals with the allegation that there
have been few documented instances where auditor independence was
found to be implicated in audit failures, at least if we only consider the
evidence provided by lawsuits and prosecutions of auditors. Most law-
suits and prosecutions of auditors are based on allegations of incompe-
tence or lack of due diligence in the application of auditing standards
rather than lack of independence. However, the inability to obtain access
to records of lawsuits and other evidence about audit failures makes this
incantation difficult to prove one way or the other.

2. ‘‘We are doing pretty good ’’ – Based on public opinion surveys, the public
accounting profession has been held in high regard. In assessing the es-
teem of the public accounting profession, public opinion polls often ad-
dress issues such as objectivity, reliability and honesty, rather than
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independence. While there may be a presumption of a relationship be-
tween objectivity, reliability, honesty and independence, it is not clear
what independence means to the general public. Often, the public is mis-
informed or uninformed about what auditors do.

3. The ‘‘Public good ’’ – This incantation suggests that if too many con-
straints are placed on the accounting profession’s scope of services, ac-
counting firms will not be able to serve clients properly, thereby resulting
in significant costs to the public. Large public accounting firms argue that
providing non-auditing services to clients allows them to perform better
audits because they obtain a better understanding of client systems. While
on its face this appears to be a reasonable argument, it is hard to accept
that any auditor, however independent of mind, can objectively opine on
the proper functioning of systems which he or she designed (Plumlee,
1985).

4. ‘‘Trust us’’ – Independence is often said to be a mental state possessed by
professional accountants and therefore not subject to empirical observa-
tion or quantification. This incantation is premised on the notion of au-
ditor economic self-interest; that is, auditors are assumed to maintain
independence and objectivity in order to not protect their longer-term
economic interests. This notion assumes that auditors continually eval-
uate the costs and benefits associated with ethical behavior and always
resolve conflicts in favor of behaving ethically, because doing so produces
the greatest long-term economic benefit. While the validity of these as-
sumptions is questionable, it can be observed empirically that the indi-
vidual economic calculus of a particular auditor often weighs in favor of
retaining an important client rather than being objective and independent.

CHANGES IN THE MARKET FOR AUDIT SERVICES

AS AN IMPEDIMENT TO INDEPENDENCE

Weil (2004) indicates that during the 1970s and 1980s there were a number
of changes in the market for audit services that contributed to the general
decline in auditor independence. The first of these changes was price com-
petition in the market for audit services. Prior to the 1970s, the American
Institute of Certified Public Accountants (AICPA) prohibited auditors from
publicly advertising their services, from making uninvited solicitations to
rival firms’ clients and from participating in competitive bidding for audits.
The AICPA was forced to remove these prohibitions because of threats
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about anti-trust actions by the US federal government. As a result, com-
petitive bidding for audits became commonplace during the 1970s, 1980s
and 1990s. Competitive bidding produced pressures to reduce the number of
hours devoted to audits. Auditing became a commodity and fixed-fee pric-
ing became common. To maintain revenues and profitability, accounting
firms began to emphasize non-audit services. Both the inability to devote an
adequate amount of time to perform a quality audit, and an increased
reliance on non-audit services, contributed to a decrease in auditor inde-
pendence (Weil, 2004).

The second change in the market for audit services was a growing em-
phasis on ‘‘risk-based auditing.’’ The theory of risk-based auditing is logical
in that the greatest amount of audit effort is placed on the greatest areas of
audit risk. The underlying premise of this reasonable idea is that auditors
are experts in determining which areas of a company’s operations are the
most risky. As was demonstrated by Enron, WorldCom and other business
failures, auditors are not necessarily able to determine which areas of a
company’s operations are subject to the greatest risk. Fraudulent activities
were not detected by auditors using a risk-based auditing approach. The
move to risk-based auditing is essentially a way to reduce the number of
hours devoted to an audit. As an unintended result, auditors began to shift
their view of auditor independence away from being an objective and neu-
tral interpreter (which would require more audit hours) towards helping
client management to achieve its goals. While the goals of management may
be congruent with increasing shareholder value, all too often, management’s
attempts to increase shareholder value have been based on misleading ac-
counting numbers that conceal poor economic performance. During the
1980s and 1990s, auditors often neglected their most important responsi-
bility to act on behalf of shareholders, striving instead to maintain increased
profitability for their accounting practices.

PROPOSALS TO INCREASE AUDITOR

INDEPENDENCE BEFORE SARBANES-OXLEY

Moizier (1991) has discussed several ways that auditor independence might
be improved. These proposals include:

1. Legal prohibition of financial interests in client companies – A legal pro-
hibition against an auditor possessing financial interests in a client com-
pany has been the cornerstone of auditor independence in the United
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States since the 1930s. Through the 1990s, this was not true in the United
Kingdom and certain other countries, even though prohibitions against
holding financial interests were generally observed in practice. Currently,
there is virtually a universal prohibition against auditors holding financial
interests in clients. Both the SEC and the public accounting profession
have focused most of their efforts surrounding auditor independence on
defining and enforcing prohibitions against financial interests. Elaborate
rules and reporting structures have been created for the sole purpose of
revealing any type of financial interest on the part of professional em-
ployees in accounting firms, their spouses, their parents and their chil-
dren. One can only speculate, to what end has all of this effort been
expended? Has auditor independence been increased?

2. Rotation of audit appointments – In some countries (e.g., Italy) auditors
are permitted to audit a client only for a specified number of years (e.g.,
five years). This type of regulation has never been seriously considered in
the US or the UK, even though the Sarbanes-Oxley Act does require that
individual auditors rotate off a client on a periodic basis. In France, the
concept of auditor rotation has been reversed, because all auditors are
appointed for a fixed period of time, during which time they cannot be
replaced. This rule is intended to increase independence because the au-
ditor has less fear of being fired by the client. Large public accounting
firms often object to auditor rotation, arguing that there is a high cost
incurred during the initial years of an audit which would be lost if there
were a regular rotation of auditors. This is a specious argument because
the benefits obtained from regular auditor rotation may easily outweigh
the initial start-up costs of an audit.

3. Peer review – The idea of having another auditor review the work of a
given audit firm is appealing on its face. Peer review has been a common-
place feature of the American auditing scene for many years, and it has
become increasingly common in other countries. However, the challenges
of peer review became increasingly evident in the US during the period
when the peer review system was under the supervision of the Public
Oversight Board (POB) of the American Institute of CPAs (AICPA) (until
2001). In the late 1990s, the POB became a toothless tiger, with its budgets
and scope of activities constrained by both the AICPA and the large
accounting firms. The Public Companies Accounting Oversight Board
(PCAOB), which was created by the Sarbanes-Oxley Act, has assumed the
responsibility for inspection of registered audit firms. This means that the
idea of peer review has virtually disappeared from the discussion about
auditor independence, at least as it relates to audits of SEC registrants and
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other public companies. Peer review has been replaced by concept of ‘‘in-
spection’’ by the PCAOB. While the PCAOB inspectors are trained au-
ditors, they are not peers of the practicing auditors.

4. An independent auditor appointing and fee setting body – The intent behind
this proposal is to reduce the power of client management to control the
appointment and remuneration of auditors, thereby increasing the au-
ditor’s ability to exert independent judgment and action. This proposal
has received no support in the regulatory structures of advanced capitalist
countries. The Sarbanes-Oxley Act does require that auditors be engaged
by the Audit Committee of the Board of Directors of a client company.
However, it is unclear whether this requirement has been observed in
practice, or whether it is actually top management who continues to exert
control over the amount of the audit fee and the scope of the audit.

THE CONCEPT OF AUDITOR INDEPENDENCE

AFTER SARBANES-OXLEY

After the bankruptcies and revelations of fraud at Enron Corp., WorldCom
and other companies during 2001 and 2002, the US Congress passed the
Sarbanes-Oxley Act of 2002 (SEC, 2004b). Some have asserted that the
Sarbanes-Oxley Act represents the most significant change in auditor reg-
ulation in the US since the enactment of the Securities Acts in the 1930s.
Among other things, Sarbanes-Oxley created the PCAOB, which has taken
over regulatory control of audits of companies with securities traded in
public capital markets (i.e., SEC registrants). This includes the creation of
audit, ethics and independence standards. All accounting firms that perform
audits of SEC registrants, whether they are US-based or foreign, must reg-
ister with the PCAOB and agree to have their audit practices inspected
regularly by inspectors employed by the PCAOB. While the PCAOB is not
an agency of the US government, it operates under the supervision of the
SEC. The key portion of the Sarbanes-Oxley Act with regard to auditor
independence is section 103, sub-part (B)(i), which states that the PCAOB
shall include, in the quality control standards that it adopts with respect to the

issuance of audit reports, requirements for every registered public accounting

firm relating to monitoring of professional ethics and independence from is-

suers on behalf of which the firm issues audit reports.
In August 2004 the PCAOB issued four reports summarizing the results

of limited inspections of the Big Four public accounting firms (PCAOB,
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2004a, 2004b, 2004c, 2004d). These reports indicate that the PCAOB con-
ducted certain limited procedures in connection with its inspections of the
Big Four firms. The limited procedures included:

� Evaluation of the firm’s ‘‘tone at the top’’
� Partner evaluation, compensation, assignment of responsibilities and dis-
cipline
� Independence implications of non-audit services, business ventures, alli-
ances and arrangements; commissions and contingent fees
� Client acceptance and retention policies
� The firm’s internal inspection programs and
� Practices for the establishment and communication of audit policies, pro-
cedures and methodologies, including training

Many of the above-listed areas relate directly to auditor independence.
The ability of the PCAOB to register and inspect firms and enforce audit,
ethics and independence standards provides some optimism about the pros-
pects for auditor independence. However, this still leaves open the contest-
able nature of the concept of auditor independence. The Chief Auditor of
the PCAOB has stated in various public speeches that a professional ac-
countant has a ‘‘special duty to society.’’ He pointed out that, as profes-
sionals, certified public accountants (CPAs) must follow the spirit of the
standards rather than try to find loopholes (Victor & Levitin, 2004). Again,
this is optimistic language, but it still leaves open the question about the
meaning of ‘‘special duty to society.’’ Is it one that compels auditors to focus
on the needs of investors and creditors in capital markets, or is it one where
auditors are expected to be neutral and objective regarding the interpreta-
tion and enforcement of accounting and auditing standards? These may be
complementary meanings, but not always. To date the PCAOB has merely
adopted the rules for auditor independence created by the AICPA and the
SEC during the last 50 years. These rules were established with concurrence
of the large public accounting firms, thus leaving open the question whether
the standards can achieve the goals that they were intended to achieve. What
may be needed at this point is a complete reconsideration of the concept of
auditor independence that moves toward the idea that auditors should be
prohibited from acting as advocates in any manner on behalf of their clients,
and that moreover, client management should have no ability to determine
the audit fee or the scope of the audit engagement. Until these ideas come
into effect, the concept of auditor independence will remain largely a cos-
metic device to hide the general inability to determine whether an auditor is
independent in fact rather merely in appearance.
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INTEGRITY, AUDITOR

INDEPENDENCE, AND THE

PROTECTION OF INVESTORS

James C. Gaa

ABSTRACT

A basic principle underlying the public securities markets in many countries

is that the interests of investors need to be protected. Independence from

their clients (i.e., client management) is supposed to make it more likely

that auditors will protect investors’ interests. This paper examines the ques-

tion whether acting in accordance with professional rules governing ac-

counting and auditing is sufficient to provide such assurance. In addition to a

set of rules, it is argued that investor protection requires that auditors pos-

sess, or act with, integrity. An analysis of the principle of acting with in-

tegrity, as contained in the AICPA Code of Professional Conduct, shows

that its formulation of the principle conflicts with the concept itself, and thus

that the profession’s commitment to integrity is questionable. Five recent and

prominent cases are examined, which show that the required integrity may

be lacking. The implications of a lack of integrity are discussed at the end.

Corporate fraud has been a major feature of the business world in the
United States and, to a lesser extent, in other countries since the separation
of ownership and management arose in the late seventeenth century, and has
continued sporadically up to the present. Many members of society, and not
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just investors, have borne significant personal costs as a result. In addition,
these frauds have a negative systemic effect on society; for example, trust in
major social institutions is impaired. It seems as if the only people to benefit
from these situations are the perpetrators themselves.

A central feature of modern securities markets is the separation of own-
ership and management of enterprises. A central feature of that separation is
the process of external financial reporting, through which the management
of a company informs outsiders of its financial situation. Although the
official purpose of these reports is to inform outsiders, they can and (in the
case of many financial scandals) have been used instead to hide management
negligence and wrongdoing. Furthermore, as the cases (for example, Enron)
in which ‘‘financial engineering’’ have resulted in enormous rewards to
management reveal, financial reporting actually may be the vehicle though
which wrongdoing occurs, as opposed to the cloak that hides it. In these
cases, financial reporting is used to benefit management and affiliated
parties (possibly including auditors) to the detriment of investors and
others.1

The purpose of this paper is to look at what is required in order to protect
the interests of investors. The next section reviews the concept of investor
protection, as an important feature of securities markets. Next, auditor
independence, defined by a set of rules governing situations and relation-
ships relating to auditors and the management of the audit client, is exam-
ined as an instance of the compliance approach to ethics. This is followed by
a discussion of the concept of integrity and the need for integrity in the
context of investor protection. Following this is an examination of the sec-
tion of the AICPA’s Code of Professional Conduct about integrity. The
analysis shows that the principle as stated is fundamentally flawed, and is
incompatible with the concept of integrity. Then the integrity of public
accounting firms is briefly considered, via an examination of several signifi-
cant acts undertaken by them in the last few years. The result of this ex-
amination raises questions about their integrity, and thus their ability to
protect investors. While it would be nice to think that we could rely on
auditors’ integrity, this does not seem to be the case. In the last section it is
concluded that, for this reason, we have to fall back on the compliance
approach. The compliance approach is inferior from the ethical point of
view, and also has significant practical problems in implementation. How-
ever, if the integrity of accounting firms cannot be relied on, then the com-
pliance approach may be second-best. In this case, it is necessary to be very
sure that the rules provide an appropriate standard of behavior and that
appropriate and effective enforcement mechanisms are in place.
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This paper focuses on the primary role of external auditors, which is to
provide assurance that financial statements prepared by management are free
of material misstatements, and thus are sufficiently reliable for use by others.
This is important since investors (including creditors) are concerned with the
reliability (as well as the relevance) of the information they use to make
investment decisions (FASB, 1978). It is clear that auditors have more stake-
holders than members of these two groups. For example, suppliers, custom-
ers, financial analysts (who provide information and investment advice
directly to individual and institutional investors, including pension funds and
mutual funds), the press and government agencies all have a significant in-
terest in the quality of information produced by corporate management. For
this reason, the protection of investors’ interests focuses on only one aspect of
auditors’ ethical responsibilities to society as a whole.2 The degree to which
auditors focus on the information needs of investors coincides or conflicts
with the needs of other stakeholders is unknown. However, it is clear that the
needs of investors are paramount in the context of the regulation of public
securities markets. As discussed below, the numerous mentions of investor
protection in the Securities Acts argue for the legitimacy and importance of a
focus on auditors’ responsibilities to investors.

INVESTOR PROTECTION

Although it is not discussed much outside the domain of securities market
regulation, protection of the interests of non-management investors has been a
fundamental issue for many years. Arthur Levitt, then-Chairman of the
Securities and Exchange Commission (SEC), observed that the need to protect
investors was recognized in the late 17th Century, when formal stock exchanges
first appeared in England (Levitt, 1996). Only a few years later, the South Seas
Bubble, which was an enormous financial fraud in the 1710s, proved the point.
The scandal was so massive and traumatic that it caused the end of the joint-
stock form of business organization (which was the forerunner of the modern
corporation) for over a hundred years. Eventually, the need to obtain large
amounts of capital for transportation companies caused the corporate form of
organization to re-emerge in England, with the Companies Acts of 1844 and
1845. But these laws required audits of balance sheets, in order to limit the
ability of management to commit fraud (which was regarded as inevitable
otherwise) (Littleton, 1933). For more details, see Gaa (1994, Ch. 1).

Levitt also pointed out the central importance of protecting investors’
interests by noting that the phrases ‘‘for the protection of investors’’ and ‘‘in
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the public interest’’ occur separately or together in the Securities Act of 1933
and the Securities Exchange Act of 1934 at least 225 times (Levitt, 1996).
Similar language is found at many points in the Sarbanes-Oxley Act of 2002,
the official title of which (‘‘An Act to protect investors by improving the
accuracy and reliability of corporate disclosures made pursuant to the
Securities Laws and for other purposes’’, U.S. Congress, 2002) reinforces
the point. Thus, the public interest in protecting investors’ interests is clear,
and has been for many years. For a theoretical analysis of the principle user
primacy, which is the basis for investor protection, based on ethical theory,
see Gaa (1986).

The imperative of investor protection is not only legislated. For example,
the U.S. Supreme Court adopted a similar (if not stronger) position in the
Arthur Young case. In rejecting the extension of work-product immunity
from attorneys to the workpapers of auditors, the Court observed the fol-
lowing:

The [attorney] work-product doctrine was founded upon the private attorney’s role as

the client’s confidential adviser and advocate, a loyal representative whose duty it is to

present the client’s case in the most favorable possible light. An independent Certified

Public Accountant performs a different role. By certifying the public reports that col-

lectively depict a corporation’s financial status, the independent auditor assumes a public

responsibility transcending any employment relationship with the client. The independ-

ent public accountant performing this special function owes ultimate allegiance to the

corporation’s creditors and stockholders, as well as to the investing public. This public

watchdog function demands that the accountant maintain total independence from the

client at all times and requires complete fidelity to the public trust. (U.S. Supreme Court,

1984, sec. IV.B)

Thus, the difference in roles imposes a fiduciary duty on auditors to act in
the interest of investors, and makes it clear that they are not the agents of
management.3 This obligation to the public is also the condition in exchange
for which the public accounting profession is granted the power of self-
regulation (Gaa, 1990).4

For many years, the profession has focused on the requirement that
auditors be ‘‘independent’’ (‘‘totally independent’’, in the words of the
Supreme Court). The idea behind this is that if auditors are not dependent
on the management of the firm being audited, it is more likely that they
will act in the interest of investors, and less likely that they will act in the
interest of management (in so far as their interests diverge).5 The degree
to which auditors have been independent of their clients has been contro-
versial.6
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THE COMPLIANCE APPROACH TO INVESTOR

PROTECTION

The Code of Professional Conduct of the American Institute of Certified Public
Accountants (AICPA) has two parts: a set of principles (AICPA, n.d., sec. 50)
and a set of rules (the remainder of the Code). The Statement of Principles
asserts service of the ‘‘the public interest’’ as a primary value, where ‘‘the public
consists of clients, credit grantors, governments, employers, investors, the
business and financial community, and others’’ (AICPA, n.d., Article II, sec.
53.01). Furthermore, the principles of the Code ‘‘call for an unswerving com-
mitment to honorable behavior, even at the sacrifice of personal advantage’’
(AICPA, n.d., Preamble, sec. 51.02). Taken together, these two statements form
a general requirement that members of the AICPA give priority to the interests
of others, including investors. Although this statement does not explicitly ad-
dress the duty to protect investors (since it neither differentiates their interests
from those of management nor gives them priority), it is in the same spirit.

According to the AICPA Code, independence is necessary in order for
auditors to protect the interests of investors. Whether it is also sufficient for
this purpose is the subject of the rest of this paper. Although the Code also
defines ‘‘the public interest’’ as ‘‘the collective well-being of the community
of people and institutions the profession serves’’ (AICPA, Article II, sec.
53.01), in the context of auditing, these statements are at least consistent
with placing the interests of investors first. In short, acting in accordance
with their fiduciary duty to investors requires independence from the client’s
management, i.e., freedom from conflict of interest. The issues are still with
us today, although perhaps in an attenuated form due to the passage of the
Sarbanes-Oxley Act of 2002 (discussed below).

If independence is required in order for external auditors to fulfill their
fiduciary obligations, it must be asked whether anything else may be required
in order to ensure that investors’ interests are protected. One way of trying to
ensure that auditors fulfill their fiduciary obligation to investors, and thus to
protect them, is to promulgate a set of rules which either require (or forbid)
specific actions or relationships on the part of auditors. Such rules may take
the form of either a code of professional conduct or of public regulations.7 In
the literature of business ethics, this use of rules to enforce ethically appro-
priate behavior is known as the compliance approach. The hope behind this
approach is that a suitable set of rules (along with an effective enforcement
mechanism) will cause people to act in accordance with ethical standards.
Indeed, the compliance approach assumes that people ipso facto are acting
ethically if they adhere to a set of written rules. For this reason, acting in

Integrity, Auditor Independence, and the Protection of Investors 31



accordance with a higher standard of behavior would not be required in order
to merit calling a person’s behavior ethical.

The rules in the AICPA Code of Conduct (AICPA, n.d.) are formulated in
order to provide enforceable interpretations of the principles that should
guide members in their work. As noted above, the Code does not define
independence, even though it is a central and critical concept for accountants
in public practice. Instead of providing a definition, the Code contains a
principle and a rule. According to Article IV (AICPA, n.d., ET Sec. 55), ‘‘y a
member who provides auditing and other attestation services should be in-
dependent in fact and appearance (Article 55.03). The rule requires inde-
pendence in the provision of services, as specified by various regulatory and
professional bodies (Rule 101, AICPA, n.d., ET Sec. 101.01). This is followed
by a long list of detailed interpretations (AICPA, n.d., ET Sec. 101.02), de-
scribing specific conditions in which a member of the Institute is deemed to be
not independent. These conditions address specific situations of the following
types: (1) a direct or (certain types of) indirect financial interest in, or certain
types of obligation to, the client of a member or a member of the member’s
family; (2) employment by or association with the client of a member or of a
member’s family; (3) the performance of non-attest services (in certain cir-
cumstances); (4) performance of any of a set of specific activities for the
client’s benefit; (5) the existence of certain legal actions; (6) joint business
activity with the client; and (7) the organizational structure of firms.

Essentially, these interpretations describe a wide variety of the most im-
portant situations in which the interests of investors (to whom auditors owe
a fiduciary duty, as described above) may be compromised due to a conflict
of interest involving the auditor. The intent behind these rules is to prevent
relationships from existing that would increase the likelihood that auditors
would act in their self-interest and thus harm investors (Gaa, 1994).

As a government agency, the SEC has naturally taken a legalistic approach
to auditor independence, having promulgated extensive and detailed rules
regarding auditor independence for auditors of companies with listed secu-
rities.8 More recently, the Sarbanes-Oxley Act of 2002 created the Public
Companies Accounting Oversight Board, to oversee the audit function.
Among its powers and duties is to promulgate ethics standards (sec. 103(a)(1))
and rules to implement auditor independence requirements (sec. 103(b)), ‘‘as
may be necessary or appropriate in the public interest or for the protection
of investors.’’ In addition to PCAOB regulation, the Sarbanes-Oxley Act
enshrined a number of independence-related relationships directly into the
legislation. Auditors are barred from providing a range of services for their
audit clients, specified in the Act;9 and services not listed in the Act (such as
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income tax services) may be performed only with the advance approval of the
audit committee of the client’s Board of Directors. Furthermore, the likeli-
hood of activities that might harm investors is supposed to be reduced by
requiring the rotation of the audit partner and review partner every 5 years
(sec. 203). In order to increase the accountability of auditors, and to provide a
means to report management misbehavior, auditors are also required to re-
port on a number of matters directly to the Audit Committee (sec. 204). In
addition, section 206 bars audits in cases where a member of the audit firm
has become an executive of the client during the previous year. 10

Because of the contentious legal setting in which the SEC and PCAOB
(and the AICPA, for that matter) operate, it is understandable that inde-
pendence standards precisely specify the conditions in which independence
is (or is deemed to be) compromised. Referring to the growth in the pro-
vision of non-audit services to audit clients, Sutton states the issue clearly:

This new business and professional environment raises two threshold policy issues. First,

what does the declining relative economic importance of the auditing function within a

public accounting firm really mean to the future of the profession? And second, what is

the impact on auditor objectivity of business relationships that may create, or be per-

ceived to create, a mutuality of interests or a conflict of interests between the auditor and

the true client – the investors?

yyyyyy.

The broad question raised by the first concern is whether the public accounting pro-

fession will continue to assign its highest priority to the auditing function and continue

to make the necessary investments to ensure that audit quality will not be compromised

and that auditor performance will meet public expectations.

yyyyyyy

The worrisome question raised by the second concern is how best to assure the public,

Congress, regulators, the profession and corporate America that the auditor’s objectivity

and independence will not be compromised by auditor-client relationships, and that

investors can continue to rely on the credibility and integrity of audited financial in-

formation.’’ Sutton, 1997, p. 88

We need to consider how successful the compliance approach is in assuring
that auditors fulfill their fiduciary duty to investors.

COMPLIANCE IS NOT ENOUGH

To summarize, both professional standards regulations (as well as legisla-
tion) link auditor independence to freedom from any of a long list of con-
flicts of interest. The problem with this view is that, taken literally and in
isolation, it is supposed to impose a certain standard of behavior, such that
if an auditor is independent (as defined) then he or she will act in the interest
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of investors. There are several reasons why this legalistic compliance ap-
proach, even if it specifies necessary conditions, is not sufficient for guar-
anteeing that an auditor will protect the interests of investors. First, no set
of rules is complete. This means that a given set of rules cannot be a com-
plete list of all the factors or relationships that could cause an auditor not to
act in the interest of investors. An example of this is the case of the creation
of KPMG Baymark, in the mid-1990s (SEC, 2001a). KPMG decided to
start an investment bank that would provide various services to its audit
clients, including taking over the operation of KPMG’s audit clients that
were in financial difficulty. If KPMG had created Baymark legally as a
subsidiary operation of KPMG, it would have clearly violated the inde-
pendence standards in place at the time. So, KPMG created it instead as a
legally distinct entity, with a relationship to it that it believed would not
contravene SEC rules. Furthermore, KPMG attempted to hide its relation-
ship to Baymark, so that the SEC might accept it without full knowledge of
the relationship between KPMG and Baymark. In this case, the rules, as
KPMG interpreted them, were not sufficient to prevent it from establishing
Baymark, even though the relationship (whatever its legal structure) clearly
violated the ‘‘spirit’’ of the independence rules, which is to be free of con-
flicts of interest, and thus increase the likelihood of acting so as to protect
investors. It is clear that the current set of rules deal with only a few of the
ways in which auditors could fail to protect investors.

Second, the world changes over time, and rules generally change only in
response to problems. That means that they are nearly always out of date, at
least to some extent. For example, the rapid expansion in the provision of
non-audit services to audit clients shows that, until the Sarbanes-Oxley Act
prohibited a range of consulting services, the rules were unable to cope with
the entrepreneurial spirit driving these changes. The rules may not have been
sufficient even at the time they were promulgated. Arthur Levitt wanted to
eliminate all consulting for audit clients, but was prevented from doing so,
due to tremendous political pressure exerted on him via members of the U.S.
Congress. (This was an action he later regretted (Levitt and Dwyer, 2002)).
In short, one can’t expect the Act, or any other set of rules or standards, to
be the final answer.

Third, even though the independence rules are intended to work for the
benefit of investors, compliance with independence rules does not guarantee
that auditors (acting in accordance with them) will in fact protect investors’
interests. The reason for this is that they may act carelessly or in ignorance of
other standards (such as auditing standards), and thus fall short in fulfilling
their obligations.
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A more fundamental problem with the compliance approach, related to
the last point, is that it suggests, if not implies, that the written rules are both
the minimal and (effectively) the maximal standard of behavior. As has been
noted, the primary problem with the compliance approach to ethics is that it
encourages, or at least condones, behavior that meets only the minimal
moral standard (as defined by the independence rules in place at a given
time), but does not rise above it. Thus, people are expected to act in ac-
cordance with the rules, but they are not obligated to exceed them.

ACTING WITH INTEGRITY

A higher standard than mere compliance with rules is required, in order to
fulfill the fiduciary duty that investors are due from auditors. Most codes of
professional conduct contain lofty statements about the character and in-
tegrity of members of the profession, and outline a number of duties that
they are obligated to follow. The AICPA Code is no different; this is the
Principles section of the Code mentioned above. The principles are an al-
ternate representation of societal expectations. So, in addition to avoiding
situations described in the independence rules, we expect auditors to exhibit
certain character traits. It is evident that the insufficiency of the compliance
approach is implicit in the structure of the Code.

The principles in the Code are stated for the most part in terms of how a
member should act. But in fact, much of it is really about the personal
character traits, i.e., the virtues, which accountants should possess, along
with the claim that members’ behavior should demonstrate those virtues.
The importance of these ideas is evident in Section 50 of the Code. For
example, responsibility is mentioned 23 times; objectivity 14 times, (serving)
the public interest 15 times; competence 9 times; independence 7 times;
diligence 4 times; honesty 3 times; honor 3 times; the sacrifice of personal
gain or advantage 3 times; and excellence 2 times.

Because of its loose construction, for example, the lack of definitions of
the concepts contained in the Principles section, one might conclude that it is
not worth taking seriously, that it is just ‘‘cheap talk’’. However, if it is taken
seriously, it provides the answer to the question about how auditors may
fulfill their fiduciary duty. The answer is that they should act in accordance
with principle; that is, they should act with integrity.

Virtue theory is concerned with the character traits that guide people in
making ethical decisions and in acting ethically. Foremost among the ethical
concepts mentioned in Section 50 of the AICPA Code is integrity, which is
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mentioned or discussed 14 times. Although it is not defined in Section 50,
the discussion of integrity in the Code is built on the foundation of other
character traits, such as those mentioned in the Code.

Two prominent business ethicists, Robert Solomon (1993, 1999) and
Richard DeGeorge (1993) have recently advanced the concept of virtue
(including integrity) as a neglected foundation for business ethics. (See
Mintz (1995) for a concise account of virtue theory and its application to
accounting.) Solomon (1993, 1999) emphasizes the notion of integrity as
wholeness: ‘‘wholeness of virtue, wholeness as a person, wholeness in the
sense of being an integral part of something larger than the person’’
(Solomon, 1999, pg. 38). Integrity is a characteristic that people possess
(i.e., people have or lack integrity), as a kind of unity or coherence of
personality. As such, integrity is closely related to the virtues, but is not
itself a virtue, at least not in the same sense as are honesty, trustworthi-
ness, and other virtues (Solomon, 1999, pg. 38). DeGeorge, on the other
hand, focuses on people’s actions, so that the operative concept is that a
person acts (or fails to act) with integrity, rather than whether a person
possesses the character trait of integrity. Acting with integrity means that a
person is acting in accordance with his or her ‘‘highest self-accepted norms
of behavior and imposing on oneself the norms demanded by ethics and
morality’’ (DeGeorge, 1993, p. 6). For both Solomon and DeGeorge, rules
have a legitimate role; but they constitute at best the moral minimum
discussed above. (Even this assumes that the rules themselves provide an
ethically justifiable standard of behavior, so that a person with integrity
may be ethically required to violate some rules (Solomon, 1993, pg. 169).)
So, acting with integrity includes acting in accordance with justifiable
rules, at least in the sense that rules may provide sound guidance about
how to act in specific conditions. Both aspects of integrity (i.e., integrity as
acting according to one’s highest norms of behavior and integrity as co-
herence or wholeness) are important in assessing the prospects that au-
ditors will act in the interest of investors.

Acting with integrity is a rejection of the compliance approach, because it
requires behavior that is above the moral minimum. The spirit of the com-
pliance approach is to see how close to the moral minimum (often con-
sidered to be the legal limits) one can go, while acting with integrity requires
deciding how far above that minimum one should go in a given circum-
stance. Acting with integrity is different from the compliance approach in
another way, because the norms one follows are self-imposed, rather than
imposed by outside parties (such as legal authorities).
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INTEGRITY AND THE AICPA CODE OF

PROFESSIONAL CONDUCT

The AICPA Code of Professional Conduct (AICPA, n.d.) contains five
principles governing the behavior of AICPA members. Article III states the
principle: ‘‘To maintain and broaden public confidence, members should
perform all professional responsibilities with the highest sense of integrity.’’
This statement could hardly be clearer about the centrality of integrity as a
professional value. However, a following comment reduces this principle to
a weak and limited, and ultimately meaningless, statement. The problematic
item is Section 54.03, which states the following:

In the absence of specific rules, standards, or guidance, or in the face of conflicting

opinions, a member should test decisions and deeds by asking: ‘‘Am I doing what a

person of integrity would do? Have I retained my integrity?’’ Integrity requires a member

to observe both the form and the spirit of technical and ethical standards; circumvention

of those standards constitutes subordination of judgment. (AICPA, n.d., Sec 54.03)

Although this statement appears to be concerned with the notion of acting
according to one’s highest standards, it in fact belies it. The second sentence
is in the spirit of acting with integrity, as in Article III. However, the first
sentence makes it clear that members are to give priority to ‘‘specific rules,
standards or guidance’’, and are to consider the integrity of their actions
only in the absence of those specific rules. It does not recognize the pos-
sibility that existing ‘‘rules, standards, or guidance’’ may be insufficient as a
guide to ethical behavior. Thus, it espouses the primacy of the compliance
approach to ethics, to the extent that suitable rules exist. The reason for this
is that, according to Sec. 54.03, a member is supposed to ‘‘consult’’ his or
her integrity only when the rules fail to give a clear answer. Even worse from
the point of view of acting with integrity, it appears to require (or at least
does not forbid) following a clear rule, even when the result would constitute
a violation of ‘‘the spirit of technical and ethical standards’’, and a violation
of one’s integrity.

In order to be in accordance with the principle of acting with integrity,
Sec. 54.03 should say something like the following:

Integrity requires a member to observe both the form and the spirit of technical and

ethical standards; circumvention of those standards constitutes subordination of judg-

ment. A member should test decisions and deeds by asking: ‘‘Am I doing what a person

of integrity would do? Have I retained my integrity?’’ This test should be applied re-

gardless of any specific rules, standards, or guidance governing the situation.
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Since protecting investors’ interests requires acting with integrity and the
Code requires that AICPA members act with integrity, the official answer
provided by the profession about protecting investors should be clear:
members need to act with integrity in the performance of audits, and not
merely in accordance with professional rules. Unfortunately, the section of
the AICPA Code is itself is a denial of the importance of acting with in-
tegrity, whenever one’s integrity conflicts with ‘‘specific rules, standards, or
guidance’’. If, in a specific situation, following a specific rule, standard or
guidance violates their integrity, they will have in fact subordinated their
judgment about what they should do (i.e., do what a person of integrity
would do), and will have subordinated their integrity to compliance with
rules.

AUDITORS AND INTEGRITY

The compliance approach to ethics is attractive because it is predictable, in
the sense that if the rules are specific and unambiguous enough, they provide
a clear standard of acceptable behavior, and therefore a defensible foun-
dation for the enforcement of such behavior. For this reason, auditors
should know what behavior is expected of them, and what are the conse-
quences to them should they fail to comply and also become the subject of
an enforcement proceeding. On the other hand, acting with integrity goes
beyond the rules, and requires auditors to act autonomously in making
judgments about how far above the moral minimum they should act on a
given occasion. So, how far above the moral minimum is appropriate is very
situation- and person-specific, since acting with integrity as a standard of
behavior does not have clear and precise standards of acceptable behavior.

Because autonomous choice is critical to acting with integrity, it is nec-
essary to consider the question of the degree to which auditors are capable
of acting with integrity. There are two aspects to this issue. One is what
auditors are like as individuals. It will be assumed here that they are not
much different, as a group, than anyone else. That is, some have high in-
tegrity, some have none, and most are in between. This means that, as a
group, they are capable of acting with integrity on many occasions, but are
also capable of acting in accord with the moral minimum much of the time
(and less than that some of the time). Second, sometimes the result of acting
with integrity will be that the agent is worse off, at least in the short run,
since doing so may require acting in the interest of another person without
regard to the impact on oneself. This suggests that institutional structures
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may make it either more or less difficult for a person to act with integrity on
a given occasion when it may be called for. In fact, this is the primary
rationale for the independence rules; that is, they define an institutional
structure that limits the temptations on auditors by raising the moral min-
imum. In the absence of such rules, or with weaker rules, situations in which
investors’ interests may be compromised require a measure of integrity,
whereas a suitable set of rules establishes an appropriate ethical standard
that does not require it.

THE INTEGRITY OF ACCOUNTING FIRMS

The foregoing observations assume that auditors are capable of acting with
integrity, and wish to act in accordance with at least the moral minimum. It
is important to examine this assumption, by looking at a number of im-
portant cases. While this review does not provide exhaustive evidence, it
does reveal that there is a serious question about their willingness and/or
ability to act with integrity.

The first case is the KPMG Baymark case discussed above. As described,
KPMG attempted to structure its relationship with KPMG Baymark in such
a way as to comply with the technical requirements of the independence rules
(i.e., the interpretations of the rules) in effect at the time, even though (once
the fact that KPMG tried to hide from the SEC came out) this was a
transparent attempt to evade their spirit. Subsequently, the Commission
issued a cease-and-desist order against KPMG, based on the determination
that there was

a serious risk of future violation. Peat Marwick is a Big Five accounting firm whose

practice requires it to make independence determinations constantly. y When, as here,

a firm enters into complex relationships with other entities that in turn have relationships

with audit clients, persons in charge of making independence determinations must ex-

ercise particular vigilance. While it is of course appropriate to focus on structural con-

cerns that could impair independence in any and all engagements, such a focus does not

excuse a failure to gather, analyze, and assess sufficiently the facts peculiar to each and

every engagement. y Given the lack of care, at senior levels, that attended the deter-

minations at issue here, there is a sufficiently high level of risk of future violations to

warrant a cease-and-desist order’’ (SEC, 2001a).

Taking the independence rules as the moral minimum, KPMG evidently did
not act with integrity, since the creation of Baymark was an attempt to
maximize its profits by adhering to the lowest standard of behavior. Acting
with integrity would have meant that it would not have attempted to set up
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an investment bank to deal with its audit clients, in the interest of max-
imizing its profits, and without regard for the rules. Thus, KPMG’s at-
tempted creation of Baymark disregarded its obligation to protect investors.

A second case is the now-familiar pattern of behavior that Andersen
engaged in for a number of years (Toffler, 2003). A short summary of this is
that Andersen engaged in practices that (in the short run) earned large
profits, at the expense of investors. The list of faulty audits is long, and
includes most notably Waste Management and Enron. The SEC’s conclu-
sion in the former case was the following:

Through its partners, Andersen knew or was reckless in not knowing that the audit

reports y were materially false and misleading. Andersen knew or was reckless in not

knowing that (a) the Company’s financial statements were not presented in conformity

with GAAP and (b) the Firm’s audits of those financial statements were not conducted

in accordance with GAAS. Yet, in each of those years, Andersen issued audit reports

falsely representing that the financial statements and audits had satisfied the require-

ments of GAAP and GAAS, respectively. (SEC, 2001b)

The magnitude of the problem in Andersen’s behavior in the Waste
Management case resulted in the issuance of an order against it by the
District Court of the District of Columbia, permanently enjoining Andersen
from violating Rule 10b-5 of Section 10(b) of the Securities Act of 1934.
Violation of this order, to which Andersen had consented, was a primary
reason for the SEC’s uncompromising approach in the Enron case.

Although the concept of integrity has been defined in relation to the moral
minimum, in all of these cases Andersen’s behavior fell below the ethical and
legal norms that it was required to follow. However, in the end, it was a lack
of integrity that caused its demise (Toffler, 2003). Acting without integrity
may be profitable in the short run, but often results in a larger failure as an
unethical pattern of behavior becomes institutionalized, as was the case with
Andersen (Toffler, 2003).

In a third case, Ernst & Young was found by the SEC (2004) to be not
independent from one of its audit clients, PeopleSoft, in virtue of their
ongoing business relationships (in the provision of information technology
consulting). Furthermore, even though EY had sold the relevant part of its
consulting practice before the SEC action, EY’s attitude and pattern of past
behavior caused the issuance of a cease and desist order. According to the
Chief Administrative Law Judge hearing the case:

The evidence demonstrates that it is necessary to order EY to cease and desist in order to

protect public investors and the capital markets. Based on my observation of the wit-

nesses and my review of record, I conclude that EY will likely commit future violations

absent an explicit directive to cease and desist. Although EY has sold its consulting
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practice and certain partners have retired, many EY partners, who either committed the

violations or knew about them and did nothing to stop them, are still at EY y [in-

cluding some in the independence and legal departments]. In addition, the evidence

shows that EY has an utter disdain for the Commission’s rules and regulations on

auditor independence. y.

A second compelling reason why a cease-and-desist order is required is that
the Commission has tried and failed to bring EY into compliance through
litigation. (SEC, 2004)

In addition, EY was forced to disgorge the revenues it had earned for its
audits of PeopleSoft, and was required to hire an independent consultant to
examine EY, and to make recommendations that will help assure future
compliance with SEC independence rules. Also, EY was prohibited from
engaging SEC registrants as new audit clients for a period of six months.
Even if one assumes for the sake of argument that EY believed that its
relationship with PeopleSoft did not violate SEC rules (the moral minimum
in this case), these severe sanctions clearly demonstrate the Judge’s conclu-
sion that EY had demonstrated a lack of integrity.

A fourth example of integrity problems is the practice of Pricewaterhouse-
Coopers in billing for air travel of its employees on consulting engagements
(Weil, 2004). During the 1990s, PwC negotiated ‘‘back-end’’ rebates on tick-
ets. These rebates were paid to PwC at the end of the year, rather than as
‘‘front-end’’ discounts on the ticket price itself. Rather than passing the rebate
on to its clients (who had been billed for the gross travel costs of PwC
consultants), PwC kept the rebate. That meant that PwC effectively charged
its clients more than the actual (net) cost of travel. Furthermore, this practice
was kept secret from both its clients and most of its employees. PwC justified
these actions on the grounds that it had a right to the rebates because it had
negotiated them separately from the price of single tickets. It was a secret
because they knew it would be hard to explain to clients why PwC was not
passing the rebate on to its clients (or else negotiating discounts on the tickets
themselves). When some employees discovered this practice and (at some risk
to themselves) objected to it on ethical grounds, they were rebuffed. Even-
tually, these employees succeeded in getting the practice stopped, but even
then PwC did not return the rebates it had already collected.

A fifth example is the recent promotion of illegal tax shelters in the U.S. by
KPMG to benefit wealthy clients.11 17 employees of KPMG were indicted,
including a former Deputy Chairman, a former CFO, a former Associate Chief
Counsel, and several former Heads of its tax practice. KPMGwas charged with
conspiring to defraud the Internal Revenue Service by ‘‘designing, marketing
and implementing illegal tax shelters’’, and that conspiracy was approved and
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perpetrated by its top management (U.S. Department of Justice, 2005b). In
2005, KPMG admitted its guilt and agreed to US$456 million in fines and other
penalties (such as restrictions on its tax practice) (U.S. Department of Justice,
2005a). While it did not receive a cease-and-desist order, some of the require-
ments of the settlement point in the direction of the Government’s determi-
nation that fundamental changes in KPMG’s activities were required.

The last two examples are important for two reasons. First, they do not
involve auditing in any special way, since one involves billings on consulting
engagements and the other concerns legal violations in its tax practice. For
this reason, one might regard these situations as irrelevant to the subject of
this paper, i.e., the ability or willingness of accountants and accounting
firms to protect investors. However, the integrity of accounting firms, and
their consequent willingness to protect investors, is an issue that relates to
the organization as a whole. Thus, the way in which it conducts its audit
practice cannot be isolated from the ways in which it conducts other parts of
its total practice. That is, acting with integrity cannot be confined to one
area of an organization’s activities; rather, it is a characteristic of the firm as
a whole (and its employees) that carries over into all areas of its practice. So,
integrity in one area is incompatible with a lack of integrity in another area
of practice. This is the aspect of integrity emphasized by Solomon (1993,
1999), relating to wholeness: that is, if a firm acts without integrity in one
important part of its operations (e.g., the way it bills clients for travel costs),
a major question is raised about its ability to act according to the highest
norms in some other part of its operation. A firm that is willing to treat its
clients in this way is less likely to treat investors any better.

Second, integrity and related character traits may be ascribed to organ-
izations as well as to individuals. A number of employees did act with
integrity in challenging PwC management to stop its billing practice. This
illustrates a point made earlier, that while individuals may be willing and
able to act with integrity, their ability to do so is often affected (negatively in
this case) by the organization’s structure and values. According to Toffler
(2003), this was a major problem at Andersen.

These five examples show that the willingness and ability of accounting
firms to act with integrity, and to protect the interests of investors is very
much in question. To the extent that these problems are systematic (and
there is no reason to believe they are not), simple appeals to ‘‘character’’ and
integrity as guides to behavior are unlikely to be very effective. It might be
objected that a few examples of wrongdoing do not prove much, because
they are merely anecdotes that might not demonstrate a consistent mode of
behavior. In the case of Andersen, this criticism does not hold, since
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systemic problems have been well documented (Toffler, 2003). Furthermore,
since Andersen no longer exists, it might be claimed that it is not relevant to
the post-Andersen auditing profession.

Two responses may be made to this. First, the alleged irrelevance of
Andersen depends on the assumption that other accounting firms do not
have the same problems Andersen had. But the examples relating to other
firms indicate that any differences among them may be more of difference
than of kind. Second, an important fact about judging character (including
integrity) is relevant here. It is that we sometimes judge the character of a
person (or organization) on the basis of a single act, because that act tells
others a great deal more than a lifetime of other acts. For example, a judg-
ment that a person is honest, based on long experience with that person, can
be reversed by a single act of dishonesty.12

CONCLUSIONS

Public accountants are sometimes accused of dishonesty, greed, lack of integrity,
the surrender of ethical principles, and similar ethical shortcomings that violate
the Principles enunciated in the Principles section of the AICPA Code. Much of
Abraham Briloff’s criticisms (e.g., 1990) of the public accounting profession
appear to be of this sort, essentially charging accountants with personal moral
failings, and thereby failing to adhere to the ethical principles expressed in the
Code of Professional Conduct. Whether they have such shortcomings more
commonly than the rest of the population, is debatable. In any case, it is clear
that the current difficulties of the profession may be caused in large part by
increasing pressure on auditors to act in the commercial interest of themselves
and their clients, rather than in the interest of investors. A focus on the concept
of integrity, and the notion that it involves acting in ways that exceed the moral
minimum, makes it apparent that many people accept the compliance approach
and do not exceed the moral minimum because of internal and external pres-
sures and incentives. The fact that these pressures may cause some people to fail
to reach even that level shows the power of these forces.

This paper has emphasized the importance of acting with integrity, in
terms of protecting the interests of investors. Many people believe that talk
of the character of auditors and of ethical principles to guide them is just
cheap rhetoric. The critical ambiguity related to the principle of acting with
integrity (in Sec. 54.03 of the AICPA Code), which suggests that acting with
integrity need only occur when the rules fail to give a clear answer, suggests
that there is a good deal of truth to this opinion. But the core of the analysis
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in this paper is that we need to recognize the real importance of acting with
integrity in protecting investors. The idea of the moral minimum, as cap-
tured in professional rules and standards is valuable, for it establishes a clear
threshold below which accountants’ actions should not fall. Thus, if some-
one fails to act with integrity, a floor has been established which can be used
to enforce at least the minimal standard.

Exhorting accountants to act with integrity, as Briloff has done, is laud-
able, since it reminds others of what they should be doing (i.e., acting in
accordance with general ethical principles, rather than merely complying
with specific rules). However, a focus on integrity is also of limited value to
the extent that it ignores the forces that cause auditors to behave at or below
the moral minimum. So, it is important to appreciate the value of rules, and
more especially, the value of rules that successfully capture the standard of
behavior expected of auditors. As such, the independence rules of the
AICPA and of the SEC are very imperfect, since they focus on relationships
rather than on the actions that might help or harm investors.

If it is important for auditors to act with integrity, then it appears that
changes in the institutional structure of professional practice are necessary.
Improvements in the moral standards of accountants, as advocated by
Briloff (1990) might or might not be necessary. But it is clear that they
would not be sufficient, since they would not address the real and powerful
social and economic forces that encourage a compliance approach to au-
diting – if not an even lower standard of behavior. The examples of firms
acting without integrity do not diminish the importance of the principles in
professional codes of conduct, from the normative point of view. In the
present case, they help to describe what is necessary in order for auditors to
act in accordance with their fiduciary duty to investors. To the extent that
they fail to act with integrity, we can also see how far from fulfilling the duty
they are. Also, to the extent that they fail to act in accordance with their
duty, we are left with the compliance approach. And then we need to be very
careful in being sure that the rules governing auditors actually cover the
range of issues (and contain the ‘‘right’’ answers) required in order to ensure
that a minimally acceptable level of investor protection is achieved.

NOTES

1. These parties are, in the first instance, investors and creditors. But others may
be harmed as well, including customers, suppliers and employees (including retirees)
of companies.
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2. Auditors have an obligation to society as a whole, and not just to investors.
Auditing as an occupation is organized as a profession, and is thus self-regulated as
part of a social contract between the profession and society, for their mutual benefit.
3. I am writing in terms of the nature of the ethical duties of auditors, and am not

claiming that an auditor is a legal fiduciary according to the law of trusts, for example.
According to Merriam-Webster’s Dictionary of Law (1996), a fiduciary duty obligates
‘‘a fiduciary (as an agent of trustee) to act with loyalty and honesty and in a manner
consistent with the best interests of the beneficiary of the fiduciary relationship (as a
principal or trust beneficiary).’’ An agent is defined as ‘‘a person or entity (as an em-
ployee or independent contractor) authorized to act on behalf of and under the control
of another in dealing with third parties’’ (ibid.). Since the Securities Laws require ex-
ternal auditors to be ‘‘independent’’, it is clear that they cannot be agents of manage-
ment in this sense, and furthermore investors are beneficiaries rather than principals.
4. It is also the case, consistent with the analysis in this paper, that a significant

feature of the creation of the Public Companies Accounting Oversight Board in-
cluded a reduction in the profession’s self-regulatory powers.
5. In order to serve the public interest, the Code requires members of the Institute

to be objective. (AICPA, n.d., Sec. 55, Article IV) The term is not defined in the
Code, but it is linked with the concepts of impartiality, intellectual honesty, and
freedom from conflict of interest. The implicit reason for this requirement appears to
be that objectivity is a necessary (but not sufficient) condition for acting in the
interest of clients, employers, and others. The same section requires members in
public practice to be independent in the delivery of audit and attest services. Al-
though the concept of independence is also not defined, objectivity (in the provision
of audit and attest services) requires the auditor to be independent.
6. A related debate has accompanied this one, the so-called expectations gap

controversy. This controversy concerns what auditors should be expected to do,
specifically whether they should be expected to detect, or even to look for, financial
fraud. Basically, there has been a gap in expectations, with auditors taking a narrow
view of their responsibilities. In relation to the topic of this paper, the expectations
gap controversy is about what auditors are required to do in order to fulfill their
fiduciary obligation to investors. Auditor independence relates to institutional fea-
tures (i.e., rules) that limit incentives for auditors to violate that duty.
7. Other rules may be important. For example, generally accepted accounting

principles (GAAP) and generally accepted auditing standards (GAAS) are intended
in part to limit discretion in the choice of accounting policies and the ways in which
audits are performed.
8. The AICPA Code, in contrast, applies to all members of the AICPA and to all

audit engagements, whether or not the firm being audited has publicly listed securities.
9. The list includes the following: bookkeeping and related services; financial in-

formation systems design and implementation; appraisal, valuation services, and
related services; actuarial services; internal audit services; management functions or
human resources; broker or dealer, investment adviser, or investment banking serv-
ices; and legal services and expert services unrelated to the audit. In addition, any
other service may be barred, as decided by the PCAOB.
10. Although it has been the primary focus of the discussions relating to auditor

independence recently, the Act concerns companies with publicly traded securities

Integrity, Auditor Independence, and the Protection of Investors 45



only, and does not extend even as far as over-the-counter securities. Since the vast
majority of businesses in the U.S. are not SEC registrants and thus not subject to the
requirements of the Securities Acts or of Sarbanes-Oxley, the AICPA Code remains
relevant.
11. Ernst & Young also was caught up in selling ‘‘aggressive’’ tax shelters. It was

sued by both its clients and the Internal Revenue Service. It cooperated with the IRS,
and settled with it (Weinberger, 2003).
12. One of the interesting things about judgments of character is that we also

sometimes excuse individual transgressions of a person as ‘‘out of character’’. De-
pending on one’s point of view, then, these examples are either telling evidence or mere
anecdotes. However, the basis for the judges’ injunctions was that these instances of
misbehavior were not isolated, and thus illustrated the firms’ true character.
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EXAMINING AUDIT RELATIONS: A

RECONSIDERATION OF AUDITOR

INDEPENDENCE

Joni J. Young

ABSTRACT

Auditor independence is a construct that has been, and continues to be,

connected to the credibility of financial statements and the effective func-

tioning of capital markets. Given the important role assigned to inde-

pendence by various regulators including the Securities and Exchange

Commission (SEC), its appearance as a recurring issue of concern and

debate is unsurprising. Concerns about auditor independence in the con-

text of various accounting scandals, such as Enron and WorldCom, con-

tributed to the enactment of changes in the institutional arrangements for

regulating auditors and renewed efforts to enhance auditor independence.

Rather than continuing with perhaps futile efforts to achieve independ-

ence, I argue that we need to re-evaluate the utility of this concept as a

guide to regulating audit practices. Independence, with its connotations of

an unachievable autonomy and linkage of professionalism to an unob-

servable mind-state, may hinder, rather than aid, the audit purpose for

SEC registrants – the mitigation of aggressive financial reporting. Inde-

pendence as autonomy is impossible within an environment in which

management pays for the audit, hires and fires the auditor, and is the

primary contact for auditors. Rather than searching for ways to make the
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auditor ‘‘more’’ independent, I discuss changing the focus of regulatory

attention to an open examination of and emphasis upon the relationality

of auditing practice. This change in perspective requires us to examine the

various relationships in which auditors are embedded and to assess

whether these are more or less likely to encourage the auditor/audit firm

to fulfill the purpose of an audit. I specifically explore three categories of

relationships – relationships with the auditee, relationships with the audit

committee and relationships with the audit firm. I also examine how this

focus on relationships may contribute to our thinking about policy de-

cisions relevant within the current audit environment, including assessing

the likely impacts of consulting and personal relationships with auditees,

ways to put a ‘‘face’’ on the public and assessing the compensation and

marketing practices of accounting firms.

Auditor independence is a construct that has been, and continues to be,
connected to the credibility of financial statements and the effective func-
tioning of capital markets. In the United States, this connection was for-
malized in the aftermath of the stock market crash of 1929. Prior to 1931, no
references were made to independence in the ethics code of the American
Institute of Accountants (AIA).1 However, the AIA adopted a resolution
that year, stating the importance of independence:

‘‘ythe maintenance of a dual relationship, as director or officer of a corporation, while

accounting as auditor of that corporation, is against the best interests of the public y

and tends to destroy that independence y considered essential in the relationship be-

tween client and auditor’’ (cited in Lowe, 1987, p. 81).

In 1932, the New York Stock Exchange (NYSE) began to require its listed
companies to obtain independent audits. The importance of the concept of
independent audits was further reinforced by the Securities Act of 1934,
which required companies registered with the Securities and Exchange
Commission to obtain audits conducted by independent public accountants.
Little more than a decade later, independence was described as critical to
audits, the ‘‘keystone in the structure of the accounting profession’’ (Carey,
1946, p. 6). In the 1952 CPA Handbook, E.B. Wilcox stated the significance
of independence even more bluntly: ‘‘If the accountant were not independ-
ent of the management of his clients, his opinion would add nothing’’ (cited
in Mautz & Sharaf, 1961, p. 204).

More recently, the General Accounting Office (GAO) (2002, p. 4) de-
scribed the audit as ‘‘a critical element of the financial reporting structure
because it subjects information in the financial statements to independent and
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objective scrutiny, increasing the reliability and assurance that can be placed
on those financial statements for efficient allocation of resources in a capital
market where investors are dependent on timely and reliable information.’’
The SEC (2000, p. 2) has discussed the independent audit in similar terms
noting that ‘‘it furnishes investors with critical assurance that the financial
statements have been subjected to a rigorous examination by an impartial
and skilled professional and that investors can therefore rely on them.’’

This emphasis upon the audit arises from the reliance upon corporate dis-
closures and financial statements in securities regulation. These financial
statements are management representations made to individuals and entities
located outside the corporation about corporate (and management) perform-
ance and actions. By requiring an audit, the Securities Acts and NYSE at-
tempted to provide a third-party and, hopefully, ‘‘objective’’ check on these
representations to ensure that they were prepared in accordance with generally
accepted accounting principles (GAAP). Because GAAP provides many op-
portunities for the exercise of judgment, this third-party check is not simply a
matter of comparing financial statements to a pre-determined checklist. The
financial statements presented to the public are the result of many managerial
choices about estimates to be used, including the timing of revenue recogni-
tion, useful lives of depreciable assets, the expected rate of return on pension
assets and many others. Managers also choose among different allowable
accounting principles or methods and decide how to apply accounting prin-
ciples within the context of their company. To conduct an effective audit,
auditors must asses the reasonableness of management’s accounting choices,
and an important purpose of the audit is to mitigate the use of aggressive
recognition practices, estimates and interpretations of existing GAAP. Inde-
pendence requirements were designed to enhance the willingness of auditors to
question management’s choices as well as to convince the investing public of
this willingness and thereby lend credibility to financial statements.

Given the important role that has been assigned to independence, its
appearance as a recurring issue of concern and debate is unsurprising.
Criticisms of auditor and audit-firm practices believed to threaten
independence and recommendations to enhance it have been forwarded
by many different commissions and panels in their reports including: The
Accounting Establishment (U.S. Senate Staff Study, 1977), Improving the
Accountability of Publicly Owned Corporations and Their Auditors (U.S.
Senate, 1977), the Cohen Commission (Commission on Auditor’s Respon-
sibilities, 1978), the Public Oversight Board (1979, 1993), CPA [Certified
Public Accountant] Audit Quality (GAO, 1989), and the Kirk Panel (POB
Advisory Panel, 1994).2 Perceived threats to auditor independence have also
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been frequently identified and discussed in the business press and various
accounting journals. Examples of issues raised in these forums include the
following:

1. Types of nonaudit services that can be provided to auditees and/or the
extent of such services.

2. Investments that auditors and their families may hold.
3. Affiliations that accounting firms may develop with auditees and with

other firms that may sell products to their auditees.
4. Appropriate ways to compensate audit partners.
5. Concerns about the financial significance of a specific auditee, how to

assess this significance and the level at which to assess it – firm, individual
partner, or office.

6. Appropriate duration for the auditor/auditee relationship.
7. Impact of former auditors being employed by an auditee.
8. Investments by an auditee in its audit firm.
9. Appropriateness of advocating auditee positions during the accounting

standard-setting process or in the context of tax cases.

Several different organizations have produced rules to define and maintain
auditor independence in the U.S. For many years, the American Institute of
Certified Public Accountants (AICPA) produced such rules in connection
with the auditor code of ethics. In 1997, a separate entity, the Independence
Standards Board (ISB), was formed by the SEC and the AICPA to issue
standards and guidance about perceived threats to independence. The ISB
chose instead to develop a conceptual framework for independence issues
(ISB, 2000).3 In 2000, the SEC acted to provide more explicit guidance and
issued its own rules governing auditor independence, including a ban on the
provision of certain services by auditors to their auditees.

In the aftermath of Enron and other recent economic and accounting
disasters, independence re-emerged as a significant and troubling issue in the
United States. Indeed, two of the 11 titles (or sections) of the recently en-
acted Sarbanes-Oxley legislation deal directly or indirectly with questions
regarding how to strengthen auditor independence. This legislation directed
the formation of a new entity, the Public Company Accounting Oversight
Board (PCAOB), and granted it the authority for establishing independence
standards and rules for auditors. The Act also outlines specific services that
auditors are prohibited from providing to their corporate clients; details
required interactions and communications between auditors and audit com-
mittees, including pre-approval of allowed non-audit services; sets out re-
quirements for audit partner rotation; and establishes a cooling-off period
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for employment of an auditor by an auditee. In January 2003, the SEC (as
directed by the Sarbanes-Oxley legislation) promulgated new rules that ex-
plicitly address many issues that have arisen in connection with auditor
independence. Given this recent legislative and regulatory activity, some
might believe that independence issues have been adequately addressed.
However, the past history of this concept coupled with the many rules
already in place prior to the emergence of recent scandals suggest that it is
likely to resurface as an area of concern and that issues such as those
outlined above will be rehashed again.

Although independent audits have been a central concept to securities
regulation, I believe we need to re-evaluate the continuing utility of the
concept of independence. In the next section, I consider the impossibility of
independence in practice. In its place, I propose focusing on how the various
relationships of auditors and accounting firms contribute to or hinder the
likelihood of mitigating aggressive financial reporting. This discussion is
followed by several applications of this focus on relationships to thinking
about policy decisions relevant for the current audit environment. The paper
ends with a few concluding comments.

THE IMPOSSIBILITY OF INDEPENDENCE

Independence: quality or state of being independent: FREEDOM

Independent: 1. Not dependent: y as a (1): not subject to control by others: SELF-

GOVERNING (2): not affiliated with a larger controlling unit b (1): not requiring or

relying on something else: not contingenty (2): not looking to others for one’s opinions

or for guidance in conduct y c (1): not requiring or relying on others (as for care or

livelihood) (Webster’s New Collegiate Dictionary, 1976, p. 584, emphasis in original).

As evidenced by these definitions, independence is usually characterized in
ways that emphasize the separation, apartness and/or autonomy of an in-
dividual or entity. It is a quality that is regarded as either present or absent.
Furthermore, it is a quality whose presence or absence can be very difficult
for an outsider to observe and, consequently, to assess. In the context of
auditing, John Carey (1946, p. 7) expressed this difficulty well:

Independence is an abstract concept. y Essentially it is a state of mind. y It means, in

simplest terms, that the certified public accountant will tell the truth as he sees it, and

will permit no influence, financial or sentimental, to turn him from that course. Everyone

will applaud this idea, but a cynical world requires more than a mere declaration of

intention y’’
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This difficulty of assessment (and worldly cynicism) has given rise to a fre-
quently made distinction between independence in fact and independence in
appearance. Independence in fact refers to the unobservable state of mind
that is believed to be required in order to conduct an unbiased audit. In
contrast, independence in appearance implies the impossibility of observing
the ‘‘fact’’ of independence and gives rise to rules, activities and practices that
are imposed externally upon the auditor in an effort to convince the cynical
public that independence in fact is present. Although independence in fact (in
Carey’s sense of freedom from influence) may be present even when appear-
ances suggest otherwise (and vice versa), its presence has little value unless
nonauditors believe that auditors have subjected the financial statements to a
rigorous and impartial examination. Consequently, many of the rules in the
AICPA ethics code as well as those issued by the SEC have been designed to
augment the appearance of independence and thereby to convince the public
that the audit has enhanced the credibility of financial statements.

Despite these many rules, doubts regarding the independence of auditors
are always likely to be present. No matter how many rules are issued, there
can be no absolute assurance that the auditor has actively and effectively
sought to assess the reasonableness of management assertions in the finan-
cial statements. Furthermore, there is a well-recognized basic contradiction
between requirements for independence as expressed within the professional
and regulatory literature and the dependence of the auditor upon manage-
ment for payment of audit services as well as decisions about their continued
employment by the auditee.4 Under existing institutional arrangements,
auditors are dependent upon management for their livelihood and, as long
as this situation remains, they cannot be independent of those they audit.
Those within the profession have also recognized the impossibility of
achieving total independence in the context of an audit. For example, ISB
(2001, para. 7) notes that an auditor need not be free from all threats to
objectivity as various safeguards may lessen the severity of these threats.
Bazerman, Morgan, and Loewenstein (1997, p. 91) maintain the impossi-
bility of auditor independence as psychological research indicates that ‘‘im-
partial’’ judgments ‘‘are likely to be unconsciously and powerfully biased in
a manner that is commensurate with the judge’s self-interest.’’

Rather than continuing to search for ways to convince the public that
auditors are independent, we need to re-evaluate the continuing utility of a
concept that emphasizes the desirability of and need for autonomy. This
emphasis on autonomy is at variance with extant work on organizations. As
Wheatley (2002, p. 19) comments: ‘‘Relationships are all there is. Everything
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in the universe only exists because it is in relationship to everything else.
Nothing exists in isolation.’’ Those familiar with auditing understand that it
is a highly relational activity. Individual auditors are always embedded
within webs of relationships – relationships with their firm, with other au-
ditors, with the management and staff of the auditee, with the public, with
friends, with family, with regulators and a host of others. Each and any of
these may impact the auditor’s ability to conduct an effective audit. Rather
than continuing to stress the importance of independence, I follow the work
of Reiter (1997) and Wallman (1996) to advocate the importance of anal-
yzing the types of relationships in which auditors are engaged. In discussing
auditors, each author also shifted the focus of analysis away from a futile
search for autonomy towards a more direct examination of how different
types of relationships, including various practices and activities, may impact
the conduct of an audit.

This approach bears some similarities to the threats and safeguards of
independence analysis advocated by the Canadian Institute of Chartered
Accountants (2003) and the ISB Staff Report (2001). The relational ap-
proach employs the purpose of an audit to re-emphasize the importance of
connecting the public to the audit. It also eliminates the unending debates
over independence – in fact versus appearance and, thereby, shifts the bur-
den of proof in assessing the acceptability of relationships. Each of these
points is further discussed in the remaining paragraphs of this section.

Public as client. Using this alternative conceptual focus requires that we
keep firmly in mind the purpose of a mandatory audit. During the 1990s,
some alleged that audits were treated as a commodity and an opportunity to
sell other services (see comments by Levitt in SEC, 2000b, p. 34). Levitt,
former SEC chairman, maintained: ‘‘Too many auditors are being judged
[by their firms] not just by how well they manage an audit, but by how well
they cross-market their firm’s nonaudit services’’ (cited in Tie, 2000, p. 16).5

However, audits were not mandated in order to provide auditors with cross-
marketing opportunities. As discussed earlier, the regulatory purpose for
mandatory audits was to enhance the credibility of financial statements by
examining, questioning and mitigating unreasonable and aggressive finan-
cial reporting choices of management.6 Consequently, as policy makers,
auditors, audit firms and others consider the acceptability of various rela-
tionships, this purpose of an audit must remain in the foreground of their
deliberations and decisions. Unless this purpose is held paramount, there
may be little or no justification for continuing to require mandatory audits,
and policy makers should consider alternatives to an audit.
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In accepting this purpose of an audit, we can begin our analysis by spec-
ifying an answer to the question: who is the client? Many, if not most,
auditors regard management as their client. This perspective raises addi-
tional questions about auditor independence as it places a strong emphasis
upon the relationship between the auditor and management.7 However, if
the purpose of an audit is to enhance the credibility of financial reports, then
the public is the client rather than management. Asserting the purpose of an
audit and the importance of the auditor’s relationships with (or obligation
to) the public does not imply that auditors will not have relationships with
management and others within the auditee – that is an impossibility. Re-
lationships with management are an inevitable element of an audit and are
necessary to complete it on a timely basis. In the course of an audit, informal
networks – ‘‘alliances and friendships, informal channels of communications
y and other tangled webs of relationships’’ (Capra, 2002, p. 109) inevitably
emerge from the face-to-face interactions between auditors and employees
of the auditee. Rather than maintaining an insupportable illusion that au-
ditors are separate from and unaffected by such interactions, policy makers
and audit firms need to examine the content of particular relationships
(either actual or proposed), and consider whether they work to strengthen
the willingness of an auditor to act on behalf of his/her faceless client, the
public, or whether it weakens this willingness. Those relationships, activities
and practices that strengthen this willingness are to be encouraged; while
those that weaken it should be discouraged and perhaps even banned.

Burden of proof. Shifting the burden of proof in deciding whether par-
ticular activities and relationships should be encouraged or discouraged
represents a further benefit of this change in focus. In hearings on inde-
pendence rules, prominent auditors have often argued that their profes-
sionalism requires they maintain independence in fact, and that appearances
are irrelevant to their professional conduct. They have disputed the impor-
tance of independence in appearance and argued that unless ‘‘proof’’ could
be found that activities such as consulting impair independence in fact, then
these activities should be permitted. In other words, the AICPA and large
accounting firms attempted to place the burden of proof upon the regulator
to demonstrate that particular services reduce the effectiveness of audits.8 In
shifting the focus to relationships rather than to the presence or absence of
an unobservable state of mind, those wishing to allow a particular activity
or relationship could be required to demonstrate how it likely furthers (or at
least does not harm) the primary relationship between the auditor and his/
her client, the public.
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THINKING ABOUT RELATIONSHIPS

In the following paragraphs, I consider three categories of relationships –
relationships with the auditee, relationships with the audit committee and
relationships with the audit firm. While no system of categories can be all-
encompassing or even mutually exclusive, the categories chosen here are
flexible enough to address many of the issues previously noted as of concern
within the business press as well as to allow for consideration of relation-
ships at different ‘‘levels’’ – between individuals, between entities, and be-
tween individuals and entities. They provide a starting point in employing
an emphasis upon relationships to the ties that are to be considered ac-
ceptable or unacceptable for auditors. At times the relationship of interest
occurs between two entities – e.g., an audit firm and auditee, an audit firm
and an audit committee. At other times, we are concerned with the rela-
tionships between individuals working within these entities – e.g., an auditor
and a manager, an auditor and an audit committee member. At still other
times, the relationship of concern exists between an individual and an entity
– e.g., an auditor and her audit firm, auditor and his auditee.

Relationships with the auditee. As stated earlier, if the purpose of an audit
is to critically examine the financial statement assertions of management
rather than to sell additional services to the auditee (or some other purpose),
then the audit client is the public rather than the management of the auditee.
Insufficient attention has been given to the language used to characterize the
relationship between management and the auditor. While we cannot reg-
ulate the words used in accounting firm literature,9 regulators, auditors,
academics, textbook authors and others should be strongly encouraged to
avoid referring to the auditee as a ‘‘client.’’ Instead, the term auditee should
be used and firms encouraged to employ it (or a similar term) in their
internal discussions and memoranda as well as in their training literature.
The term suggests more neutrality and less advocacy in the relationship
between the auditor and auditee than does the term client.10 ‘‘Client,’’ as a
descriptor, emphasizes a service relationship in which the auditor strives to
perform well for management, and as Mautz and Sharaf (1961, p. 208) have
noted, ‘‘the desire to be of service may get out of hand’’ and compromise the
willingness of the auditor to mitigate aggressiveness in financial reporting.
The use of this different term formalizes the shift in thinking required for
auditors to place primary emphasis on checking financial statement asser-
tions rather than selling services in their relationships with the companies
whose financial statements they audit.
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Many of the interactions that occur between auditor and auditee can be
regarded as either financial or personal. Some financial relationships occur
between the audit firm and the auditee, including the payment of audit fees,
the formation of business affiliations and arrangements between the auditor
and the auditee, and the provision of nonaudit services to the auditee. Oth-
ers occur between the individual auditor and the auditee, such as stock
ownership and loans in or from the auditee, and the provision of nonaudit
services. Each relationship should be assessed in terms of whether it likely
increases or decreases the willingness of the individual auditor (as well as the
audit firm) to question the reasonableness of financial statement assertions
made by the auditee. From this perspective, each of these examples poses
difficulties. Under current institutional arrangements, management hires
and fires auditors as well as negotiates audit fees. These practices strengthen
the relationship between the auditee and auditor rather than that between
the auditor and her client. The PCAOB might consider developing different
arrangements, such as assigning auditors to a particular auditee. Given the
resistance to adopting such alternatives, information regarding the signifi-
cance of audit fees to a specific firm, office or individual audit partner should
be provided. As the fees become more significant, it becomes more likely
(not certain, just likely) that aggressive financial reporting practices may be
overlooked.11 The annual report could disclose the total fees charged by the
audit firm as well as indicate whether these fees cross a specified materiality
threshold for an office or firm.12 In addition, entities such as the PCAOB
might consider paying particular attention to ‘‘material’’ auditees when ex-
amining the audit quality provided by particular audit firms.

Fees from providing other services to auditees generate similar concerns.
This highly controversial issue has received frequent attention in the business
press as well as in most of the formal reports that have addressed the issue of
auditor independence. These services include consulting, tax preparation and
consultation, loan staff and many others – some of which have now been
banned by the SEC. In the past, audit firms argued that these services en-
hanced their familiarity with client systems and strategies, and thereby in-
creased audit effectiveness and efficiency. In these arguments effectiveness
and efficiency appear to refer to reducing the cost of an audit. Our stated
concern, however, is with audit effectiveness, defined as mitigating unrea-
sonable managerial assertions. To the extent that provision of these services
encourages an audit firm or auditor to consider an auditee as a ‘‘client’’ (or a
partner in the instance of business affiliations), they should be discouraged.
Consulting and tax services (and perhaps even other attestation services) may
place the audit firm in the untenable position of acting as an advocate for the
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auditee in providing these services while acting as an advocate for the public
during the audit. Business alliances with auditees raise similar concerns as
they alter the basic relationship from auditor/auditee to a partnership. Al-
though the audit partner may not personally act as an advocate or view the
auditee as a partner, an individual office or firm may become dependent on
the fees and place subtle or not so subtle pressures on the audit partner to
reassess his views on the reasonableness of the financial statements. Given
the possibility of financial dependency and a subtle shift in the relationship
with the auditee, a strong case can be made that these services should not be
permitted, and the SEC and the PCAOB have curtailed some service offer-
ings.13 Furthermore, the case that these services enhance the audit may well
be overstated. The SEC independence hearings in 2000 revealed that ap-
proximately only 20%of auditees purchase consulting services from their
audit firms. While the firms argued that these services improved the efficiency
of these audits, they were unwilling to state that the other 80% of their audits
were somehow less effective in the absence of these consulting arrangements
(see SEC, 2000b). To the extent audit firms are allowed to continue offering
these services to auditees, the dollar amount of fees from services other than
the annual audit should continue to be disclosed.14 Similarly, if business
ventures and affiliated relationships with auditees are not expressly banned,
disclosures of such relationships should be required in the annual report.

Personal relationships may include auditor friendships with employees of
the auditee, family members who work for the auditee and former co-
workers who now work for the auditee. Many of these relationships are an
inevitable and enjoyable aspect of working life. Yet, the familiarity of a long
relationship may decrease the intensity of scrutiny as well as willingness to
question friends or family closely, and the presence of former co-workers
may have a similar effect. Again, Mautz and Sharaf (1961, p. 208) recog-
nized the issue of familiarity and commented that ‘‘personal relationships
may give rise to unrecognized prejudices; y In a great many cases, y the
greatest threat to his independence is a slow, gradual, almost casual erosion
of his ‘honest disinterestedness.’’15 Mandatory rotation and cooling-off pe-
riods are valuable ways to reduce the impact of familiarity as are second
partner reviews. Further thought should be given to the rotation of staff (in
addition to existing partner rotation requirements), including placing limits
on the length of time an individual auditor may audit a specific unit within
an auditee. Although auditors below the partner level are not responsible for
issuing opinions, familiarity may impact the ways in which they question the
auditee’s assertions and claims, search for evidence, document their findings
and discuss issues with partners and supervisors.
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Putting a face on the public. While auditors will develop personal rela-
tionships with employees of the auditee, the client public remains a faceless,
unknown entity. Simply naming this ‘‘faceless’’ public as the client cannot
ensure that auditors will resist and mitigate aggressive accounting practices
that may be undertaken by management. Consequently, it is important to
consider developing and strengthening practices that create a surrogate
presence for the public. In this regard, the audit committee may serve an
important role. The SEC has argued that this committee can insulate au-
ditors from various pressures that may be exerted by management. In ad-
dition, it may also act as a means by which to put a face on an otherwise
‘‘faceless’’ public by allowing the auditor to develop a personal relationship
with this surrogate. To this end, regulations that require communications
with the audit committee act to remind the auditor of her obligation to the
public and responsibilities in conducting the audit. Discussion and reporting
matters should include items of disagreement with management, changes in
estimates and accounting principles, details about the most aggressive as
well as most conservative estimates and accounting principles employed in
preparing financial statements. In addition, auditors might address the audit
report to the audit committee and stockholders rather than the board of
directors and stockholders. If regulators continue to permit auditors to sell
nonaudit services to auditees, then audit committees should be responsible
for approving any proposed transactions. Currently, a pre-approval by
types of services is considered acceptable.16 However, a service-by-service
approval basis would increase the level of interaction with the public’s sur-
rogate, the audit committee, and strengthen relationships with the client.

As several scandals have illustrated, audit committees vary widely in their
competence; some committees are more competent than others, some more
attentive than others. Some are more closely aligned with management than
others. Simply requiring additional communications between auditors and
the audit committee is insufficient unless attention is also given to the com-
mittee composition and other matters. Regulations may also be required to
strengthen the functioning of the committee by specifying how committee
members are chosen, how long they may act in this capacity, how they are
compensated and many other issues.17

Relationships with the audit firm. Obviously, the relationship between the
individual and the audit firm may also enhance or retard his willingness to
question management assertions. The audit firm, through its management
structure or team, decides the bases for awarding promotions, salary raises,
partnership units, etc. To the extent that these elements are awarded pri-
marily for increasing revenues or profitability or retaining existing auditees,
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incentives exist for the auditor to overlook or minimize aggressive reporting
practices. Not all auditors will react to these incentives in the same way.
However, recent experiences with employee stock options suggest that in-
centive schemes may encourage abusive actions as employees manage or
maximize that which is rewarded. An undue emphasis upon revenues and
profitability rather than upon performing quality audit work sends a mes-
sage to employees about the emphasis they should place in their own
work.18 The PCAOB should consider disclosure of the compensation prac-
tices of various firms on its web site and comment on their possible incentive
effects. Such information might have the effect of altering practices that
place undue emphasis on revenue generation.

Other firm policies may reinforce an undue emphasis on profitability, such
as the selection of firm mission, the substance of continuing education
training as well as the content of internal newsletters or memorandums. For
several years, the largest accounting and auditing firms have referred to
themselves as professional service firms rather than as audit firms. ‘‘Mar-
keting materials and advertising present the firms to the world as business
consulting organizations not as auditors’’ (Advisory Panel on Auditor
Independence, 1994, cited in Zeff, 2003, p. 277). This self-description min-
imizes the significance of the audit to the firm. Similarly, undue emphasis in
training materials and in-house communications on sales, ‘‘client’’ retention
and other issues direct attention away from the purpose of an audit (as
defined here) and place it upon ‘‘client’’ service. Again, the PCAOB might
publicly comment on the practices of various firms and whether these are
likely to have a dampening impact on the interest of the auditor in detecting
aggressive reporting practices.

CONCLUDING COMMENTS

In this paper, the purpose of an audit has been defined as the mitigation of
aggressiveness in financial reporting. If we desire audits to serve this purpose,
then we must closely examine the contexts in which they occur. We cannot
ignore the structural and other obstacles that may impede the performance of
an effective audit. Independence, with its connotations of an unachievable
autonomy and linkage of professionalism to an unobservable mind-state,
may hinder rather than aid this audit purpose. Independence as autonomy is
impossible within an environment in which management pays for the audit,
hires and fires the auditor, and is the primary contact for auditors. Several
decades of wrangling over whether to emphasize independence in fact or
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independence in appearance, has not been particularly fruitful in furthering
our achievement of this audit purpose. Rather than searching for ways to
make the auditor ‘‘more’’ independent, I have advocated openly examining
and emphasizing the relationality of auditing practice. This change in per-
spective requires us to examine the various relationships in which auditors
are embedded and to assess whether these are more or less likely to encour-
age the auditor/audit firm to fulfill the purpose of an audit.

Questions about the willingness of auditors to mitigate aggressiveness in
financial reporting will continue to emerge in the future. There can be no
once-and-for-all solution to ensure that the audit purpose is met just as there
can be no guarantees that the audit purpose will be met in each and every
audit. Rather than claiming that I have found such a guarantee, I have tried
to reinstate the central importance of the public as audit client and to ex-
amine briefly how the analytical lens provided by an emphasis upon rela-
tionality provides additional support for many of the regulations enacted in
the aftermath of Enron and other corporate debacles. In contrast with its
actions in opposition to the rules on independence issued by the SEC in
2000, the AICPA did not forcefully oppose new regulations in 2002. How-
ever, as memories of scandals fade and attention shifts to different matters,
efforts will no doubt begin to soften the effects of these regulations. An
emphasis upon relationships provides viable arguments to counter these
efforts as well as to further limit the sorts of relationships that an audit firm
may have with its auditees.

While I believe this lens is useful, I recognize that it does not unambig-
uously help us to decide which transactions, which relationships, which prac-
tices, should be encouraged, minimized or even banned. It simply shifts the
focus of analysis. The shift advocated here asks us to consider the likely effects
of specific practices or relationships. Again, we will not have absolute proof or
evidence of these but will need to employ logic and our knowledge of human
relationships to conduct our analysis. The starting point for my analysis was
the purpose of the mandatory audit. I have little doubt that some will call this
purpose naive, one that is not in keeping with the way the business world
really ‘‘works.’’ Others may argue that I am preventing the auditor/CPA from
evolving into a ‘‘business consultant’’ with a range of expertises to provide to
her/his client, an evolution that is necessary to maintain the growth of this
profession. In response to such statements I would answer that unless auditors
are willing to place the purpose for an audit foremost in discussions regarding
whether to permit, minimize or ban other activities and relationships with
auditees, there may be little reason to continue requiring audits as a means to
enhance the credibility of financial reporting.
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NOTES

1. The AIA is a predecessor to the American Institute of Certified Public
Accountants (AICPA).
2. See GAO (1996) for summaries of these studies. Independence has also been an

issue in other countries besides the United States. See, e.g., Sikka & Wilmott (1995)
and Citron (2003).
3. Shortly thereafter, the ISB disbanded.
4. See, e.g., Ronen and Cherny (2003).
5. This attitude is reflected in the opening paragraph of a Journal of Accountancy

article on the Sarbanes-Oxley Act in which Banham (2003, p. 43) states: ‘‘No longer
able to use audit engagements as an opportunity to spot client needs and sell re-
medial consulting services such as internal control tune-ups, information technology,
actuarial research y.’’
6. Of course, debate exists regarding whether the Securities Acts fundamentally

changed public policy with respect to securities markets or were a device to restore
confidence in them while maintaining the status quo. See, e.g., Merino and Neimark
(1982).
7. The GAO (2002) and the Advisory Panel to the POB (1994) each have noted

the significance of this issue. The Advisory Panel recommended that the board of
directors, acting as a representative of shareholders, be regarded as the client. Also
see Westra (1986) for a discussion in the Canadian context.
8. See, e.g., testimony by Barry Melancon, AICPA president, in SEC (2000b) as

well as (2000a, 2000b) and Palmrose and Saul (2001).
9. In the U.S., first amendment protections would likely prohibit such regulations.
10. This relationship also need not be adversarial.
11. This willingness may occur unconsciously (Bazerman et al., 1997).
12. See footnote 14 on the difficulties with such disclosures.
13. See SEC (2003), especially section II.B. Discussion of Rules: Scope of Services

Provided by Auditors.
14. This requirement is also subject to manipulation as evidenced by wrangling

over the definition of ‘‘audit’’ fee (Weil & Rapoport, 2003).
15. Also see The Economist (2003).
16. See SEC (2003).
17. Perhaps, consideration should be given to developing a pool of qualified in-

dividuals willing and competent to serve in this capacity.
18. See Zeff (2003) for a discussion of the impact of new policies at certain ac-

counting firms that began to retire ‘‘underperforming’’ partners in their search for
growth and the perverse compensation incentives offered by many firms to their
partners. Also see Business Week (2001) for a discussion of similar issues.
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AUDITOR INDEPENDENCE AND

NONAUDIT SERVICES: THE SEC’S

INDEPENDENCE HEARINGS

THROUGH A USER-PRIMACY LENS

John M. Thornton

ABSTRACT

The debate over an auditor’s ability to remain independent while simulta-

neously providing nonaudit services to the audit client has a long history. In

recent years, several factors have combined to heighten regulators’ concerns

about this issue. This study uses a case methodology research design to

analyze the testimonies given by financial statement users at the Securities

and Exchange Commission’s (SEC, 2000b, 2000c, 2000d, 2000e) Inde-

pendence Hearings in relation to this debate. The analysis is framed by the

principle of user primacy. Findings indicate that changes from the SEC’s

initial proposal to final rule on independence are more closely aligned with

preparers’ than users’ preferences, despite claims to the contrary.

INTRODUCTION

The question of whether auditors are able to maintain their independence in
an audit when they provide nonaudit services to the audit client has been
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debated for at least 40 years (e.g., Schulte, 1965). The Securities and Exchange
Commission’s (SEC) issuance of Proposed Rule S7-13-00, Revision of the

Commission’s Auditor Independence Requirements (hereafter the Proposed
Rule, SEC, 2000a, 2000b, 2000c, 2000d, 2000e), focused the public’s attention
on the issue and promised to make it the predominant ethical debate in ac-
counting in the 21st century. While the Independence Standards Board (ISB)
and numerous accounting researchers had addressed the auditor/nonaudit
services issue, the SEC’s Independence Hearings (hereafter the Hearings), held
from June to September 2000, are particularly informative. Those testifying at
the Hearings held strong and highly divergent views on the proposed nonaudit
service proscriptions, presumably in keeping with their own self-interests.
Despite the heat of the debate, six months later the issue appeared dead, put to
rest with the issuance of the SEC’s Final Rule S7-13-00, Revision of the Com-

mission’s Auditor Independence Requirements (SEC, 2000f, hereafter the Final
Rule). However, the high-profile collapses of Enron and WorldCom the fol-
lowing year proved the debate was not extinguished, but merely smoldering,
the opposing arguments awaiting a fresh wind of public concern to refuel the
blaze.

The purpose of this chapter is to analyze the arguments of the testimonies
given at the Hearings regarding auditor independence and the provision of
nonaudit services by auditors to their audit clients, in an effort to inform
standard setters of the primary issues surrounding this important topic. The
analysis is based on the principle of user primacy, a normative theory es-
poused by the academic and professional accounting literature to guide
standard-setters’ assessment of the relevance of opposing arguments in
public policy debates. User primacy, based on Rawls’ (1971) theory of jus-
tice, holds that the interests of users of financial information take priority
over interests of preparers of the information. As such, I focus my attention
in this chapter primarily on the arguments during the Hearings made by
users of financial information. This chapter relies heavily on an article
published earlier on the Hearings (Thornton, 2003).

BACKGROUND

Auditor Independence and Nonaudit Services

The American Institute of Certified Public Accountants’ (AICPA) Code of

Professional Conduct (1988) states the ethical principles that are the foun-
dation of the accounting profession in the U.S. Included in these principles

JOHN M. THORNTON68



is the requirement that members of the profession be ‘‘independent in fact
and appearance’’ when providing auditing and attestation services to their
clients. Gaa (1992) argues that the principle of independence defines the role
of the auditor, because it is the only norm within the Code that refers
uniquely to the auditor. While there has been considerable debate over a
precise definition of auditor independence (e.g., AICPA, 1997, ISB, 2000),
there is a general consensus that it is necessary to ensure the quality of
audited financial statements and ultimately investor confidence in the fi-
nancial markets (e.g., SEC, 2000a).

In view of the importance of independent audits to the reliability of
financial information, there is a long history of concern over what factors
may impair auditor independence. The AICPA and the SEC have detailed
rules that proscribe various financial, familial, and relational ties between
auditors and their clients to ensure auditor independence, both in fact and
appearance. One such relationship that has received considerable attention
in recent years has been the auditors’ role in providing nonaudit services to
their audit clients. Antle (1984) states that the entire debate over whether
audit firms should supply nonaudit services to their audit clients centers on
the argument that the provision of these services impairs the auditor’s
independence.

Distributional Principles for Standards Setters

When policy makers attempt to resolve competing claims among differing
interest groups, such as the scope of allowable nonaudit services that au-
ditors can or should provide their clients, they generally look to a normative
theory on which to weigh those claims. Gaa (1986) notes that the accounting
literature has advanced two opposing general distributional principles for
governing standard-setters’ decisions. Either the interests of all affected
parties are to be weighted equally, or one group is to be granted preferential
treatment over another on some ethical or economic grounds.

The principle of user primacy is an ethics-based distributional principle
that grants priority to the interests of the users of financial reports over the
interests of preparers of financial reports. Positive accounting theory (Watts
& Zimmerman, 1978, 1979) is another distributional principle that gives
preferential treatment to one group, but on economic, rather than ethical,
grounds. Gaa (1992, 1999) makes the following distinction between ethics-
based and economics-based distributional theories. Ethics-based theories
focus ‘‘on the problems of choice when it is explicitly recognized that one’s
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actions do have effects on others, and that those effects should be taken into
account in deciding how to act.’’ Economic theories focus ‘‘on choice when
each individual is regarded as an atomistic, self-interested, utility maximizer,
who makes rational decisions without regard to the impact of her actions on
the welfare of others.’’ Gaa dismisses theories that place economics over
ethics as inadequate as a normative guide to standard setters, because such
theories are grounded in ethical egoism. As such, they provide no rationale
for why one group’s preferences deserve more weight than another’s inter-
ests (Rachels, 1986, Gaa, 1994). User primacy, on the other hand, avoids the
egoism trap, and can be justified logically using Rawls’ (1971) theory of
justice as a normative guide to standard setters.

Rawls (1971) posits that individuals will construct a just system when they
are ignorant of any information regarding their own position in the resulting
system. To assure impartiality, Rawls employs a hypothetical device called
the ‘‘veil of ignorance,’’ where decision makers have no knowledge of the role
they will play in the resulting system, and accordingly are prevented from
making choices in their own self-interest. Gaa (1986) shows that user primacy
is an extension of Rawls’ theory to the financial markets, where there are two
types of market agents – users and producers of financial information.1 Users
and producers have conflicting interests in the production and consumption
of financial information. Producers have the incentive and the ability to
deceive users by virtue of their control of the information system. Users,
however, would clearly prefer not to be deceived. Behind the ‘‘veil of igno-
rance,’’ market agents will choose a market structure that will tend to correct
the information asymmetry by constraining the feasible set of actions open to
producers. In the resulting system, users’ interests are given priority over
producers’ interests, and the principle of user primacy is born. In the applied
world, since both users and producers’ roles are already set, standard setters
step in to play the role of disinterested financial market agents.

User primacy opposes the idea of weighting each affected party’s claims
equally, but rather holds that the interests of users of the financial state-
ments should come first, on the grounds that they have restricted access to
financial information that places them in a disadvantaged position.

User primacy conflicts with the suggestionsy that the task of the standard setter should

be to promulgate standards that represent compromises between opposing interest

groups. The notion of compromise suggests that the interests of the various groups stand

on a more or less equal footing, such that the interests of one may be traded off against

the interests of the other.y According to the user-primacy principle, the standard setter

may act in managers’ interests, but only insofar as this does not work against investors.

(Gaa, 1986, p. 450)

JOHN M. THORNTON70



The user-primacy principle is historically significant to the accounting profes-
sion, endorsed by the AICPA (1973, p. 17), which states that an objective of
financial statements is ‘‘to serve primarily those who have limited authority,
ability, or resources to obtain information, and who rely on financial state-
ments as their principle source of information about an enterprise’s economic
activities.’’ Furthermore, the principle clearly underlies the foundational pro-
fessional accounting literature (e.g., the Financial Accounting Standards
Board’s (FASB, 1990) Statement of Financial Accounting Concepts No. 1,
Objectives of Financial Reporting by Business Enterprises, and the AICPA’s
(1988) Code of Professional Conduct). Similarly, the user-primacy principle is
fundamental to the regulatory role of the SEC, and serves as the impetus for
the SEC’s Proposed Rule on auditor independence (2000a).

The SEC’s Proposed Rule

In June 2000, citing changes in the business and auditing world, the SEC
proposed to update auditors’ independence requirements by issuing the
Proposed Rule. The Proposed Rule posited that an auditor may lack
independence when he/she:

1) had a mutual or conflicting interest with the audit client,
2) audited the accountant’s own work,
3) functioned as management or an employee of the audit client, or
4) acted as an advocate for the audit client.

The SEC, under Chairman Arthur Levitt, held four public hearings (SEC,
2000b, 2000c, 2000d, 2000e) on the Proposed Rule from July 26 to September
21, to promote ‘‘a thoughtful, fair and open dialogue among all market parti-
cipants on this vitally important subject’’ (SEC, 2000b, 5).

The most contentious issue in the Proposed Rule related to proposed
scope restrictions to nonaudit services provided by auditors to their audit
clients. Ten specific services were identified in the Proposed Rule that might
potentially impair auditor independence if provided by auditors to their
audit clients. Most of these services were already banned or restricted by the
SEC or the AICPA, but the SEC added two prominent nonaudit services to
the mix (financial information systems design and implementation, and in-
ternal audit outsourcing). The impetus behind the proposed nonaudit pro-
scriptions was the rapid growth in nonaudit fees, both in magnitude and
proportion to audit fees, raising concerns that auditor independence might
be impaired as auditors sought more lucrative consulting fees. In addition,
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litigation reform during the 1990s potentially reduced the cost of audit fail-
ures to auditors.

The SEC’s Independence Hearings on the Proposed Rule

Overall, 101 stakeholders testified at the Hearings. According to then SEC
Chief Accountant Lynn Turner, every individual who requested to testify
was given an opportunity to do so. To encourage feedback from stake-
holders with differing viewpoints, SEC officials also invited several individ-
uals – whom they believed opposed the proposal – to testify. Overall,
Thornton (2003) found that 48 testifiers supported the Proposed Rule, 41
opposed it, and 12 were neutral.

Users’ Preferences for Banning Nonaudit Services

Thornton (2003) identified 19 financial statement users among the 101 in-
dividuals who testified during the Hearings. Ten users represented investment
managers, financial analysts, or investment bankers; five users represented
consumer advocacy groups or public groups; and three users published
investor-related publication.2 Table 1 lists each user’s name, title, affiliation,
the groups they represent, and preferences regarding the Proposed Rule. In
general, the users testifying represented large groups of investors and con-
sumers of financial information (e.g., Biggs of TIAA-CREF, Gillan of Cal-
ifornia Public Employees Retirement System, Metzenbaum of Consumer
Federation of America), including two testifiers who presented the results of
surveys commissioned by the SEC (Neils surveyed 292 financial analysts,
SEC 2000c; Kohn surveyed 3,000 investment professionals with the Asso-
ciation for Investment Management and Research, SEC, 2000d).

Without exception, the testifiers opposed auditors’ provision of nonaudit
services to their audit clients. Moreover, seven of the 18 users requested that
the SEC go further than the proposed proscriptions, and draw a ‘‘bright
line’’ banning auditors from providing any nonaudit services to their audit
clients. For example, Ciesielski (SEC 2000c, pp. 79–80) stated, ‘‘I think the
single best way to improve auditor independence and the appearance of
auditor independence is to call for an exclusionary ban on nonaudit services
to audit clients. y I support nothing less than an outright ban on nonaudit
services for audit clients.’’ Cleveland (SEC, 2000c, 43) concurred, ‘‘We re-
gard the concurrent performance by the company’s external auditor of
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Table 1. Chronological Listing of Financial Information Users Testifying at the SEC’s Imdependence
Hearings.

Name Title Affiliation Represents NAS Pref a

Day 1: July 26, 2000

John H. Biggs Chairman/President/CEO TIAA-CREF Retirement asset manager BL

Jack T. Ciesielski R. G. Assoc., Inc. &

Publisher

Analyst’s Acctg. Observer Buy/sell side analysts;

observes accounting

practices

BL

Day 2: September 13, 2000

John C. Whitehead Retired Chairman Goldman Sachs & Co. Investment bankers PR

Kayla J. Gillan General Counsel Cal. Public Empl. Retire.

Sys.

Investment managers of

retirement assets

BL

Alan P. Cleveland Special Legal Counsel New Hampshire Retire.

Sys.

Retirement asset

management

BL

Ralph Whitworth Managing Member Relational Investors, LLC Investment manager, also

on five public company

boards

BL

Tom Gardner Co-Founder The Motley Fool, Inc. Advice for small investors,

publication

PRb

Bernard Blum Certified Financial

Planner, CPA

Blum Shapiro Financial

Serv.

Financial planners

association, also CPA

PR

Robert Morgenthau District Attorney County of New York Public defender, defrauded

investors

BL

Jay Eisenhofer Attorney for institutional

invest

Grant & Eisenhofer, PA Institutional investors, as

attorney, several states’

pension funds

PR

Elise Neils Director Brand Finance plc Surveyed UK financial

analysts, public

companies

PR
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Table 1. (Continued )

Name Title Affiliation Represents NAS Pref a

Day 3: September 20, 2000

Howard Metzenbaum Former Senator Consumer Federation of

Am.

Consumer advocate PR

Bill Patterson Director, Office of

Investment

AFL-CIO Consumer advocate PR

Frank Torres Legislative Counsel Consumers Union Consumer advocate PR

Richard Blumenthal Attorney General Connecticut Legal counsel for state PR

Howard Schilit President Ctr. for Finance, Research

& Analysis

Individual investors,

publisher of research

PR

Mauricio Kohn Principal, Kohn Fin.

Consult.

Ass. for Invest. Mgt. and

Res.

Investment professionals,

CFA, CMA, CFM.

PR strong

Stuart Grant Director Grant & Eisenhofer, PA Institutional investors,

Council of Institutional

Inv. members, own views

BL

Day 4: September 21, 2000 No users testified

Note: Financial statement users are those identified by Thornton (2003), excluding Thomas Rowland (Senior VP, Fund Business Management

Group), who appears to be a preparer, rather than user, of financial information, as evidenced by manager job title and 20 years’ prior audit

experience with a Big Five firm.
aColumn shows each user’s nonaudit service preference. BL indicates that user supported ‘‘Bright line’’ ban (i.e., ban all nonaudit services).

PR indicates user supported the Proposed Rule proscriptions.
bGardner supported the Proposed Rule, yet indicated that audit firms should be compensated for losses incurred from new proscriptions.
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nonaudit services y to be inherently corrosive and fundamentally incom-
patible with the duty of independence and fidelity owed by the auditor to the
investing public.’’

CRITIQUE OF OPPONENTS’ CHALLENGES TO THE

PROPOSED RULE

The most consistent critics of the Proposed Rule’s nonaudit service pro-
scriptions were management of publicly traded companies (13 of 13) and the
accounting profession (25 of 37) (see Thornton, 2003). Critics opposed the
proposed scope restrictions on nonaudit services on the grounds that: (1)
there was no evidence that nonaudit services impair auditor independence,
(2) perceptions that nonaudit services impair independence were simply
wrong, (3) audit quality would suffer under the proposal, and (4) numerous
unintended consequences would result from implementing the proposal.
I present each of these criticisms, along with users’ responses to the crit-
icisms, in the following section.

No Evidence that Nonaudit Services Impair Auditor Independence

Both the accounting profession and management argued that there was no
evidence that nonaudit services impair auditor independence. For example,
KPMG audit partner Guinan (SEC, 2000c, p. 103), stated, ‘‘[T]here is no
empirical evidence that the expanded scope of services has ever caused an
audit failure, diminished audit effectiveness or weakened investor confi-
dence.’’ Leaders of the AICPA (Melancon, SEC, 2000c; Elliott, SEC, 2000e)
and the accounting firms (e.g., Copeland SEC, 2000d) cited the Public
Oversight Board’s (POB) (2000) Panel on Audit Effectiveness Report and

Recommendations, which found no evidence of independence impairment on
a sample of 37 audits where the audit firms also provided nonaudit services
to their audit clients.

Critics cited academic research (e.g., Kinney, 1999) that noted investors’
lack of concern with auditors providing nonaudit services to their audit
clients. Moreover, critics made several rhetorical arguments to support their
position that there was no evidence that nonaudit services impaired inde-
pendence. For example, companies purchasing nonaudit services from their
auditors experienced the same cost of capital (KPMG’s Butler, SEC, 2000e)
and insurance rates (AICPA’s Melancon, SEC, 2000e). Criticism rates of
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audits (e.g., litigation rates and SEC enforcement action rates) also have
remained constant since the 1930s, despite rapid growth in nonaudit services
(AICPA’s Elliott, SEC, 2000e). The profession (e.g., KPMG’s Strange, SEC,
2000b) also argued that no research had found that independence of au-
ditors was, in fact, impaired by nonaudit services. Livingstone (SEC, 2000d),
representing the Financial Executives Institute and their 15,000 corporate
financial officers, echoed this sentiment among managers, stating that their
collective experience ‘‘does not support the causal link between nonaudit
services and compromised audit independence.’’

Response

Proponents of the Proposed Rule responded to the ‘‘no evidence’’ argument
with several arguments of their own. First, several testifiers noted that col-
lecting evidence to verify or refute the link between nonaudit services and
auditor independence was difficult, because audit firms did not disclose
detailed information as to the proportion of audit and nonaudit fees from
each client. Even with relative fee disclosure, Bazerman (SEC, 2000b) ar-
gued that the SEC would never find a ‘‘smoking gun,’’ because most court
cases against auditors were settled, independence was a latent variable, and
suits that claimed a lack of independence were less effective than those that
claimed poor audit quality. When cases are settled, it is virtually impossible
to determine whether the settlement resulted from a faulty audit, or whether
the audit was good, and the auditor just wanted to avoid further costs in an
unmerited suit (Doogar, SEC, 2000c).

Users further argued that while markets-based research evidence linking
nonaudit services to impaired auditor independence was not available, there
was considerable anecdotal evidence from individual cases that such services
impaired auditor independence. For example, Drott (SEC, 2000c) noted
from personal experience that in 16 years of litigation involving over 50
audit failures, audit firms provided nonaudit services to their audit clients in
the majority of the cases. Blumenthal (Attorney General of Connecticut,
SEC, 2000d), Grant (Council of Institutional Investors, SEC, 2000d), and
Bazerman (SEC, 2000b) also noted cases from their experiences that linked
nonaudit services with impaired auditor independence.

Finally, three studies commissioned by the SEC provided evidence that
users’ perceived auditors’ independence to be impaired when auditors re-
ceived significant nonaudit service fees from their audit clients. Neils (SEC,
2000c), in a follow-up study to the ISB’s Earnscliffe Reports (1999, 2000),
found that over 90 percent of financial analysts surveyed believed significant
nonaudit service fees were likely to compromise independence. Over 83

JOHN M. THORNTON76



percent of analysts surveyed thought independence was threatened even if
nonaudit fees were less than audit fees. Kohn’s (SEC, 2000d) survey of 3,000
investment professionals found that 61–65 percent of respondents believed
certain nonaudit services (appraisal and evaluation, outsourcing, and legal
services) should be prohibited or severely limited in scope.

Users Perceptions are Wrong

Critics argued that financial statement users who perceived that nonaudit
services impaired auditor independence had wrong perceptions. Again, cit-
ing the Panel on Audit Effectiveness Report and Recommendations, Deloitte
& Touche’s Copeland (SEC, 2000d) reemphasized that the Panel found no
instances of impaired independence, while simultaneously finding audit
quality was enhanced in about a quarter of the audits. Accordingly, the
reality does not bear out the perception. Elliott (CEO of the AICPA, SEC,
2000c, p. 105) stated, ‘‘[T]he proposed rule points to a problem where none
exists, so it can propose a solution where none is needed.’’

Response

Proponents responded that in addition to the survey evidence cited above,
increasing fees from nonaudit services, along with declining costs of failed
audits, posed a real threat to auditor independence. The growth in consult-
ing services over the past two decades, which resulted in a considerable shift
in proportion of nonaudit fees to audit fees, increasingly concerned users
that auditor independence might be impaired (e.g., Cleveland, SEC, 2000c).
Neils (SEC, 2000c) reported survey results from a study from 350 of the
largest U.K. companies, indicating nonaudit fees represented 61 and 67
percent of audit firms’ total fees in 1998 and 1999, respectively. Moreover,
these results were generalizable to U.S. companies.

At the same time, Coffee (SEC, 2000b) argued that the cost of audit
failures to audit firms had significantly declined during the late 1990s, owing
to the Private Securities Litigation Reform Act of 1994 (increased pleading
and scienter standards), the 1994 Supreme Court Central Bank of Denver

case (eliminated aiding and abetting liability), the substitution of propor-
tionate liability for joint and several liability, and the Uniform Standards
Act of 1998 (preempted state suits). Together, these reforms greatly reduced
the litigation costs to the auditor, even though suits involving accounting
irregularities remained common.

Finally, proponents argued that auditors, not users, were the ones whose
views of their own independence were biased. Based on psychology research,
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Lowenstein and Bazerman (SEC, 2000b, Bazerman, Morgan, & Loewenstein,
1997) reasoned that an unintentional confirmation bias may exist among
auditors who provided nonaudit services to their audit clients, so that their
ability to make good judgments may be impaired. Moreover, the likelihood of
this phenomenon increases as total audit and nonaudit fees increase.

Audit Quality would be Harmed

Critics argued that restricting the nonaudit services that auditors provide their
audit clients would harm audit quality. By restricting nonaudit services, the
profession would be unable to attract the best and brightest students
(KPMG’s Guinan, SEC, 2000c; Arthur Andersen’s Berardino, SEC, 2000d),
audit firms would lose valuable experience gained through providing nonaudit
services, and less efficient use of resources would result in reduced auditor
competence (AICPA’s Elliott, SEC, 2000e). Critics also argued that nonaudit
services allowed auditors to know their clients better, making it more difficult
for unethical clients to deceive their auditors (AICPA’s Melancon, SEC,
2000c). Internal audit and external audit functions were a continuum, and
proscriptions of internal audit outsourcing would reduce overall audit quality
(Controllers Barge (Time Warner) and Lockett (Johnson & Johnson), SEC,
2000d) while increasing the cost of the internal audit function, making it
unaffordable to smaller clients.

Response

Users responded that they were cognizant of these concerns. For example,
Biggs (SEC, 2000b, p. 49) stated, ‘‘It seems to me that a powerful argument
does exist for maintaining management consulting practices within the audit
firm. The extraordinary complexion of our financial information systems
requires knowledgeable people to audit them.’’ He concluded, however, that
auditors should acquire these competencies through serving nonaudit cli-
ents. Users also agreed with critics that auditors gained crucial knowledge
during nonaudit services, and they were able to perform better audits (e.g.,
Metzenbaum, SEC, 2000d, p. 6). However, the problem is that two potential
outcomes follow: either the auditor ignores the conflict and performs a
better audit, or the auditor succumbs to the conflict and compromises the
quality of the audit. ‘‘In every instance, the reliability of the audit will be
subject to question by reason of the conflict.’’ Therefore, while auditor
competence may be reduced by banning auditors from providing nonaudit
services to their audit clients, users concluded that the increase in auditor
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independence was worth the increased cost. Since auditors are the only
source of third-party verification, their independence is an irreplaceable
prerequisite for financial statement reliability. In related arguments, users
believed that auditing was still an attractive, well-compensated profession
that would continue to attract talented students.

Unintended Consequences

As consumers of nonaudit services, managers voiced concern about the SEC
restricting their choice of service providers (e.g., FEI’s Livingstone, SEC,
2000d). As providers of nonaudit services, the accounting profession ex-
pressed concern that the proposed nonaudit service proscriptions would
force the disposal of their consulting practices (e.g., Deloitte & Touche’s
Garland, SEC, 2000b), and be very costly to them by restricting their access
to the consulting market. Finally, both managers and the profession pre-
ferred self- or quasi-self regulation (e.g., audit committees, peer review, the
POB, ISB) over governmental regulation.

Response

Users countered that self- and quasi-self regulation was not working, audit
committees varied in quality, and there was plenty of consulting available
with nonaudit clients. For example, Gillan (SEC, 2000c, p. 50) stated that she
had met with over 100 audit committees, ranging from ‘‘really high caliber’’
to ‘‘very poor’’ audit committees. She recommended the SEC look to, but
not be limited by, supporting players (e.g., ISB) in assuring auditor inde-
pendence. Users also challenged critics’ contention that auditors would be
forced to sell their consulting practices. Metzenbaum (SEC, 2000d, p. 6)
attacked this argument as a ‘‘false assumption’’ that leads to faulty conclu-
sions (e.g., the profession argued that the audit firms would then be forced to
hire back the same experts, but now as consultants, without any control over
the expert’s independence). ‘‘[T]here is nothing in this rule proposal that
would force that outcome.’’ Rather, critics argued that the consulting market
would remain the same, with simply a shift in consulting clients between
firms. Accordingly, the cost would be much less than auditors projected.

Politics and the Final Rule

Despite financial statement users’ clear preference to limit the scope of
nonaudit services auditors provide their audit clients, the SEC’s (2000f)
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Final Rule relaxed, rather than increased, the proposed proscriptions. Spe-
cifically, the newly proposed ban on financial information systems design
and implementation was replaced with a requirement to disclose the fees
paid to auditors for these services, and for management to provide written
acknowledgement to the audit committee and audit firm accepting respon-
sibility for their systems of internal control and management of these sys-
tems. The Final Rule also allowed the auditor to continue providing up to
40 percent of the internal audit activities for internal controls and financial
reporting, with no limits to operational internal audits. The remaining pro-
scriptions were closely aligned with the AICPA’s existing standards, and did
not further restrict the nonaudit services that auditors could provide their
audit clients.

The Final Rule also required proxy disclosure of the aggregate audit and
nonaudit fees for the most recent fiscal year, and disclosure from the audit
committee that they had considered the compatibility of the nonaudit serv-
ices with the auditor’s independence. While increased disclosures are con-
sistent with user preferences, disclosure alone is clearly less than users hoped
for. For example, when Levitt asked if disclosure of fees would be adequate
(SEC, 2000b, p. 53), Biggs responded, ‘‘I’d certainly be disappointed by that.
Obviously, it helps if there is disclosure.’’

LESSONS FOR POLICY MAKERS

The Value of a Theory

Perhaps the clearest lesson to be learned from an analysis of the Hearings is
the importance of theory in guiding policy-making decisions. In a simplistic
partitioning of testimonies at the Hearings, it appears that those testifying
were almost evenly split on the Proposed Rule’s scope of nonaudit service
proscription. A reanalysis of the data through a user-primacy lens, classi-
fying testimonies as either user or other, reveals that financial statement
users’ interests were overlooked by the SEC when it issued its Final Rule on
the scope of nonaudit services auditors could provide their audit clients.
This analysis demonstrates that without exception, users sought increased
nonaudit proscriptions, frequently calling for an outright ban on all such
services. They supported their position that auditor independence was im-
paired by nonaudit services, both in appearance and fact, with argument,
evidence, and experience.
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How User Primacy Failed

Dopuch and Sunder (1980) argue that the user-primacy principle may fail to
guide public policy for two reasons. First, users’ preferences may lack suffi-
cient homogeneity to guide policy-makers’ decisions. That is, if users’ pref-
erences are diverse or contradictory, there may be no common ground on
which policy makers can satisfy their competing claims. Second, users may
lack the political or economic power necessary to impose their preferences
on financial accounting.

Since users’ preferences were relatively homogeneous (i.e., ban all, or at
least the proposed 10, nonaudit services), it appears that they lacked the
political clout to impose their preferences. In private communications with
then SEC Chief Accountant Lynn Turner, he stated that the SEC was un-
able to proscribe the proposed list of nonaudit services owing to the political
power of the Proposed Rule’s critics. According to Turner, these critics
threatened to revoke the rule-writing capacity of the SEC if the Commission
did not back down on proscribing certain nonaudit services, and they had
the political power at that time to do so.

In the wake of Enron and several other high-profile financial reporting
scandals, the importance of reliable financial reporting has not been so clear
since the stock market collapse in the late 1920s. Accordingly, the political
climate has changed, as evidenced by the passage of the Sarbanes-Oxley
Act (2002), with its proscription of the nonaudit services essentially identical
to those in the Proposed Rule. Whether stronger proscriptions from the
Proposed Rule would have averted the current crisis in investor confidence,
one can only surmise. Clearly though, auditors’ lack of independence, at
least in appearance, brought on by their provision of nonaudit services to
their audit clients, has proven much more costly to audit firms than they
ever foresaw.

Moreover, the costs brought on by market forces lack the fairness that a
regulatory solution would have imposed. For example, Arthur Andersen
completely collapsed through market forces, while other firms suffered sig-
nificant, but disproportionate, reputation costs. Based on an analysis of the
Hearings, it appears that Andersen’s position on nonaudit services was es-
sentially identical to that of other large audit firms with consulting arms, yet
they bore a disproportionately high cost from impaired independence. Pol-
icy makers who set timely standards serve to spread the agency costs more
evenly across all auditors. This function is increasingly important as the
number of international audit firms continues to decrease.
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Defining Auditor Independence

Finally, policy makers must define auditor independence. Without a clear
definition of independence, standard setters are destined to fail. Dopuch and
Sunder (1980) observe that an agreed-upon definition of auditor independ-
ence is hampered by the struggle for economic advantage between the var-
ious interest groups. Competing interest groups use the term to mean to
them what they want, or conversely oppose definitions that restrict their
opportunities to carry out their business as they desire. Because of opposing
interests, it is policy makers who must set the definition of auditor inde-
pendence.

Despite the past difficulties in defining independence, we are not so far
from an adequate definition as it may appear. In defining independence,
policy makers must understand that it is objectivity, not independence, that
the public really wants from auditors. Moreover, objectivity is already de-
fined clearly in the Code as ‘‘freedom from bias’’ (AICPA 1988). Inde-
pendence is simply the mechanism for proving objectivity. That is, since an
auditor’s objectivity cannot be observed, standards then require independ-
ence as an observable measure of objectivity. Despite the importance of
independence, surprisingly little normative theory has been developed to
guide regulators or researchers. This chapter has relied on the user-primacy
principle, but encourages future work in this area.

Regulators must continue to ask the question, ‘‘Independent from what?’’
The recent focus has been on auditor independence from the company and
from management. Future research should include independence from the
financial information itself.

Summary

The SEC’s Independence Hearings provide an unusually transparent win-
dow to the efforts of policy makers to set accounting standards when
political pressures are high. The findings that changes to the Proposed Rule
were more closely aligned with preparers’ than users’ preferences, despite
claims to the contrary, serve as a clear warning to policy makers of the
difficulty in achieving standards in the public’s interest. Policy makers must
be careful to evaluate and interpret evidence and arguments through a clear
ethical framework to achieve standards that will serve the public interest in
the long run.
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NOTES

1. The dichotomization of all market agents into users and producers of financial
information is a generalization employed to distinguish the self-interests of two
prominent groups. Undoubtedly, other interest groups exist (e.g., employees, cus-
tomers, the public), with their own self-interests.
2. I removed Thomas Rowland, Senior Vice President of the Fund Business

Management Group, from Thornton’s (2003) list of 19 users. He is more appro-
priately classified as a preparer than a user of financial information, based on his
current position as financial accountant for the fund management group, and his 20
years’ prior experience working for one of the Big 5 firms.
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ABSTRACT

The purpose of this essay is to discuss the involvement of the U.S. public

accounting profession in federal politics and to focus attention on the

extent to which the profession engages with federal legislators and other

policymakers to influence public policy. In the essay, I discuss and present

evidence regarding the profession’s use of political strategies such as

making political campaign contributions and lobbying federal legislators

and regulators. The profession’s political efforts are then examined within

the context of their self-proclaimed commitment to the public interest.

I conclude that the public accounting profession’s extensive involvement in

federal politics works principally to protect its own professional interests

and favors conservative, pro-business agendas. As a result, broader public

interest responsibilities are often neglected. Although the profession
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deserves the right to participate in public policy debates, its parochial and

patronage orientation does not resonate well with its self-proclaimed

professional cornerstones of independence and integrity.

On July 30, 2002, the ‘‘Sarbanes-Oxley Act of 2002’’ (SOX) was signed into
law by President George W. Bush. This law was created and passed by
Congress principally in response to the public’s uproar over a number of
high-profile corporate scandals such as Enron, WorldCom, Tyco Interna-
tional, and Adelphi Communications. SOX is relevant to all publicly held
companies that have debt or equity securities subject to the Securities Act of
1934, and it ushered in a number of substantive changes in the way these
companies are governed (Lander, 2004).

The status of the public accounting profession was a major topic of de-
bate during the development of SOX, with discussions focusing on issues of
auditing standard setting, auditor independence, and the quality of corpo-
rate financial reporting. It seemed that each new revelation of corporate
financial reporting impropriety whittled away the public accounting pro-
fession’s reputation for successfully self-managing its regulation of account-
ing and auditing. And, as the public became less trusting of the accounting
profession, Congressional support for ‘‘CPA (certified public accountants)
friendly’’ reforms, such as the original bill sponsored by Representative
Michael Oxley (Republican, Ohio), became less likely to pass into law.
Ultimately, SOX was passed overwhelmingly by Congress and signed into
law, prohibiting CPA firms from performing many traditional consulting
services for their audit clients and initiating a new era of federal government
involvement in the regulation of the public accounting profession.

The political clout that the ‘‘Big 5’’ (Now Big 4) public accounting firms
and the American Institute of Certified Public Accountants (AICPA) had
carefully built up over the past 15 years through political action committee
(PAC) contributions, lobbying, and grassroots efforts appeared to have di-
minished significantly. However, as I will discuss later, SOX’s regulatory
demands for improvements in corporate governance generated significant
new and renewed opportunities for the same U.S. public accounting pro-
fession whose lack of audit diligence initially triggered this round of public
and Congressional scrutiny. The profession continues to operate effectively
and intimately within the federal public policy sphere.

While the public accounting profession relishes its renewed role as a
guardian of the public interest, the effectiveness of SOX and potential ad-
ditional accounting and auditing reforms continue to be debated in the
business, political, and public policy arenas. For example, public accounting
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firms’ ability to provide tax services to audit clients (Public Company Ac-
counting Oversight Board (PCAOB), 2004; AICPA, 2005) and the financial
reporting standard concerning accounting for stock options were both re-
cently debated within Congress and regulatory arenas (Peterson, 2004).
Both sides of these debates attached importance to these issues as they were
viewed as economic and social issues that have significant public interest
consequences.

The U.S. public accounting profession has a lot at stake in the outcome of
federal policymaking, and its leadership is continually managing the public
policy space that both extends and restricts its professional domain. In his
October 2004 acceptance speech, Robert Bunting, the new Chairman of the
AICPA board of directors, stressed the profession’s need for political in-
volvement, stating that the AICPA’s ‘‘challenge is to ensure that we have a
seat at every table when laws and regulations are made,’’ and that the AICPA
must ‘‘respond to legitimate public interest concerns’’ and preserve ‘‘the abil-
ity to vigorously oppose regulatory initiatives that do not make good sense.’’

The purpose of this essay is to discuss the involvement of the U.S. public
accounting profession in federal politics and to focus attention on the extent
to which the profession engages with federal legislators and other policy-
makers to influence public policy. I conclude that the public accounting pro-
fession’s extensive involvement in federal politics works principally to protect
its own professional interests and favors conservative, pro-business agendas.
As a result, broader public interest responsibilities are often neglected. Al-
though the profession deserves the right to participate in public policy de-
bates, its parochial and patronage orientation does not resonate well with its
self-proclaimed professional cornerstones of independence and integrity.

I have organized the remainder of the essay as follows. First, I discuss
why the U.S. public accounting profession is involved in federal politics.
Second, I summarize the results of prior research. Lastly, I provide a com-
mentary on how the public accounting profession’s involvement in federal
politics affects the way in which notions of public accounting professional
responsibilities and the public interest are constructed for use in federal
policymaking.

WHY IS THE U.S. PUBLIC ACCOUNTING

PROFESSION INVOLVED IN FEDERAL POLITICS?

As I began studying the public accounting profession’s involvement in fed-
eral politics, I quickly learned that the words ‘‘involvement’’ and ‘‘politics’’
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mean different things to different people. In one sense, the U.S. profession
has been involved in federal politics since the state licensing of certified
public accountants began in the early 1900s. This type of involvement –
meeting with state governments and with the Securities and Exchange
Commission regarding licensing and professional jurisdiction – was the
central focus of the profession’s political activities for much of the twentieth
century. There have been several times when the U.S. Congress turned its
direct attention to the public accounting profession, most notably, the de-
velopment of the Securities Acts, the Moss and Metcalf Commissions, and
the investigations surrounding the U.S. savings and loan crisis. The public
accounting profession responded to these inquiries by defending its public
interest commitment and by pledging to improve its self-regulatory efforts.
Two theories of regulation – public interest theory and economic regulation
theory – compete to provide plausible explanations for why the public
accounting profession is actively involved in U.S. politics.

CAN THE PUBLIC INTEREST RATIONALE FOR THE

PUBLIC ACCOUNTING PROFESSION’S

INVOLVEMENT IN FEDERAL POLITICS SUFFICE?

The public interest theory of regulation maintains that regulation is gen-
erated by government to protect the public from an unacceptable level of
potential harm (Posner, 1974). According to this public interest perspective,
the public accounting profession is regulated because accounting is a diffi-
cult, esoteric discipline that meets a critical societal need, and the public is
not in a position to judge the quality of service provided by CPAs. The
public accounting profession, like the medical profession, must be self-
regulated as it takes an expert to judge the performance of another expert.
And, as financial experts, CPAs can and should use their knowledge to help
make society better. Public interest arguments are frequently used by the
profession to justify its monopoly license to practice and to defend its in-
volvement in state and federal policymaking.

Leaders of the CPA profession profess that their political activities are
part of the public accounting profession’s commitment to meet its public
interest duty. For example, Olivia F. Kirtley, during her term as Chair of the
AICPA, stated (Koreto, 1998, p. 76):

We want to have easy access to Congress when it is debating issues important to the

profession, and we also want to serve as a resource to Congress when it is addressing
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complex financial matters. Our public interest tradition requires us to speak out on

public issues where our valuable and unique insight can guide the debate with unbiased

facts and objective analysis.

Robert Bunting reiterated the profession’s ability and willingness to con-
tribute to public policy debates during his 2004 acceptance speech (AICPA,
2004):

But accounting and reporting are not our only possible contribution to the financial

health of our society. We can serve the public interest by offering our expertise to help

frame policy, inform policy makers and educate the public on matters affecting their

financial health.

Prior research (and common sense) tells us that gaining ‘‘easy access to
Congress’’ to be able to ‘‘inform policymakers’’ requires a substantial finan-
cial investment in the election and re-election campaigns of legislators. The
public accounting profession is only able to ‘‘guide the debate’’ and ‘‘help
frame policy’’ if it has the political connections needed to gain legislators’
attention (Dwyer & Roberts, 2004).

As I read the transcripts from these two distinguished CPAs, I couldn’t
help but wonder: ‘‘What are unbiased facts?’’ And, ‘‘how is the proper frame

for policy determined?’’ Can the profession’s public interest duty really ex-
plain Ernst & Young’s and Price Waterhouse’s place on the Republican
National Committee’s 1993–1996 elite ‘‘Team 100’’?

The more time I spent studying the profession, the more convinced I
became that the AICPA’s and major international public accounting firms’
political activities and their willingness to serve as unbiased and objective

guides on diverse public policy issues mask an intense self-interest-motivated
involvement with the functioning of government. I do not mean to imply
that there is no public interest benefit to be derived from public accounting
or that all members of the profession are overtly hiding a selfish motivation
that drives their political actions. I do argue, however, that the leadership of
the profession often strike strong advocacy positions that help the profes-
sion and their pro-business patrons, but harm the broader public interest.

ECONOMIC RATIONALES FOR POLITICAL

INVOLVEMENT

In trying to think more about the profession’s intense involvement in federal
politics, I found help in the theoretical works of economists such as Stigler
(1971), Posner (1974), and Peltzman (1984). These researchers started using
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economic assumptions about people (i.e., rational, self-interest maximizers)
to advance the position that, although participants in regulated industries
may complain about government oversight, regulation actually exists to
benefit those who are subject to the regulation. Because of professionals’
monopoly of expertise and their strategic interest in the regulation of their
profession, the profession is able to ‘‘capture’’ the regulation.

From this perspective, the public accounting profession is seen as an
interest group that demands regulation as part of its strategy for promoting
its own private welfare, not the public’s. Favorable regulation is supplied to
the profession if it provides benefits (e.g., votes, campaign contributions) to
elected officials (Posner, 1974; Roberts & Kurtenbach, 1998). Using this
economic framework for analysis, politics is portrayed as a market of supply
and demand. Interest groups have conflicting demands for legislation (e.g.,
labor versus corporate managers, plaintiff attorneys versus CPAs), and
legislators balance these competing constituent interests in a way that opt-
imizes their own financial campaign-support and chances for re-election
(Becker, 1986; Roberts & Kurtenbach, 1998). Legislators’ ability to supply
favored legislation to an interest group is constrained by factors such as
their position in Congress, the ideology of their voting constituency, their
need for campaign financial support, and the voting power of their political
party. You don’t see the public accounting profession making campaign
contributions to Green Party challengers! Like any good and perfect market
(theoretically speaking), interest groups seek out and support the legislators
who can supply their desired legislation at the lowest cost.

Of course, real politics is a lot messier than theoretical economics. As
Grenzke (1989) points out, ‘‘the currency is complex.’’ For example, PAC
contributions are limited to $5,000 per candidate per election. Can the AI-
CPA expect to ‘‘buy’’ favorable legislation for a mere $5,000? The answer
seems to be no. But, the donation may give AICPA lobbyists access to an
influential legislator’s staff, providing the profession with the opportunity to
educate and persuade that legislator to support a specific bill. Also, from the
interest group’s perspective, to whom do they provide support? Should the
public accounting profession spend resources on a legislator who is going to
vote for favorable legislation all of the time anyway? Should they spend
resources on a legislator who will never vote the profession’s way? Couldn’t
the profession use campaign contributions to gain access to staunch oppo-
nents in the hope of softening their rhetoric at the next session of Congress?

As you would expect, the AICPA and the now-Big 4 public accounting
firms are strategic in their allocation of PAC contributions and in their other
political efforts. By ‘‘strategic,’’ I mean that these organizations have a sense
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of purpose behind their involvement, using politics as a method to help
achieve their own goals. But, what are these goals? How does political in-
volvement benefit these firms? And, can’t the firms’ own goals coincide with
the public interest? In the next section, I will share information that helps
clarify these questions and offer my own thoughts on the answers.

RESEARCH ON THE POLITICAL ACTIVITIES OF THE

U.S. PUBLIC ACCOUNTING PROFESSION

Reasons for Political Involvement

It turns out that the AICPA and especially the Big 4 firms (or Big 5? 6? 8?,
depending on the date) have a number of reasons for engaging in political
activities. And, assuming the people running these firms are rational, there
must be a lot at stake. For example, on April 18, 2004, the New York Times

reported the top 10 campaign contributors to President George W. Bush
over the course of his career. PricewaterhouseCoopers (PWC) was at the
very top of the list, – outdoing Enron.

I offer four basic reasons why the leaders in the public accounting pro-
fession are involved in federal politics. First, state and federal legislation
may affect professional practice directly (e.g., securities litigation reform,
laws governing practice before the Internal Revenue Service, regulation
concerning the scope of practice) and/or it also may affect the substantive
content of the profession (e.g., changes in tax laws, changes in authority
over standard setting, and changes in fraud reporting requirements). Their
participation in this type of regulation is undertaken to guard and manage
their monopoly over the auditing function in society – protection of pro-
fessional jurisdiction. Second, the Big 4 firms compete against other pro-
fessional services firms for government contracts. The firms need political
capital to help gain access to government work that was being privatized.
For example, the September 4, 2003 issue of the Government Executive re-
ported that in 2002 the federal government awarded PWC and KPMG
contracts totaling $160,625,000 and $130,838,000, respectively (this in itself
is an excellent return on the federal lobbying and campaign contribution
costs they incurred in the 2002 election cycle).

Third, the firms (some more than others) work as paid lobbyists on behalf
of their clients. For example, a 2003 year-end lobbying report filed by PWC
says that the firm received $60,000 from Noble Drilling Services, Inc. for
lobbying the House of Representatives and the Senate on their behalf. PWC
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represented Noble Drilling Services on H.R. 2896 and S. 1637, two bills
concerned with the tax treatment of U.S.-based businesses which
re-incorporate outside the U.S. One of PWC’s lobbyists on this issue was
the Honorable Bill Archer, a retired Republican Congressman from Texas
who chaired the House Ways and Means Committee for the 104th–106th
Congress. Given that tax laws are created by the House Ways and Means
Committee, I tend to think that Mr. Archer was a good hire for both PWC
and Noble Drilling Services.

Fourth, the public accounting profession participates in politics to promote
its perspective of the role of business and government in the U.S. The pro-
fession generally follows the ‘‘What is good for GM is good for America’’
mentality. The profession continually uses public interest rhetoric in its po-
litical arguments. When I searched the AICPA website for the term ‘‘public
interest’’, 5,179 hits were returned. If you look at the breakdown of campaign
contributions given by the AICPA and Big 4 firms to Congressional and
Presidential candidates, a pattern of preference emerges regarding the public
accounting profession’s political ideology. In the last complete election cycle
(2004), these organizations contributed $4,735,272 to Democratic campaigns
versus $8,695,977 to Republican campaigns. Thus, 65% of their donations
supported Republican candidates for political office. The contribution break-
down for the AICPA and each of the Big 4 firms for the 2004 federal election
cycle is shown below (data supplied by the Center for Responsive Politics):

Organization Contributions % to

Democrats

% to

Republicans

1 Deloitte Touche Tohmatsu $2,164,792 28 71

2 Ernst & Young $1,870,640 36 64

3 PricewaterhouseCoopers $1,855,851 24 76

4 KPMG LLP $1,393,333 29 71

5 American Institute of CPAs $698,004 36 64

Although some of the large discrepancies in donations to the two parties can
be explained by institutional artifacts, such as majority party status and
committee leadership, it seems safe to assume the public accounting pro-
fession believed that the public interest is served best by the policies for-
warded by the Republican Party during the 2004 elections. Once I take the
profession’s pattern of political campaign contributions into consideration,
I think I can read between the lines when, in his acceptance speech, the 2004
AICPA Chair stated:
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We will continue our efforts to bring clarity and resolution to the tax shelter issue while

preserving the taxpayers’ right to minimize their taxes. And we will continue to fulfill our

role in commenting on the fiscal policy of government, to ensure prudence. This includes

issues of public policy prudence, including the viability of Social Security and public

health insurance.

Prior Academic Research on the Public Accounting Profession’s Political

Involvement

Although the AICPA and Big 4 firms have public affairs offices in
Washington D.C. and proactively manage a relational approach to their
political strategy, there are two recent major episodes of federal political
involvement by these organizations. The first episode revolved around
private securities litigation reform and the second episode was the intense
battle over auditor independence and the provision of consulting services to
audit clients. Each of these high-profile episodes helped shape the current
manner in which the public accounting profession manages its relationship
with federal policymakers. Each episode is discussed below.

Private Securities Litigation Reform

Dramatic growth in the private financing of federal election campaigns
happened to coincide with the public accounting profession’s efforts to ob-
tain legislative relief from legal liability exposure. The profession success-
fully completed a full-scale effort to directly influence Congress through the
AICPA’s and Big 6 firms’ advocacy of securities litigation reform. The battle
over securities litigation reform ran from the late 1980s through the passage
of the Private Securities Litigation Reform Act of 1995 (see Avery, 1996 for
a history of this Act). Table 1 shows the total campaign contributions made
by the public accounting profession starting from the most important years
of the liability reform debate through the 2004 election cycle.

The table shows how the level of contributions made by the AICPA and
major international public accounting firms escalated during the period of
time in which litigation reform was being debated. Roberts, Dwyer and
Sweeney (2003) studied the profession’s political involvement in the devel-
opment of this legislation. We show how the AICPA and Big 6 firms used
campaign contributions, Congressional testimony, and grassroots lobbying
to advocate liability reform. These organizations focused their campaign
contributions on members of the Senate and House committee who were
responsible for developing securities litigation and reform legislation.

The profession’s strategy was more sophisticated than just giving money
to politicians’ election campaigns. On August 6, 1992, the Big 6 firms jointly
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Table 1. U.S. Public Accounting Profession Federal Political Campaign Contribution Trends.

Election

Cycle

Ranka Total

Contributions

Contributions

from Individuals

Contributions

from PACs

Soft Money

Contributions

Donations to

Democrats

Donations to

Republicans

% to

Dems

% to

Repubs

2004b 29 $13,518,979 $8,395,620 $5,123,359 N/A $4,735,272 $8,695,977 35 64

2002 34 $11,947,809 $3,510,962 $5,595,184 $2,841,663 $3,506,918 $8,405,054 29 70

2000 28 $15,356,056 $6,904,977 $5,788,177 $2,662,902 $5,896,876 $9,362,148 38 61

1998 25 $10,245,066 $3,350,599 $5,479,080 $1,415,387 $3,996,395 $6,219,098 39 61

1996 22 $12,075,680 $4,991,094 $5,579,006 $1,505,580 $4,978,295 $7,044,027 41 58

1994 22 $7,472,464 $2,604,173 $4,169,336 $698,955 $3,833,630 $3,714,434 51 50

1992 27 $6,649,992 $3,215,782 $2,835,699 $598,511 $3,610,997 $3,088,656 54 46

1990 25 $3,350,079 $1,341,033 $2,009,046 N/A $1,735,337 $1,622,742 52 48

Total 28 $80,616,125 $34,314,240 $36,578,887 $9,722,998 $32,293,720 $48,152,136 40 60

Note: Data supplied by the Center for Responsive Politics.

Methodology: The numbers on this page are based on contributions of $200 or more from PACs and individuals to federal candidates and

from PAC, soft money and individual donors to political parties, as reported to the Federal Election Commission. While election cycles are

shown in charts as 1996, 1998, 2000, etc. they actually represent two-year periods. For example, the 2002 election cycle runs from January 1,

2001 to December 31, 2002. Data for the current election cycle were released by the Federal Election Commission on Monday, December 13,

2004. Soft money contributions to the national parties were not publicly disclosed until the 1991-92 election cycle, and were banned by the

Bipartisan Campaign Finance Reform Act following the 2002 elections.
aThese numbers show how the industry ranks in total campaign giving as compared with more than 80 other industries. Rankings are shown

only for industries (such as the automotive industry), not for widely encompassing ‘‘sectors’’ (such as transportation) or more detailed

‘‘categories’’ (such as car dealers).
b2004 figures do not include donations of ‘‘Levin’’ funds to state and local party committees. Levin funds are contributions of up to $10,000

from sources that are allowed to give to parties under the applicable state’s laws, including corporations and labor organizations in some

states. Levin funds may be used for certain types of voter registration, voter identification and get-out-the-vote activity.
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issued a document titled ‘‘The liability crisis in the United States: Impact on
the accounting profession’’ (Arthur Andersen et al., 1992). The Public
Oversight Board (POB) issued a special report, ‘‘Strengthening the profes-
sionalism of the independent auditor,’’ on September 13, 1994. In it the POB
strongly urged the Securities and Exchange Commission (SEC) to champion
litigation reform (POB, 1994, 29). During the Congressional debate
over liability reform, two representatives of the AICPA, Jake Netterville
(AICPA Board Chairman) and A.A. Sommers, Jr. (POB Chairman), tes-
tified before the Senate Subcommittee on Securities on July 21, 1993 during
the ‘‘Private litigation under the federal securities laws’’ hearings (Senate
Hearing 103—431, 1993). On August 10, 1994, J. Michael Cook, Chairman
and CEO of Deloitte Touche, testified before the House Subcommittee on
Telecommunications and Finance during its ‘‘Securities litigation reform’’
hearings (House Hearing 103–156, 1994). Also, Richard Breeden, former
SEC Chairman and partner with Coopers & Lybrand, spoke before both the
House Subcommittee on Telecommunications and Finance (Common Sense
Legal Reform Act Hearings, February 10, 1995) and the Senate Subcom-
mittee on Securities (Securities Litigation Reform Proposal Hearings
104–157, April 6, 1995). All of these activities are designed to provide
legislators with objective and expert guidance for use in policymaking. The
public interest is served best if the public accounting profession receives
more shelter from lawsuits. The success that the public accounting profes-
sion achieved concerning private securities litigation reform seemed to make
the leaders of the profession even more determined to play a substantive role
in federal politics.

Auditor Independence

As the public became more and more concerned with auditor independence
issues, the public accounting profession’s political activities became more
intense. Arthur Levitt, the Commissioner of the SEC during this time
period, chronicles the public accounting profession’s efforts and influence in
Take on the street (Levitt & Dwyer, 2002). The auditor independence issue
spawned a number of formal inquiries and studies by the POB and the SEC.
In Dwyer and Roberts (2004), we provide details of the financial contri-
butions the public accounting profession made to legislators who stood by
the profession’s desire to maintain their ability to provide consulting services
to audit clients. Table 2 lists the legislators who wrote letters to the SEC in
2000 opposing a proposal that would prohibit accounting firms from offer-
ing consulting services to clients, and includes the amounts of campaign
contributions provided to them by the AICPA and Big 5 firms. Tables 3
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Table 2. Big 5 Firm and AICPA Campaign Contributions to Legislators
Who Wrote Letters to the SEC in 2000 Opposing a Proposal that would
Prohibit Accounting Firms from Offering Consulting Services to Clients.

Senate Candidates Grand Totala

Wayne Allard (R-Colo.) $81,984

Evan Bayh (D-Ind.) $66,324

Robert Bennett (R-Utah) $90,453

Jim Bunning (R-Ky.) $83,524

Mike D. Crapo (R-Idaho) $80,225

Phil Gramm (R-Texas) $204,185

Rod Gramsb (R-Minn.) $75,648

Chuck Hagel (R-Neb.) $59,243

Rick Santorum (R-Pa.) $146,868

Charles Schumer (D-N.Y.) $340,006

Robert Torricelli (D-N.J.) $47,310

House Candidates Grand Totala

Dick Armey (R-Texas) $99,120

Richard Baker (R-La.) $37,042

Brian P. Bilbrayb(R-Calif.) $91,804

Thomas J. Blileyb(R-Va.) $170,376

Roy Blunt (R-Mo.) $59,888

Christopher Cox (R-Calif.) $156,759

Barbara Cubin (R-Wyo.) $50,004

Nathan Deal (R-Ga.) $51,962

Peter Deutsch (D-Fla.) $131,198

Cal Dooley (D-Calif.) $65,000

Vito J. Fossella (R-N.Y.) $97,440

James C. Greenwood (R-Pa.) $2,875

Robert W. Goodlatte (R-Va.) $41,536

Duncan Hunter (R-Calif.) $14,000

Jim Maloney (D-Conn.) $51,095

Jim McCrery (R-La.) $57,286

James P. Moran (D-Va.) $115,661

Michael G. Oxley (R-Ohio) $121,050

Charles W. ‘‘Chip’’ Pickering (R-Miss.) $68,786

John M. Shimkus (R-Ill.) $38,500

Adam Smith (D-Wash.) $21,500

Cliff Stearns (R-Fla.) $75,565

Ellen O. Tauscher (D-Calif.) $82,801

Billy Tauzin (R-La.) $286,593

Heather A. Wilson (R-N.M.) $85,733

aData reported by the Center for Responsive Politics, based on FEC data downloaded January

1, 2002. Totals include PAC and individual contributions. Table reproduced from Dwyer and

Roberts (2004).
bFormer senator or congressman.
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and 4 reveal the amounts of campaign contributions that the AICPA and
Big 5 firms made to Senate and House conferees who participated in the
Congressional discussion on U.S. public accounting profession reform.

A quick glance at the tables shows that the Republican candidates re-
ceived significantly more financial support than Democratic candidates. A
noticeable partisan tone is seen in the list of legislators who wrote the SEC
regarding consulting services. This plea of support for the public accounting
profession was signed by 27 Republicans and 9 Democrats.

In these auditor independence debates, the public interest mantra was
often repeated. For example, supporters of the profession argued that the
public interest would be harmed if regulations disallowed the provision of
auditing and consulting services to the same client. They argued that a
significant amount of the expertise gained from auditing a client would be
wasted if it were not allowed to be used to better the company’s perform-
ance. In essence, the economic consequences of the regulation would be
more damaging than beneficial. Of course, we know now that the auditor
independence debates of 2002 did not provide the leaders of the public
accounting profession the same level of satisfaction as did the debates over
securities litigation reform. While Representative Oxley’s CPA-friendly re-
form bill gathered a lot of support in the early stages of debate, the public
outcry over accounting and auditing problems at WorldCom and other
publicly held companies pushed Congress to adopt a more radical approach
to corporate governance and auditing reform. SOX included changes in

Table 3. AICPA and Big 5 Firm Political Contributions to Senate
Conferees on U.S. Public Accounting Profession Reform.

Name Grand Totala 2001–2002 1999–2000

Christopher Dodd (D-Conn.) $68,000 $3,000 $65,000

Michael Enzi (R-Wyo.) $60,511 $54,011 $6,500

Phil Gramm (R-Texas) $43,500 $37,500 $6,000

Jack Reed (D-R.I.) $29,954 $25,104 $4,850

Tim Johnson (D-S.D.) $14,550 $5,250 $9,300

Paul Sarbanes (D-Md.) $14,000 $0 $14,000

Robert Bennett (R-Utah) $12,500 $0 $12,500

Richard Shelby (R-Ala.) $4,750 $1,750 $3,000

Patrick Leahy (D-Vt.) $0 $0 $0

aData was reported by the Center for Responsive Politics, based on data downloaded from the

FEC on July 8, 2002. The 2001–2002 figure represents contributions made so far in the 2002

election cycle. Table reproduced from Dwyer and Roberts (2004).
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Table 4. AICPA and Big 5 Firm Political Contributions to House Conferees on U.S. Public Accounting
Profession Reform.

Name Grand Totala 2001–2002 1999–2000

Panel A. Primary House Members Appointed to the Conference Committee

Michael Oxley (R-Ohio) $73,500 $31,500 $42,000

Christopher Cox (R-Calif.) $55,349 $17,000 $38,349

Ed Royce (R-Calif.) $28,200 $19,400 $8,800

Bob Ney (R-Ohio) $23,800 $9,250 $14,550

John LaFalce (D-N.Y.) $23,561 $6,000 $17,561

Sue W. Kelly (R-N.Y.) $21,239 $15,999 $5,240

Richard H. Baker (R-La.) $18,292 $16,292 $2,000

Paul Kanjorski (D-Penn.) $16,218 $12,218 $4,000

Barney Frank (D-Mass.) $3,990 $1,000 $2,990

Maxine Waters (D-Calif.) $0 $0 $0

Panel B. Additional House Members Asked to Discuss Only Certain Provisions of the Reform Bill

Billy Tauzin (R-La.) $77,293 $35,869 $41,424

Jim McCrery (R-La.) $38,936 $26,250 $12,686

Charles Rangel (D-N.Y.) $37,800 $10,300 $27,500

Bill Thomas (R-Calif.) $35,375 $11,000 $24,375

John Boehner (R-Ohio) $34,725 $16,450 $18,275

Sam Johnson (R-Texas) $22,263 $2,000 $20,263

John Conyers Jr. (D-Mich.) $5,250 $0 $5,250

Lamar Smith (R-Texas) $4,500 $0 $4,500

John Dingell (D-Mich.) $4,000 $3,000 $1,000

F. James Sensenbrenner (R-Wis.) $3,000 $0 $3,000

James Greenwood (R-Penn.) $2,750 $500 $2,250

George Miller (D-Calif.) $0 $0 $0

Ronnie Shows (D-Miss.) ($3,000) $4,000 ($7,000)

aData was reported by the Center for Responsive Politics, based on data downloaded from the FEC on July 8, 2002. The 2001–2002 figure

represents contributions made from the 2002 election cycle. Table reproduced from Dwyer and Roberts (2004).
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accounting and auditing regulations that significantly altered the way in
which Big 4 firms must manage issues of auditor independence.

As evidenced by the over $13 million in federal political campaign con-
tributions made by the public accounting profession in the 2004 election
cycle, the profession continues to proactively manage its relationship with
the federal government. The issue of auditor independence remains a topic
of debate. The clarity and resolution that the AICPA intends to bring to the
tax shelter issue most likely relates to the November 21, 2003 introduction of
House bill 3599, titled the ‘‘Auditor Independence and Tax Shelter Act’’ and
to the PCAOB’s Proposed Ethics and Independence Rules Concerning In-
dependence, Tax Services, and Contingent Fees. The PCAOB voted unan-
imously on December 14, 2004 to issue its ethics and independence proposal
for public comment. For example, these rules, if adopted, will prohibit a
company’s audit firm from providing tax services to that audit client that is
based on an aggressive interpretation of the tax law. In a February 14, 2005
letter to the PCAOB, the AICPA’s Center for Public Company Audit firms
asked for additional clarification of these proposed rules.

CONCLUSIONS

What can we take away from all of this discussion? I think it is important to
reflect on the context in which the U.S. public accounting profession par-
ticipates in federal politics. Supporters of the profession’s political involve-
ment often comment that it is reasonable and expected that the leaders of the
profession will engage in politics. After all, the jurisdiction and future of the
AICPA and Big 4 firms is, to a significant extent, decided by the outcome of
these political processes. To them, the leaders have an obligation to the rank
and file members of the profession to do everything in their power to protect
and enhance the profession’s chances for success. I don’t automatically dis-
miss these arguments, but I think it is critical that the motivations, actions,
and consequences of their participation be revealed and examined.

When the Big 4 firms lobby for a specific client to get a favorable change
in the tax law, this change affects everyone – others not represented by the
Big 4 firm will pay more taxes, or government services are reduced, or
the deficit increases. It is difficult to reconcile how these firms can promote
the private interests of their clients, remain independent when auditing that
client’s financial statements, and be the watchdog for the public interest at
the same time.
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Equally important, the candidates that the AICPA and Big 4 firms sup-
port are involved in the development of every federal law, not just the laws
dealing with the public accounting profession. Dwyer and Roberts (2004)
studied the characteristics of the federal legislators supported by the public
accounting profession in the 1997–1998 election cycle. The AICPA and Big
5 firms were significantly more likely to support legislators who received
poor voting record ratings from civil rights, labor, and women’s rights or-
ganization. Most recently, the firms’ campaign contributions appear to lean
even more strongly toward conservative politicians. In the 2000 Presidential
election, all of the Big 5 firms were listed in the top 20 contributors to the
George W. Bush campaign during 1999–2000. And the 2004 election-cycle
campaign contributions made by each of the Big 4 firms strongly favored the
Republican candidates (Center for Responsive Politics, 2004).

Although economic theories of regulation can be descriptive, it is impor-
tant to realize that they do not provide a complete picture of the regulatory
process. The public accounting profession does not appear to have captured

the federal regulatory process over accounting and auditing. The general
nature of the economy, the staying power of institutional arrangements,
shifting political winds, and competing interest groups, such as plaintiff
attorneys, consumer advocates, and parochial interests, combine to form a
complicated and tenuous setting in which public accounting regulation takes
place. The Financial Accounting Standards Board’s recent issuance of stock
option expensing standards, for example, is fiercely opposed by several
members of Congress who traditionally support the activities of the
accounting profession. In 2003, the Financial Accounting Foundation re-
ported lobbying activity related to two bills that were introduced before
Congress: The Broad-Based Stock Option Plan Transparency Act of 2003
and The Stock Option Accounting Reform Act. And, who was one of the
senators who spoke out against expensing stock options? Senator Barbara
Boxer, a Democrat from California who usually sides against big business.
In her testimony she stated: ‘‘We should not let unelected, unaccountable
FASB officials dictate policy through a rushed accounting standard’’
(Congressional Record, 2003). Accounting and auditing are, indeed, involved
in the larger political, economic, and social aspects of democratic governance.

In closing, I would like to say that we need to carefully examine how the
AICPA’s and Big 4 firms’ involvement in federal politics squares with their
self-proclaimed public interest responsibilities and their willingness to frame
policy choices and to provide objective analyses that are used to aid in
policymaking. The actions of these organizations obviously privilege some
‘‘publics’’ over others. As opposed to defending the public interest and
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providing objective analyses, their actions often reveal partisan allegiances
to themselves and to their conservative, corporate patrons. The PCAOB
should be judged on its ability to hold the AICPA and the Big 4 firms truly
accountable for their stated commitments to independence, objectivity, and
the public interest.
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REFORMING AUDITOR

INDEPENDENCE: VOICING AND

ACTING UPON AUDITORS’

CONCERNS AND CRITICISMS

Yves Gendron

ABSTRACT

This paper takes position against the spread of the free-market logic in

the domain of accountancy, where free market is often viewed as unde-

niably benefiting society and users of financial statements. A key moment

that paved the way for the growing influence of the free-market logic in

accountancy resides in the elimination of institutional ethics rules pro-

hibiting direct and uninvited solicitation of clients, which occurred in the

1970s. Importantly, it was (some would say quite naı̈vely) assumed that

auditors would be able to maintain their independence from auditees in a

surrounding climate emphasizing market competition and individualism.

However, research indicates that before the collapse of Enron and Arthur

Andersen, a number of auditors were significantly concerned about au-

ditor independence being undermined in actual practice. Yet, their con-

cerns were kept largely in the dark. It took the billion-equity collapse of

Enron and the powerful imagery related to the shredding of documents by

its external auditor Arthur Andersen, as well as the collapse of World-

Com a few months afterwards, to bring to light the undermining of auditor
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independence in the public arena and to create a momentum in favour of

reforming authoritative regimes of auditor independence, therefore con-

straining to some extent the influence of the free-market logic in ac-

countancy. My main argument is that these collapses could perhaps have

been avoided if auditors’ dissenting and negative points of view on auditor

independence had been voiced, heard, and appropriately taken into ac-

count by accounting organizations and regulatory bodies. Accordingly, it

is recommended that channels be established for practising auditors to

communicate concerns that emerge from their daily experiences and

which cast doubt on the conceptual foundations of financial auditing.

Establishing such mechanisms may help to guard against the excesses of

the free-market logic; the latter definitely should not reign unchallenged.

We expect judges to render impartial decisions, based on the law and the evidence. We

would doubt the impartiality of a judge paid by one litigant. To preserve judges from

improper influences, we guarantee judges independence, including their financial inde-

pendence. Judges are paid from the public purse, with minimal governmental involve-

ment in the setting of the compensation. Similarly, we expect academic researchers,

researchers at public institutions, to render impartial, objective decisions on the evidence,

according to the rules of their discipline. Academic impartiality appears threatened if

research is funded by a party interested in research results. (Renke, 2000, pp. 32–33)

Independence matters to occupations (notably judges and academics as
highlighted above) whose legitimacy depends on occupational members be-
ing perceived as carrying out their work in an unbiased way. Financial
auditing is no exception. Independence and the related concept of objec-
tivity indeed are generally seen as fundamental to financial auditing practice.
An auditor’s opinion is deemed credible as long as the auditor is viewed as
unbiased toward those who are in charge of preparing corporate financial
statements, that is to say top corporate managers.

For several years, though, the logic of the free market – carried out
especially through the neo-liberal philosophy – has been significantly influ-
ential in North America and elsewhere (Esposito, Aronowitz, Chancer, Di-
Fazio, & Yard, 1998; Gélinas, 2000; St-Onge, 2000), threatening
occupational independence with its emphases on unconstrained competi-
tiveness and commercialism. Accountancy has been particularly affected by
the spread of the free-market logic. In the 1970s, pressures from US reg-
ulatory bodies compelled the American Institute of Certified Public Ac-
countants (AICPA) to eliminate its rules prohibiting direct and uninvited
solicitation (Zeff, 2003a). In Canada, accounting bodies swiftly followed by
relaxing their advertising restrictions (Simunic & Stein, 1995). It is now
generally recognized that these regulatory changes (as well as the broader
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socio-political climate of the time) significantly affected practices and be-
haviors within accounting firms. Commercialism became a significant work-
place motivator (Covaleski, Dirsmith, Heian, & Samuel, 1998; Hanlon,
1996; Wyatt, 2004), thereby placing important strains on auditor independ-
ence (Kaplan, 1987; Zeff, 2003a, 2003b).

The quote reproduced above is excerpted from a book that questions the
impact of increasing commercialistic pressures in Canadian universities
(Turk, 2000a). For several years the federal and provincial governments
have reduced funding to Canadian universities and encouraged them to rely
on private funding to ensure the viability and competitiveness of their ac-
tivities. The assumption is that subjecting universities to market pressures
undeniably benefits society; resources are more efficiently allocated and
knowledge production is more likely to find its way to real-life application.
Several academics, however, have voiced concerns over the decreasing level
of public funding in universities and the ensuing commercialization of re-
search. One of the key issues raised is that private funding threatens the
independence of institutions and individual researchers. For example, a
number of pharmaceutical corporations have been shown to carry out a
series of practices to silence researchers whose laboratory findings threat-
ened the market potential of some drugs. The case of Apotex, which pres-
sured one researcher of the University of Toronto against releasing
disturbing results concerning the impact on human health of a drug called
‘‘Deferiprone,’’ is well documented (e.g., Olivieri, 2000). Another key issue
raised by critics is that private funding results in certain social problems
being under-researched as they are of secondary concern to corporate in-
terests, such as child poverty and the spread of infectious diseases in mar-
ginalized countries (Turk, 2000b). In short, private funding of research is
seen as generating significant costs to society through the undermining of
researchers’ independence. However, the logic of the free market is so ap-
pealing to a significant number of research stakeholders (including politi-
cians, university administrators and even many researchers) that its negative
effects largely remain in the shadows.1

Similarly, the spread of the free-market logic within accountancy re-
mained to a significant extent unchallenged until year 2002. Although large
corporate failures in the past regularly generated some level of concern
about auditor independence in policy-making and academic circles (Levitt,
2002; Zeff, 2003a), these concerns did not arouse significant public interest,
and did not translate into major reforms at the organizational, institutional
or regulatory level.2 Moreover, concerns that auditors had about the un-
dermining of auditor independence were largely kept in the dark. It took the
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billion-equity collapse of Enron and the powerful imagery related to the
shredding of documents by its external auditor Arthur Andersen, as well as
the collapse of WorldCom (another client of Arthur Andersen) a few
months afterwards, to bring to light the undermining of auditor independ-
ence in the public arena and to create a momentum in favor of reforming
authoritative regimes of auditor independence. In this paper,3 I argue that
these collapses could perhaps have been avoided if auditors’ dissenting and
negative points of view on auditor independence had been voiced, heard,
and appropriately taken into account by accounting organizations and reg-
ulatory bodies.4 Auditors might then have been more inclined to react
swiftly to accounting irregularities through an uncompromising attitude
toward management, thereby preventing emerging problems from worsen-
ing. In short, institutional mechanisms ought to be established for individual
auditors to voice their concerns regarding professional matters.

Of course, proponents of the free market will argue that the collapse of
Arthur Andersen demonstrates that the market worked efficiently and that
there is no need to establish further regulatory mechanisms. That is, market
reactions to Arthur Andersen’s close involvement with Enron caused the
accounting firm’s collapse and sent a strong signal to the surviving accounting
firms of the significance of maintaining auditor independence. Auditors’
claims about independence met the test of reality through market mecha-
nisms. This argument, however, can be criticized on several grounds. First,
market players do not have homogeneous capacities. In comparison to in-
stitutional investors, who possess extensive resources to assess financial data
and keep pace with business literature, individual investors have much more
limited capabilities. In this context, regulation is seen as necessary to ensure
some level of protection to individual investors. Second, the argument that
accounting firms and corporations would have had to incur a huge expend-
iture if more stringent standards of independence had been enforced appears
quite nebulous and abstract in comparison to the billions of dollars that
individuals, pension funds and other parties have lost through their invest-
ments in corporations such as Enron and WorldCom. Third, a reduction in
market regulation translates into higher transaction costs to investors, who
have to devote more time and efforts to make decisions in markets charac-
terized by a higher level of distrust among parties (Freidson, 2001). Finally,
on a more fundamental basis, commercialism and the aggressive pursuit of
profit conflict with professionalism (especially with one’s commitment not to
subordinate their judgment to that of others) and may undermine it (Freid-
son, 2001); regulatory action is therefore needed to protect professionalism as
long as society sees value in professions.5
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DOWNPLAYING CONCERNS ABOUT

INDEPENDENCE

In the pre-Enron era a number of academics, regulators and policy-makers
expressed concerns about auditor independence being threatened by non-
audit services provided by accounting firms to auditees. These concerns were
fuelled by the collapse of large public corporations and the questioning that
they often raised about the quality of the work performed by external au-
ditors. For example, one of the conclusions issued in 1976 by the Metcalf
subcommittee was that the Big Eight firms lacked independence from their
clients (Zeff, 2003a). In 1978, the Securities and Exchange Commission
(SEC) highlighted to the US Congress several issues ensuing from non-audit
services provided to auditees (Zeff, 2003a). One may wonder why such
concerns did not translate into a substantial reform of auditing independ-
ence standards. Literature indicates that several factors played a role in
hindering translation.

Accounting organizations were then quite active in ‘‘managing’’ alle-
gations of audit failures. For example, the AICPA usually responded to
allegations by forming a committee and/or issuing a special report,
thereby signaling that it cares about criticisms. However, once a report
was issued the AICPA typically ‘‘relaxed’’ and refrained from adopting
significant reforms until the next crisis emerged (Hendrickson, 1998).
Accounting institutes also established mechanisms such as peer review to
signal to outsiders that audit quality and auditor independence are mon-
itored in accordance with society’s expectations. However, in actual
practice it seems that the peer review process was quite lenient among
accounting firms (Fogarty, 1996). Accounting firms also sought to reas-
sure stakeholders by stressing that little was wrong within the profession,
and that auditing failures constituted atypical cases (Humphrey, Moizer,
& Turley, 1992). Further, accountancy’s proponents commonly main-
tained that many of the people taking legal action against audit firms
were opportunists trying to recover losses by suing solvent parties, re-
gardless of who was really at fault (e.g., Arthur Andersen & Co. et al.,
1992; Estey, 1996). These so-called ‘‘deep-pocket’’ and frivolous lawsuits
were even discussed in auditing textbooks (e.g., Arens & Loebbecke,
1999), thereby socializing would-be auditors about the appropriateness
of extant institutional arrangements concerning auditor independence.
Accounting firms also relied on political influence to stifle or mitigate the
impact of proposed regulatory changes (Levitt, 2002). Moreover, it is
important to note that allegations of audit failure, pre-Enron, did not
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arouse much significant interest in the public arena, in contrast to the
media attention generated by Arthur Andersen’s shredding of documents
in the Enron saga.

It was also quite difficult for academics during the pre-Enron period to
produce highly convincing evidence about auditors’ lack of independence.
Statistical evidence on the matter was scarce owing to the lack of publicly
available data and difficulties inherent in the operationalization of inde-
pendence, which is often viewed as an attitude of mind (Humphrey et al.,
1992). Field research evidence was also limited, notably because of the
difficulties of getting access to firm data (Gendron, 2000). Furthermore, in
some cases, pressures were made on academics to prevent them from
diffusing disturbing findings about auditor independence (Sikka, Willmott,
& Puxty, 1995).

In this regard, the following anecdote provides insights about the way
in which accounting organizations formally reacted, around the end of the
1990s, to academic papers that questioned auditor independence. I was
then involved with David Cooper and Barbara Townley in a research
project where document analysis led us to raise doubts about the inde-
pendence of the Office of the Auditor General of Alberta, the Province’s
government auditor (Gendron, Cooper, & Townley, 2001).6 We found
that in the 1990s the Office of the Auditor General of Alberta became a
strong advocate of a particular way of managing government (i.e., new
public management), which led us to express concerns regarding the
threat of self-review. In a meeting that we had with staff of the Office of
the Auditor General to discuss a preliminary version of the paper, Office
members reacted quite negatively to our conclusions and mentioned being
unconvinced by our argument, although one senior Office auditor later
highlighted privately that we had ‘‘a few good points.’’ It therefore seems
that there was some ground for a substantive discussion of the paper.
However, rather than using our paper as a way to initiate reflective
thinking about the nature of auditor independence, the Office adopted a
highly defensive stance.

In short, accounting organizations in the pre-Enron period did not really
engage in a reflective examination of the notion of auditor independence.
Criticisms addressed by policy makers and academics were typically down-
played in order to protect accountancy’s legitimacy. However, as described
below, criticisms toward auditor independence developed in the auditor
community as well, although individual auditors tended not to voice their
concerns.

YVES GENDRON108



AUDITORS’ CONCERNS ABOUT INDEPENDENCE

In interviews that Roy Suddaby and I carried out in 2000 and 2001 with 15
experienced Canadian Chartered Accountants, we were quite surprised by the
extent to which interviewees were doubtful about the notion of auditor in-
dependence (Gendron & Suddaby, 2004). The objective of the research project
consisted of examining attitudes of Chartered Accountants (CAs) about pro-
fessionalism and the extent to which they are committed to the profession.
Our interviews were with the following CAs: three audit partners from Big
Five firms, four partners from non-Big Five firms, three top managers work-
ing in the industry, one director of the Canadian Institute of Chartered Ac-
countants and four directors of provincial institutes. More information about
the interviews is provided in Table 1. We interviewed a relatively large number
of directors of professional institutes given the practical knowledge that they
have about issues of professional commitment and changing professionalism.
We limited our interviews to CAs occupying high hierarchical functions as
these individuals went through and were able to observe significant changes in
the accounting profession, such as the emergence of multidisciplinary firms
and the commodification of financial auditing. Several steps were taken to
increase the reliability of the interviews. In particular, we emphasized at the
beginning of the interview that complete anonymity would be provided to
interviewees and their respective organizations. We also told participants that
they would have the opportunity to subsequently verify the accuracy of their
interview transcript and make necessary changes.7

Most interviewees discussed at length the notion of independence after
having been broadly asked about their point of view about the initiative of
the SEC, issued in June 2000, to adopt more rigorous independence stand-
ards.8 For example, one-third of the interviewees mentioned, without being
directly prompted, that auditor independence is fundamentally compro-
mised – even when the firm does not earn any non-audit fee from the auditee
– as the compensation and status of the partner in charge of the audit
engagement are affected when s/he loses an audit engagement and the cor-
responding audit fee. Interestingly enough, this concern casts doubt on the
dilution thesis maintained by large audit firms when emphasizing that they
are better able than smaller accounting firms to deal with pressures from
large clients (e.g., Ernst & Young, 2002), as the fees generated by any of the
firm’s largest clients only account for a small proportion of the firm’s total
revenue. One interviewee (an audit partner from a Big Five firm) elaborated
that the source of the problem lies in the way auditors are nominated and
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Table 1. Interview Details.

Date of Interview Interviewee Occupation

Big Five partners

November 23, 2000 A Audit partner of Big Five firm A. Works in the Toronto area. Is in charge of overseeing the

firm’s professional support process in Canada

November 23, 2000 B Audit partner of Big Five firm B. Works in the Toronto area. Is on the firm’s executive

policy committee

November 24, 2000 C Audit partner of Big Five firm C. Works in the Toronto area. Is in charge of the firm’s

professional standards in Canada

Non-Big Five partners

November 3, 2000 D Audit partner of smaller accounting firm D. Works in the Edmonton area

November 23, 2000 E Audit partner of smaller accounting firm E. Works in the Toronto area. Is specialized in

information systems

November 24, 2000 F Tax partner of larger accounting firm F. Works in the Toronto area

February 28, 2001 G Audit partner of smaller accounting firm G. Works in the Edmonton area

Practitioners in industry

February 12, 2001 H Had been a smaller firm audit partner, and a larger firm audit manager. Is now top manager

of a not-for-profit organization. Works in the Edmonton area

February 19, 2001 I CEO of a large private corporation. Works in the Edmonton area

February 21, 2001 J CEO of a medium-size private corporation involved in the information technology industry.

Works in the Edmonton area

Directors of professional institutes

November 24, 2000 K Senior director of the Canadian Institute of Chartered Accountants

November 24, 2000 L Director of standards enforcement at provincial institute I

February 5, 2001 M Executive director of provincial institute II

February 21, 2001 N Director, professional standards, at provincial institute II

December 17, 2001 O Senior director of provincial institute III
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compensated – although s/he mentioned having little hope in a radical
overhaul of the nominating process by government authorities, given the
predominance of the free-market logic in North America.

Also, six interviewees mentioned being doubtful of auditors’ ability to
remain unbiased when they audit processes that their firm previously sup-
ported and advocated. For example, one non-Big Five partner, in a pro-
vocative way, qualified as ‘‘bullshit’’ the Chinese wall structures adopted by
the Big Five to isolate the audit function from the personnel providing non-
audit services.9

In brief, the interviews indicate that shortly before the collapse of Arthur
Andersen, experienced auditors were to a significant extent uncomfortable
with the concept of auditor independence.10 It appears that the social fabric
underlying the concept of auditor independence was then significantly
weakened and undermined in the professional accounting community.
A few consequences of this undermining were found in the interviews, such
as the loss of confidence in peers’ professionalism and a sense of dissatis-
faction with one’s professional life. Would it have been relevant for reg-
ulators to be aware of auditors’ concerns about independence before the
collapse of Enron et al.? Would today’s confidence in financial auditing be
higher if accounting organizations had been more proactive in probing their
members and reacting upon their concerns? The fact is, however, that most
auditors did not voice their concerns, nor were they actively encouraged to
do so by accounting institutes and accounting firms.

For example, the vast majority of individual accountants in public prac-
tice did not bring up concerns about auditor independence during public
hearings held in September 2000 by the SEC on a regulatory proposal that
would have made it more difficult for large accounting firms to provide
several types of non-audit services to auditees (Suddaby & Greenwood,
2005). We now know that Arthur Andersen’s audit managers were virtually
petrified at the idea of expressing a point of view that could upset audit
partners in the firm (Toffler & Reingold, 2003). Even in the post-Enron
period, auditors do not tend to voice substantive concerns about independ-
ence, as suggested by my preliminary reading of several of the comment
letters sent in 2002 to the Canadian Institute of Chartered Accountants on a
proposal to modify the profession’s independence standards. The following
paragraph, which is excerpted from one of these letters, illustrates this point:

We at Grant Thornton value our integrity and are committed to high ethical standards,

including robust independence standards. We have adopted the International Federation

of Accountants’ (IFAC’s) Code of Ethics, are committed to early adoption of the new

Canadian independence standards, and support the Canadian Public Accountability
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Board. In our opinion, the proposed new independence standards will strengthen the

independence of auditors and others providing assurance services, and will more clearly

distinguish areas of management responsibility, while enabling us to continue adding

value to our clients and contributing to high quality financial reporting. (Grant

Thornton, 2002)

Specific concerns about the process by which auditors are nominated or
about self-review threats are conspicuously absent from this paragraph (as
well as from the remaining part of Grant Thornton’s letter). Moreover, as
Grant Thornton emphasizes in its comments, the significance of ‘‘adding
value’’ to their ‘‘clients’’ takes on particular importance, post-Enron, given
the nature of the criticisms in the public domain concerning the close links
that developed between Arthur Andersen and several of its audit clients.11

REFORMING INSTITUTIONAL MECHANISMS?

Large accounting firms have been shown to be quite effective at socializing
their members, that is to say at instilling ways of reasoning in auditors’
frames of reference and at shaping their identity (Anderson-Gough, Grey, &
Robson, 1998; Gendron, 2002). To my knowledge, research did not find
significant evidence that socialization processes within audit firms encourage
auditors to voice concerns with regard to the way in which independence is
dealt with in actual practice. On the contrary, in the 1990s accounting firms
promoted mental models that were focused on the provision of a wide range
of services to audit clients; professionalism was not a key concern in these
models (Bailey, 1995). Further, information published subsequently to the
collapse of Arthur Andersen indicates that the firm expected employees to
strictly follow its leaders; deviation from the norm and the voicing of dissent
were not encouraged (Toffler & Reingold, 2003).

Similarly, would-be auditors, during their university education, are com-
monly not encouraged to criticize institutional mechanisms and to voice
concerns.12 Accounting education typically provides students with a super-
ficial, uncritical attitude toward accountancy and the functions it performs
in society (McPhail, 2001). Further, undergraduate business programs (in
North America) attribute only a very minor importance to courses in liberal
arts (Neimark, 1996). As a result of all this, most professional accountants
are not prepared to deal with situations in which they are uncomfortable
about auditor independence. Moreover, individual auditors to a large extent
cannot currently rely on facilitating mechanisms at the professional institute
level to voice their concerns.13
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In summary, although a number of experienced auditors were quite
doubtful and insecure about the notion of auditor independence in the years
that preceded the collapse of Enron and Arthur Andersen, they did not
voice their concerns, nor did they seek to sustain institutional change. This is
not specific to accountancy, though. Like most modern institutions, pro-
fessions in general basically seek to exclude from their members’ lives fun-
damental issues that cast doubt on the legitimacy of their system of expertise
(Giddens, 1991). In retrospect, however, it can be argued that the collapses
of Enron and Arthur Andersen might have been prevented if auditors’
concerns had been voiced and taken appropriately into account by ac-
counting firms, professional institutes and/or regulators. It is therefore rea-
sonable to suggest that channels ought to be established for practicing
auditors to communicate concerns that emerge from their daily experiences
and which cast doubt on the conceptual foundations of financial auditing,
and adopt mechanisms to examine these concerns and formulate, if need be,
proposals for institutional change (Gendron & Suddaby, 2004). Although
suspicious and dissenting voices may be costly to deal with in the short term,
the provision of conduits for members’ concerns and the adoption of a
process to examine them might translate into professions having standards
that fit society’s expectations. Sensitive issues that have been either down-
played or stifled in the past will hopefully come to light and be carefully
considered, such as a direct involvement of government or securities com-
missions in nominating and remunerating audit firms. Whether channels
should be developed within the umbrella of accounting firms, professional
institutes, regulatory bodies, or some combination of these organizations is
an open question, though. Given the significant degree of influence that
accounting firms have on individual auditors, it seems reasonable to suggest
that, to some extent, accounting firms need to be involved in the process.
However, depending on the level to which firms are deemed trustworthy,
their involvement should be more or less closely monitored by institutional
or regulatory authorities.

Academics may have a significant role to play in making accounting or-
ganizations and/or regulatory authorities aware of individual auditors’ con-
cerns. In spite of never-ending reproaches regarding the applicability of
research findings and the degree of sophistication that is needed to read
research papers (Bell & Wright, 1995), academic research is generally well
regarded in North America and significantly involved in the production of
legitimate evidence (Preston, Cooper, Scarbrough, & Chilton, 1995). There-
fore, it might be easier for individual auditors to verbalize concerns regard-
ing professional matters in front of an academic researcher (especially when
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explicit guarantees concerning anonymity are provided) than when they face
a representative from a formal authority. Accounting organizations and/or
regulators should, therefore, give some thought to the use of academic re-
search as a way of channeling concerns of individual auditors.14

Accounting academics (especially in North American settings) should also
modify the teaching of accounting as a way of developing would-be audi-
tors’ abilities to reflect on the appropriateness of the conceptual foundations
of financial auditing, and as a way of making them comfortable at voicing
the outcome of their reflections. In a report issued by the American Ac-
counting Association, Albrecht and Sack (2000) maintain that the teaching
of accounting and auditing at the undergraduate level is often reliant on
technical textbooks and lectures. Would accounting students benefit in the
long run from being required to read and write an essay based on Toffler
and Reingold’s (2003) book, which describes the cultural shift that took
place at Arthur Andersen in the 1990s? Should business students in general
be required to follow undergraduate courses in critical theory, which aims to
make visible covert and questionable assumptions that characterize current
institutional arrangements?

In conclusion, the problems experienced by accountancy following the
collapse of Enron and Arthur Andersen constitute a meaningful reminder
about the negative impact that the spread of the free-market logic may
generate in fields of work where workers’ independence and objectivity are
deemed important. Establishing mechanisms to bring to light concerns that
emerge from the daily experience of members of a given profession may help
guard against the excesses of the free-market logic. The latter should not
reign unchallenged.

NOTES

1. It is worth noting that economics academics are, generally, key allies of the free-
market logic (Gélinas, 2000). For example, Milton Freidman of the University of
Chicago has been particularly influential in participating in the construction of the
neo-liberal ideology. The influence of neo-liberal economics extends to other academic
disciplines. For example, a large number of North American doctoral students of
accounting are exposed thoroughly to ‘‘Chicago economics’’ during their graduate
studies, and are socialized not to question its underlying assumptions (Panozzo, 1997).
2. Of course, over the years, institutes and regulators tinkered with regulation and

policies – but largely refrained from engaging in substantive reforms of the author-
itative regime of auditor independence.
3. As should already be obvious to the reader, this essay is predicated on a North

American perspective. Events, experiences and interpretations that are taken into
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account in constructing the argument are therefore not necessarily representative of
events, experiences and interpretations pertaining to other geographical areas.
4. In this essay, independence (and the related concept of objectivity) is conceived

of as an ideal type – specifically as an ideal state of mind that can never be fully
reached in actual practice, but which nonetheless can be influenced to some extent
through regulation, firm policies and education. My conception of auditor inde-
pendence significantly differs from that developed by Bazerman, Morgan, and
Loewenstein (1997), who maintain that individual auditors are unconsciously
and psychologically biased in favor of corporate management – hence their thesis
regarding the ‘‘impossibility of auditor independence’’. Their thesis, however, can be
debated on the ground that although it may be difficult for an auditor to be aware of
her/his own biases, s/he is able through reflective acts to assess the behavior of peers
and colleagues within the firm (Schutz, 1967). Indeed in Gendron and Suddaby’s
(2004) study, interviewees often referred to the behavior of peers when discussing
concerns about auditor independence. Bazerman et al.’s (1997) focus on the indi-
vidual auditor should be re-considered, especially since the multi-person character of
the audit environment is well established in auditing literature (e.g., Solomon, 1987).
5. To make it clearer, my plea for strengthening the regulation of independence

applies to fields of work other than financial auditing, such as financial analysis,
university teaching and research, and medicine.
6. Although some might consider this anecdote inappropriate given that it relates

to government auditing, there are more and more indications in literature that
boundaries between the public and private sectors are becoming blurred in a number
of jurisdictions across the world (e.g., Hood, 1995). Boundaries between government
auditing and private sector auditing are no exception, which is precisely one of the
points argued in Gendron et al. (2001).
7. Only minor modifications resulted from interviewees’ revision of their transcript.
8. In this respect, our findings differ from those of Humphrey and Moizer (1990),

whose interviews indicated that auditors were generally adamant that they could un-
problematically maintain their independence from audit ‘‘clients’’ in spite of their
increasing provision of non-audit services.
9. For more detail about interviewees’ concerns regarding auditor independence,

see Gendron and Suddaby (2004).
10. Although the interviews were carried out with Chartered Accountants in

Canada, they are likely to be significantly reflective of auditors’ mindset in other
countries, given the type of concerns sometimes expressed, for example, by US and
UK accounting practitioners (e.g., towards the commercialization of accountancy) in
auditing literature (e.g., Covaleski et al., 1998; Grey, 1998; Zeff, 2003b).
11. At the time of writing, two partners of Grant Thornton in Italy are suspected

of having collaborated with other parties in falsifying the accounts of a subsidiary of
Parmalat (Le Devoir, 2003).
12. Again, recall that this essay is predicated on a North American perspective. As

pointed out by one of the reviewers, the teaching of accounting at the undergraduate
level in a number of institutions in Europe aims ‘‘to challenge students and to break
down stereotypical views of accounting’’.
13. It needs to be recognized, though, that auditors’ codes of ethics commonly

specify that an auditor should promptly report to her/his institute any information
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concerning a breach of professional conduct by another member (e.g., ICAA, 2003).
However, this requirement is not emphasized in codes of ethics, nor do professional
institutes stress it when communicating with members. Information obtained from
the disciplinary area of the Institute of Chartered Accountants of Alberta indicates
that up to now there have been ‘‘few complaints from CAs’’ against other CAs.
14. Given the relatively low number of accounting academics in North America

accustomed to field research and interview techniques (Gendron & Bédard, 2001),
academics involved in a variety of disciplines, such as sociology and organizational
analysis, should be involved. As a result, a broader range of viewpoints and per-
spectives would be brought to bear on the notion of auditor independence, thereby
possibly translating into a better understanding of individuals’ experiences and of the
way in which their sense of independence is influenced by organizational, institu-
tional and regulatory mechanisms.
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THE CHANGING NATURE OF

ACCOUNTING VIRTUES

Jeff Everett and Duncan Green

ABSTRACT

This paper looks at changes in the manner in which the accounting pro-

fession speaks about itself. Specifically, it considers Canadian and American

research that has examined how the profession’s internal and external ethi-

cal discourses have emerged, survived, and declined over time. The functions

that ethical discourses serve are briefly reviewed, and the changes observed

in these discourses are contextualized in light of a number of social, cultural,

political, and economic factors.

Good accounting practice demands integrity, independence, skill, and char-
acter. These are desirable qualities, part of the foundation that underpins
truly professional behavior. But what exactly are these things? And to what
extent are the meanings of these terms the same to different accountants,
across different periods of time or in different places? It is just these ques-
tions that have motivated researchers to reflect upon accounting’s ethical
ideals – its ‘virtues’ – and how these have changed over time. What this
research finds is rather surprising: some of the ethical ideals that are im-
portant to today’s accountants appear not to have been so important to
earlier accountants, most notably the notion of independence (see also
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Young, this issue). In fact, this often-mentioned notion seems to have barely
existed on the moral compass of early accountants. Other ethical notions,
meanwhile, were on that compass, yet many of these are hardly mentioned
today. Such notions as duty, service, and calling, for example, figure much
less prominently in the moral lexicon of today’s accounting practitioner.

In this paper, we consider how the accounting profession speaks about its
ethical ideals. We examine recent Canadian (Everett, Green, & Neu, 2005;
Neu, Friesen, & Everett, 2003) and American (Preston, Cooper, Scarb-
rough, & Chilton, 1995, also Baker, this issue) research to show how these
‘ethical discourses’ emerge, survive, and sometimes decline. We consider two
types of discourses, those intended primarily for accountants, namely, ed-
itorials in the profession’s magazines, and those intended for a somewhat
wider audience, namely, the codes of conduct promulgated by the profes-
sion. We look at these discourses in order to better understand how the
profession’s conception of itself, of what constitutes the ethical accountant,
has changed over time. We further attempt to contextualize these changes in
light of a number of social, cultural, economic, and political factors. Finally,
we consider some implications for accounting practice that arise out of these
‘‘how’’ and ‘‘why’’ questions. One of these concerns the way practitioners so
often refer to the term independence as if the term were clearly and uni-
versally understood. But before moving on to our analyses and these sug-
gestions, it is worth first considering the various functions that ethical
discourses serve.

THE FUNCTIONS OF ETHICAL DISCOURSES

Ethical discourses are thought to fulfill control, legitimation, and cohesive
functions. On the one hand, ethical discourses help professional associations
exert influence over the behaviors of their members (Larson, 1977). Through
the enforcement of codes of practice, ethical discourses help the profession
control the activities of its members. But control also occurs simply through
moral exhortations to be, for example, ‘independent in both appearance and
fact’, or through appeals to ‘act with integrity’. Indeed, this is the function
most people would associate with such discourses. However, the control
function does have its limits, especially if behaviors are deeply ingrained or
induced by the very system within which they occur.

Nonetheless, when undesirable behaviors are structurally embedded, and
ethical discourses are not working to control dysfunctional or undesirable
behaviors, ethical discourses may still be serving another important
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function. Whether in the form of association-sanctioned ethical codes or
casual pronouncements on the behavior of the profession’s members, ethical
discourses also serve to demonstrate to the non-accountant that accountants
are morally responsible, even morally superior, social actors (Kieser, 1989;
Klegon, 1978). A sense of moral competence and moral conduct (Gaa, 1994,
p. 13) allows outside parties to believe that any monopoly privileges granted
to the profession are indeed justified (Abbott, 1988, p. 20). In short, dis-
cussions that invoke the issue of morality make the profession look good in
the eyes of the public.

Yet, ethical discourses serve at least one more function, and this is to
provide a rationale to group members that there is a benefit to be derived
from belonging to that particular group (Abbott, 1983, p. 862). In the case
of the accounting profession, ethical discourses provide a cohesive function;
they let association members know that the association can differentiate
between right and wrong, and this helps establish common ground for the
association’s individual members. This cohesive function is increasingly im-
portant as accounting associations grow in size and diversity, which is the
case today, or where tensions might be pulling an association’s membership
in different directions, which certainly occurs from time to time.

However, whether they are used to serve control, legitimation, or cohesive
purposes, none of this is to say that ethical discourses are necessarily de-
ployed in a calculative or rational manner. In fact, given the often self-
referential and vague manner in which such ethical notions as character,
integrity, or independence are used, it seems that they are needed as much
‘‘to give order to a chaotic array of actions arising out of the pragmatic
problems facing society’’ (Richardson, 1987, p. 347) as they are to achieve
some carefully considered and thought-out end. This loose and almost un-
conscious ‘giving of order’ suggests that moral pronouncements, ethical
debates, and even professional codes of conduct all have broader, social,
cultural, economic, and political dimensions, and it is in considering these
dimensions that one begins to better understand why ethical discourses have
changed over time. We turn now to examine these changes.

OF IMAGES AND APPEARANCES: A SOCIAL

DIMENSION

In examining both the internal and external ethical discourses of the Canadian
Chartered Accounting (CA) profession over the last century (Everett et al.,
2005; Neu et al., 2003; Neu & Wright, 1992), it becomes apparent that the
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concern, even obsession, over the ethical stature of the accounting profession
vis à vis other professions is a relatively recent one. Yet, so too is the rec-
ognition that it may be impossible for an accountant to appear to be inde-
pendent. This emerging preoccupation with image is evident in a number of
editorials found in Canada’s main professional periodical, CA Magazine.1,2

For example, we hear in this editorial from 1962:

It is important to strive to create, not merely the appearance of independence, but the

idea that true independence is a personal matter which can be upheld wholly by the

attitude of the individual member.

And we hear in this one from 1968:

The essence of the problem of independence and conflict of interest is that independence

cannot be defined. It is a state of mind and a matter of the professional integrity of the

auditor. The problem is further complicated by the accepted standard that the auditor

must not only be independent but appear to be independent. Without appearing inde-

pendent the auditor cannot expect the full confidence of the investing public and the

financial community.

In the earlier part of the century, the notion of independence existed ex-
clusive of any concern over the difference between appearance and fact, or
form and substance. It was sufficient for an accountant simply to be moral
in character, not to have to appear to be so. Thus we hear, in the very first
mention of independence in these editorials in 1923, ‘‘Of course provisions
of this sort do not encourage the hope that the auditor will be independent.’’
Again, it was the being rather than the appearing that was most important
in the early part of the century.

To understand why this change occurred, it is necessary to consider how
the social context itself changed over the period. In doing so, it is possible to
see the growing concern with the appearance, representation, and image of
the professional accountant as a response to society’s growing awareness of
the centrality of accounting in the affairs of commerce, particularly in the
affairs of commercial ventures that failed. This awareness could have been
borne alone of the exposure that failing firms increasingly receive, Enron and
the attention it has garnered being a particularly apt case. But it probably has
as much to do with the increasing financial interests that members of the
public began to have on account of their investments in pension funds and, to
a lesser extent, employee stock options and stock participation schemes. This
is to say that sometime in the middle of the last century, society-at-large
began to actually notice accountants and the important role they played in
corporate activities– and corporate failures (Abbott, 1988, p. 325, see also
Roberts, this issue). The profession responded to this growing awareness of
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the role of accounting by concerning itself with the public’s perception of
accounting, the profession’s appearance and image, and the possibility that
what the public expected of accounting was not what accountants themselves
expected – a purported digression which came to be known as the ‘expec-
tations gap’.

THE SECULARIZATION OF ETHICAL DISCOURSES:

A CULTURAL DIMENSION

Ethical discourses in the beginning of the last century, at least those found in
the profession’s magazines, were unapologetically religious, and particularly
Judeo-Christian, in nature. On the one hand, accountants were clearly of the
mind that one practices accounting not as a ‘career’, as one might see it
today, but rather in response to a ‘calling’, a divine appointment by none
other than God himself. This reliance on the idea of one’s calling is evident
in, for example, this 1922 editorial:

There is no more important work I know of than that entrusted to the men of your

calling, demanding as it does not only the highest integrity and ability of no mean order,

but an honest conception of the responsibilities which it entails.

The purpose of one’s calling was to serve the public, and one was expected
to subordinate one’s own interests in the act of service, as this 1919 editorial
suggests:

As we grow older, the truth that there is nothing worth living for except service and the

conscious rectitude that a life of service gives forces itself upon us. Personal successes,

unless they bring good to others, lose their interest and cease to gratify.

Moreover, and particularly characteristic of the ‘Protestant work ethic’,
such service demanded discipline and a moral commitment to hard work.
Hard work relieved the anxiety of not knowing if one was one of God’s
‘elect’, one of the few pre-destined and pre-selected for heaven. The pro-
fession’s ethical discourses resonated with this religious zeitgeist, as evident
in this comment from 1915:

Suppose we were to consider each of the 300 working days yet before us as a page in a

book, and suppose we made it a point each morning to resolve that the page represented

by that day should contain at least one entry to which we could turn back mentally with

the feeling that it represented something worthwhile accomplishedy

The accountant ‘‘qua Christian’’ truly had a cultural concern with striving,
as an end in and of itself. Whether there was great economic success
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attendant with this striving was beside the point, or, perhaps more accu-
rately, was conveniently ignored, as success was seen as:

y unhealthy and unwholesome. Man was not created to be prosperous in the permanent

and established sense of the word. He was created to strive toward prosperity. Striving

and fitness are synonymous terms. (1925)

While the idea of hard-work-as-virtue seems to have survived and followed the
profession into the current century, the religious connotations inherent in the
ethical discourses of service and calling diminished noticeably, at least in
the main arenas of professional communication. This may have to do again
with changes in the greater social context, one of which concerned the increas-
ing size and diversity of the Canadian population. In keeping with the in-
creasing number of Canadians, the profession grew at a rate that was nothing
less than explosive: there were 255 CAs in 1910, 2,728 in 1945, 13,555 in 1965,
and then 58,544 in 1995 (DACA/CICA Yearbooks). In keeping with both the
widening geographic distribution and increasing diversity of its people, the
profession’s geographic and ascriptive character also changed; no longer were
members of the profession being drawn as previously from an homogenous,
male, Caucasian, and Judeo-Christian population (Creighton, 1984).

It was to this larger, less centralized and more mosaic profession that ethical
discourses were being issued, and the Judeo-Christian-based ethical notions
that were once so important no longer resonated with the profession’s mem-
bership to the extent they once did. This is not to say that Judeo-Christian
sentiments have entirely disappeared, however, or that the profession is now
highly diverse. Indeed, religious undertones still permeate the profession’s
activities –one can point to the prayer session that began a recent Chartered
Accountants of Alberta luncheon for evidence of this, and women, moreover,
still represent only 13 percent of partners in practice (Flynn, Leeth, & Levy,
1997).

THE CODIFICATION OF ETHICS AND THE

ACCOUNTANT’S DUAL IDENTITY: AN ECONOMIC

DIMENSION

That the profession was becoming larger, more widespread, and more di-
verse also helps explain another change in the ethical discourses of ac-
countants over time: the increasing codification of these discourses, their
transmutation into an almost scientific set of rules or prescriptions that
could be transported across borders and that would appear to work for all,
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regardless of race, creed, or color. This change has been well-documented by
Preston et al. (1995). They showed how ethical discourses in the United
States, at least those not intended strictly for internal consumption, have
became more programmatic over the last century. Generalizable language,
rules, and law-like ethical concepts have come to take precedence over ap-
peals to specificities or more contextually based ideas. Such ideas, inherent
in all religious discourses, including that of Judeo-Christians, may resonate
well with the group’s members, but they may not necessarily travel well.

The globalization of accounting motivates this move towards ethical ‘laws’
(Francis, 1990, p. 13), for globalization is not simply about the harmonization
of accounting and auditing standards, but also the harmonization of ethical
standards. (The same could be said, incidentally, in respect of principles, both
accounting and moral. These rules or laws at one remove are also being ex-
ported globally: accounting principles (such as ‘conservatism’, ‘lower of cost and
market’, etc.) are being pushed – by politicians, business leaders, and academics
alike – as forcefully around the world as are a number of moral principles (such
as ‘utility maximization’, the ‘right’ to own property, and so on.) Moreover,
efforts are well under way to establish a global foundation for both accounting
standards and moral standards, these efforts having produced both global ac-
counting bodies (e.g., The International Accounting Standards Board) and
global morality frameworks (cf., Kipnis & Meyers, 1987; Maxwell, 1998).

Yet, the universalization or ‘disembodiment’ of ethical discourses, the
divorcing of prescriptions from the people and contexts in which they were
to be applied, is not complete: while ethical discourses intended for the non-
accounting public have become more rule-based and law-like, those
intended for consumption within the profession still rely on notions of at-
titude, character, and other more ‘personal’ or embodied ideals. Consider
this fairly recent editorial from 1985, wherein we can see the tension between
the external and the internal, the rule-based and the character-based:

As the Adams Reportypointed out so well, there are two aspects to independence –

substance and appearance – and only the latter can be susceptible to rule-making. ‘‘The

substance of independence,’’ said the report, ‘‘is the attitude of mind termed objectivity.

[This attitude] is developed and preserved by personal qualities such as professionalism,

integrity and strength of character and cannot be achieved by rules or legislation.’’

More typically, one sees ethical discourses alternating between a reliance on
character-based and rule-based notions in separate editorials, such as we see here:

y it is far more important for us to realize that professional conduct rules can’t make us

independent any more than they can make us professionals. That’s something that can

truly exist only in our own mind. (1985)
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While every professional’s code is designed to achieve orderly conduct among its mem-

bers, its paramount purpose – without exception – is to protect the public. It does so by

stipulating rules to ensure those who practice are competent, objective people of inte-

grityy (1986)

This tension between virtues and laws, between the embodied-local and the
decontextualized-global, is similar to another tension found in the profes-
sion’s internal discourses. That concerns the accountant’s ‘two masters’, the
public and the self. This need to serve both is evident in these quotes from
1987 and then 1991:

yothers, critical of our stature, have suggested that our profession is more concerned with

self-service than public service – that we’re in this profession for the money we can make

advising affluent clients how to make more of their own, and keep more of it from the tax

department. Those critics need reminding that much of our service carries no price tag.

There can be no doubt that CA firms today require solid and sound business practices.

But those qualities must support our professional activities – not be an end in them-

selves. We have won the recognition we enjoy today by putting professional activities

first, and receiving any rewards as a consequence of quality and service.

That this tension between the public interest and the self interest has inten-
sified should come as no surprise, as the commercialization of accounting,
especially in respect of the industry’s economic globalization, has become
particularly acute in the last few decades (Hanlon, 1994). As has been noted,
accounting is now a major, global industry (Preston et al., 1995, p. 522), one
in which the combined income of the top firms rose from £347 million in 1982
to around £2,800 million in 1995 (Willmott & Sikka, 1997, p. 831). In such an
industry, competition is of paramount importance, and concerns for some
vague notion of the public interest come second, the assumption being per-
haps that the public interest is automatically served by the beneficent but
invisible hand of that other vague notion, the market. One wonders if it is
even accurate to describe the public-interest/self-interest debate as a tension,
or perhaps a reversal (Gendron & Suddaby, 2004), one that is leading ac-
countants toward a new commercial identity focused on the ‘maximization of
utility’ and ‘minimization of risk’.

THE DEMONSTRATION OF INDEPENDENCE: A

POLITICAL DIMENSION

As we pointed out at the beginning of the paper, the idea that accountants
somehow need to be independent never figured regularly on the moral
compass of early accountants. The notion did receive mention – in 1886, for
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instance, Ernest Cooper spoke of independence as an ‘essential qualification
of an auditor’ –but it did not seem to be one of accounting’s key virtues.
This is similarly the case with the notion of objectivity; it too has only
recently become a part of the main suite of ethical ideals.

What is interesting besides the emergence of the notion of independence is
that independence tended to be mentioned as much in the context of pro-
fessional independence (the independence of the profession) as individual
independence (the independence of the individual accountant). This is to say
that it was seen to be just as important for the professional body to maintain
its independence as it was for any given individual to maintain her or his
independence, as this editorial demonstrates:

Great stress is laid by the profession on the independence of its members. Our codes of

ethics are the evolution of many particular incidents which have resulted in the drafting

of rulesywhich will impress on all those with whom they come into contact the ac-

countant’s independence, integrity and sincerity. (1947)

The idea of professional independence was to receive very little attention
later. Indeed, in the wake of the failure of the Canadian Commercial Bank
in 1985 the auditors involved claimed they were not culpable on account of
the lack of sufficient bank reporting standards available for guidance – the
profession was now comfortable saying it was dependent on another party.
At least for these auditors, this was a complete turnaround from the pro-
fession’s position in 1923 after the collapse of another major financial in-
stitution, the Home Bank of Montreal.

We have already pointed out that following the emergence of the notion
of independence there emerged the idea that independence could come in
both forms: independence in appearance and independence in fact. What
was also occurring was the slow naturalization or sedimentation of the idea
of independence, the belief that independence had somehow always been
integral to the profession. These quotes illustrate the myth-making in re-
spect of independence that occurred over the last century:

y independence is the indispensable attribute of the public accountant and the foun-

dation of professional accounting practice. (1941)

y independence is the all-important criterion of the trusted public accountant. (1951)

One basic ethical principle which is peculiar to the public accounting profession is the

concept of independence. This concept was one of the most important factors in the

development of our profession, and nothing would be more damaging to the status of

the profession than a deterioration in the practical application of this concept. (1962)

The magic solutions to our current challenges are simply the characteristics and at-

tributes that have already made us an effective, powerful, well-respected profession.
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There are four of them and they’re familiar to all of us: integrity, objectivity, inde-

pendence and cooperation. Our reputation and effectiveness have been built on all four;

if we lose any of them, we lose all. (1987)

To suggest that members of the accounting profession engage in myth-
making activities is neither to imply that myth-making is a bad thing, nor
that the profession’s spokespersons conspire to obfuscate its true origins.
Myth-making is a necessary means of identity formation for all groups, and
it tends to be conducted in an uncalculating, even unconscious, manner.
Indeed, examples of the taken-for-granted reproduction of the ‘myths of
origin’ of accounting’s ethical discourses are easy to find, and the manner in
which they tend to be used in an uncalculating, even logically inconsistent,
manner is similarly evident. Consider the taken-for-granted and self-refer-
ential way that independence and objectivity are used in this editorial:

y there are two aspects to independence, substance and appearance, and only the latter can

be susceptible to rule making. ‘‘The substance of independence,’’ said the [Adams] report, ‘‘is

the attitude of mind termed ‘objectivity’.’’ That attitude is developed and preserved by

personal qualities such as professionalism, integrity and strength of charactery (1985)

In this passage, objectivity is used to define independence, while integrity, a no
less vague term, is used to define objectivity. All of these discourses come to be
defined by their linkages, which results in the creation of an ethical mélange. To
be sure, it would be hard to argue, given this ‘definition-by-linkages’, that ethical
discourses are clearly understood, well thought-out, or carefully rationalized.

It would be possible to attribute the emergence and gaining importance of
the notion of independence to some real and pragmatic need, the idea that
independence is the virtue among all accounting virtues needed at this pe-
riod of time to right many of the ills facing the profession. However, the
changing manner in which this term is used, its lack of real meaning or
‘hardness’, tends to belie such an explanation. Our own thinking is that
independence is simply another distillation of some character-based, and
implied, moral standard, one that seems to endure through time. It is used,
like the terms integrity, duty, and so on, not because it so perfectly describes
some real moral referent, but because it is yet another means of signaling to
the public that accountants indeed have a genuine, even noble, commitment
to the profession’s ethics (Abbott, 1983, p. 185). But why, though, has the
particular term independence gained so much favor?

Again, one needs to contextualize the change, and we think that in the
case of the growing popularity of the idea of independence that contextual-
ization concerns a number of societal-level transformations that are currently
under way. One of these pertains to the globalization and increasing
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commercialization of the accounting industry, a phenomenon that breeds both
conformity through a slavish devotion to cost minimization, profit maxim-
ization, and growth, and a need to buffer oneself ethically, as it is the credo that
‘business should only be in the business of business’. The notion of independ-
ence then is increasingly important owing to the manner in which discourses of
autonomy (i.e., independence) help fuel resistance toward conformity, a phe-
nomenon that Covaleski, Dirsmith, Heian, and Samuel (1998) have observed in
the context of the major accounting firms. Once one feels insurmountable
pressures being placed upon oneself, the natural tendency is to want to be free,
to be independent. Yet, independence is also increasingly important because it
implies a degree of security against scrutiny; its use may reflect a tacit attempt
to create a barrier between the two fields in which accountants increasingly find
themselves: the cultural field, wherein the accountant produces with an eye to
the public good, and the economic field, wherein the accountant produces with
an eye to that necessary yet dirty object of naked possession, money.

Yet, there is another reason we think, and this reflects the political zeit-
geist of the day, the increasing predominance of what is sometimes referred
to as neoliberalism. Contemporary liberal democracies can no longer be
characterized by welfarism, the idea that government is to enframe society
within mechanisms of security, whether these mechanisms be conceived as
economic or social (Dean, 1999, p. 150). Rather, the purposes of govern-
ment are increasingly being seen in terms of the promotion of freedom and
the free conduct of individuals. As a consequence, the emphasis has been
placed on the rights and liberties of individuals, and ensuring that govern-
ment does not govern ‘too much’ (ibid., p. 164). In so doing, a world of
autonomous individuals and free subjects is created. In this neoliberal po-
litical climate (Gendron, this issue) the self-actualized, self-determining, and
self-managing individual is valorized, and the dependent subject, whether
viewed in an economic, socio-legal, political, or moral-psychological regis-
ter, is stigmatized. Aid to the homeless person, the drug addict, or the single
mother, for this reason, is aimed at helping these people ‘help themselves’, at
breaking these people’s ‘dependencies’, rather than at providing them with
‘hand-outs’. The goal is to see not just these individuals, but all individuals,
become truly self-managing, that is, independent.

While there are numerous factors behind the emergence and growing pop-
ularity of the ethical notion of independence, we are suggesting that it has
become popular in part simply because it resonates with this idea (or ideal) of
the free and autonomous individual. Just as the ‘calling’ resonated so well with
the Judeo-Christian professional in the early part of the last century, so ‘in-
dependence’ resonates now with today’s professional. And whether that
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independence is couched in terms of the profession, the individual, fact, or
appearance, the term garners a certain amount of symbolic capital; it is a means
of establishing in the eyes of others that, again, accountants have a genuine,
even noble, commitment to the profession’s ethics (Abbott, 1983, p. 185).

SUMMARY

In this paper, we considered the manner in which the ethical discourses of the
accounting profession – its moral virtues – have changed over time. Relying
on research in the Canadian and American contexts, we discussed how some
notions, such as independence and objectivity, emerged, while others, such as
duty, service, and calling, declined. We also suggested that while the discourse
of the profession has become increasingly codified and ‘scientized’ in its ex-
ternal communications – i.e., there has been a move toward a more rules-
based or law-like ethical discourse – the discourse has remained more or less
character-based, personal, and ‘embodied’ in its internal communications.

Having reviewed these changes, we also speculated as to why they have
occurred. Culturally, there was an increasing secularization of the profession,
and this forced the profession to decrease its reliance on more religious, Judeo-
Christian notions. Socially, the general public became increasingly aware of
the importance of accounting, and this forced the profession to grapple with
the idea of the profession’s image, and how this may or may not conform to
any underlying reality. Economically, accounting followed the trend toward
‘globalization’, with the result that it became more commercialized, and sub-
sequently more concerned with the self-interest. It concerned itself less with its
antinomy, the public interest, with the result that the profession began to
speak of, and rationalize, its dual identity. Finally, along with the shift that is
occurring in advanced liberal democracies toward freedom and away from
security, the accounting profession has had to demonstrate that its members
are self-managing, that is, independent individuals, agents capable of breaking
any chains of dependence, whenever and wherever these might be formed.

What then are the implications for practice of our analyses? An examination
of the changing nature of accounting virtues throws into question the use and
meaning of such terms as independence, integrity, character, and so on. It
compels us to wonder which, if any, purposes are being served when references
are made to these notions. As we said, there are different purposes of ethical
discourses, such as to control members of the profession, legitimate the pro-
fession in the eyes of the public, and help provide common ground for members
of the profession. Further, because moral suasion only works if behaviors are
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not deeply ingrained or structurally conditioned, the profession needs to rec-
ognize the limitations of trying to control its membership by imploring mem-
bers to ‘act with integrity’ or ‘independence’. More troubling, such a
consideration asks us to reflect on whether these notions are being used con-
sciously and strategically, or if they are being relied upon only because they
help ‘‘give order to a chaotic array of actions’’ (Richardson, 1987, p. 347).

In considering the changing nature of accounting virtues, we are also forced
to wonder whether accountants are speaking of the same thing when they use
these terms. Are the profession’s spokespersons invoking some timeless moral
referent when they refer to something such as ‘character’, or do they really
have something more specific in mind? That is, are they speaking about some
abstract universal ideal, or are they speaking about something that is more
time- and place-specific? As Kosmala-MacLullich (this issue) shows in the
case of independence, just because a term is popular does not mean that it has
a universally agreed-upon definition. It is a consequence of the great amount
of ambiguity surrounding the term that the profession needs to be explicit
about what it means by such notions as ‘independence’, ‘integrity’, or even
‘competence’ (see Gaa, this issue). It further needs to be explicit about
whether it thinks these terms can even mean one particular thing to such a
geographically and ascriptively diverse membership.

These are the sorts of questions and issues that members of the profession
need to confront and discuss among themselves. We think that, by and large,
members of the profession do care about ethics, that they see ‘good practice’
as conforming to moral principles, and that they believe, if only implicitly, in
the idea of virtues. But with the trend toward increasing commercialization
and the need for individuals to become more ‘entrepreneurial’, and with a
more vigilant and skeptical public watching over it, the profession needs to
better understand its ethics. A first step would be for the profession to ex-
amine the way it has spoken of and currently speaks about itself, to see that
its ethical discourses are often self-referential, part of a myth of origin, and,
curiously, increasingly concerned with image rather than substance. It is only
through such self-knowledge that the profession’s members can maintain a
genuine, even noble, commitment to what is called ‘the profession’s ethics’.

NOTES

1. This was Canadian Chartered Accountant prior to 1973.
2. We made the assumption in reviewing this periodical that the views of editors

and editorialists were largely representative of the views of the profession’s members.
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Our logic was that had these individuals not acted as spokespersons for the pro-
fession, they would not have been given the opportunity to speak in the first place.
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INTRODUCTION

In the last four years we have been researching how auditor independence
has been developing in three countries of the CEC region: Czech Republic,
Poland and Russia. Though only the Czech Republic and Poland are now
part of the European Union (EU), all three countries were exposed to
Communism for over 40 years in the second half of the 20th century.1

Much research on auditor independence has been conducted in an Anglo-
American context (e.g. Kleinman, Palmon, & Anandarajan, 1998; Windsor
& Ashkanasy, 1995). We argue that researching auditor independence in a
different socio-cultural context enables us to question the construct of au-
ditor independence and what it really means. The IFAC statement on au-
ditor independence states that independence requires:

(a) Independence of mind:
The state of mind that permits the provision of an opinion without
being affected by influences that compromise professional judgement,
allowing an individual to act with integrity and exercise objectivity
and professional scepticism.

(b) Independence in appearance:
The avoidance of facts and circumstances that are so significant that a
reasonable and informed third party, having knowledge of all rele-
vant information, including safeguards applied, would reasonably
conclude that a firm’s, or a member of the assurance team’s, integrity,
objectivity or professional scepticism had been compromised.’
(IFAC, 2003, p. 32)

We suggest that a notion of auditor independence defined above, as con-
structed in Anglo-American epistemology and practice, is a social construct
that has different meanings in different historical, socio-cultural and eco-
nomic milieus. We are looking at auditor independence as an idea that
encompasses ‘the individuals falling under the idea, the interaction between
the idea and the people, and the manifold of social practices and institutions
that these interactions involve’ (Hacking, 1999, p. 34). This is no mere
academic debate but has practical implications for those involved in con-
sultancy and in drafting ‘real’ legislation and regulations concerning the
operation of auditor independence. And, as more and more countries adopt
the international terminology of auditor independence, auditors practise in
local contexts, working with ideas developed in other contexts. Auditor
independence is seen as crucial in the audit of financial statements for ex-
ternal reporting. The audit, by providing an independent audit opinion on
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the statements, adds credibility tothem; users can rely on the information
presented, and the system of financial reporting is enhanced. For CEE
countries, auditor independence is a novel concept imported into legislation
and Codes of Practice as part of the their preparation to join the EU. We
argue that in a transitional economy, where much of the language of ex-
ternal audit may seem alien to the particular culture and society, some
consideration should be given to the cultural context as it may drive the
operationalisation of the meaning of auditor independence.

A basic premise of our research approach is that auditor independence is
not a single-faceted concept but a multi-layered construct that should be
analysed holistically. For a comprehensive understanding of what was hap-
pening in thesetransitional economies, all aspects of auditor independence –
from basic educational qualifications for an auditor to complex aspects such
as the provision of non-audit services – were considered. From all these
aspects, a framework of the requirements for independence was developed.

We have researched how the idea of auditor independence, incorporated
locally from the IFAC Code, is perceived and has been implemented in these
three countries of the CEE region. We have focused on:

(1) the legislation, national auditing standards and institutional require-
ments in place to ensure auditor independence in the Czech Republic,
Poland and Russia (an analysis of the de jure situation);

(2) the general issues that have arisen in practice with the implementation of
legal and professional requirements to ensure auditor independence (an
analysis of the de facto situation); and

(3) the cultural, social and historical context as it shapes how the construct
of auditor independence is practised.

We argue that auditor independence cannot be understood outside its
cultural context as, for example, notions of what is considered professional
may differ between cultural traditions. We also highlight the contextual
constraints on the Anglo-American interpretation of auditor independence.

The de facto situation was studied through interviews with local auditors,
regulators, academics and users of financial statements. In the Czech
Republic and Poland, we gained insight into the situation through a review
of the local professional press, business journals and media coverage.
A narrative analysis of the interviews helped identify what was perceived as
auditor independence by reference to what can be established as the local
culture and tradition. We asked the auditor interviewees in the countries
studied to provide a background to auditor independence and define it. At
the same time, we were attentive to how they made sense of this construct,
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how they rationalised it and what examples they gave to illustrate auditor
independence. As a result of this research, we question whether the usual
international definitions of auditor independence, as laid out in the IFAC
Code, with their separation into mind and appearance, are at all realisable.

In the remainder of this chapter, we will first provide a brief background
to the CEE region followed by an account of the development of the audit
profession in the Czech Republic, Poland and Russia. In the second section,
we will provide illustrative situations which exemplify how the local Codes
of Ethics concerning auditor independence are de jure similar to the relevant
sections of the IFAC Code. In the third section, we will consider the eco-
nomic issues that arise locally with respect to auditor independence. We then
discuss the cultural themes that form part of the social construction of the
idea of auditor independence in the local context. That section focuses on
our research in Poland and the Czech Republic, as less work has been
undertaken on culture and auditor independence in Russia. In the subse-
quent section, we locate some practical issues relevant to the CEE region,
such as the development of robust legal frameworks. In the final section, we
suggest the implications for the (im)possibility of the operation of auditor
independence on ‘dominant’ terms; that is, without acknowledgement of the
local context.

RECENT PROFESSIONAL DEVELOPMENTS IN THE

CZECH REPUBLIC, POLAND AND RUSSIA

With the changes in political systems since 1989, and the focus on joining the
EU in two of the countries, the requirement for an audit has been enacted
through regulations concerning many joint stock companies and large pri-
vate companies in all three countries (in the Czech Republic, Act on
Accounting (1991), s.20; in Poland Audit Act (1991), s.3; in Russia, Federal
Law on Accounting (1996), art.13(d) and Order 1355, (1994)). Subsequently,
local legislation has been drafted, local Chambers of Auditors have been
formed or re-formed (in Poland) and regulations put in place to deal with
the education and examining of auditors, the setting of audit standards and
the regulation of audit practice. All registered auditors in the Czech
Republic and Poland, though not in Russia, have to be members of the
national Chamber of Auditors. In Russia, a new law on audit was imple-
mented in 2001. It provided for the establishment of ‘accredited professional
auditing associations’ and stated that any auditing organisation or
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individual could be a member of at least one such association (art.20.3,
Federal Law on Audit, 2001). As on 16 July, 2002, there were six such
associations in Russia.2

In the three countries concerned, there are de jure requirements for reg-
istered auditors regarding their education, training and licensing. A signifi-
cant number of professionals who have become registered auditors were
active as enterprise accountants or controllers under the Communist regime.
Except in Poland, there was no tradition of external audit under Commu-
nism. In each country, national Codes of Ethics for auditors and national
auditing standards have been drafted, which, to an extent, are based on
international auditing standards (see, e.g., in the Czech Republic, Sucher &
Kosmala, 2004; in Russia, Sucher & Bychkova, 2001; in Poland, Kosmala &
Sucher, 2003).

In the three countries, the law on audit specifies that auditors be inde-
pendent when providing audit services, and outlines certain situations in
which they and/or the audit firms cannot carry out an audit (in Czech
Republic, Audit Act (2000) s.2.5; in Poland, Accounting Act (2000) art. 66;
in Russia, Federal Law on Audit (2001) art.l2).

AUDITOR INDEPENDENCE REGULATIONS IN

LOCAL LEGISLATION AND CODES OF ETHICS

The similarities and differences between the IFAC Code, 1999, section 8,
and the relevant sections of local legislation and Codes of Ethics with regard
to auditor independence in the three countries concerned are discussed in
detail elsewhere (Sucher & Kosmala, 2004; Kosmala & Sucher, 2003; Sucher
& Bychkova, 2001). Each country under consideration has implemented
regulations in such areas as financial involvement with clients, appointments
in companies, and personal and family relationships. These regulations,
whether included in legislation (in Russia, in the Federal Law concerning
auditing activities, 2001, s.12) or in the local Codes of Ethics (in the Czech
Republic and Poland), seem similar to anyone with knowledge of the
equivalent regulations in the UK. However, not all the countries concerned
have implemented the IFAC Code requirements regarding dependence on a
large percentage of ‘receipt of recurring fees’ from a client. In Russia, there
is no such requirement. In Poland and the Czech Republic, requirements
limiting the amount of fees from one client are included in the Codes of
Ethics, though the percentages given vary (20 for Poland and 25 for the
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Czech Republic). Both Poland and the Czech Republic have regulations in
their Code of Ethics concerning the provision of non-audit services (NAS),
which are quite general. The Czech Code specifies that the provision of NAS
‘is acceptable as long as the auditors do not assume responsibility for the
client’s decision’ (Czech Code, 2000, art.6c). The Polish Code requirement
specifies that ‘auditors should not get involved in any activities impairing
their independence’ (Polish Code, 1999, s.3.2). The Russian Code specifies
that ‘when an auditor provides consulting services, it is important not to
impair auditor independence’ (Russian Code 2001, art.5.5). In both Poland
and Czech Republic, in 2002, the provisions in the Codes of Ethics were
revised to bring them in line with the new independence provisions in the
IFAC Code of Ethics 2001.3 However, the interviewees in Poland and Czech
Republic expressed concerns whether the more conceptual approach en-
shrined in the IFAC Code 2001 can be effective locally. Yet, as these codes
and laws have been implemented, our research indicated that there are much
larger contextual factors that impact on the perception of auditor inde-
pendence (Sucher & Kosmala, 2004; Kosmala, 2003; Kosmala & Sucher,
2003). In this chapter we focus on the economic and cultural issues that, we
argue, shape auditor independence.

LOCAL SOCIO-ECONOMIC ISSUES AND AUDITOR

INDEPENDENCE

It appears that a substantial issue in all the transitional economies is that of
economic competition amongst smaller audit firms and auditors. This was
reflected in interviews with auditors. In particular, there are issues of price,
with some evidence of low-balling and auditor switching; issues of how new
audits are taken on (where the requirements to contact previous auditors are
either ignored or have been relaxed); issues regarding the provision of other
services and issues regarding going concern qualifications. For instance, one
of the interviewed audit partners from a midsize Polish firm stated:

The prices for audit services are dictated by the clients in the ratio 1:5 in comparison with

the Big Four [firms]. Also, the practice of switching is more common with Polish au-

ditors who do not have enough established bargaining power.

There are indications that the local Code of Ethics requirements, for ex-
ample in the Czech Republic, regarding the provision of other services, are
ignored owing to the pressure to retain clients. The same applies to small
practices in Poland. In interviews, many auditors said they did not wish to
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qualify their audit report, even though it might be warranted, as they were
more interested in whether their clients had complied with tax regulations.
Often, auditors, particularly in Poland, were concerned about retaining their
clients. With accounting and tax legislation changing continuously, clients
required, and expected, a full range of accounting and taxation services from
their auditors, and this was considered more important than the audit. With
the competition for clients, particularly amongst smaller audit firms, audi-
tors emphasised the problems of retaining their clients. As noted by a local
Czech auditor:

[There is] one great problem with auditor independence. In the general model exist

shareholder, management and auditor. Shareholders vote and the audit report is to

shareholders. In very much smaller companies, the shareholder and the management are

the same person. [y] If the auditor makes a report to management and gives a qualified

opinion, there is a problem of who pays.

This was seen by interviewees as related to economic reality and issues of
transition from the previous system. The exclusion of many smaller com-
panies from the obligation to have an audit, in Poland and Czech Republic
(since 2001), may remove the most problematic of these clients and those
with the lowest public interest, whilst on the other hand it is likely to in-
crease competition for clients amongst the smaller auditors (Sucher &
Kosmala, 2004; Kosmala & Sucher, 2003).

The efficacy of subjecting a large number of enterprises to the requirement
of an independent external audit must be questioned. In the past, the main
users of most enterprise financial statements were state bodies such as the
tax authorities. Now, the tax authorities are often the only organisations
with the powers to levy substantial fines on enterprises for non-observance
of local accounting regulations (e.g., in Russia and the Czech Republic).
Amongst the smaller auditors, there was therefore an emphasis on providing
valued-added services to clients, especially with regard to taxation and ac-
counting advice. The provision of value-added services was also a common
practice among smaller auditors in Poland, in the context of what was
regarded as ‘transition reality’, where evolving laws and conflicting inter-
pretations of tax and accounting laws regarding possible accounting treat-
ments made reporting particularly difficult. In each of the countries, it is not
clear whether there is a large group of investors requiring annual, inde-
pendently audited, financial statements. Though much legislation on ac-
counting and audit in the three countries has been based on the model of
enterprises preparing financial statements for local investors, it is not clear
whether there has been a large pool of local investors who have demanded
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audited financial statements (Sucher & Bychkova, 2001; Sucher & Zelenka,
1998). Much investment has been direct foreign investment in large local
enterprises where due diligence is likely to be observed by an international
audit firm. In the Czech Republic, many of the state enterprises were pri-
vatised in the early 1990s.4 However, during the mid-1990s, many of them
had problems with their corporate governance. There was a combination of
widely dispersed shareholdings – large investment funds owned the majority
of shares in many enterprises – and loosely framed corporate governance
regulations, and this paved the way for several instances of corruption and
mismanagement of corporate funds (EBRD, 2000; Sucher & Alexander,
2002). There are few indications that there is a large pool of local investors
willing to provide equity for local enterprises. Since its inception in 1992, the
Prague Stock Exchange has witnessed no initial public offerings by com-
panies to raise equity finance. Indeed, there have been substantial issues of
enterprise liquidity in many transitional economies (EBRD, 2000; ROSC,
2003). Referring to the local situation, one local Czech auditor interviewee
commented:

The problems are also because exact translations [y] like translation from international

codes into Czech – [are difficult]. So, in some cases, it does not match our background.

[For example] If we follow the principles of a going concern, [then] in 1990, only 10% [of

companies] would have been able to move ahead (quoted in Sucher & Kosmala, 2004).

Rather than to provide going concern qualifications, most auditors provided
what can be regarded as ‘clean’ audit reports.

IMPACT OF CULTURE ON THE CONSTRUCTION OF

AUDITOR INDEPENDENCE

Key elements of Anglo-American culture, as identified in prior cultural re-
search, have focused on what is rational and effective in auditor independ-
ence, e.g., ideas of professional integrity and objectivity. Through
implementation of local Codes of Ethics, which mimic international codes,
these definitions have been exported to the CEE. A discourse on auditor
independence has been constructed in this way, privileging a particular
epistemological stance, i.e., an emphasis on objectivity, integrity and pro-
fessional competence in forming a sense of being professional (Kosmala,
Sikorska, & Gierusz, 2003). If there is no discussion on relative and absolute
values, the idea of auditor independence is likely to be constructed differ-
ently, and its appropriateness in different situations debated. However, it is
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necessary to understand how it is constructed before there can be a debate
on appropriateness. In our research we have sought to identify how local
auditors construct auditor independence.

In all the three countries, as auditors defined auditor independence, there
were strong similarities with regard to three particular themes.

First, auditor independence was seen as related to economics – the eco-
nomics of the market and individual. Many interviewees in each country
referred to the competitive audit market, the percentage of fees derived from
each client and the difficult living conditions. One interviewee in the Czech
Republic commented on the living conditions as follows:

‘I think that it’s fine if the independent auditor has lots of money or has some pos-

sibilities to make money as an accountant. If I have some financial reserves, I can be

independent. It is not possible now, of course, because auditors [y] depend on their

clients’ (Sucher & Kosmala, 2004).

In previously published research on auditor independence in Russia, one of
the authors raised the question whether auditor independence, as defined in
the IFAC Code, was feasible in local (Russian) economic conditions. The
question related to particular economic circumstances where many individ-
uals were concerned about the precarious nature of local earnings. Some
Russian interviewees implied that auditor independence was a luxury only a
prosperous society could afford (Sucher & Bychkova, 2001, p. 836). Though
this discussion drew upon the ‘classic’ idea of auditor independence, it does
raise wider issues about the possible wastefulness of compulsory external
independent audit for many enterprises in some economies in the CEE.
These issues of the appropriateness of ‘Anglo-American’ accounting and
audit have been raised in other research on developing economies (Bailey,
1995; Briston, 1978).

Second, there was much reference to what we have termed the rules basis
for auditor independence. In the Czech Republic and Poland, reference was
made to the local Codes of Ethics in defining auditor independence. A
professional auditor, one who was independent and competent, knew the
rules for auditor independence as set out in the local Codes of Ethics,
as suggested by local practitioners (Kosmala & Sucher, 2003; Sucher &
Kosmala, 2004):

I understand auditor independence in the same way as I learned it from the Code of

Ethics (Polish auditor).

I am quite independent. It means I must obey all conditions of the law. I can’t take part

in some companies where a member of the Board is my husband, and so on and so on.
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This is [a] basic list for my business: section 6, Code of Ethics (representative of a small

Czech audit firm).

In recent interviews in Russia (October 2003), though there was reference to
local rules on auditor independence in the Code of Ethics, the discussion
focused on the ability to manipulate local rules on auditor independence.

In all three countries, there was also a discussion on the theme of ‘our
(transition) reality’. In Poland and the Czech Republic, this seemed to point
to issues arising from the transition from a Communist economy to a mar-
ket economy that shaped the construction of auditor independence. Dis-
course on ‘our reality’ reflected issues that were seen as a temporary
necessity, such as ‘unethical’ audit firms, enterprises, and instances of an
‘economy of favours’ (Ledeneva, 1998) or local corruption. It was some-
times perceived as a consequence of the Communist period. As noted at the
Polish Chamber of Auditors:

During and after the war, society was fighting an enemy, the government was an enemy

in the communist times, therefore everything including nonethical behaviour was then

accepted (Kosmala & Sucher, 2003).

The theme of ‘our reality’ seemed to be also used as a rhetorical device, as a
defence against external criticisms of the current state of affairs with regard
to auditing in the CEE countries.

There were also differences between the discourses on auditor independ-
ence in the Czech Republic and Poland in three areas – freedom, egalitar-
ianism and adaptability.

In interviews in Poland, there was much emphasis on individual freedom.
Freedom here meant freedom from interference, as one Polish auditor de-
fined, ‘a sense of freedom from any external influences that affect quality
and objectivity’. Bartminski (1993) argued that perhaps what distinguishes
the Polish attitude is that which accepts as the most basic value – national
freedom (wolność) and independence (niezależność) – and deduces a set of
obligations of the individual towards society. This may also be seen as a
reaction to the Communist regime pre-1989. During interviews, frequent
references were made to auditor independence as having its grounding in the
notion of freedom; what we call the freedom-based approach. Here is what
the Polish auditor said:

Auditor independence is I think to be free from limitations; professionalism in other

words’ (y) Also freedom from politics; left wing, right wing, changes of Boards of

Directors in public companies. Auditor must not be political at all (President, Chamber

of Auditors).
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There seems to be an intermingling of constructs of independence (as linked
to individual freedom) and auditor independence. However, it may cause
problems when it comes to regulation of auditors.

In the Czech Republic, in discussions on local culture, there was a focus
on envy (zavist). Here, the word seemed to refer to envy of the economic
status of fellow Czechs. There was a perception that fellow Czechs should
not have any more consumer goods than oneself and that one should not
display one’s full wealth as others would become envious. Therefore, it
seemed likely that Czechs would not like to provide information about
themselves. It was also suggested in the interviews that this could cause a
problem for auditors seeking to ascertain all details about an enterprise,
especially small and medium-scale units (Sucher & Kosmala, 2004).

Many interviewees in the Czech Republic also discussed the local creative
approach to new ideas. It was perceived that there was a ‘Czech way of
doing things’, and interviewees took pride in the way Czechs had always
been adaptable to new ideas (or rules) (Sucher & Kosmala, 2004; Clark &
Soulsby, 1999). This emphasis on creativity might lead to very local inter-
pretations of rules on auditor independence. Though the concept of ‘cre-
ativity’ may have certain negative connotations (Smith, 1992) when applied
to financial reporting in the UK or the USA, this might not be seen to be the
case in the Czech Republic, where a competent professional may not only
know all the rules but also be capable of creatively interpreting them in the
local context.

However, across the three countries, there were differences between how
younger and older auditors perceived professional independence. Though
the great majority of our interviewees were local auditors who had worked
for many years under the Communist regime, some of our interviewees were
younger auditors who had not had great exposure to Communism. Their
views of auditor independence, and those of expatriates who had Anglo-
American accountancy qualifications, were often quite different from the
views of older local auditors:

The auditor cannot provide audit services for companies where he is involved in any

way. [The] problem [is the] same as in other countries. [The] auditor is paid by the

company. This is the corridor of auditor independence. The auditor [y] would like to

keep his client, but he has to issue an opinion which is independent of the management

of the company and gives a true view of the financial statements (expatriate audit

manager of a large international audit firm in the Czech Republic).

It is really a frame of mind. There are obvious factual considerations that are easy to

define, such as restrictions on ordinary shares in client firms or not having a direct

[member of] family in a chief executive position, but the other aspect is the frame of
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mindytrying to remain objective, unbiased and reasonably sceptical but not ridicu-

lously so in doing the work (expatriate audit manager, international audit firm in

Poland).

Having discussed some of the issues arising from the impact of culture on
auditor independence, we discuss in the next section some particular local
practical issues concerning auditor independence in the CEE region. We
focus on the issues of legal framework and regulation of audit firms.

LEGAL FRAMEWORK

There was an issue of law enforcement in all three countries. As has been
noted in earlier reports from the European Bank for Reconstruction and
Development, there have been problems with legal enforcement and the time
it takes for cases to be heard (EBRD, 2000). The problems with legal en-
forcement can be seen in the Czech Republic where cases such as the non-
payment of audit fees can take years to be heard in court. Then the President
of the Czech Chamber of Auditors commented on this situation in a dis-
cussion on the reasons why it is difficult to sue audit firms:

There are results (from court cases) that are unpredictable in many cases. And the judges

have very little experience because they haven’t dealt with this in the past. And this is

basically a full circle. There are not enough cases, so we will not sue; we don’t know how

this happens, so we have no cases.

Therefore, auditors may not see this threat of legal action as serious; the
threat of litigation is not a significant safeguard to support auditor inde-
pendence. There has been particular concern about this issue in the Czech
Republic, where several large banks have gone into liquidation despite
having ‘clean’ audit reports. However, recent reports from the EBRD sug-
gest that the situation may be improving (EBRD, 2003).

DISCIPLINARY ENFORCEMENT

Concerns were expressed by users of financial statements, particularly in the
Czech Republic and Russia, about the enforcement of local Chamber reg-
ulations amongst auditors. Though in Poland and the Czech Republic each
Chamber had fined some auditors for infringements of particular regula-
tions (e.g., in the Czech Republic in 2000, two individuals were fined for
infringement of auditor independence regulations; in Poland there were 234
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disciplinary investigations between 1991 and 2001; the break-up was not
available as investigations were going on), these were a very small percent-
age.5 In the Czech Republic, no audit firm has been removed from the
Chamber’s list of auditors for failure to perform standard audit work.

The institutional users of financial statements interviewed had a negative
perception of auditor’s work. Here is an example for the Czech Bank:

In reality, if [we] see some serious problems with auditors, [there is] no impact on them

from the Chamber. Then [there is] limited confidence in the application of such rules.

Some cases regarding infringement of regulations had involved large inter-
national audit firms. In one case it had taken the Czech Chamber of Auditors
three years to conclude a disciplinary investigation against an international
firm of auditors who audited a major Czech bank that had failed (Sucher &
Kosmala, 2004). There was concern (shared by some in the Chambers) that
local Chambers of Auditors, who were charged with quality control and
disciplining of their member auditors, lacked the resources to undertake sub-
stantial disciplinary investigations. Some consideration must be given to
putting in place a network of support for local Chambers of Auditors to
undertake investigation (Sucher & Kosmala, 2004) as an adequate number of
suitably trained auditors (ROSC, 2003) are not available.

CONCLUSIONS AND POLICY IMPLICATIONS

The notions of external audit and auditor independence are new in Russia,
Poland and the Czech Republic. Discussions with external users of financial
statements suggested that there was no perception amongst them that local
auditors were independent of their clients. Large international audit firms
were generally seen as more independent than local audit firms, though there
were some exceptions in Russia and in the Czech Republic. It could be
argued that the international audit firms have managed to associate only
themselves with the idea of auditor independence as constructed in the
Anglo-American context, with its connotations of individual independence,
integrity and objectivity (Sikka & Willmott, 1995). This may cause problems
for local audit professionals trying to establish credibility with external
users.

Though a body of regulations and laws on auditor independence has been
enacted in each country based on international Codes of Ethics, there are
deeper, richer contextual issues that shape how auditor independence is
constructed and understood locally. The issues of market competition for
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audits among the smaller firms must be emphasised as it constrains the
operation of an effective audit, no matter how auditor independence is
constructed. These are not issues unique to the countries of the CEE, and
have been raised in research in the UK and USA. The nature of the cultural
construction of auditor independence must be understood. The idea of au-
ditor independence shaped by rules within the constraints of the economic
context was very much a reality to many auditor interviewees in the Czech
Republic and Poland, whilst in Russia the economic context seemed to be a
more vibrant reality.

The transfer of the idea of auditor independence to the CEE may be seen
as part of globalisation. Though there are debates about definitions and
timings concerning globalisation (well aired in Guillen, 2001), one comment
is that globalisation is a ‘‘fragmented, incomplete, discontinuous, contin-
gentyprocess’’ (Guillen, 2001, p. 238). Then there has been a debate con-
cerning the substance of the convergence towards uniformity of patterns of
behaviour. Some have claimed that there are similarities in form between
structures in different countries though not in substance (Meyer & Hannan,
1979). On the other hand, some have argued that globalisation brings more
variety to economy and society, whether dialectically (Giddens, 2000) or
through cultural fragmentation (Friedman, 1994). Much of this debate is
conducted at a macro-economic level concerning tendencies to follow par-
ticular economic frameworks (e.g., neo-classical or social democratic cor-
poratist), and whether one believes there is convergence or not depends on
the unit of analysis used.

As a result of globalisation and European harmonisation, patterns of
conduct, based on Western ideas in terms of best practice, travelled to the
CEE region without the recognition that there were ‘differences’ in local
culture and accounting traditions, and that professional ethics were histor-
ically constructed by other sets of concerns. New levels of perceived nor-
mality have been established for professionalism without reference to local
cultural constructions within the CEE region. The framework for audit
independence may be developed as a template to facilitate a dialogue be-
tween Europe and the accession countries, to establish what constitutes
perceived normality in professional conduct and to define an appropriate
time span to bring such conduct into line (where possible) with the globali-
sation trends.

Our research indicates that, at the level of the individual and the organ-
isation, an idea can simultaneously have universal and local meanings. In-
dividuals and groups will seek to annex the global meaning into their own
local practices.
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NOTES

1. Constituents of the former Soviet Union – Ukraine, Belarus and Moldova –are
not classified under the CEE as it is believed they have a separate political econom-
ical and cultural identity, and are identified more with Eastern values in the socio-
political context. However, in this chapter, for convenience, we will refer to Poland,
Czech Republic and Russia as the representatives of the CEE region.
2. Ministry of Finance of the Russian Federation, 16th July, 2002, notification

No. 145.
3. See www.kacr.cz and www.kibr.pl
4. One high-profile method of privatisation was the issue to every Czech citizen,

for a small fee, of vouchers that could be used to obtain shares in Czech enterprises.
This privatisation took place in 1993 and 1994. Subsequently, the shares of these
Czech enterprises were traded on the Prague Stock Exchange. This made the Ex-
change one of the largest in Central Europe in the mid-1990s.
5. The information was not available for Russia.
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This paper reviews key aspects of the regulatory response in the UK and
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EXPECTATIONS

I’ve been tracking this matter for a lifetime, and my greatest surprise was the sheer scale

of the inadequacy of the accounting profession and some of its most prominent mem-

bers. I’ve been looking at auditors’ signatures all my life, but I will never again do so

without some doubts as to their validity. (J. K. Galbraith, aged 93, interviewed in

Cornwell, 2002)

The post-Enron demise of Arthur Andersen and the loss of confidence in the
operation of capital markets and regulatory bodies illustrate the extent to
which corporate scandals and collapses can raise serious questions of the
accounting and related professions. How could reported company results
change so significantly from one year to the next? How could financial
analysts have misread the various financial and economic signals? Where
were the auditors? What were regulators doing? How could management be
so incompetent or crooked?

It is important, though, to recognise that corporate scandals and auditing
failures are nothing new. The auditing function and its practitioners gen-
erally survive and move on post-scandal, pursuing a pattern of reform and
change driven by the need to respond to scandals and to attempt to close
any apparent ‘audit expectations gap’. Some in the accountancy profession
have argued that any such gaps reflect timing differences – with social de-
mands of auditors regularly changing, and the profession having to adjust to
catch up with and respond to such demands. However, it is evident (see
Humphrey, 1997) that the underlying issues to have featured in audit
expectations-gap debates have been relatively static and (for more than 100
years) have persistently revolved around notions of auditor independence,
responsibility, reporting, the extent of regulation and processes of evidence
collection. It is not a question of auditors failing to meet new expectations
but appearing to fail to deliver, as the quote at the start of this article
indicates, on a number of persistently relevant matters and concepts.

Nonetheless, Enron and the series of cases of alleged inadequate auditing
which followed represent a major shock to the auditing system, particularly
in Anglo-Saxon countries. The reported acts of financial engineering and
document shredding in the Enron case, together with its political intrigue
and evident excesses of corporate power, have served to give this case a
special and distinctive status. Notably, in comparison with previous cases,
Arthur Andersen did not survive post-Enron because it lost credibility
rather than because of the impact of a successful claim for damages. The
legislative response in the US via Sarbanes-Oxley and the range of reviews
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around the world with respect to national and international standards of
accounting, auditing and corporate governance have created a sense of
breaking new ground, of doing things with auditing that have not been done
before. In this paper, we will use examples from the US and the UK to
illustrate how regulators in these two countries have responded. This is not
to privilege these two countries, simply to give the chapter some manageable
focus. While accepting that there is considerable variation in the context of
auditing and its regulation internationally, the recent developments in the
US and UK do illustrate some important general themes.

The main response of regulators to the crisis of confidence in auditing has
been to argue that the problem is one of independence and therefore that
what is needed are measures to ensure that auditors act more independently
in the future. This may represent a genuine belief or it may be a pragmatic
response. Politicians need to be seen to be responding to crises, and attrib-
uting the Enron audit failure to a lack of independence allows them to
introduce measures that will give the impression that they are tackling the
causes of audit failure. In contrast, little has been said about the competence
of auditors (i.e., their ability to detect material misstatements and omissions
in financial statements and fulfil other assigned responsibilities). One ex-
planation could be that it is very difficult for regulators to address the issue
of auditor competence because it is a rather nebulous concept and less
amenable to headline measures. One of the purposes of this paper is to
redress the balance by discussing auditor competence as well as independ-
ence.

The paper offers a contextual review of the way in which the auditing
function and the profession, more generally, has developed and responded in
the face of corporate scandals and accusations of audit failure since the early
1990s – which in the UK was the last time when the auditing profession was
wrestling with the aftermath of some major audit failures. A number
of different elements in the auditing arena are discussed to illustrate aspects
of the changes and developments that have occurred both before and after
Enron, with particular reference to the issue of auditor independence and
auditor competence. These elements relate to the context within which audit
services are delivered (competition in the audit market and developments in
corporate governance), regulatory response (regulatory structures and ethical
requirements) and the actions of auditors regarding what is done on an audit
(the content and competence of audit practice and audit reporting). The
subsequent analysis then identifies and reflects on some common themes and
policy issues to emerge from the review of these illustrative contextual factors
and the processes of regulatory response.
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COMPETITION IN THE MARKET FOR AUDIT

SERVICES

One of the characteristics of the audit services market since the mid-1980s
has been its increasingly competitive nature. The first big change was prob-
ably the two mergers in the Big Eight in 1989 to produce the Big Six. There
then followed a period of intense price competition as audit firms tried to
increase market share by offering audits at a lower price than their com-
petitors. Studies of audit fees in the late 1980s and early 1990s found low-
balling to be prevalent. As finance directors became aware of the trend, it
became something of a badge of honour to be a finance director who had
reduced his or her company’s audit fee. The reduction of audit fees then
proceeded at a pace, with the firms eager to promote other services in an
effort to extract the money perceived to be lost by the audit engagement. In
the UK, we have as yet unpublished evidence that this trend continued until
the merger of PricewaterhouseCoopers (Wan Mohamed, 2005). After this
time, there is no obvious evidence of any lower audit fee for new engage-
ments. The effect of the Andersen demise is likely to have increased audit
fees without any regulatory intervention. The effect of the extra work re-
quired of auditors as a result of Sarbanes-Oxley can only increase audit fees.
We may now be moving to that part of the cycle when audit fees increase at
a greater rate than inflation as audit firms adjust their pricing policies to
reflect the new commercial realities.

The position of the regulatory authorities is interesting in regard to the
increasing concentration of audit firms. From a competition perspective,
reducing the number of large international accounting firms is to be de-
plored. One of the reasons advanced by the managements of Ernst & Young
and KPMG to account for their failed merger in 1998 was that both the
European Union’s Merger Task Force and the US Department of Justice
had extended their investigations and requested further audit pricing infor-
mation. At that time, it was possible that the competition authorities would
not have countenanced a Big Four. However, the collapse of Andersen
brought this about in quite dramatic fashion. The traditional instinct of
competition authorities is to believe that the more competition the better
and therefore any reduction in competition is to be resisted, particularly if it
produces an oligopoly. In contrast, that part of the regulatory regime in-
terested in promoting auditor independence should favour less competition
as that will help ensure that auditors are better able to stand up to clients,
safe in the knowledge that another firm will not subsequently undercut their
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position. From this perspective, increasing the power of auditors relative to
client management is likely to lead to an improvement in independence.

CORPORATE GOVERNANCE

One of the fundamental issues at the heart of the debate on the independ-
ence of auditors is the fact that they are effectively appointed by the di-
rectors of a company, who also effectively determine the size of the audit fee.
The word ‘effectively’ is used because in some environments, such as the
UK, it is strictly a company’s shareholders who appoint the auditors and
approve their remuneration, but in practice the shareholders merely rubber-
stamp the recommendations of the directors. Hence, if the auditors conclude
that the financial statements do not show a true and fair view and qualify
their audit opinion, they know that there is a possibility either of losing the
audit or of having their fee reduced. There is also a sense of loyalty that is
built up between an auditor and the managers being audited, largely be-
cause, as far as auditors are concerned, the managers of the company, par-
ticularly the finance director, are their client (for more discussion on this, see
Humphrey & Moizer, 1990). One result of this is that auditors tend to view
matters from the viewpoint of the management, probably without even re-
alising it. For their part, finance directors tend to view the audit service as
the one expense code over which they have some control. This situation
therefore becomes an obvious area to be targeted whenever the issue of
auditor independence is discussed.

The traditional response of the audit profession is that there is no inde-
pendence problem and that the ethical codes of conduct and the more gen-
eral requirements of being a professional protect the public from conflicts of
interest that might impair auditor independence. However, regulators have
historically been very concerned about this issue and the related issue of
corporate governance, which is the perceived need to make corporate di-
rectors, particularly chief executive officers, more accountable to share-
holders. This move towards improving corporate governance has taken a
number of forms in different countries, but in essence all such approaches
try to introduce checks on the powers of the executive directors by ap-
pointing non-executive directors. These non-executive directors are sup-
posed to represent the interests of shareholders and be able to take an
independent view of the actions of the executive board. From the perspec-
tive of auditor independence, the main effect of such moves towards
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corporate governance has been the creation of ‘audit committees’ compris-
ing a majority of non-executive directors.

The establishment of audit committees in the US was recommended by
the Securities and Exchange Commission (SEC) as early as 1940, but it is
only within the last 30 years that the place of audit committees in the
corporate governance process has increased dramatically. At first, the for-
mation of audit committees was voluntary, but in such a voluntary envi-
ronment either very few companies formed audit committees (Bradbury,
1990) or the audit committees that did exist either never met or were staffed
by insiders (Menon & Williams, 1994). It thus became apparent that eco-
nomic incentives alone would be insufficient to bring about the creation of
effective audit committees (Kalbers & Fogarty, 1998) and therefore regu-
lators saw compulsory audit committees for listed public companies as one
way of being seen to do something about improving auditor independence.
The view of regulators was that if the decision to appoint and determine the
remuneration of auditors was placed in the hands of non-executive directors
on the audit committee, then the direct link between auditors and company
executive management would be broken.

However, introduction of an additional structure such as the audit com-
mittee does not guarantee a solution to independence concerns, and the
evidence available on the effectiveness of audit committees is mixed (Turley
& Zaman, 2004). Audit committees are not likely to be equally effective as
the protection of auditors depends on the degree of technical competence
and independence of the non-executive directors themselves. For example,
one key role of the audit committee is to defend external auditors from
pressure from management to modify their opinion using the threat of dis-
missal if the auditors do not accede to management’s wishes. Recent re-
search (see Carcello & Neal, 2003) suggests that an audit committee that is
more independent (i.e., has a lower than average percentage of affiliated
directors on the audit committee), with members who sit on more boards
(governance expertise) and who own less company stock, is more effective in
protecting the auditor from dismissal following the issuance of a going-
concern report.

REGULATORY STRUCTURES

The relative role of the state and the auditing profession in regulating
practice has been an issue of debate for many years. While the balance of
responsibilities has shifted over time, the framework of regulatory authority
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in auditing has changed in two significant ways in recent years. First, there
has been a move to conduct standard setting through bodies that are sep-
arate to a significant degree from the accountancy profession, mirroring
similar earlier changes in the field of accounting regulation. Second, the
scope of authority of these standard-setting agencies has been extended to
incorporate ethical matters and thus auditor independence.

In the UK, the Auditing Practices Board (APB) has been the primary
standard-setting body for audit practice for some 30 years. During that
period its constitution and composition have changed. Originally, a com-
mittee of the professional accountancy bodies, the APB was reconstituted in
2001 to give independent regulation of auditing standards under an Ac-
countancy Foundation, and its membership was changed to ensure a min-
imum of 60% non-auditor members. Following the case of Enron, the UK
government established further reviews of the regulation of accounting and
auditing (see Co-ordinating Group on Audit and Accounting Issues
(CGAA), 2003), resulting in two further major changes. First, from 2003,
the APB has been given the responsibility for developing and issuing ethical
standards for auditors. Other areas of ethics affecting professional account-
ants remain under the influence of the professional institutes, but standards
relevant to auditing are now part of the APB’s remit. Secondly, from 2004,
the activities of standard setting for auditing have been brought within a
unified structure with those for accounting standards. Both the Accounting
Standards Board (ASB) and the APB, together with other oversight and
discipline functions, are boards of the Financial Reporting Council, an ‘in-
dependent regulator’.

Following the Sarbanes-Oxley Act, the creation of the Public Companies
Accounting Oversight Board (PCAOB) has made major changes to the
structure of standard setting in the US. It is beyond the scope of this dis-
cussion to consider all the details of this development, but a number of
illustrative points can be noted. The legislative backing introduced for a
body to establish ‘‘auditing, quality control, ethics independence and other
standards relating to the preparation of audit reports’’ (Sarbanes Oxley,
2002, Section 103(2)) is a radical change from the position under the pre-
vious standard-setter, the Auditing Standards Board of the AICPA. The
role and authority of the latter, which continues to exist as the profession’s
own standard setter, have changed significantly following the creation of the
PCAOB. The inclusion in the statute of prohibitions on certain activities
and ‘‘services outside the scope of practice of auditors’’ (Section 201) is also
a major change in the environment for audit practitioners. In addition, the
requirement for public accounting firms outside the US who audit a US
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company or any of its subsidiaries to register with the PCAOB and be
subject to its rules has been a contentious provision internationally.

The current formal position for auditing standard setting in both the UK
and US is thus markedly different from the position at the beginning of the
1990s, regarding both the independence of standard setting from the pro-
fession and the scope of independent regulation extending to ethical matters.
Different structural solutions have been applied in the two countries (and
other variations would be evident in other environments), with differing
degrees of legislative involvement but with the common themes of taking
regulation away from auditing professionals and broadening the scope of
regulation. It is worth noting that much, although not all, of this change has
been initiated as a result of the scandals that have hit major corporations.
Thus, recent history has repeated the pattern of earlier years where change
follows various corporate crises and alleged failures.

THE CONTENT OF ETHICAL GUIDES

If guidance or regulation is to be applied to influence auditors’ behaviour,
then the fundamental question of what regulatory standard is to be applied
must be addressed. A significant aspect of the debate on appropriate stand-
ards in recent years has been the choice between ‘principles-based’ and
‘rules-based’ standards (see Nelson (2003) and Schipper (2003) for a dis-
cussion with reference to accounting standards). This issue is characterised
by, on the one hand, the need for more defined and clear rules which set
unambiguous standards and allow certainty in judging the adequacy of
behaviour and, on the other hand, the claim that principles in fact set higher
standards by placing obligations on auditors to consider more than mere
compliance with a checklist. To an extent this is a semantic debate depend-
ing on views regarding what exactly constitutes a principle or a rule, and can
distract from basic questions regarding the content of standards, what au-
ditors should be expected to do and how they should be expected to behave.

One factor which is different in the current environment from the early
1990s is that there is much less acceptance of the claim that ‘‘independence is
a state of mind’’ as a reason for not regulating against situations which
threaten independence. For example, as noted earlier, Sarbanes-Oxley has
established prohibitions on the delivery of certain non-audit services to au-
dit clients. There are stricter rules on the rotation of audit partners to guard
against familiarity and measures linked to ideas of fee-dependence have
tightened – although whether or not such regulations have a direct impact
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on the conduct of audits is something that will require evidence from their
operation over a number of years.

The specification of standards is in itself a difficult matter and this can be
illustrated by reference to the following statement from the APB’s draft Ethical
Standards regarding the criterion that auditors should apply in considering
whether any circumstances, relationships or services give rise to potential
problems that would undermine the delivery of an independent audit:

Accordingly, in evaluating the likely consequences of such situations and relationships,

the test to be applied is not whether the auditors consider that their objectivity is im-

paired but whether a reasonable and informed third party would conclude that the au-

ditor’s objectivity either is impaired or is likely to be impaired. (APB, 2004, paragraph 14

ES1) (emphasis added).

Within this statement there are choices regarding both the relevant party
against whose judgement independence should be considered and the thresh-
old for determining that there is an independence problem. For example, a
typical approach of traditional professional guidelines on independence
would be to ask auditors themselves to use their own expert opinion to
determine if there is a problem. In contrast, a very widely drawn threshold
might refer to whether any third party might consider that there could be a
possible problem. The statement above lies somewhere between these two
extremes, by referring to a reasonable and informed third party concluding
that, at the least, it is likely there is a problem. The adequacy or operationa-
lisability of this approach is not what is at issue here, but rather the fact that it
illustrates some movement towards the need to be able to demonstrate the
acceptability of the firm-auditee relationship to outside parties. Similarly,
moves to establish greater disclosure regarding the nature and volume of non-
audit services and to have such engagements approved by audit committees
also illustrate this approach of introducing greater transparency about the
relationship between the audit firm and the client company.

THE CONTENT AND COMPETENCE OF AUDIT

PRACTICE

So far we have considered the big picture within which auditing is con-
ducted, the competitive nature of the market for audit services, the system of
corporate governance in which auditing is embedded and the role of the
state and the auditing profession in regulating conduct, including ethical
guides to improve the objectivity of auditors. However, a consideration of
the nature and context of ethical behaviour by auditors, possible erosion of
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independence and the regulatory framework within which these issues have
been addressed would be incomplete without some comment on the subject
of the technical activity undertaken by auditors and the competence of
auditing to generate the necessary evidence to support proper reporting.
While the visible reaction to high-profile cases of alleged ineffective auditing
has focused on factors affecting auditor behaviour, such as economic de-
pendence and proximity to management, it is important not to lose sight of
the need also to ask questions about the effectiveness or power of the audit
activity itself. For example, if auditors have missed relevant factors is this
because their activity has become distracted by a concern for selling addi-
tional services (an independence issue) or because their audit procedures are
insufficient for the complexities of the modern business environment (a
competence issue)? To answer such questions, we now turn to the topic
raised at the beginning of the chapter, namely the competence of auditors.

Competence relates to the ability to execute the basic audit task of dis-
covering errors and omissions. The difficulty for auditors is that there is no
guaranteed process that will allow them to find all material errors and omis-
sions, and so there will always be a residual risk that they have failed to find
something. The penalties for failure in Anglo-Saxon countries can be signifi-
cant and the response of audit professionals during the last 10–15 years has
been the introduction of methodologies which have adopted a greater and
more explicit orientation to an evaluation of the business risks of the enter-
prise being audited (the business risk audit – see Lemon, Tatum, & Turley,
2000). Much of the original motivation behind the business risk audit was to
have a more powerful audit approach. Sooner or later problems in business
will impact on financial statements, so if auditors improve their analysis and
understanding of the business they should be in a stronger position to di-
agnose issues that are significant for the quality of the financial statements.
Also, in the modern environment, the speed at which business problems
translate into financial statement impacts has increased, and therefore the risk
of ineffectiveness in the periodic audit is greater if auditors fail to look beyond
the historic financial statements to the business itself.

However, while the rationale offered above for the development of the
business risk audit for ‘better’ auditing can be persuasive, it must be recognised
that a focus on business risk was also attractive to audit firms because it
appeared to offer a better basis for generating information which might be
considered valuable by management of the audited organisation and which, in
turn, might provide a platform for selling additional non-audit services. It is
debatable whether this has been the experience in practice. Further, concepts
and practices around understanding business entities and assessing their risks
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have considerable potential to influence the way in which auditors conceive the
purpose of their activity. Rather than strengthen the auditor’s diagnostic
power, a ‘consultancy’ model of audit could undermine the focus on the fi-
nancial statement opinion (Jeppessen, 1998). Indeed, there is evidence to sug-
gest that the business risk approach proved problematic to roll out on a global
scale in the large firms, perceived as an unduly North American inspired
initiative and not respectful of different national audit traditions (see Toffler &
Reingold, 2003). It could also be argued that the new approach had less to do
with responding to client demands for a new audit product and more to do
with supply-side factors–repackaging audit as a broader-based business service
so as to bolster the fee earning capacities of audit partners within the larger
firms and thereby reassert their power and significance (see Humphrey, Jones,
Khalifa, & Robson, 2004). Significant questions also remain as to the ease of
the linkage between overall business risk assessments and the audit testing
needed to assess the manageability of such risks and their potential impact on
a company’s financial statements (see Lemon et al., 2000).

AUDIT REPORTS

One of the traditional responses of the audit profession to the view that they
were not delivering the service that was expected of them by the general
public has been to claim that the nature of the service is misunderstood. The
public was characterised as investing auditors with superhuman powers.
Given that the problem was deemed to lie with educating the perceptions of
the general public rather than with the conduct of auditors, the technical
competence of auditors was not challenged. To this end, both in the US and
the UK, changes were made to the recommended wording of the auditors’
report, essentially designed to lower the performance benchmark against
which to judge both the competence and independence of auditors.

For example, in the US in 1988, SAS 58 Reports on Audited Financial
Statements (AICPA, 1988) set out a standard audit report, including an
explicit statement that an audit provides reasonable assurance of reliance on
the fairness of the financial statements. Five years later, a similar standard
was issued in the UK, SAS 600 Auditors’ Reports on Financial Statements
(APB, 1993). In both cases the wording of the standards included descrip-
tions of the work of auditors and the respective responsibilities of the au-
ditors and the directors. The trend has been continued with ISA 700 issued
by the International Auditing and Assurance Standards Board (IFAC,
2004), which includes the recommendation that the auditor’s report should
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have a title that clearly indicates that it is a report of an independent auditor
(para. 18). The standard takes the view that using the expression ‘‘Inde-
pendent Auditor’s Report’’ affirms that the auditor has met all of the ethical
requirements, including that of independence, and that this therefore dis-
tinguishes the auditor’s report from the reports issued by others.

The audit report can be taken as a very evident signal of auditor com-
petence and independence if it says more than the minimum laid down by
the standards discussed above – the presumption being that a competent
and independent auditor will discover unpalatable facts and not be afraid to
speak his or her mind. Unfortunately, the effect of the so-called ‘expecta-
tions gap’ standards relating to audit reporting has been to reduce the
number of occasions when the auditor has used a form of wording other
than that recommended for an unqualified report. The result has been that
in most Anglo-Saxon countries, over 90% of all audit reports are unqual-
ified and therefore indistinguishable from each other. The reader has little if
any idea as to what has created this state of affairs. Audit professionals
would argue that an unqualified audit report demonstrates that the external
audit process is working, and that all material errors or omissions have been
detected and corrected, so that there is no need to issue anything other than
a general statement that the financial statements are fairly presented.

Another, more cynical, view would be that most reports have no real in-
formation content as they all tend to look the same (possibly even when the
audit process is not working). It could, therefore, be argued that removing the
ability of auditors to say something specific about a company actually con-
tributes to the belief that auditors are neither competent nor independent. Post-
Enron, there have been moves to ask auditors to make statements about mat-
ters relating to the company, such as the effectiveness of internal controls. For
example, in the UK, in May 2004, the Financial Services Authority (the UK
equivalent of the SEC) released proposals for consultation that would see the
auditors of listed companies required to review the provisions relating to audit
and accountability in the Combined Code (the UK’s guide to corporate gov-
ernance for companies listed on the London Stock Exchange). These include
the board’s review of the company’s internal control systems and the role and
responsibilities of the audit committee. In addition, it will also require auditors
to consider whether the ‘comply or explain’ statement required by the Code has
been made after ‘due and careful enquiry’. These proposals are a watered down
version of those in section 404 of the Sarbanes-Oxley Act, which force auditors
to make a judgement on the effectiveness of a company’s internal controls.
How effective such requirements will be in making auditors say something
different to the norm is hard to predict. The most likely outcome may be that
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some form of words is produced which is then incorporated into all audit
reports, and the reader is still faced with the issue of deciding upon an auditor’s
competence and independence given no evidence of apparent action.

THE SUBSTANCE OF REFORM: NEW

OPPORTUNITIES BUT OLD PROBLEMS FOR

AUDITING?

The above discussion has presented a series of brief snapshots of factors that
have been significant in the development of the system of auditing during the
last 15 years or so. Much has changed since the early 1990s in the context of
auditing. There have been significant market pressures of audit engage-
ments, additional structures have been relied on to reinforce the position of
auditors, developments have been pursued in the technical methodology of
auditing and audit reporting and there has been significant change in the
structure of regulation and content of related standards. In the remainder of
this chapter we offer some comments arising from the fact of recent alleged
audit failures occurring against this context. Specifically, our comments fo-
cus on what these events suggest regarding the potential for regulation, the
need to consider both competence and independence, and possible impli-
cations for policy and research.

THE POTENTIAL OF REGULATION

The general impression is that regulatory reforms, such as those instituted by
Sarbanes-Oxley, will prove to be substantive. However, reviews of scandals
and eras of corporate crisis in the past have often concluded that very little
changes in the longer-term. Despite attempted reforms to strengthen the sys-
tem of auditing, we still have audit failures, audit-expectations gaps, ‘unedu-
cated’ users and uninformative audit reports. In the early 1990s, we wrote
about the expectations gap under the theme of ‘plus c-a change, plus c’est la
même chose’ (Humphrey, Moizer, & Turley, 1992). We highlighted the static
nature of debate in this arena, the need for more detailed analyses and un-
derstanding of the audit function and the dangers of not taking action in this
regard, particularly with respect to issues such as the detection of fraud:

‘‘Whether changing audit responsibilities concerning the detection of fraud come about

voluntarily or statutorily, we believe that any such changes need to be based on a greater

awareness, and continuing public investigation, of the operation and capabilities of the
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audit function in this regard. Otherwise, we would anticipate that the position in 10

years’ time will, unfortunately, be little different from that outlined in the January 1991

editorial of Accountancy when predicting the changes to be experienced within the

accountancy profession over the next 10 years:

There will be a gigantic fraud. The auditors will fail to detect it, and will be surprised

when they read about it, at the same time as everybody else, in the pages of the Sunday

Times. The auditing guideline on fraud will be reviewedyThere will be nothing new

under the sun.’’ (Humphrey, Moizer, & Turley, 1993, p. 57)

It is true that for a time in the 1990s, audit expectations debates did seem to
become less significant and prominent than they had been in preceding
decades (such as the 1970s and the 1980s). The profession appeared to have
become more comfortable with the whole notion of an expectations gap.
Expectations gaps were common in other professions so auditors should not
be too worried about that in auditing. They were also a way of enabling the
profession to promise to improve its performance. A profession capable of
living with and embracing its radical critics was a mature profession, not a
profession under undue threat. The mid-1990s became a period of visioning
(see Fogarty, Radcliffe, & Campbell, 2006) – of new opportunities, new
products and markets, new concepts, methods and methodologies. Auditors
were set to move into a redesignated world of assurance services, becoming
added-value business advisers, not just plain auditors. Notions of inde-
pendence needed re-writing to reflect more the substance rather than the
appearance or image associated with the work of auditors. Business risk-
based methodologies sought to bring auditing technologies up-to-date, ac-
cessing capabilities made possible by advances in information technology,
and to focus on business understanding, enabling auditors to provide a more
value-added service to their ‘clients’.

The scale of intended change and the scope of new thinking were evi-
denced most notably by the way in which the word auditing became de-
emphasised from the public documentation and web-sites of many of the
larger accounting firms. There was also a very evident embracing of the
arguments put forward many years ago by Goldman and Barlev (1974) that
auditors providing a range of services to audit clients were likely to be more
effective than those solely providing a statutory financial audit.

Then, like a big bang, came Enron and a number of other scandals,
including WorldCom, Xerox, Ahold and Parmalat. The collapse of Arthur
Andersen and its role in the Enron scandal challenged the credibility of the
larger firms to act as global regulators through vehicles such as the Forum
of Firms of the International Federation of Accountants (IFAC). National
and cross-national governmental regulators have responded with a host of
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reforms – in some cases put together very quickly in the aftermath of the
Enron scandal. For some, it can feel like we are operating in a very different
world, with more stringent provisions governing the delivery of audit serv-
ices, a more active role on the part of regulators, more detailed standards
and a clear commitment and desire to establish global auditing standards
and practices. However, from another perspective, it can be argued that
there are still great commonalities with the past in that we have moved
beyond the critical, reflective phase in the immediate aftermath of Enron to
a more attractive, forward-looking scenario where we are again being
promised a better auditing world – wherein auditing and associated services
function as they are supposed to do, working consistently and effectively in
the public interest. It is important to recognise that the precedents of past
eras of corporate crisis and reform suggest that regulation will not remove
the inherent uncertainties around financial reporting and auditing that, in
particular circumstances, will serve to trigger new corporate scandals and
audit failures.

Perhaps, things will be different this time round in a more globally reg-
ulated world of international accounting and auditing standards, oversight
bodies and more explicit rules and bans on the provision of non-audit serv-
ices. However, even now one can find questions and concerns that the new
regulatory forms may place undue faith in certain regulatory and govern-
ance provisions or too easily accept that new oversight structures will serve
the public interest. There also remain questions as to the extent to which the
business model of audit firms is compatible with the provision of a public-
oriented and accountable auditing service.

AUDITOR INDEPENDENCE OR COMPETENCE?

Historically, debates on auditor independence have tended to take auditor
competence as a given – the problem to be addressed was not so much one
of auditors failing to find errors but one of not reporting (or not reporting
clearly or timely enough) errors found. Some of the recent scandals suggest
that despite the developments in auditing methodologies, auditors have
failed to cope with some fairly basic frauds as well as more complex cases of
financial engineering. There is, therefore, a question concerning how the
auditing methodologies, the approaches to evidence collection and the abil-
ities of auditing staff have managed to keep pace with changes in client
companies’ accounting systems and the attitudes and outlook of company
accounting personnel, who have favoured cutting audit fees. The attempts of
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accounting firms to make auditing more interesting and to give it a more
substantial and respected internal profile have contrasted with the need to
guarantee a level and consistency of audit-testing adequate for the verifi-
cation of the financial statements of companies doing business on a world
stage.

Recent legislative and regulatory reforms may well serve to establish the
right ‘tone at the top’ that was evidently missing even before Enron came
about. It may be that the extra disciplines and penalties invoked by
Sarbanes-Oxley will increase audit practitioner diligence and cut down on the
desire of corporate management to deceive their auditors. Formal regulatory
inspections of the Big Four Accounting firms in the US (see PCAOB, 2004),
while detecting significant accounting and auditing issues missed by the firms
and identifying concerns with their quality control systems, have not shaken
the regulator’s belief that such firms are ‘‘capable of the highest quality
auditing’’. However, past experience tends to suggest that it is, at least, an
open question as to how far regulatory reforms are able to infiltrate and
influence the ruling cultures in accounting firms. The client-auditor relation-
ship is often one governed by notions of inter- or mutual-dependence rather
than one disciplined by notions of independence. The regulatory reform
movement is based on a view of the audit process driven by regulators whose
existence depends on having an audit function to regulate. Expectations
that reforms will get to the heart of the dilemmas facing auditors in their
day-to-day working environment may be unduly optimistic.

The need for continued questioning seems to be supported from a number
of different angles. In response to crisis and concerns over the capabilities of
auditors, auditing firms often highlight other factors – a problem of govern-
ance, managerial integrity or unfair auditor liability laws rather than a ques-
tion of auditor competence. Well-publicised cases of apparent audit failure
followed by further calls for reductions or limits in auditor liability do not sit
together positively. There are also questions over the kind of skills and com-
petencies needed for individual auditors to be effective. Is the public interest
really being served by external auditors offering ‘added value’, business risk
advice to senior management? This may make sense in the smaller company
sector (and owner-managed businesses), but a more visible public-spirited
commitment may be appropriate for auditors of companies with clear public
interest responsibilities. Auditing standards require auditors to be ‘neutral’
and not to assume that client management is neither fundamentally honest
nor completely dishonest. However, this may leave auditors with a dangerous
handicap – especially when client management is not neutral and capable of
significantly influencing the auditor’s appointment. Fundamentally, do the
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people who train, qualify and stay as auditors generally have the right set of
abilities to be good at detecting senior-management-led fraud or at giving
business advice?

QUESTIONS OF POLICY AND RESEARCH

A key point to emphasise with respect to post-scandal reform processes is
that they have rarely proved capable of challenging the belief that there will
always be some new rules, codes, principles, regulations, restrictions, meth-
odologies and practices available that will improve auditing, corporate
transparency and accountability. Further, while we might have seen clear
cases of accounting, audit or regulatory failure, the proposed solutions in-
variably seek to produce more accounting, more auditing, more regulation,
more formally stated principles and codes. Where there was once external
audit, we now need internal audit, audit committees, corporate governance
and public oversight boards. Where we once trusted ethical principles, we
now need more detailed codes (although these may still be drafted with
reference to principles). Even the strongest critiques of the accounting pro-
fession appear to hold a firm belief in existing systems and structures to
work better. Thus, contemporary radical solutions to audit failure invar-
iably include calls for better auditing, for more auditing. Cases of auditors
failing to detect significant fraud are met with calls for auditors to detect
such fraud. Questions about auditor independence lead to requirements to
be more independent. Situations of regulatory failure are followed by de-
mands for new regulations. Ironically, despite all the various regulatory
developments (whether pre- or post-Enron), attempts over the years to ad-
vance and broaden audit methodologies and the apparent growing social
and global significance of auditing and governance initiatives (e.g., see
Power, 1997), we still know only a limited amount about auditing practice,
the effectiveness and degree of application of new audit methodologies and
the extent to which the audit culture within the large accounting firms is
conducive to the development and establishment of a public spirited exter-
nal audit function (also see Kosmala MacLullich, 2003). It is possible to
argue that too much attention is being devoted currently to matters of
auditor independence and not enough focus placed on to more basic issues
of auditor competence.

The above analysis highlights some difficult questions concerning the
potential and adequacy of regulation to avoid future failures, the necessary
and actual status of auditing within accounting firms, the ability of audit
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approaches to respond to the complexities of modern business developments
and the role of research in policy debates. Above all, what this review tells us
is the need for auditors (and, indeed, audit regulators) to open up their
world as much as possible and enable more insight to be provided of au-
ditors’ day-to-day working environments and the capacities of auditors and
the audit process. There can be risks to any such policy of openness. How-
ever, given the scale of the questions capable of being directed at today’s
audit function, the way in which auditing is spreading globally via govern-
ance and financial transparency initiatives and the public interest respon-
sibilities of auditors, auditing is a process too important to be allowed to
remain as a relatively private function. The main chance for closing the
audit expectations gap is to ensure more transparency in the audit process
and what it can realistically achieve rather than placing faith in (yet more)
regulatory reforms alone.
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