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SUMMARY


This study explores state accountancy regulators’ perceptions of independence of external auditors when performing internal audit activities for nonpublic entities. The purpose of this study is to provide a more complete understanding of perceptions regarding auditor independence when the auditor performs said joint services. The primary issues being investigated are (1) whether performing the external audit and internal auditing services for the same entity affects perceptions of independence, and (2) whether a separation between the CPA firm’s internal and external audit personnel significantly affects perceptions of independence when both services are performed. 
A between-subjects experiment was used. State accountancy regulators in each of the 54 U. S. jurisdictions were included in the sample. A total of 390 experiments were mailed. The response rate was 52.8 percent. 

Findings of this study indicate that state board members did not perceive a significant difference in the independence of a CPA who does a nonpublic entity’s external audit and tax work versus a CPA who does that entity’s external audit, tax work, and internal auditing, provided that separate personnel are used for the external and internal audit work. Board members did perceive a significant difference in these scenarios when the CPA used the same personnel to perform both the external and internal audit work.  

Keywords: auditor independence; internal auditing outsourcing; staff separation. 

-​

INTRODUCTION


CPA firms perform a variety of services for their audit clients. For example, they audit the financial statements and perform internal auditing services. Performing these services contemporaneously for the same entity has prompted much controversy. Some have suggested it is not appropriate for the auditor to perform that entity’s internal auditing services (IIA 1995). The primary reason for this position is that the auditor’s independence would be threatened. When independence is impaired, the credibility of the financial statements, the auditor, and the auditor’s report becomes questionable. This threatens the foundation on which the accounting Profession has been built. Without a perceived level of independence, there could not be an effective audit function. The Securities and Exchange Commission (SEC) and the Institute of Internal Auditors (IIA) are two parties that have raised independence concerns related to the auditor performing internal auditing services (SEC 2000a; SEC, 2000b; IIA 1995). The recently passed Sarbanes-Oxley Act (2002) prohibits auditors of SEC registered companies from providing internal auditing services to audit clients. Some researchers suggest that performing both the external audit and internal auditing outsourcing services may not be an issue provided there is no duplication of personnel involved in both engagements (Lowe et. al. 1999). Those who support this position assert that utilizing separate engagement teams may mitigate independence concerns. 


This study examines perceptions of independence when non Big 4 auditors perform both internal and external auditing services for nonpublic entities. The literature indicates that local and regional CPA firms do a substantial amount of this work (Petravick 1997). This research extends the work of Lowe et al. (1999) by focusing on state accountancy regulators’ perceptions of independence. State accountancy regulators’ perceptions are vital to the scope of services that CPA can offer to audit clients. State accountancy regulators determine who can practice as a CPA in a  specific jurisdiction, establish independence rules and regulation when nonpublic entities are involved, and have the authority to suspend or revoke audit practice rights. Most are intimately involved with this concept of independence and scope of services. Many wear two hats -they are practitioners as well as regulators. This makes their views unique to independence issues. 


Much of the independence research done to date relates to large entities, Big 4 CPA firms and various user groups. Previous studies have examined the perceptions of loan officers, financial analysts and partners of CPA firms (Lowe et al. 1999; Jenkins and Krawczyk 2001b; Swanger and Chewning 2001). However, no empirical study has attempted to assess state accountancy regulators’ perceptions of independence when non Big 4 CPA firms perform internal auditing services for their nonpublic entities. Federal legislation suggests that this issue requires investigation. The Sarbanes-Oxley Act indicates that state accountancy regulators should make an independent determination of whether the auditor should be allowed to perform both services for nonpublic entities (SOA 2002, Sect. 209). This topic warrants investigation. A field experiment is used to explore this issue.


The remainder of the paper is organized as follows. The next section provides

background information. The third section addresses research questions and is followed by a section on the methodology. Sections five and six address research findings and implications, recommendations, limitations and future research, respectively.

BACKGROUND


The independence standard is perhaps the most essential factor in the existence of a public accounting profession (Whittington and Pany 2001, 35). The second general standard of Generally Accepted Auditing Standards (GAAS) states "In all matters relating to the assignment, an independence in mental attitude is to be maintained by the auditor or auditors" (AICPA 2001, para. 01). The auditor "must be without bias with respect to the client since otherwise he would lack that impartiality necessary for the dependability of his findings, however excellent his technical proficiency may be" (AI CPA 2001, para. 02). One objective of the independence standard is to ensure that users of audited financial statements maintain a level of confidence in the auditor and audited financial statements (Carey and Doherty 1996). Statements on Auditing Standards No.1 specifically indicates the following.

It is of utmost importance to the profession that the general public maintains confidence in the independence of the independent auditors. Public confidence would be impaired by evidence that independence was actually lacking and it might also be impaired by the existence of circumstances which reasonable people might believe is likely to influence independence. To be independent, the auditor must be intellectually honest; to be recognized as independent, he must be free from any obligation or interest in the client, its management, or its owners. (AICPA 2001, para. 03).

Thus, it is important that auditors appear independent to third parties. If auditors ignore users’ perceptions and a lack of independence is perceived, auditors’ reputations can become questionable, the worth of their reports doubtful, and the usefulness of audited financial statements for making investment, credit and similar decisions suspect. 


Since the auditor is hired by and paid by the client, it is impossible to be totally independent (AICPA 1978). This financial dependency on the client has long been considered as "built-in anti-independence" (Mautz and Sharaf 1961). Nonetheless, the accounting profession has built a reputation on independence in "fact and appearance" when rendering attestation services. The AICPA, SEC and state boards of public accountancy have established rules and guidelines to which CPAs must adhere in order to preserve independence. The AICPA rules are principles intended as general guidelines to guard against the presumption of loss of independence. Presumption is stressed because the possession of intrinsic independence is a matter of personal quality (mental state) rather than of rules that formulate certain objective tests (AICPA 2001). Auditors who do not follow applicable independence guidelines are subject to fines, penalties and lawsuits. To clarify its position on independence when the auditor renders additional services such as internal auditing to audit clients, in 1997 the AICP A adopted Rule 101-3 of the AICPA ethical guidelines (AI CPA 1997a). A member (firm) in public practice who performs for a client services requiring independence (attest services) may also perform other (nonattest) services (e.g., internal auditing services) for that client as long as management functions are not assumed. Before an auditor performs internal auditing services for an attest client, the auditor must evaluate the effect of such services on the auditor’s level of independence (AICPA 1997a). The basic principles underlying the AICPA rules allow an external auditor to perform internal auditing services provided that the auditor does not act or appear to act as a member of management. The responsibility of the client and the external auditor should be understood by both the client and the auditor (AICPA 1997a). Preferably, this understanding should be documented in the engagement letter. The letter should explicitly state that the external auditor is not an employee and does not act or appear to act in a capacity equivalent to a member of management. This means, among other things, that the auditor should not (1) have custody of the entity’s assets, (2) make decisions on the client’s behalf or (3) report to the board of directors or audit committee for management. To further reinforce the auditor’s independence, the client must designate competent management to oversee the internal auditing functions (AICPA 1997a). Management, not the auditor, should be ultimately responsible for internal auditing operations. Management should determine the scope, risk and frequency of internal auditing activities. Management should also evaluate the adequacy of internal auditing procedures, findings and recommendations, including those services outsourced to the external auditor. The external auditor should only be responsible for performing internal auditing procedures in accordance with the terms of the engagement and reporting thereon (AICPA 1997a).


The AICPA’s position, which serves as a general guideline for members, is not supported by all interested parties. The SEC, which has ultimate jurisdiction over independence standards and interpretations for auditors of public entities, has continuously expressed reservations that when internal auditing services are outsourced to the company’s external auditor, this creates conflicts of interest and impairs the auditor’s independence (Sutton 1997; SEC 2000a; SEC 200b). Arthur Levitt, former SEC chairman, argued for new SEC rules to prohibit the auditor from performing the client’s internal auditing services. The SEC stated: 

It is not enough that the financial statements are accurate. The public must also perceive them as being accurate. Public faith in the reliability of the corporation’s financial statements depends upon the public perception of the outside auditor as an independent professional. If investors...do not believe that the auditor is independent, the value of the audit function itself might be lost (SEC 2000a, 5).

After a long battle with certain segments of the profession, the SEC finally settled on new rules that allow the auditor to provide internal auditing services with some restrictions. The size of an SEC client determines the extent of internal auditing services that can be performed by the external auditor. If the client’s total assets are $200 million or less, the external auditor can provide all of the internal auditing services. For larger clients, outsourced internal auditing services are limited. For clients with total assets greater than $200 million, the CPA firm may provide up to forty percent (40%) of the internal auditing services  (SEC 2000a).


The AICPA rules on providing the audit and internal auditing services are not in accord with SEC rules for public entities. Critics argue that the AICPA interpretations allowing the auditor to perform internal auditing, as long as management functions are not assumed, did not address the basic concerns that the services threaten independence (Verschoor 1996). While the SEC imposes a limit on the percentage of internal auditing work that can be done for clients of a specific size, there is no such AICPA restriction. This has resulted in different rules for different companies. Also, there is much uncertainty whether state boards of public accountancy (SBPA) will adopt the SEC rules. 


One of the key issues for the profession has been the potential impact of the new SEC rules on nonpublic entities and non Big 4 CPA firms. Several state board representatives suggested to former SEC Chairman Levitt that the SEC independence rules would work their way down to the state level and affect all auditors of SEC and non SEC entities (Haberman 2000). Prevention of such an effect was a high priority for the AICPA President/CEO, Barry C. Melancon (Haberman 2000). Melancon stated:

The SEC [initial] proposal has dramatic and far-reaching implications, with serious consequences for the future of the accounting profession and the public. We consider it to be the most significant rule proposed on auditor independence since the federal securities laws were enacted in the 1930s……Make no mistake about it , the proposed rule is highly likely to affect actually everyone in the profession including members at the small firms and those working in business and industry. Although the commission has jurisdiction only over SEC registrants, the rule will set the stage for a new round of regulations by state boards of accountancy and other regulatory agencies (Melancon 2000, 26). 


Research is needed to determine whether small firms (non Big 4 CPA firms), state board of accountancy members (state accountancy regulators), and others in business and industry (non SEC or nonpublic entities) have similar concerns as the SEC, IIA and others. The Sarbanes​ Oxley Act (2002) prohibits providing both external audit and internal audit services to public companies.  


The academic literature on contemporaneously performing the external audit and performing internal auditing services has not definitively shown the impact of these joint services on perceptions of independence. Lowe, Geiger and Pany (1999) (LGP hereafter), examined the perceptions of loan officers to the outsourcing of the internal audit function to Big 4 CPA firms. Generally, LGP suggested that outsourcing the internal audit function alone does not appear to significantly affect loan officers’ perceptions of independence and loan granting decisions. Furthermore, independence concerns could be reduced by providing a separation between CPA firms’ engagement teams providing internal and external audits. Jenkins and Krawczyk (2001 b) report that outsourced internal auditing services and other Non Audit Services (NAS) have a positive influence on perceptions of auditor independence. Swanger and Chewning (2001) examined financial analysts’ perceptions of independence of large international CPA firms that performed both external and internal auditing services for a publicly-traded company. Their findings indicate that when the client’s CPA firm performs both services without the safeguard implicit in staff separation, the independence and reliability were significantly reduced.  


In summary, prior research has produced mixed results. However, some (LGP for example) suggest that separate engagement teams (audit versus internal auditing) must be used when both services are performed. Otherwise, independence may be threatened. This study investigates independence from two standpoints: use of the same engagement team versus use of different engagement teams. 

RESEARCH QUESTIONS

As indicated earlier, academic research has produced mixed results relative to perceptions of independence when the auditor also does the internal audit work. While the Sarbanes-Oxley Act of 2002 makes it illegal for CPAs to perform these services for public entities contemporaneously with the audit, the Act indicates that state boards of accountancy should make an independent determination of whether to apply such restrictions to nonpublic entities (SOA 2002, Sect. 209). This study addresses this issue for non-public companies by addressing the following research questions specifically for nonpublic entities. 

1a. Does the performance of substantially all of a company’s internal audit work by a CPA who also performs the company’s external audit affect state board of public accountancy members’ perceptions of auditor independence?

1b. What impact, if any, does the distinct separation of CPA firm personnel who work on the two engagements have on the perceptions of state board of public accountancy members regarding the independence of CPAs who perform joint services?

2a. Does the performance of substantially all of a company’s internal audit work by a CPA who also performs the company’s external audit affect state board of public accountancy members’ opinions regarding allowing the CPA to perform joint services?

2b. What impact, if any, does the distinct separation of CPA firm personnel who work on the two engagements have on the opinions of state board of public accountancy members regarding allowing CPAs to perform joint services?

As indicated earlier, no other study has specifically addressed the issue at hand in the context of the combination of non Big 4 CPA firms, nonpublic entities, and state accountancy regulators perceptions. 

METHODOLOGY

An experiment employing a between-subject design was used for this research. The

research instrument was mailed to all members of state boards of public accountancy in 54

jurisdictions to investigate the research questions. Information was gathered from participants to allow the researchers to answer the aforementioned research questions. 

Participants and Data Gathering

This study used a mailed instrument to gather information from members of state boards

of public accountancy in the 50 states, the District of Columbia, Guam, Puerto Rico, and the U.S. Virgin Islands. A complete list of state accountancy regulators was obtained from the National Association of State Boards of Accountancy (NASBA). There were 390 state accountancy regulators within the U.S. jurisdictions (NASBA 2001). The entire population of state accountancy regulators was targeted and systematically assigned to one of three groups as explained later. 

Research Instrument, Pretesting and Research Tasks


Three cases were developed for this research. The cases were pretested and adjusted based on comments from one state board of public accountancy, partners of a local CPA firm and Ph.D. students who were also CPAs with experience in public practice. Each of the 390 state accountancy regulators received one of the three cases representing a control group (Case 1) and two treatment groups (Cases 2 and 3). Each case involves a complaint that had been filed with the state board of accountancy regarding a claim that a CPA firm was providing services to an audit client for which the CPA firm was not independent. The client, a non-public entity, was in the variety dollar store industry. A non Big 4 CPA firm has audited the company for the last five years. In each year, the CPA firm issued an unqualified (clean) opinion. State board members were asked to (1) read case materials, (2) render their judgment as to the independence of the auditor who performed the services and (3) indicate whether or not they would allow the auditor to provide all services specified in the case. In Case 1, the CPA performed the client’s audit for the year. The tax department of the CPA firm also prepared the client’s federal and state tax returns for the year. The client operated an internal audit department that did all its internal audit work. Case 2 was different from Case 1 relative to how internal audit work was handled. In Case 2 the CPA firm performed significantly all of the entity’s internal audit work using different personnel from the audit personnel. Case 3 was different from Case 2 in only one respect –audit personnel also did the internal audit work. The three scenarios will hereafter be referred to as NO (not outsourced -Case 1), DP (different personnel- Case 2), and SP (same personnel- Case 3). Information in each case clearly indicated that although state accountancy rules indicated that a firm doing an external audit had to be independent, the specific issue of the complaint was not directly addressed in state rules and regulations. Thus, participants expressed their own judgments relative to independence. For Case 2 and Case 3 (DP and SP) where the auditor did the client’s internal auditing work, it was specifically indicated that the CPA did not perform management functions for the client. 


After indicating their perception of independence and whether or not they would allow the auditor to perform all services indicated in the case, participants were instructed to seal their responses in an envelope provided and complete a second page. The second page of the research instrument contained a manipulation check to ascertain whether participants clearly understood how the internal audit function was handled (not outsourced but done internally by the client; outsourced to the auditor who used different personnel from the audit personnel; outsourced to the auditor who used the same personnel as the audit personnel). Participants were instructed not to go back to the sealed material when answering the manipulation check question. Those who failed the manipulation check were dropped from final analyses. Selected demographic information was also sought on the second page of the instrument.

Independent Variables


The independent variables were derived from practitioner and academic literature

(AICPA 1997b; Lowe et al. 1999). The objective was to extract situations from practice that can be easily tested under experimental conditions. Activities such as external audit services, tax services and internal auditing arrangements were conceptualized as independent variables. External audit and tax services variables represented the traditional CPA firm arrangement (control group) in which the CPA firm audited the company and performed tax services. For the control group (Case 1), the internal auditing activities were not outsourced, but completed in-house by the client. This arrangement was used as the benchmark to compare, measure and analyze the other variables.


The next variables represented the focus of this study where the internal auditing

activities were performed by the external audit firm. The internal auditing activities were assumed to be conducted either by the same staff that performed the external audit function or by different staff within the firm (Verschoor 1996). The differences in staff arrangements allowed the researcher to analyze differences in perceptions among the arrangements.

Dependent Variables

Two dependent variables similar to those used by Lowe et al. (1999) were used in this

experiment. Participants assessed (1) the level of confidence in the independence of the auditor and (2) whether they would allow the audit firm to perform the joint services. To assess whether independence is affected where internal auditing services are outsourced and the manner in which they were performed, the following question was asked: How confident are you that the CPA firm is independent in performing the external audit? To measure the level of independence an 11point Likert-type scale ranging from zero (0 - no confidence) to ten (10 - extreme confidence) was used. This scale has been used by other researchers (Lowe et al. 1999; McKinley et al. 1985).


The next dependent variable attempted to measure whether the participants would

approve of the CPA firm performing all services indicated in the case. An approval decision that allows the external auditor to perform additional services was assumed to be related to perceived level of confidence in the auditor’s independence. Thus, the following question was asked: Would you allow the external audit firm to perform the client’s external audit and the other services indicated? This question, similar to Lowe et al. (1999), was used to measure the dependent variable as dichotomous. 

Statistical Methods


One-way ANOVA was used to analyze the continuous dependent variable. This method compared the means of the three groups. Since a statistically significant F ratio from an ANOVA only indicates that it appears unlikely that all population means are equal, Scheffe Post Hoc Multiple Comparison tests were used to identify specific differences. For the dichotomous dependent variable, Chi-square analysis was used.

RESULTS


This section reports findings and implications. An overview of respondents is provided prior to these findings.

Overview of the Response Rate and Demographic Information


Of the 390 instruments mailed, 206 usable cases were received, providing a response rate of 52.8 percent. Table 1 provides an overview of the response data. As indicated in the table, 5 letters were returned undeliverable, 13 were returned incomplete, and 11 respondents failed the manipulation check and therefore were excluded from the final analyses. Participation by a majority of state accountancy regulators in this study is a clear indicator of their interest in this topic. 

--- Insert Table 1 here​ ---

Table 2 provides aggregate information on respondents and disaggregated information for

the three groups. The 206 respondents were fairly evenly distributed among the three groups, one control group (Group 1) and two treatment groups (Groups 2 and 3). Seventy individuals responded from Group 1 and Group 2 respectively, and 66 individuals responded from Group 3. Since the groups were fairly evenly distributed aggregated information is discussed. Certifications, highest education, primary employment, the number of years of public accounting experience, the number of years on the state boards of accountancy, gender, and age are discussed. As indicated in Table 2, a majority of respondents (82 percent) were Certified Public Accountants (CPAs). The remaining 18 percent were attorneys, public accountants, and other public members of state boards of accountancy. Table 2 also indicates that participants were well educated. Ninety-six percent had earned a baccalaureate degree or a higher degree. Sixty-four percent had completed a baccalaureate degree as their highest college degree earned, 20 percent had earned a master’s degree, and 12 percent had earned a doctorate degree. In addition, most of the board members were employed at CPA firms. Sixty-three percent worked at CPA firms; 8 percent worked at public accounting (non CPA) firms; 20 percent were employed in industry, education or government; and the remaining 9 percent, grouped into the others category, represented those primarily employed with law firms, consulting firms or those not employed due to retirement. 

---Insert Table 2 here ---


Table 2 also indicates that the respondents had many years of public accounting

experience and board of accountancy experience. Seventy-nine percent had 10 or more years of public accounting experience. Eight percent had between one and nine years of public accounting experience. The remaining thirteen percent had little or no public accounting experience (less than one year of public accounting experience category). The number of years on boards of accountancy was more evenly distributed. Most respondents had served on boards of accountancy for at least three years. Thirty percent had served more than five years, 30 percent had served between three and five years, 27 percent had served more than one year but less than three years, and the remaining 13 percent had served less than one year on a board of accountancy.


The remaining demographic categories are gender and age of board members. Seventy​ two percent were males and the remaining 28 percent were females. The last category is the age of board members. A substantial majority of board members were middle age or older. Ninety​ six percent were more than 40 years of age. Fifty percent were 41 to 55 years of age, and 46 percent were over 55 years of age. There were no board members under 25 years of age.


In summary, the respondents consisted of highly educated and highly experienced

members of boards of accountancy. A majority were CPAs, primarily employed by CPA firms, with more than 10 years of public accounting experience. The majority had been boards of accountancy members for at least three years and was over the age of 40. 

Research Question 1


The first research question examined whether outsourcing substantially all the internal auditing activities to the client’s external audit firm affects state accountancy regulators’ perceptions of auditor independence (question 1a) and the impact, if any, of using separate firm personnel to perform different engagements (question 1b). The specific research questions are repeated below.

(1a). Does the performance of substantially all of a company’s internal audit work by a CPA who also performs the company’s external audit affect state boards of public accountancy members’ perceptions of auditor independence?

(1b). What impact, if any, does the distinct separation of CPA firm personnel who work on the two engagements have on the perceptions of state boards of public accountancy members regarding the independence of CP As who perform joint services? 

Table 3, Panel A provides overall ANOVA results relative to question 1a. These results indicate that perceptions of auditor independence are significantly different among the three groups (F = 17.099, p < .000). Recall that respondents’ confidence relative to independence is measured on a scale of “0” (no confidence) to “10” (extreme confidence). The NO group received a mean (standard deviation) score of 8.375 (2.297). The DP group received a mean (standard deviation) score of 7.350 (2.941). These numbers dropped to 5.455 (3.469) in the SP group where the same personnel that did the audit also performed the internal auditing work. These results suggest that the performance of substantially all of a company’s internal audit work by a CPA who also performs the company’s external audit does affect state boards of public accountancy members’ perceptions of auditor independence. 

--- Insert Table 3 here ---​


Since a significant ANOVA  result does not necessarily indicate that there is a significant difference between each possible combination of means, Scheffe Tests of Multiple Comparisons were used to compare the three groups. Reflected in Table 3, Panel B indicates that personnel arrangements were perceived differently. Scheffe Tests of Multiple Comparisons between the two outsourced groups indicate that the DP group was perceived as having a significantly higher level of auditor independence than the SP group (p < .001). The mean (std. dev.) of the DP group was 7.350 (2.941) and the mean (std. dev.) of the SP group was 5.455 (3.469). The mean difference was almost two points. Thus, significant differences in perceptions exist between a firm that used different personnel and one that used the same personnel for internal and external audit work. The separation of personnel was perceived positively by state board members. 


When the NO group and the DP groups were compared, means (std. dev.) of 8.375 (2.297) and 7.350 (2.941), respectively were not statistically different from each other (p <  .129). Thus, findings fail to indicate a significant difference in perceptions of auditor independence in a situation where the external auditor does the external audit and the client performs internal auditing services internally versus a situation where the external auditor does the external audit and also performs internal auditing services, although using personnel different from the external audit personnel.


Finally, NO and SP groups were compared. NO and SP groups means (std. dev.) were

8.357 (2.297) and 5.455 (3.469), respectively. The NO group is perceived as having a higher level of auditor independence than the SP group. The Scheffe Tests of Multiple Comparisons indicated that the difference between the two groups of 2.902 is significant (p < .000). Thus, findings indicate a significant difference in perceptions of auditor independence in a situation where the auditor does the external audit and the client performs internal auditing services internally versus a situation where the auditor does the external audit and also performs internal auditing services using the same personnel that performed the external audit.


In summary, the performance of substantially all of an entity’s internal audit work by a CPA who also performs the entity’s external audit affects state boards of public accountancy members’ perceptions of auditor independence when the CPA used audit personnel to also do the internal auditing work. This situation is viewed negatively by board members. Should the CPA use different personnel from the audit personnel to do the internal audit work, a significant decrease in perception of independence is not present. 

Research Question 2


The second question examined whether state board members would allow the CPA to render joint services under different scenarios, and the impact, if any, of using separate firm personnel to perform different engagements. The specific research questions are as follows:

(2a). Does the performance of substantially all of a company’s internal audit work by a CPA who also performs the company’s external audit affect state boards of public accountancy members’ opinions regarding allowing the CPA to perform joint services? 

(2b). What impact, if any, does the distinct separation of CPA firm personnel who work on the two engagements have on the opinions of state boards of public accountancy members regarding allowing CP As to perform joint services?

--- Insert Table 4 here ---

Table 4, Panel A presents the results of the Chi-square tests. When the three proportions

are compared, differences are significant (χ2 = 40.893, p < .000). The percent of board members indicating that they would approve of the CPA firms performing all services was 87% for the NO group, 79% for the DP group, and 52% for the SP group (see Panel B). In Table 4, Panel B, the different arrangements of internal auditing services were examined by comparing sets of proportions. The between-group comparisons of the arrangement in which the client did not outsource the internal auditing services and the two outsourced internal auditing arrangements were examined. Proportion comparisons were done in the same order as the aforementioned post hoc mean comparisons for research question 1b. An examination of Table 4 Panel B indicates that personnel arrangements were perceived differently. The decision to approve joint services  for the DP group and the SP group were 79 percent and 52 percent, respectively. The decision to approve for the DP group was 27 percent higher than for the SP group. Thus, the situation presented for the DP group would more likely be approved than the SP group. The decision to approve joint services for the DP group was significantly higher than the approval decision of the SP group at the 0.001 level. This indicates, again, that state accountancy regulators regard within CP A firm separation of audit and internal audit personnel more favorably than no separation of personnel. Thus, the distinct separation of CPA firm personnel compared to no separation of personnel  significantly affected the decision of state boards of public accountancy members regarding allowing CP As to perform joint services. 


Next, the difference between the NO group and the DP group was compared. The decision to approve the CPA performance specified was 87 percent for the NO group and 79 percent for the DP group. Only 8 percentage points separated the two groups with the NO group receiving the higher approval. However, the difference between the approval decisions of the two groups was not significant (p <  .178). Thus, it appears that state boards of public accountancy members are not necessarily opposed to outsourcing the internal audit work to the CPA firm which performs the external audit, as long as different personnel do the work. Finally, the difference in the approval rate between the internal auditing services that were not outsourced (NO) and the outsourced internal auditing services using same personnel (SP) were compared. The approval rates for the dichotomous variable for NO group and the SP group were 87 percent and 52 percent, respectively. A total of 35 percentage points separated the two groups. The differences between the approval rates of the two groups were significant at the 0.000 level. Thus, it appears again that state boards of public accountancy members are to a significant extent opposed to outsourcing the internal audit work as long as the same personnel from the audit personnel do the work.


In summary, the performance of substantially all an entity’s internal audit work by a CPA who also performs the company’s external audit affects state boards of public accountancy members’ opinions regarding allowing the CPA to perform joint services when the CPA uses external audit personnel to also do the internal auditing work. This situation is viewed negatively by board members. Should the CPA use different personnel from the audit personnel to do the internal audit work, a significant decrease relative to allowing the CPA to perform joint services is not observed. 

RECOMMENDATIONS, LIMITATIONS AND FUTURE RESEARCH

Recommendations


Experimental results lead to one primary recommendation concerning the auditor contemporaneously performing internal auditing services for nonpublic entities. This research suggests that outsourcing internal auditing services to the external auditor is not problematic per se. It is, however, the manner in which these services are conducted. Services performed by the same personnel as those who perform the external audit significantly reduce confidence that the auditor is independent. Nearly half of state accountancy regulators who are primarily CPAs would not allow this. Thus, the primary recommendation of this study is that CPAs auditing nonpublic entities should not be allowed to use external audit personnel to perform internal auditing activities. Firms should be required to use separate personnel for the two services. The AICPA and regulators of the accounting profession should require CPA firms to separate their internal and external audit staff. Requiring separate engagement teams would enhance users" perceptions of auditor independence. 

 Limitations


The findings of this study are subject to certain limitations that must be considered when interpreting the results. First, the views are exclusively those of state accountancy regulators. Their views may not necessarily agree with those of other regulators, owners of nonpublic entities, bankers, etc.


Second, the results of this study may not be generalized to engagements entered into between Big 4 CPA firms and public entities. There is no way of knowing whether the same results would apply to a different auditor-client mix. Finally, it must be noted that many possible internal auditing arrangements exist. This study covers a well-defined scenario where the CPA in effect performs a variety of internal auditing functions but does not perform management functions. There is no way of knowing whether the same or similar results would have been found had the CPA performed fewer internal auditing duties. 

Future Research


A limited number of case scenarios could be tested, therefore additional research is

needed to examine other scenarios or arrangements of services. Second, economic issues related to the magnitude of fees charged need to be studied. This is especially true as it relates to the dollar amount of the internal audit fees compared to the external audit fees. Third, the impact of other non audit services on perceptions of independence when internal auditing services are already performed needs to be studied. CPA firms are allowed to perform a variety of services for audit clients. The impact of specific mixes of non-audit services on independence needs to be investigated. Finally, views of other constituents should be examined. These include the views of owners, creditors, bonding entities, etc. Their views are important and need to be known. 

Table 1

Overview of response rate

	Total Mail Outs
	390
	100.0%

	Responses received
	235
	60.2%

	Undeliverable (returned) responses
	  -5
	 -1.3%

	Incomplete responses
	-13
	  -3.3%

	Total complete responses
	217
	 55.6%

	Failed manipulation check
	-11
	 -2.8%

	Complete and usable responses
	206
	52.8%


Table 2

Overview of state board respondents to experiment – Demographic Information

	
	     NO

Group 1
	      DP

Group 2
	      SP

Group 3
	    Total

   Count*
	Total Percent

	Group Size
	70
	70
	66
	206
	100

	Certifications 

CPA

Non-CPA
	
	
	
	
	

	
	73%
	90%
	83%
	169
	82%

	
	27%
	10%
	17%
	37
	18%

	
	100%
	100%
	100%
	206
	100%

	Highest Education
	
	
	
	
	

	Less than Baccalaureate
	4%
	7%
	0%
	8
	4%

	Baccalaureate
	63%
	69%
	61%
	131
	64%

	Master’s
	17%
	18%
	24%
	41
	20%

	Doctorate
	16%
	6%
	15%
	26
	12%

	
	100%
	100%
	100%
	206
	100%

	Primary Employment
	
	
	
	
	

	CPA Firm
	58%
	64%
	69%
	130
	63%

	Public Accounting Firm
	9%
	9%
	6%
	16
	8%

	Industry, Edu. or Gov.
	19%
	23%
	17%
	41
	20%

	Others
	14%
	4%
	8%
	18
	9%

	
	100%
	100%
	100%
	205
	100%

	Years of Public Accounting Experience

	Less than 1
	17%
	11%
	11%
	27
	13%

	1 to 5
	6%
	4%
	3%
	9
	4%

	Over 5 but less than 10
	6%
	3%
	3%
	8
	4%

	10 or more
	71%
	82%
	83%
	161
	79%

	
	100%
	100%
	100%
	205
	100%

	Years on the Board of Accountancy

	Less than 1
	19%
	10%
	11%
	27
	13%

	Over 1 but less than 3
	25%
	33%
	20%
	55
	27%

	3 to 5
	31%
	27%
	35%
	62
	30%

	Over 5
	25%
	30%
	34%
	60
	30%

	
	100%
	100%
	100%
	204
	100%

	Gender
	
	
	
	
	

	Female
	31%
	26%
	27%
	58
	28%

	Male
	69%
	74%
	73%
	148
	72%

	
	100%
	100%
	100%
	206
	100%

	Age
	
	
	
	
	

	Less than 25
	0%
	0%
	0%
	0
	0%

	25 to 40
	6%
	3%
	5%
	9
	4%

	41 to 55
	46%
	49%
	52%
	100
	50%

	Over 55
	48%
	48%
	43%
	93
	46%

	
	100%
	100%
	100%
	202
	100%


*For unknown reasons, some participants did not complete all of the demographic questions.  

Table 3

Panel A: Analysis of variance: State regulators’ perceptions of independence (overall).

	
	
	Sum of
	
	Mean
	
	

	Dependent Variable (1a)
	
	Squares
	 df 
	Square
	  _F _    
	p-value   



	How confident are you that
	Group
	  293.653
	   2
	146.827
	17.009
	  .000

	Acker is independent in
	Errors
	1743.110
	203
	   8.587
	
	

	Performing the audit
	
	
	
	
	
	

	
	Total
	2036.763
	205
	
	
	


Panel B: Multiple comparisons between groups: Means and (standard deviations).

	
	Auditor
	

	Group


	Independencea            


	

	
	
	

	Not Outsourced (NO)
	 8.357
	

	
	(2.297)
	

	
	
	

	Outsourced to Audit Firm –  Different Personnel (DP)
	 7.350

(2.941)
	

	
	
	

	Outsourced to Audit Firm – Same Personnel (SP)
	 5.455

(3.469)
	

	
	
	

	Significance Level
	
	

	Differences:
	
	

	     DP versus SP (significant)

	p <    .001
	

	     NO versus DP (not significant)
	p <    .129
	

	     NO versus SP (significant)
	p <    .000
	

	
	
	

	
	
	


aContinuous variables were measured on a 11- point scale anchored at 0 (Not Confidence) to 10 (Extreme Confidence). Scheffe Test of Multiple Comparison was used to compare the dependent variables for the three groups. 

Table 4

Panel A: The effects of outsourcings the internal auditing activities to the client’s expernal audit firm – Research question 2a. 

2a. Would you allow Acker to continue to perform Filmore’s external audit and the other 
services indicated? 

	
	Approval
	

	Group

	Ratea
	

	
	
	

	Not Outsourced (NO)
	87% b
	

	
	
	

	Outsourced to Audit Firm - Different Personnel (DP)
	79%
	

	
	
	

	Outsourced to Audit Firm - Same Personnel (SP)

	52% 
	

	
	
	

	Significance Level:        χ2   < 40.893
	p <   .000
	

	                               
	
	


Panel B: Multiple comparisons between groups: Research question 2b.  

	Differences c 

	
	

	DP versus SP (significant)

	p <
.001
	

	NO versus DP (not significant)

	p <
.179
	

	NO versus SP (significant)

	p <
.000
	

	
	
	


a The measurement is a dichotomous variable with either a “yes” or “no” answer. 

b The percentage represents state board members that granted permission to the audit firm. 

c  Cross tabulations were used to compare the dependent variables for the three groups. 

 ENDNOTE

1Unless noted otherwise, references to the “auditor” relate to the independent CPA (or the firm) that renders an opinion on the financial statements. Discussions about the auditors performing internal auditing activities relate only to the controversial situation whereby the auditor does both the “independent” audit and performs internal activities for the same entity.

-​
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