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Does Auditor Provided Non-audit Service Improve Audit Effectiveness or Impair Independence?

Abstract: 

We examine whether the performance of both audit and non-audit services by an auditor improves audit effectiveness or impairs independence.  Auditors were presented with non-audit workpapers indicative of increased audit risk and we manipulated three levels of personal involvement: (1) participating in a non-audit task, (2) reviewing non-audit work papers prepared by another auditor in the same firm, and (3) by an auditor from a different CPA firm.  Consistent with arguments raised by audit practitioners, we found that auditors completing the non-audit task incorporated the risk cues learned from that task and had higher risk assessments than auditors who only reviewed the non-audit workpapers.  We also found that varying the auditor’s affiliation with the preparer of the non-audit workpapers had no impact on audit judgments.  

Does Auditor Provided Non-Audit Service Improve Audit Effectiveness or Impair Independence?

Instead of worrying that consulting services might compromise the objectivity of their financial sleuths, the major accounting firms argue that nonaudit services actually make them better auditors. (Fortune, 10/13/03)

I. Introduction

In recent years there has been a heated debate over whether auditors should be allowed to provide non-audit (i.e., consulting) services to their audit clients.
  The enactment of the Sarbanes-Oxley Act of 2002 (SOX) has not eliminated the debate as it permits certain non-audit services while prohibiting others.  The public accounting firms and other proponents of auditor provided non-audit services argue that performing both audit and non-audit services for the same client increases audit effectiveness and audit efficiency through a more comprehensive understanding of the client without impairing independence.
  For example, the public accounting firms, argue that “non-audit services enhance audit effectiveness” [Terry Strange, global managing partner of KPMG] and that “there is no evidence that [a] broad scope of services has had an adverse effect on audit quality.  My own personal experience has caused me to conclude just the opposite,”, [Robert Garland, national managing partner of Deloitte & Touche], (cf. Norris 2000).  However, opponents of auditor provided non-audit services, who advocate a complete ban on such services, argue that acting in a dual capacity (auditor and consultant) compromises auditor independence.  As former SEC chairman, Arthur Levitt, notes, “I think that any kind of consulting in this environment makes the audit look at least in question” (cf. Revell and Doris 2003).  This view is shared by the then president of CalPERS Board of Administration (the largest United States public pension fund) who recently said, “If we learned anything from recent corporate scandals, it is that audits must be beyond reproach.  An auditing firm that receives money for other work beyond the audit just raises the risks for questionable audits” (Financial Wire 2004).
In this paper, we use a laboratory experiment to examine which of these two arguments is more consistent with actual auditor judgment and decision making.  Specifically, we investigate two research questions: (1) whether knowledge gained from working on a non-audit task can be transferred to enhance the performance of audit tasks, and (2) whether independence is impaired when the same auditor or audit firm completes both non-audit and audit tasks for the audit client.  That is, we investigate whether the provision of non-audit services increases audit effectiveness and whether it creates a problem with the auditors’ in-fact independence.  Thus, our focus is on the transfer of knowledge from the performance of the non-audit task to audit tasks.  We do not examine the impact of the economic bond between the client and the auditor which has been a primary focus in several prior studies.
Our study contributes to the literature in several ways.  First, although there have been many studies assessing how the provision of non-audit services influence auditors’ independence (e.g., DeAngelo 1981; Wines 1994; Firth 1997; Ashbaugh et al. 2002; Frankel et al. 2002; Gaynor 2002; Kinney et al. 2004), these studies have all focused on auditors’ independence in appearance but not independence in fact.  That is, because these studies rely on the association between the level of non-audit fees and estimates of audit quality based on earnings management/discretionary accruals to make inferences about how the non-audit fees influenced auditors, in essence, they present evidence on perceptions of independence.  Further, because these archival studies did not have access to audit workpapers or client data, they do not provide evidence on whether varying auditors’ independence (e.g., the amount of audit fees or the ratio of non-audit to audit fees) led auditors to reach different conclusions about audit tests performed.  Our study addresses this void in the literature by examining how varying the level of audit independence (provision of non-audit services), while holding all other factors constant, influences audit judgment.
Second, we extend the literature on how personal involvement in non-audit tasks affects auditors’ independence in fact.  The limited research analyzing independence in fact issues has focused on how participation in the non-audit task of information system design influences audit objectivity (Plumlee and Snowball 1987; Johnson and Kaplan 1990). Together these studies provide evidence that while auditors are biased when evaluating systems that they had designed, the general concern over impaired independence in fact when the same audit firm had participated in system design was unwarranted.   We extend this research stream in two ways.   First, we examine how the extent of personal involvement in a nonfinancial non-audit task that is relevant to the audit can influence auditors’ judgment.  Second, because of research design choices, the prior studies only focused on the cost of non-audit services but ignored a potential benefit of auditor provided non-audit services – that exposure to non-audit tasks might provide information that can be used to improve audit quality – which we examine.  
Third, we extend the literature on the transfer of knowledge between related tasks and knowledge transfer in auditing.  Prior psychology research, relying primarily on student subjects working on artificial tasks, provides mixed results about whether knowledge transference occurs.  We extend that literature by investigating knowledge transfer in a real world context with professional participants.  In the auditing literature,  prior studies used archival data to obtain evidence on knowledge transfer (termed “knowledge spillovers” in those studies).  Simunic (1984) models the relation between audit and non-audit fees provided to the same client and then empirically tests the theory developed in the model.  Although Simunic concludes that “knowledge spillovers” exist between non-audit and audit tasks, the results must be interpreted with caution as archival data on fees cannot provide evidence on actual knowledge transfer.  Similarly, Davis et al. (1993) use audit and non-audit fees as well as realization rates to obtain indirect evidence that “knowledge spillovers” occur in the provision of non-audit services to audit clients.  In order to obtain direct evidence of “knowledge spillover,” either experimental methods, or analysis of actual non-audit and audit workpapers must be employed.  In addition, while Davis et al. (1993) focus exclusively on audit efficiencies that may arise from auditor provided non-audit services, we extend their work by examining whether providing both services improves audit effectiveness and whether the auditor’s independence is impaired.
We find that knowledge transfer occurs when the same auditor performs both non-audit and audit services.  This transfer is demonstrated by higher risk assessments by auditors who performed both services when compared to other auditors who only had access to the non-audit service workpapers.  These increased risk assessments, driven by exposure to negative cues while performing the non-audit service, will likely lead the auditors to change either the nature of the testing and/or the extent of the testing (e.g., Houston 1999; Vandervelde 2004).  The change in the nature and/or extent of testing resulting from higher risk assessments should lead to a more effective audit than would have been conducted by auditors who did not complete the non-audit service and had lower risk assessments.  Additionally, we find that affiliation with the non-audit service provider only impacts audit judgment in identifying fraud risks.  The auditors in our study identified more fraud risks when the non-audit service provider is from a different audit firm versus when the non-audit service provider is from the same firm.
The remainder of the paper is organized as follows.  Section II develops and presents the hypotheses.  Section III presents a description of the research method, including the participants, the task, and the experimental design.  The results appear in section IV.  Section V presents the discussion.

II. Hypotheses Development

Through the passing of SOX and comments made by former SEC Chairman Arthur Levitt, the position of the SEC with respect to auditor independence is very clear.  The prohibited services identified in SOX Section 201 indicate the belief that additional services provided to audit clients impairs the judgment of auditors when evaluating audit evidence.  Although three of the four Big 4 accounting firms have sold off the consulting practice from the business, the firms have maintained the position that the provision of non-audit services to audit clients does not impair the objectivity of the audit.  In fact the Big 4 firm’s position has consistently been that the provision of non-audit services can improve audit quality.  The conflicting view of the SEC and the public accounting firms leads to the following competing hypotheses.
H1a: Audit judgments will be less conservative when the same audit firm provides both audit and non-audit services for the client vs. when the audit firm provides audit services only. (SEC view)

H1b: There will be no difference in audit judgments when the same audit firm provides both audit and non-audit services for the client vs. when the audit firm provides audit services only. (CPA firm view)

Following these competing hypotheses we investigate deeper into the provision of audit and non-audit services.  Our additional hypotheses and investigation, presented next, are founded in knowledge transfer and group affiliation.
Knowledge transfer is found to occur more frequently when problems have “the same structure or solution rationale but different surface features” (Atkinson et al. 2003, p. 775).  The psychology literature suggests that in order for knowledge transfer to occur the auditor must 1) recognize the similarities between the two tasks (audit and non-audit), 2) be capable of abstracting the general principles or strategies learned from the non-audit task that can be applied to the audit task, and 3) be performing a non-audit task in which there is some overlap in the cognitive skill set necessary to complete the auditing task, where greater overlap leads to greater transfer (Mayer and Wittrock 1996; Atkinson et al. 2003).  In summary, based on the literature, knowledge transfer can only lead to improved performance on audit tasks if the auditor is able to acquire relevant and useful knowledge from the non-audit task which can then be applied to the audit task.  
Given the necessary conditions for knowledge transfer identified above, the ability to transfer knowledge will be greater when the same individual performs both the non-audit and audit tasks than when different individuals perform the two tasks.  That is, performing both audit and non-audit tasks enhances the ability to recognize the similarities between the tasks in addition to applying the overlapping cognitive skill to the second task (i.e., in this case the audit task).    Accordingly, we expect:

H2: The transfer of knowledge from non-audit to audit tasks will be greater when the same auditor performs both non-audit and audit tasks than when the tasks are performed by different auditors. 


Both accounting and psychology research suggest that group affiliation influences judgment and decision making leading individuals to attribute more positive traits to members in the same group (in-group) than to members of another group (out-group) (Tajfel and Turner 1986; Turner 1987; King 2002).  In the audit environment, this suggests that when reviewing and evaluating non-audit workpapers, an auditor is more likely to trust and accept/have confidence in work performed by an auditor who is an in-group member than an auditor who is an out-group member (i.e., from a competing CPA firm).  King (2002) argues that such a group affiliation could also be created due to membership in professional organizations.  Johnson and Kaplan (1990) report that auditor’s judgment is not different between when evaluating a system designed by another (then) Big 8 auditor vs. someone within the same firm; however the judgment was different from one designed by an internal auditor or consulting firm.  Those findings suggest that the auditor felt a strong group affiliation with the other (then) Big 8 firm, therefore leading to similar evaluations of the system design.  A negative consequence of trust derived from group affiliation is that it can lead auditors to exercise a lower level of professional skepticism when reviewing the work performed by in-group members than out-group members.  Group affiliation will lead the auditor to exhibit a higher level of professional skepticism, and therefore, deeper processing of workpapers prepared by an auditor from a different firm than workpapers prepared by an auditor from the same firm (i.e., a co-worker).


Consistent with the expectations of SAS No. 99, an auditor who keeps a high level of professional skepticism will be more alert for the detection of fraud.  Such increased alertness will also enable the auditor to more readily identify internal control weaknesses and client risks that will impact the performance of the audit.  Based on the group affiliation literature, it is expected that the number of identified audit deficiencies (i.e., internal control weaknesses, fraud potential and client risks) will be greater when a different audit firm provides the non-audit services than an auditor whose firm has another person from the same firm perform the non-audit services. This expectation is based on the auditor being more accepting of the work performed by the in-group members than from the out-group members.  The higher level of trust and confidence in the co-worker’s work product leads to applying a lower level of professional skepticism to the non-audit documentation.  Accordingly we expect:

H3: Auditors will identify fewer audit deficiencies when the same audit firm provides both audit and non-audit services than when a different audit firm provides the non-audit services. 
III. Method
Participants


Participants were 84 in-charge auditors from a Big 4 public accounting firm who had a mean experience of 3.5 years and a range of two to eight years.  There was no difference in experience level across treatment conditions and the participants were randomly assigned to the treatment conditions.  Auditors at this stage routinely perform the tasks included in this study (identification of inefficiencies in business processes, risk assessment, identification of internal control weaknesses, identification of fraud potential, and preparation of audit follow-up).
Design



This study had a control condition, three treatment conditions of one independent variable, and five dependent variables.  The independent variable, a between-subjects variable, varied the level of personal affiliation/involvement in the non-audit task (same auditor, different auditor from the same firm and different auditor from a different firm).  The dependent variables are inventory risk assessment, accounts payable risk assessment, the number of internal control weaknesses identified, the number of potential frauds identified, and the number of client risks identified.


All participants received the same case materials.  The level of affiliation in the non-audit task is manipulated by varying who performed the non-audit task and memo that accompanies the audit materials.  Participants in the same auditor condition read the non-audit memo prepared by a team member and completed the non-audit task (make recommendations to reduce costs and improve efficiency in supply management operations). Participants in the same firm condition reviewed a non-audit memo prepared by an auditor from their own firm, while participants in the different firm condition reviewed a non-audit memo prepared by an auditor from a different firm. Thus, the only difference between the same firm and different firm conditions was the affiliation with the auditor who prepared the non-audit memo.  In the same firm condition the non-audit memo was labeled “prepared by another auditor from your firm” while in the different firm condition the non-audit memo was labeled “prepared by another auditor from a different Big 4 firm.”  The non-audit memo provided information on the organization of the company’s supply management operations and described supply chain problems that the company was experiencing.  The information, both audit and non-audit, was held constant in all treatment conditions.  Control subjects served as a benchmark to evaluate performance in the three treatment conditions.  Accordingly, the control condition participants did not review the non-audit memo.

(Insert Figure 1 about here)

Task

The experimental session consisted of four parts:  (1) instructions and client background information, (2) non-audit engagement information and, for participants in the same auditor condition, the non-audit task, (3) audit information (narrative description of the supply management function, flowcharts, and financial statements), and (4) request for audit judgments. The audit judgments included:  accounting internal control weaknesses, potential frauds, inventory misstatement risk, accounts payable misstatement risk, and client risks affecting tests of balances for the year-end audit.  An experimental administrator monitored the participants to ensure that they followed instructions not to look ahead to subsequent parts of the experiment or return to parts completed previously.
In the first part of the experiment, participants review the general instructions that included a description of the company and a list of procedures that the auditor is required to perform.  The instructions state that this is the participant’s first year as the in-charge on the engagement and the audit procedures are being completed as part of interim fieldwork.  The audit client, Jensco, is a financially stable mid-sized publicly held manufacturer and installer of high-end entertainment and audio systems, and has been a client of the audit firm for the past 10 years.  Jensco obtains components from several suppliers; accordingly management of the supply chain is an important business process.  The company is experiencing an increase in production and inventory costs and hired an accounting firm to perform the non-audit task of making recommendations to reduce costs and improve operating efficiency in its supply management function.  In the same auditor condition the participants perform both the non-audit and audit tasks.  In the same firm condition, the participants are instructed that their firm is hired to perform the non-audit task while participants in the different firm condition are instructed that another Big 4 CPA firm is hired to perform the non-audit task.  All treatment conditions receive a narrative description about the supply management function.  They are told that the memo was prepared by a member of the non-audit team.  The information contained in the non-audit memo provides the necessary background to complete the non-audit task.  The difference is that only the participants in the same auditor condition actually go through the process of identifying efficiency and cost saving recommendations.  Next, participants review the audit materials, which include summary financial statements with common size ratios, as well as flowchart and narrative descriptions of the supply, inventory, and accounts payable functions.

The audit task is comprised of four procedures.  First, participants prepare a list of internal control weaknesses and recommendations to correct the weaknesses identified.  Second, in compliance with SAS 99, participants prepare a list of possible frauds that might occur at Jensco.  Third, participants complete assessments of the likelihood that the inventory and accounts payable balances are materially misstated.  Risk assessments are measured on a nine point scale where 1 (9) indicates that it is extremely unlikely (likely) that the account balance is misstated.  Participants also identify the three facts that are most influential in their risk assessment.  Last, participants prepare a list of client risks that will affect the audit plan to test account balances during year-end fieldwork.  The experiment concludes with a demographic questionnaire.

IV. Results

Manipulation Check

Manipulation check results indicate that overall 75% of the participants correctly identified their treatment condition and there is no difference in the accuracy of classification across treatment groups (χ2 = 4.1; p = 0.25).  Additionally, participants rated the realism of the experimental case on a nine point scale where 1 indicated “not at all realistic” and 9 indicated “very realistic.”  Overall mean realism ratings for all participants was 6.4 which is significantly greater than the mid point of 5 (t = 8.17; p < 0.001), thus indicating that participants viewed the case as realistic.

Test of Hypotheses


The SEC view on auditor provided non-audit services is that independence is impaired when the same firm provides both services to a client.  The SEC does not distinguish between whether the same auditor or different auditor from within the same firm performs the services.  Accordingly, to test the competing hypotheses (H1a & H1b) we combine the same auditor and same firm groups and compare their assessment to a combination of the different firm and control groups (this represents the case when the provision of audit and non-audit services is separated).  The combination of the groups was compared using pair-wise t-tests with the inventory and accounts payable assessments as the dependent variables in the MANOVA.  Consistent with the CPA firm view of no difference in judgments, we are unable to reject the null (H1b) for either inventory or accounts payable risk assessments (t = 0.15, p = 0.88; t = 0.05, p = 0.96, respectively). Therefore, the results are consistent with H1b.

The experimental case was designed so that the non-audit task (identification of operational inefficiencies and recommendations to reduce costs in supply management) included cues consistent with higher risk in Inventory (e.g., poor safeguard controls) and Accounts Payable balances (e.g., delayed posting of payables and omission of payable posting). Thus, participants who attended to the non-audit task and transferred knowledge from the non-audit task to the audit risk assessment task would have higher risk assessments than those who did not.  Accordingly, H2 predicts that auditors in the same auditor condition would have higher risk assessments than auditors in the same firm and different firm conditions.

(Insert Table 1 about here)

We conducted a contrast ANOVA for the three treatment groups following Buckless and Ravenscroft’s (1990) recommendation to use contrast analysis when such specific patterns are predicted. The independent variable was affiliation and the dependent variables were inventory risk assessment and accounts payable risk assessment.  Consistent with H2, participants in the same auditor condition had higher inventory risk assessments (6.67) than participants in the same firm (5.54) and different firm (6.04) conditions.  This difference was statistically significant (F = 4.15; p < 0.05).  The results for the accounts payable analysis are also consistent with H1.  Participants in the same auditor condition had higher accounts payable risk assessments (6.48) than those in the same firm (4.88) and different firm (5.65) conditions (F = 7.11; p = 0.01).
  Additionally, we performed a pairwise comparison of risk assessments between the same auditor condition and the control condition (5.56 for inventory and 5.44 for accounts payable).  The same auditor condition was statistically greater than the control condition (t = 2.53, p = 0.01; and t = 2.03, p = 0.03, for inventory and accounts payable risk assessments, respectively).  There was, however, no difference in the mean risk assessments for inventory and accounts payable in the control condition and the same firm and different firm conditions (t = .48; p = 0.64 and t = .37; p = 0.71 for inventory and accounts payable risk assessments, respectively).  Taken together, the results support the view that knowledge obtained when performing non-audit services can be harnessed to aid audit judgments but this only occurs when the same auditor performs both non-audit and audit tasks.  Thus, H2 is supported.

Similar to the testing of H2, Buckless and Ravenscroft (1990) recommend using a contrast ANOVA to test the predictions of H3.  To test H3, which hypothesized that auditors will exhibit less skepticism when reviewing the non-audit memo prepared by affiliated groups (as opposed to nonaffiliated groups), we examine whether the number of internal control weaknesses, frauds, and client risks differ between the same firm and different firm conditions.  Recall that, participants in both groups had access to the same information and completed the same audit tasks. The only treatment difference was in the affiliation with the preparer of the non-audit memo.  Using a one-tailed pairwise t-test, only the number of frauds identified was significantly greater for the different firm condition (3.09) than the same firm condition (1.96) (t = 3.877, p < 0.01).
  The different firm condition participants identified a greater number of internal control weaknesses (3.87) than the same firm condition (3.67), but the difference is not statistically significant (t = 0.477, p = 0.32). The different firm condition participants did not identify a greater number of client risks (2.26) than the same firm condition participants (2.40) (t = -0.345, p = 0.63).
  In summary, H3 is only partially supported: group affiliation influenced auditors’ identification of potential frauds but had no effect on auditors’ identification of internal control weaknesses and client risks.


(Insert Figure 2 about here)

Figure 2 presents the general pattern of the auditors’ judgment in each of the four experimental groups.  An interesting result was that when the same auditors or audit firm performed both non-audit and audit tasks, the auditors did not identify as many frauds as when different auditors performed each task.  We believe that this result is consistent with auditors not believing their clients are likely to commit fraud, and therefore, led to a lower propensity to search for fraud risk factors.
Additional Analyses


Although the results suggest that auditors in the same auditor condition transferred knowledge gained from the non-audit task to aid their audit risk assessments an alternative explanation for the results is differential attention to the non-audit cues in the case materials.  That is, it is possible that because the same auditor participants read the non-audit memo and completed a non-audit task while the same firm and different firm auditors only read the non-audit memo that the same auditor participants were more attentive to the non-audit materials.  To test this conjecture we asked participants to list three factors that were most influential in their risk assessment judgment and use this recall as a measure of attention consistent with prior studies in decision making (e.g. Lynch and Srull [1982], Phillips [1999], Rau and Moser [1999], Joe [2003]).  The dependent variable was the proportion of non-audit cues recalled as influential in the accounts payable and inventory risk assessments (non-audit cues divided by total cues recalled).  We compare the recall proportion in the same auditor condition to that of the combined same firm and different firm conditions.  Participants identification of influential factors for accounts payable risk assessments did not differ in the experimental groups (t = -.359; p = 0.72).  The proportion of non-audit cues recalled in the same auditor condition versus the same firm and different auditor conditions was 46% and 42% respectively.   Similarly, for factors influencing the inventory risk assessments there was no statistical difference in the proportion of cues recalled (t = 1.34; p = 0.19).   Participants’ non-audit recall proportions were 40% in the same auditor condition and 53% in the same firm and different firm conditions.  Thus, it does not appear that differential attention to the non-audit cues influenced participants’ judgment.
V. Discussion

Concerned that the explosive growth of auditor provided non-audit services in the 1990s threatened auditor objectivity, the SEC under the direction of Arthur Levitt, sought to enact regulation that would limit non-audit services for audit clients.
  However, because of strong opposition marshaled by the major CPA firms and the politicians they had effectively lobbied, limits on non-audit services were not implemented until the Enron debacle and other corporate financial reporting scandals forced Congress to adopt SOX 2002.  The public accounting firms and their supporters had argued, and continue to argue, that auditor provided non-audit services do not have a negative impact on audit independence, and further, that non-audit services actually enhance audit effectiveness.  We investigate the validity of this claim by examining whether performance of non-audit services by auditors allows them to acquire knowledge which can improve their audit judgment.  Specifically, we examined whether knowledge transfer can occur when the same auditor performs both audit and non-audit tasks and when the auditor has access to the non-audit workpapers but does not complete the non-audit task.
Our results suggest that knowledge transfer only occurs when the same auditor performs both tasks but knowledge transfer is not achieved when the audit and non-audit tasks are performed by different individuals even though the relevant non-audit information is made available to the auditor.  Although it is recognized that auditors are not likely to perform both non-audit and audit services for very large clients, it is common that small to midsize clients have the same person performing the non-audit and audit services.  This is especially true for small and medium sized CPA firms and for regional offices of the Big 4 firms.  In the case of the same firm performing the audit and non-audit task, the client is experiencing the costs associated with independence in appearance and independence in fact problems without the benefit of the knowledge transfer between the tasks.  When the same auditor performs both tasks, the client still experiences the costs of independence in appearance problems, but is also receiving the benefit of knowledge transfer, resulting in what should be a higher quality audit.
Our finding that knowledge gained from working on non-audit tasks can be applied to the audit is consistent with recent archival evidence reported by Kinney et al. (2004).  They show that the association between non-audit fees and audit services is dependent on the type of non-audit services provided.  Specifically they find that restatements are less likely when tax service fees are high and more likely when unspecified service fees are high.  This suggests that tax services improve financial statement quality, whereas unspecified services reduce financial statement quality.

Our finding that auditors have higher risk assessments when they perform both non-audit and audit tasks than when they perform audit tasks only (because they are able to transfer knowledge from the non-audit to the audit scenario) has implications for how audits are conducted.  Specifically, because risk assessments drive the nature, timing, and extent of testing, auditors who perform both audit and non-audit functions will likely design substantially different tests and audit program plans than auditors who perform the audit function only.  Although in this study we observed that there is not a significant difference in the number of internal control weaknesses and client risks identified, the higher risk assessment should result in a change in the nature or extent of testing (e.g., Houston 1999; Vandervelde 2004).

Davis et al. (1993) show that the increased audit fees associated with increased non-audit fees that was found in prior research is attributable to additional effort.  Their finding is consistent with our result that the knowledge gained during the non-audit task is transferred to the audit task.  That is, from the non-audit services performed, the auditor is able to identify higher risk areas, and therefore, focus additional attention on such areas during the audit.  Further, the higher risk assessments given by the same auditor condition participants would likely lead to increased audit hours or change the nature of the testing using more experienced auditors, and thus, increased fees.

We also examine whether performing non-audit services impairs auditor independence leading auditors to make less conservative judgments or identify fewer audit deficiencies when their audit team performed both audit and non-audit services.  Our results show that, with respect to risk assessments, auditors were most conservative when they encountered negative cues while performing the non-audit task and that risk assessments under those conditions were more conservative than if the auditor did not perform the non-audit task.  Further, there was no difference in the conservatism of auditor risk assessments when the auditor was informed that the non-audit services were performed by his/her own firm versus performed by a different CPA firm.

This study has implications for regulators, market participants, auditors, and audit clients.  First, recent regulations prohibit the performance of most non-audit services by a company’s audit firm (SOX section 201).  However, the regulation was passed primarily based on market participants’ perceptions of auditor independence, without any direct evidence regarding independence in-fact violations.  In the period leading up to the prohibition of such services, public accounting firms lobbied against a ban arguing that the provision of non-audit services increased the quality of the audit due to the knowledge gained from the associated non-audit tasks. We provide evidence that some of the practitioner arguments have merit.   Second, this study provides evidence for auditors and audit firms regarding when knowledge transfer might occur so as to improve audit quality and overall client service.  Third, this paper provides evidence for audit clients as to when it might be beneficial to hire the audit firm to provide non-audit services and when it might negatively impact the auditor’s judgment.  While it can be argued that going forward this might only be significant for non-publicly traded companies, popular opinion suggests that for public companies the non-audit services provided will be repackaged and continued.  As noted in a recent press article:

“The large accounting firms can and still do offer consulting services for the audit clients on everything from tax planning to litigation support to executive-compensation practices.  The common misconception is that they don’t do any consulting anymore, says Jonathan Hamilton, editor of the Public Accounting Report.  That’s not true.  They’ve just called it other things,” (cf. Revell and Doris 2003).

For non-audit services permitted under SOX, the audit committees have the burden of approving any non-audit services provided by the company’s audit firm.  Our results provide information relevant to audit committees in making such decisions.

We examined knowledge transfer in the non-audit-to-audit context, and, specifically, in the identification of operational deficiencies and internal control weaknesses; however, we expect our results to apply to a variety of audit tasks.  For example, tax planning and litigation support non-audit services can provide relevant information that can be used in the financial audit of contingencies.  Further, in other accounting contexts such as managerial accounting, cross-functional job training could promote knowledge transfer between tasks and thereby improve performance on related tasks.


This study examined knowledge transfer in one direction (from a non-audit to an audit task), future research could examine whether performing the audit creates a comparative advantage in the performance of non-audit tasks.  In particular, would including information technology consultants on financial audits improve the quality/performance of the permitted information technology services provided?  This study was also designed to examine whether high risk (negative) factors encountered during non-audit services would influence auditors’ decision making.  However, since the auditors’ risk function leads auditors to attend to negative information more than to positive information, it is uncertain whether the observed result would hold for positive information.  Accordingly, future research could examine whether encountering positive or mitigating information while performing non-audit services influences audit planning and the interpretation of subsequent evidence gathered during the audit.  

Figure 1:Conditions
Participants in each group saw the following information and provided responses to all of the audit task judgments.

	Group
	Non-Audit

 Memo
	Non-audit

 Task
	Audit

Materials
	Internal Control

Weaknesses
	Potential

 Frauds
	Inv. Risk Assessment
	AP Risk

Assessment

	Same Auditor
	X
	X
	X
	X
	X
	X
	X

	Same Firm
	X
	
	X
	X
	X
	X
	X

	Different Firm
	X
	
	X
	X
	X
	X
	X

	Control
	
	
	X
	X
	X
	X
	X


Figure 2: Graph of Dependent Variables by Non-audit Service Provider (Type)
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Table 1: Audit judgments by experimental condition

Panel A: Descriptive Statistics 
	
	Level of Auditor performing Non-audit services 

	Dependent variable
	Control

n = 16
	Same Auditor 

n = 21
	Same Firm (in-group)

n = 24
	Different Firm 

(out-group)

n = 23

	Inventory risk
 (H1& H2)
	5.56

(1.55)
	6.67

(1.11)
	5.54

(1.93)
	6.04

(1.69)

	Accounts payable risk (H1& H2)
	5.44

(1.63)
	6.48

(1.47)
	4.88

(2.07)
	5.65

(1.64)

	Number of IC weaknesses

(H3)
	4.00

(1.21)
	3.32

(1.57)
	3.67

(1.80)
	3.87

(1.01)

	Number of frauds

(H3)
	3.25

(1.06)
	2.24

(1.48)
	1.96

(1.00)
	3.09

(1.00)

	Number of client risks

(H3)
	2.25

(1.57)
	2.64

(1.36)
	2.4

(1.27)
	2.26

(1.36)


Panel B: Tests of Hypotheses










Variable 
p-value
	H1a: 

H1b: 
	Audit judgments will be less conservative when the same audit firm provides both audit and non-audit services for the client vs. when the audit firm provides audit services only. (SEC)

There will be no difference in audit judgments when the same audit firm provides both audit and non-audit services for the client vs. when the audit firm provides audit services only. (CPA firms)


	Inventory
Accounts Payable
	0.88
0.96



	H2:
	The transfer of knowledge from non-audit to audit tasks will be greater when the same auditor performs both non-audit and audit tasks than when the tasks are performed by different auditors.
	Inventory 

Accounts Payable
	0.05
0.01

	H3:
	Auditors will identify fewer audit deficiencies when the same audit firm provides both audit and non-audit services than when a different audit firm provides the non-audit services.
	Frauds
IC weakness

Client risks


	0.01
0.32

0.63


References

107th Congress. 2002. Sarbanes Oxley Act of 2002. Available at: http://frwebgate.access.gpo.gov/cgi-bin/getdoc.cgi?dbname=107_cong_public_laws&docid=f:publ204.07

American Institute of Certified Public Accountants. 2003. Codification of Statements on Auditing Standards. New York, NY.

Ashbaugh, H., R. LaFond and B. Mayhew. 2003.  Do Non-audit Services Compromise Auditor Independence? Further Evidence.  The Accounting Review 78 (July):611-639.

Atkinson, R. K., A. Renkl, and M. M Merrill. 2003. Transitioning From Studying Examples to Solving Problems: Effects of Self-Explanation Prompts and Fading Worked-Out Steps. Journal of Educational Psychology 95 (December): 774-83.

Buckless, F. R. and S. P. Ravenscroft. 1990. Contrast Coding: A Refinement of ANOVA in Behavioral Analysis. The Accounting Review 65 (October): 933-45.

Davis, L, D. Ricchiute and G. Trompeter. 1993. Audit Effort, Audit Fees, and the Provision of Non-audit Services to Audit Clients.  The Accounting Review 68 (January): 135-150.

DeAngelo, L. E. 1981. Auditor Independence, ‘Low Balling’, and Disclosure Regulation. Journal of Accounting and Economics 3: 113-27.
Dopuch, N., R. R. King, R. Schwartz. 2003. Independence in Appearance and in Fact: An Experimental Investigation. Contemporary Accounting Research, Vol. 20 (Spring): 79-114.
Financial Wire. 2004.  No, What CalPERS Will Say at Disney Meet.  Financial Wire (February 26).
Frankel, R. M., M. F. Johnson, and K. K. Nelson. 2002. The Relation between Auditors’ Fees for Non-audit Services and Earnings Management. The Accounting Review 77 (Supplement): 71-105.

Gaynor, L. M. 2002. Investors’ Perceptions of Auditor Independence: The Effect of Disclosure versus Auditor Restrictions. Georgetown University Working paper.

Houston, R. W. 1999. The Effects of Fee Pressure and Client Risk on Audit Seniors’ Time Budget Decisions. Auditing: A Journal of Practice & Theory, Vol. 18 (Fall): 70-86.
Joe, J. R. 2003. Why Press Coverage of a Client Influences the Audit Opinion. Journal of Accounting Research (April): 109-133.

Johnson, V. E., and S. E. Kaplan. 1990. An Examination of Auditor Independence: Further Evidence on the Effect of System Design Practice on Auditor Judgment. Research in Accounting Regulation 4: 59-75.
King, R. R. 2002. An Experimental Investigation of Self-Serving Biases in an Auditing Trust Game: The Effect of Group Affiliation. The Accounting Review (April): 265-84.

Kinney, W. R., Jr., Z-V. Palmrose, and S. Scholz. 2004. Auditor Independence, Non-Audit Services, and Restatements: Was the U.S. Government Right? Journal of Accounting Research, Vol. 42 (June): 561-88.
Lynch, J. G., and T. K. Srull.  1982.  Memory and attention factors in consumer choice: Concepts in research methods.  Journal of Consumer Research (June): 18-37.

Mayer, R. E., and M.C. Wittrock. 1996. Problem-Solving Transfer, in D.C. Berliner and R. C. Calfee (eds.) Handbook of Educational Psychology. New York: Simon & Schuster Macmillan.

Morgenson, G. 2004. SEC Seeks Increased Scrutiny and New Rules for Accountants. The New York Times (May 11): C1.
Norris, F. Three Big Accounting Firms Assail SEC’s Proposed Restrictions.  The New York Times (July 27): C9.
Phillips, F., 1999.  Auditor attention to and judgments of aggressive financial reporting.  Journal of Accounting Research (Spring): 167-189.

Plumlee, R. D., and D. Snowball. 1987. Auditing Your Own System: Some Findings and Implications. Journal of Information Systems (Spring): 41-9.

Public Oversight Board. 2000. The Panel on Audit Effectiveness Report and Recommendations.

Rau , S., and D.V. Moser. 1999.  Does performing other audit tasks affect going-concern judgments? The Accounting Review (October): 493-508.

Revell, J. and B. Doris. 2003. The Fires That Won’t Go Out.  Fortune148 (October 13): 139.

Simunic. D. A. 1984. Auditing, Consulting, and Auditor Independence. Journal of Accounting Research, Vol. 22 (Autumn): 679-702.
Singley, M. K. and J. R. Anderson. 1985. The Transfer of Text-Editing Skill. International Journal Man-Machine Studies 22: 403-23.

Tajfel, H., and J. C. Turner. 1986. The Social Identity Theory of Intergroup Behavior. In Psychology of Intergroup Relations, Second Edition. Edited by W. Worchel and W. G. Austin. Chicago, IL: Nelson-Hall Publishers. pp. 7-24.

Turner, J. C. 1987. Rediscovering the Social Group: A Self-Categorization Theory. Oxford, UK: Basil Blackwell, Ltd.

Vandervelde, S. D. 2004. The Importance of Account Relations When Responding to Interim Audit Testing Results. Working paper.
Wines, G. 1994. Auditor Independence, Audit Qualifications and the Provision of Non-Audit Services: A Note. Accounting and Finance (May): 75-86.
� For purposes of this paper, nonaudit services and consulting services are considered to be the same. The term nonaudit services will be used throughout.


� Two types of independence are identified in the auditing standards.  First, the auditor must be “intellectually honest … and free from any obligation to or interest in the client;” that is, independent in fact (AU220.03, AICPA 2003).  Second, the auditor “should avoid situations that may lead outsiders to doubt their independence;”  that is independent in appearance (AU220.03, AICPA 2003).  This study focuses on auditors’ independence in fact. 


� Buckless and Ravenscroft (1990) address models with a single dependent variable.  In multivariate models, one would typically us MANOVA before conducting any univariate contrasts. Since we have multiple dependent measures of risk assessment we ran MANOVA before conducting our contrasts.  Based on Wilks Lambda and Roy’s Greatest Root the model is significant (F = 1.97, p = 0.07; F = 3.89, p = 0.01, respectively).  This adds robustness to inferences made from our contrasts.


� Given that open ended responses were counted to test H3, the authors independently coded the responses based on whether or not something on the participant’s list was a different item, versus listing the same item twice using different words and whether or not the participant was listing an item that addressed the question being asked (e.g., whether it was a fraud being listed on the fraud list versus an internal control weakness on the fraud list).  The authors agreed on at least 94% of items listed across internal control weaknesses, frauds, and client risks.


� Similar to footnote 3, since we have multiple dependent measures of audit deficiencies, we ran a MANOVA before conducting our contrasts.  Based on Wilks Lambda and Roy’s Greatest Root the model is significant (F = 2.76, p = 0.005; F = 7.86, p < 0.001, respectively).  This adds robustness to inferences made from out contrasts.


� In 2000, the SEC noted that auditing had declined to 30% of accounting firms’ revenue from 70% in 1977, while during the same period nonaudit services had grown from 12% to more than 50% of firm revenue (Morgenson 2004). 
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