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ABSTRACT:  Senior-level employees of CPA firms sometime leave the firms and accept employment with entities that their firms audit.  This is often referred to as the revolving-door phenomenon. Little empirical evidence is available regarding the impact that the revolving-door phenomenon has on perceptions of firms’ independence. Some believe that a break in service, a cooling-off period, is needed between employment with the firms and the clients to preserve CPA firms’ independence for future audits.   The study used members of state boards of accountancy to examine this issue. A between-subjects design was used.  Nonpublic companies were used in three experimental scenarios that included the revolving-door phenomenon with no cooling-off period, a one-year cooling-off period, and a two-year cooling-off period. Findings indicated that a one-year cooling-off period had a significant positive impact on perceptions of independence of a CPA firm and whether the CPA firm should have been allowed to perform the independent audit.  However, increasing the length of the cooling-off period from one year to two years failed to significantly change these results. A one-year cooling-off period is recommended to mitigate the negative impact of the revolving-door phenomenon.
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INTRODUCTION

This study identifies and compares the relative effects of three cooling-off period scenarios on State Board of Accountancy members’ perceptions of certified public accounting (CPA) firms’ independence and whether the firm should be allowed to perform the audit when non-public companies are involved in the revolving-door phenomenon. The revolving-door phenomenon occurs when audit clients employ former auditors, usually audit managers and partners of their current CPA firms, in key accounting positions. A cooling-off period is the time period of disassociation of the former auditor from the audit client’s CPA firm before accepting employment with the audit client. The revolving-door phenomenon was investigated due to its possible negative impact on audit firm independence. Accordingly, a cooling-off period was considered by this study as a means to mitigate the possible negative impact of the revolving-door phenomenon on CPA firms’ independence.  Over 25 years ago Imhoff (1978) estimated that 18.55% of auditors would accept employment with their former CPA firms’ clients. 
The Imhoff (1978) study was designed to evaluate CPA firms’ perceived independence impairments posed by the revolving-door phenomenon.  The perception of CPA firms’ independence was studied for bankers’ and financial analysts’ as one group compared with those of CPAs as another group.  The comparisons were made using hypothetical cases designed to permit the impact of two variables on perceived CPA firms’ independence to be evaluated:  (1) the time lapse between when the former auditor, now the client’s employee, audited the client and began working for the client; and (2) the position, supervisory or non-supervisory, now held by the former auditor who is now employed by the former auditor’s CPA firm’s audit client.  Evidence from the Imhoff (1978) suggested that both variables, in certain combinations, positively and negatively impacted both groups’ perceptions of CPA firms’ independence due to the presence of the revolving-door phenomenon.  As such, the Imhoff (1978) study and its design served as the prime underpinning for this research.
More recently the Independence Standards Board
 (ISB) acknowledged the existence of the revolving-door phenomenon and that it enticement often allows public accounting firms to recruit highly qualified audit staffs (ISB, Independence Standard No. 3, 2000, par. 24).  However, the Sarbanes-Oxley Act of 2002 requires a one-year cooling-off period
 for publicly held companies that employ their current CPA firms’ former auditors in senior-level accounting positions.  According to this Act, the employment of former audit team members with the public client raises independence concerns related to the CPA firms conducting the audit.  The Act indicates that CPA firms, whose former auditor accepts a position with an audit client as chief executive office, controller, chief financial officer, chief accounting officer or equivalent without a one-year cooling-off period, cannot continue to audit that client. This law contains a section that indicates that state boards of accountancy should make an independent determination of whether a similar requirement is necessary for CPA firms for non-public companies under their jurisdiction (Sarbanes-Oxley Act, 2002, sec. 209).   This study addresses issues relative to independence, the revolving-door phenomenon and a cooling-off period in the nonpublic company environment.  Since CPAs serving nonpublic entities are under the regulatory jurisdiction of state boards of accountancy as opposed to the SEC, perceptions of members of state boards are investigated.   State boards of accountancy have the legal responsibility to regulate the professional relationships between CPA firms and the firms’ non-public audit clients.  State boards of accountancy establish guidelines of independence and determine the services that CPA firms are allowed to perform for non-public clients within their jurisdiction. One of the purposes of such guidelines is to protect the investing public.  As such, state boards of accountancy are advocates for users of audited financial information.  CPA firms are required to follow the guidelines promulgated by state boards of accountancy.  Failure to do so could result in state boards of accountancy imposing sanctions or other penalties to include the revocation of CPA firms’ state licenses to practice.  As public regulators and advocates for users of audited financial information of non-public companies, state boards of accountancy members’ perceptions of audit firms’ independence are important—especially when non-public clients employ their current CPA firms’ former auditors in senior-level accounting positions. Therefore, members of state boards of accountancy were used in this study.  

The remainder of this 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 research design.  Final sections address research results, summary, conclusions, future research recommendations, and limitations.

BACKGROUND


Independence is the foundation of the attestation function.  The second general standards of generally accepted auditing standards (GAAS) indicate that “in all matters relating to assignment, an independence in mental attitude is to be maintained by the auditor or auditors" (AICPA, 2001, para.01). This section continues by indicating that “the auditor must be without bias with respect to the client under audit  since otherwise he would lack that impartiality necessary for the dependability of his findings, however excellent his  technical proficiency may be” (para. 02).

The primary reason for the clear directive that the auditor must be independent is to ensure that users of audited financial statements have confidence that they can rely on the auditor’s work.  Paragraph three indicates that “Independent auditors should not only be independence in fact; they should avoid situations that may lead outsiders to doubt their independence.” The revolving-door phenomenon is viewed by some as a significant threat to auditor independent.   On March 20, 2002, the Financial Executives International (FEI)
 recommended to the U.S. House of Representatives Financial Services Committee that companies adopt policies that restrict the hiring of engagement audit and tax partners, or senior- audit and tax managers, who have worked on the affected company’s audit for a period specified by the board of directors.  FEI believes that this period should be no shorter than two years (H.R. 3763: The Corporate & Auditing Accountability, 2002).

John H. Biggs, past Chairman and CEO of TIAA-CREF testified before the U.S. Senate Committee on Banking, Housing and Urban Affairs on February 27, 2002.  He indicated that the revolving-door phenomenon was one of several major threats to CPA firms’ independence. Specifically, Mr. Briggs’ cited as a threat to independence the existence of circumstances whereby the Chief Financial Officer, the Chief Accounting Officer, or any other financial manager is a former employee of the audit firm (Accounting and Investor Protection Issues, 2002, p. 4).    The Sarbanes-Oxley Act of 2005 shares this view. Mr. Biggs suggested that external audit firms should be rotated every five years.  He believes this rule would eliminate the revolving door that allows former auditors to become the top financial officers of the audited company” (Accounting and Investor Protection Issues, 2002, p. 6).

Other proponents of eliminating the revolving-door situation suggest that there may be a link between the revolving door phenomenon and noted recent corporate failures.   Grimsley (2002) reported in the Washington Post of February 19, 2002, that Enron
 hired its chief accounting officer from Arthur Andersen—the CPA firm used by Enron.  In addition, Grimsley (2002) reported that Global Crossing, which filed for bankruptcy amid allegations of improper accounting, had hired its former Arthur Andersen engagement partner as its senior vice-president for finance.   Situations such as these are not uncommon.  A senior audit manager from PricewaterhouseCoopers solicited a job as chief financial officer of a subsidiary of MicroStrategy while conducting the annual audit of MicroStrategy (Grimsley, 2002).  Hillebrand (2002) indicates that accounting firm partners now look for new jobs in industry with their audit clients when they reach their forties (Hillebrand, 2002).

There are those who support the revolving-door phenomenon.  James E. Copeland, representing the American Institute of CPAs (AICPA)
, in his March 14, 2002 speech before the United States Senate Committee on Banking, Housing, and Urban Affairs indicated that any restrictions on this revolving-door phenomenon “would impose unwarranted costs on the public, the client, and the profession.  Indeed, limiting the career opportunities of accountants would make the profession less attractive and make it more difficult for CPA firms to hire qualified people” (Accounting and Investor Protection, 2002, p. 2).  He indicated that this would be especially true for small to mid-sized CPA firms and would likewise affect these firms’ non-public clients accordingly.

As indicated earlier, the Sarbanes-Oxley Act of 2002 now requires a one-year cooling-off period for public companies that employ their current CPA firms’ former auditors in senior-level accounting positions.  State boards of accountancy and other regulators are currently exploring whether a similar requirement is needed for non-SEC entities.   This study explores this issue for non-public companies.

RESEARCH QUESTIONS

The objective of this exploratory study was to investigate whether a cooling-off period would influence State Board of Public Accountancy Members’ perceptions of CPA firms independence and whether the firm should be allowed to perform the audit  when non-public companies are involved in the revolving-door phenomenon.  The overall goal of this study was to provide a more complete understanding of the perceptions of members of state boards of public accountancy in regards to the impact that the revolving-door phenomenon had on CPA firms’ perceived independence.  To guide the research process, the following research questions were formulated.

RQ1     Does the presence of a cooling-off period affect state boards of accountancy members’ perceptions of CPA firms’ independence?

RQ2
Does the length of the time period of the cooling-off period affect state boards of accountancy members’ perceptions of CPA firms’ independence?  

STUDY DESIGN

This study used a between-subject design.  Three cases were developed with one version sent to each participant.  Cases were different only as it related to the cooling-off period mentioned.   Manipulation of the cooling-off period allowed the researchers to address the previously-mentioned research questions.

Participants

This study used active members of The National Association of State Boards of Accountancy
 (NASBA) as participants.   NASBA is the membership organization of state boards of accountancy in all 50 states, the District of Columbia, Guam, Puerto Rico, and the U. S. Virgin Islands. NASBA provided names and addresses of 357 active board members.   Past members of state boards of accountancy, usually referred to as associates, are allowed to remain members of NASBA for life.  However, this study only used current members of state boards of accountancy.  While a majority of active members are CPAs, public accountants and public members (non-CPAs) serve as state accountancy board members in many jurisdictions.   More demographics on the population are provided later.

Instrument, Variables and Pretesting

Three versions of a case were developed for this study.    The case involved a CPA firm, a former audit manager for that CPA firm and a non-public company.  The audit manager of the CPA firm had finished the yearly audit of the non-public company, resigned his employment with the CPA firm and accepted employment as chief accounting officer (CAO) for the non-public company.   The time frame of the case was manipulated whereby the audit manager (1) left the CPA firm and immediately became CAO for the non-public company; (2) left the CPA firm and went into private practice for a year then become CAO for the non-public company; (3) or left the CPA firm and went into private practice for two years, then became CAO for the non-public company.  

The independent variable for the study was the length of time the former audit manager had been disassociated from the audit firm before going to work as CAO for the non-public company; immediately (none), one year or two years.  This independent variable was entitled “cooling-off period.”  Two dependent variables were used.  The first dependent variable used, “independence,” was participants' confidence that the CPA firm performing the audit with the former audit manager as CAO was independent.  This variable was measured on an eleven-point scale from “no confidence” to “extreme confidence.”  The second dependent variable used,  “audit permission” was a  “yes” or “no”   variable where participants indicated  whether or not  the CPA firm should have been allowed to perform the audit given that the non-public company’s CAO is the past audit manager of the CPA firm.

Case scenarios were pretested with all members of a state board of accountancy in one state, and Ph. D. students who were also CPAs.  Pretesting resulted in a number of changes to the content of the case and instructions.  A second round of pretesting resulted in only minor changes.

State board of accountancy members were debriefed following pretesting,.  In debriefing discussions, board members were provided with all three scenarios and the manipulation was discussed in detail.  All board members indicated that the each case scenario provided sufficient information to answer related questions.   Board members indicated that they did not fixate on the possibility of alternative cases, or a “right answer”—they simply provided their views on the issues.   As noted later, the cover letter did not identify the specific manipulation or discuss alternative scenarios.  Hence, the manipulation variable appeared not to have been overly transparent, thereby minimizing the possibility of demand effect.
Data Gathering Process

Each member of the board of accountancy was mailed experimental materials.  The package mailed consisted of the following: (1) a cover letter; (2) one of three experimental scenarios randomly assigned; (3) a supplemental page with a manipulation check question and demographic variables; and (4) two envelopes.

The cover letter was designed to increase the response rate as were the use of regular stamps on the mailing envelopes and on the enclosed pre-addressed return envelopes (Monette, 1998). The item manipulated among the scenarios was not noted in the cover letter—participants were simply told that the study concerned CPA independence.  The letter of request had the endorsement of a vice-chairman of one of the 54 U. S. jurisdictions of state boards of accountancy.  The cover letter instructed participants to complete the attached case scenario, place it is the envelope marked “case”, seal that envelope, then complete the second phase of the activity which included the manipulation check and demographic variables.  All items were placed in a self-addressed stamped envelope.

The manipulation check asked participants to indicate the length of time between when the former auditor left the CPA firm and when he joined the non-public company as CAO; “Immediately (None)”, “One Year”, or “Two Years”.   The manipulation check was used to ensure that individuals completing the case clearly understood the independent variable.  Results for individuals who failed the manipulation check were not included in the findings.  The entire time needed to complete the research task was about 20 minutes.

Statistical Procedures and Methods

The mean response scores for the first question of the experiment were calculated and then compared for the three experimental groups.  The means were anchored between the no cooling-off period scenario group and the two-year cooling-off period scenario group.  The means of each group were compared using a Univariate Analysis of Variance (ANOVA) test.  This approach is consistent with the Lowe, Geiger, & Pany (1999) study that also considered perceptions of audit independence.  The Lowe et al. (1999) study also compared the mean scores of three independent groups.  ANOVA is the appropriate statistical technique to determine, on the basis of one dependent variable, whether there was at least one significant difference in group means’ response scores (Hair, Anderson, Tatham, & Black, 1998).  Although ANOVA allows the determination of whether there is at least one significant difference in groups’ means, it fails to pinpoint where the significant difference exists among the three groups (Hair, et al., 1998).  Therefore, a post hoc test was used.

Post hoc tests are used to “test for differences among all possible combinations of groups” (Hair, et al., 1998, p. 329).  An advantage of using a post hoc test is that Type I error rate is not as inflated as it would be if separate t tests were performed (Hair, et al., 1998).  This study used the post hoc test of Scheffé. 

The groups’ responses, to the second and last question of the experiment, which require dichotomous responses of “Yes” or “No,” were analyzed using Chi-square tests. The Chi-square tests considered the proportion of “Yes” and “No” responses for each of the three experimental groups.  The Chi-square test of frequency was used to determine whether there was a significant difference in the frequency of “Yes” or “No” responses among the three groups. The results of this test provided information about perceptions of CPA firms’ independence, as impacted by the revolving-door phenomenon, in performing annual audits of non-public companies. 

The foregoing dichotomous response question was designed to have the participant to make a decision based on the perceived-level of independence recorded for the first question.  This is consistent with the recommendations from the Orren (1997) report entitled The Appearance Standard For Auditor Independence:  What We Know and Should Know.  The Orren (1997) report was prepared on behalf of the AICPA in connection with the AICPA’s  presentation to the Independence Standards Board on Serving the public interest:  A new conceptual framework for auditor independence: The white paper (AICPA, 1997b).  The Orren (1997) report recommended that assessing perceptions of independence required a decision-type question along with a question of degree of perception of independence.

RESULTS

Response Rate Overview

The experimental instrument, along with a cover letter and questionnaire, were mailed to members of all 54 U.S. state boards of accountancy.  One-hundred-forty-three responses were received from that mailing.  A second mailing took place one month later.  After the second mailing, an additional 39 responses were received.  Considering the high overall response rate produced by the two mailings, it was concluded that additional follow-ups were not warranted. 


Table 1 provides an overview of the response rate.  A total of 357 research experiments were mailed to members of state boards of accountancy who were listed on the 2002 active membership roster of the National Association of State Boards of Accountancy.  There were 182 responses received.  This represented an unadjusted response rate of 51.0%.  However, of the total responses received 148 were considered usable, resulting in an adjusted response rate of 41.5%.  The 148 responses were fairly equally distributed among the three experimental groups.  The no cooling-off period group contained 50 responses. Both the one-year and the two-year cooling-off period groups consisted of 49 responses each.  


The 34 responses not used, which comprised 9.5% of the total mailed instruments, consisted of one undeliverable mailing, five respondents who were no longer members of state boards of accountancy, two respondents who did not complete the research instruments, and 26 respondents (14%) who failed the manipulation check.  Responses of those who failed the manipulation check were not considered in reported experimental results.  Having 14 per cent of respondents that failed the manipulation check as well eliminating these responses from the analysis are consistent with that of similar research (Lowe & Panty, 1995).
---Insert Table 1 here---

Demographic Information

The demographic characteristics of the respondents to the experiment are presented in Table 2.  The characteristics captured were (1) Professional Certification, (2) Educational Level, (3) Primary Employment, (4) Public Accounting Experience, (5) Board of Accounting Experience, (6) Gender, and (7) Age.  As can be noted in Table 2, there was a fairly equal distribution of respondents in each of the three experimental groups. 

------Insert Table 2 here-----


Each group had fairly equal levels of variance across the range of demographic characteristics and thus was fairly homogenous. Therefore, aggregated demographic information was presented for comparisons by group and in total for all three groups.
Information from Table 2 indicates that certified public accountants (CPAs) represented the majority, 80%, of the respondents.  This suggests that the participants were well qualified to provide perceptions of CPA firms’ independence.  In addition, the participants were mostly college trained with 97% having baccalaureate degrees or higher.  Fifty-nine percent marked CPA firms as their primary employment and 72% reported having over ten years of public accounting experience.

Table 2 data also indicate that the respondents’ state boards of accountancy experience levels were fairly evenly distributed with 59% having three or more years of experience as board members.  As related to gender, the majority (67%) were male members.  In addition, most of the respondents (97%) were 41 years of age or older.  The foregoing statistics suggest that the respondents’ state boards of accountancy experience, education levels, public accounting experiences, and their overall maturity of age provided them the wherewithal to make informed judgments about CPA firms’ independence.
Cooling-off period Perceptions—Confidence Levels of Independence

As indicated earlier, participants indicated their perceptions that the CPA firm was independent using an eleven-point Likert-type scale, anchored at 0 for No Confidence and 10 for Extreme Confidence.   Table 3 Panel A contains the results of the analysis of variance (ANOVA) that indicate that, at a 95% confidence level, there was at least one significant difference ( F = 12.726 and p = .000) among the mean-response scores of the three experimental groups of respondents.  The foregoing statistical finding suggests that respondents’ perceptions were influenced by the presence of a cooling-off period.  However, the ANOVA analysis does not indicate specifically whether the length of the cooling-off period impacted the perceptions of CPA firms’ independence by members of state boards of accountancy.  

Panel B of Table 3 provides data that indicate that the mean response score changed with the presence of a cooling-off period.  The mean response score of not having a cooling-off period (CP0) was 5.80.  For a one-year cooling-off period (CP1) and a two-year cooling-off period (CP2), the mean response scores were 8.08 and 8.27, respectively.  Thus, a comparison of CP0 with CP1 results in a 2.28 difference (5.80 to 8.08) and a difference of 2.47 can be observed for CP0 versus CP2 (5.80 to 8.27).

---Insert Table 3 here---

With an increase of one year in the length of the cooling-off period from one year to two years, the mean response score increased by .19, CP1 versus CP2 (8.08 to 8.27) and the standard deviation deceased by .47 (2.41 to 1.94).  The increase in the mean response score with the corresponding decrease in the standard deviation suggest that the two-year cooling-off period may have provided added assurance to more respondents that the CPA firm in question was independent than did the one-year cooling-off period.  However, the critical question is whether the difference in the means response scores of the one-year period versus the two-year period is significant.  

 As can be noted in Panel B of Table 3, when comparing the mean-response-score differences using the Scheffè Multiple Comparison Tests, the difference between CP0 and CP1 was significant, p = .000, as well as that between CP0 and CP2, p = .000.  However, the difference between CP1 and CP2 was not considered to be significant, p = .945.  

         The foregoing statistical findings failed to indicate that state boards members perceived that CPA firms’ independence would be enhanced by requiring a two-year cooling-off period as opposed to a one-year cooling-off period.  However, the data in Table 3, Panel B, suggest that members of state boards of accountancy perceived that CPA firms’ independence was enhanced by the presence of a cooling-off period of one year or two years (CP0 versus CP1, p = .000; CP0 versus CP2, p= .000) when non-public audit clients hire their current CPA firms’ former auditors in senior-level accounting positions.

Cooling-off period Perceptions—Regulatory-type Decision    


The dichotomous responses of CPA firms’ independence via the second question, were coded “0” for “Yes” and “1” for “No” for  each of the three experimental groups—CP0, CP1, and CP2.  The group responses were then analyzed using Chi-square tests to determine whether the presence or absence of a cooling-off period influenced a regulatory-type decision made by members of state boards of accountancy.

           Data in Table 4, Panel A, indicate that the results of the Chi-square tests were significant, Χ2 = 41.108, p = .000.   Accordingly, the approval rates, the “Yes” answers, were not the same among the three groups in Panel B of Table 4.  The no cooling-off period group (CP0) had a 58% approval rate.  The one-year group (CP1) and the two-year cooling-off period group (CP2) had approval rates of 88% and 84%, respectively.  

---Insert Table 4 here---

To consider further the differences among the group responses of “approval,” each of the individual Chi-square group-responses were examined in cross tabulating by group.  As can be noted in Table 4, Panel B, the approval rates’ difference was significant between CP0 and CP1, p = .001, as well as between CP0 and CP2 where the difference had a p value of .005.   However, the difference in the approval rates of CP1 versus CP2 was not significantly different, p = .568. 
The foregoing statistics indicate that there were two significant differences among responses of the three groups as related to the second question.  Thus it appears that the presence of a cooling-off period influenced members’ of state boards of accountancy decisions of determining whether a CPA firm should be allowed to audit a non-public audit client that had hired its current CPA firm’s former auditor as chief accounting officer (CAO).  However, increasing the length of the cooling-off period from a one-year period to a two-year period failed to result in a significant difference on the respondents’ decisions relative to question two of the experiment.  This can also be noted by the approval percentages of the two-year period (84%) being less than that for a one-year period (88%).  The decline in the approval rate between CP1 and CP2 (88% to 84%) reflects that respondents appear not to have valued the additional one-year length of the cooling-off period as a perceived enhancement of CPA firms’ independence.  Therefore, it appears that beyond a one-year length, the additional length of a cooling-off period had no effect on respondents’ perceptions of CPA firms’ independence.  

The experimental findings suggest that members of state boards of accountancy perceive that the presence of a cooling-off period enhances CPA firms’ independence when non-public audit clients employ, in senior-level accounting positions, former auditors of their current CPA firms.  Accordingly, the presence of a cooling-off period appears to have positively influenced the decisions of members of state boards of accountancy to allow CPA firms to perform annual audits of non-public audit clients that had employed their current CPA firms’ former auditors in senior-level accounting positions.  However, considering the length of a cooling-off period, a one-year period or a two-year period, the results failed to indicate that requiring a two-year period rather than a one-year period would significantly influence the perceptions of CPA firms’ independence by state board members.  Therefore, the findings suggest that a cooling-off period of one year is adequate to mitigate any negative impact that the revolving-door phenomenon may have on the perception of CPA firms’ independence.   

SUMMARY, CONCLUSION, AND FUTURE RESEARCH

This study was designed to determine whether the perceptions of members of state boards of accountancy were influenced by (1) the presence of a cooling-off period and (2) the length of a cooling-off period.  A cooling-off period is the time period of disassociation by the former auditor from the audit client’s current CPA firm before accepting employment with the audit client. The experiment that contained one of the three scenarios of a cooling-off period was mailed to each member of the 54 U.S. jurisdictions of state boards of accountancy.  There were 357 experiments mailed with 41.5% of the members providing usable responses.  The members of state boards of accountancy that responded appeared to have had the qualifications to make informed judgments about impact that the revolving-door phenomenon had on the perceived independence of CPA firms.

Only one manipulation was contained among the three experimental scenarios that were mailed to respondents.  This manipulation depicted one of the following conditions related to a cooling-off period:  (1) the absence of a cooling-off period, (2) a one-year cooling-off period, and (3) a two-year cooling-off period.  Responses were grouped based upon the manipulation of the cooling-off period.  This process resulted in three groups of responses.  Mean-response scores for the first question of the experiment were calculated and the proportions of “Yes” and “No” responses were calculated for the second and last question of the experiment.  Using a between-subjects design, analyses were conducted to determine whether there were significant differences, at a 95% confidence level, among the responses of the three experimental groups.

The mean-response scores for the first question represented respondents’ assessments of independence that a CPA firm had from its non-public audit client.  Responses were recorded on an 11-point Likert-type scale that was anchored at 0 for no confidence and 10 for extreme confidence.  Univariate Analysis of Variance (ANOVA) was used to determine whether at least one mean-response score was significantly different among the mean-response scores of the three groups.


The result of the ANOVA analysis indicated that there was at least one significant difference among the mean-response scores of the three groups of respondents—a no cooling-off period (CP0), a one-year cooling-off period (CP1), and a two-year cooling-off period (CP2).  The results from the ANOVA analysis suggested that the presence of a cooling-off period enhanced members’ of state boards of accountancy perceptions of CPA firms’ independence when non-public audit clients employ former audit managers from their current CPA firms as chief accounting officers.

Since the ANOVA test results indicated that there was at least one significant difference among the mean-response scores of the three experimental groups, the post hoc test of Scheffé was then used to determine where the significant difference(s) lie among the experimental mean-response scores.  The Scheffé test indicated that the difference between the mean-response scores of CP0 and CP1 and between CP0 and CP2 were significant at a 95% confidence level.   However, the difference between the mean-response scores of CP1 and CP2 was not significant.

The foregoing Scheffé test results of CP1 to CP2 suggest that increasing the length of a cooling-off period from a one-year period to a two-year period failed to provide a significant increase in the perception of CPA firms’ independence from members of state boards of accountancy.  However, the results of the Scheffé tests comparing the mean-response scores of CP0 to CP1 and CP0 to CP2 suggest that members of state boards of accountancy perceive that CPA firms’ independence is enhanced with the presence of a one-year or a two-year cooling-off period when non-public audit clients employ their current CPA firms’ former audit managers as CAOs. 


The second question of the experiment requested respondents to decide, using information in the experimental scenario, whether a CPA firm should have been allowed to perform an annual audit of a non-public audit client.  Respondents selected either a “Yes” or a “No” answer.  The approval rates, the “Yes” answers, were: (1) 58% for CP0, (2) 88% for CP1, and (3) 84% for CP2. 

The dichotomous responses of the second question for the three experimental groups of CP0, CP1, and CP2 were analyzed using Chi-square statistical tests.  The results of the Chi- square tests indicated that a significant difference existed between at least two of the three groups’ responses to the second question.  The significant difference suggests that the presence of a cooling-off period influenced a regulatory-type decision by members of state boards of accountancy in determining whether a CPA firm should be allowed to audit a non-public audit client that had hired its current CPA firm’s former audit manager in the position of CAO.


Chi-square statistics were calculated by the cross-tabulation of the responses for the second question by experimental groups. The Chi-square statistics indicated that there were significant differences between the responses of CP0 and CP1, as well as between CP0 and CP2.  However, the difference between CP1 and CP2 was not significant.  Therefore, it appears that the presence of a cooling-off period positively influenced members’ of state boards of accountancy decisions to allow CPA firms to perform annual audits of non-public clients that had hired their current CPA firms’ former audit managers as CAOs.  However, the results failed to indicate that requiring a two-year cooling-off period rather than a one-year period would significantly influence board members’ decisions to allow CPA firms to perform the annual audits of non-public clients that had hired their current firms’ former audit managers as CAOs.  The results of this study indicated that members of the 54 U.S. jurisdictions of state boards of accountancy perceived that the presence of a cooling-off period, a one-year or a two-year period, enhanced the perception of independence for CPA firms involved in the revolving-door phenomenon—non-public audit clients that employed their current CPA firms’ former audit managers as chief accounting officers (CAOs).  However, increasing the length of the cooling-off period from a one-year period to a two-year period failed to significantly impact members’ perceptions of CPA firms’ independence under similar circumstances. Therefore, it is recommended that state boards of accountancy consider requiring a cooling-off period before former senior-level auditors, e. g., audit managers, of non-public audit clients’ current CPA firms are allowed to accept employment in senior-level accounting positions, e. g.,  CAOs, with the non-public audit clients.

Results and implications of this study may be extended to address other revolving-door factors that impact CPA firms’ independence.  For example, future research could study whether the definition of the cooling-off period would change the effect of the cooling-off period on the perceptions of audit firms’ independence by members of state boards of accountancy.  The cooling-off period used in this study represented the time of disassociation by the former auditor from the client’s current CPA firm before accepting a position with the audit client.  This definition differs from that of the Sarbanes-Oxley Act of 2002.  The use of the Sarbanes-Oxley definition of a cooling-off period—the disassociation of the former auditor from the client’s audit team of the client’s current CPA firm—may produce different results.


In addition, other conditions of the experimental scenario could be used such as the size of the non-public audit client, the size of the CPA firm, and the nature of the positions involved in the revolving-door phenomenon.  In addition, other subjects could be studied such as bankers, investors, CPAs, members of boards of directors, and members of audit committees.


 Future research of assessing the impact that a cooling-off period may have to mitigate the influence on CPA firms’ independence from the revolving-door phenomenon could be studied using clients that are provided attest services other than that of auditing.   Since CPA firms’ independence is the cornerstone of the accounting/auditing profession, CPA firms’ independence should be studied for all attest services that may be involved in the revolving-door phenomenon.

Limitations

The results of this study must be interpreted in light of certain limitations.  One limitation affects the generalizability of the results.  The results of this study are limited to the perceptions of members of the 54 U.S. state boards of accountancy.  Therefore, the results may not be generalized to other groups.

Another limitation relates to the realism of the scenarios and the statements used in the experiment and on the questionnaire.  To provide for realism, the research instruments were pre-tested with members of a state boards of accountancy as well as with Ph.D. students who were also CPAs.  When considered necessary, the instruments were adjusted to reflect a more realistic condition.  However, it is not always feasible to include in the research instruments of an experiment and a questionnaire all of the information that would be relevant and available in real-world scenarios. 

Table 1.  The Response Rate Overview.

	
	Respondents
	Percentage of Total Mailing

	Total Mail Outs
	357
	100.0%

	Responses received
	182
	51.0%

	Unusable responses 
	   (8)
	 (2.2%)

	
	
	

	Failed manipulation check


	  (26)
	  (7.3%)

	Usable responses
	  148
	 41.5%




Table 2.  Experimental Demographic Information for Experiment’s Respondents.

_________________________________________________________________

Scenarios’ Groups
              Group 1     Group 2    Group 3         Total    Percent

Number is Group                                50
     49
           49
   148      100%
Professional Certifications

CPA
80%
76%
86%
119
80%

Non-CPA
16%
22%
14%
  26
18%

Not Reported
  4%
  2%
-----
    3     
  2%

Totals                                               100%        100%        100%
148      100%

Educational Level

Less than Baccalaureate
  4%
  4%
  2%
    5
 3%

Baccalaureate
62%
67%
71%
  99
67%

Master’s
12%
18%
20%
  25
17%

Doctorate
22%
11%
  7%
  19
13%

Totals                                               100%        100%       100%           148      100%

Primary Employment

CPA Firm
 54%
61%
61%
  87
59%

Public Accounting Firm
   8%
  6%
  8%
  11
  7%

Industry, Education, or Government
 20%
14%
12%
  23
16%

Others
 18%
16%
19%
  26
17%

Not Reported
------
  3%
-----
    1
  1%

Totals                                                100%       100%        100%          148      100%

Table 2 (continued). 

Scenarios’ Groups                          Group 1    Group 2   Group 3     Total    Percent

Public Accounting Experience

None
 22%
20%
  8%
  25
17%

Less than 1 year
   2%
-----
----
    1
  1%

1 to 5 years
   6%
  4%
  4%
    7
  5%

Over 5 years, less than 10 years 
   2%
  6%
  6%
    7
  5%

Over 10 years
 68%
70%
 82%         108
72%

Totals                                                100%       100%        100%          148      100%

Board of Accountancy Experience

Less than 1 year
 10%
 12%
   2%
  12
 8%

Over 1 year, less than 3 years
 36%
 20%
 43%
  49
33%

3 to 5 years
 14%
 31%
 22%
  33
22%

Over 5 years
 40%
 37%
 33%
  54
37%

Totals                                                100%        100%
100%        148      100%

Gender

Female
  34%
20%
  29%
  41
28%

Male
  62%
69%
  69%
  99
67%

Not reported
    4%
11%
    2%
    8
  5%

Totals
100%      100%
100%        148       100%

Age

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

25 to 40
   6%
  2%
   2%
   5
   3%

41 to 55
 42%
 51%
 41%
 66
 45%

Over 55
 52%
 47%
 57%
 77
 52%

Totals                                                100%        100%
100%       148        100%

____________________________________________________

Table 3. Analysis of Variance for Perceptions of Independence.

____________________________________________________________________


           (Scale:  0 for No Confidence to 10 for Extreme Confidence)

Panel A.  Comparison Among Groups
                                                            Sum of                       Mean             

Dependent Variable                            Squares        df          Square            F     p-value
How confident are

you that Bright CPA  

firm is independent

in performing the             Group           187.336         2        93.668      12.726       .000

2001 financial audit         Errors         1067.224     145          7.360

of Thomas Company?     Total           1254.560     147
Panel B. Multiple Comparisons Among Group—Means and (Standard Deviations)

Group                               Perception of Audit Firms’ Independence
No Cooling-off Period (CP0)                                                      5.80

   (3.52)

One-year Cooling-off Period (CP1)                                            8.08

                                                                                                    (2.41)

Two-year Cooling-off Period (CP2)                                            8.27

                                                                                                    (1.94)

Differences:       
CP0 versus CP1 (significant)              p = .000

                         
CP0 versus CP2 (significant)              p = .000 

CP1 versus CP2 (not significant)        p = .945

____________________________________________________________________

Table 4.  An Analysis of the Dichotomous Decision Responses.

___________________________________________________________________

Panel A.  Approval Rate.

Would you have allowed Bright CPA firm to perform the 2001 financial audit of Thomas Company?    Yes                  No              

Scenario Group                                              Approval Rate (Yes Answers)

No Cooling-off Period (CP0)                                             58%

One-year Cooling-off Period (CP1)                                    88%

Two-Year Cooling-off Period (CP2)                                  84%

Significant Levels

                     Χ2  = 41.108                                   p = .000

Panel B.  Multiple Comparisons Among Groups for the Dichotomous Responses of

               Questions Two.

Group Differences Analyzed

        CP0 versus CP1 (significant)                            p = .001

                    CP0 versus CP2 (significant)                            p = .005

                    CP1 versus CP2 (not significant)                      p = .568
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Sarbanes-Oxley Act of 2002. 107th Cong., 2nd Sess., Report 107-610, 1 (2002).
� The ISB was the private sector standard-setting body that governed the independence of auditors as related to their public company clients.  The ISB dissolved itself on July 31, 2001.


� A cooling-off period is a time period when the former auditor has disassociated himself/herself from the prospective audit-client employer whose current audit firm is also the audit firm of the former auditor. Some define the auditor’s disassociation as an absence from the audit firm; while others define the disassociation as an absence from the audit team that performs the audit of the audit client in question.  It appears that the Sarbanes-Oxley Act of 2002 uses the latter definition of disassociation.  For this study, the former definition is used.  


� FEI is the leading advocate for the views of corporate financial management.  FEI is reported to represent 15,000 CFO’s, controllers, and treasurers worldwide.


� According to its fact sheet, Enron was one of the world’s leading energy commodities and services companies with 14,000 employees and revenues of $101 billion in year 2000.  However, due to alleged accounting fraud, Enron failed for bankruptcy on December 2, 2001.  


� The AICPA is the premier national organization exclusively for CPAs.  The AICPA promulgates rules and regulations that are to ensure that its 330,000 members, and the accounting profession at large, provide the investing public with quality accounting services.  Members that violate the rules and/or the regulation of the AICPA can be sanctioned and/or expelled. 


� The National Association of State Boards of Accountancy is the national organization for which state boards of accountancy generally hold membership.





