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The downfall of the accounting profession during the 1990s and early 21st century wasn’t just the result of the failures of companies like Enron, WorldCom and Arthur Andersen, but the actions of the accounting industry as a whole.  The Big 4 and other large multinational firms were acting more like reckless teenagers than time honored professionals.  Auditors are supposed to serve as gatekeepers so the investing public can have confidence that they are basing their investment decisions on fairly stated financial information.

Unfortunately, the accounting industry failed investors throughout the 1990s not only because of poor audits but also because of the flawed system of internal governance within the big accounting firms.  For example, the incentive structure that had been set up made it virtually impossible for the auditor to be independent.  This led to a shift of power from the auditor to the client.  Also, regulatory “commodificaton” and the creation of LLPs led to a lack of accountability for the firms’ governance.  Ultimately, this led to the loss of reputation for the accounting industry.

Partnerships and Duty of Care

Since all of the big accounting firms switched to LLPs during the 80s and 90s, firm dependence switched from the firm’s management to the auditing partner.  This led cozier relationships between the audit partner and the client.   Ultimately they became “captured”.  The auditor was now unwilling to give a negative report back to the client or the firm for fear that the client would no longer want the audit firms consulting and other more profitable business services.  


Before legislation that allowed companies to form as LLPs, most accounting firms were set up as general partnerships.  This form of organization worked well when firms were small and all the partners knew each other.  Part of the fallout of the Savings & Loan failures during the 80s was the creation of LLPs for many professional service occupations, including accountants.  This limited liability caused the individual partners to go largely unsupervised and the clients knew this.  In fact they counted on it to exert pressure upon the partners to make sure they get an unqualified opinion.  This led to audits becoming less and less reliable.

SEC Rules Regarding Auditor Independence


After the passage of the Securities & Exchange Act of 1933 & 1934, the SEC has relied upon auditors to serve as gatekeepers for the investment community.  Strict liability and negligence-like cause helped reinforce the gate-keeping function.   Any participation in fraud with the client was outweighed by the loss of reputation, and business, that litigated exposed.  

It used to be that clients wanted completely “independent” audits because it enhanced their credibility.  If a company obtained an unqualified audit opinion, it could obtain capital easier and for less.  Also, a company could have serious repercussions if it was fired by the audit firm.  Firing a client could enhance the audit firm’s reputation as a no-nonsense, professional entity with the upper hand in the relationship between client and auditor.

Although employments relationships were prohibited by the SEC Acts, consulting services were not.  Section 2-01 set forth general guidelines for independences but not specific acts or services.  Arthur Andersen prepared and audited internal financial reports for Enron. Rule 2-01 allowed it to perform both jobs and maintain independence, as long as the time spent by accountants in internal auditing  didn’t exceeded 40% of the total hours that the client spent on all the internal audit service in that year.

Auditor independence is impaired when the auditor prepares and audits his own work, but prior to the passage of Sarbanes-Oxley Act, this was allowed, if the client management informed audit and Board of Directors about the maintenance of internal accounting control. These rules were based on the faulty assumptions that the auditor and the client could maintain their independence and still perform high quality work.

Theory Meets Reality
An independent audit was one that was certified to have met highly technical auditor independence rules. The auditor independence rules required that a certifying audit firm receive only a small portion of its revenue from the audit of any particular company. To meet this requirement, the firm had to expand; hence, they did it by merging with other accounting firms, which led to “the big four” out of “the big thirteen”. Arthur Andresen claimed its independence in case of Enron scandal on this basis. 

Due to fewer number of accounting firms, public companies that needed SEC-certified audits faced a diminishing set of service providers from which to choose. Over the time, the importance of auditors’ reputations decreased and ironically, the independence rules were partially responsible for this decline. 

When audit partnerships adopted limited liability for professionals, the incentive to engage in monitoring and to maintain tight system of corporate governance diminished simultaneously with the diminution in perceived litigation risk. The result has been a decrease in their incentive to monitor their peers, especially if such monitoring is constructed as supervision, can result in liability for monitoring partners. Client satisfaction, rather than maintaining the reputation of the accounting firm became more important, for both retaining the client and self-career advancement, which led to decline in the quality of audits. 

Possible in house jobs create additional incentives for auditors to care more about the client than about the integrity of the audit services being provided. Introduction of consulting services into the audit firm contributed to the shift in the balance of the power from the auditor to the client. Consulting services enjoyed a higher profit margin than did auditing; hence, auditing was used as a tool to capture the consulting service. Similarly, dishonest and over aggressive audit clients rewarded cooperative auditors, who yield to their client preferences on the accounting treatment, with more consulting business. 

In real world it is difficult for an audit client to fire its auditor because it invites potential public embarrassment and potential SEC intervention, however if the client is both audit and consulting client, the client can easily terminate the auditor as a consultant, which requires no disclosure and invites no SEC oversight. Hence, all of these factors combined to make the auditor “independence” a mirage.

 In some cases, advice was not provided to client, presumably, out of fear that the client would hire another auditor. In the class action civil suit against Enron, the document suggested that Arthur Andersen knew, was concerned about, yet covered up or ignored fraudulent accounting practices by Enron. Andresen decided to continue to work with Enron and manage its engagement risk, listening to Enron’s management in order to make the financial statements look good. It seems doubtful this situation would have existed if the firm had been operating under a legal regime in which partners were jointly and severally liable for the negligence.

Most of the public companies have honest managers, who are constrained by an independent moral commitment. However, in all of the cases the accounting firms can no longer be trusted to place their long-term incentives to safeguard their reputations above their short-term incentives to earn audit and consulting business from the particular client.

The Sarbanes-Oxley Accounting Reforms

The Sarbanes-Oxley Accounting Act is to date the most significant set of reforms that dealing with corporate governance failures. The act was signed into law in July 2002 to regulate conflicts of interests and issues in the accounting profession. The most significant three of these reforms are the creation of the Public Company Accounting Oversight Board (the Board), establishing new standards for auditing firms and setting new standards for auditor independence. 


The Board is an “entirely new nonprofit entity” that has been granted power to set rules and regulate public accounting firms. The Board is set to ensure the interests of investors and public and the independence of audit information. The Act also directs the Board to set standards for the auditing reports, inspect registered public accounting firms, conduct investigation and impose sanctions, if necessary. 


The second most important reform is establishing new standards for audit firms, such as requiring the Board to establish standards for auditing, quality control, independence, and ethics. To address the lack of monitoring between peers because of the LLP legislation, the Act also set specific requirements, such as establishing partner peer review and maintaining work papers that support the conclusion in the audit reports. ,  


Third, the Act sets new standards for auditor independence. Besides setting limits on the types of services that auditing firm can offer, the Act also requires the rotation of audit partners on client accounts.


In the past, companies hired an outside accounting firm for its professional service, reputation and honesty.  However, over time accounting firms began to sell their audit commodity with other profitable services. After successfully lobbied for limited liability, non-audit partnership had less incentive to supervise the work of their peers. The result was client capture where the clients have the biggest power. The Sarbanes-Oxley Accounting Act is believed to have corrected the previous audit firm governance issues. However, until “a lead audit partner for a big accounting firm” can fire a dishonest client in confidence, the effect of client capture and audit firm governance issues will still remain. 
