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selection, rotation and retention of independent auditors.
However, this writer feels that it would ke better for the
accounting profession to implement a policy of rotation of
auditing firms among clients voluntarily rather than have
such a policy imposed upon the profession by an outside
agency, be it the United States Congress or the Securities

and Exchange Commission.



Chapter 1

INTRODUCTION

The accounting profession as a whole has been re-
ceiving more and more attention from several sectors of the
business environment, including the Securities and Exchange
Commission and the government. This attention has been
directed toward a study of the accounting practices of
publicly owned corporations and their auditors by the United
States Senate Subcommittee on Reports, Accounting and Manage-

ment. The results of this study, known as The Accounting

Establishment, and other inquiries into the practices of

the accounting profession are indicative of the need for the
accounting profession to consider possible areas of self
regulation. The area which is being explored here is the

selection, rotation and retention of independent auditors.

Reliance of Businesses on Accountants

For years the accounting profession has been grow-
ing at a rapid pace. The amount of work carried out by
accounting firms has increased significantly over the past
ten years. As businesses grow from small concerns to multi-
level organizations, their need for competent accountants

grows also. Once a business firm establishes a working



relationship with a competent accounting firm, the tendency
is for that business to continue the good relationship as
long as possible. Accountants also lean toward maintaining
the relationship with good, longstanding clients.

On the surface, there is nothing wrong with the
building up and maintaining of good, successful business
relationships between clients and accountants. However,
over a period of time, it may become evident that manage-
ment is exercising some influence over the independent
accountant's audit procedure. This might tend to reduce

the auditor's degree of independence and his objectivity.

Company Formation of an Audit Committee

Ar accountant is generally engaged to examine the
financial statements of a company and issue an objective
opinion on those statements. The board of directors of any
company places heavy emphasis on the statements and accom-
panying opinion of the outside auditor. As the directors
of the company receive more pressure from the company stock-
holders to examine management's activities and safeguard
the company assets, the board of directors in turn looks to
the outside, independent auditor for help in examining the
financial statements and consequently, the activities of
management.

To enable the board of directors to better under-
stand the function of an independent outside auditor and

the work which he performs for the company, many companies



have established what is known as an audit committee. Audit
committees help directors of a company to examine closely
the audit function and to understand the importance of an
independent audit. Directors become more aware of the dif-
ference between management, which operates the business, and
the board of directors, which checks on management and
determines broad policy.

The use of an audit committee to better serve the
interests of companies and their stockholders has received
considerable attention. In January of 1977, the New York
Stock Exchange issued an "Audit Committee Policy Statement”
in which a definite date was set for the formulation of an
audit committee by each domestic company listing common
shares of stock on the New York Stock Exchange. The audit
committee must be formed no later than June 30, 1978.l

Audit committees mainly do two things. The first
responsibility is to examine the outside auditor's manage-
ment letter. The second responsibility is to appoint the
independent auditor for the firm. New members of audit com-
mittees frequently find that once this second responsibility
is carried out, there is opposition to changing the appointed
outside auditor. The question arises as to why this should

be the case. Do companies want long, continuing management-

lR. K. Mautz and F. L. Neumann, Corporate Audit
Committees: Policies and Practices (Altamonte Springs,
Florida: The Institute of Internal Auditors, Inc., 1977),
p. 19.




auditor relationships in order to influence the auditor?
Or are companies opposed to changing auditors for other
reasons?2

The interests of the stockholders, which the board
of directors is elected to protect, is best served by the
examination of the statements by a completely independent
auditor. Some companies are therefore considering the
question of adopting a policy of rotating the Certified
Public Accounting firms which serve them as independent
auditors.3 Such a policy could affect the accounting pro-
fession considerably. Rather than leaving the adoption of
such a policy to industry, which auditors serve, it would
appear to be better to have the accounting profession

investigate the need for the rotation of auditors.

SEC Practice Section of the AICPA

The American Institute of Certified Public Account-
ants has addressed itself to the problem of improving the
practice of accounting before the Securities and Exchange
Commission. In September of 1977, the Council of the AICPA
adopted a resolution which established a new division of
the AICPA. The division is composed of a "SEC Practice Sec-
tion" and a "Private Companies Practice Section." Both of

these sections have similar objectives.

2Robert K. Mautz, "Rotation of Auditors," Financial
Executive, Vol. 42 (July, 1974), pp. 48-49.

3Ibid.



The SEC Practice Section has set forth the follow-
ing four objectives:

1. Improve the quality of practice by CPA firms
before the SEC through the establishment of
practice requirements for member firms.

2. Establish and maintain an effective system of
self-regulation of member firms by means of
mandatory peer reviews, required maintenance
of appropriate quality controls and the im-
position of sanctions for failure to meet
membership requirements.

3. Enhance the effectiveness of the section's
regulatory system through the monitoring and
rvaluation activities of an independent over-
sight board composed of public members.

4. Provide a forum for development of technical
information relating to SEC practice.4

Several requirements for membership of CPA firms in
the SEC practice division were set forth by the AICPA. The
following requirement ties in closely with the second ob-
jective stated above which calls for an effective system of
self-regulation:

Assign a new audit partner to be in charge of

each SEC engagement which has had another audit
partner in charge for a period of five consecutive
vears and prohibit such incumbent partner from re-
turning to in charge status on the engagement for
a minimum of two years. . . .o
This requirement establishes a policy of mandatory rotation
of the audit partners which is one step toward a form of

self-regulation. However, it is possible that the account-

ing profession should go further in the area of

4"The AICPA Division of CPA Firms," The Journal of
Accountancy, Vol. 144 (November, 1977), p. 113.

SIbid.




self-regulation. The profession should examine whether or
not the rotation of auditors, that is, audit firms, should

be adopted within the accounting profession as a whole.

The Nature of the Problem

The overall problem of this study is to determine
whether or not a policy of rotation of auditors should be
considered by the accounting profession as a whole. The
questions which immediately arise are primarily the follow-
ing:

1. What are the advantages of rotating auditors?

2. What are the disadvantages of rotating audi-

tors?
These two areas are explored and discussed through a review
of the professional literature. In addition, a question-
naire, to be explained later, presents the opinions of con-
trollers and CPAs regarding the selection, rotation and re-
tention of independent auditors.

If some companies feel that accountants are compro-
mising their professional standing by maintaining long-
standing relationships with clients, then it is necessary
to look at a way to re-establish the outside auditor as a

completely independent examiner of financial statements.

The Scope of This Study

This study is oriented toward the accounting pro-

fession as a whole within the United States. Practical



considerations necessitated the restrictions placed on the

scope of this study.

Limitations of the Study

This study is limited to gathering the opinions of
the controllers of the five hundred largest industrial
companies in the United States and a select group of CPA
firms. 1In order to determine whether or not there should
be a policy regarding rotation of auditors, it is necessary
to gquestion those persons in industry who deal with audi-
tors as well as the auditors themselves.

The field of empirical research has been limited to
the controllers of the five hundred largest industrial
companies on the basis that they represent the largest
businesses in the United States. In addition, it is their
close associations with independent accountants which give
rise to concern by third parties over their possible influ-
ence over independent auditors. These five hundred com-
panies collectively are in a good position to exert influ-
ence from the business sector over the general practices
and procedures of the accounting profession as a whole. A
previous study of auditor changes done by John C. Burton
and William Roberts explained their use of the Fortune's
500 list as follows:

Fortune's 500 list was used because it included

the bulk of the unregulated large corporations

which require auditor's opinions. We felt that
large firms were crucial in considering the public



interest associated with the attest function, both
because they control a substantial proportion of
the country's resources and because their economic
power over public accounting firms is potentially
the greatest.®

The second group of opinions is gathered from a
small group of CPA firms known as the "Big 8" and the "Big
7." According to the Senate Subcommittee on Reports,
Accounting and Hanagement, the "Big 8" firms are very
powerful and influential. The "Big 7" are also important
but not nearly as large. The report of the subcommittee

stated the following:

These eight firms are so big and influential in
relation to other accounting firms that they domi-
nate the practice of accounting in the United States
and probably throughout the world.

The influence exercised by the "Big 8" firms
far exceeds that which might be expected from the
number of CPAs working for them. Only about 11 or
12 percent of the nation's estimated 160,000 CPAs
are associated with "Big 8" firms, but their influ-
ence is magnified because their clients are the
largest and wealthiest corporations in the United
States. Because of their large size, the "Big 8"
firms exercise substantial influence directly on
accounting practices promulgated or approved by the
Federal Government. They also exercise substantial
indirect influence through the American Institute
of Certified Public Accountants (AICPA), which they
control, and through the accounting practices fol-
lowed by their corporate clients.’

6John C. Burton and William Roberts, "A Study of
Auditor Changes," The Journal of Accountancy, Vol. 123
(April, 1967), p. 32.

7U. S., Congress, Senate, Subcommittee on Reports,
Accounting and Management of the Committee on Government
Operations, The Accounting Establishment: A Staff Report,
S. Doc. No. 95-34, 95th Congress, 1lst Session, 1977 (Wash-
ington, D. C.: Government Printing Office, 1977), pp. 4-5.




In selecting the controllers of the five hundred
Jargest industrial companies and the "Big 8" and "Big 7"
firms, the results of the survey reflect the opinions of
the persons who use the largest auditing firms as well as
tne opinions of those who perform the work. Of the 500

companies surveyed, 495 or 99% of them are audited by the

"Big 8" and the "Big 7" CPA firms.

Limitations of a Questionnaire

The questionnaire distributed in this study is sub-
ject of the limitations inherent in the questionnaire
technique. Such limits include the interpretation of
gu=stions differently by respondents, the confusion over
terminology used and the possible result of a poor response
rate. The advantages of a questionnaire are twofold. It
allows a researchers to contact persons over a large geo-
graphical area. In addition, the guestionnaire allows a
respondent to reply to the questions at his own conveni-

enace.

Objectives of This Study

The objectives of this study are threefold:

1. To examine the advantages and disadvantages
of the rotation of auditors.

2. To survey accountants in public practice and
controllers in industry for their opinions

on a policy of rotation of auditors, and
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3. To examine the results of the survey and
determine whether or not the accounting
profession should adopt a policy which re-
quires rotation of auditors. |

The accounting profession is constantly growing

and changing, as is the overall size of industry. As a
result of theyincreasing size of business and the greater
need for audits performed by certified public accountants,
the pressures felt by accountants have increased. It may
therefore be necessary to consider the adoption of a

policy within the accounting profession regarding the rota-
tion of auditors among companies. This study is aimed at
helping the accounting profession decide whether a policy

of rotation of auditors is needed.

Research Methodology

This study begins to look at the subject of rota-
tion of auditors by examining the advantages and disad-
vantages of such a policy. By studying the édvantages and
disadvantages, a more thorough understanding of what such
a policy means was made clear. This first objective was
accomplished by examining %aterial already published. The
results of this research are presented in Chapters 2 and 3.

In preparation for achieving the second objective
of surveying accountants and controllers for their opinions,

a questionnaire was formulated for each group which ex-

plofed the practices of selecting, rotating, and retaining
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independent auditors. 1In addition, the questionnaires
asked for opinions as to whether a policy of rotation of
auditors should be adopted by the accounting profession.
The questionnaires were submitted to the controllers of
the Fortune 500 companies and to a select group of CPA
firms to obtain their opinions. The questionnaires along
with the transmittal letters are presented in Appendix A.

The guestionnaire for the controllers was sent to
each of the controllers of the companies included in the
Fortune's 500 grouping. A list of these companies is pre-
sented in Appendix B. The guestionnaire was mailed
March 1, 1978. All useable responses received on or before
March 31, 1978, were included in the results which were
processed by a computer program. The total responses were
339; the response rate was 67.8%. Of these 339 responses,
335 were useable. Four respondents stated an inability to
participate in the survey.

The questionnaire for the CPA firms was sent to a
partner in charge in the home office of each of the "Big
8" and "Big 7" firms. The firms in the "Big 8" grouping
are as follows: |

Arthur Andersen and Company

Arthur Young and Company

Coopers and Lybrand

Ernst and Ernst

Haskins and Sells

Peat, Marwick and Mitchell and Company
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Price Waterhouse

Touche Ross and Company.
The firms that compose the "Big 7" group are as follows:

Alexander Grant and Company

Hurdman and Cranstoun

J. K. Lasser and Company

Laventhol and Horwath

S. D. Leidesdorf and Company

Main Lafrentz and Company

Seidman and Seidman.
The questionnaire was mailed March 10, 1978. A follow-up
gquestionnaire was mailed April 24, 1978. All useable
responses received on or before May 24, 1978, were included
in the results which were tabulated by the researcher. The
total responses were 10; the response rate was 66.67%. The

results of both questionnaires are presented in Chapter 4.

Preview to This Study

In Chapter 2 the various advantages of a policy of
rotating auditors are discussed. The disadvantages of a
policy of rotating auditors are discussed in Chapter 3. A
guestionnaire exploring the selection, rotation and reten-
tion of independent auditors was submitted to both indus-
trial firms and CPA firms. The results of these question-
naires are presented in Chapter 4. Summary and concluding

remarks are presented in Chapter 5. Appendix A contains



the questionnaires and transmittal letters. Appendix B
contains the list of the Fortune 500 companies to which

the questionnaire for the controllers was sent.

13



Chapter 2

THE ADVANTAGES OF THE ROTATION
OF AUDITORS
When considering a policy such as rotation of audi-
tors, it is necessary to understand, discuss, and question
the advantages and disadvantages of such a policy. In
this chapter, the advantages of rotation of auditors will
be explored. What exactly would be considered the benefits
of a policy of rotation of auditors?
The advantages of a policy of rotation of auditors
are as follows:
1. Maintenance of independence,
2. Presenting the client with a fresh point of
view, and
3. Possibly reducing litigation against account-
ants.

Each of these advantages is discussed in this chapter.

Maintaining Independencve

The first and most often discussed advantage of
rotating auditors is the maintenance of independence. Not
only the maintaining of independence, but the strengthening

of independence is viewed as a primary benefit of rotation

14
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of auditors. Why is this so? Why is independence so im-
portant?

Independence is considered to be the cornerstrone
of the accounting profession. The reason is that people,
that is, third parties, look to accountants to issue
opinions that are fair and unbiased with regard to the
financial statements of a company. Accountants, specific-

ally auditors, cannot do that unless they are independent.

What Does It Mean to be Independent?

Webster's Dictionary defines independence as "the

quality or state of being independent" and independence as

"not subject to control by others; self—governing."l How

do others view independence?

Independence as Viewed by the AICPA

The American Institute of Certified Public Account-
ants has issued a Code of Professional Ethics which guides
certified public accountants in their professional conduct.
The Code of Professional Ethics helps accountants to govern
themselves. The AICPA has an Auditing Standards Executive
Committee which issues Statements on Auditing Standards.
These auditing standards are adhered to by certified public

accountants. The AICPA's primary set of standards are known

1 . s
Webster's Seventh New Collegiate Dictionary
(Springfield, Mass: G. and C. Merriam Co., 1963), p. 426.
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as generally accepted auditing standards and are composed
of general standards, standards of field work and stand-

ards of reporting. Of the general standards, the second

one is perhaps the most important. It is as follows:

In all matters relating to the assignment,
an independence in mental attitude is to be main-
tained by the auditor or auditors.?2

The AICPA does on to describe what is meant by this general

standard on independence.

This standard requires that the auditor be
independent, aside from being in public practice
(as distinct from being in private practice), he
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. However, independence does
not imply the attitude of a prosecutor but rather
a judicial impartiality that recognizes an obliga-
tion for fairness not only to management and owners
of a business but also to creditors and those who
may otherwise rely (in part, at least) upon the
independent auditor's report, as _in the case of
prospective owners or creditors.

The discussion of this standard continues by emphasizing the
need for the public to remain confident in the auditor's
independence. The profession's code of ethics contains
precepts which guard against any assumption of the loss of
independence by an auditor. Basically, the AICPA views in-

dependence in the following manner:

2American Institute of Certified Public Accountants,
Statement on Auditing Standards: Codification of Auditing
Standards and Procedures (New York: American Institute of
Certified Public Accountants, 1973), p. 5.

3

Ibido 14 pp- 8—9.
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To be independent, the auditor must be in-
tellectually honest; to be recognized as inde-
pendent, he must be free from any obligation
to or interest in the client, its management,
or its owners. . . . Independent auditors
should not only be independent in fact; they
should avoid situations that may lead outsiders
to doubt their independence.?% ’

Having reviewed the AICPA standard regarding inde-
pendence, it is useful to look at other meanings and inter-
pretations of independence as it relates to accountants in
order to understand more fully why accountants place so

much importance on this one facet of professional conduct.

Independence as Viewed by Third Parties

It is interesting to take an historical look at how
the public--that is, third parties--have perceived account-
ants and independence over the years. Third parties are
defined, for the purposes of this discussion, as those
people who are "providing or using relevant, timely and
verifiable information which is free from bias, but who are
not acting as spokesman for the AICPA or the Securities and
Exchange Commission."5

The viewpoint of third parties can be segmented into
three periods of time. The first era is the pre-World War I

time period. During this period, detection of fruad was the

primary purpose of the nineteenth century auditor.

4Ibia.

5Robert E. Schlosser, "An Historical Approach to
the Concept of Independence," The New York Certified Public
Accountant, Vol. 39 (July, 1969), p. 522.
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Independence was conceived as denoting "disinterestedness"
or "outsiderness." This was all that was necessary to
detect fraud. 1In the early 1900's, the idea of independ-
ence in fact began to develop. If an auditor was inde-
~pendenf, it was necessary for him to have integrity,
honesty, and freedom to express his opinion when certify-
ing a company's financial statements. Without the integ-
rity and honesty, the presence of independence meant
nothing to third parties.6

The second era of the public viewpoint of independ-
ence is marked by the years from World War I to the Depres-
sion. During this era the idea of independence meaning
integrity and honesty grew. Detection of fraud was still
considered the main purpose of an audit. However, in the

early 1930's, an article in the Journal of Accountancy

talked about the fact that since railroads were audited by
the Interstate Commerce Commission, it was not usual for
them to use independent audits. However, the underlying
idea expressed in the article was that an auditor's inde-
pendence guaranteed honesty and integrity which was needed
to make audits of value and full compliance was supported.
Independence is now developed to mean having integrity and

honesty, not only "disinterestedness."7

®1bid., pp. 522-523.

7Ibid.
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The third era takes up the period of the Post
Depression years. There were two significant developments
which occurred in the early 1930's. First, the Securities
Act of 1933 and Securities Exchange Act of 1934 stated re-.
quirements for independent auditors. Second, the New York
Stock Exchange called for independent audits of all com-
panies listed on the exchange. These two events put new
pressures on public accountants. They now had to compose
generally accepted accounting principles to which the New
York Stock Exchange companies should conform. Here the con-
cept of independence for an auditor takes on the aspect of
someone who can objectively apply accounting principles as
well'és detect fraud.8 ‘ | o |

With the formulation of the generally accepted
accounting principles, the auditor now is responsible for
passing judgment on the application of principles to a
company's statements. This can be called the "objective
judgment" criteria of independence. Independence now means
having the ability and willingness to be objective in
passing judgment on the satisfactory application of gener-
ally accepted accounting principles, besides being honest
and having integrity. The "objective judgment" criteria of

independence which developed during the Post Depression

81bid., p. 524.
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years is very close to the concept of independence as a

"state of mind" which is widely held today.9

Independence as Viewed by the Securities and
Exchange Commission

Regulation S~X of the Securities and Exchange Com-
mission Accounting Rules is the principal accounting regu-
lation. Within this regulation Rule 2.01 sets forth the
Securities and Exchange Commission's formal requirements
as to the qualifications of accountants and their independ-
ence. Rule 2.01 is as follows:

(a) The Commission will not recognize any per-
son as a certified public accountant who is not
duly registered and in good standing as such under
the laws of the place of his residence or princi-
pal office. The Commission will not recognize any
person as a public accountant who is not in good
standing and entitled to practice as such under
the laws of the place of his residence or princi-
pal office.

(b) The Commission will not recognize any cer-
tified public accountant or public accountant as
independent who is not in fact independent. For
example, an accountant will be considered not in-
dependent with respect to any person or any of its
parents, its subsidiaries, or other affiliates
(1) in which, during the period of his professional
engagement to examine the financial statements
being reported on or at the date of his report, he
or his firm or a member thereof had, or was com-
mitted to acquire, any direct financial interest
or any material indirect financial interest; (2)
with which, during the period of his professional
engagement to examine the financial statements
being reported on, at the date of his report or
during the period covered by the financial state-
ments, he or his firm or a member thereof was

91pid.



