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The focus for the discussion of ethics and auditing has been the recurring finan-
cial failures of large public companies not only in Australia but also in the Anglo-
American accounting world. To the extent that these failures are evidence of
systemic problems in the auditing and accounting profession, it is unlikely that
regulatory responses that do not take account of the systemic issues will lead to
an improvement in financial reporting and auditing. This summary is based
around three themes developed in the book: frameworks for understanding the
role and duties of the auditor, the analytical and empirical review of the under-
lying issues in financial reporting and auditing, and finally some proposals to
support improvement in financial reporting and auditing.

On one level, the role and duties of auditors can be explained in a relatively
straightforward manner. Hamilton and Stokes (Chapter 4) outline the role of the
auditor using an economics of auditing approach. Within this framework, a firm
has an incentive to enter into contracts with external auditors in order to reduce
the contracting costs between the firm and external parties such as creditors.
Ethics has a role in this contracting process in that it bears on the fairness of
decisions made by contracting parties in the completion of the contract.

In the legal context, Bottomley (Chapter 1) sets out the statutory functions and
powers of the auditor, as well as the duties of the auditor imposed by common
law. Bottomley identifies the more recent reforms to the statutory independence
requirement of auditors and concludes that auditor independence has become
‘a much more complex regulatory goal’. Underlying the economic and legal
framework understanding the nature of auditing are some fundamental issues
about the audit firm-client relationship and the way in which it impacts on
auditor independence, as well as the financial reporting climate in which the
auditor is required to engage.

One approach to the examination of financial crises is an understanding of the
financial reporting climate in which auditors engage. Campbell (Chapter 5)
identifies two issues: the role of the auditor and the audience for audit reports.
Campbell returns to the concept of a ‘true and fair view’ as the basis for an eth-
ical scheme to assist in understanding the audit process. He finds this concept
attractive because it associates the auditor’s role with developing (or destroying)
the trust which is critical to business relationships. A true and fair view concept
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also raises issues about the potential conflict in the representation of financial
information for different stakeholders.

In contrast to the notion of a true and fair view that reflects economic reality,
McBarnet (Chapter 2) draws attention to behaviours where financial reporting
may be ‘technically proper and perfectly legal’, and yet exploits gaps and loop-
holes in regulatory statements. This view highlights the situation that whilst
there may be a few spectacular corporate failures, there is an underlying approach
to financial reporting that seeks to exploit gaps in accounting rules and principles.
Despite commitments in corporate ethical codes to compliance with the law,
these commitments do not require company managers to abide by the spirit of
the law. A similar theme is pursued by Cooper (Chapter 8), who detects that
‘materialism’ represents a fundamental change in corporate and professional
culture. Cooper further asserts that the declining ethical standards of auditors
and accountants can be viewed against the inclusion of materialism in professional
culture.

An example of the flexibility in accounting standards and auditing is provided
by Johl, Jubb and Houghton (Chapter 10). Their study was motivated by the
criticism of auditors, including international auditors, of the variability of audit
quality following the Asian financial crises. Johl, Jubb and Houghton examine
earnings management by Malaysian companies prior to and following the Asian
financial crisis. They found evidence of higher levels of earnings management
prior to the crisis, but there was no association with earnings management and
the post-crisis period.

As noted by Bottomley, auditor independence is a complex matter. Two aspects
of auditor independence explored in the book are the provision of services to
the client other than audit services, and the relationship between companies
with interlocking directorates and auditors.

Spence (Chapter 6) identifies the situation in which auditors provide both audit
and other financial services to the same client as a conflict of interest. Spence
proposes that the best way to deal with conflicts of interest such as these is to
avoid the arrangement where possible. The next best solution is to disclose the
conflict so that the relationship between the parties is transparent. However,
Spence argues that apparent conflicts of interest can generate ethical problems
because of the uncertainty created in the minds of users of financial statements
about the credibility of the financial reporting process.

It is significant that in his review of the literature on auditor independence and
the provision of non-audit services, Ikin (Chapter 14) concludes that there is
evidence that financial statement users perceive that the provision of non-audit
services does impair auditor independence. There is little evidence from auditors
on the impact of non-audit services on their professional judgments, and what
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evidence there is is inconclusive. However, the evidence on other aspects of
auditor independence and non-audit services suggests that auditor independence
is not impaired. Ikin concludes that the provision of non-audit services is not
associated with issues such as audit firm tenure, the propensity to issue an audit
qualification and earnings management.

Auditor independence can also be weakened by the fundamental relationship
between the audit firm and the corporate client where the audit firm is econom-
ically dependent on the client. Professional accounting societies state that auditor
independence is associated with objectivity in decision-making. The question
arises as to what extent the auditor’s decision-making is influenced by client
management bargaining power. Windsor (Chapter 9) reports that the results of
two experiments indicate that auditors’ objective thinking is influenced by client
economic variables.

There may be situations in which the engagement of an audit firm by a client
company is not an independent decision. That is, there may be directors that
are members of the board of a number of companies that are able to influence
the decision through their ‘personal attachment’ to appoint an auditor. In their
review of prior research, Courtney and Jubb (Chapter 7) report findings of a
positive association between companies with interlocking directorates and the
choice of audit firm. Courtney and Jubb investigate whether companies with
interlocking directorates will be associated with audit firm tenure, and find that
auditor-director links are positively associated with audit firm tenure. Such a
finding lends support to the view that longer audit firm tenure may be associated
with attenuated auditor independence.

As noted above, professional accounting bodies state that auditor independence
is associated with objectivity in decision-making. Professional bodies develop
codes of professional conduct to support objectivity in decision-making, as well
as including sessions on ethics and accounting in professional training. As part
of the reforms to auditing practice, it is proposed that the Financial Reporting
Council (FRC) promotes the teaching of business and professional ethics.

Plummer (Chapter 12) examines improving the ethical judgment of individuals
in the context of undergraduate accounting education. In particular, Plummer
explores the relationship between ethical judgment and approaches to learning.
One approach – deep learning – occurs where a student has an intrinsic interest
in the academic task and relates the task to their experience. Plummer finds a
moderate positive relation between ethical judgment and a deep approach to
learning, and suggests that further research on this relationship may be worth-
while.

Howieson (Chapter 13) argues that the development of ethics education requires
multimodal strategies and careful thought and planning. According to him, the
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outcomes of such well-planned ethical training can result in increased sensitivity
to ethical issues, develop people with the tools and skills required to deal with
more difficult ethical problems, promote the development of moral courage, and
broaden auditors’ understanding of ethics to embrace it as excellence in profes-
sional performance.

A number of authors are wary of increases in regulation as a response to the
current crisis in financial reporting and auditing. Cooper notes that the response
to previous financial crises’ increased regulation has been ineffective. Hamilton
and Stokes review the positive accounting theory approach to the political process
and note that regulatory reform may not always be in the public interest. They
suggest that such a view of the regulatory process is consistent with the selective
use of research evidence. From their review of the auditing literature, Hamilton
and Stokes argue that the regulatory reforms are unlikely to result in more effi-
cient solutions in that they provide lower contracting costs for participants in
the audit contract.

Proposals to increase the independence of the audit profession (Simnett and
Smith, Chapter 3) and to signal the independence of audit firms (Houghton and
Jubb, Chapter 11) are cognizant of the requirement to develop regulation of
auditing that is in harmony with the efficient operation of the audit market.

Simnett and Smith examine a proposal to improve the independence of the audit
profession. In a number of countries, a public oversight board has been proposed
to achieve the outcome of increased transparency and independence for the
audit profession. Members of a public oversight body are selected on the basis
that they are independent of the audit profession. Simnett and Smith compare
and contrast public oversight board proposals across the dimensions of selection
of board members, whether there should be separation of oversight and standard-
setting, the extent of disciplinary and investigative powers, and the scope of
the board’s activities. They conclude that the proposed Australian public over-
sight board will achieve the objective of increasing investor confidence without
reducing market efficiency. Tensions that may arise with an Australian public
oversight board are with it being a local oversight board while auditing standards
are developed by an international body, and concern also the scope of the board’s
activities across a range of organisations and across a range of assurance stand-
ards.

Houghton and Jubb develop a proposal that is designed to provide information
to the market about the independence of audit firms. Such information would
have value in the marketplace because auditor independence, in the absence of
such information, is typically ex ante unobservable. The information about the
independence of audit firms would be based on a report by external inspectors
on an audit firm’s processes to determine threats and perceived threats to audit
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independence. Houghton and Jubb propose that the requirement for a review
and inspection service be under the control of the FRC.

The way in which the future of audit may be crafted will depend in large part
upon regulatory imposition, and entrance or exits from the audit for market
services from both the supply and demand side. In respect of the matter of
auditor independence – the key component to auditor quality – the present state
of play in Australia has a mixed and somewhat confusing set of overlapping re-
sponsibilities and authorities. For example, at one level the FRC has a high-level
responsibility and substantial authority in respect of the area, given the relevant
legislation. However, in respect of audits of corporations, the Australian Secur-
ities and Investments Commission (ASIC) also has legal authority, and in recent
times has used that authority to perform inspections on the larger audit firms
with regard to their audits of organisations formed under the Corporations Act.
It is understood that these inspections will be complete and that a report, which
will be available to the public, will be in place by the middle of 2005. Addition-
ally, the two major professional bodies, the Institute of Chartered Accountants
in Australia (ICCA) and CPA Australia, have professional guidance and quality
assurance reviews that also in part touch on the area of independence. These
quality assurance programs also cover areas of auditor competence, and indeed
management of accounting firm practices. In the recently revised structure and
operation of the Auditing and Assurance Standards Board (AuASB), it too has
responsibility for providing guidance and even setting standards in respect of
independence. This was recently confirmed by the chairman of the FRC, who
at the April 2005 board meeting of the AuASB made it clear that both auditor
competence and independence were components for the work program of the
board. It is also understood that the FRC has a memorandum of agreement with
the two professional bodies, the AuASB and direct oversight of the AuASB. It
should take command of the issue of independence and harness the energy of
all these organisations to ensure that the market for audit services has good
quality controls and processes in respect of auditor independence. In the eyes
of some, this will cut across the long-standing tradition of the professional
bodies being responsible for ethics. It is understood that tension between the
professional bodies and the corporate regulator, ASIC, has meant that a shared
understanding of the guidance on ethical behaviour has not been established,
and indeed if this disagreement exists between these powerful and important
organisations, the present regime dominated by the Professional Standard F1 is
unlikely to be sustained or sustainable.

What is the future of audit?
Many of the contributions to this book state that there is clearly a degree of in-
stability, even turmoil, within the market for audit services, including behaviours
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within that market. The regulatory framework for going forward is unlikely to
be perceived as being clear-cut by many and the challenges are no less than they
were a decade or even two decades ago. Indeed, we now know more about be-
haviours, and possessing that greater knowledge provides more questions than
solutions in respect of the ethics of auditors and their behaviour, particularly
relating to independence. All of this leads to the conclusion that the country
requires a more comprehensive investigation into what is the future of audit.
To this end, the two professional bodies and other stakeholders are challenged
to create, fund and implement research programs that will provide both a clear
pathway and structure so that auditing will have, and be seen to have, a future
contribution to the Australian economy and society.

The contributions of the authors to this book have been both important and
thought-provoking. These debates lead to further questions – important questions
that need to be addressed by those in the market for audit services and those
who seek to regulate this market.
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rules
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353

Index

awareness of rationales of, xxvii
circumvention of, 33, 37–8
compliance with and ethical 

behaviour, xxii, xxvii, 274
consistency of application of, xxviii
ethics and setting of, 284
and independence of auditor and 

audits, xxviii–xxix
prescription of and objectivity and 

independence judgments, 187–8
teaching ethics as, 273–5, 282
transparency and consistence of 

application of, xxviii
and true and fair view (TFV), 92–5, 

96, 98
see also deontology/deontological 

morality; law
rules-based decision-making, 274
Rush and Tomkins

and deadlocked joint ventures, 37
and undisclosed debt, 32

Sarbanes-Oxley Act of 2002 (USA), 29, 
64, 172, 178, 292

and auditor independence, 32, 180
and partner rotation, 131
and prohibition of auditors jointly 

providing non-audit services, 8, 229, 
267

Scott Group Ltd v. McFarlane (New 
Zealand)

and duty of auditor to persons outside 
company, 15

self-interest
ethics and, xxiii–xxiv

self-interest threats to audit 
independence, 295

and auditor’s dependence on audit fee, 
295–6

provision of non-audit services by 
auditor and, 299

self-regulation
accounting and auditing profession 

and, 47, 172, 178, 179–80
self-review threats to audit 

independence, 295, 299, 320
senior management

and company resources, 101–2
salaries and bonus payments, 163–4
see also management; ‘tone at the top’ 

board management style
shallow approach to learning, 248, 250
shareholders

and audit, 100–1, 295, 296
perceptions of level of auditor 

provided non-audit services and 
reappointment of auditor, 302

see also market responses to auditor’s 
fee dependence on auditor provided 
non-audit services

‘side payments’ for auditor provided non-
audit services, 296–7

size of client fees
and management economic bargaining 

power, 182, 185
Smith, Adam

and economics and moral values, 87
Special Purpose Entities (SPEs), 27, 115

Enron, 115–16, 166
Special Purpose Vehicles (SPVs), 27, 30, 

31
EMAP and, 32
Enron and, 27, 32

stakeholders
and audit, 104–5
see also audiences for auditing

standard-setting see auditing standard-
setting

statutory functions of auditor, 8–9
statutory obligations of auditor, 6
statutory powers of auditor, 9–10, 331
statutory regulation of company audits

‘appeal to authority’ approach, 76–7, 
80

of auditing standard-setting, 74–9
and change in regulatory style, 33, 34
changes in, 222

in response to collapse of Enron, 
32–3

corporate collapses and, xiv, 168, 292, 
334

and costs of contracting, 79
of creative accounting and ‘off-balance 

sheet’ (OBS) vehicles, 34–6
and ‘excuses theory’, 75–7, 80
and political process, 74–5
reviews of, 3–4, 18
see also under independence of 

auditors and audits
Study Process Questionnaire (SPQ) (J. 
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Biggs), 248, 249
supplementation function of true and fair 

view (TFV), 92

teaching ethics to auditors and 
accountants

approaches to, 268
cynicism about, 266, 268
as dealing with ethical dilemmas, 

276–7
and ‘drowsy morality’, 268–9
as ethical theory, 272–3, 277
as excellence, 281–2
goals of, 267–71, 285–6
and individualism/relativism, 275–6, 

277
and moral courage, 270–1
possibility of, 266–7
problem-solving methods of, 277
and ‘right-versus-right’ and ‘right-

versus-wrong’ choices, 269–70, 277
as rules, 273–5, 282
styles and methods of, 271–84, 333–4
see also ethics education

tendering for audit
and management economic bargaining 

power, 182, 185
 3% rule (off balance sheet or OBS 

vehicles), 27, 28, 116
tolerance

and moral and cultural differences, 
278–9

‘tone at the top’ board management style, 
xvi

total accruals (Jones (1991) model), 199
Transnational Auditors Committee (TAC), 

195
true and fair view (TFV) / truth and 

fairness, 90, 91, 105–6, 223, 240, 331–2
and audience(s) for audit, 99–105, 331–2

functions and meaning of, 91–9, 103–4
trust, 90–1, 102

loss of, 172, 173
see also credibility of auditing and 

financial reporting; fiduciary duties; 
public trust/confidence

Ultramares Corporation v. Touche (USA)
and duty of auditor to persons outside 

company, 15
United Nations Conference on Trade and 

Development (UNCTAD)
criticism of auditors during Asian 

economic crisis (1997–98) by, 194
unlimited liability partnerships

development of, 70
unlisted companies

statutory powers of auditor and, 10
utilitarianism, xxiv–xxv, 87, 273

validating function of true and fair view 
(TFV) see legitimation function of true 
and fair view (TFV)

values clarification, 283, 285
values-driven code of conduct, xvi–xvii
virtue ethics, 242, 271, 272, 277, 281–2
voluntary audit partner rotation

and audit quality, 78–9
see also mandatory audit firm rotation; 

mandatory audit partner rotation; 
mandatory auditor rotation

well-being of society
ethical behaviour and, 65, 80, 278, 

279, 281, 283, 284, 285
whistleblower protection, xvii–xviii
World Bank

criticism of auditors during Asian 
economic crisis (1997–98) by, 194, 195

              




