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ABSTRACT: The behavior of auditors in the context of their employment by public
accounting firms has received significant attention in the accounting literature. The
current article extends this literature by providing a framework that identifies what audit-
ing professionals contribute and receive as a result of their work efforts, as well as
related influences. Using agency theory modified with fundamental ideas from the soci-
ology of professions literature, we develop a model of the auditor-public accounting firm
employment relationship. This framework is grounded in a timely, contextually rich de-
scription of the public accounting work environment, and the pressures and incentives
faced by auditors. Propositions for future research are suggested that arise from under-
standing the auditor-firm relationship.

INTRODUCTION

r I Yhe behavior of auditors in the context of their employment by public accounting firms has

received significant attention in the accounting literature. For example. researchers have

examined such diverse topics as socialization (e.g., Covaleski et al. 1998: Dirsmith and
Covaleski 1985), turnover (e.g., Dalton et al. 1997 Fogarty and Uliss 2000; Stocks and Hardin
2001), expertise (Tan and Libby 1997; Libby and Frederick 1990). and audit quality reduction acts
(Margheim and Pany 1986; Kelley and Margheim 1987). The purpose of this prior work has been to
explain and possibly predict auditor behavior within the context of the work tunction. Usetul insights
have been gained by these streams of research. though none has developed an overall model of the
auditor-firm employment relationship.

The purpose of our paper is to provide a framework for research to identify what auditing
professionals contribute and receive as a result of their work efforts, as well as influences on those
work efforts.! Thus, the framework is presented as an equation balancing the value received by the
firm with the value received by the individual auditor. We integrate fundamental ideas from the sociology

" The current study focuses on a framework that is relevant to auditors employed by public accounting firms. A primary

distinguishing feature of auditors is their responsibility to the general public as opposed to clients. In part because of this,
auditors have been the primary focus of prior research on topics related to the employment ot CPAs. This framework
however may be applicable to CPAs working in a tax or consulting capacity it sutficient consideration is given to the
specific work function and work environment.
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of protessions hiterature withm an ageney theory Bramework to develop anew model of the employ-
ment relationship between auditors and public accounting firms. The franiew vk draws upon a wide
variety of research on public accounting firms and thewr auditors. along with Cie cultures, commit-
ments. relationships among them. and resulung behaviors: This franework 1s grounded i the
variables that make up the contextually rich public accounting work envaenn-ent. FFlow g from this
framework is a series ot research propositions intended to gurde fature reseaict.

The framework vields several important contributions. First. the model aderesses prior rescarch
on auditors and thew tirms e the broader context ot thenr etploy ment relanonship. An inteerated
view ol this rescarch is important because of the complenity of human benhavior Research pertormed
in asolated streams. with linnted consideration ot potenual variables noght oo viewed as a sort of
unintended reductionism. Second. our framew ork articulates the eoployment contract model! focus-
ing on a faicly complete set ot relevant vartables. Horescarch s exploring and testing only specilic
intluences on behavior, then it is important to be aware of those variab es that. by omisston. are
assumed to be unimportant and remain constant. While articulating this samaowork, we also provide
a contextually rich deseription of the public accounting work eoviromment. anad the pressures and
meentives faced by auditors. This is especiadly sahient i higbt ol new regilation ot auditors under the
Sarbanes-Oxlev Actand the implication it has torrestrictions on firms aed then auditors. Finally. the
framework brigs to hight mportant rescarch propositions regardimg Tim- o d auditor employee
behavior that have been previoushy unexplored

The remamder of this article 15 organized as folloses, We bevin with o ciscussion of agency
theory and the employment refationship. The sociofogy of professions feeratur s then discussed o
demonstrate relaxation of agency theory assumpuons to accommeoedate protessomnals, Next we draw
upon prior rescarch o identify the distinetive charactensuces of the public accoamting firm environ-
ment and the role of the audit professional. ntegratimg these lmes of Bitersture. we propose a
framew ork of the auditor-CPA firm emplovment relationship. Followine trom s modell we suggest
numerous rescarch propositions related 1o cach model clement and relevann existing streams of
rescarch. Finallv, we discuss the boundary conditions of our theoretical tamey ork. acknowledping
its limitations. and provide concluding thoughts.

FOUNDATION FOR ENXAMINING EMPLOY ER-EMPEOY I RELATIONSHIP
Agency Theory Model of Emploviment Relationship

Ageney theory proposes that the relationship betw een an emplover s prncpaly and an employee
(agent) is represented by an emplovment contract ¢ isenhardt TO89) ngenoy theory presents a
simplified view of the relattonship where parties 1o the contract are assumed to be self-interested
(Fisenhardt 1989 Baiman 19902 Jensen and Meckling 1970y The empiovment contract reflects an
exchange o which the value of services recenved by the principal s cqual o the compensation
recetyed by the agent Lither party has the ability to exitthe contract tthough perhaps ineurring exit
costs) as a result of percenved imbalance or untairmess.

Viewed through the fens of agency theory. the CPY birm-emplover recenves the value ot the
CPA-cmplovee provided professional contribution tworky adjusted tor fabor market effects. The
extent of professtonal contribution is affected by the agents eftort. expertise. sirking. and states ol
nature (environmental factors) bevond the agent s control (Grst and Davcdsor 19997 Libby and Lipe
19922 Bédard 1991). Shirking= is related to seli-interest. risk-prefercnces. Founded rationality.”

Vworkmg definition ot shking can be obtamed tfrom hep: voww protessorhaebdee co 2atd 3w hat are ageney himt
“Shirking s conventionally detined o mclude as any action by omernber o a prode coon oo tiat diverges trom the
nterests ol the team as o wholes As sachy shirking inciudes ot ondy calpable cheai o b oo negheence, oversight,
mcapacity, and even honest nustakes. nother words, shirk e s simph the movitabie conse oenee ot hounded ratonal-
iy and opportunisne within ageneys relationships.”

“Bounded rationabiy™ assames that mdnvidoals wre Treoted o ther abt o ctond 1o 0! poas bl decision factors, thus

decistons are made without consideration ol complete knoveledae oS on 19
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information asymmetry (Margheim and Pany 19802 Lightner et al. 1982). perecived pressures
(Raghunathan 1991). and cthical preferences (Noreen 198R). Regardless of the value of the agent’s
professional contribution. the emplover will pay the Tabor-supply market price tor the agent’s ser-
vices. [fthere is a perceived imbalance between the market price and the value of services received.,
then the employer can exit the contract,

The compensation package received by the emplovee is composed of salary and traditional
benefits, lactors that increase the agent’s cconomic wealth, Salary is a function of” experience.
expertise. and fabor market pressures. Traditional benetits can be quantified m monetary terms and
include vacation and sick leave. insurance. and pension benetits.

Need for Broader Employment Relationship Model

In recent years rescarchers in various disciplines have identified Hmitations of classical agency
theory and suggested that agency theory would be more useful if expanded to include a wider variets
of principals. agents. and situations that reflect complex business organizations. Indjejikian (1999,
152) notes that “descriptive and ancedotal examples of real-world practices coupled with the Tow
explanatory power of most empirical studies has led crities to ctaim that most employ er-employ ee
relationships and firms™ compensation practices are far more complicated than standard principal-
ageney theory allows.™ Eisenhardt (1989, 71 argues that. “"The richness and complexity of agency
theory would be enhanced il rescarchers would consider o broader spectrum ot possible contracts.”
She specifically discusses the potential role of an expanded agency theory where performance
cvaluation is recognized to be difficult due to such factors as individuals working in teams. unstruc-
tured tasks, behaviors that are difficult to measure. and goal contlict between protessionals and
managers. These comments highlight the incremental value of ageney theory as a model through
which one can view the world. and in particular. the world of auditors and their emploving firm. !

Relevant to our paper. Sharma (1997} responded to calls to expand the application of agency
theory 1o a broader spectrum of contracts by examining the emplovment relationship between fay
principals and professionals acting ina consulting capacity. While lav principal-protessional exchanges
include relationships between clients and their accountants, fawvers. architects. or physicians. similari-
ties can be drawn to the relationship between CPAs and therr employving fisms, Sharma (1997) argues
that professionals have unique charactensties that affect their relationships with other parties. In the
following section. we summarize sociology of the professions fiterature refeyant to modifyving agencey
assumptions when the agent 1s a professional and the principal is a professional services tirm.

Sociology of the Professions and Modifications to Agencey Theory Assumptions

Phere are many delinitions of a professional or a professional job. The sociology of professions
literature addresses the characteristics of occupations and the process an occupation undergoes in
establishing itself as a profession (Freidson 19867 Larson 1977 Abbott T98S: Millerson 1964, The
characteristics typically include controlling a defined body of knowledge and expertise. requiring
advanced education. and possessing various methods of informal and formal control over individuals
working within the occupation. Accounting, architecture. engineering. medicine. and law all meet
these requirements and are considered to be professions.

Considering prolessionals and their employment contracts requires certain modifications to
agency theory. Agency theory states that individuals are wealth maxinmizers (Jensen and Mecekling
1976). Most agency models of compensation include only pecuniary benefits (see. for example. the
work of Jensen and Murphy [1990]). A tundamental change in assumptions as we move from an
cconomic-based agency theory is the conclusion that individuals have more than one utility and that

I this spirit o coing bevond cconomic applications. ageney theory has been extended o examine behavioral issues m
accounting such as the role of ethies in employment contracts (Noreen 198K Rutledee and Karim 1999) and self=mterested
capital expenditure decisions by employvees (Harrell and Harrison 19940 Hlarvison and Harrell T[99 3,

Behavioral Researclr in Accounting, 2003

Reproduced with permission of the copyright owner. Further reproduction prohibited without permissionyyyy



4 Hmer. Higgs, and Hooks

utility may be derived through noneconomic tactors or rewards (Fiziom 1985 % [n particular when
dealing with professionals. there 1s a large body of Titerature that supports the notion that noneco-
nomic rewards will affect behavior.® Specifically. serving the public good. partaking in the prestige
of the profession and control over work environment have been shown to atfect the behavior of
professionals (Larson 1977).

Professions distinguish themselves i part by espousing a commitment to serve the public good
through their work (Larson 1977). As professionals. mdividuals we expected o approach their work
with some degree ol altruism. It can be argued that acting aliruistically provides noneconomic value
to the individual. For example. if an individual acerues noneconomic wtility trom adhering to an
cthical code. behaving consistent with that code but in g nencconomically marimizing manner can
be understood under the assumption of self=interested motivation tMucller 1989). Thus. the agency
theory assumption that the professional agent will act exclusively 1o further cconomic self-interest
may not always hold.

There is also a potential prestige-based reward to be gained from membesship in a profession
{Saks T983). Professionals ~are prone to believe that their work s valuable™ iFreidson 1973, 170)
and garner respect from colleagues or societs by being a part ot o protession (Larson 1977). The
assertion that respect from others has value is supported by social exchunze theory, which suggests
that interpersonal rewards such as respect trom one’s colleagues may provide utility (Blan 1964;
Guest and Conway 2002).

Regarding the work process. professionals are assumed to exercise ~ome degree of control. In
order to control their work product they must retain the abstity to organize ana schedule activities.
responsibilities that are typically held by management in other occupations. “While the working
hours ... are restricted and controlted by the terms of eaplovment - the eriuical variables are the
number and type of tasks performed in a working dav. the number and 1y pe of cases to be handled,
and the supportive resources to be made available o aid performance . .7 o reidson 1973, 169).
Influence and control over these variables is important 1o protessionals and may be a part of what
they expect in return for performing the work.™ “Professionals have notions. formed in part by
their traming. ot how work should be performed and of what work is interesting and worthy of their
training™ (Freidson 1973170,

Despite the personal control typically enjoxed by protessionals on a div-1o-day basis. the
profession’s social structure exerts influence and control. Speciticallyv, the protession of which one ts
amember is discussed as a very powertul foree in the sociology of protessions iterature (Covaleski
ctal. 1998: Fogarty 1992). As a professional. the agentis subject to monitoring bevond the employ-
ment contract, duc to his or her professional membership. While “the profession™ may not directly
supervise the individual professional. his or her work occurs within a larger sociocconomic conteat
in which there is oversight by a community of pecrs. This oversight can take the torm of a code of
cthics, ficensure and continuing education requirements. professional ~tandards. and disciplinary

<

Nonceonomic atilities derived from bemng an auditor might be such tings as the prostige trom being a member ot a
profession or satisty ing personal values of being able to support one’s fanily.

Classical ageney theory also ignores that individuals may differ v aduing money, Miteonddband Mickel (1999) argue that
smee idividuals attach ditferent meanings to money. behavior cannot be predicted By sty e assumption that more
money is better. Money correlates positively with Tite satistaction: but onee a certain “oved o wealth s achieved, the
margimal impact of additional money is diminished.

Aliernatively. the sociology of the professions literature wrgues when professionals appeas to e acting based upon cthics
or altruism, they may really be motivated by a desire to protect ther pro fesstonal franchise ¢1 e on 1977), Hooks (1991,
Tor example, argues the accounting professions” actions benetitig sccicty also mantan macket control and manage
soctal contlict. According to this perspective. professionals act in society s mterest because they are awarded clevated
status, such as the heense to perform special duties. by protecting the public interest

Fhe extent o which this control exists is likely a tunction of hicrarchical fevel or expenience. or examiple, it would be
reasonable that a medical resident has Tess ability o oroanize activites than a tall-tledeed dector
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remedies.” As a result, there is a monitoring system in place via the peer community that differs trom
the contractual and information-based monitoring systems ol agency theory.” Rather than adhering
to the traditional economic choices of a rational decision maker. having a shared identity and
commitment to values influences individuals to make decisions that are consistent with the behets of
the social structures of which they are members (Etziont 198K).

Finally, under traditional agency theory. because the principal is typically assumed not to be
actively involved in task oversight, contracts are used as a control mechanism. In contrast. in a
professional services firm/professional employee relationship. the principal is an owner-manager
who is directly involved in creating the work product. Professionals employed in professional
service tirms are supervised and their work reviewed by professionals who have moved into owner-
ship roles (Malos and Campion 1995). As a result. there 1s a co-production of the product. This is
best illustrated in the case of a doctor and patient working together to determine the optimal treat-
ment plan (Sharma 1997). This co-production creates a unique relationship between the two parties.
and 1s argued to have a bonding effect, motivating the professional agent to work harder for the
benetit of the principal. This bonding relationship has also been referred to as social capital in the
management literature (Leana and Van Buren 1999).

In summary, the sociology of professions literature supports the proposition that professionals
are subject to additional motivations, monitoring. and controls beyond those portrayed by classical
ageney theory. The inclusion of these additional variables has the potential to increase the explana-
tory power of classical agency theory when attempting to understand actions and motivations of
professionals within the scope of their employment contracts. Exactly how the modifications are
operationalized is conditioned upon the characteristics of cach profession and professional envi-
ronment. The following section details the distinetive aspects of auditors employed by public
accounting firms.

Distinctive Aspects of Auditors and Public Accounting

Auditors and public accounting tirms are distinctive, even among professionals and professional
service firms. These distinctions include responsibility to third parties. work in hierarchical tcams,
composition of team changes. development of skills under special circumstances. and control through
organizational culture.' In the following section we discuss cach of these characteristies of the
professional accountant and accounting profession. Most of these characteristics are shared by one
or more professions. but we conclude that no other profession possesses the same specific mix of
characteristics.

Central to what makes auditors distinctive is to whom they are responsible. In contrast to other
professionals like attorneys or physicians, CPAs have a responsibility to third parties including the
general public. rather than to just their clients or patients. Russell Horowitz (2002). an SEC policy
advisor. stated, “the accounting profession is the only profession, private profession. with public
responsibility.” In part. this public responsibility stems from the fact that the work of auditors is
intended to serve a large number of third parties in their decision-making processes. Further, in doing

YTt could be argued that potential legal lability and loss of protessional license are also forms of oversight.

1 Under multiperiod agency theory, agents have an incentive to create a positive reputation (Dobson 1993). In the case of
CPAs. reputation building at the individual fevel would be among peers and is thus related to the concept of an oversight
by a community of peers advanced by the sociology of the protessions literature.

This list is not intended to be exhaustive, but includes the aspects that make auditors distinetive among professionals
within the context of understanding the relationship with thew employing firms. This approach is similar to Fogarty and
Ulliss (2000) who identified five attributes of public accounting firms that ditter trom other employment modes: produc-
tion of a unique product, customization of process, changing work teams, environment of high turnover. and carly
opportunities for supervision.

Behavioral Rescarch in Accounting, 2003
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audits, the auditor. the “client”™ with whom the auditor has day-to-day interactions (i.c.. company
management). and other third partics do not necessarily have allied objectives and motivations.
Auditors must contend with pressure from clicnt management. boards of directors, regulators. and
third parties. Performing an audit in this environment requires consideration ot all these constituents
(Johnstone et al. 2001).

Auditors work in hicrarchical teams (Owhoso etal. 2002y While some other protessionals such
as attorneys may also work in teams. several audit work team features make them different. Profes-
sional standards require auditors at cach level 1o be properly supervised and their work reviewed
(ATCPA 1999, AUS3TL.01). This has been operationalized in public accounting by vuccessive levels
of supervision (i.c.. senior. manager. then partner).

Composition of work teams also changes from engagement to engagement (ogarty and Uliss
2000). This fosters dissemination of organtzational knowledue. norms. values. and building of social
networks. Using teams i this way also serves as a form ot control duce to indiv idaal accountability to
many team members over tme. However, fluid work teams also have the poreatial to hamper trust
and deeper relationships among team members (Larsen 2007 ). Changing work teams can reduce the
continuing proximity of and interactions between supeny isors and subordmates. which under certain
cireumstances can affect performance appraisals (Duarte ¢t al. 1994y and has Heen found 1o nega-
tively impact commitment (Becker etal. 1996). Related to tie frequently changing and hierarchical
structure of teams. auditors are also given carly opportunities to supery ise and manage (Fogarty and
Uliss 2000).

Auditors are afforded extensive access to proprictary. stratecic. product. and financial ¢lient
mformation. Since auditors have multiple clients. they gain mtumate and broad knowledge of numer-
ous businesses. This allows auditors to build general business expertise that voes bevond auditing
skills, Obtaining a broad skill setis necessary for auditors because auditing ha- altple dimensions.
Auditors must be technically proficient. possess managerial and administrctive skills, and bring
additional business into a firm (i.e.. practice development).

These various aspects of the auditors™ work take place within the fims envire nment subject to the
acculturation process encompassing firm-specitic techmeal traming and oreaniz tional norms. It has
been argued that control 1s the primary purposce ol this socialization process (Dieanith and Covaleski
1985). Undesired actions of an individual audior can have detrimental consecuences for the firm
{e.g.. partners not involved in Enron were affecred by the actions of the Andersen partners on the
Enron engagement). Thus, this socialization-driy e control can be as superticiel as defining appro-
priate dress and demeanor (Grey 1998) or as fundamental as communicatine ethical norms and |
technical practices to protect audit quality.

A final unusual aspect of the CPA'S job s that there is actually incentive 1o anderreport time
worked. This is a function of the fixed-fee pricing on many audits and the pertormance evaluation |
and monitoring system i which CPAs are typreally not paid oy erime. and are evaluated, in part. on |
their ability to complete work within the budgered time chightner etal. ToN6: Kelley and Margheim
1990: Ponemon 1992) Auditors work more than they report i order meet tine budgets or to gel
more favorable performance evaluations relative to ther peers but ultimatel may veduce audit
quality by affecting management’s ability (o assess the perforniance of employvees. set realistic
budgets, und correctly price audits,

PUThis may resudt in contlicting teedback and performance aoprnsal sirce muiple v ot e molved and periorn-
manee ratings are hased by numerous rater charactenstios 11 ethowats 23005 Goven the <t contiole of appraisals in o
professional™s career, this inconsisteney may also have neeainve ot ional consequeioes s feedback is an impor
tant source of potential motnvation and job satistaction cHackman and Oldhan: 1950
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THEORETICAL FRAMEWORK FOR THE AUDITOR-FIRM
EMPLOYMENT RELATIONSHIP

We turn now to a discussion of our framework for the auditor-tirm employment relationship (see
Figure 1). As previously discussed. the basis for this framework 1s agency theory moditied for
professionals. In the following section. we embed this framework in the distinetive aspects ot
auditing and public accounting described above. and refine the framework to accommodate the
complex and rich set of variables that can be leveraged as a part of the compensation package
provided to public accounting firm professionals. While some variables are common to all protes-
sionals and employment relationships. relatively greater attention is devoted to those that are distine-
tive to auditors and their employing public accounting firms.

Value Received by the Firm

fariables that arc a part of what the public accounting firm employer must consider in the
cmployment contract are discussed in this section. and are shown on the left side of the model. They
include value of professional contributions. and transitions and labor-market effects.

Professional Contribution

As mentioned carlier in the context of agency theory. the professional contribution component
of the model describes employee activities associated with accomplishing the functions desired by
the employer. An auditor’s job is multidimensional and includes many tasks such as technical work
performed for the client. engagement management. subordinate development. admmistrative and
recruiting activities. training, quality control. and practice development (Hooks and Higgs 2002:
Hooks et al. 1994). The auditor must perform these tasks while balancing potentially divergent
pressures to meet the expectations of clients. employers. the profession. and public. as well as threats
of litigation (DeZoort and Lord 1997: Gibbins and Newton 1994). Thus. the variable labeled “value
of professional contribution™ in the model captures a variety of auditor tasks for the emploving firm.
The value received by the firm for the professional contribution is a variable that can be measured in
cconomic terms. and is expected to be affected by a number of factors. '

Fuactors Influencing Professional Contribution

In the context of agency theory. the work accomphished by the agentis impacted by individual and
organizational factors. Effort by the agent and degree of expertise capture how hard the agentis willing
to work o make a contribution. and the level of contribution the agent’s expertise permits. A firm's
expectations ol an individual™s work product and completion of work within a team can also influence
protessional contribution. These have the potential to be limited by shirking and states of nature.

Auditors are directly or indirectly accountable to multiple constituencies including immediate
superiors. firm management. client management. boards of directors and sharcholders. and the
accounting profession. Each of these constituencies is likely to have differing goals and views, which
may. depending on the awareness, source. and direction. atfect auditor effort. According to account-
ability theory (Tetlock 1992). decision makers engage in more complex thinking when accountable
to multiple individuals with differing views. This was borne out in an audit sctting by Gibbins
and Newton (1994) who demonstrate greater cognitive effort or more complex strategies by auditors
who were pressured to comply with positions conflicting with their own. or when the positions off
others were unclear. This rescarch suggests that since auditors are generally accountable to multiple
sources with conflicting objectives (Johnstone et al. 2001} accountability may impact the auditor’s
professional contribution in a variety of ways depending on the pressures from the various
constituencies.

P This may be somewhat complicated by the issues of precisely determming the individual’s work product sinee some work
s completed as part of a team. However. firms do assess mdividual contribution as measured by pertormance evaluations

and performance-based compensation,

Behavioral Rescarely in Accounting, 2003
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FIGURE 1
Theoretical Framework of the Relationship between Public Accounting Firms and Their Auditors

]

Value Received by the Firm Value Received by the Auditor (€))]

Value of Professional Contributions + Value of Salary + Benefits + Development + Flexibility

Transition + Labor Supply Market Effects + Deferred Compensation + Satisfaction of
Personal Preferences (2)
where: where:
Professional Salary = Annual Guaranteed Monetary
Contributions = f (effort by the agent, Compensation for Job
degree of expertise,
shirking, states of nature) Salary = f (experience, expertise,
market pressures)
Effort by
the agent = f (accountability, team Benefits = Value of Benefits Package

environment, review)
Benefits = f (firm philosophy, market
Degree of pressures)
expertise = f (training, experience, ability)
Development = Technical and Behavioral

Shirking = f (self-interest, risk preferences, Development
bounded rationality, information
asymmetry, organizational and Technical and
professional commitment, and Behavioral
professional control influences Development = f(formal programs, on-the-job
including altruism, and ethics) training, interpersonal network)
States of Flexibility = Work Location and Time of
nature = f (technical and Day Work Completed

administrative audit issues)
Flexibility = f (personal circumstances,
firm policy and attitude)

Deferred
Compensation = Present Value of Compensation
if Employee if she/he Expect
Higher Paying Future Job

Deferred
Compensation = f (belief will become a partner,
intent to change jobs)

Satisfaction

of Personal

Preferences = Level of Work Effort, Stress
Level, Social Interaction

Satisfaction
of Personal
Preferences = f (ethics, value, accountability,

perceptions of fairness,
self-interest and altruism)
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The hierarchically structured team environment may also impact the effort exerted and work
quality provided by auditors. Koonce et al. (1995) found that auditors anticipating the review
process provided more extensive justifications for decisions than auditors not anticipating reviews.
The review process and group discussion have also been found to increase the number of plausible
hypotheses or explanations generated by audit managers and seniors (Ismail and Trotman 1993).
More recently, work by Owhoso et al. (2002) found that when working within a familiar industry.
hierarchical teams are more effective at error detection because the team 1s comprised of personnel
with different necessary skills.

Level of expertise possessed by the auditor and its eftect on professional contribution have also
been examined in prior research. Development of expertise is affected by task-specitic training,
experience, and innate ability (Bomner and Lewis 19900 Bonner and Walker 1994). Cognitive ac-
counting rescarch has found that certain aspects of expertise can lead to better developed knowledge
structures (Bonner et al. 1996; Tubbs 1992) and are related to higher levels of performance on some
audit tasks (Bonner 1990; Libby and Tan 1994). Thus, to the extent that expertise improves audit
efficiency and eftectiveness, professional contribution is affected by expertise.

The professional contribution received by the firm will however, be tempered by shirking. As
specitied in the model, shirking is affected by an agent’s perception of what 1s in his or her self-
interest, risk preferences, the agent’s ability to understand information and use it (bounded rational-
ity), actions that can be undertaken without penalty because the principal has difterent information
(information asymmetry). and other governing factors such as commitment. altruism, and cthices. In
an audit setting. shirking can include such wide-ranging activities as social loating.!? tailure to fully
engage in more complex thinking, and audit-quality reduction acts such as premature signoft of an
audit step (Kaplan 1995) and underreporting time.'> Since agency theory assumes that agents are
self-interested and effort-averse. shirking is expected unless behavior is constrained. The extent to
which auditors can shirk is constrained by public accounting firm intormation and cvaluation sys-
tems. including the acculturation process and the penalties for working too few hours (Asare et al.
2000; Margheim and Pany 1986: Reckers et al. 1997). The work-product review conducted by
public accounting firms (AICPA 1999 AU §310.13) as part of quality control and superiors” knowl-
edge of time requirements for task performance (Houston 1999)'® also mitigates a CPA's ability to
shirk. Covaleski et al. (1998) suggest that within the (then) Big 6 public accounting firms. structural
and societal control mechanisms ensure congruence of individual CPA’s work and lifestyle goals
with those of the firm. consequently minimizing shirking.

A final factor expected to impact professional contribution is states of nature. Examples of states
of nature relevant to an audit environment include technical audit 1ssues such as discovery of
contentious accounting issues. the need for additional testing of client records. and administrative
complications such as lack of client cooperation and audit team stafting conflicts. These factors are
all states of nature that are largely outside the control of the firm and the protessional once the
decision to accept or retain the client has been made.

Transitions

For any employee with a multidimensional job. there are transitions that occur as the employee
moves from one activity to the next. The professional contribution for an auditor includes numerous
activities (Hooks and Higgs 2002: Jiambalvo 1979) that require switching tfrom one dimension or
task to another and, therefore, cannot be completed without interruption. Interruptions decrease
professional contribution because the individual must stop to reorganize their thoughts or reconfigure
workspace. Similar to many other professionals. auditors experience a large number of interruptions

4 Miyazaki (1984) deseribes social loafing as the moral hazard resulting from less effort being exerted by individuals who
work mn teams because it is difficult to measure individual work eftort.

' Underreporting can be viewed as a form of shirking since it diverges from the interests of the group.

' The standard time has built-in slack for factors beyond the professional’s control and bevond the observation of the
principal such as avalability of documentation and interruptions. The Tow profitability on audit services observed in
recent years suggests that there may be very litde slack in the audit function performed in traditonal ways.
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and transttions due to working i a hierarchical weam and dealime with nultind concurrent clients.
These transttion activities are not etticient.” butare nevertheless necessar to ey out professional
contribution activities in a timely fashion. The way transions are handled and miTuence the contract
may be atfected by number und size ol clients. expected brilable hours and rea 1 ation rates. Whether
public accounting firms compensate for this transitional time s an open researe v question. Thus, we
have included transttions as either a positive or negative clement i our mode:

Labor Market Effects

Finallv. labor market forees drive the compensation that public accountime firms provide audi-
tors. At least during the fate T990s firms may have been paving a premiun over cost-ot=fiving-related
salary iereases. Byvidence of this premivm mciudes the mynad of henetiis oftered 1o retain employ -
cesoanereasing entrv-level salaries. signing bonuses. ctes (Fleisehiman 999 This foree abated
somew hat but notentirely o tew vears fater. concurrent witl changes m the cocnomy (Priest 2002,
and can be expected to react again to cconomie changes, \ccordingiv tor completeness. a labor
market effects adjustment i< mcluded i the emiplover side 1 the cquation

Value Received by the Auditor

The employee-related portion of the tframework 1s the ~alue recenad by b ¢ mdividual auditor,
Employee-related variables are those items that the emplovee recenves e u e ol a compensation
package. The CPA's compensation package consists of sivelements representing salue. These include

salary. benetits. development. flexibility, deterred compensation. and satistac tion of ersonal preferences.

Salary and Benefits

The monetary amount of salary paid s typreaddy atunction ot the € PAS svperience and exper-
tse. and fabor market effects reflecting the supply o and demand Tor that expenence and expertise.
Benedits are considered a separate element in the emplovn ent contract model because the benetit
packages received by auditors are significant. negotiable. and otten govar bey nd those offered o
nonprofessional laborers (C721 Jowrnal 1996). Many benetits are now o ~tund vl negotiable portion
of the professional auditor’s compensation package and melade: retirement plan <. spouse relocation
services, real estate assistance. healtheare insurance Tor same=sex partner < ma ¢ nity leave. adoption

ASNISLANCC, CONTICTEY SEIVICES. LN SCIvIces, ¢l

Development

Opportunities for professional development s anclementof v atue recened vy emplovees that is
imphicitin the emplovment contract (Messmer 2001y Formual teehineal tamieg is provided through
continuing professional education required to mamtam hieensimg and mecs e cuality -control goals.
Stafting decisions are made at feast in part to give auditers expesure toa v ety of industries,

companies. technical issues. and audit teams.!

Fach ofthese contrbutes tedey clopmyg auditknow i-
cdge and a broader sct of business skills, The audit review process and wetated feedback also
miproves audit abifities (Bonner and Walker 1994 Smee auditors tvpically huve multiple elients,
they are exposed to numerous work teams and opportunitics tor behavioral doy clopment in arcas of
managerial. social. and practice development skl Behavioral deyelopment icludes professional
demeanor and sales and management skills. and evolves mtormaliy fror intarpersonal interactions
including mentoring relationships (Scandura and Viator 19040 obseryvir o colicieues. and other il-
detined processes (Dirsmith and Covaleske TONS L The extentto wineh e auditer takes advantage ot
and values these opportunities is Tikely a function ot carcer goals. aspirati s, cndd intent to use public
accounting as a Ustepping stone” to another carcer position. Phese behavrnal cn d technical develop-
mentopportunities merease an auditor’s human capital v alue (Fogarty wnd U liss 2000y and theretore
are included i compensation recened by an auditor,

Temay also be arcued that statting decivions can be attocted by porsennel vorstraen - o oo the desire 1o reward”
certan individuals with preterred eneagements.
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Flexibility

Lists ol “Best Places to Work™ consistently include some public accounting tirms (CP Journal
1996). An important determinant of inclusion on those lists is a firm™s work-life balance policies
related to Hexibility. Relevant to auditor compensation. research has shown that tlexibility has value
to public accounting professionals because it allows them to enhance guality of life while maintain-
ing or enhancing their human capital (Hooks and Thiggs 2002). Additionally. auditors using flexible
work arrangements reported having lower levels of burnout and higher job satisfaction (Almer and
Kaplan 2002). Accordigly. tlexibility is included as a component of the auditor’s compensation.

Deferred Compensation

A recognized part of the compensation package ol public accounting employees is Known as
deterred compensation (Malos and Campion 1993). Deferred compensation describes the expecta-
tion that current compensation may be lower than market. with the understanding that a higher salary
may be paid in the future. perhaps when the employee is admitied to the firm partnership or because
the cmplovee moves to a higher-paying industry job (Marxen 199611 From the perspective of the
firm. the current lower salary can be justified to current and potential employvees by the extensive
additional training and development provided to the auditor, [the auditor s admitted to the partner-
ship. the deferred sum is remitted in the form of ownership rights upon admission. If the auditor
voluntarily leaves public accounting prior to retirement, then this deterred compensation may be
accrued in the form of a ditferentially higher salary at the new employer. However. it should be noted
that if the new employer is a public company. deterred compensation could be dampened o the
extent that the Sarbanes-Oxley Act prohibits desired emplovment opportumities. Ultimately the
expectation of deferred compensation will depend on the CPA’s beliel that she or he will be able to
obtain future positions at higher compensation (either inside or outside of the firmy) by sacriticing in
the present.

Satisfuction of Personal Preferences

The personal preferences component of the model reflects aspects ot the job and work environ-
ment that promote personal satisfaction. Auditors may derive personal satisfaction from contributing
to the cefficient functioning of capital markets (Carmichact 2004). Individual auditors can satisfy
personal preferences for challenging work within the ever-changing public accounting environment.
Auditors continually experience this changing environment from new technical issues. clients. co-
workers. and responsibilities. Finally. there exists potential satisfaction related o the perceived
prestige ol being a CPA working in public accounting.

RESEARCH PROPOSITIONS
The previous section drew upon ageney theory. the sociology of the professions literature and a
large body of rescarch on the public accounting profession to articulate a model of the public
accounting firm-auditor employment refationship. Much of the value of the framework however lies
in its potential to highlight fruitful arcas for future research. Thus. in the nest section we consider a
series of research propositions lowing from our theoretical framework. noting in particular why

these guestions are practically and theoretically worthy of future rescarch. In doing so. we Tink our
research propositions with elements of agency theory and the sociology of the professions Jiterature.
and in some cases acknowledge where these bodies ot literature are silent. Table 1 Tists the con-
densed research propositions, which are grouped together by components of our employment con-
tract framework. The following section discusses numerous empirical guestions that flow from these
condensed research propositions.

A0 expectation of receiving deferred compensation mas - also be logically Tinked o hugh evel of oreanizational
commitment. In other words. 16 a voung CPA professional is highly committed to his or her organmization. even though he
or she s required 1o work very hard relative o the current level ofsalary compensation. part ol the high commitment viay
be because of an expectation of “ahnormalls high™ compensation in the Tutare via either admission to the partnership o
later movement to another organizatton.
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TABLE 1
Condensed Research Propositions
Model Element Research Proposition
Value of Professional Contribution Multidimensional job activities of the auditor

as well as how they are valued, communicated, and

measured is not articulated and may not be well

understood by parties to the employment contract.
Value of Transition Transitions occur in completing the work

product, but it is not clear how they are built

into employment contracts and how transitions

may or may not benefit the firm and the

auditor.
Salary and Benefits Salary and traditional benefits are not the only

compensation received by auditors. |
Professional Development The value placed on professional development

is unknown and influenced by unspecified
variables and may differ between the auditor
and the firm.

Flexibility The value placed on flexibility is influenced |
by the personal needs of the auditor and
confidence in the firm’s information system.

Deferred Compensation The value placed on deferred compensation is
unknown and influenced by unspecified
variables, and differs between the parties to
the contract.

Satisfaction of Personal Preferences Satisfaction of personal preferences is
necessary to the auditor, but the personal
preferences are ill-defined and thus may not
be properly valued or explicitly recognized in
the employment contract.

Value Received by the Firm
Professional Contribution

Rescarch to date has not identified and explained the components of and mtluences on profes-
sional contribution that are vatued and compensated by accounting firms. Insignts into these ques-
tions surrounding professional contribution can be gained by considering obserations made by
several noteworthy ageney theorists. Gibbons ¢ 1998) models ageney theory by acknowledging that
the agent’s contribution is multidimensional. Determining an optimal contract vwhen there are mul-
tiple dimensions to the job introduces difficultics. Speciticaliyv. Eisenhardt ¢ 1959) notes that AZeNey
literature typically models the contract as being bused on either behaviors of tie agent or on out-
comes. Yetin the rich context of the auditor‘accounting tirm relationship. this crploviment contract
ts much more complex. On one hand. auditors are expected o engage in Ul development, a
behavior. yet on the other hand are expected to generate new business. an sutconie, Multiple dimen-
sions of the job, and the varying and multiple methods of measuring those din eastons. underscores
the difficulty in clearly articulating to the auditor what is expected (hiambalvo 1982 Tiambalvo and
Pratt 1982). Thus. our theoretical model prompts the rescarch proposition

Research Proposition: Multidimensional job activities of the auditor as well us how they are
valued, communicated. and measured may not be ¢ carly articulated
or well understood by parties to the employment contract.
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Regarding valuation of the components of professional contribution. a variety of empirical
questions exist related to how and under what circumstances technical, managerial. and administra-
tive components are differentially weighted. For example. Tan and Libby (1997) note that the
primary difference between seniors and managers is not technical skills but tacit knowledge. There-
fore. it is reasonable that the professional contributions resulting from technical skills and tacit
knowledge are differentially weighted depending upon hierarchical fevel. Other more subtle dimen-
sions have not been clearly articulated. In a recent commentary. Arthur Wyatt (2004) notes that
practice development and other managerial skills have become relatively more important while
technical accounting skills arc relatively less important. This supports the Tongstanding anecdotal
message that firms consider rainmakers and effective client relationship partners as highly valued
contributors. Alternatively, given constraints of the Sarbanes-Oxley Act. firms may reward profes-
sionals for being risk-adverse and displaying knowledge of and careful adherence to technical
standards. This expectation of varying risk-seeking propensities is supported by Ayers and Kaplan’s
(1998, 2003) work that found second partner reviewers were more risk-adverse than the primary
engagement partner. Thus. understanding which dimensions of professional contribution are valued
by firms, and under what circumstances this can difter. is worthy of further study.

A long tradition of research in accounting and psychology (e.g.. Van Eerde and Thierry 1996)
has utilized an expectancy theory framework to examine ditferent aspects of employee motivation.
Expectations of multidimensional job activities. which may not be clearly articulated to auditors, are
expected to have a motivational impact. Relevant to the auditor-firm employment relationship.
communicating firm goals and congruence of these goals with the compensation or reward structure
is important to effectively motivate (Jiambalvo 1979) and retain employees (Lampe and Earnest 1984).

Related to motivation. a final arca of research propositions on protessional contribution con-
cerns measurement. As alluded to carlier (Eisenhardt 1989). how audit firms measure protessional
contribution is an open question. Although some dimensions of the job may be clearly behavior-
versus outcome-based. there are some activities that have elements of both. The technical audit work
is arguably one such component. Evidence exists that there is an outcome element to measurement.
CPAs are expected to “do whatever it takes to get the job done™ and are typically paid a fTat salary.
irrespective of hours worked. In contrast, there is also a behavior element evident as auditors are
expected to meet a minimum level of billable hours. and 1o employ high cognitive skills levels. How
firms measure professional contribution has wide-ranging implications for budgeting. audit quality.
and professional behavior. For example. it is unclear whether the quality recognized in the outcome-
based aspect of the model is cnough to override any mental influence of the “clock-punching”
behavior. Relatedly. it has not been explored whether the combined behavior-and-outcome-based
approach to measurement of the work product nurtures professional behavior.,

Transitions

Transitions as presented in the model. is an acknowledgement of the pattern of work activity of
auditors that has not been addressed in accounting research to date. As mentioned carlier. neither
agency theory nor the sociology of the professions literature directly addresses the issue of transi-
tions. However, the notion of transitions is implicit in a multidimensional job (Eisenhardt 1989:
Gibbons 1998). A strict interpretation of agency literature presumes a work-averse agent who, to the
extent there is information asymmetry about transitions. utilizes transitions to avoid work (Jensen
and Meckling 1976). This is tempered by the sociology of protessions literature. which counters the
notion of a work-averse agent. As such, we pose the following rescarch proposition: Transitions
occur in completing the work product, but it is not clear how they are built into employment contracts
and how transitions benetit the firm and auditor.

An important empirical question related to transitions is whether they can pose a risk to audit
quality as transition time is a component of the overall pressure faced by the CPA. For example.
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employees may underreport transition time since they may not view 1t as “»illable time.™ It is
possible transitions are built into the employment contract as part of the compensated work product
via budgetary slack (Houston 1999). On the other hand. if there is no slack that allows for these
transitions. then the auditor must decide between going over budget. which has negative perfor-
mance evaluation consequences. or underreporting time or prematurely signing oft, which are con-
sidered reduced-audit-quality acts and likely have negative motivational conscquences (Otley and
Pierce 1996: Malone and Roberts 1996 Lightner et al. 1982 11 auditors pereenve transitions o be
mandatory but uncompensated. then they may avord needed transitions or shirk in the cognitive
cffort that recovering from transitions requires.

[tis unclear how the transitions may or may not benetit the firm and the audicor. One could argue
that transitions have both positive and negative effects on evervone. They are necessary to accom-
phishall of the dimensions of the professional contribution. yet they caninterfere with accomplishing
any one dimension efficienty ina timely manner. 1Uis probable that the relative effect of transitions
may depend upon other variables such as the levels of technology and flexibiity employed by the
firm or hicrarchical level of the professional. For example. transitions Tike

v oimprove a partner’s

ability to accomplish the necessary audit objectives by enhancing communicaton and information

availability. but detract from an entry-level auditor’s work qualitn by distract nz the auditor’s con-

centration. Yet this same entry-level staft person might also benefit from mterruptions by receiving ‘

social training or mentoring. In short. transitions are a rich arca for future rese wch, |
Turning to the other side of our theoretical framework. we now discuss “escarch propositions |

related to the auditor-employee.

Value Received by the Professional
Salary and Benefits

Ageney theory is based on the rational man from cconomics for whom more vealth is better than
less. Traditionally. ageney theory has been modeled in a corporate content ir which the agent has
received pecuniary rewards such as salary, stock options. and bonuses (Jensenand NMurphy 1990). In
contrast. the sociology of'the professions literature mtroduces the coneept of roapecuniary rewards
associated with being a professional (Freidson 19803 In the follow ing sections ve discuss rescarch
propositions related to the nonpecuniary rewards receis ed by auditors.

Development

Professional service firms must provide then employees with a high degtec of development in
order to foster expertise (Earley 2001) and increase professional contribution  Malos and Campion
1995). This in turn benefits the auditors as it inereases their human capital value (Fogarty and Uliss
2000). Consistent with other forms of nonpecuniary compensation. agenoy theony does not address
development. Generatly. however. the sociology of the professions literature supports the notion that
knowledge workers need and are expected to maintain their knowledge. 1t is part of what defines
them as a professional and is supported by required continuing education (Frendson 1986: Larson
1977). Relatedly. professionals are also subjected to an acculturation process cusing which they are
mdoctrinated into the behavioral and organizational norms ot the profession (4 aarty 1992). also a
torm of development. Thus, while this literature asserts that development e a form of compensation
exists. it provides no insights as to how itis valued by the auditor. nor whetier - he value placed on it |
differs between the auditor and the firm. This Teads to our nest rescarch propositon: |

Research Proposition: The vatue placed on proressional des elopment is unknown and
influenced by unspecificd varrables and may ditrer scoween the
auditor and the tirm

Accounting literature to date has not clearhy identified the variables thar atic ot the value incum-
bent auditors place on training and development provided by then tirn, Dey clopment is Togically
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linked to deferred compensation. likely through the moderating variable of the auditor’s long-term
career objectives. For example. an auditor not intending to remain with the firm places less value on
training related to firm-specific policies. In contrast. an auditor intending to leave for corporate
accounting may place higher value on Financial Accounting Standards Board and Securitics and
Lxchange Commission updates. yet less value on auditing standards updates. Firms also provide
formal and informal behavioral development on such “soft skills™ as subordinate management. client
development. and interviewing techniques (Viator 2001). The development component may also be
a way that the larger CPA firms differentiate themselves in the labor market.

Relatedly. firms have been increasingly organizing along industry lines (Bell et al. 1997). The
benefits of this to the firm have been validated by empirical research demonstrating fee premiums
and higher quality audits by industry experts (Craswell et al. 1995: Ferguson et al. 2003: Balsam ¢t
al. 2003) and behavioral evidence of more knowledgeable audit judgments by industry specialists
(Solomon et al. 1999). Yet even though this research stream is developing. we are unaware of any
research that has attempted to validate or quantify the benetits of industry expertise to the develop-
ment of an auditor’s human capital. Thus. the value placed on industry specialization may differ
between the firm and the auditor and by industry.

Flexibility

The accounting research community knows little about how tlexibility nterrelates with the
emplovment contract. The sociology of the professions literature suggests that professional auditors
expect a measure of control over how and where their work is performed (Freidson 1986). Account-
ing research has shown that an auditor’s willingness to take advantage of formal flexibility options is
a tunction of the auditor’s personal needs and a variety of organizational variables (Almer ct al.
2003; Hooks and Higgs 2002) such as otlice culture. politics. and importance of colleague’s opin-
ions. To understand the value placed on flexibility. consider how the nature of the job and the
employment contract is impacted. With time and location flexibility. and a multidimensional behay -
jor/outcome employment contract, evaluation of an employee using existing monitoring svstems
becomes more complex. To the extent flexibility reduces observability of behaviors, the firm may
have greater concern about the auditor’s contributions and may possibly move to more outcome-
based measures as a result. The auditor may. in turn. value the flexibility less because ot a lack of
confidence in the firm’s information system.!” Literature on adoption of flexible work arrangements
in public accounting highlights this concern about the system and may explain why so few auditors
adopt flexible work arrangements (Almer et al. 2003). This feads to our next rescarch proposition:

Rescarch Proposition: The value placed on flexibility is influenced by the personal needs of
| | 3 ) I
the auditor and contidence in the firm’s current and future mforma-
ton system.

Since the employment contract is represented by an equality. changes in the value placed on
flexibility necessitates a change in some other mode! element(s). Rescarch suggests that some CPAs
using a flexible work arrangement believe they accept more than a proportional salary reduction and
are reducing their upward mobility (Almer and Kaplan 2000). In other words. they are receiving less
monctary and deferred compensation as a result of including tlexibility in their compensation pack-
ages. Because flexibility changes work times and/or locations. many aspects ot the multdimensional

job may be aftected. thereby changing the relative composition of the professional contribution

received by the firm. For example, mentoring activities are likely reduced when an auditor works
from home. Conversely. ancedotally we hear that individuals like to work trom home because there are

I

Ageney theory, which assumes a work-ads erse agent states @ monitoring system is essential for reducmg mformation
asymmetry, Without a system, the principal will assume that the agent will shirk and will compensate the agent tor a
minimal amount of work. A teuthful agent witl therefore demand a monitoring svstem. Thus, both partics desire i system
to capture the value of the agent™s work (Jensen and Meckling 1976).
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“fewer mterruptions.” I this is the case. then it suggests that firms may accrue a productivity gain
from the climination of transition times: altiernatively employees may be able to merease their shirking.
These possible scenarios illustrate the interrelatedness of flexibility and other model components.

Deferred Compensation

An important element of what auditors recenve for their work etfort is what has been called
deferred compensation (Malos and Campion 1993), The sociology of the profession’s literature
supports the notion that an clement of this deferred compensation is logically I'nked 1o the “profes-
stonal apprenticeship™ of the inttial years of on-the-job training recened by wn auditor (Freidson
1986 Larson 1977). An anccedotal beliet persists that the longer an auditor stavs in public account-
g, the greater the accrued deferred compensation. This beliet ends (o hold whether the auditor
attempts to make partner or intends to leave tor a corporate positon. Viewed through the lens of
ageney theory. this can be explained in part by the following As an auditor mes os up in the tirm. the
employment contract becomes more outcome-based and therefore the auditor bears more of the risk
(Fisenhardt 1989). This shift toward outcome-based contracts may also explan flexible work ai-
rangements more common at higher ranks. And theorcticallv, siee the wuditor s sharing more risk
without an appropriate increase incurrent pecuniary compensation. the deterred compensation
becomes relatively greater. Yet beyond understanding this fundamental re ation ship. ageney theory
does not provide any precise understanding of deferred compensation including “he possibility of not
cnough slots foralt candidates to partner ina given vear. " Tos simply acceptec as anehicle by which
risk becomes increasingly shared between the principal and the agent Theretore, we propose that
the value placed on deferred compensation. is unknown and imfluenced by unspecified variables. and
may differ between parties to the contract.

Particularly in the current climate. the value ptaced on deterred compensation is unknown and
changing. Deferred compensation may be linked o partnership aspirations or the promise of high-
level positions in the corporate sector. Yetitis Iikely that the value placed on this deterred compensa-
tion may have been influenced by recent accounting scandals. The Sarbanes-Oxley Act (2002, Rule
200) restricts high-level job opportunities at clients. At a macro level, there s evidence that a
negative reputational spillover atfected non-Andersen clients when intormation on the Andersen
shredding admission was released (Dooger et al. 2003, That is. hav g been associated with a public
accounting firm may have lost some more prestige due (o the misdeeds of ancitors at other firms.
Beyond environmental influences. the position of partner may not be as hiehly vailued as it once was.
Job security is less and aspiring partners may be more cognizant of the risk o2 losing their equity
capital in the firm. The current nature of a partner’s job may also reduce the desirability of becoming
a partner given evidence that partners work extraordinarily hard. including vacutions and weekends
(Hooks and Higgs 2002). To the extentan individual auditor places importance on work-life balance.
itis expected that the value of deferred compensation will be diminished

The manner in which the value of deferred compensation aflects the emp ovment contract may
be linked with shirking. I an individual auditor places @ low value on deterred compensation. then
the auditor will cither exit due to pereeived undercompensation, or the auditor may stay but provide
less of a professional contribution to the firm perhaps by shirking. To the cxtent that deferred
compensation is tied to expectations of remaining with the firm. there 1 a pricical implication for

" addition to ageney theory, tournament theory (Rosen 19%6) may proside some msivhis meo the meentives managers
have to vadue the deterred compensation element of the emploviment contrat.

" Utibizing agency theory, Malos and Campion (1995) propose and test (20001 an options-sased i del of career mobility in
professional service firms whereby they argue that deterred compensaton is fogicatiy fieked 1o the up-or-out model ot
taw firms. That s, deferred compensation serves o ahign the miterests of the snver with i partners, and that cach
lawyer is viewed as an option that can be strategically abandoned 1t parmership is not probab ¢
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audit quality. Donnelly et al. (2003) found that dystunctional audit behavior (i.e.. audit-quality
reduction acts) was directly related to turnover intentions. More broadly. this illustrates the larger
issue that the value of deferred compensation may differ between parties to the contract. and there-
fore may play a role in determining optimal compensation packages.

Satisfaction of Personal Preferences

Finally. there is the somewhat ill-defined element in the model labeled satisfaction of personal
preferences. While much of this refates to individual ditferences not under the control of a firm.
agency theory offers some insights into factors that may impact the value placed on this model
clement. although the theory does not describe factors that drive personal satisfaction. However. as
Eisenhardt (1989, 59) notes, “principals and agents have partly differing goals and risk preferences.”
The fact that both parties to the contract share the same profession provides some convergence of
goals and risk preferences since both parties received the same socialization. They can both be
expected to strive Lo ensure the protection of their license to practice and avoid litigation. negative
publicity. and unreasonable regulation of the profession. However. a variety of other factors such as
work effort required, autonomy afforded the auditor. extent to which growth needs are met. travel
demands, collegiality of the work environment. and the types of clients audited can all impact
personal satisfaction. The importance of these variables 10 auditors is supported by the sociology of
the professions literature in terms of professionals™ work expectations. This leads to our final re-
search proposition:

Research Proposition: Satisfaction of personal preterences is necessary to the auditor but
the personal preferences are ill-detined and thus may not be valued
or recognized in the employment contract.

A number of variables logically related to satistaction of personal preferences have been exam-
ined in accounting literature on turnover and job satisfaction. For example. Dalton ¢t al. (1997)
found that extent ot control in the workplace was negatively related to actual turnover of managers
and partners. Collins and Killough (1992) found that job stressors impacted propensity to leave
public accounting and job dissatistaction. Thus, while prior research suggests negative outcomes if
an auditor’s expectations of these variables are not met. prior research has not examined the extent o
which the presence of these variables can have positive outcomes. That is. the value of satistying
personal preferences is unclear. which is particularly important in understanding the extent to which
it can offset dissatisfaction with other clements of compensation received.

VALIDATION OF THE FRAMEWORK

We acknowledge the need for validation of the framework. The framework as presented builds
upon prior research and our understanding of the firm-auditor relationship. However. testing bound-
ary conditions of the framework will be necessary to validate that it appropriately represents the
relationship. The first step in establishing boundary conditions is determining whether all variables
included in the model have a nonzero value, and whether all variables have been included. We have
attempted o include variables of which we are aware, including those specifically studied by prior
academic rescarch as well as those more recently suggested by changes in the practice of public
accounting. When there is any likelihood that a variable has a zero value. we have tried to highlight
this possibility. For example. we expressed uncertainty about the current value placed on defer-
red compensation by individual auditors. Yet an obvious question is whether firms still believe
deferred compensation has a positive value. Understanding boundary conditions would require deter-
mining how both firms and auditors have adjusted the contract equation o allow for changes in
deferred compensation value.
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Bevond rescarching whether the variables included have valne. ane tat no sy ariables are omit-
ted. establishing boundary conditions requires consideration of the relations hips among variables
within the framework. We have presented the framew ork as asimple ateeniaic eouality, Yetit s quite
likely there exist multiple relationships of dependence and covarianee both within and between the
firm and the auditor variables. An opportunity exists to enrich the model by exploring which of these
variables may depend upon others: For example. on the auditor side. is ~aiany Fyvel required depen-
denton the flexibitity provided? Or.mare Tikely. are the personal preterences ot the cmplovee one of
the causal factors underlying the interaction of required salary and tlexib-hiny And.on the firm side.
do these depend on the Tevel of protessional contribution expected by the frnn or on the work cthic
ofthe auditor? Thus. in exploring the boundary conditions. 1 is necessars to cor sider these potential
relationships and interactions extending to variables deseribing hoth the protossional contribution
and compensation.

Concluding Thoughts

This paper presents a framework iHustrating the employment contrac: betw cen a public account-
mg firm and the professionals who work within it The framework artictates th ose aspects contrib-
uted by a professional and for which the emploving tirns compensates the rolessional. 1t also
presents the various elements of the compensation. articulatig the varieas con ponents that profes-
stonals value and expect as a reward for their work The cmployment contiact tramew ork is initialhy
based on the “rational economic man™ proposition ol classical agency theory and is modificd (o
reflect the divergence i behavior that occurs when professionals are tie agents 1o whom ageney
theory is applied. The behavior divergence discussed in the sociology o prosessions literature is
assumed to result because professionals value non-monctary as well as monetany rewards. Utilizing
this background fiterature, a framework of the CPA firme-auditor emiploy ment v Tationship s devel-
oped within the rich context of the distinetive public accounting environment. Tmplications of this
cmployment relationship for audit work and the audit profession are explored dong with resulting
propositions for future research,

The contribution provided by the framework developed mothis paper s Both retrospective and
prospective. Indeveloping the framework. a wide range of prior research on the CPA firm-auditor
employvment relationship is integrated and sitwated in a brosder context. Perh ips more importantly.
the framework developed in this paper provides a foundatior for understandin :and exploring issues
related o CPA firm and auditor employee behavior within the contestuai v rch and dynamic public
accounting environment. By articutating the sitnational, organizauonal. and o ividual factors im-
pacting both what firms provide to their professional employ cos and how crapl o ees may value what
Is provided, we present a rescarch tool to help rescarchers formulate Tutre re e irch with an aware-
ness ol the farge set of variables and their retationships arfecting anditors
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