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ABSTRACT: This paper summarizes research related to accounting firm culture and
governance. While perennially important, this topic has immediacy due to the intention
of the Public Company Accounting Oversight Board (PCAOB) to consider revisions of
the current U.S. interim auditing standards on quality control. Our purposes are to bring
together several disparate lines of research on this broad topic in order to identify
specific areas of insufficient research. We review literature related to the roles of culture
and subcultures within audit firms, and the relation between culture and audit quality.
We also consider governance and control mechanisms, including policies related
to consultation, independent monitoring boards, ethics training, and acculturation.
Throughout the paper, we offer suggestions for future research based on the current
status of the literature and the recent environmental changes in the auditing profession.
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INTRODUCTION

Called “The Firm” by everyone who worked there, Arthur Andersen felt like
the real-life version of John Grisham’s famous novel. The prestigious name was
being used to justify behavior that never would have been tolerated in the past,
behavior that was wrong.

—Toffler and Reingold (2003, 3)

n light of recent well-documented audit failures and the ensuing change in regulatory
structure of the profession, the purpose of this paper is to synthesize the extant literature
on audit firm culture and governance to stimulate research regarding implications for

We acknowledge the helpful comments received from Nancy Bagranoff, Michael Bamber, Joe Brazel, Jeff Cohen,
Mark Covaleski, Mark Dirsmith, Gary Holstrum, James Hunton, Steve Kaplan, Tan Hun Tong, Paul Williams,
conference participants of the 2007 PCAOB symposium, Bryan Church (the editor), and two anonymous reviewers.
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audit quality. The Sarbanes-Oxley Act of 2002 (SOX) and the demise of Arthur Andersen
LLP serve as reminders of the consequences of fostering a culture that values revenue
generation over quality service. Indeed, the Public Oversight Board’s (POB) Panel on Audit
Effectiveness (the “Panel”) made several recommendations about audit firm culture and
“tone at the top” (POB 2000).

As part of its investigation, the Panel conducted quasi-peer reviews (QPR) at 28 offices
of the eight largest accounting firms.! The Panel observed that audit senior and manager
focus group participants frequently indicated that “‘engagement partners and firm leaders
treat the audit negatively—as a commodity”” (POB 2000, 99). The Panel encouraged audit
firms to “hold high the banner of objectivity, independence, professional skepticism and
accountability to the public”’ (POB 2000, xi). Moreover, the Panel indicated it was important
that “audit firms ensure that the performance of high-quality audits is recognized as the
highest priority in their professional development activities, performance evaluations, and
promotion, retention and compensation decisions” (POB 2000, xi). The Panel warned
that the tone at the top has a major effect on the audit firm’s culture in determining
whether the firm is quality-oriented or revenue-oriented, and in establishing the role of the
audit as either for the public good or as a commodity. Sadly, the Enron-Andersen debacle
demonstrates the results of failure to heed the Panel’s warning.

The PCAOB’s intention to consider revisions to accounting firm quality control (AFQC)
standards, including new requirements related to audit firm culture and governance, provides
additional motivation for our paper.>* Existing AFQC standards require firms to establish
policies and procedures to provide reasonable assurance that their personnel comply with
all applicable professional standards, but do not include specific requirements related to
firm culture or governance. Nevertheless, the PCAOB (2004b) recognizes that firm culture
and firm governance are important overarching aspects of AFQC. While there has been
some research related to accounting firm culture and governance, anecdotal evidence sug-
gests that important changes in the regulatory and business environment (e.g., the enactment
of SOX) lead to questions about the continuing external validity of reported findings. The
purpose of this paper is to provide an overview of the literature relevant to culture and
governance as that literature relates to AFQC as a stimulus for further research. This paper
is restricted in scope to issues pertaining to firm culture and governance, and their possible
effects on risk of violation of professional standards and the public interest. Hence, other
issues including auditor tenure and withdrawals, auditor rotation, engagement quality as-
surance, specific reduced audit quality acts (e.g., premature sign-off), and auditor indepen-
dence are not covered here.

! The eight largest firms were: Arthur Andersen, BDO Seidman, Deloitte & Touche, Ernst & Young, Grant
Thornton, McGladrey & Pullen, KPMG, and PricewaterhouseCoopers. The QPR process included in-depth re-
views of 126 audits of SEC registrants, focus groups with audit seniors and audit managers, and in-depth
interviews with the partner-in-charge of the office’s audit practice.

To facilitate the development of auditing standards and to inform regulators of insights from the academic
literature, the auditing section of the American Accounting Association (AAA) has agreed to provide a series
of literature syntheses to the Public Company Accounting Oversight Board. This paper results from one of those
syntheses, and is based on a separate report issued to the PCAOB. The views expressed in this paper are
those of the authors and do not reflect an official position of the AAA or its auditing standards committee. In
addition, the paper does not purport to reflect the views of the PCAOB or its staff, and the author team was not
selected or managed by the PCAOB. While our synthesis was informed by conversations with audit partners,
these individuals preferred not to be quoted.

3 The PCAOB adopted, as its interim AFQC standards, the quality control standards of the American Institute of

Certified Public Accountants (AICPA 2006c) in effect as of April 16, 2003.
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The remainder of the paper is presented in three sections. The next section provides
an overview of audit firm culture, addressing formal definitions of culture. Subsections
consider the roles of culture within organizations, conflicts between organizational and
individual goals, the existence of subcultures, social influence pressure, mentoring, com-
municating culture outside of the organization, and the measurement of culture. The second
section describes the rather limited state of knowledge related to governance mechanisms
within accounting firms. Subsections consider control mechanisms within firms, policies
related to consultation, ethics training, and the use of independent monitoring boards by
firms. Throughout the paper, at the end of each subsection, we present a research agenda
for the current environment of professional auditing, based on prior literature. The final
section of the paper presents overall conclusions of our review of the literature.

CULTURE WITHIN PUBLIC ACCOUNTING FIRMS

In this section, we draw on the literature of organization culture to consider the concept
of culture within the professional context of auditing. Culture is an intuitively appealing
concept. Most people recognize that various groups (e.g., religious, social, national, and
corporate) have fundamentally different ways of interacting internally and with the outside
world, yet culture is difficult to define in precise terms. Culture is often understood to
comprise shared basic assumptions, customs, myths, and ceremonies that communicate
underlying beliefs, and is evidenced by values reflected in individual and group behaviors
(Reigle 2001).* Essentially, culture establishes the parameters of acceptable and unaccept-
able behavior. In the audit firm context, the firm’s culture and “tone at the top” establish
whether the audit is a high quality service or a mere commodity (POB 2000, 99—100).
Visible symbols of culture represent integration into the organization. For example, stan-
dards of dress, membership in civic, professional and religious organizations, and expec-
tations regarding work hours and workplace behavior all communicate an organization’s
culture and expectations regarding behavior (Reigle 2001). Culture “establishes recognized
and accepted premises for decision making” (Hood and Koberg 1991, 12). That is, expected
behaviors, or norms, result from culture.

The public accounting profession in the United States has a long history of struggling
to define its public roles and responsibilities, which form the basis of its cultural identity.’
This struggle has touched almost every aspect of the profession. Even the fundamental issue
of whether a code of conduct is necessary was hotly debated as far back as the early 1900s
(Previts and Merino 1998). The recent spate of corporate scandals at companies such as
Enron and WorldCom has focused debate on the significant changes in business models
and cultures within the profession and in public accounting firms specifically. According
to Wyatt (2004, 49), “greed became a force to contend with in the accounting firms. In
essence, the cultures of the firms had gradually changed from a central emphasis on deliv-
ering professional services in a professional manner to an emphasis on growing revenues
and profitability”’ (emphasis added).

Another point worth noting is the distinction between organizational climate and organizational culture (Denison
1996). Culture is the deep structure that is rooted in values, beliefs, and assumptions, while climate is temporary
in nature and subject to change by those with power and influence. While an organization’s culture tends to be
somewhat stable across time, the organization’s climate can and does change. Factors affecting climate include
personal self-interest, firm profitability, operating efficiency, team interests, friendships, social responsibility, per-
sonal morality, rules, laws, and professional codes (Sims 1992). An appreciation for this distinction is important
because understanding and assessing culture should be made in light of the factors that might affect culture on
a more temporary basis.

* See A History of Accountancy in the United States by G. J. Previts and B. D. Merino (1998) for an in-depth
discussion of the profession’s history.
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The auditing profession has historically viewed firm culture as unique and proprietary,
the very essence of the firm. Moreover, firms have established and nurtured their cultures
more or less freely within the boundaries set by the marketplace and regulators. The Amer-
ican Institute of Certified Public Accountants’ (AICPA) Code of Professional Conduct
(CPC) and its predecessor codes of ethics, as well as quality control standards (AFQC),
have been vital boundary-setting forces. The CPC is built on a framework of six principles
(AICPA 2006a), embodying the guidance and rules that all members of the AICPA must
follow in fulfilling their professional responsibilities. While each of the six principles is
foundational, the Public Interest principle is particularly relevant to consideration of culture,
as this principle clearly enunciates the manner in which members should carry out their
responsibilities. The principle states ‘“Members should accept the obligation to act in a way
that will serve the public interest, honor the public trust, and demonstrate commitment to
professionalism” (AICPA 2006b). This principle, along with the remaining five principles,
establishes the fundamental importance of professionalism and serving the public interest.
The PCAOB interim standards encompass the Auditing Standards Board’s quality control
standards (AFQC). The first element, Independence, Integrity, and Objectivity, is similarly
relevant to firm culture. Specifically, the standard states “Policies and procedures should
be established to provide the firm with reasonable assurance that personnel maintain in-
dependence (in fact and in appearance) in all required circumstances, perform all profes-
sional responsibilities with integrity, and maintain objectivity in discharging professional
responsibilities” (PCAOB 2003). However, the CPC and AFQC are just two of many factors
that influence the culture of public accounting firms.

Firms use formal and informal mechanisms to help achieve their objectives, including
the principles embodied in the CPC, as well as such goals as profitability and growth.
Formal policies and procedures, organizational structure and other practices are incorpo-
rated into firm governance. These practices are developed within the firm’s culture, which
is a set of beliefs and values at once more informal, yet more pervasive than policies and
procedures. In the following subsections, we explore culture by considering its roles, meth-
ods employed to acculturate employees, and threats to the effectiveness of acculturation.

The Roles of Culture

Organizational culture can lead to positive outcomes such as the creation of social order
and continuity, creation of communal identity and commitment, and management of col-
lective uncertainties (Trice and Beyer 1993). Successful acculturation of employees influ-
ences an organization’s financial performance. For instance, a close match between orga-
nizational values (as evidenced by the organization’s culture) and individual values leads
to increased job satisfaction (Wallach 1983; Lovelace and Rosen 1996). Communicating
and successfully acculturating new employees is of utmost concern to accounting firms
because employees generally become more productive and cost-effective as they gain ex-
perience. Consequently, employees who fit well with a firm’s culture likely remain with
the firm longer (Ponemon and Gabhart 1993) and contribute more to the firm’s financial
success. Conversely, those who are a poor fit either leave voluntarily, or are not promoted
by the firm (Benke and Rhode 1984). Fogarty (1992, 130) refers to this as a socialization
process in which individuals are molded by the organization to which they seek member-
ship, a phenomenon that he calls “role acquisition.”

In this light, the POB (2000) encouraged firms to utilize acculturation processes to
align the individual goals of audit team members with firm goals of high-quality audit
work. The POB (2000, 100) recommended that firm leaders frequently deliver a “positive,
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constructive message” that applauds “taking difficult stands on earnings management is-
sues, issues involving possible management fraud or illegal acts, or contentious accounting
issues.” The firm should stress the concepts of “integrity and objectivity, independence,
professional skepticism and accountability to the public” to new hires, and this message
should be reinforced in the firm’s continuing education and employee training.

Research Agenda

Culture encapsulates the essence of an audit firm; however, relatively little empirical
evidence exists about cultures within firms. The paucity of evidence is largely driven by
the proprietary nature of the construct. For those researchers who are able to negotiate
access to firm personnel, the questions are plentiful. For example, the fundamental issue of
the causes and sources of culture within firms has not been sufficiently addressed. Surveys
and longitudinal studies are particularly well suited to understanding the causes and sources
of culture. Also of importance to the PCAOB and the public more generally is the link
between culture and audit quality. Research finds that employees who fit well with a firm’s
culture remain with the firm longer and contribute more to the financial success of the
firm (Ponemon and Gabhart 1993). Does this type of relation also hold for audit quality,
such that identifying closely with a firm’s culture leads to higher audit quality? Some have
argued that in the recent past, firms overemphasized profitability to the detriment of quality
(Wyatt 2004). In light of recent changes in the regulatory environment and anecdotal evi-
dence suggesting that accounting firms are emphasizing audit quality, a critical issue that
is worthy of investigation is how changes in culture or acculturation processes impact audit
quality. Further, how quickly do these changes have an effect? A variety of research tech-
niques is available to answer these questions and researchers should use them to aid our
understanding of these issues.

Conflicts between Organizational and Individual Goals

Because culture serves as a means to control employees and reduce undesirable be-
havior (Neimark and Tinker 1986), firms employ acculturation to manage the quality of
professional services provided by employees, and to ensure compliance with firm-wide
policies, initiatives, and goals (Covaleski et al. 1998). Many techniques are used to trans-
form individuals into professionals whose work goals, language, and lifestyle reflect the
aspirations of the firm. Fogarty (1992) identifies the following three categories of techniques
to influence organizational commitment among its employees: (1) coercive (i.e., economic,
structural, and legitimization); (2) mimetic (i.e., role modeling and mentoring); and (3)
normative (i.e., professionalization). Although these techniques are all well intentioned, the
coercive management approach followed by some firms may result in conflict as individuals
attempt to balance their professional autonomy and personal aspirations with firm programs
and goals. For example, Covaleski et al. (1998) report that some partners comment that
firms seek to control almost every aspect of their lives, even while on vacation.®

¢ A series of studies by Adrian Harrell and others consider how auditors with specific personality traits react
differently to the work environments of the large public accounting firms. This research essentially indicates
that there is variation across individuals in the ways in which they respond to acculturation. For instance, Snead
and Harrell (1991) find that personality, work stress and career intentions all affect senior auditors’ job satis-
faction. Also, Donnelly et al. (2003) show that auditors with external locus of control, lower performance, and
higher turnover intentions are more tolerant of quality-threatening behaviors in the workplace. Thus, attempts
by firms to inculcate a culture of professionalism might have limited success with those individuals.
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Recently, audit firms have made changes in the workplace designed to reduce the
conflict between personal and organizational values, such as greater reliance on technology
and flexible work arrangements to address the changing lifestyle preference of today’s
younger employees. Unfortunately, these changes may make it more difficult for employees
to become and to remain acculturated (Hooks and Higgs 2002). Consequently, organizations
may need to supplement traditional means of communicating culture, such as formalized
training, on-the-job experiences, and observing the behaviors of others, to acculturate em-
ployees whose responsibilities do not require regular and meaningful interaction with other
employees. Moreover, whereas in the past, less experienced employees looked to more
experienced role models as a means of identifying behaviors that ensured their future suc-
cess (Trice and Beyer 1993), such practices may become less available with the more
flexible work arrangements.

Flexibility, it is argued, also reduces the opportunities to observe an auditor’s contri-
butions to the firm (Almer et al. 2005). Consequently, auditors who use more flexible work
schedules perceive that, in doing so, their salary and promotion opportunities are lower
(Almer and Kaplan 2000). Finally, flexible time and work assignment schedules make
employee monitoring more complex. Accordingly, it is even more important in these cir-
cumstances to establish a culture that rewards professionalism and emphasizes quality.

An alternate view of flexibility, in the form of job autonomy, is proposed by Bamber
and Iyer (2002). In a study of Big 5 public accountants, job autonomy was found to increase
both professional and organizational identification, and reduce organizational-professional
conflict. Given previous findings that professional identification is associated with increased
professionalism (Norris and Niebuhr 1984; Fogarty and Kalbers 2000), it may be that job
autonomy amplifies the professional attitude of an auditor, thus, decreasing undesirable
behavior and the need to monitor.

Research Agenda

Acculturation is a primary mechanism audit firms use to manage the quality of their
audit services. However, it is unclear whether the various techniques (i.e., coercive, mimetic,
and normative) used to acculturate employees are equally effective. Furthermore, research-
ers have not established whether changes in the audit environment (e.g., greater reliance
on technology and flexible work schedules) have altered the effectiveness of traditional
acculturation mechanisms such as formal training, on-the-job experiences, and modeling
the behaviors of others. While there is some evidence regarding the effects of flexible work
schedules on acculturation, additional research might consider how well firms are accul-
turating employees whose responsibilities do not require frequent interaction with other
firm personnel. Also, researchers may wish to use surveys to more fully understand the
personal characteristics associated with individuals’ willingness to participate in fiexible
work arrangements. Given the significant constraints imposed by a tight employment mar-
ket, audit firms can also benefit from such knowledge. Finally, the impact of flexible work
schedules and job autonomy on professionalism, as well as professional and organizational
identification, could be assessed using survey or experimental techniques.

The Roles of Subcultures within Organizations

Another complicating factor in research on organizational culture is the potential for
subcultures within firms (McAleese and Hargie 2004). While a firm may have an over-
arching culture espoused at the national level, culture may also differ across functional
areas such as tax, audit, and consulting (Wyatt 2004). Further, culture may differ across
ranks within a firm and among the individual offices of large firms (e.g., Arthur Andersen’s
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Houston and Chicago offices). Hood and Koberg (1991) report on a survey of employees
of eight large public accounting firms about firm culture. They report that partners perceive
their firms to be more innovative and supportive than employees at lower levels (e.g.,
managers, seniors or staff accountants). This finding is important because young profes-
sionals frequently model behaviors of more senior personnel in an attempt to ensure success
(McAleese and Hargie 2004). That is, young employees perceive their mentors’ actions as
communicating a great deal about acceptable and appropriate behaviors within the confines
of their firm’s culture. On the other hand, Hood and Koberg (1991) find no evidence that
culture differs across functional areas.

A later study by Chow et al. (2002) also surveys public accounting employees about
culture with the added consideration of the accounting firm’s national culture (i.e., local
firms were either affiliated with a U.S. firm or a Taiwanese firm). Consistent with Hood
and Koberg (1991), there is evidence of culture differences across rank. However, differ-
ences are not found across functional areas. Chow et al. (2002, 358) suggest that the absence
of cultural differences across functional areas may be explained by “‘commonality in the
general backgrounds and training of accounting firm employees prior to functional spe-
cialization, or the over-arching nature of public accounting firm responsibilities and societal
expectations.” The absence of a culture difference across functional areas reported by Chow
et al. (2002) and Hood and Koberg (1991) is inconsistent with observations by Wyatt
(2004), who asserts that large firms have increasingly hired nonaccountants and other in-
dividuals who lack the same professional background and education as accountants. These
nonaccountants are believed to change the cultures of large firms in significant ways by
introducing a much more salient entrepreneurial and profit-driven approach to business
(Wyatt 2004; Shafer et al. 2002).”

Mergers can also create subcultures within a firm (Cohen et al. 1993). Members of the
new firm frequently become entrenched in groups based on their former firm affiliation.
Consequently, the organizational identity of the new firm is slow to emerge and knowledge
transfer and decision-making capabilities may be impaired (Empson 2001, 2004; Ferner et
al. 1995). The problem is more acute when the cultures of the combining firms clash
(Baskerville and Hay 2006). Two characteristics of the post-SOX environment pertinent to
this issue are: (1) the downstream movement of SEC audit clients to smaller firms; and (2)
increased merger activity among non-Big 4 firms to meet this demand (PAR 2006a, 2006b).
Mergers motivated by such resource-driven needs can result in new challenges for the
culture of the firm.

Large international accounting firms frequently seek to acculturate professionals into
becoming members of a single firm (Covaleski et al. 1998). Moreover, there is evidence
that firms have been at least partially successful in achieving this goal (Soeters and
Schreuder 1988; Pratt et al. 1993; Chow et al. 2002). To the extent that acculturation
achieves consistently high professional services quality and adherence to professional or
firm practice standards, these efforts serve useful purposes. Ferner et al. (1995) suggest that
the growth and internationalization of large firms have introduced strains on firms’ “cor-
porate glue” because cultural heterogeneity weakens the professional ethos, as do bureauc-
ratization of the professional partnership and clashes between different management styles.
Conversely, homogenization across national lines can also introduce tension, such as when
there are substantial power imbalances between national partnerships (e.g., some national

7 It is unclear from either Chow et al. (2002) or Hood and Koberg (1991) whether any of the professionals
surveyed from the consulting functional area had different backgrounds or had transferred into the consulting
area after first working in audit or tax.
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partnerships may rely heavily on referral work from more powerful partnerships) and when
there are diverging interests between the global firm and national partnerships (Ferner et
al. 1995).

National legislative and public policy differences may also introduce cultural complex-
ities. For example, Sikka (2004) points out that serving the public interest is not a universal
maxim. As an example, he points to the U.K. Companies Act, which he states does not
require auditors to serve the public interest or to owe a ‘“‘duty of care” to parties other than
management, a position at odds with practice in the U.S. Early evidence of potential effects
of national legislative differences was provided in a study of U.S. and German auditors,
which illustrated how different interpretations of independence rules issued by the Securities
and Exchange Commission may lead to significant problems for large international firms
(Dykxhoorn and Sinning 1981). Further, different legal requirements, such as those that
prohibit anonymous whistle-blowing in the European Union, also require firms to be
adaptable.

Research Agenda

Notwithstanding firms’ efforts to establish a single culture (Covaleski et al. 1998), there
is evidence that subcultures exist across ranks (Hood and Koberg 1991; Chow et al. 2002).
And while Wyatt (2004) suggests that the growing numbers of firm professionals with
nonaccounting backgrounds (e.g., consultants with marketing backgrounds) has contributed
to a shift in firm culture, there is no evidence to support this contention. Further, there is
no evidence that culture differs across functional areas such as audit, tax, and consulting
(Hood and Koberg 1991; Chow et al. 2002). However, the evidence on culture in profes-
sional accounting firms is sparse and all of it was obtained prior to the enactment of SOX,
so research that investigates the influence of nonaccounting professionals is warranted.
Questions that could be investigated include: Have nonaccountants hired by public account-
ing firms experienced the same acculturation as accountants hired by the firms? How have
nonaccountants hired by public accounting firms affected the firm’s culture (by level of
experience and functional area)?

In addition, there is ample opportunity for researchers to investigate the implications
of globalization and mergers. Globalization can affect the audit client, the audit firm, or
both. As Sikka’s (2004) work makes clear, audit firm culture does not seamlessly transition
across national borders. Researchers could investigate the role of national legislative, po-
litical, and public policy differences on the operations of large audit firms. Further, it is
unclear whether the globalization of clients has resulted in cultural shifts within firms across
national lines. Interview-based studies reveal that mergers influence the employee’s level
of commitment to the new firm (Baskerville and Hay 2006; Empson 2004). While future
mergers among the larger firms are unlikely, smaller firms seem to be constantly engaging
in mergers. Researchers could investigate the effects these mergers have had on organiza-
tional identity, commitment, and decision making. In light of the continuing trend toward
globalization and heightened merger activity, these and related research questions are wor-
thy of investigation.

Social Influence

Beyond its role in establishing boundaries for acceptable and unacceptable behavior,
culture also lays the foundation for the ways in which firm employees interact. Culture
manifests itself through techniques such as engagement time budgets, engagement perform-
ance reviews, workpaper reviews, formal counseling sessions, peer reviews, and formal
mentoring programs that establish the context in which individuals interact with one another
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(Covaleski et al. 1998). Adding to the complexity of these interactions is the hierarchical
nature of the profession in which superiors evaluate the work of subordinates and wield
considerable influence and power over subordinates’ future prospects.

Subordinates are susceptible to social influence pressures and power from accounting
firm superiors (DeZoort and Lord 1994; Ponemon 1992) and they expect superiors to set
the tone for professional behavior (Finn and Munter 1991; Otley and Pierce 1996).
Thus, the ways in which superiors and subordinates interact significantly influence the audit
environment. As the ensuing discussion reveals, the extant accounting literature provides
evidence of this influence.

Lord and DeZoort (2001) examine the effects of inappropriate social influence pressures
on auditors’ willingness to accept materially misstated financial statements. They investigate
two forms of social influence pressure: obedience pressure (from commands made by su-
periors) and conformity pressure (from examples set by peers). Ouchi (1980) terms these
socialization-based control mechanisms as ‘“‘clan controls.” Experimental results indicate
that obedience pressure significantly increases auditors’ willingness to accept materially
misstated financial statements, but conformity pressure does not. Moreover, individuals with
higher levels of commitment to their firms (i.e., higher organizational commitment [OC])
are less likely to sign off on significantly misstated account balances than auditors with
lower levels of commitment, suggesting that OC moderates the effect of client pressure.
Similarly, Otley and Pierce (1996) find that audit seniors are less likely to engage in pre-
mature sign-off and other forms of audit quality-threatening behavior (QTB) when OC is
high.2 However, OC’s negative influence on QTB is eliminated when social influence pres-
sures are introduced. Furthermore, neither high levels of professional commitment nor high
moral development are sufficient to overcome these social influence pressures. Lord and
DeZoort (2001, 229) state that ““(the) findings that auditors are susceptible to social influ-
ence pressure, even in situations where professionals know such pressure can lead to ma-
terial misstatement and audit failures, is important for understanding and managing con-
temporary professionals’ work environment.”

In their interviews of Big 4 audit partners, Pierce and Sweeney (2005) find that clan
controls (Ouchi 1979, 1980) are used extensively within large international accounting
firms. According to Macintosh (1985), clan controls promote efforts by staff to work toward
the firm’s goals (Covaleski et al. 1998) and are likely present in extreme forms in accounting
firms. Pierce and Sweeney’s results support Macintosh’s contention. In addition to formal-
ized controls instituted through audit methodology and operating procedures, less formal
clan controls based on experience and intuition are widely used to monitor the performance
of subordinates and ensure audit quality. Many of these clan controls become embedded in
the procedures and routines over time, and influence the conduct of the audit and the
interactions among engagement team members. These informal controls allow highly ex-
perienced individuals (e.g., managers and partners) another avenue to exercise their power.

A more recent study by Fedor and Ramsay (2007) finds that reviewers can use power
to positively or negatively affect the work efforts of subordinate auditors. For example, a
reviewer’s use of referent power (i.e., the power that accrues to the superior by making
subordinates feel valued) is positively related to performance improvement efforts and feed-
back seeking from the reviewer (Otley and Pierce 1996). On the other hand, a reviewer’s

® Interestingly, Bamber and Iyer (2002) found that that perceived effectiveness of the firm’s audit process is a
determinant of OC. Together, this research suggests that perceptions of firm process quality impacts OC, which,
in turn, impacts quality-threatening behavior.
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use of coercive power is negatively related to performance improvement efforts and feed-
back seeking from the reviewer. Interestingly, expert power (i.e., the power that originates
from superior knowledge and information) positively influences feedback seeking, but does
not influence either performance improvement efforts or efforts at impression management.
Additionally, subordinate performance is affected less by coercive power as the superior’s
perceived expertise increases. In sum, Fedor and Ramsay’s (2007) results suggest that the
appropriate use of referent and expert powers are critical to establishing an environment in
which there is a healthy dialogue between superiors and subordinates.

Research Agenda

To recap, research finds evidence that social influence pressures affect auditors’ per-
formance. In light of this prior research, an important question is, how common are social
influence pressure and the potential negative effects of power in the audit environment?
Otley and Pierce (1996) find that a majority of seniors report having been asked either
directly or indirectly by their managers to under-report time, and more than one-third report
that they responded to tight budgets by reducing the quality of audit work. Moreover, in
Lord and DeZoort’s (2001) study, almost one-quarter of the participants report being sub-
jected to either obedience or conformity pressures from someone within the firm. Still other
evidence suggests that such pressures and negative consequences occur at all levels and
across accounting firms of all sizes (e.g., DeZoort and Lord 1994; SEC 1993).

Additional academic research is needed to establish how different levels of social in-
fluence pressure affect audit quality, client relationships, and employee retention. Most of
the existing evidence in this area predates SOX and it is unclear whether social influence
pressures have been altered by the new regulatory environment. In light of anecdotal evi-
dence about new emphasis on audit quality, research on the steps audit firms are taking to
combat the negative effects of social influence pressures and power, and ensure audit qual-
ity, may be instructive. Furthermore, research investigating how firm culture exacerbates or
moderates social influence pressures in the audit environment is needed. Also, we are
unaware of research that has studied whether training can affect social influence pressure
in the auditing context. Research in these areas could be accomplished through surveys,
experiments, and archival methodologies.

Mentoring

Mentoring is a mechanism to apply social influence pressure, as illustrated by the
following quote:

Mentoring thus appears as a technique by which junior members absorb, imbibe,
and interiorize the more subtle, tacit, and noncodifiable aspects of an organiza-
tion’s goals, which are embodied in superiors and with which they develop their
new identity as firm members. (Covaleski et al. 1998, 302)

Mentoring naturally occurs in professional organizations where clan controls are com-
monly found (Ouchi 1980). In professions, there is a high degree of dependence among
the individuals in the organization. Due to the high ambiguity in performance evaluation
found in professions, mentoring serves as a mechanism to achieve goal congruence among
its members.

Mentors serve many purposes, such as providing role models so that protégés may
transform their identities through avowal or identification with others (Covaleski et al.
1998), as well as through the overt direction and input of the mentor (Rose 1988). Men-
toring can also serve as an evaluation and governance tool (Viator and Pasewark 2005).
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Because informal mentoring occurs inconsistently and without design, some firms have
established formal programs in an attempt to improve job performance and socialize em-
ployees into organizational roles (Burke and McKeen 1989; Viator 1999).

In an important study on mentorship based on survey data from the then-Big 6 ac-
counting firms, Covaleski et al. (1998) report that informal mentoring is common and
largely effective, while formal mentoring programs are largely ineffectual and of short
duration. Furthermore, every partner in a prominent position reports having at least one
mentor who proved critical to his or her advancement in the firm. In a large study con-
trasting formal and informal mentorships, Viator (2001) finds that informal mentoring pro-
vides traditional career development (similar to the findings of Covaleski et al. [1998]),
while formal mentoring programs provide limited effects. In contrast, Viator and Pasewark’s
(2005) investigation of mentorship termination finds evidence of dysfunctional outcomes
when mentoring relationships continue beyond their natural spans, and from individuals
who have terminated mentorships but continue to work in close physical proximity with
their mentors.

Research Agenda

The studies on mentoring cited in this section tend to support the value of mentoring
as a technique for acculturation. However, there is relatively little research directly con-
cerning this topic, and, with few exceptions, these studies were published prior to 2000.
Further academic research is needed to more closely document how firms use mentorships
to acculturate employees in the current environment and what aspects of firm culture influ-
ence the establishment and form of mentoring relationships. While some evidence is avail-
able regarding the effectiveness of various forms and methods of mentorship for other
purposes, additional research might compare different forms of mentorship for cultural
inculcation purposes in the audit environment. Such research is probably best accomplished
using a survey approach. However, tests of mentoring effectiveness over extended periods
of time might also be accomplished through a longitudinal study of employees involved in
mentoring relationships.

Communicating Culture to the Qutside

Communicating a firm’s culture to clients and other third parties increases the likelihood
that important relationships will be more sustainable and productive (McAleese and Hargie
2004). A study by Holmes and Marsden (1996) finds that firms communicate their cultures
to external parties through documents such as client bulletins and recruiting materials, but
the culture portrayed in these documents often differs from the culture communicated to
internal parties. Holmes and Marsden (1996) conclude that the impact of this difference on
the firm and its various constituencies is unclear. Extending this line of inquiry, a recent
study suggests that the extent to which actual job experiences are consistent with pre-
employment expectations is an important factor in job performance (Padgett et al. 2005).

Research Agenda

Little is known about the ways in which audit firms communicate their culture to those
outside of the organization. Holmes and Marsden (1996) studied this issue, but their work
is now more than ten years old, and recent changes in the regulatory and professional
environments may call into question some of their findings. Researchers could utilize sur-
veys to learn what methods firms are using to communicate culture to external parties and
to assess the effectiveness of those methods. It is also possible that linguistic analysis
software, such as LIWC, + Diction, or PCAD, could be useful for-this purpose (Gottschalk
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1995). Furthermore, Holmes and Marsden (1996) suggested several research topics they
believed important, including how cultural communications influence employee behavior,
job satisfaction, and employee retention.

Measuring Culture

As the above review of the literature shows, culture is a complex concept that can be
defined in a variety of ways. If researchers want to study culture, and if regulators such as
the PCAOB want to utilize culture to assess and manage the ways in which accounting
firms fulfill their public responsibilities, then care must be taken in identifying assessment
techniques. In this subsection, we consider three fundamental issues arising from the lit-
erature on assessment of culture: the importance of the definition of culture applied, eval-
uation of measurement considerations (e.g., items to measure, measurement level, and data
collection method), and selection of measurement tools.

The first consideration in measuring culture relates to thé determination of what aspects
of this construct are to be measured. Values (Key 1999; Hofstede et al. 1990) and workplace
behaviors (Hofstede et al. 1990; Hofstede 1998; Van den Berg and Wilderom 2004) are
common foci of culture measurement, and some argue that assessment should be based on
both (Hofstede et al. 1990). Assessment methodologies include surveys, archival materials,
observations, experimentation, and interviews (Van den Berg and Wilderom 2004).° A re-
lated consideration is the measurement level. As Hofstede (1998) states, researchers must
“decide a priori what represents a culturally meaningful organizational unit.” There should
be reasonable homogeneity in the cultural characteristics of the organizational level chosen
for study (Sinclair 1993). However, Van den Berg and Wilderom (2004) argue that accurate
assessments are most effectively captured through team-level assessments, as employees
are aware of the behaviors of others in a shared workplace. One challenging aspect of
cultural assessment in public accounting is that ‘‘teams” are fluid, as employees transition
through specific engagement teams, client portfolio teams, industry teams, etc.

One goal of culture measurement is to assess the parity between employees’ perceptions
about values and/or workplace behaviors with an organization’s desired culture. Culture is
frequently assessed by collecting survey data which are then subjected to factor analysis.
For example, in evaluating factors affecting the success of Big 8 firm mergers, Ashkanasy
and Holmes (1995) employed a “triangulation” technique. Following this approach, qual-
itative data are collected using observation and a mixture of informal and formal interviews,
while quantitative data on individuals’ perceptions of organizational ideology are measured
with surveys. Convergence of data derived from these two sources provides greater depth
of understanding than either methodology alone. The challenge for researchers, regulators,
and accounting firms alike is to identify items (e.g., value statements or workplace behav-
iors) that accurately reflect firm culture.

The cultural assessment literature identifies several tools which may be useful, including
the Organizational Culture Profile (OCP), the Ethical Culture Questionnaire (ECQ), and
Hofstede et al.’s (1990) culture measure. The OCP is one of only a few culture measures
to report details regarding reliability and validity and is one of the major measures in current
use (O’Reilly et al. 1991; Sarros et al. 2005). Several of the items underlying the OCP
appear closely related to the concepts of professionalism and serving the public interest.
Another scale, the ECQ, was developed by Trevino et al. (1995, 1998) to assess the ethical

® Surveys are one of the most popular assessment techniques. See Kaptein and Avelino (2005) for recommen-
dations to increase the effectiveness of surveys.
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dimension of culture. Key (1999) argues that the ECQ may not measure an organization’s
ethical culture, but individual perceptions of ethical culture instead. If these perceptions of
culture influence individual behavior, however, such assessments can be beneficial in pre-
dicting the effectiveness of governance mechanisms, such as whistle-blower hotlines (Patel
2003; Curtis 2006). Hofstede et al. (1990) develop an organizational culture measure that
is widely cited in the literature. Their study finds that organizational culture differences
generally result from varying perceptions of workplace behaviors and are correlated with
task, structural, and control-related characteristics. Chan et al. (2003) find a strong link
between Hofstede’s cultural dimensions and the magnitude of accounting errors. Similarly,
Smith and Hume (2005) report that auditor ethical decision making is linked to Hofstede’s
framework. Clearly, each of these attributes is salient in accounting firms.

Research Agenda

Given the PCAOB’s interest in understanding culture and how it affects accounting
firms’ efforts to fulfill their public responsibilities, research is needed to determine appro-
priate assessment levels and techniques. Any assessment research must begin with the
critical decisions of defining what to assess (e.g., values or workplace behaviors) and de-
termining the meaningful organizational unit (e.g., engagement team, practice office, in-
dustry group, or national firm) on which to assess culture. Research investigating relation-
ships among cultures of various organizational units and AFQC could provide regulators
with important insights as to appropriate assessment levels. More specifically, what is the
appropriate assessment level for determining whether a firm is fulfilling its responsibilities
to the public? An additional area that may be fruitful for future research in the auditing
context relates to culture measures. At this point in time, it is unclear whether the various
culture measures (e.g., the OCP, the ECQ, and the Hofstede et al. [1990] measure) appro-
priately reflect public accounting firm culture. Future research would be useful that com-
pares and contrasts these measures and links them to outcomes (e.g., work performance,
job satisfaction, retention, audit effectiveness, and efficiency, etc.).

GOVERNANCE MECHANISMS

Most accounting firms are private partnerships, so little is known about the nature of
firm governance structures by non-firm personnel. In general, firm governance consists
of the rules, regulations, policies, and practices through which goals and objectives are
established and monitored by the firm to ensure that responsibilities to stakeholders are ful-
filled. Additionally, while corporate governance typically recognizes stockholders as the
primary stakeholder, the public interest principle found in the CPC suggests that accounting
firm governance should recognize a diverse set of stakeholders (e.g., investors, regulators,
clients, and employees). Firm governance is critical because these stakeholders often have
different interests and firm personnel must operate in a highly complex environment.

Professionals, such as accountants, perform complex tasks and solve problems using
their accumulated experience and expertise (Derber and Schwartz 1991). Because teamwork
is common and task performance is highly ambiguous, the evaluation of individual contri-
butions is difficult in professional settings (Ouchi 1979). The key issue, then, is how to
achieve goal congruence among the individuals and the organization. Generally, attempting
to evaluate individual performance solely against a formal set of rules that specify quali-
tative and quantitative standards (i.e., bureaucratic controls) is considered problematic and
costly (Ouchi 1979, 1980). Consequently, professional organizations frequently resort to
lengthy periods of socialization, such as those discussed in the previous section, to instill
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organizational values and to maximize goal congruence. Covaleski et al. (1998) suggest
that the traditional view of control within organizations (i.e., bureaucratic versus profes-
sional controls) fails to recognize that elements of each form of control are present within
contemporary organizations such as accounting firms. While social and self-controls (i.e.,
professional controls) may be effective in many instances, accounting firms implement
traditional management control (i.e., bureaucratic control), or governance structures, to fos-
ter consistency and firm-wide policies and initiatives. Accounting firm governance consists
of mechanisms and procedures such as authority structures, rules, policies, standard oper-
ating procedures, and reward and incentive systems (Hopwood 1976). The elements of
governance are collectively a significant determinant of a firm’s culture because they es-
tablish boundaries for acceptable and unacceptable behaviors (Deshpande and Webster
1989).

Because the largest accounting firms operate as private partnerships, relatively little is
known about their governance structures. While there is a significant body of literature on
governance structures within corporations, much of the findings reported in that literature
are not applicable because of the distinct operating and ownership characteristics of ac-
counting firms. However, we do have some limited knowledge about certain aspects of
accounting firms’ governance structures. For example, researchers have studied selected
control techniques, including compensation and rewards, policies related to consultation
within firms, and independent monitoring boards. It is to these areas of understanding that
we now turn our attention.

Control Mechanisms within Firms

Progress and the accomplishment of what we are trying to accomplish has a
price. The price is for existing partners to give up some of their control, power
and freedom for the greater good. On balance they tend to resist doing this. The
one area that constantly plagues me in my day-to-day management is the diffi-
culty in managing a business composed of owners, professional prima donnas,
if you like—where everything involves strong consensus building. (Covaleski et
al. 1998, 316)

The preceding quote brings into focus the tensions between those who deliver client
services (i.e., practice partners) and those charged with managing accounting firms (i.e.,
administrative partners). An ethnographic study reported in Covaleski et al. (1998) and
Dirsmith et al. (1997) explores these tensions and identifies management by objectives and
mentoring as two commonly used control techniques. Spanning more than 15 years and
including interviews with 180 individuals, that study underscores the challenges of man-
aging large, complex organizations such as international accounting firms.

Management by objective (MBO) is a process in which performance objectives (e.g.,
revenue growth, realization rates, etc.) are set as benchmarks to evaluate future performance.
According to Covaleski et al. (1998), MBO is used to instill financial performance goals
in practice partners and to increase their commitment to these goals. The comments of
practice and administrative partners related to MBO reveal differences of opinion as to the
technique’s intended and perceived use. Administrative partners state that they view MBO
as useful in reminding practice partners that they work for an organization and are not
operating as autonomous professionals. On the other hand, practice partners view MBO as
distracting and secondary to their client service responsibilities. In effect, these differing
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views illustrate the conflict created when professionals who are accustomed to acting au-
tonomously in their capacity as partners within the firm become subjected to formal bu-
reaucratic controls (Abernethy and Stoelwinder 1995).

Another control trend in the large firms is that of centralization (Greenwood et al. 1990;
Ferner et al. 1995). Certainly, MBO reflects a move toward centralization as the national
or even international office establishes performance objectives. However, centralization also
involves strategic, marketing, financial, and operating aspects of the practice (Greenwood
et al. 1990). For instance, auditing professionals note their firms’ desire to achieve a ‘“‘one
firm” status (Hoeksema and de Jong 2001; Thornbury 1999). There are two major forces
behind this objective. First, because client operations are becoming so geographically dis-
persed, firms are increasingly organizing their people around client industries, as opposed
to offices to improve service (Thornbury 1999). Anecdotal evidence suggests that at least
one of the Big 4 is currently reorganizing its professionals into industry-based, client-
portfolio teams. It is unclear what this type of realignment might mean for these profes-
sionals’ ability to be acculturated (Covaleski et al. 1998). Second, firms are pursuing ho-
mogenization of worldwide audit practices and related policies to better manage risks and
increase consistency throughout the organizations (Morris and Empson 1998). One inter-
national partner noted that his firm had even initiated a process under which he would
personally approve each audit proposal submitted to new, large clients. After various na-
tional office partners realized the potential for undesired power shifts (i.e., firm personnel
recognized the potential loss in autonomy) within the firm, this plan was abandoned
(Covaleski et al. 1998).

The manner in which a firm structures its compensation and reward systems is also
used for control purposes. As previously noted, Dirsmith et al. (1997) and Covaleski et al.
(1998) cite attempts by national offices of large firms to exercise greater control over
incentives of local office partners through such techniques as MBO. Although a recent
study indicates that these efforts continue (Dirsmith et al. 2005), Zeff (2003) argues that
excessive emphasis on profitability and competition has caused partners in large accounting
firms to lose their focus on audit quality. Thus, it is important for research to continue to
consider issues around incentives induced by compensation and reward systems in audit
practice.

In general, the literature on long-term alignment of incentives suggests that the com-
pensation basis of individual partners should not be based on revenue generation alone,
but, also, on the risk borne by the partnership for the specific partner’s client portfolio and
the audit quality of the engagements he/she supervises (Almer et al. 2005; Liu and Simunic
2005). This implies that client portfolio risk, partner expertise, and engagement activity
directed toward limiting risk must be measured and used in personnel management—a
difficult task. Within the area of revenue-based compensation, research shows that incentives
for audit quality are more effective when compensation is based on a larger ‘“pool” of
revenue (Trompeter 1994; Carcello et al. 2000) because each individual partner has less at
stake in such an arrangement. While anecdotal evidence from large firms suggests that
partner compensation schemes may have changed since passage of SOX (e.g., greater focus
on technical expertise), we are unaware of empirical evidence of these changes. A related
matter involves such practices as charging engagement partners for calling in a specialist
and ‘“‘gatekeeper” fees for work done in a geographic area when local personnel are not
involved. While research on these practices would be very helpful, we are unaware of any
relevant published studies.
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Just as with partner compensation schemes, little is known about the details of audit
staff reward systems. For example, the precise balance between audit efficiency and ef-
fectiveness in staff reward systems is a key topic. A few studies report meaningful numbers
of quality-threatening behaviors associated with various forms of on-the-job pressure (e.g.,
DeZoort and Lord 1997; McNair 1991; Sweeney and Pierce 2004; Ettredge et al. 2005).
The presence of such behaviors suggests stronger incentives for audit efficiency than for
effectiveness. While the business of auditing certainly requires that engagement activity be
performed efficiently, the reward systems of audit firms should explicitly recognize audit
quality contributions and encourage an open dialogue regarding budgetary pressures
(Buchheit et al. 2003). If not, audit quality may suffer. Because all of the above compen-
sation and reward systems studies were performed prior to SOX, the extent to which firms
have modified their systems and the effects of those modifications are unknown.

Research Agenda

Limited research on organizational control and compensation/reward systems in audit
firms suggests that these incentive structures affect partner and employee behavior. How-
ever, further study is needed of the specific ways in which control mechanisms operate in
the current auditing environment. Particularly, descriptive research would be welcome on
how the large firms are organizing their practices around geographical, industry, or func-
tional lines of service in the current post-SOX environment. This information could help
researchers devise studies to examine the effects of variation in practice on the audit and
other services offered by these firms. For example, surveys could investigate partners’ views
of the balance of centralization versus professional autonomy, associated with specific con-
trol mechanisms (Ferner et al. 1995; Covaleski et al. 1998). Also, researchers could examine
the effects of different degrees of balance of industry versus geographical audit-team align-
ment on audit and service quality. A further topic of international interest is the extent to
which individual firm practices are consistent worldwide, and whether reactions to orga-
nizational control attempts differ across countries.

Regarding compensation/reward systems specifically, research is needed to back up
current anecdotal evidence that the balance of rewards has shifted toward audit effectiveness
from revenue generation (for partners) and efficiency or meeting budget (for employees).
Cultural change in firms as a result of shifts in reward systems should be evidenced by
reduced levels of quality-threatening behaviors, which survey research could document.

Policies Related to Consultation

Since knowledge and expertise are unevenly distributed among the personnel in audit
firms, it is vital for these organizations to devise methods for knowledge sharing. To some
extent, information technology facilitates knowledge sharing. For example, past work ex-
periences, best practices, survey and statistical study results, standard processes, prior year
workpapers, and other forms of explicit knowledge can be “codified”” and searchable in an
IT-based, expert knowledge system (Vera-Mufioz et al. 2006). However, it is not easy to
codify tacit knowledge derived from an individual’s intuitions, beliefs, or values. This
knowledge (i.e., “know-how”) is shared through socialization, which we have already dis-
cussed, or through consultation, which we discuss next.

As business and financial reporting become increasingly complex and negotiation with
management more commonplace, consultation within the audit firm is more prevalent
(Nelson et al. 2002; Gibbins et al. 2001). While informal consultation occurs frequently
within engagement teams and among colleagues across teams, accounting firms also enable
more formal consultation processes through the establishment of specialized internal groups
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referred to as central research units (CRU) and accounting consultation units (ACU)
(Salterio 1994). These groups fulfill practice support roles by providing research support
and information to local practice partners, and conducting research often with the goal of
providing a practice partner with a *“‘best solution” (Salterio and Denham 1997).

To some extent, a firm’s use of research and consultation units is influenced by its
culture. For example, Salterio and Denham (1997) classify firms as either discovering or
conditioned-viewing organizations, based on Daft and Weick’s (1984) organizational mem-
ory typology, and determine that firm classification is closely aligned with the use of con-
sultation. More specifically, discovering firms rely heavily on consultation and are char-
acterized by efforts to stress consultation at the earliest possible time, promotion of
consultation resources via periodic newsletters from the consultation unit to practice office
personnel, and the use of firm-wide, peer-review systems. Alternatively, conditioned-
viewing firms are characterized by little to no emphasis on the importance of early con-
sultation, few efforts to promote the use of the consultation unit by practice offices, and
limited sharing of knowledge across consultations (i.e., each consultation was viewed as a
unique event). Not surprisingly, Salterio and Denham (1997) report that there are different
levels of financial support, required consultation, documentation, and reliance on research
and consultation units across the accounting firms studied.

There are governance benefits that accrue to firms that utilize centralized research and
consultation units. For example, managers who rotate through assignments in these units
become more proficient at conducting research (Salterio 1994). Also, after completing their
short-term rotations, they return to local practice offices where they are able to share their
knowledge and information about the firm’s research resources (Salterio and Denham 1997),
which potentially improves others’ research abilities (Danos et al. 1989). Another significant
benefit is the creation of an organizational memory. These units create a vast database of
research that can be drawn on to address similar issues on future engagements (Morris and
Empson 1998; Salterio and Denham 1997). Not only do such databases create efficiencies
for a firm, but they also improve the potential for consistency of accounting treatments
recommended to clients, a matter of past concern (Schuetze 1994). Although it is unclear
from the research, more structured firms might be better able to achieve this consistency.

Research Agenda

Audit firms use research and consultation units for various purposes including training,
knowledge transfer among firm professionals, and consistency in the application of profes-
sional and firm standards and guidelines. Because the studies in this area are more than ten
years old and the audit environment has changed so greatly, researchers should consider
surveying practices related to the use of research and consultation units. Research that
examines how extensively practice partners are using consultation and research units in the
post-SOX era would be instructive. Have the circumstances that require the use of these
types of internal resources changed since the enactment of SOX? Also, researchers could
investigate how the use of a consultation unit or a research unit affects audit quality. Are
there differences in the audit quality of firms using a consultation unit compared to a
research unit?

Ethics Training

Training, particularly ethics training, is another formal mechanism employed by firms
to direct and alter the behavior of employees. Among auditing ethics researchers, ethics
training is considered essential for achieving the changes in culture necessary to prevent
future accounting scandals similar to those of the past few years (Dellaportas 2006). Extant
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research explores two basic issues: where and how accounting professionals receive ethics
training, and whether ethics training is capable of achieving the desired changes.

The first issue concerns the nature, location, and timing of ethics training received by
accounting professionals. Although firms exert significant effort in evaluating their clients’
ethics training (Deloitte 2003), insufficient information is available regarding their own
internal ethics training programs. A search of the practitioner literature provides little insight
into the firms’ activities in this regard. One approach to ethics training may be the use of
outside continuing professional education (CPE) providers. The AICPA and state societies
frequently offer CPE courses on professional ethics, and, at one time, Professional Ethics
for CPAs was one of the AICPA’s most popular self-study courses (Journal of Accountancy
1989). However, this demand may be driven more by the ethics component of CPA certi-
fication than by firms’ desire to employ ethics training for governance purposes. In a series
of interviews with partners from several large CPA firms, Warth (2000) finds that all but
one firm interviewed relies primarily on colleges to educate their members on the ethical
behavior expected in the profession. With few minor exceptions, in-house training programs
did not include coverage of ethics topics.

While it seems likely that ethics training is occurring in public accounting, there are
no recent reports of such activities in the literature. Thus, the nature and extent of ethics
training in public accounting remains unknown. We do know that large firms have estab-
lished chief learning officers (CLO) who design firm training for various purposes, and
these CLOs report that all of their training programs were still very much linked to per-
formance on the job, making their employees engagement-ready (CPA Personnel Report
2004). Teaching ethics outside of this engagement orientation may cause employees to view
the training as something the firm does for outside reasons, divorced from what is important
to management (Master 2002).

The second issue regarding ethics training concerns its effectiveness. On this topic,
academic research follows two general paths: (1) study of how ethics training programs
should be designed, and (2) the assessment of moral reasoning among those who have had
ethics training. In regard to the design of ethics training programs, Kerr and Smith (1995)
suggest approaches to ethics training and report that students feel such training is important.
Langenderfer and Rockness (1989) provide a step-by-step approach to the teaching of ethics
cases. Loeb (1988, 1991) proposes goals for ethics education, and Geary and Sims (1994)
stress the role of assessment in any ethics educational program.

In evaluating the effectiveness of ethics training, most studies have found a significant
increase in some aspect of ethical behavior after exposure to ethics training. The most
common theory employed is Kohlberg’s (1964) Levels of Moral Development, as measured
by Rest’s (1979) Defining Issues Test. For example, Abdolmohammadi and Reeves (2000),
Earley and Kelly (2004) and Welton et al. (1994) all find that training increased the level
of moral development in college students.

A few studies provide insight into the relationship between the behavior of professionals
and ethics training. Thomas et al. (1998) provide evidence of an association among poor
results of quality review, low levels of continuing professional education, low levels of
experience, and incompetence among public accounting practitioners. Specifically, they
found that CPAs who violate ethics rules related to technical issues have fewer relevant
CPE hours than CPAs in a randomly selected control sample. Shaub (1994) shows that,
overall, professionals who have taken an ethics course are higher in moral development. In
a survey of business school graduates, Delaney and Sockell (1992) find that the existence
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of an ethics training program: (1) lowers perceptions that respondents have to behave uneth-
ically to get ahead in their organizations, and (2) is positively associated with refusal to
take unethical action in the most serious ethical dilemma faced by study participants.

There is some evidence of limitations in ethics training, as well. For example,
Hiltebeitel and Jones (1991) report that, while students change the manner in which they
resolve professional ethical dilemmas after completing ethics modules, there is no corre-
sponding change in the way they solve ethical dilemmas of a personal nature, and no
improvement in the relative ease of resolving ethical dilemmas. Lampe (1996) assesses the
moral development of a large sample of accounting students before and after ethics training.
He finds that the average student moral development score does not increase from the ethics
training provided, and, in some cases, post-training development scores are lower than
pre-training scores. Possible explanations include: (1) student self-selection into the ac-
counting profession results in overly rules-driven professionals; (2) merely including a
limited amount of ethics training in a class designed for other purposes cannot achieve the
results of ethics immersion in a stand-alone ethics class; and/or (3) the job market sends
a subtle but effective message that technical excellence and strict obedience to firm policy
are the most important determinants of success in public accounting. Similarly, Abdolmo-
hammadi et al. (2003) propose that selection or socialization effects may be associated with
weaker ethical reasoning among accountants.

Finally, extant research suggests deterioration in the positive effects of ethics training
over time. Eynon et al. (1997) find that completion of an ethics course in college has a
positive impact on moral reasoning abilities, although age is negatively related to account-
ant’s moral reasoning.'® This may suggest that moral reasoning ability decays over time or
that our memory for the details of our profession’s code of conduct grows dim over time,
reinforcing the notion that ethical behavior cannot be achieved merely through employee
selection and college curriculum, but instead requires ongoing ethics training and accultur-
ation. Similar results are obtained by Shaub (1994) and LaGrone et al. (1996).

Research Agenda

In sum, limited evidence to date generally supports the ability of ethics training to
enhance ethical decision making, although there are lessons to be learned from unsuccessful
ethical intervention exercises (Earley and Kelly 2004; Lampe 1996; Ponemon 1993).
Where positive results have been found, they tend to be transitory (LaGrone et al. 1996),
suggesting the need for periodic reinforcement. Due to the lack of current information on
ethics training in public accounting, an important first step in a research agenda is descrip-
tive research on when and how firms engage in training to address the ethical development
of their personnel. While descriptive research would be valuable, this documentation proc-
ess might also provide information on the linkages between firm-based ethics training and
organizational culture. In regard to ethics training, in general, inconsistent findings on the
effectiveness of ethics training in modifying ethical behavior suggest the need for consid-
erably more attention to this basic question. Research directly contrasting various forms of
ethics training is also needed to resolve the methodological differences that may underlie
those conflicting results (Lampe 1996). Further, the studies cited here suggest certain lim-
itations in ethics training, such as the effects of ethics training degrading over time. Ad-
ditional research is needed to more fully understand the limitations of such training and
the testing of methods of overcoming identified limitations.

19 This appears to be contrary to the pattern observed in the general population (Eynon et al. 1997).
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Independent Monitoring Boards

In a June 21-22, 2004, memo to its Standing Advisory Group (SAG), the PCAOB
asked the SAG to consider whether the PCAOB should require, or strongly encourage,
firms to establish independent monitoring boards as part of their formal governance mech-
anisms (PCAOB 2004a). While we are unaware of the existence of monitoring boards at
any of the Big 4 firms, some firms are experimenting with advisory boards that would serve
some of the same roles as an independent monitoring board. The primary difference is that
the advisory board has no management authority. We are aware of only two major account-
ing firms, Moss Adams and BKD, which have established independent monitoring to over-
see their firms’ ethics functions (Telberg 2004). These firms view the independent monitors
as complementing their existing quality control programs. Moss Adams utilizes a single
individual to serve in this function, while BKD utilizes a committee to oversee the ethics
function.

As noted by Telberg (2004), both firms make a number of important points regarding
the effectiveness of their monitoring functions. First, similar to the Sarbanes-Oxley require-
ment related to audit committee budgetary discretion, Moss Adams and BKD executives
quoted by Telberg (2004) suggest that there should be a meaningful budget under the control
of the independent monitor. Second, the monitor should be an active participant in meet-
ings of top management and have the authority to interview any member of the firm.
Another, perhaps more sensitive suggestion, is the ability of the independent monitor to
interview the firm’s clients as deemed necessary. Each of these suggestions is consistent
with findings reported by the Kalbers and Fogarty (1993) study of audit committee effect-
iveness. Kalbers and Fogarty (1993) find that effectiveness is improved when boards of
directors provide a ‘“‘meaningful designation” to the committee’s work and institutional
support, as well as perceived charisma and basic leadership of those who serve on the
committee.

Research Agenda

Until auditing firms begin to establish independent monitoring boards of their own,
research opportunities within the auditing profession are limited. However, there are pos-
sibilities for ex ante research. For instance, researchers could analyze the legal and regu-
latory implications of forming such boards. Also, it would be useful to survey stakeholders
(e.g., audit firms, standard setters, and client personnel) regarding their views on the likely
effectiveness of monitoring boards, and on their specific alternative organizational forms.

CONCLUSIONS

In this paper, we present an overview of the literature related to culture and governance
within public accounting firms. Our findings and research agendas are summarized in Table
1. There are two primary purposes for providing this overview. First, this review was
prepared for the PCAOB as part of an organized effort by the auditing section of the
American Accounting Association to inform the board of research relevant to its accounting
firm quality control standards. Second, this literature review is intended to provide a basis
for future research in the areas of culture and governance within the accounting profession.
While any literature review is necessarily limited in its scope, our goal is to review literature
related to several specific areas, including the roles of culture and subcultures within firms,
the relation between culture and audit quality, governance including control mechanisms,
policies related to consultation, independent monitoring boards, ethics training and accul-
turation, and assessment of culture.
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In a June, 2004, memo to its Standing Advisory Group, the PCAOB included the
following question: ‘“What should the PCAOB quality control standard require with respect
to a firm’s culture, including a central focus on professionalism and the public interest?”
(PCAOB 2004a). Historically, the profession has viewed firm culture as unique and pro-
prietary, the very essence of the firm. Moreover, firms have established and nurtured their
cultures more or less freely, but within the boundaries set by the marketplace and regulators.
Nonetheless, recent corporate scandals have called into question whether accounting firms
have nurtured cultures which emphasize an appropriate level of professionalism and com-
mitment to serving the public interest. Given the current state of the literature, it is unclear
whether firms have indeed nurtured such cultures successfully. Certainly, there is anecdotal
evidence that firms have renewed their commitment to a culture that emphasizes audit
quality, but is this truly a shift in firm culture, or merely a shift in firm climate? (Denison
1996; Sims 1992). Only with the passage of time and carefully performed research can we
expect to arrive at an answer to this question.

The PCAOB (2004a) also included the following question regarding governance in its
June, 2004, memo to the SAG: “What should the PCAOB quality control standard require
with respect to a registered firm’s governance?”” Our review of the literature reveals that
we know little about the governance of accounting firms. While firms, doubtless, have much
in common with other large organizations, their unique ownership structures and operating
characteristics make them an interesting subject for future research. To this end, we have
suggested a variety of research issues that we hope will stimulate future research on this
important topic.
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