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Auditing disaster waiting to happen

Colin Boyd

Northrop Frye, commenting on Canada's successes in financial services, famously stated that "Americans like to make money. Canadians like to audit it. I don't know of any other country in the world where the accountant enjoys a higher social and moral status."

Frye's quote suggests that the clichéd characteristics of Canadians and auditors may be near identical: solid, dependable, cool, independent, incorruptible, conservative and perhaps even a tad too dour and serious.

This image of the auditor (and indeed the whole cosy notion of the accountant as having "high social and moral status") has been shattered by the sensational stories coming out about the relationship between Arthur Anderson, and its audit client Enron.

I am of the opinion that the Enron scandal is not an isolated incident; it is not a one-in-a-million accidental collision between a pushy set of scheming executives and an unfortunately malleable team of auditors. 

Rather, the Enron case is a scandal that was bound to happen to one of the Big Five firms somewhere, sometime. It was inevitable because there were no successful institutional initiatives to control those multiple conflicts of interest produced by the structural evolution of public accounting firms over the past 40 years.

The genesis of this scandal lies in the fact that the public-accounting industry has undergone massive structural change, in fact one of the most massive modern sectoral changes other than in industries affected by technological change.

In the 1950s most public accountants were sole-proprietorships or single-office partnerships that had a strictly local or regional focus. They were regulated by provincial or state accounting institutions. 

The 1960s and '70s saw changes in transport and communications infrastructures that enabled many businesses to expand geographically from a local base to a regional, then national, and then international level. Ambitious accounting firms sought to expand their geographical scope to match the growth of their major clients. 

This was accomplished by mergers between accounting firms in different cities. Most developed countries thus saw the emergence of national accounting firms; later, cross-national mergers created the current structure of a small number of large global firms dominating the industry. 

The extreme concentration of auditing firms is reflected in the collective name given to the top firms - originally there were the Big Eight, but further mergers produced the Big Six and later the Big Five. A failure to consummate the marriage of KPMG and Ernst and Young prevented consolidation down to a Big Four.

This consolidation is unique to public accounting; no other profession has seen a structural evolution that parallels these developments.

And yet, the institutes of the profession and its internal disciplinary structures have remained substantially unchanged since the pre-merger 1950s, resulting in a mismatch in scale between the new global accounting firms (each with roughly 100,000 employees) and the provincial and state accounting institutes that oversee their work.

The biggest firms have not just grown to a scale that dwarfs any oversight body. Their ever-increasing numbers of employees represent the largest and most concentrated membership group within the very professional accounting institutes that are supposed to oversee their firms' auditing activities.

The resulting conflict of interest within the institutes has been most manifest in the complete absence of comment from any of them on the anti-competitive consequences of these massive structural changes. The barrage of complaints from commerce and industry about the limited choice of auditors available to serve large firms has been met with stony silence.

But by far and away the biggest conflict of interest has arisen from the fact that the Big Five have been unrestrained in their rapid diversification away from auditing toward the provision of consulting services. Prior to 1980, auditing comprised over 70% of the big firms' revenues. I predict that by 2010 auditing will be 27% of their revenues from a current level of around 36%.

The big accounting firms are essentially no longer "auditing" firms as such; their main business is the provision of other unregulated services. If one looks at any of their Web sites, one is hard-pressed to even find the word "accounting" mentioned. 

Ironically, while the employees of the Big Five continue to be the largest membership groups within the accounting institutes, the majority of the business activities of the Big Five now fall outside the main disciplinary oversight of these institutes. It is little wonder then that the accounting institutes have failed to come to grips with the multitude of conflicts of interest produced by the activities of the Big Five.

The conflict of interest caused by diversification away from auditing into unregulated ancillary services is exacerbated by the fact that the low-margin audit business is used as a loss leader by the big firms to gain high-margin consulting work from audit clients. 

If an accounting firm can gain access to a company's internal systems via the audit, then it can advantageously analyze what is wrong with these systems and propose high-margin consulting services to update these systems. 

Following a series of audit scandals back in 1990 The Economist curtly observed that "When auditing becomes a loss-leader it is hardly surprising that it gets done badly or misleadingly."

The pressures inside the Big Five between their audit divisions and their consulting divisions must increase as the consulting income generated by audit work increases. 

First, there is intense pressure for the audit side not to rock the boat, as in the Enron case. Second, there is the fact that the consulting side earns far higher margins than the audit side, which places pressure on the method of division of profits across partners.

It was exactly such a conflict over profit-sharing (the consultants arguing they should get more than the auditors) that led to the splitting away of Anderson Consulting from Arthur Anderson in 1989. At that time Anderson had diversified the furthest of all the big firms away from auditing, and thus was the first to experience these growing pains. 

After Anderson Consulting split off from Arthur Anderson, the latter firm re-grew its consulting arm, putting it slap bang back into the auditing-consulting conflict of interest again

The simple solution to those conflicts is forced structural change.

Enron has made it clear that the profession must adopt a rule that a firm auditing a client should not simultaneously provide any non-audit services for that client. This was a recommendation that the U.S. Securities and Exchange Commission recently considered but rejected. One or two of the Big Five had actually sold their consulting divisions in anticipation of a more hard-line SEC ruling.

The accounting profession should also consider a compulsory periodic rotation of auditors to individual clients to prevent close relationships from developing. A typical plan might dictate that an auditor must be retained by the client for five years, then be replaced by another auditor who would remain for five years.

The profession should also address the anti-competitive nature of the industry and the limited range of auditors available to large firms, something that will be exacerbated if Arthur Anderson disappears as a result of the Enron scandal.

Finally, the profession needs to address the role of the audit, which it has always claimed is not directed toward the detection of fraud. The Enron scandal may at last force the profession to admit that fraud detection should be part of auditors' mandate.

If the profession does not voluntarily follow this path, then I suspect that such changes will be forced upon them.
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