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Abstract

Abstract

This thesis presents a study to identify and measure the interrelationship between
proposed audit environment’s main factors, in order to present a suggested model
for audit fundamentals’ reform in Egypt. This model will increase the professional
auditors' and practicing regulatory bodies’ roles. Due to the globalization of capital
markets, the audit environment becomes more complex and includes many interac-
tive relationships between its main fundamental factors. Recent accountability fail-
ures in the United States and other countries raised the fact that the accounting and
auditing professional practicing environment needs to be reformed, modernized, and
expanded.

Despite the increased global attention to the importance of audit practice reforms,
there are a limited number of academic researches that discussed the practicing en-
vironment changes and their affects on auditors' responsibility and operating pro-
cess.

An extensive review of the literature revealed a strong relationship between audit
practicing and recent financial failures, as well as the subsequent global expansion
of practicing reforms.

This thesis makes an important contribution to the audit-practicing global harmoni-
zation through developing a theoretical Conceptual Practicing Environment model
that has been created and follows a deductive approach, and primary data question-
naires collected from the designated practitioners in different local big audit firms.
Data was analyzed according to their descriptive properties and underlying correla-
tion structure. Several principal components were derived from these analyses,
which were used in hypothesis testing, in order to examine the interrelationships
between the factors associated with audit-practicing environment.

Furthermore, implications for academics and practitioners are drawn that indicate
the relevance and applicability of this research to audit practice reforms. Research
limitations for possible future research are set out. The thesis is organized into eight
chapters, which are entitled in the following order: chapter one introduces the over-
view and the background of the study, chapter two introduces a review of related
literatures, chapter three presents an analysis of the relationship between audit prac-
tice and recent financial market failures, chapter four examines different internal and
external audit-practicing environment variables, chapter five discusses the current
environment of audit practice in Egypt, chapter six proposes the suggested factors
that affect the efficiency of the audit-practicing environment, chapter seven analyzes
the correlation and multiple regressions based on the questionnaire and empirical
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Abstract

tests of the hypothesis, and chapter eight provides suggestions for Egypt’s local prac-
tice reforms.

The magnitude of each variable in the practicing environment will be differentiated
from one country to another based on the local culture and influence power of envi-
ronment of different variables. The thesis confirmed that the current Egyptian local
practice environment is classified as a dormant, complex, and uncertain environment
that needs major reforms in order to increase its practice organizations effectiveness.
Also, empirical research results raised a consensus between the selected sample an-
swers about the importance of increasing professional accountants’ and auditors’
technical and judgmental capability, in addition to the necessity of increasing the
non-governmental organizations’ subscriptions in developing and managing the
practicing profession.
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Chapter 1: Context and Purpose of the Study

1.1 Introduction

The emergence of international capital markets requires high cooperation be-
tween foreign and local regulators, besides capital providers. This cooperation will
support funding growth, invent new ways to manage them, reduce the complexity of
the current globalized business environment, and ease the capital flows between bor-
ders. In order to increase the efficiency of capital markets, businesses need to unify
the processing of international financial transactions through the use of new account-
ing and assurance methods, such as generally accepted accounting and auditing
standards, which simplify the recording of local and foreign economic deals (ICAA,
1998). In particular, consider the frequent international spread of companies' finan-
cial securities, and the complicated requirements of multi-markets securities listings,
which make the companies subject to both local and foreign regulations. Most fi-
nancial researches present the necessity of markets efficiency, which is essential not
only in wealthy countries, but also in undeveloped nations, as markets that work

with efficient and transparent systems will be globally recognized.

Current changes in global businesses set a new paradigm for the audit prac-
ticing environment, which requires an integrated international harmonization be-
tween audit-practicing regulations, taxation rules, corporate laws, and accounting
standards. International harmonization represents a strong challenge, as it is hard to
establish globally acceptable accounting tools that enable different governments to
deal with their local and international unique specifications. The new paradigm
shifted the communities' behavior to be more engaged with accounting applications,
financial markets concerns, and relaying more on financial reports as the main
source for their investments' decisions. These changes, in addition to the technology

revaluation, and the increase of strong, connected global financial environments,
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created a new competitive organizational market structure, and led to a more chal-
lenging environment for both local and international audit firms, which forced audi-
tors to expand their range of business services beyond the traditional assurance and
tax advices (Epstein & Geiger, 1994). Additionally, these changes increased the
international pressures for imposing professionalism competency, and global strate-
gic professions' mindset that support the creation of global ethical culture,
knowledge, skills and social rules for both audit firms and audit-practicing institu-
tions. This approach will enable audit firms to effectively meet their public respon-
sibilities, and recover their lost reputations, which were obviously damaged because

of the recent audit failures in the United States and many other countries.

Audit credibility improvement requires reliable processes of financial report-
ing at all points, along with the information management supply chain, in order to
reduce the auditor litigation risk. Also, it requires honesty from both corporate man-
agement and boards of directors, as well as effective subscriptions of other par-
ticipants in the reporting processes, such as auditors, lawyers, banks, regulators,

standard setters, credit rating agencies, and analysts (IFAC, 2003).

Recently, accounting and auditing became part of the political lobbying game.
Political lobbying can be forced by government, or any of the negatively affected
beneficiaries, such as companies' management, executives, investors, regulatory
bodies, associations, and any other parties that have the power to influence decision
makers. Accordingly, it is essential to create a strong ethical culture in audit-prac-
ticing businesses by establishing practice governing rules, policies, and increasing
peers to support moral practice and ethical values (Piotroski & Srinivasan, 2008).
Accordingly professions start to focus more on developing a proper code of ethics,
corporate governance, and strategic directions guidance. The current structure of
global economies is supporting the International Financial Reporting Standards
(IFRS), and International Auditing Standards’ (IAS) role in providing high-quality

financial information, which is increased due to the recent accounting and financial
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failures, such as Enron, which encouraged most of the developed countries to legal-
ize the forms and competences that support mandating these international standards
(Hegarty et al., 2004). On the other hand, enhancing organizations' transparent prac-
tices and financial quality, through proper disclosures, can reduce their cost of cap-
ital and increase their shares' liquid market value, as well as enhance the capital

markets performance and the overall economy.

Definitely, the business world’s quick environmental changes and globaliza-
tion led to a shift in the practicing environment, and impacted the auditors' daily
practice operations. The inefficient practicing environmental structure associated
with governmental passion to deregulate audit practicing and credit rating services
hinders the audit basic role of any financial signaling system, and also turned the
practicing environment and audit firms into oligopoly profit seekers that tried their
best to cover any crisis indicators and protect their interests. Accordingly audit prac-
ticing is quite simply at a truly critical point in the history of professions, which
requires an immediate global reform to strengthen, modernize, and promote adher-
ence to high-quality accounting and auditing standards that encourage knowledge
exchange, in addition to developing a strong international practicing environment
that follows integrated auditing best practices, and putting public interests before

personal interests (Previts, 2005).
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1.2 Problem Identification and Research Objectives

Developments in the global and Egyptian economy have taken on a more sig-
nificant role, and challenge, for the auditing and accounting services, which are es-
sential for businesses operating in a free market economy. Today, thousands of
Egyptian audit firms, big and small, have to come to terms with the stringent stand-
ards that they must adhere to. Currently, there is a scarcity of experienced auditors
in Egypt because of lack of education and training, the absence of a strong independ-
ent counsel (to grant licenses, designations, and enforce training and continuous ed-
ucation), and the lack of competitive advantages in the auditing profession. Egyptian
auditors are not required to follow any code of ethics in line with the IFAC codes.
This deficiency is accompanied by a prevalence of the closely held companies and

the absence of rules associated with appointing, or changing, auditors.

Audits have recently become more important than in the past due to the glob-
alization of capital markets. Moreover, the audit environment has become more
complex and includes many interactive relationships between its main fundamental
factors. There are no specific identifications for these factors that have the main ef-
fects on the audit environment efficiency. In this thesis, we will try to measure the
interrelationship, importance, and effect of these proposed main factors on the audit
environment, in order to present a suggested model for audit fundamentals reform
in Egypt. This will be measured through the use of the empirical research and quan-

titative survey.

The draft of the new Egyptian Accounting Practice Law has been under dis-
cussion for more than five years. The delay in finalizing a new Audit Practice Law
has stalled efforts to improve accounting and auditing practices. Also, the lack of
knowledge and guidelines regarding the application of Egyptian and international
standards restricts the preparation of financial statements in compliance with these
standards. On the other hand, educational quality suffers from a lack of modern cur-

riculums and too few teachers for too many students. The accounting curriculum
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needs to be updated, as undergraduate-level accounting and auditing courses only
focus on elementary topics and application of standards, but do not include interna-
tional standards as a detailed practice subject. As a result, the knowledge gap of

practitioners is increased by the absence of the continuous education system.

The current practicing registration rules do not require adequate practical
knowledge to the novices to perform the audit. Furthermore, The Egyptian audit
practitioners are not required to follow any modern code of ethics in line with the
IFAC Code of Ethics for Professional Accountants. The current Egyptian Standards
on Auditing only addresses the presentation of the final audit report, which may
improve the appearance of the final product without necessarily improving the entire

process of auditing.

1.2.1 Research Aims and Objectives

Recent accountability failures in the United States and other countries have
led to bankruptcies and restatements that harmed countless shareholders, employees
and retirees. This also increased awareness about accounting and auditing profes-

sions needing to be reformed, modernized, and expanded.

Accountants and auditors must integrate best practices into their daily rou-
tines, and must also put the public interests before their personal interests by doing
what is ethically right and not just legally permissible. Additionally, they must be
concerned about both fact and appearance, especially when it comes to independ-

ence issues.

Audit practicing is, quite simply, at a truly critical point in the history of the
profession. The community is totally engaged in accounting and is dependent upon
financial reports. This requires continuous efforts to strengthen the worldwide ac-
countancy and auditing profession, which contributes to the development of strong

international economies, by establishing and promoting adherence to high-quality




Chapter 1 Context and Purpose of the Study

professional standards, and encouraging and facilitating professional global devel-

opment and exchange of knowledge and best practices.

1.2.2 The Main Objectives of the Proposed Thesis

Presenting a model that could be used to reform the Egyptian audit environ-
mental variables, which will increase the professional auditors' and practicing regu-

latory bodies’ roles through the following:

1- Providing institutional structures to permit the auditor to maximize their self-
interest in a publicly interested way, which may lead to an explicit covenant
to serve the public interests;

2- Increasing the local professional body hegemonic role in audit practicing con-
stituted ideologies, as well as, enhancing the coercive and consensual ap-
proaches adopted by the government;

3- Measuring and increasing the practicing environment fundamental factors in-
teractions based on the type of political, social and cultural setting. This view
of the perspective is pivotal to the overall auditing practicing environment
efficiency that provides a useful lens to appreciate auditing and non-auditing
services;

4- Reshaping of audit firms practicing methodologies, as well as the formation
of new moral ideologies; and

5- Increasing the professional auditors’ practicing ability to identify and diag-
nose problems, through continuous developing training, technical education,
and supports that will enhance audit professions' reputation in both and local
prospects.

1.2.3 Thesis Contribution and Motivation

The main law governing the Egyptian professional accountants and auditors,
particularly in the private sector, is the Accounting Practice Law 133/1951 and its
amendments, which are considered out of date by most practitioners. The Company
Law does not cover accounting and auditing standards, but requires that external
audits be conducted in compliance with the Accounting Practice Law 133/1951.
There is a gap between the Egyptian's law and the practice’s compliance with ac-

counting and auditing standards. Egyptian professional standards for accountants
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and auditors need to be improved by raising the quality of public university educa-

tion and by introducing a professional qualifications examination.

The basic ground rules of the Egyptian political system have prevented nec-
essary legislative reform. As such, this faulty legislative system has institutionalized
a corrupt set of structures that led to biased decisions and occasionally outright cor-
ruption. Moreover, current local laws created an inefficient, unethical, and wasteful
system. The auditor’s independence in Egypt is strongly affected, which is aggra-
vated by the lack of separation between audit and consultancy services provided by

the auditor.

The thesis helps to develop the local audit practicing environment, which is
expected to result in significant effects on the public auditing profession and prac-
ticing role. Also, it may create new balance for political forces, and increase the

creditability of public audit services.

Profession reforms will support the auditor’s position in the country’s policy
making through establishing a governmental relations module that enables the local
standard-setting bodies to have a voice in issues affecting the local accounting pro-

fessions.

1.3 Thesis Hypotheses

e Updating of practicing law will partially participate in developing audit
environment;

e Increasing the efficiency of audit-practicing environment requires struc-
ture of all environment fundamental factors / variables at the same time
but not with the same degree of importance;

e Implementing of practicing firm’s quality-control procedures will en-
hance the efficiency of audit-practicing environment faster than other
fundamental factors / variables;

e International environment fundamental factors / variables will have a
positive effect on practicing environment reform; and
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e The primary factors that are expected to have the most important effect in
practicing environment reform will be the governmental regulatory bod-
ies and non-governmental associations.

Model

The model will help with the following:

e Developing practicing licensing qualifications, and auditors’ competence
and independence; and

e Increasing the efficiency of the current practicing society, and the pro-
posed new board of accountancy.

1.4 Limitations of the Thesis

The thesis has to be examined in light of its limitations. This thesis is an
explanatory study; however, we tried to present it in a comprehensive manner. Most
of the related subject studies, mainly in the audit regulation field, are focusing on
the audit technical aspects. There are a limited number of audit studies that tried to
investigate audit environmental variables, or measure their expected effects on the
general audit-practicing environment. We tried to structure the basis for build-
ing a model that can be used by future researchers to construct an initial theory
that measures the relationship between audit-practicing different environmental var-
iables and their effects on audit services. We also recommend that future studies in
the same field need to focus on developing an integrated theory in the field of prac-

ticing environment development.

1.5 Structure of the Thesis and Order of Presentation

Chapter Two introduces a review of related literatures to present a background

introduction.

Chapter Three presents an analysis of the relationship between audit practice
and recent financial market failures. The chapter considered the effect of creative
accounting tools, Enron scandal, and the recent global financial crisis on the govern-

ing audit-practicing environment and ethical values.
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Chapter Four examines different internal and external audit-practicing envi-
ronment variables. It describes the effect of internal environment factors on practice
organization objectives, structure, and governing culture. Also, it considers the ef-
fect of external environmental factors, such as regulators, economic, social, and
practicing standards. The chapter also considers the classification of environmental

uncertainty.

Chapter Five discusses the Current Environment of Audit Practice in Egypt
by reviewing business laws currently in use, different governmental, non-govern-

mental regulatory bodies, and other audit practicing organizations.

Chapter Six proposes the suggested factors that affect the efficiency
of the audit-practicing environment. These factors include Non-Governmental local
and international organizations, regulatory bodies, audit firms' management, and au-

ditors' characteristics.

Chapter Seven analyses the correlation and multiple regressions based on the
questionnaire and empirical tests of the hypothesis. It also discusses the statistical

analysis and research results.

Chapter Eight provides suggestions for Egypt’s local practice reforms through
developing a new conceptual framework and practicing quality measurements. Also,

it concludes the end results related to Egypt’s local practicing environment.
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Chapter 2: Review of Literatures

Economic recovery is an ongoing process that requires support and collabo-
ration from the private and public sectors, including both accounting and audit pro-
fessions. Audit function is basically rooted in control and credibility, while audit
credibility is gained from auditors’ independence, objectivity, competence, and the
ability to obtain and assess quality of management information. The first profes-
sional auditors’ negligence suit was in 1890, which shifted audit profession tech-
niques and methods to the court's scrutiny (Roy, 1999). During the last decade,
there were plenty of severe criticisms and litigations against audit professions; ac-
cordingly, the development of accounting science became a hot research topic that
focused on exploring professional accounting techniques, roles, and systems. The
recent changes in economic behavior, market mechanisms, and market liberation are
associated with increasing numbers of financial scandals, frauds, and collapses.
These changes forced accounting researchers to broaden the scope of accounting
research to focus more on accounting aspects that connected to economic develop-

ment, political phenomena, environmental, and social practicing.

As a consequence of the recent financial failures, which were followed by
markets crashes and punitive legislations, the investors' faith in the integrity of the
capital market had been deteriorated; accordingly, the international accounting and
auditing scene has been dramatically changed (Ronen & Yaari, 2008). The scene is
currently more focus on globalization of professional standards and regulations in
order to increase the efficiency and effectiveness of the sophisticated global capital
market. The current free capitalist economic cycles depend on many complex envi-
ronmental external variables, which increased the necessity of having reliable finan-
cial information tools to manage the relationship between the companies, their dif-
ferent stakeholders, and financial markets vehicles. This situation increased the po-

tential magnitude of booms and busts risks that may result if financial markets
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crashed (Rajan & Zingales, 2003). Theoretically, a reliable and effective account-
ing standards system, which is the bedrock of any commercial enterprise, can sup-
port the stability of economic capitalism (American Assembly Report, 2003).
However, in practice accounting and auditing standards did not help in avoiding the

2008 financial crisis.

2.1. Audit and Reporting Quality

Auditors used to serve as detectives for companies' owners, check accounts,
manage books, and report back their findings. Owners usually use these reports to
monitor their agents. Historically, the auditor’s role expanded to include certifying
their clients' disclosed information to third parties, which shifted the user’s focus
into the auditor’s approval of the information, not the assessment of its quality. To-
day, auditors are required to report their clients’ proper accounting based on the pre-
set standards criteria; additionally, auditors are required to consider public interests
when issuing their audit reports. The auditor’s current main role has been changed
to certify the financial information for disclosure to the investing public at large
(Shapiro, 2005). Pendergast (2005) argues that due to the current expanded finan-
cial markets, public practicing has become a keystone for markets efficiency, as au-
ditors' reports are serving millions of publically traded and private companies, gov-
ernmental regulatory agents, and nonprofit organizations. This argument shows the
necessity of setting up new regulations to broadband the auditor main responsibility
towards protection of public interests. Holmstrom and Kaplan (2003) debate that
the last decade’s accounting failures triggered significant accounting regulations and
procedural reforms, which increase the financial reporting quality, specifically in
countries that have restricted investor protection laws, such as the Sarbanes-Oxley
Act (SOX). Also, the financial failures raised a strong academic argument regarding
the accounting role in the 2008 financial crisis. Some academics such as Hildyard

(2008) & Arnold (2009) insisted on the accounting responsibility of the financial
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crisis. They debated that accounting improper disclosures and inefficient methodol-
ogies failed in capturing or limiting the organizations' policies’ underlying financial
risks. While other academics, such as Humphrey et al. (2009), blamed banks, fi-
nancial institutions, insurance companies, credit rating agencies, and regulators.
Barth and Hutton (2004) argue that many analysts failed to anticipate management
earnings associated with the high financial accruals; accordingly, they did not revise
their forecasts. Therefore, accounting may be an innocent victim by standards, as
accounting is a mere recorder of events, while the stability of financial markets rests
on bankers, analysts, and regulators. Despite the researchers' debate, it is still obvi-
ous that both accounting and auditing profession are responsible for certain degree
of 2008's financial crisis. However, we need to consider that there were also other
variables that played significant roles in firing the crisis, such as inappropriate laws,
regulations, absence of regulators controlling role, ineffective governmental moni-

toring tools, as well as, the weak moralities of different involved parties.

Typically, there are two systems to monitor public companies’ performance:
the first is internally applied through using accounting standards, while the second
is externally managed through the markets' regulators. Market regulators have the
essential legally protected tools that enable them to limit organizations' boards and
management discretions, monitor companies released significant information, take
any necessary actions to protect public interests, and impose of specific financial
reporting standards (Gordon, 2003). Use of clearly defined financial standards can
prevent, to some extent, the earnings management techniques. Arya et al. (2003)
argue that the restricted accounting standards, such as IFRS, may stop management
earnings accounting techniques, but they will encourage management to search for
new creative accounting tools without considering any long-term fraudulent effects
associated with these tools. Kedia and Philippon (2005, p. 1) argue that fraudulent
accounting has a negative effect on economic resources allocation, as it creates direct

income for insiders rather than shareholders. They also conclude that "In equilibrium
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situation bad managers invest and hire in a high patterns that lead to inefficient re-
sources allocation." However, Vona (2008) argues that auditing standards require
the auditor to investigate fraud, and unfortunately the standards do not provide clear
tools to detect types of fraud, which usually starts out small through assuming legit-
imate managing earnings, and ends up as a massive financial fraud. Van-Tendeloo
and Vanstraelen (2005) conclude that clear and rigid accounting standards will not
prevent earnings management, unless supported by sufficient legal systems, regula-

tions, oversight bodies, and auditors' commitments.

Other researchers tried to investigate variations between legal systems and
their associated culture. Jaggi and Low (2000) argue that differences in legal sys-
tems are the most important explanatory culture variable; however, it is not overtly
obvious whether legal systems dominate national culture or whether they are com-
plementary. Hope (2003) examined the magnitude of legal systems and national cul-
ture in explaining differences in annual report disclosures, and he concludes that the
cultural dimensions behave differently across legal regimes; he also suggests that
researchers should consider culture as an important aspect in accounting researches.
Accordingly, he considered external culture as the most significant attribute of the
financial reporting environment. While other researchers considered legal origin as
a principal variable in understanding variations between financial reporting and dis-
closures behavior culture (Ball et al., 2000). Hegarty et al. (2004) debate that the
main forces for audit and financial quality are associated with the power of the do-
mestic regulatory regimes, rather than professional networks or their members.
Boyd (2004) debates that auditing practicing changes and evolution lie in the hands
of regulators and legislators' power, as any regulator’s significant changes will not
be effective without major changes in both the audit firms' culture and the surround-

ing environmental variables.

Despite the researchers debate around the importance of setting up detailed

laws and regulations to control the audit and accounting practicing environment, it
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is obvious that restricted regulations failed to protect the neither local financial mar-
kets, nor the global economy. Rigid accounting and auditing standards encouraged
entities' management to invent creative fraudulent tools and techniques without
proper estimation of these techniques negative results. Such of these techniques
mainly contributed to the 2008's financial crisis. Therefore neither regulations nor
accounting and auditing standards could only be considered as the main variables

that support audit practicing environment.

2.2 Audit Social Values and Ethical Trust

Typically, both audit firms and practicing regulatory organizations serve a
number of varied users and societies. Audit practicing social value has been per-
ceived academically as a tool for creating and institutionalizing social transparency.
Social values are supporting organizations’ management creative thinking and their
communities' responsibility. It is also supporting the idea of the auditor’s profes-
sional responsibilities, and the stakeholders’ involvement in preparing and develop-
ing these responsibilities. Todaro and Smith (2011, p. 321) describe the social cap-
ital as "The productive value of a set of social institutions and norms; including
group trust, expected cooperative behaviors with predictable punishments for devi-
ations, and the shared history of successful collective action that raises expectations
for participation in future cooperative behavior." Richard (2006) identifies audit,
from both an economic and social point of view, as a social-based activity that uses
a number of tools to reduce agency costs, and affects the welfare of a broad range
of societal parties. Furthermore, Nobes and Parker (2008) identify accounting as
technology that is usually practiced within varying economic, social and political
contexts, while the auditor is a public watchdog that immunizes a company's finan-
cial reports from improper accounting and financial treatments. This duty requires
auditor independence from his clients in order to complete his fidelity to the public.
Accordingly, the auditor’s responsibility is not only limited to the client who pays

the fees, but also extends to investors, financial markets, and the public at large
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(Volcker, 2002). Porter et al. (2005, p. 119) conclude that “audit function is rooted
in the confidence that society places in the effectiveness of the audit and in the opin-
ion of the accountant. Accordingly, if the confidence is betrayed, the function too
will be destroyed, since it becomes useless.” Most of the academic researchers con-
clude that moral and social variables are strongly correlated to audit function. Usu-
ally social values will not working effectively without the support of non-govern-
mental associations, or regulatory bodies that monitoring the professional commu-
nity commitments and complying level. Duska (2004) argues that audit firms and
practicing professions start to lose their main embedded duty, "guardians of integrity
in financial dealings," as they stopped playing their fiduciary role in protecting the
public interests. On the other hand, Unerman and O’Dwyer (2004) argue that re-
cent accounting failures affect the way that non-accountants evaluate accountants,
as they recognize the devastating impacts that accounting could have in society. The
recent accounting and auditing failures increased the interests in the audit social re-
sponsibilities approach. Also the massive involvement of non-professional investors
in financial markets, and their reliance on audited financial reports as a basic infor-
mation source for their investment decisions, increased the public requests of audi-
tors’ accountability (Australian Accounting Research Foundation, 2002). The
currently followed social responsibilities models are basically developed through
architecture that covers all practicing social interests, policies, boards of directors,
codes of conduct, corporate governance, stakeholders’ engagement, environmental
management, and complaints. The theme of social responsibility is gaining more
international importance. Many international legal and political public policy leaders
found themselves faced by challenging dynamic attempts to apply societal ethical
practice standards, which connects the social responsibility theme with environ-
mental sustainable development. This approach will integrate audit practicing social
responsibility with both national and international audit-practicing regulations. It

also coordinates the involvement of the government, audit firms, practicing regula-
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tory organizations, and civil societies in incorporating any practicing social respon-
sibility system, or environment reforms (Rudnicki, 2000). Van de Ven (1985) en-
courages the application of management functions to support the profession’s social
responsibilities through using the group model structure, such as practicing regula-
tory organizations. The group model structure is much more relative to social inter-
ests, as it is characterized based on direct feedback and high professional discretion.
The group model exercises a high degree of autonomy, which is supporting both
auditors and audit firms’ interdependency and frequent smooth communications.
However, the group social model is still considered the only available efficient struc-
ture that support accounting and audit practicing, this model exercise did not work

properly in past as it was not able to prevent recent accounting and auditing scandals.

Due to their unique characteristics, and their important role in society, both
audit firms and practicing regulatory organizations require a high degree of trust and
ethical standards that can be affected by professional auditors’ traits, qualifications,
and organizations' management performance. Most accounting academic studies fo-
cused on accounting norms or the norm-processes, which directed many profes-
sional international institutions’ researches to the areas of financial report-
ing credibility, practicing organizations trust, and the national and interna-
tional financial practicing changes. Most academic researchers have con-
sensus on the necessity to support practicing creditability and auditor’s in-
dependency. Armstrong (2002) argues that objectivity and integrity are more im-
portant than auditor independency, as they are hard to be enforced and take time to
be described in the professions' state of mind. However, many other researches
warned that the auditor’s impaired independency increased the audit risks, led to
serious conflict of interests, and dramatically affected the financial reporting quality
(Flegm, 2005). However, Beaulieu and Reinstein (2006) argue that providing non-

audit services by auditors may impair their independency, and that prohibiting audit
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firms from providing non-audit services will limit their financial and qualified hu-
man resources, which will decrease the audit quality and increase the audit fees. In
general, independency should be considered as an independent variable that by de-
fault associated to both professional integrity and objectivity. Domingo (2005) con-
cludes that it is necessary to have a new audit business ethics approach that is based
on deontological and procedural methodology. This encouraged Benston and Wag-
enhofe (2006) to argue that there are two approaches for audit-practicing ethics: the
first is the rules-based approach that should be co-joined with the surrounding prac-
ticing environment, while the second approach is the principle-based approach that
is related to practicing ethics to the historical customary principles. The U.S.-GAAP
uses the Rule-Based Approach, while IFRS uses the Principles-Based Approach
(Jamal & Tan, 2010). However, there are a number of business literatures that
largely assumed trust as a good ethical form, and many researchers argue that the
subject of ethics was not properly covered as a practicing subject in both accounting
and auditing curriculums, which was considered one of the main reasons that con-
tributed to auditing scandals (Frecka & Nichols, 2004; Gaa & Thorne, 2004). Cur-
rently, the concept of ethical trust is gaining stronger popularity and appreciation in
the management literature. Trust is usually described as the essential basis for inno-
vation (Hosmer, 1994). Unfortunately, trust or trust-like behavior can be seen at the
root of corrupt activities (Husted, 1994). These types of behaviors may allow parties
in a trust-based exchange to take advantage of the other party by permitting illegal
conduct with little chance of detection. Extension of the trust-creation process can
affect business relationships, as ethical limitations of trust could deteriorate the pro-
fessional practicing business. Baier (1986, p. 235) defines trust as "reliance on oth-
ers' competence and willingness to look after, rather than harm." Barber (1983) ar-
gued that trust includes technically competent performance, responsibility, and ex-
pectations of fiduciary and moral obligations, Trust demonstrates the special con-

cerns for others’ interests above one’s own interests, therefore, he classifies fiduciary
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obligation into two components: benevolence and integrity. Benevolence is the ex-
tent to which a trustee is believed to want to do good to the trustor, aside from an
egocentric profit motive, while the integrity element refers to the trustor's perception
of the trustee adhering to a set of principles that the trustor finds acceptable. The
practicing ethical dilemma is directly associated with the trust concept. It represents
the quandary that a person has to face and decide between two actions while he
knows that this decision will benefit one party and harm the others (Jones, 2007).
The auditor usually faces this situation and has to overcome it through considering
his role in protecting the public interests. Typically, trust should be enforced and
supported by proper laws and regulations that clearly define its meaning in order to
avoid individually misinterpretation and abuses. Klaus (2008) debates that the core
soft skills and traits that should be a part of professional auditors are being self-
aware, trustworthiness, conscientiousness, adaptability, critical thinking, attitude,
initiative, empathy, confidence, integrity, self-control, organizational awareness,
likeability, risk taking, problem solving, leadership, and time management. Simply,
the professional trust concept is based on the legalization of accounting practicing
ethics, which is playing an important role in increasing audit environment efficiency,
and controlling the auditors’ conflict of interests’ dilemma. Moore et al. (2006)
point out that solving professions' conflict of interests require significant changes
in the current governing regulations, Which proves the importance of practicing law

participation in developing audit practicing professions

2.3. Auditors and Audit Firms Professions

The causes beyond the audit environment deficiencies may be related to the
standards and laws that do not clearly identify the auditors' roles and responsibilities.
These laws and standards contribute to deteriorating the communications along the
audit environment. The complexity of the current financial environment requires
more effective procedures from the professional auditors to verify the required com-

pliance with international standards, local standards, and business regulations. Most
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of the recent researches focused on enhancing the audit-practicing environment, fi-
nancial statements quality, and audit services creditability through continuous de-
velopment of the International Financial Reporting Standards (IFRS), and the Inter-
national Auditing Standards (IAS). Such focus will increase the financial statements
reliability and retrieve investors’ trust in both organizations' financials and non-fi-
nancial information. Also, it will indirectly contribute to stability and growth of the
economic performance (Cullinan, 2004). Academic literatures point out the differ-
ence between countries' legal systems and the role that regulatory bodies may play
to unify the accounting rules and reports. Many of these literatures suggest that as
long as legal contract enforcement is weak, the country common law will neither
influence nor guarantee the quality of accounting information (Ball et al., 2000).
Caprio (2009) argues that new accounting and financial innovations should be con-
sidered by financial regulators in order to provide modern dynamic financial regu-
lations that provide additional accountability and enhance the financials quality. On
the other hand, many researchers believe that non-quality financial elements could
be related to earnings management and financial restatements timeliness (Barth et
al., 2008). These clements are associated with the most recent financial crisis and
highlight the importance of auditors’ independence, integrity, and the importance of
using auditing standards to support auditors' independency and willingness to iden-
tify deficiencies during audit processing. There was a literary strait direction for de-
veloping a clear definition of auditors' duties to defeat the current concerns about
the value of audits, and practicing regulatory organizations (Chandler & Edwards,
1996). Accordingly, researchers raised many new regime theories, which are basi-
cally structured on providing financial statements' users with early warning signals.
These new innovative theories were mainly targeted at enhancing the financial re-
porting process, improving transparency, and promoting reporting integrity. Also, it
will enhance the accuracy of auditor disclosures, mitigate financial misstatements

risks, and limit any future financial failures (Cunningham, 2004). Despite that, Ar-
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nold (2009) points out those accounting academics were far from the actual account-
ing practicing techniques used on the practicing environments, and the procedures
followed by practicing regulators. Academic literatures focus individually on each
practicing environment variable without having a proper framework that interprets
this environment. Therefore, they failed to invent effective tools to prevent and deal
with the repetitive financial scandals, which encouraged standard setters and non-
governmental regulatory bodies to emphasize that the auditor's specialized industry's
knowledge can positively enhance financial quality and reduce fraudulent reporting.
On the other hand, Gramling and Stone (2001) conclude that there is a negative
relationship between the auditor’s specialized knowledge and fraudulent or restate-
ment. Moreover, Romanus et al. (2008) conclude that there is a direct relation be-
tween financial statement quality and auditors’ industry specialization. Typically,
audit industry specialization and audit firms quality control procedures are clearly
presented in big audit firms’ practicing environment, which supporting the success
of these firms practicing monopolization. A number of academic researchers have
addressed that there are no differences between big audit firms and non big audit
firms’ fees estimation, and clients' retention processes; however, there are obvious
differences in quality and capacity (Gul, 1999; Hogan & Jeter, 1999). Other aca-
demic researchers, such as Geiger and Raghunandan (2002), conclude that big
audit firms have more conservative reporting decisions that are always sensitive to
the companies’ probability of having going concerns issues. Cooper and Robson
(2006) argue that audit firms, mainly the big firms, represent the most vital factor in
the success of audit professions standardization and regulation, as these firms deter-
mine the professions' identity and affect any required future development. Boyd
(2004) points out that decreasing the number of big giant audit firms from eight to
four, as a result of consecutive mergers between these firms, led to a dramatic in-
crease in their operational, economic, and political influential powers, which is var-
ied from one country to another. However, most of the recent financial scandals as-

sociated with one of the big audit firms, it is still debatable that developing audit
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firms quality control procedures will significantly enhance the profession practicing

environment.

2.4. Legal Local Enforcement versus International Standards

Each nation states its convenient units of practicing analysis and controls
based on the local laws and regulating system, which is promulgated by legisla-
tures and standard-setting bodies. Regulators also consider the other influencing
forces, such as tax system and professional accounting bodies. The accounting con-
temporary between countries is not an outcome of different countries’ invention; it
is an outcome of accumulating innovations across centuries (Garry and Napier,
2002). Deegan and Unerman (2009) also argue that there are many forces influ-
encing the regulators while dealings with any particular financial accounting de-
mands, such as their perceptions of public interests, economic effects, associated
costs, and benefits of these accounting regulations. Nobes and Parker (2008) argue
that accounting basic methodology has been recently affected by changes of eco-
nomic developments, financial markets globalization, international monetary sys-
tems, and the growth of international organization powers. These changes require an
immediate development of accounting and auditing global methodology that linked
between different practicing environmental factors. Choi and Meek (2005) pro-
posed a superior classification of accounting, to support developing changes, that
was based on the connected economic, political, and cultural frameworks. They cat-
egorized the accounting system into four characterized sorts: accounting within a
macroeconomic framework, Accounting within a microeconomic framework, ac-
counting within an independent discipline framework, and the uniform accounting
framework. Each of these classified sorts has its own unique type that makes it dif-
ferent from one country to another. Using any of these sorts is subject to the extent
of the political and legal regulators interfering in the accounting and professions'
practice structure. Nobes and Parker (2008) conclude that each country has its own

accounting practice, audit competencies, professions' size and strength. These
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unique characteristics depend on many factors, such as the countries' culture, legal
systems, finance providers’ structure, taxation system, and other external influences.
Other academic researches point out that examining of cross countries’ in-
stitutional arrangements and their effects on auditing can help in establish-
ing natural experiments that support the study of the audit-practicing envi-
ronment. Perera (1989) debates that any particular country accounting
practices and regulations aim to suit the society requirements and circum-
stances at a specific time. Baker et al. (2005) conclude that the accounting
profession environment in different countries is based on a mix of “associ-
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ationism,” “corporatism,” “Liberalism,” and “legalism,” which is mainly
associated with the three principles of social orders: Market, State and Com-
munity. Accordingly, both governmental and non-governmental regulatory bodies

must have an important role in developing audit practicing environment.

2.5. Professional Practicing Environmental Culture

Audit firms and practicing regulatory organizations' domains describe the
range of organizational services that are provided to both clients and stakeholders,
which requires an efficient understanding of the professions' symbolic roles and
practices' tools that coordinate work processes. Academic researchers presented a
number of theories that identified the relationship between practicing members' co-
ordination, controls, structures, and the environmental constructs. Researchers the-
orized the functions and elements that support the symbolic role of practicing organ-
izations, such as standard operating procedures, practicing rules, actions blueprints,
code of conducts, impersonal prescriptions, ethics, rationalizing techniques, formal-
ization, and documentation. Also, researches presented culture instrumental practic-
ing tools that support controls and improve audit-practicing performance. Academ-
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ics describe culture as “collective consciousness,” “collective programming,” or
“underlying shared assumptions” that identify a group of values (Sackman, 1991).

Unified culture requires a consensus on a number of norms and values that have to
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be clearly understandable and approved by the audit-practicing community. This ap-
proach helps practicing oversight bodies to measure and compare professional mem-
bers’ performance. It also provides an understanding of behaviors during different
audit assignments and situations (Jaskyte & Dresseler, 2004). Cameron and
Quinn (2006) conclude that culture changing is a long-term difficult process that
requires an alignment and reinforcement of proper values that fit with the surround-
ing environment. This change will not succeed without the full commitment of all
associated and involved parties. Hofstede (1980) concludes that culture drives the
institutional practice through a group of societal values that requires audit firms to
follow an open social system that interacts with their surrounding local and interna-
tional environment, which supports the importance of an environmental screening
concept in audit practicing. Violet (1983) argues that culture represents an interac-
tion between human and non-human resources that affect the functioning of legal,
tax, and business systems, therefore, we cannot segregate accounting and audit prac-
ticing from their surrounding culture. Gray (1988, p. 13) points out that accounting
practicing subculture is associated with the society’s general culture. Gray suggests
four cultural values. "Professionalism, that gives more control power to professional
associations, versus Statutory Control, that gives more control power to the govern-
mental regulatory bodies; Uniformity, that based on rigid detailed practicing regula-
tions to manage practicing, versus Flexibility, that based on the participating com-
munity self-regulating roles; Conservatism, that based on pessimistic measure-
ments and reporting roles, versus Optimism, that based on opened disclosing system
with limited privacy protection general rules; and Secrecy, that based on limited dis-
closed information, versus Transparency, that based on opened disclosing system
without general protection rules." These values were based on the well-known Hof-
stede culture classifications of basic values: "Individualism versus Collectivism;
Large versus Small Power Distance; Strong versus Weak Uncertainty Avoidance;
and Masculinity versus Femininity." Deegan and Unerman (2009, p. 109) dis-

cussed the impact of culture on shaping accounting practices, and they conclude that
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"any claims that particular frameworks of accounting are superior to others should
only be made after considering the environments in which the frameworks are to be
utilized." Garry and Napier (2002) use the concept of culture and environmental
factors to study accounting practicing. Based on their exploratory case study, they
conclude seven environmental factors or emerged dimensions that tended to provide
a comparison structure. These factors were based on “Practices, Propagation, and
Profession.” However, the scale of importance of each environmental factor has not
been individually measured. Some of these factors may have stronger effect on prac-

ticing environmental reform than others.

2.6. Professional Practicing Environmental Characteristics

Brandon and Mueller (2006) conclude there are a limited number of aca-
demic researches that discussed the practicing environment changes and their effects
on the auditor’s responsibility and operating process. Boyd and Rasheed (1993)
discuss the effect of the three main environmental theories: population ecology the-
ory, contingency theory, and resource dependence theory on audit practice. The ac-
ademic researchers gave more attention to the contingency environment theory,
which mainly focuses on searching the environment and identifying the main factors
that can be used to fit organizations into the reality (Thompson, 1967). Contingency
theorists conclude that an organization has to put in more effort to fit in with its
associated environmental forces, while institutional theorists debate that the societal
values and beliefs will construct the organization’s shape. Both theories confirm the
importance of the organization’s relationship with the surrounding environment.
Lawrence and Lorsch (1967) argue that organizational success requires maintain-
ing consistent differentiation and integration with the control environment demands.
An organization’s success depends on the management-developed steps to overcome
negative environmental obstacles. Scott (2003) concludes that from a practicing

point of view, the organizational environment has two major dimensions: the task
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environment and the institutional environment. Gupta et al. (1994) use both con-
tingency and institutional theories to examine how professional practicing in an in-
stitutionalized environment is coordinated and controlled. Their study proposed that
the more institutionalized the environment, the more the practicing organization re-
lies on a bureaucratic mode of control. Also, they conclude that the greater the task
difficulty and team interdependence, the more the practicing organization relies on
personal and group modes of control to improve the audit-team performance. Typi-
cally, the size of both audit firms and practicing regulatory organizations is a con-
textual variable that depends on the interface of the surrounding environment. Keats
and Hitt (1988) conclude that organization size is strongly influenced by the com-
plexity of the environment, as the organization’s growth size should be supported
by more munificent and less environment complexity. Accordingly, large-size prac-
ticing organizations are a signal of complex environmental relationships and a bu-
reaucratic control mode. It is essential to consider the level of variability, difficulty,
and interdependence of practicing regulations that affect both coordination and
control of professional groups' modes (Scott, 1995). Organizational behavior re-
searches classified the professional form as an isolated, separate, and distinct organ-
izational design that consists of a unique set of differentiated specific motives. Those
motives usually extended across a variety of organizational contexts, and only rely
on professional systems (Miner, et al., 1994). Furthermore, structural contingency
theorists argued that organizational behavior is subject to the structure design and
operating strategy that are mainly affected by environmental contingencies. Re-
searchers also argued about the significant correlation between organizations' strat-
egy, structure, performance, and the environmental uncertainty perceptions (Miller,
1987). Abbott (1988) studies the significance and nature of practicing organiza-
tions’ structure changes. He concludes that, as a consequence of global changes,
professional practicing organizations will face a significant shift in their organiza-

tional design and class of power. However, he argues that organizations will not be
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seriously threatened by recent economic and organizational managements’ practic-
ing changes. Meyer and Rowan (1977) conclude that practicing organizations may
use relatively formalized controls for symbolic purposes, while actually exercising
controls over their members via more idiosyncratic and social means. Accordingly,
any practicing reform procedures should be based on proper description and under-
standing of the practicing environmental surrounding variables, as well as, measur-
ing of each variable related general environment weight. This role may be varied

from practicing environment to the other based on the prevailing culture.

Researchers attempted to integrate an organization environment’s perceptual
and objective perspectives into a single framework. Thompson (1967) describes the
environment through using two dimensions: The first was heterogeneity/homogene-
ity that focuses on the similarity/differences of environmental variables comparing
to each other. The second dimension was the stability/dynamism environment,
which is mainly focused on the environmental variables, either predictable or unpre-
dictable. Child (1972) uses similar dimensions in his research through labeling com-
plexity and variability that reflect the degree of sophisticated knowledge necessary
to operate in a given environment. Child also adds a third environmental dimension
that describes the availability of required resources. On the other hand, according to
Aldrich (1979), environmental dimensions typology shifted the organizational en-
vironment field away from perceptual measures. The typology is based on the exist-
ence of environment objectives, and the predictions of environmental impact on the
organization. Mintzberg (1979) introduces an additional new environmental term
called market diversity, which mainly describes the organizational required
knowledge and sophistication level. He concludes that market diversity is a depend-
ent aspect of complexity that represents the breadth and depth of required
knowledge. Market diversity approach is typically fitted to the audit practicing pro-

fession. It requires a high degree of professional specialization subject to the com-
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plexity of applied environment. Keats and Hitt (1988) prove the significant rela-
tionship between the environmental dimensions and organizational strategy, struc-
ture, and performance. Davies and Walters (2004) study the environment effects
on the private organization’s strategy. They conclude that environmental effects on
organization strategy are moderated. Sillince (2005) proposes the rhetorical congru-
ence theory. The theory was based on organizational internal balance that fits both
the organization's strategy and structure to the environmental contingencies. The
theory also enables an organization to adapt its position with the surrounding envi-
ronment. The rhetorical congruence theory confirms that under conditions of uncer-
tainty, any adaptation of structural differentiation is unlikely to succeed. The theory
is considered as a convenient approach that could be applied by audit firms. An-
drews et al. (2006) study the organizational external environment constraints and
their relationship with organizational performance and strategy. They point out that
using the prospecting strategic planning approach is more convenient for an unpre-
dictable environment, as it helps organizations screen new opportunities and imme-
diately respond to any new environmental circumstances. This approach may fit to
both practicing governmental and non-governmental organization, as it enables them
to interact with practicing environment continuous changes that follow any financial
Crisis.

Nicholas and Neil (1995) conclude that creating accounting numbers is
the main function of accounting practices. Governmental regulations and laws
usually focus on controlling the accounting numbers, and formulating the nature of
market information flows within a quasi-regulated environment. The process of con-
trolling practicing and information flows is usually a mix of informal and formal
sets of contracts between self-interested parties. This flows process is based on the
fact that auditors are both being influenced by and influencing the environment to
which they report. Fernandez & Rainey (2006) try to study the relationship be-

tween an organization’s external environment, internal environment, and its related
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performance changes. On the other hand, Jones ( 2007) identifies the specific envi-
ronment as the forces outside the stakeholders group that influence the organizations'
operations, such as unions and governmental bodies, while the general environment
is the force that shapes the specific environment, such as economic, technological,

political, and social forces.

Tan and Tan (2005) argue that most previous studies have focused on one
aspect of the environment uncertainty or rate of change; however, there are two other
critical aspects of firms' operating environment, such as complexity and munificence
that have received relatively little attention. The environment complexity is subject
to the interconnections between the specific and general forces, while the degree of
environment complexity increased based on the numbers, strength, and association
of specific and general forces. These forces also increase the environment degree of
uncertainty. On the other hand, the environment dynamism represents the changing
speed of both specific and general environment forces; the higher the change speed,
the greater the environmental dynamism degree. Such of these environmental de-
scription should be considered thoroughly during studying of audit practicing envi-
ronment general framework. According to the organizational theory, any increase in
the organization’s dynamism should be associated with diversification and reduction
of structural divisionalization. Pfeffer and Salancik (1978) argue that organiza-
tions’ survival and effectiveness depends on the types and size of environmental
resources allocated to them, while Tushman and Nadler (1978) argue that effec-
tiveness of organizational performance is a function of fitting both organizations'
information-processing capacity and information-processing demand with each
other’s environmental variables. Daft and Weick (1984) suggest that an organiza-
tion is an interpretive learning system that uses three interlocking stages: scanning
data, interpretation collected data, and taking action based on the environmental un-

derstanding that has been enacted.
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Gray (1988) identifies a new environmental conceptual framework for organ-
izations, which was derived from the New Economics Foundation (NEF) concept
that has been used by the Institute of Social and Ethical Accountability (ISEA). This
framework mainly produced a wave of social audits, and directed organizations to-
ward evolution through more responsible behavior. The framework used the basic
dimensions of culture, which were identified within vast multinational organiza-
tions, to explain various countries and international practicing behavior differences.
Gray et al. (1997) constructs a systematic identification of all stakeholders' groups
using a refined stakeholder map that included all potential organizational accounta-
bilities, as presented in Figure 1. He argues that the social audit framework will pro-
vide society with qualified innovative workforces. Such a workforce can act with
integrity to achieve the best of public interests, and help in exceeding the negative
effects of auditors’ non-independence, non-innovation, and unprofessional behav-

10T.
Figure 1: Stakeholders' Groups
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The previously discussed literatures enforced academics and regulators to re-

veal great concerns about the nature of auditors’ responsibilities and the level of
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public concerns that accounting professions need to deal with. IFAC announced
its concerns of the widespread mistrust and doubts regarding the credibility of fi-
nancial reporting, specifically in developed capital markets (IFAC, 2003). Ac-
cordingly, both the FASB and IASB claimed the necessity of using globally uni-
fied financial quality measures, however, until now, there are no specific identifica-
tions of these unified elements, as they are subject to the preferences of financial
users (Daske & Gebhardt, 2006). Duska et al. (2011) point out that globalization
forced the accounting community worldwide to consider developing one set of
standards — the International Financial Reporting Standards. These standards can
help in identifying a global general set of financial quality measures that should be
integrated in practicing environment framework, otherwise the framework will not
work effectively in different local environments. Also, Nobes and Parker (2008, p.
77) point out that harmonizing accounting and audit practicing require countries to
accept both technical and political compromises. They identify accounting practic-
ing harmonization "as a process of increasing the compatibility of accounting prac-
tices by setting bounds to their degree of variation." They classify harmonization
into two types: rules harmonization (de jure) and practices harmonization (de facto).
Tay and Parker (1990) conclude that both harmonization types should not be asso-
ciated, and the practices of harmonization will be more efficient but harder than rules
harmonization. Both law and ethics are not constant principles that should not be
changed over time. Accordingly, the unitary stable environment can work properly
within the professions' business through enforcing an effective global code of ethical

conducts (Jones, 2007).

In summary, the growing number of recent financial scandals increased aca-
demics demands of applying strong creditable audit model that associated with pro-
fessional auditors' traits and effective audit environment. This environment has to
be based on international standards that designed to support capital market tools, and

provide proper measuring of financial reporting quality. Despite implementing of
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international standards and rigid laws, such as SOX, financial scandals and crisis

continued. This situation indicates that there are additional variables, besides inter-

national standards, that structuring the audit practicing environment. Following is a

summary of these practicing environment significant variables based on the previ-

ously discussed literatures:

Environmental vari-

able

Description

Legal regime and as-

sociated support of

Legal regime is a vital factor that supports audit creditabil-

ity. However, legal affects may be varied across different

influence over main-
taining of social and

ethical values

reporting quality | local cultures, many literatures agree that weak law en-

standards forcement will negatively affect accounting and auditing
reporting quality.

Regulatory  bodies | Regulatory influential power is significantly influencing

audit profession. It can support the profession independent
social and ethical trust. Also, it may help in positively de-

veloping auditors traits

Auditors and audit

firms specialization

Both auditors and audit firms have a significant contribu-
tion in weakening the surrounding audit practicing envi-
ronment. In order to overcome the structured environmen-
tal deficiencies we need to set up additional accountability
tools, define auditors' duties, qualifications, techniques, as

well as, standardized procedures.

International and lo-
cal practicing stand-

ards

Each country has its own unique practicing characteristics
that based on many environmental factors, such as domi-
nated culture, legal system, regulatory body, capital mar-

ket structure, and other external influences. Both of local
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regulating systems, and international practicing standards

enforce the profession local control matrix.

Practicing organiza- | Culture represents an interaction between human and non-
tions and profession's | human resources. Therefore, practicing organizations,
culture such as audit firms, professional associations, and govern-
mental regulatory bodies must have a collective unified
culture that fit with surrounding local, as well as, interna-

tional society culture.

Practicing environ- | In general, both contingency and Institutional theories are
ment characteristics | considered the most convenient environmental theories

that suitable for audit profession.

Professional practicing organizations have unique and dis-
tinct design, therefore researchers classified audit practic-
ing environment as complex structure that requires more
individual and grouping control vehicles. Accordingly, in-
tegrating audit practicing environment perceptual into a
signal framework will enhance its efficiency and effective-
ness. In order to structure this single framework there
should be a clear identification of audit practicing environ-
mental variables, as well as, specific diagnose of its oper-
ating conditions. Such of this approach will help in outlin-
ing a unitary stable practicing environment that can be

globally uniformed.

The next chapters will reflect on the reviewed literatures’ main ideas in the

proposed audit-practicing environmental model.
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Chapter 3

Audit Practicing and Financial Market Failures
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Chapter 3: Audit Practicing and Financial Market Failures

Capitalism is designed to support the efficient allocation of economic resources
through the application of markets' tools. To achieve this target, credible information
is vital for decision makers, which can be achieved by auditing financial statements.
However, the securities pricing model should be based on international rather than
domestic factors, though financial statements assurance can still help in solving one
of the most sophisticated problems that is currently facing international financial
markets, which is the cross-border securities’ pricing (Nobes & Parker, 2008). Fi-
nance providers, such as banks and investors, are the basic sector components of the
capitalism economies. They are considered the main forces that indirectly affect ac-
counting practice. The degree of interrelationship between these two sectors depends
on the financial system’s operational structure, whether they be capital market sys-
tems, credit-based governmental systems, or credit-based financial institution sys-
tems. Each one of these financial systems requires a different size of accounting
disclosures and financial details (Parker & Nobes, 1994). These requirements are
indirectly affect audit practicing environmental structure and compliance degree.
Usually financial markets rely on financial statements information and other availa-
ble resources to establish the securities market price and evaluate different types of
investments. Accordingly, financial statements should be accurate, reliable, and free
of any misstatements that may lead to future restatements. In most cases, financial
restatements give indications that significant financial information was kept away
from the investors, which may significantly affect both the organizations’ and their

auditors' reputation.

However, not all business failures are related to auditors’ misconducts; rather,
most of the business failures are interpreted as auditors’ mistakes. Auditors’ failures
always result in business crises, which indicates the importance of the audit-practic-
ing role to the financial business. Also, it shows the necessity of implementing strong
investors' protection laws to stop any kind of standards misuse, and protect the public
interests (Almer & Brody, 2002).
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3.1 Financial Crisis and Scandals

Capitalism regulations are based on competitive free-market mechanisms ra-
ther than relying on the governments (Windsor & Warming, 2009). The free mar-
ket system encourages organizations to focus on competition, efficiency, and crea-
tivity rather than equality, fairness, and justice, which led to many financial wrong-
doings. On the other hand, the international audit-practicing business typically rep-
resents a traditional oligopoly market that is controlled by a limited number of audit
firms. Also, the financial risk assessment and valuation business is manipulated by

three main international rating agencies.

Due to market concentration and aggressive competition, auditors were pres-
sured to accept their clients’ creative accounting techniques that maximize their
short-term gains. However, this is unethical accounting behavior; it has been accred-
ited by the rating agencies. During the last decade, companies raised many complex
financial innovations. These innovative investment tools changed the shape of the
financial sector, and prove the necessity of implementing new financial rules and

regulations to protect the society’s interests (Caprio, 2009).

The inefficient financial environment structure that is based on weak laws, ac-
counting standards, and codes of ethics encouraged market players to mask their
economic performance and manipulate the facts as they wish, which led the world

to the recent financial failures and economic crisis.

3.1.1 Enron Scandal

The Enron scandal resulted in global panic in the accounting and auditing field.
The practicing business was mainly concerned that Enron’s financial failure oc-
curred in the largest economy that has a well-developed set of Generally Accepted
Accounting Principles, and federal agencies that closely monitored the financial sec-

tor’s performance, such as the Securities and Exchange Commission (SEC).
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The dramatic failure and panic of Enron scandals associated with its complexity
presented a joint failure of regulators, management, analysts, creditors, bankers, and
public auditors, which obviously encouraged both Arthur Andersen, the auditors,
and Enron's management to act in an unethical way (Cunningham & Harris, 2006).
Enron scandal presents a good example of efficient audit practicing environment.
Scandal subsequent reform steps were based only on reforming law and regulations
without considering the practicing environmental multiple variables and their asso-
ciated framework. These defective reforms procedures gave a negative example of
non-understanding of practicing environment different theories, such as contingency

and congruence theories.

3.1.1.1 Enron Anecdotes and the Falling Trip

Prior to its collapse, Enron was considered one of the strongest organizations
in the financial market. Since 1997, Enron continued to have a steady quarterly
growth that led its shares to outperform the U.S. stock exchange indexes. The com-
pany's management has always been described as innovative and aggressive. Enron
also changed its business environment by getting involved in new technological in-
dustries that required non-traditional finance structure tools, and pushed the classical
accounting and auditing standards to their limits (Catanach & Catanach, 2003).
From the economic theory point of view, Enron created agency conflicts. The com-
pany involved the employees in its invested SPEs management. Furthermore, from
a financial point of view, Enron’s failure was a result of following two conflicted
operational and financial strategies. The first was investing in energy and telecom-
munications technology that require a high debt ratio and long-term growth, while
the second was dealing in swaps that requires creditworthiness and is based on quick

growth.

McLean and Elkind (2003, p. 132) point out that the “Enron scandal grew out
of a steady accumulation of habits and values and actions that began years before,

and finally spiraled out of control.” The aggressive corporate culture that is based
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on ambition non-controlled risks and short-term earnings managing was the main
reason behind Enron's collapse. This negative culture encouraged Enron's executives
to aggressively enter into new markets without business scanning, or building the
industry knowledge, which ended up using improper accounting techniques, such as
SPEs, to manage the company's financial problems (Fox, 2003). Catanach and Cat-
anach (2003) point out that Enron's executives succeeded to manage its earnings
during the last 10 years of the company's life. The earnings manipulation was fo-
cused on investments' structure that supports the non-consolidation of SPEs. This
related parties’ false and non-cash transactions with the company's SPEs represent
the creative accounting tools that were used by the company to report unreal profits
(Mulford & Comiskey, 2002). Also, the Enron business model was structured on
investing in the complicated energy derivatives that require a highly judgmental ac-
counting and discretionary market valuation, which encouraged the Financial Ac-
counting Standards Board (FASB) to debate Enron's accounting policies due to the
possibility of earnings management. In general, Enron's management deliberately
kept away the financial facts from its stockholders through limiting the financial
statement disclosures, which make the financial statements non-understandable even

for accounting experts.

Enron’s quick fall had dramatic implications over the financial and accounting
practicing business, mainly the big four accounting firms, and negatively affected

the overall audit-practicing reputation (Moncarz et al., 2006).

3.1.1.2  Audit Professions and Enron Failure

Blame for the audit scandals should not be placed only on audit professions'
shoulders, as there are many other environmental forces that subscribed in placing
the audit professions on the quagmire. Big-size audit firms, such as PriceWaterhouse
Coopers, Ernst & Young, Arthur Andersen, Deloitte & Touche, and KPMG, used to
be known as the audit-quality gatekeepers. Due to the latest financial failures, and

collapses of Arthur Andersen, doubts start to rise regarding the quality of services
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provided by these firms, which encouraged researchers to study the potential devel-
opment affects on the audit theory and methodologies. Ball (2009) supports this fact,
as he points out that Andersen’s audits’ insufficiency was not associated with spe-
cific unprofessional engagement partners, but resulted from the general inefficient

management methodology that was applied within the firm.

During the last decade, there has been a strong tendency for audit professions
to offer multiple services to their clients. Many of these provided services were out-
side the traditional scope of audit and tax preparation. These cross-selling services
resulted in fatal compromise of ethical standards and led auditors into conflicts of
interest. On the other hand, the continuous pressure over the organizations' manage-
ment to meet the shareholders and market earnings expectations led them to present
an unfair picture of their organizations' financial positions. These pressures had been
transferred to the auditors and affect their integrity and their duty to protect public
interests, which magnified the auditors’ ethical dilemma problem (American As-
sembly Report, 2003). Audit practicing ethical concerns have been raised a long
time before the Enron crisis. Holm and Laursen (2007) debate that Enron was the
first scandal to lock up professional audit mistrust in financial reporting. In contrast,
Rajan and Zingales (2003) argue that the audit-practicing scandal started a few
weeks before the Arthur Andersen collapse in 2001, when Deloitte & Touche issued
a clean positive peer review report, as part of profession’s self-regulation program
on Arthur Andersen. This fact increased criticism of the practicing profession when
Andersen-Enron collapsed. Also, Conroy & Emerson (2006) point out that due to
Enron's failure, society became more worried about negative consequences of ac-
countants’ and auditors’ unethical behaviors, such as fraud and insider trading. Con-
sequently, these unethical behaviors no longer become acceptable, which support
the demands of increasing practicing firms’ quality procedures, as well as, the mon-

itoring tools of both governmental and non-governmental bodies.

39



Chapter 3 Audit Practicing and Financial Market Failure

The mix between professions' self-regulated ethics rules and the applied regu-
latory system cast doubt on the audit profession's legitimacy (Windsor & Warm-
ing, 2009). Catanach and Catanach (2003) conclude that Enron's collapse problem
was not only in the reporting of manipulated numbers, but rather it was in the lack
of auditors’, analysts’, regulators’, and investors’ monitoring procedures that did not
work efficiently to highlight misreporting. This conclusion supports the necessity of

setting up an audit practicing environmental framework.

Subsequent to the Enron failure, there were major changes in professions’ atti-
tudes and regulations. The Sarbanes-Oxley Act of 2002 legislated major changes to
rules governing the practicing professions (Shafer et al., 2004). Also, the audit-
practicing methodology had been changed by The Public Company Accounting
Oversight Board (PCAOB), and new regulations were enforced, making auditors
audit clients' internal control procedures to evaluate independency and compliance
rules (Chang et al., 2009). As a response to audit failures, The Education Committee
of the National Association of State Boards of Accountancy (NASBA) increased its
professional ethics educational requirements. It focused more on the students and
licensed professions’ ethical trainings to improve the effectiveness of professional
responsibilities. NASBA developed many educational materials that focus on useful
case studies and address related practical issues (Shawvere & Barre, 2006). On the
other hand, most of the big audit firms started to tighten their audit procedures. They
dropped more than 500 risky clients to avoid any potential professional liabilities

risks, and to comply with the regulators’ practicing requirements.

On the international level, most of the developed countries around the world
started to focus on the professions’ regulatory reforms. Many countries focused on
strengthening their current used corporate governance systems. However, most of
these reforms, whether in North America or other countries, did not propose any
reforms for the fundamental structure of the professional practicing environment,

cultural, and behavior forces. Accordingly, these limited reforms processes did not
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effectively help in avoiding the 2008 financial crises that mainly occurred due to
inefficient regulations and unethical behaviors. Therefore, updating of practicing

law may have a limited effect on reforming of professional practicing environment.

3.1.1.3 Sarbanes-Oxley Act (SOX)

As a response to the Enron accounting scandal, policy makers raised their con-
cerns about audit firms' capacity to provide fair financials reporting (Gunther &
Moore, 2002). Both the U.S. government and audit practicing regulators started to
structure additional legislation to regulate the oversight of the accounting practice.
The regulating act (SOX) was based on strong corporate governance and transpar-
ency rules. Subsequently, this regulating act had been indirectly implemented by

many other worldwide countries.

Law and regulation tightening always has supporters and opponents. This de-
bate became clear during the period of SOX implementation. SOX act supporters
saw that the new law would improve monitoring and support culture changes, which
would positively affect both audit professions and capital markets (Mitchell, 2003),
while opponents saw that the act would increase non-essential bureaucratic rules that

may negatively affect the investment environment (Butler & Ribstein, 2006).

Academic researches considered SOX as a wakeup call for non-public and non-
profit organizations (Riotto, 2008). The SOX act was based on improving the pub-
licly traded organizations' financial transparency in order to eliminate any valuation
uncertainty (Johnston & Madura, 2009). Jain et al. (2008) argue that SOX en-
hanced corporate governance, recovered audit creditability, increased financial qual-
ity, and improved overall transparency. One of the SOX act’s dramatic changes that
affected audit practicing and created a strong academic debate was the direct rela-
tionship between non-audit services and the auditor’s client economic bond. The
SOX act prohibited auditors from providing any non-audit services to the same au-
dited clients that exceed 5% of the audit total fees. SOX act prohibition of non-audit

services was based on the fact that these types of services always generate high fees
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that can be considered as financial incentives to the auditors and may impair the

auditors' independency (Romano, 2005).

After the SOX act was released, the Company Accounting Oversight Board
(PCAOB) emphasized the necessity of detecting fraud during the audit process. This
change has been interpreted in the PCAOB published Auditing Standard No. 2 and
the revised Auditing Standard No. 5 that focused on auditing of companies' internal

controls (Thibodeau & Freier, 2009).

The SOX act resulted in a paradigm shift in audit practicing. The act trans-
formed the audit from a self-regulated business, supervised by a government agency,
to a directly controlled business that was regulated by a quasi-non-governmental
agency (DeFond & Francis, 2005). The SOX act also resulted in important changes
in audit business fees, quality, and the auditors' competitive landscape. Despite all
of the practicing operating changes and financial controls associated with the SOX
act, it was neither effective nor efficient to protect financial markets from the subse-
quent 2008 financial crisis (Aggarwal & Williamson, 2006). Typically, SOX act
provisions did not focus on the auditors' intellectual ability or on professional com-
petencies that considered to be one of the audit practicing environmental main fac-

tors.

3.1.2 Earnings Management and Creative Accounting Concepts

Earnings management is part of the creative accounting techniques that started
in the 1980s. This technique is based on providing flexibility in accounting systems,

which was one of the reasons behind recent accounting scandals.

Creative accounting represents a deviation from the accounting standards sub-
stance and spirit. It leads to misrepresentation of an organization's income, assets,
and liabilities. It is considered a concept of practicing earnings management through
improper interpreting of judgmental accounting standards, such as GAAP or IFRS.
Creative accounting is associated with practicing techniques that are supported by

professionals' experiences and skills. Gherai and Balaciu (2011) point out that the
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creative accounting practice is mainly based on information limitations in addition

to the moral hazards and adverse selection phenomena.

Theoretically, there is a strong positive correlation between economic decline
and practicing creative accounting. During a declining economy, companies always
try to enhance their earnings and hide negative results from their shareholders and
the public (Gul et al., 2002). Alternatively, there are positive correlations between
earnings management, sharecholders’ weak legal protections, and the high concen-

tration of company ownership (Leuz et al., 2003).

3.1.2.1 The Concept of Earnings Management

Academic researches proposed that earnings management is an invasive phenom-
enon that is directly associated with creative accounting. The concept of earnings man-
agement is divided into legitimate and illegitimate management actions that proposed
to change the entity’s earnings. Earnings management is different from earnings
misstatement; the latter is more serious and usually leads to restatements of the ma-
nipulated financials, and in most cases, it ends up in a company's bankruptcy (Palm-

rose & Scholz, 2004).

There are four types of earnings management that generally affect the quality

of financials reporting (Ball, 2009):

1. Legal practice that is ethical and does not contradict accounting principles.
2. Legal practice that is unethical and does not contradict accounting principles.
3. Negligent or gross negligent practices.

4. Fraudulent practices.

Typically, earnings management is not one of the accounting technical con-
cepts that had a common known definition. It represents a management strategy to
adjust a company's reported income through taking additional accounting decisions.
Virtually most management decisions may affect the organization's earnings, which

can be classified as earnings management actions. Schipper (1989, p. 92) defines
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earnings management as “A purposeful intervention in the external financial report-
ing process, with the intention of obtaining some private gain.” Nelson et al. (2003)
found that derivatives, discretionary accruals, and transactions structuring are the
most popular techniques of earnings management. Earnings management can be
formed in real cash flow economic actions that may be related to operating or in-
vesting activities (Roychowdhury, 2006). After the Sarbanes-Oxley Act, the com-
panies' trials to meet analysts' earnings expectations have been dramatically reduced.
Accordingly, accrual earnings management techniques have been decreased, while
the real earnings management techniques have increased to compensate the de-
creases in accruals (Cohen et al., 2008). Also, the numbers of new sophisticated
financial vehicles have been increased after releasing of SOX act, which led to
2008's financial crisis. Therefore we may conclude that tightening of laws and reg-
ulations are not an efficient tools to either protect investors, or to reform audit prac-

ticing environment.

Fields et al. (2001) conclude that earnings management can be associated with
the capital market through any of the market principles, such as the agency costs or
information asymmetries. The agency cost principle is mainly represented in the
Moral Hazard phenomenon, which is based on the agents’ advantages through their
authority and power to pursue their self-interests over the principle or public inter-
ests. However, this principle may increase the probability of unethical behavior and
fraud (Jones, 2007). To overcome the adverse selection and moral hazard phenom-
ena, organizations started to apply bonus plan methods, which is one of the reasons
behind the spreading of earnings management practicing through the negative affect
of information asymmetry that represents the intention for transactions to affect the
companies' share prices. From the audit-practicing point of view, Myers et al.
(2003) argue that earnings management is positively correlated to lengthening the

auditor-client relationship, as well as potential pressure.
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3.1.2.2  Reasons Behind Spreading of Creative Accounting

Organizations' management should have a degree of flexibility when practicing
and managing their financial and accounting results. This flexibility degree should
be based on realism without committing earnings management. Dharan (2002)
points out that the recent increase of using earnings management, as a creative ac-
counting tool, has become more serious and negatively affects the auditing and ac-
counting business. It threatens the financials reporting quality, and compromises ac-
counting information fundamentals, such as relevance, objectivity, and reliability.
Gherai and Balaciu (2011) argue that as long as human creativity has unknown
boundaries, the use of creative accounting will not disappear from the accounting
practice unless the reasons behind using it disappeared. Accordingly, avoiding cre-
ative accounting practices techniques must begin with controlling the causes behind
these negative behaviors, and studying the circumstances that lead to these types of
actions. Therefore, increasing of auditor and management ethical and morality val-

ues may help in mitigating such of these negative behaviors.

Market pressures on companies' management to meet analysts' expectations,
issuing equity, or beating industry benchmarks are the main reasons for practicing
creative accounting (Jensen et al., 2004). Companies are willing to sacrifice their
economic long-term value in order to achieve short-term earnings. Also, rigid ac-
counting standards always force companies to use creative accounting techniques.
However, these techniques may potentially lead to high costs and reduce the com-
panies' market values (Ewert & Wagenhofer, 2004). Dechow and Skinner (2000)
argue that earnings management and creative accounting techniques are strongly as-
sociated with the bull market management stock option, compensation scheme, and
the companies proposed incentives to their key persons. Typically organizations al-
ways target to achieve rewards from creative accounting, such as controlling share
prices, managing borrowing costs, enhancing credit rating, or increasing incentive

compensation plans for key employees.
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Earnings management does not enhance the organization’s underlying eco-
nomic activities, as it only based on manipulating practicing accounting standards.
Davidson (2011) and Graham et al. (2005) point out that accounting fraud and
earnings management increase as percentage of developed countries' GDP; particu-
larly, when the economy reaches its peak point, and the organization’s share price is

sensitive to revenue news.

Managers always have a lower incentive to commit fraud or earnings manage-
ment during periods that have a high actual and expected performance since the or-
ganization’s overall performance will also be high (Povel et al., 2007). However,
the Lax of regulating environment will encourage organizations' managers to misre-
port financials results; mostly if they find out there are other similar companies that
started misreporting (Kedia et al., 2010). Usually, companies increase their invest-
ments during financial misreported periods to gain more growth prospects. The
probability of this scenario increases when the company is a part of a group of com-

panies, and when ownership is more disperse (Kim & Yi, 2006).

3.1.2.3 The Auditors' Role in Creative Accounting and Fraud

Typically, financial reporting quality is measured by the degree of earnings
management, financial restatements and the associated timeliness (Barth et al.,
2008). Due to the sophistication of the current global economy, financial audit be-
comes more of an art than a science. Current audit practicing requires a high degree
of judgment by well-experienced professions to detect and signal any sign of mal-
feasance or fraud (American Assembly Report, 2003). Most of the academic re-
searchers agreed that creative accounting is based on the professional accounting
interpretation and speculation of regulations and standards requirements. The audi-
tors' ethical dilemma that is associated with creative accounting was raised because
of the audit professions' aggressiveness versus conservative interpretation of ac-

counting and auditing standards.

46



Chapter 3 Audit Practicing and Financial Market Failure

Earnings management represents the main unethical behavior that faces audit
practice. The auditor perception and reaction against earnings management transac-
tions varies based on the precision of applied accounting standards (Leung &
Cooper, 2005). Armstrong (2002) concludes that decisions about earnings man-
agement include ethically unsustainable differences between auditors. Other aca-
demic researches focus on studying three main types of financial window-dressings:
earnings manipulation, earnings management, and earnings restatements (Agrawal
& Cooper, 2009). Mulford and Comiskey (2002, p. 59) argue that earnings man-
agement is a toll of creative accounting. They define earnings management as "the
active manipulation of accounting results for the purpose of creating an altered im-

pression of business performance."

Many accounting academic researchers find an inverse relation between audi-
tor's independency and both earnings management and earnings restatements. Typ-
ically, companies prefer to continue with the same auditors if they have financial
difficulties. Accounting earnings management techniques are predestined by most
academics, while operating earnings management techniques are not. Academic lit-
eratures point out that the main reason beyond financial restatements is the use of
earnings management techniques in order to overstate assets and revenues (Palm-
rose et al., 2001). Accordingly, most academic researchers agreed that auditors al-
ways focus more on preventing earnings management that lead to an increase in
income. Auditors do not consider those factors that may lead to income decreasing,
assuming that liabilities and legal responsibilities will be more questionable in the
first case more than in the second (Bonner et al., 1998). Usually, the auditors’ liti-
gation risk always increases when the company reports abnormal accruals or fraud-

ulent transactions (Heninger, 2001).

Gherai and Balaciu (2011) conclude that the main difference between fraud
and creative accounting is the intention for illegal acts that lead to damage. Fraudu-

lent accounting is bending the accounting standards, while creative accounting is
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breaking them, as creative accounting is using financial engineering to present a
specific accounting image. National Association of Certified Fraud Examiners
(1993, p. 12) defines fraud as "the intentional, deliberate misstatement or omission of
material facts, or accounting data, which is misleading and, when considered with all
the information made available, would cause the reader to change or alter his or her judg-
ment or decision." Thus, the key element in fraud is the intention of deceit. Mont-
gomery et al. (2002) introduce the concept of “Fraud Triangle” that is structured on
three main conditions to measure the probability of any current or future fraud. The
triangle consists of Incentive/Pressure, Opportunity, and Attitude/ Rationalizations.
The triangle reflects three important forces that are based on the audit risk theory:
management integrity, auditors' independency, and proper control procedures. Vona
(2008) points out that practicing audit procedures are not effective enough to identify
different types of creative accounting and fraudulent actions, therefore, auditors
should improve their knowledge of fraud science and creative accounting techniques
to support their skills in assessing the risk of any potential fraud. Generally, most of
used aggressively creative accounting vehicles may be classified as fraudulent ac-
tivities if they measured based on fraud triangle. Therefore, auditors’ skepticism and

morality are important functions for audit practicing environment reform.

Auditors usually design their practicing procedures in a way that supports the
discovery of any significant earnings management and fraud (Vona, 2008).
Caneghem (2004) points out a positive correlation between auditor's specialization
and discovering of earnings management and fraudulent transactions. This fact has
been confirmed by Beaulieu and Reinstein (2006) who point out that due to differ-
ences in competences and specialization skills, the trend among big-sized audit firms
is to report less discretionary accruals than small-sized ones. It is easy for auditors
to detect and investigate errors; however, it will be difficult, but not impossible, for
auditors to detect creative accounting due to the management intention to hide the
real facts. Also, Coffee and Berlet (2001) conclude that independent auditors do not

fulfill their main role as gatekeepers that comply with law and support corporate
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governances. They also added that the responsibility of earnings management is
shared between auditors and corporate management, and earnings management has
been recently increased because of the inherent limitations of the auditor’s role and
capacity. Conversely, Burns and Kedia (2006) conclude that both top management
and external auditors are involved in the processing of financial reporting creative
accounting, which indicates the difficulty of any proposed efforts to mitigate this

kind of non-ethical behavior.

3.1.3 The Financial Crisis

The U.S. economy is the leader of international markets. Subsequent to the
2000 NASDAQ Stock Market dotcom bubble, and the 2001 terror attacks, the U.S.
government tried very hard to beat the economic recession. Unfortunately, this neg-
ative economic environment, followed by the property price inflation that is associ-
ated with credit growth, resulted in the subprime crisis. This rickety period was also
based on insufficient regulations, inappropriate financial rules, and overpayments to
companies' top managements that were breaching the basics of proper corporate gov-
ernance. Consequently, the United States investment banking industry was wiped
out by the 2008 financial crisis (Bicksler, 2008). Typically, the 2008 financial crisis
presented the model of financial systemic failure, which encouraged the academic
researchers to claim the necessity of financial market regulation. Taleb (2007) con-
cludes that the overconfidence of the financial system, ignoring the market system-
atic risks by both bankers and regulators, and the complexity of financial markets
led to the failure of both credit rating agencies and auditors’ warning system. Also,

they increased the magnitude of the recent financial crisis.

3.1.3.1 Reasons beyond the 2008 Global Financial Crisis Start up

Financial crisis vulnerabilities had built up for several years before 2008, based
mainly on weak practicing control procedures, policies, strategies, and non-ethical
behavior from banks' management and regulators. The crisis showed how the federal

banking systems and oversight regulatory agencies failed to provide safe and sound
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lending and financial reporting practices that mitigate the securities risks and avoid

the organizational unethical behaviors.

Prior to the start of the subprime mortgage crisis in 2007, the mortgage secu-
rities vehicles were simple financial instruments mostly held by banks and recorded
in their balance sheets. Also, financial derivatives were rarely used by the invest-
ments and finance sectors. On the other hand, banking’s weak borrowings internal
controls processing procedures increased the roles of mortgage brokers in approving
the granting of facilities. Banks did not properly consider the mortgage brokers’ ob-
vious conflict of interests associated with their paid commissions (Caprio, 2009).
The increase of mortgage values in banks, which were affected by the inflation of
property prices, encouraged financial investment companies to introduce a high-risk
complex combined securitization financial instrument, such as CDOs "Collateral-
1zed Debt Obligations." Due to the high financial risks associated with these securi-
ties, investment companies started to use Credit Rating Agencies to accredit these
new investment vehicles. The credit agencies’ accreditation enabled investment
companies to insure their issued CDOs from big insurance companies and sell them
in the international financial markets. These instruments were basically — based on
auditors approval — accounted as off-balance sheets investments through Structured
Investment Vehicles (SIVs). As such, this inaccurate accounting treatment nega-
tively affected the quality of investment-sector-disclosed financial information
(Barth et al., 2009). Once interest rates increased during 2007, property prices
started to decrease, and home owners stopped paying their installments. As a result,
banks found themselves required to write down a huge amount of nonqualified loans,
which led to more restrictions on the banks’ capability to finance new loans. The
limited banks’ finance capabilities decelerated the economic fundamentals and busi-
ness cycles increased the number of unemployed and expanded national burdens

(Sikka, 2009).
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Usually any new financial derivative products should have proper standards for
risk management and pricing to penetrate the market. The regulatory loopholes and
the complexity of the CDQ's securitization, combined with the use of off-balance
sheet investment vehicles, resulted in improper derivative pricing valuation, and
evaded the basic regulatory requirements. These improper financial treatments led
to a significant deterioration of the financial sector. Also, it extended the risk to other
stakeholders who rely on the financial statements as their base source for risk anal-
ysis (Ferguson, 2008). Taylor (2009) debates that the two main reasons beyond the
2008 financial crisis were the ineffective interest rate policies followed by the U.S.
Federal Reserve, and the weakness of governmental agencies’ monetary procedures
that failed to highlight the risks of the new complex adjustable-rate sub-prime secu-
ritization. On the other hand, Caprio (2009, p. 10) argues that the Securitization and
Collateralized Debt Obligations’ (CDOs) investments were the main reason beyond
the 2008 subprime crisis. He defines the CDOs as "a financial investment innovation
that allowed people to make a bet in which their downside loss was limited and much
of which could be passed back to the banks and/or holders of securities." The regu-
latory authorities’ implemented systems failed to effectively detect the financial
risks of improper activities of both the regulated and unregulated shadow banking

sector.

Theoretically, the 2008 financial crisis was based on two main factors: the com-
plexity of the international financial environment, and the complexity of internation-
ally used technical financial tools that are associated with improper financial gov-
ernance roles. The crisis had unique characteristics, as it had a global dimension due
to the increased connectivity of the international financial systems. This unification
supports the international debates about the necessity of using dynamic regulations
for financial markets to avoid any future crisis. The success of these proposed dy-
namic regulations is associated with the practicing laws, accountability rules, quality
controls monitoring procedures, and effective regulatory bodies may directly affect

the audit practicing environment.
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3.1.3.2  Credit Rating Agencies' Role in the 2008 Global Financial Crisis

Credit Rating Agencies are key and powerful players in the free market. Their
main stream of income is generated from the clients that they are supposed to mon-
itor and evaluate, which raised many concerns about their independency, and the
expected conflict of interests between their public fiduciary duties and their loyalty
to the audited clients. Typically, credit rating agencies (CRAs) do not perform an
independent review of their clients' financial information (Rousseau, 2006). Usually
CRAs do more financial analysis during initial rating stages, while doing less during
the periodic surveillances of the already assigned rates. The CRA investment ana-
lysts do not use their professional skepticism; they always accept unrealistic assump-
tions, such as the companies' capability to generate steady quarterly earnings in-
crease. Hill (2004) concludes that one of the main reasons behind the CRAs' failures
was the lack of competition between the rating agencies. There is a limited number
of credit rating agencies working in this filed. The big three CRAs manipulated 94%
of the international rating markets and only compete based on the quantity and size

instead of the quality (European Commission, 2008).

The 2008 financial crisis uncovered the weakness of CRAs' corporate govern-
ance systems, which held the main CRAs, such as Moody’s, Standard and Poor’s,
and Fitch, responsible for the financial market failures. These firms did alert neither
the professional nor the community of the expected credit bubble risks. Typically,
CRAs should act as the investors' valuable safeguards that protect investors from
any specific investments' inherent risks. Conversely, CRAs strongly contributed to
the financial crisis through covering of the CDOs and related securities real risks.
The CRAs' main problems are coming from their conflicted interests' business
model, which is based on the “issuer pays” concept. Also, they are using outdated
rating models and unqualified staff, which negatively affects their provided services
quality. Langohr and Langohr (2008) conclude that CRAs’ recommended valua-
tions were inadequately considering neither risk analysis nor conflicts of interests

that may rise from the lack of competition. The CRAs’ ratings decisions directly
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increased the magnitude of the financial crisis by labeling intoxicated securities as
safe investments, and helped in creating an even bigger monster through continuing
to award top ratings to both mortgage-backed securities (MBSs) and Collateralized
Debt Obligations (CDOs) (Brunnermeier, 2009).

However, the U.S. SEC had the full authority to regulate CRAs, based on the
Credit Rating Agency Reform Act of 2005, but SEC failed to effectively regulate
the new innovative free market (Soros, 2008). By 2008 the United States’ Securities
and Exchange Commission (SEC) concluded that CR As have many deficiencies that
assisted in the subprime financial crisis (SEC, 2008). Due to the nature of CRAS'
opinions that were considered as predicative, not fact opinions, dissimilar to the case
of the auditor’s opinion, the legal liability of CRAs was always considered to be
minimum. Therefore, none of the regulatory oversight bodies were able to hold
CRAs liable for any negligence or misrepresentations (McDaniel, 2008). During
2009, new regulations had been issued for CRAs by many international and local
regulators, which forced them to avoid any kind of conflict of interests through pro-
hibiting providing advice to their clients about packaging securities for rating pur-
pose, as well as ratings companies that they provide capital structure consultancy

(Marshall, 2009).

Despite the 2009 regulating laws, CRAs still need more rigid regulations, such
as those used for audit practicing. Also, CRAs' credibility and competency should
be independently evaluated, and aggressively face any discovered unethical behav-
iors. These reforms can be more effective if CRAs comply with the International
Organization of Securities Commissions’ Code of Conducts (I0OSCO, 2008). The
current CRAs' operating environment requires many reform steps through increas-
ing the appropriate level of external oversight; developing of the ratings process
quality; enhancing monitoring procedures for issued ratings update; applying more
safeguards to reduce any conflicts of interest; and providing more disclosures about

the adequacy of organization resources. Also, CRAs' regulating system needs to be
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restructured through accurate peer review of rankings steps, increase of civil law
accountability, and decrease of the federal government’s reliance on privately issued
credit ratings. All of these required reforming steps must be in consistent with prac-
ticing profession standards, Accordingly, CRAs' governing regulations must be

equal to the audit practicing ones.

3.1.3.3  Auditors' Role in the 2008 Global Financial Crisis

The negative reputation associated with the audit professions, due to the re-
peated financial scandals and the recent global financial crisis, had badly reduced
the public’s trust in the practicing value, and increased damages to the capital market
integrity. The 2008 financial crisis raised the necessity of properly expanding audi-
tors' duties and responsibilities to achieve financial market stability (Krishnan,

2011).

In practice, both investors and regulators use the companies' financial state-
ments to base their financial decisions, economic estimates, and risk exposure anal-
ysis (Stiglitz, 2003). Typically, the big four international audit firms are supposed
to provide high-quality unified services. These firms have set up proper internal pro-
cesses and regulations that are followed by their entire network. Also, they have
highly qualified technical and human resources that support their operations. The
big firms’ internal processes include quality control procedures that represent a self-
regulation internal standard. Unfortunately, most of the recent financial scandals
arose after a few months of companies being audited by one of the big audit firms.
Chung and Kallapur (2003) conclude that though clients of big audit firms always
report less accruals and management earnings, the magnitude and size of damages

resulted from big audit firms’ failures are always devastating.

The dimension of the 2008 financial crisis, its extent, and complexity encour-
aged researchers to investigate the real reasons beyond the audit profession’s failure

to stop this crisis. Most of the related academic researchers present many concerns
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regarding auditors' independency, objectivity, and ethical values. Many other re-
searchers conclude that the auditors do not properly recognize the importance of
financial accounting disclosures. Magnan (2009) argues that the financial crisis
raised the auditor’s failure to assess the investments underlying cash flow risks,
while Mahoney (2009) concludes that the detailed codified financial accounting
standards may hinder the auditors' professional skepticism and led to the financial
crisis. Also, most of the collapsed companies complied with the letter of standards
rules, but not with their principle substance. The researches' evidences support the
fact that auditors neither performed their due care nor required skepticism while re-
porting, or properly applied the substance of accounting and auditing standards
(Rona-Tas & Hiss, 2010). Duska (2005) concludes that both auditors and audit
firms did not perform their core ethical roles in protecting public interests, as they
mainly focused on the profitability of audit business and became “accumulators of
wealth for their own sake.” Frankel et al. (2002) point out there is a positive corre-
lation between the non-audit high fees, and both the high abnormal accruals and
earnings management that may lead to the auditor’s failures. Furthermore, Duska et
al. (2011) conclude that ethics is an essential value that smoothly supports the con-
tinuity of any business. They debate that the audit profession’s commercialization
negatively affected audit practicing and corrupted its ethical values, which resulted
in most of the audit failures and financial crisis. Typically, considering accounting
and auditing professions as a business will make it fall under the profit maximization
model, and put the auditors under the clients' pressures, which override the profes-

sion’s independency.

Bogle (2000) identifies five risks that pressurized audit firms’ practicing per-
formance and ethical values. These risks represent the main reasons for the recent
financial crisis. Also, they work as warning systems that limit any future audit fail-

ures. The five pressurizing risks are summarized as follows:
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1. Outdated accounting and auditing standards that do not cope with modern eco-

nomic changes.

2. Increasing unethical concepts, such as earnings management and accounting cre-

ative financial engineering.

3. Unclear new methods of accounting management's incentives, and compensa-

tions.
4. The aggressive unethical uses of tax shelter schemes.

5. Audit profession’s weak independencies' measurements and increase of auditors’
conflict of interests due to new practicing alternative business structures and

advisories.

In general, audit-practicing professions had a very negative role in controlling
and prohibiting the recent global financial crisis, which increased the crisis damages'
size and the consequences that followed. Also, the 2008's financial crisis presents
the importance of auditor's social role in protecting public interests, which represents

the main object that underneath audit practicing environment.

56



Chapter 3 Audit Practicing and Financial Market Failure

3.2 Audit Quality and Practicing Environment

Many accounting-related theories focus on structuring environmental system-
atic coherence between accounting as a social concept and its practice. The main
theories are represented in Decision Usefulness Theories, Public Interest Theory,
Capture Theory, Legitimacy Theory, Stakeholder Theory, and Positive Accounting
Theory. The importance of these theories increased during the last decade due to the
high numbers of accounting failures. Accordingly, accountants are encouraged to
understand the theories beyond the applied practice in order to be able to positively
argue their followed accounting methodologies, as well as to enhance them (Deegan

& Unerman, 2009).

Transparent and accurate financial information is the most important subject
for financial analysis. Increasing the reliability of financial data requires effective
accounting standards and strong regulations that eliminate any types of accounting
judgments (Nobes & Parker, 2008). Financial non-transparency always limited the
investors' capability to properly assess the investment’s financial risks. Therefore,
accounting standard setters and market regulators tried to find a common ground to
improve the financial reporting needs in a dynamic way to prevent any future finan-

cial crisis.

3.2.1 Auditors and Quality of Financials Reporting

Accounting information quality affects organizations' cost of capital either di-
rectly, through the organization's cash flows and investors' assessment of financial
risks, or indirectly through enhancing the organizational operation decisions (Ash-

baugh-Skaife et al., 2009).

3.2.1.1 Financial Reporting and Audit Quality

An audit service is currently classified as a commodity that is subject to the
economic demand theory. Audit firms are currently pushed to follow market com-
petition and client satisfaction approaches. Accordingly, they start to reduce their

cost without considering the deterioration effects on both staff and audit quality.
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This dramatic paradigm in the audit profession’s model impaired the auditor’s inde-
pendency and integrity (American Assembly Report, 2003). As a consequence of
changes in the practicing professions, the IFAC requested all audit firms to adhere
to the audit quality control system. The quality system provides assurance that audit
firms are following proper regulations and professional standards, such as appropri-
ate identification of Leadership responsibilities, efficient client's acceptance/conti-

nuity processes, effective Code of Ethics, and human resources procedures.

Financial statements quality is subject to the auditors' competencies and capa-
bilities to report discovered financial misstatements. Riyatno (2007) argues that au-
dit and financial reporting quality’s definition is an abstract that is perceived by au-
dited clients and financial statement users, and for that reason it is difficult to meas-
ure. Caprio (2009) points out that creating off-balance sheet tools, such as securiti-
zations, will negatively affect the financials reporting quality. Also, it will limit the
ability of organizations' management and financial statements' users to evaluate risk

cxposurcs.

The recent accounting scandals' researches confirmed that one of the main criti-
cisms for earnings management is the non-transparency that led to obscuring the organiza-
tion's true earnings. This situation increased the scrutiny over the auditors' assurance role
and the companies' earnings quality (Browning & Weil, 2002). In practice, there is
a positive relation between disclosures' quality, cash flow prediction accuracy, and
auditors' industry-specialization (Gramling & Stone, 2001). Recently, FASB
started to oblige companies to disclose both qualitative and quantitative information
about their financial instrument’s fair values and estimates (FASB, 2009). The fi-
nancial reporting quality system can reduce the private sector’s volatility and the
probability of financial crisis. Also, it can increase investors’ trust, reduce cost of
capital, and encourage global market integration (Hegarty et al., 2004). Currently,
many accounting literatures encourage disclosing the company's financial and non-

financial indicators to support its share’s market value (Krishnan & Parsons,
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2008). Ronen and Yaari (2008) debate that auditor knowledge of the applicable
legal systems, and understanding their clients internal controls procedures, are nec-
essary for accounting scene recognition. This understanding will improve the finan-

cial reporting system and help decrease the level of discretionary accruals (Owhoso

et al., 2002).

The auditors' main target should be to implement the best treatment and appro-
priate accounting principles based on the circumstances and accounting standards
requirements (Shafer et al., 2004). Checking the quality of companies' financial
statements will limit audit-associated risks, and help external auditors in providing
reassurance to the organization's stakeholders, such as investors, banks, and public
society. Historically, big audit firms were associated with high audit quality that was
usually used by companies to send creditability signals to shareholders and investors
(Ettredge et al., 2011). However, currently the competitions between small- and
middle-size audit firms decreased audit fees and negatively affected audit quality
(Ireland & Lennox, 2000). Conversely, Simon (2011) argues that audit quality is
not perfectly associated with big audit firms; however, it can be significantly asso-
ciated. Some of the big audit firms provide an average level of quality based on the
country they practice in, and the restriction level of laws and regulations. Audit qual-
ity is subject to many other factors, such as auditor's specialization, skepticism,
knowledge, training, regulators effective monitoring, and efficiency of followed
standards. All of these factors represent the main components of practicing firms’

quality procedures that affect audit practicing environment in different ways.

3.2.1.2 Auditor Role in Recent Financial Scandals

Academic researchers used to study companies such as Sunbeam, Enron,
WorldCom, Tyco, and HealthSouth for their stunning performances. Currently,
these companies are studied for their failures that were associated with auditors' poor

ethical attitudes. During 2005, the number of recorded restatements in the US
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reached 1,195 companies. The increase of financial reports' restatements escalated

public scrutiny about the auditors, and the audit procedure quality measures.

Enron's failure had the highest magnitude in audit modern history, as it demol-
ished one of the big international audit firms, Arthur Andersen’s, and resulted in
many dramatic global changes in audit-practicing professions. The energy giant’s
failure was associated with the company’s auditors’ aggressive interpretation of
GAAPs. Andersen agreed to issue Enron's financial statements without any audit
qualifications. On December 3, 2001, Enron filed for bankruptcy and sued Andersen
for misconduct. On January 10, 2002, Andersen shredded documents related to En-
ron’s audit. During June 2002, a number of Andersen’s clients started to disclose
financial restatements and impropriety. On March 15, 2002, Andersen was sen-
tenced by the court for obstruction of justice, and was banned from practicing in the
field altogether (Chaney & Philipich, 2002). As a result of legal suits against An-
dersen, its clients share prices started to be negatively affected, which resulted in

dramatic turmoil in international capital markets. (Callen & Morel, 2002).

As a consequence to Enron's and other companies’ subsequent financial scan-
dals, audit practicing came under attack. There was consensus from the regulators
and the public about the importance of reforming auditors' independency, morality,
and ethical values. Regulators started to develop proper compliance programs, and
enhanced the transparency of financial statements in order to narrow the expectation

gap between the practicing professions and public society.

Researchers debate that the auditors' negative role in the last financial scandals
1s mainly associated with agency theory dilemma. The fiduciary or trust structure
relationship between the auditor and its clients made the clients treat auditors as
agents that should act on their behalf. Audit clients always expect auditors to be
morally bound to their interests, which totally contradicts the auditors’ role in ser-
vicing the public and limiting its ethical duties. The negative magnitude of the

agency theory had been increased by the unethical behavior of the auditors. Auditors
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used to substantially base their audit firms' revenues on non-audit services and con-
sultancy advice to their audited clients. However, auditors debated that providing
consultancy to their current clients increases the clients' based knowledge and en-
hances the overall audit and financial quality. On the other hand, academic re-
searches indicate that providing non-audit services critically impairs auditors' inde-
pendency and makes them vulnerable to their clients' pressures. Also, it negatively
affects their duty to act in a socially responsible way (Agrawal & Chadha, 2005).
This was confirmed by the U.S. SEC when it issued concerns during 1998 and 2000
related to the increase of audit firms' non-audit services to their current audited cli-
ents. The SEC warned that this situation might increase the probability of compro-
mising auditors' independencies (Coffee & Berle, 2001).

3.2.1.3 Audit Firms Subsequent to the Financial Scandals

The audit firm is an integrated part of its surrounding community. It holds so-
cial obligations to act in the best of public interests. Alternatively, the audit firm is
similar to any other profit-oriented organization. Its aim is to control its cost-effi-
ciency while providing high-quality services, which may put pressure on the audit
firm from its clients (Daugherty & Tervo, 2008). Audit firms' quality of services
may be different from one client to the other, based on the client's industry and size.
The bigger the client's size, the more attention the audit firm gives (Myers et al.,
2003). Financial failures and crisis decreased confidence in the audit practicing
firms' performance and governing regulations. Also, it increased the public’s re-
quests to develop new rules that regulate these firms’ practicing procedures and in-
crease control over their activities. Many researchers conclude the necessity of im-
plementing governance procedures over the practicing of audit firms, in addition to

improving their staff training and educational systems (Dharan, 2002).

Additionally, the audit market’s oligopoly structure limited the companies' al-
ternatives regarding choice of auditor experts. A lack of resources available to audit

firms makes them incapable of covering the market gap. Lack of competitiveness
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between audit firms negatively affects the audit market’s efficiency. Due to the spe-
cial nature of audit services, there are no product differentiations between big audit
firms. The only differentiation between most audit firms is price. Thus, the audit
business market model became one of price-based competition (Eisenberg &
Macey, 2004). Therefore, Beaulieu and Reinstein (2006) conclude that there is a
different economic self-interest between big and small audit firms, and this creates

different perceptions about independence based on the firm size.

Subsequent to Arthur Andersen’s collapse, Eisenberg and Macey (2004) stud-
ied the operating environment in big audit firms, including Arthur Andersen. They
noticed that all big firms are following a similar administration structure, practicing
model, corporate governance, and auditing methodology that Arthur Andersen ap-
plied. They conclude that the practicing causes that led to the audit failures are gen-
eral and spread all over the professions' business. Usually, high-risk clients switch-
ing between big audit firms will be compensated by increasing the fee, so the same
client could be audited by another big audit firm (Landsman et al., 2009). Choi et
al. (2004) debate those big-firm clients' portfolios risk is always change based on
the litigation environment. Some of the risky clients may move out from the audit
firms' portfolio, while other risky clients may join the same portfolio. Therefore, the
same level of risk will remain in the market.

Typically, subsequent to any financial scandals, the audit clients' risk will be
reallocated to smaller audit firms that have less resources, quality control, and expe-
rience (Ettredge et al., 2011). As a result, small audit firms may build a position of
high-risk clients without paying attention to the audit quality and public interests,
which in the future may lead to new financial scandals. Therefore, enhancing of
practicing firms' quality control procedures, whether these firms are big or small will

increase the efficiency of audit practicing environment.
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3.2.2 Audit Practicing and Ethical Environment

Auditors usually face the same dilemma of loyalty dividing and different per-
ceptions of their responsibilities. Auditors have to serve owners, stakeholders, and
satisfy company managers at the same time. This dilemma is creating a case of con-
flicted multi-tasking with different interests, which is considered one of the reasons
that led to the recent, and future, financial scandals and crisis. The influence and
powerful ethical rules will be different from one society to the other. However, there
are basic general ethical values that should be implemented in any society, such as
trustworthiness, honesty, competence, and temperance. Without a proper ethical role
the practicing professions will shift to a virtue state of nature that does not follow
any kind of ethical values or morality. Structuring to practice ethical values will
efficiently shift audit practicing to a level of perfection, and will support the process
of transforming the practicing society’s general context into a spiritual ethical soci-

ety. Also, it will positively enhance the general way of practicing.

For centuries, researchers debated the definition of ethics. The research studies
presented three models of ethics identifications: the Utilitarian model, the Moral
Right model, and the Justice model. These models were based on the main three
sources of ethical values: societal ethics, professional ethics, and individual ethics.
Ethical values are an emerging part that is associated with any culture (Jones, 2007).
Audit practicing should have effective indicators and tools to evaluate the profes-
sional ethics environment and monitor any risks. In order to establish this ethical
culture, the audit practicing profession must focus on creating a proper practicing
code of conduct, provide continuous ethics training programs, support ethical be-
havior of its members, establish the bases that support professional audit firms’ so-
cial responsibility, and set up a proper mechanism for continuous ethics review of

its members.
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3.2.2.1 Ethics Environment and Morality Fundamentals

The importance of ethics significantly increased during the last decade. The
business ethics represents the base for any civilized society, and the social capital
provides the general meaning of morals and values that support any future develop-
ment of the practicing environment. Therefore, audit professional bodies are respon-
sible for setting up the normative and descriptive professional ethical disciplines.
This role has dramatically increased as a response to the growth of audit business
failures and financial scandals, which pushed governments, regulators, and the pub-

lic to react adversely to any ethical standards violators.

Ethics need to be seen as an integral part of the professions' practicing. Thus,
audit practice regulators started to encourage audit firms to reform their ethical
standards, and set up procedures to ensure that their staff have proper ethical training
that supports compliance programs, and identify any possible wrongdoing. Some
practicing bodies obliged audit firms to conduct a regular ethical audit by specialists
in order to ensure that ethical values are unified and consistent with firms' manage-
ment policies and social expectations (Carmichael et al., 2008). Ethical standards
will be more efficient if they are regulated by law, and became obligatory for all

listed companies, practicing professions, and related governmental agencies.

The recent accounting scandals raised the inappropriateness of ethics’ rule-
based approach and confirmed the necessity of relying on a principles-based ap-
proach (Macnamara & Banff, 2004). However, Agoglia (2011) concludes the ne-
cessity of using the two approaches in administering ethical behavior. American
Management Association (2006) identifies five main drivers that impact ethical
implementation, brand protection, and reputation. These drivers mainly focus on
maintaining clients’ trust, investors' confidence, and public acceptance recognition.

These drivers represent the base for audit-practicing ethics.

On the other hand, Kahneman and Tversky (2000) debate that management

perception is always affected by distortions and biases, which shows the importance
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of using morality. Morality is not a private affair; it is a mutually beneficial social
contract that limits on the pursuit of self-interests between people. Morality has two
main types: objective morality, which presents what is actually right, and subjective
morality, which presents the person's beliefs on what is right. Utilitarianism is an
interpretation of human motivation for self-interest maximization, which is based on
the standard economic assumptions and acts against the morality concepts. Satava
et al. (2006) point out the importance of basing the morality normative on the audi-

tors' ethical behavior to increase the professions' trustworthiness.

3.2.2.2 Conflict of Interests and Auditor Independency

Lenz (2008) concludes that recent financial scandals should be classified as
ethical failures. However, auditor compliance with codes of conduct will not force
the ethics effectiveness, as the auditor has to maintain a rational self-interest, in ad-
dition to his objectivity, integrity, and independency. Moore et al. (2006) argue that
conflicts of interest were the basic force beyond most of the financial scandals. It is
either resulted from the auditor’s turn to play the client's role, auditors providing
non-audit services, or managers hiring and firing auditors. All of these cases will
impair the auditor’s independency. For that reason, Gaynor (2002) recommends
disclosing the detailed relationship with the audited clients, and audit fees will in-
crease auditors' independency safeguards, and enhance practicing firms' quality con-

trols.

The auditor's independence is the cornerstone for audit practicing that safe-
guards any conflict of interests. Nobes and Parker (2008) argue that the more the
organization's ownership is separated from management, the more the owners will
be interested in an independent financial statement with detailed disclosures. Typi-
cally, auditors join the audit work with an expectation to issue a clean report in order
to avoid any conflict with the client's desires, which may lead to replace the auditors.
Therefore, auditors always plan for a smooth relationship with their clients to be able

to sell them more services, which is impairing auditors' independency. Powers et al.
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(2002) study the conflict between the external audit function and acceptable inde-
pendency. They argue that audit firms are capitalist organizations that rely on their
clients' management for income, which impairs the basics of their independency.
Moore et al. (2010) debate that maintaining the auditors hiring and firing authority
with the audited clients' management will lead to biases in favor of the audited com-
panies. Also, it will increase the risk of close relationships between the auditors and
their clients, which affects the auditors' professional judgments and transfers the au-
ditor to a client's advocate. Therefore, enhancing auditors' independence is consid-
ered to be a main part of several legislations, such as the Statement on Auditing
Standards (SAS) and the Sarbanes-Oxley Act (SOX). The target of these legislations

1s to bring back public trust in the audit profession.

3.2.2.3 Code of Ethics

A high credit environment always supports stable practicing ethical behavior.
A code of ethics is the perfect tool to build the general public’s confidence in prac-
ticing ethics, however, it does not guarantee neither the public support nor the pro-
fession’s compliance. On the other hand, ethical responsibilities usually debated be-
tween communities due to the different social context, culture, laws, and profes-
sional norms. Therefore, a code of ethics structures the lines between acceptable and
unacceptable practice behavior. It is a process of transforming the moral philosophy
into simple understandable regulations and rules that support any judgmental deci-
sion, and mitigates the side effects of non-common consensus about ethical values.
Also, a code of ethics represents rigid shared morality values between different com-
munities to identify good and bad behavior. It provides a general framework to sup-
port auditors' professional obligations and clarify their rights. In view of that, audi-
tors can evaluate any threats and provide the proper safeguards. The general ethical

framework also acts as a proactive tool for professions to protect auditors from any
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improper actions (Heninger, 2001). Also, it supports the reformed role of both gov-
ernmental and non-governmental regulators in developing an effective audit practic-

ing environment.

From an economic point of view, auditors can be described as rational eco-
nomic agents. Their actions should comply with the code of ethics; otherwise, they
will harm themselves and others (Lenz, 2008). Therefore, IFAC obliged auditors to
follow up its ethical pronouncements through its national members' professional
bodies. Any audit that uses International Auditing Standards must be associated with
using IFAC’s Code of Ethics, which requires auditors to have special characteristics,
such as integrity, objectivity, professional competence, due care, confidentiality,

professional behavior, professional skepticism, and independency.

3.2.3 Corporate and Audit Practicing Governing Environment

The world economic shift from the industrial to information age pushed organ-
1zations to operate with more dynamic and responsive techniques. These operating
techniques must be capable of facing the hyper turbulent surrounding environment.
Cameron and Quinn (2006) point out that an organization’s clear authority, coding
of working procedures, and quality control standards will establish comprehensible
decision-making lines, as well as, support of the organization’s efforts in handling

complicated and high volume transactions.

3.2.3.1 Practicing Environment and Expectations Gap

The multitasking environments that are associated with high knowledge-inten-
sity, such as the audit practice environment, are characterized with a high level of
responsibility delegation (Nicolai & Laursen, 2005). The accounting practicing pre-
ventive environment will be more effective if it is based on authoritative compliance
systems. This type of environment is always classified as a high-risk environment
that negatively affects many associated parties in case of any improper accounting
conduct (Robertson & Hawkins, 1999). Environment understanding approaches

always help in conceptualizing and forming the organizational performance. Also,
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it supports researchers in diagnosing the causes and symptoms that affect organiza-
tions' behaviors (Allred & Swan, 2005). This approach is effective in understanding

and developing of audit practicing efficiency.

An organization has to recognize all important environmental changes that sur-
round its operations; consequently, it can achieve consistent development in its op-
erational behavior and limit any environmental threats. Typically, environment anal-
ysis requires completing three steps, "environmental scanning, interpreting environ-
mental factors, and acting on threats and opportunities." Environmental scanning is
the initiative step of change. It includes significant actions that focus on understand-
ing and interpreting environment variables. Environment fundamental information
1s an essential element in developing organizations' performance (Garg et al., 2003).
The organization’s incapability to change within the surrounding environment may
result from its strong internal inertia that hinders management’s changing efforts
(Jones, 2007). On the other hand, organizational routines and rigid operating stand-
ards are considered as dominant and increase an organization’s inertia and hurdles
any environmental changes (Larsen & Lomi, 2002). This kind of routine-regulated
inertia is applicable for organizations that are working in the audit profession prac-

tice (Gilbert, 2005).

Chaotic turbulences in the external environment increase the risk of culture
competency and its capability to support organizational success (Cameron &
Quinn, 2006). Also, a high-turbulent external environment negatively affects the
efficiency of public-service organizations. This type of environment requires a
strong organizational response through redeveloping of organizational structure in
order to match the environmental domain, which helps in turning the surrounding

environment into a more stable mode.

The volatile environment always constructs strong constraints on the organi-
zations' performance development, which was clear in the period subsequent to En-

ron's failure and during the 2008 financial crisis. Financial scandals always create
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strong turbulences in the global financial and audit practice environment. Therefore,
regulators started to search for local and international reforms to maintain financial

and audit practice structure stability during times of crisis (Gilbert, 2006).

Organizational changes may be necessary to maintain environmental alignment
and reduce environmental turbulence’s negative effects. Starting organizational
changes will most likely lead to further changes; however, after a period of time the
changes accumulation pattern decreases (Beck et al., 2008). In general, environmen-
tal change will present new opportunities that an organization may efficiently use to
create proper congruence between changes in magnitude, timing, and strategic di-

rection (Zajac et al., 2000).

3.2.3.2 Corporate and Audit Professions Governance

However, audit practicing is a private profession in which the public’s respon-
sibilities represent the core center of its function. Subsequent to Enron's financial
scandal, the concept of governance started to grow between business sectors, regu-
lators, and academics. Many developed countries have structured regulating proce-
dures and corporate governance systems to manage sustainable financial markets
and trustable audit businesses. However, the concept was not capable of blocking
the damages resulting from the 2008 economic meltdown, as it helped in reducing
its negative effects. Typically, the governance concept could not eliminate the mag-

nitude of negative actions associated with morality or lack of effective regulations.

Practicing regulation has two advantages: first it sets up the practicing stand-
ards, and second it monitors the practicing compliance degree associated with the
standards. These two advantages can be achieved either through direct or indirect
regulations (Perry, 1985). Corporate governance, as a governing approach, can help
in improving the accounting profession’s performance and regulation through certi-
fying the adequacy of financial reports, internal controls, and the effectiveness role
of the audit committee (Cooper & Robson, 2006). This proper financials' certifica-

tion will help in avoiding financial scandals, such as Enron and WorldCom that gave
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direct examples of failed corporate governance, accounting abuses, and outright
greed. Agrawal and Chadha (2005) conclude that probability and magnitude of
financial reporting restatements will significantly decreased if companies efficiently
implement corporate governance approach. This improvement helped in reducing

management pressures on auditors, and increased their independency.

Corporate governance implementation is subject to the organizational structure,
which may be different between organizations based on their surrounding environ-
ments (Hermalin, 2005). Schermerhorn (2010) argues that while corporate gov-
ernance helps in supporting the organization’s social responsibility and ethical be-
havior, it 1s still doubtful that the governance approach will work adequately. Con-
sequently, Schermerhorn suggests a new effective ethical approach that he called
"ethics self-governance in day-to-day work behavior." This approach may not be
suitable for regulated professional activities, such as audit practicing. Beretta and
Bozzolan (2004) argue that effectiveness of internal control, corporate governance
systems, and risk disclosure transparencies have more effects on the quality of fi-
nancial reporting. Typically, poor governance might lead to earnings management;
as a result, organizations that have ineffective internal controls expected a higher
probability of future restatements than those that have effective internal controls

(Ronen & Yaari, 2008).

3.2.3.3 Audit Practicing Legalization versus Non-legalization

The legal system is one of the important factors that has significant effects on
the auditing practicing environment (DeFond & Francis, 2005). Due to the market
imperfection, governments usually release regulations to face problems that cannot
be fixed by free-market governance mechanisms and controls. Regulation is law,
rule, or other order prescribed by the authority to regulate conduct. Subsequent to

the Enron scandal there were great demands from politicians, interest groups, and

70



Chapter 3 Audit Practicing and Financial Market Failure

the public to enhance accounting governing regulations, which ended up with re-
leasing the Sarbanes Oxley Act (SOX). The rules applied by SOX have been fol-
lowed worldwide, particularly by the EU countries (Akhigbe et al., 2009).

There are two general theories of regulation. The first theory is The Public In-
terest Theory that considers the client (public) to be the center and encourages gov-
ernmental central regulation to respond to public demands that are related to market
failure correction. The second theory is The Interest Group Theory that accords
recognition to interests groups, and those who support these groups, like accounting
associations. Normally, it is difficult for a legislative body, such as the government,
to control professional regulatory agencies due to their sophisticated specialized
business. Therefore, it will be more convenient to implement a mixed-market regu-

lating approach that is based on both theories.

Success of any regulatory system depends on the standards enforcement more
than the setting of these standards. Usually, the regulators’ main target of issuing
new acts is focused on enhancing accountability and companies reporting transpar-
ency with consideration of the audit firms’ value interests. On the other hand, in-
creasing regulations requirements will force many audit firms to accept audit assign-
ments with expected loss to cover the new regulations followings' costs. Also, it will
encourage auditors to trigger additional profitable consulting assignments, which in-
crease the risk of impairing the auditor’s independency, and reduce the audit func-
tion creditability (Coleman & Bryan, 2002). Consequently, Zhang (2007) argues
that increasing practicing professions regulations through rigid rules and laws may
negatively affect the market performance in the short term; however, the positive
side will be started in the long term due to decreasing of unsystematic risks, and

reduction of investors uncertainty and market prices volatility.

"There is a progressive move away from complete self-regulation of auditing
professions toward the independent regulation within a statutory framework" (He-
garty et al., 2004, p. 12). Recent academic researches recognized the importance of
the dynamic regulatory system and legislative framework, which strengthen the fi-

nancial system market forces (Hetzel, 2009). Many researchers argue that laws and
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regulations changes will not help in increasing auditors’ ethical behaviors. They en-
courage impeding ethical value in the center of the professionals' organizations
through following the self-regulation concept (Rockness & Rockness, 2005). The
self-regulation concept is considered to be the most important practicing regulation
approach due to its structure on the professional practicing state of mind (Perry,
1985).

Tightening of both audit professions regulations and practicing quality control
procedures will be more effective than professions self-regulation, or rigid rules.
Alternatively, the non-governmental regulatory bodies are playing an important role
through controlling and monitoring the practicing profession’s self-regulation. Ac-
cordingly, the more strength the regulating bodies have, the more professional atti-
tude the members will have. Generally, a modified self-regulation structure may be
more effective for audit profession, but it will require strong partnership between

public oversight boards, audit firms, and the national accounting bodies.
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Chapter 4: Audit Practicing Internal and External Environment

At the outset, we need to define the meaning of practicing organization: It rep-
resents any of the organizations that are related to or affect the audit practicing en-
vironment, such as Audit Firms, Governmental Practicing Regulation Bodies, Non-

governmental Professional Bodies, and Associations.

As a result of local and international business expansions, markets become so
challenging and strongly competitive. Current markets' challenges require organiza-
tions to have strong self-differentiated services. The new shift in global markets'
structure is putting new pressure forces on professions, such as accounting and au-
diting firms, to act differently. Practicing professions need to restructure their organ-
izations’ strategic planning, staff qualifications, required knowledge, provided ser-
vices, geographical distributions, and societal roles. The current audit practice envi-
ronment requires fundamental restructuring of the practicing governance forces,
structure, and culture. Studying the practice of the disciplinary process must consider
the overall environment, which includes both social and non-social dimensions for
both internal and external practice environments. Power and Reid (2005) debate
that environmental turbulence is more correlated to the organization's internal envi-
ronment, rather than its external environment. Based on contingency theory pro-
posals, adapting proper internal organizational structure will enhance the organiza-
tions' performance (Pennings, 1992). Audit practice environmental analysis should
be based on individuals’ perceptions of internal factors, such as environment com-
plexity, uncertainty, or dynamism (Miller, 1993). Recently, organizational culture
transferred to a market-oriented culture. The market forces usually form an organi-
zation’s performance. Accordingly, organizations become more dragged to their ex-

ternal environment than internal ones (Cameron & Quinn, 2006).

The definition of practicing regulatory organizations, and audit firms’ common
characteristics, are not different from any other regular organization. Typically, an

organization is defined as a social invention that formed to achieve certain goals
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through the coordination of specific groups' efforts. Organization is a basic part of
community structure that cannot be isolated from the broader society. Its survival is
subject to equilibrium alignment to the surrounding external environment. There-
fore, successful organizations should implement a proper internal structure that pat-
terns the relationship between tasks, differentiated roles, available resources, social

processes, operational interactions, and physical propinquity.

The organizational theory focuses on social structure and its effects on organ-
izations' management behavior, culture, group habits, strategies, and business plans.
Generally, the social structure specifies the individual position and his interactions
in the surrounding social space. Hutzschenreuter and Kleindienst (2006, p. 710)
point out six perspectives of the environment landscape: "rational mechanistic, cog-
nitive, upper echelon, middle management, organic, and micro." Environmental per-
spectives can be either categorized to external groups, such as customers, suppliers,
competitions, and regulatory groups, or external forces, such as complexity, dyna-
mism, and munificence. Also, environmental perspectives can be classified based on
attributes, such as dynamism, complexity, and hostility (Bourgeois, 1980). Green-
wood and Lachman (1996) considered practicing organizations as non-bureau-
cratic social-organizations that usually have flexible management functions to be
able to deal with their complex environment. In general, audit practicing organiza-
tions’ surrounding environment has a major impact on management operations, em-
ployee performance, and service effectiveness. Consequently, the audit practice en-
vironment should include regulators, other authorities, regulatory bodies, influential
stakeholders, public policy makers, and educational training associations (Hegarty
et al., 2004). On the other hand, audit practice internal environment factors can be

classified into three main categories:

e Leadership Style: Mainly focuses on achieving employee satisfaction and link

their performance to the firm’s objectives;
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e Management Practices: Focuses on employees participating and being in-
volvement in decisions made through proper distribution and design of work
flows, increase communications efficiency, provide employees with social
support, rewards, and work-life balance; and

e Pervading culture: Encourages firm members’ shared values.

The following part of the research presents analyses of both audit firms and
practicing regulatory organizations' surrounding environment main factors, and

their relation with the audit-practicing profession.
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4.1 Audit Practicing Internal Environment

Environmental changes are the most radical challenges that threaten both au-
dit firms and practicing regulating organizations. Consequently, they should set up
proper management systems that support interaction and integration with their envi-
ronmental changes. Proper management systems will increase the profession’s abil-
ity to serve different clients and provide practicing organizations with a continuous
capability to plan, monitor, and control the surrounding environment. Environmental
control reflects the organization's economic sociology, the related influence on its
management, and power-dependence relations within its networks (Nicolai &
Laursen, 2005).

Typically, organizations working in a munificent environment will face lim-
ited competitive pressures, and have more strategic options and structural harmony.
Hillman (2005) argues that organizations operating in heavily regulated industries,
such as the audit profession business, have a more non-organic management struc-
ture than organizations operating in less-regulated industries. Also, the contingency
theory identifies the importance of congruence between the environment and organ-
izational structure. The theory encourages organizations to control their environment
by implementing a proper internal structure to match the surrounding environment.
This structure may be established, either organically or though a mechanistic organ-
1zational structure, by focusing on four major organizational characteristics: size,
structure, strategy, and performance (Jones, 2007). In general, researchers do not
unanimously agree on common organizational characteristics, traits, or how they
should be labeled.

In the following section, we will discuss the three main organizational traits
that are frequently identified and more related to both audit firms and practicing

regulatory organizations: objective, structure, culture and behavior:

® (Objective
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Objective reflects an organization’s future target. Setting organizational ob-
jectives requires proper understanding of its relationships with the external environ-
ment. If environment variables change significantly, organizational objectives

should be concurrently changed, and the quicker the better.

® Structure

Structure is always affected by organizational size and implemented technol-
ogy. Size and complexity are always related to the specialization of an organization.
In general, the structure of both audit firms and practicing regulatory organizations
should fit their objectives. It is usually hard to change structure once it is established.
Hence, inflexibility limits an organization’s attempt to adapt to any of its environ-

mental changes.

® (Culture and Behavior

Organizational culture influences its behavior and vice-versa. Both culture
and behavior are interrelated. An employee’s positive behavior is functional, pro-
ductive, and valuable to the organization; otherwise his or her negative behavior is
dysfunctional. Both functional and dysfunctional behaviors are parts of the organi-

zational reality that reflects the organizational culture.

The expectancy theory realizes that people generate behavior in order to grat-
ify their personal goals and needs, and not necessarily to meet their organizations'
objectives if they are different. Therefore, the theory suggests there should be re-
wards and compensations to encourage people to perform tasks. Usually, an individ-
uals' behavior is affected when they become part of a group, association, or unity, as
these structures always enforce individuals to respect their standards, values, and

goals.

4.1.1.Audit-Practicing Organizations' Objectives
A business’ objective within environmental uncertainty is based on the com-
plexity and variability of external surrounding factors. Both Priem et al. (2002) and

McMullen and Shepherd (2006) argue that environmental uncertainty is always
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raised due to doubts about potential unpredictable variations, and difficult and un-
foreseen competitive conditions. Society is always interested in the professions
model, as it specifies values and ethical behavior expected from professions. Typi-
cally, society can change the business’ operating rules, or affect its basic assump-
tions. The professions' social values may be dedication to clients' service, lifelong
careers, up-from-the-ranks management succession, professional skills, consensus
management, level consciousness, or a strong focus on regulatory matters (Tunstall,
1985b). Solomon (1992) concludes that practicing organizations and professional
institutions often direct their individual members’ goals through aspirations. Zucker
(1986) proposes that social institutions and professional associations represent the
trust cornerstone, as they have the proper mechanisms to structure the cheating costs
and benefits. They also support the meaning of their members’ trust and present it

to the public as title insurance.

Enhancing the professions' organizational performance is subject to the inter-
relationship between the professions' objectives, strategy, structure, and the sur-
rounding environment (Roberts, 2004). As global business environment has become
dispersed and more complicated, it promotes interpersonal trust as a main objective
of both audit firms and practicing regulatory organizations. Therefore, audit-practic-
ing objectives, working manuals, and procedures should be derived from the values
of ethical and professional codes of conduct, instead of the organizational hierarchy
(Miner, 1981). Miner et al. (1994) presented their Professional Theory that sup-
ports the operations model of both audit firms and practicing regulatory organiza-
tions. The theory was mainly based on the following five audit-practicing objective

desires:

e Knowledge Desire: focuses on the firms' acquisition of learning and
knowledge.

e Independency Desire: focuses on responsible and professional client rela-
tionships that help provide appreciated independent services to the society,
the clients, and the overall public although the client might want something

else.
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e Status Desire: focuses on acquiring accepted status that matches the expec-
tations of current and potential service users.
e Help Others Desire: focuses on professional client-central relationship, and

a value-based demonstration of a professions' ethical role.

Jones and Bowie (1998) conclude that an organization’s efficiency depends
on mutual trust, a group’s behavioral efforts, that are usually based on both explicit
and implicit professional commitments. Typically, trust is influenced by the follow-
ing:

e Long service relationship;
e Shared goals and experiences;

e Mutual disclosure between parties; and

e Demonstration of a fair and equitable relationship.

Characteristic-based trust is the main objective of both audit firms and prac-
ticing regulatory organizations. It proves the organization’s reputation and trustwor-
thiness (Landa, 1994). In many countries, accounting and auditing firms work with-
out any contradictions or influence from the government, due to their expertise and
specialized knowledge (Nobes & Parker, 2008). Typically, a professional practic-
ing environment requires both characteristic-based and process-based trust. Unfor-
tunately, characteristic-based trust does not build on process-based trust, which de-
pends upon a high degree of regulated practicing environment. Ackroyd and
Thompson (1999) assume that organizations have either a low trust regime or a high
trust regime. The low trust regime is the most critical and is influenced by general
mistrust and suspicion between employees and requires continuous surveillance of
their behavior aspects. There are four types of relationships between low trust and

the related degree of regulations:

e Low trust: high regulation; this leads to recalcitrance/militancy;
e Low trust: low regulation; this leads to an indulgency pattern;
e High trust: high regulation; this leads to controlled autonomy; and

e High trust: low regulation; this leads to responsible autonomy.
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Typically, a high trust and low regulation working environment is considered
to be the most efficient business working environment. While, the high trust and
high regulation environment is ideal for audit firms, as it is based on the high levels

of measurement and traceability.

4.1.2.Audit-Practicing Organizations' Structure

The professional organizational structure could vary between decentralization
and centralization, based on the country’s culture. Any practicing organizational
structure, including audit firms, will always struggle to achieve balance between two
contradicting objectives, to increase clients' values, and to reduce production costs.
The audit profession is a complex activity that is based on the practicing individuals'
personality. Therefore, audit practice organizations should maintain clear structure,
rules, and guidelines in order to increase its professional efficiency (Patrick &
Maister, 2001). Both audit firms and practicing regulatory organizations usually
have a unique type of structure, including managerial functions responsible for stra-
tegic planning, operations directing, processes coordination, and staff control. Also,

both are always occupied by professional persons (Miner, 1981).

Organizational institutional theory is based on the idea that organizations al-
ways try to adapt to the surrounding institutional environment, however, this may
occur without taking into account the most efficient operational characteristics
(Scott, 1995). Institutional theorists argue that the bureaucratic control mode of op-
erating standards is not commonly used by practicing regulatory organizations, as
this type of organizational performance does not properly respond to social environ-
mental demands. Furthermore, institutional theorists encourage the development of
a formal organizational structure that can please both governmental and non-gov-
ernmental practicing regulators. This structure must gain its legitimacy from con-
forming to the acceptable practice that agreed with the external environment and

public expectations (DiMaggio & Powell, 1983).
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Keats (1983) argues that an organization’s performance is a market/opera-
tion-attributed multidimensional construct. Some academic researches discuss the
effects of market pressures and the external environment on operating decisions, be-
haviors, and structure of audit-practicing organizations. They conclude that practic-
ing organizations usually adopt non-uniform flexible internal structures to deal with
environmental changes. Miner et al. (1994) propose that organizations, such as au-
dit practicing firms, are professionally committed and interested in acquiring
knowledge to provide independent services to their clients. Moreover, bureaucratic
organizations, such as governmental monitoring bodies and private non-governmen-
tal associations, have distinctive targets and professional systems that assume their
oversight key roles. Therefore, they extensively rely on committees and voting sys-

tems.

Organizations' characteristics have an influence on the environmental percep-
tion process. The organic structure gives organizations the capability of delegating,
participating, creating, and adapting its operations (Brouthers et al., 2000). Tradi-
tional management theory argues that the shift from a mechanistic to organic struc-
ture might be beneficial in a turbulent environment (Zuniga-Vicente & Vicente-
Lorente, 2006). Jones (2007) argues that employees' organizational ethics and
structure are all factors that shape the organizational culture. Accordingly, an organ-
ization’s behavior will be a result of its design and the balance that management
keeps between internal and external environmental pressures. Usually, a volatile en-
vironment requires organizations to implement a local responsiveness strategy that
relies on non-integrated operations and decentralized structure. A stable environ-
ment, on the other hand, requires a general strategy that combines integrated tight

operations and centralized structure (Brickley et al., 2003).

Miner et al. (1994) suggest that a distinctive feature of a practicing organi-

zation is the concentration of authority and operating decisions in the hands of its

82



Chapter 4 Audit-Practicing Internal and External Environment

team. They also add that once bureaucracy supersedes the professional form of man-
agement, despite that professionals might still be part of the organization, the prac-
ticing organization construct will no longer exist. Usually the highly centralized
mechanistic form of operating structure is based on lower density, lower centrality,
and a larger number of clusters, which is successful for organizations that operate in
a stable environment. However, the decentralized organic organizational form is a
flexible structure that is more suitable for a volatile environment (Leifer & Huber,
1977). Essentially, auditors must follow the letter of the law. Usually they interpret
the law requirements in one of two available structure types: the associationism
type, which is based on establishing an organization that represents a group of pro-
fessionals, and the corporatism type that mainly relies on the state principle of hier-

archical control (Nobes & Parker, 2008).

Based on the previously discussed facts, it is recommended to use a mecha-
nistic design for both audit firms and practicing regulatory organization. This type
of design is basically structured on a highly specific and delimiting job description,
highly formalized procedures, and centralization. Also, the mechanistic design is
more appropriate for practicing organizations due to the special types of services
they provide, and their association to the society interests’ protection (Keats & Hitt,
1988). The following table summarizes the main characteristics of the mechanistic

structure:
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Characteristics of Mechanistic Structures
Table 1
Factor Mechanistic Structure Characteristics
Differentiation | Specialized differentiation of functional tasks and problems;
and integration
Work focus | The abstract nature of each individual task is pursued with tech-
niques that [are] more or less distinct;
Task Definition | The reconciliation for each level in the hierarchy by the imme-

diate superiors, who are responsible for seeing that each is rel-
evant in his own special part of the main task;

Role Definition

The precise definition of rights, obligations, and technical
methods attached to each functional role;

Responsibility | The translation of rights, obligations, and methods into the re-
sponsibilities of a functional position;
Structure Hierarchic structure of controls, authorities, and communica-
tions;
Focus of Au- | A reinforcement of the hierarchic structure by the location of
thority knowledge that exclusively concentrated at the top of the hier-
archy;
Communication | The tendency for interaction between members of the concern
Flow to be vertical;

Communication | A tendency for operations and working behavior to be gov-
Context erned by the instructions and decisions issued by superiors;
Loyalty Insistence on loyalty to the concern and obedience to superiors

as a condition of membership;
Prestige A greater importance and prestige attaching to internal than to

general knowledge, experience, and skill.

Source: Burns & Stalker, 1961, pp. 119—125.
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4.1.3.Practicing Organizations’ Environmental Culture
The accounting and auditing profession environment is based on a mix of

29 ¢¢

“associationism,” “corporatism,” “liberalism,” and “legalism,” which is mainly as-
sociated with the three principles of social orders: market, state, and community
(Baker et al., 2005). The deregulation of financial services represents a key com-
petitive environmental challenge for professions. Deregulation requires shifting of a
current stable culture to an adaptable culture that supports the organizational society
concept. Organizations' culture focus on enhancing leaders' behavior and employees'
morale, which improves an organization's performance, as well as followers’ per-
ceptions of the general culture, visions, philosophies, and business strategies (Gor-
don, 1991). Trice and Beyer (1993) argue that an organization is an environmental-
dependent structure that is linked and intertwined with other organizations in the rest
of the surrounding environment. The internal and external environments typically
affect the organizational cultures. Also, both environment and culture affect the dis-
tribution of powers and controls in any organization. Organizations usually develop
value systems, strategies, structures, and processes that are consistent with their sur-
rounding environment and culture (Gagliardi, 1986). The concept of culture and its

relationship with the surrounding environment is important for managing any organ-

1zational changes.

Over the past decade there have been a great number of literatures about the
concept of organizational culture, and the concepts of changing organizational cul-
ture. Many schools proposed definitions of organizational cultures; each one of them
had its own major theorists and research traditions. Allaire and Firsirotu (1984, p.
219) define organizational culture as “a system of knowledge and standards for per-
ceiving, believing, evaluating, and acting.” From an ecological adaptations perspec-
tive, culture is seen as “a system of socially transmitted behavior patterns that serve
to relate human communities to their ecological settings.” Another definition pro-
posed by Schein (2004, p. 2) defines culture as “a pattern of shared basic assump-
tions learned by a group as it solved its problems of external adaptation and internal

integration, that has worked well enough to be considered valid, and to be taught to
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new members as the correct way to perceive, think, and feel in relation to those

problems."

An organization's cultural literature widely discusses the magnitude of organ-
izational norms on both beliefs and behavior. Culture shapes organizations' beliefs,
behavioral practices, organizational interaction, and reforms implementation pat-
terns (Moon, 1999). Organizational learning and entrepreneurship culture represent
the final outcome of managements' initial beliefs and its employees' adoption of
these beliefs. Therefore, culture needs to be ingrained in the minds of the employees
at any organization. Davis (1984) concludes that an organization's cultural values
can be developed from its members. He proposes that if the values are not shared
properly between the organization and the sub organization, this will lead to a weak

culture or a lack of culture altogether.

Different countries' cultures may distort accepted ethical values. Therefore,
audit practicing must have the same ethical standards in any country, otherwise, fi-
nancial statements will not have the same degree of credibility. Audit ethical values
increase trust and overcome cultural differences. Also, they identify the environ-
mental issues that may provoke the ethical code of conduct (Libby & Thorne,
2004). Recently, practicing organizations realized the importance of culture in im-
proving their structures and objectives. Strong culture is a result of widely held val-
ues and enhanced coordination of effective controls within the surrounding environ-
ment. It increases the organization’s competitive advantages; however, it may be
inappropriately used by unethical owners and managers. Big audit firms, such as
Arthur Anderson, used to have a very strong culture with a rigid and cult-like effect
on the firms' members. This rigid culture was negatively used by both firms' mangers
and partners. Arthur Anderson's management forgot the real meaning of ethics by
deliberately misguiding its staff during audit planning in order to obtain more con-

sultancy assignments (Jones, 2007).

Different organizations in the professional environment may have different
subcultures that could affect, in several ways, the profession’s general culture if they

do not agree on fundamentals. This situation reflects the necessity of having proper
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cultural congruence procedures (Chenhall, 2006). Professional practicing’s main
culture is usually associated with non-governmental regulatory bodies that regulate
the practice business, while the subculture is associated with the private audit-prac-
ticing organizations or firms. Typically, the quality of an audit firms’ sub-culture
mainly depends on the performance quality of the practicing regulatory body’s main

culture.

The most critical elements of organizational culture are stability (culture is
shared and rather stable because it defines the group); depth (culture involves un-
conscious parts of organizational life); and breadth (culture covers all of the organi-
zation’s functioning and patterning) (Schein, 2004). Moore (2000) proposes four
main characteristics to identify the type of organizational culture. He concludes that
all organizations will have central tendencies that allow them to be categorized into
one of the four culture models, described in Table 2, that we associate with audit-

practicing businesses.
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Culture Models Classification
Table 2

Suitability to Audit-

Culture Type Description Practicing Environment

Competence -Group contribution is less important
than individual contributions;

- More focus on the quantitative
aspects than the qualitative ones; and
- Achievements are driven through
organizations.

No

Control Associated with systems, procedures,
and processes that are emphasized on Yes
the followed plans.

Collaboration -Following of team-focused culture;
-Focus on the in-depth knowledge of
customers and stakeholders; and Yes
- Create strong relationships with other
organizations.

Cultivation Build on individuals' beliefs that

) .. ) No
deliver dramatic innovation.

Source: Researcher

Recently, researchers like Cameron and Quinn (2006) argue that there are
four main culture types that should be considered while studying the dimensions of
any culture: the Hierarchy Culture, the Market Culture, the Clan Culture, and the
Adhocracy Culture. They conclude that at least one or two of these culture types can
dominate any organization. They reveal a new way of classifying the types of cul-
tures, as per Table 3, based on the definition of competitiveness. Any organizational
culture always has a life cycle that forces it to move from one type of culture to the
other as a response to the development of the organization's operations' system,
change in the surrounding environment, and competitive pressures. Certain types of
cultural values will become dominant when an organization faces challenges. This
may help the organization become more stable and flexible to adapt itself within the

rapidly changing environment.
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Culture Types Classification

Table 3
Suitability to
Culture . UIADLILEY 19
Description Audit-Practicing
Type .
Environment
o Applicable for flexible organization that focuses
3 on internal maintenance, and sensitive for people
E and customers with high degree of commitment. Yes
g The organization emphasizes human resources
O development, cohesion, and morale.
% Encourage stability, control enforcement, formal
O . . .
§ § task settings, strict rules, and obedience. Yes
T 8 3
2 Focus on dynamic flexible external positioning,
< . .. .
5 o |and individualism open system. The long-term
S = . . . . No
< 2 |objective is growth and developing new
< B |resources.
£ e F ocus on aggressively competipg, customers’
© 2 [satisfaction, and product effectiveness. No
=
= o0

Source: Researcher

Often, audit-practicing ideology serves as a culture starting point for both
practicing regulatory organizations and audit firm. The culture of a practicing regu-
latory organization represents its personality that manages values, norms, and be-
haviors. It can be described as a system that acts upon feedback from society, pro-
fessions, and laws. This type of culture should be based on values, such as society

service and public interest protection.

Both audit firms and regulatory organizations' culture is typically based on
staff qualifications; accordingly, any changes in these organizations' culture require
employee support for the new values. Also, both audit firms and practicing regula-
tory organizations do not apply any specific rules for decision-making. They attempt
to make decisions that are consistent with particular kinds of excellence virtues, such
as courage, wisdom, temperance, fairness, integrity, and consistency. These virtues

represent the core of practicing organizations, and audit firms' ethical values.
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In general, the audit-practicing environment encourages both practicing reg-
ulators and audit firms to encompass values that support any cultural development.
This can be done by setting general rules, applying codes of ethics, monitoring in-
dependency, practicing qualifications, and emphasizing strategic values that support
a practicing organization’s statement of mission and vision. Based on Cameron’s
and Quinn’s (2006) culture types classification, we can conclude that audit practice
culture may be classified as a Clan/Collaboration Culture for professional audit
firms, and as a Hierarchy/Control Culture for both governmental and nongovern-

mental regulatory bodies.
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4.2 Audit-Practicing External Environment

The external environment has become increasingly important for both audit
firms and practicing regulatory organizations. This is due to the free-market policy
and easy-going nature of capital transfer between countries. The external environ-
ment is influenced by an international context that is mainly represented through
international practicing institutions, such as IFRS Board and committees (The Inter-
national Financial Reporting Standards), IOSCO (The International Organization of
Securities Commissions), and IFAC Committees (The International Federation of
Accountants). Aldrich and Ruef (2006) point out that globalization resulted in very
rapid environmental transformations and shorter life cycles. These substantial
changes have led to the reduction of information analysis time, the increase of envi-
ronmental uncertainty, and transaction complexity. This trend supports the new ap-
proaches of audit professional services that are based on risk analysis. The environ-
mental changes have also increased cooperation between international auditing and
accounting organizations. International organizations’ objective is to develop, im-
plement, and regulate a comprehensive global framework that will fill any gaps and
unify professional practicing codes (Hegarty et al., 2004). Pooran, (2010) con-
cludes the importance of having an appropriate allocation of responsibilities between
international organizations. This allocation will support structuring of an effective
global institutional framework. This framework will assist policy makers to face the
global highly volatile financial environment, and support their immediate actions to

reduce any financial crisis’ negative consequences (Marshall, 2009).

Lynn et al. (2000) argue that the logic beyond the governance of the organi-
zational external environment consists of legal, economic, social, and political di-
mensions. This governance will affect the organization’s overall performance, struc-
ture, managerial behavior, and working processes. In real practice, each organization
has its own unique environment, which is linked to its different business variables
and affects the daily operations and activities. This specific environment represents

a key part of the organizational external environment.
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Successful organizations should have a detailed business strategy, including
a description of the internal organizational structure that clearly determines any
available opportunities and identifies any expected threats in the surrounding envi-
ronment. The organizational relationship between both the surrounding environment
elements and the driving type of members will identify the environment effect on
the social structure. Usually, organizations operate in complex conditions and dif-
ferent structures. Moreover, organizations should interact by default with many en-
vironmental, social, economic, and political forces that are managed by other sur-
rounding organizations (Bastedo, 2004). The environmental forces may provide sus-
tainable recourses that support the organization’s performance. Gate Keepers' organ-
izations, such as audit firms, use external complex social relationships to obtain
more recourses through munificent environments; while audit firms that work in
high competing and less munificent environments describe more illegal acts. Typi-
cally, the auditing industry represents a quite homogeneous industry from the prod-
ucts and resources point of view — however there may be heterogeneity with regard

to the audit firms' brands, formal structure, size, and employment (Prajogo, 2006).

Environment can be described through identifying its four main dimensions:
complexity, instability, dynamism, and resource availability. There is a strong rela-
tionship between organizational structural design, performance, and the environ-
mental dimensional variables. The interchange level between an organization’s
structure and environmental dimensions determine the organization’s interdepend-
ency degree with the external environment. Duncan (1972) presented two key envi-
ronmental dimensions, static-dynamic and simple-complex. He concludes that the
simple-complex dimension is dealing with the degree to which the factors in the
decision unit's environment are few in number and are similar to each other. Duncan
also concludes that the static-dynamic dimension represents the extent to which fac-
tors in the decision unit's environment remain stable over time. On the other hand,
Harris (2004) crystallizes the environment, based on Duncan’s (1972) study, into
three basic elements: munificence, complexity, and dynamism, which is considered

a paradigm in the organizational behavior study.
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Usually, the environmental change rate is considerably low for stable envi-
ronments, while it is high for dynamic environments. Furthermore, the dynamic en-
vironment will moderate an organization's performance and strategic process, while
hostile and dormant environments will lead to opposite reactions from the organiza-
tion (Priem et al., 1995). In a dynamic environment, successful organizations will
continue to propose organizational changes using enhanced techniques and newly
developed tools in order to face both of the environmental external and internal chal-
lenges. Burns and Stalker (1961) conclude that dynamic environments require
lower formalized and non-centralized organic types of structures. Successful organ-
izations have to clearly set their strategic plan, vision, mission, and both goals and
objectives that are consistent with environmental factors.

Complex environments consist of multiple numbers of external variables that
significantly affect organizations' performance, while simple environments consist
of a few numbers of external variables. Environment uncertainty is affected by the
environmental complexity, rate of change, and available resources. Also, it affects
the organizations' capability to understand external changes and predict their affect

on current operations.

Deegan and Unerman (2009) point out that while there is no theory to clarify
the differences between international accounting and auditing practice, there are two
main models of financial accounting. The first is the Anglo-American model that is
based on more involvement of professional accounting bodies, less influence of gov-
ernment, and more capital market mechanisms. The second model is the continental
European, which has a limited influence of professional accounting bodies and
strong emphasis of governmental bodies. In practice, both audit firms and practicing
regulators are not isolated; they are subject to the basic variables of their external
surrounding environment. These basic variables can impact audit organizations' op-
portunities and threats. The audit practicing external environment may be allocated
into two main categories, which are strongly interrelated. The first is the specific
environment, which mainly consists of Regulatory Organizations, Audit Clients, Lo-
cal & International Audit Firms, Practicing Associations, and Society. The second,
the general environment, consists of International Regulators, International Practic-
ing Standards, Global Economy, and International Society. The general environment
indirectly affects both audit firms and practicing regulatory organizations (Estafen,
1971). In general, audit firms try to overcome their external environment pressures
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through environmental alignment, consolidating their efforts with other business-
related firms, joining associations, and framing business groups. This consolidation
model has been followed recently by most big audit firms through mergers and ac-
quisitions between each other, which resulted in an oligopoly audit-practicing mar-
ket with four giant audit firms: PWC, D&T, A&Y, and KPMG.

Figure 2 proposes a structure for both external-specific and general environ-
mental variables:

Figure 2: External-Specific and General Environmental Variables

International
Regulators

Regulatory
Organization

Practicing

e tClients Audit- Associations

Practicing |

Organizatio
/ Local Audit

Societ n . .
Y V4 Firms

International

Global Economy Society

International
Practicing Standards

Source: Researcher

4.2.1 External General Environment
The external general environment is the forces, either related or non-related
to the organization, and events outside the organization's boundaries that may influ-

ence its setup objectives. These proposed forces can be presented as follows:
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4.2.1.1 International and Local Regulators Context

Laws, decrees, or treaties may have an international impact that affects a prac-
ticing organization's operations. These legal constraints may result in ceasing or re-
vising part of the services provided by audit firms. Professional practicing busi-
nesses may also be affected by governmental pressures or released controlling laws.
From a practicing point of view, this is typically applicable for government local
laws and regulations that organize audit practice interrelation with business and eco-
nomic activities, such as audit-practicing law, business acts, tax law, and capital
market law. During the last decade, many new legislation and regulation acts placed
additional responsibilities on both practicing regulatory organizations and audit
firms. Deegan and Unerman (2009) point out two types of legal systems: The com-
mon law system that is mainly based on a small number of accounting and audit-
practicing regulations, in view that the practicing regulating rules will be left to pro-
fessional accountants and auditors. The Roman law system is based on detailed laws
and regulations issued by parliament to codify each type of accounting and auditing
transactions, therefore, the accounting and auditing profession judgment role will be

minimized.

To avoid any creative accounting techniques and future financial crisis, audit-
practicing oversight bodies should have more dynamic regulations and financial sys-
tems. These dynamic regulations will encourage national and international audit-
practicing bodies to redevelop their action plans, and focus more on the necessary

practice reforming changes (Draghi, 2008).

4.2.1.2 International and Local Economic Context

Economic globalization resulted in a high level of interconnection between
the audit practice organizations and their residual environment. Allen and Moess-
ner (2011) conclude that the 2008 credit crisis had many effects on the regulatory
behaviors, governments, central banks, financial institutions, and international li-
quidity policies. Audit firms usually targeted specific economic segments through
analyzing market sectors, services, or product demand. Economic fundamentals af-

fect both the audit practicing firms and their clients' performance. A strong growing
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economy means more audit assignments and professional services that may be pro-
vided by audit firms to individuals and corporations. Furthermore, a growing econ-
omy leads to new advanced and sophisticated financial products that require new

complex practicing techniques and new regulating rules to organize them.

Both international audit-practicing regulations and international accounting
regulations are raised as normal responses to the capital markets globalization and
the growth of international investment businesses. Efficiency of capital markets is
based on the transparency, quality, and reliability of the publically available finan-
cial information. Improving organizations' disclosure quality will help in reducing
market asymmetry and enhance market liquidity (Jain et al., 2008). Using IFRS and
IAS for financial statement preparation will enhance financial transparency and re-
porting quality. Also, it will help in avoiding any weaknesses associated with local
financial standards. Sikka (2009) points out the necessity of improving audit and
financial statement quality in order to face economic capitalism changes, increase
investor confidence, and enhance general economic growth. These improvements

are considered as a main part of developing audit practicing environment.

4.2.1.3 International and Local Social Context

Over the last decades, many debates were raised regarding organizations’ so-
cietal role. Some of the earliest researchers conclude that organizations are only
serving economic targets (Taylor, 1947). Others emphasized the importance of non-
economic organizational roles (Drucker, 1954), while psychologists, sociologists,
and organizational behaviorists’ correlated organizations' function to manage and
maximize internal and external social variables (Jensen, 2002). Hofstede (1991)
points out the importance of ecological fallacy, which assume that generalization of
any culture value will be equally applied for all organizations along the society cul-

ture.

Organizations’ social responsibility and its related functions become more
important for businesses. Organizations started to be more convinced of their social
responsibilities in reducing operational and business risks (Middlemiss, 2003). Or-

ganizations' social responsibility focuses on managing different stakeholders' issues,
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such as communications, relationships, setting objectives, identifying procedures,
implementing policies, and monitoring functions (Story & Price, 2006). Social con-
texts have to be implanted in the audit-practicing culture. Consequently, the practic-
ing culture can be described as a socio-cultural unit that is built on sets of shared
professional values, attitudes, standards, beliefs, and operating philosophy charac-
teristics. Both audit firms and practicing regulatory organizations can be described
as social systems that are governed by social and psychological rules. Also, they are
governed by codes of ethics that limit any behavior influenced by their group's indi-
viduals. Therefore, audit firms always provide their staff with ethics training, re-
wards for ethical behavior, and setup of proper internal control procedures to handle

any misconduct.

In general, both audit firms and practicing regulators can be described as a
bounded social system with a relative stable interpersonal network that permits the
flow of messages smoothly, and enhances the overall system outputs (Schuler,
1975).

4.2.1.4 International Practicing Standards
Historically, before the global spread of IFRS, multinational companies were
required to prepare different financial statements, based on each country’s reporting

regulations, which has always led to different financial results for the same company.

The cultural and institutional differences may obscure the accounting interna-
tional harmonization's efforts. Therefore, a globalization strategy enforced the direc-
tion of harmonization efforts into international practicing standardizations (Nobes
and Parker, 2004). Practicing standards help both audit firms and regulators to pro-
vide efficient services through the use of proper knowledge, techniques, and tools
that transform accumulated knowledge and experiences into outputs. The quick
changes in practicing standards may lead to an unstable environment, and decrease
the quality of audit products and services. Also, standards changes may lead to more
sophisticated processes that put pressure on both audit firms and practicing regula-
tors, as they take time from users until they understand how to deal with them and

adapt properly.
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4.2.2 Specific External Environment

In order to gain its legitimacy, rational organizations always try, in a variety
of ways, to respond to stakeholder needs. Typically, this includes responding to so-
cial and cultural pressures through setting prescribed scripts, rules, classifications,
and codes of conduct. Meyer and Rowan (1977, p. 353) argue that “organizations
incorporate societal legitimated and rationalized elements in their formal structures,
in order to maximize their legitimacy and increase their resources and survival ca-
pabilities.” The global financial crisis addressed the international financial regula-
tions fundamentals weaknesses, and proposed the necessity of having regional and
international regulatory changes that consider the current global economic and fi-
nancial environment. The new regulations should include more effective vehicles to

monitor and evaluate the organizations' international systemic risks.

International governing financial systems can achieve international financial
stability through macro-prudential oversight that covers international accounting
and practicing regulations. These reforms should be performed through an institu-
tional framework, on a global level, that appropriately allocates responsibilities be-
tween local and international practicing organizations. Also, reforms can be exe-
cuted through proper restructuring of audit practice-specific environmental forces
(Pooran, 2010).

Specific environments have a direct effect on the ways that audit firms and
practicing regulatory organizations conduct their businesses. The specific internal

environment’s main factors can be proposed as follows:

4.2.2.1 Local and International Audit Clients

Audit clients represent the most important internal environmental factors in
the audit practice environment. Audit firms cannot exist without its clients’ support.
Clients are more interested in the reliability of the audit firm's services, which is one
of the main characteristics of the products and services quality. Usually, the client is
satisfied when service is performed as promised without fail. In audit practicing,
reliability should be a desirable and basic feature for business building.
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Audit practicing is one of the most complicated and sophisticated professional
businesses that requires a high degree of interaction with the served clients. Further-
more, audit clients are the main source of auditing information and knowledge. Due
to the audit firms’ unique type of services, usually they need to form downstream
alliances with their clients to control any change in their demands and keep balance
with their societal responsibilities.

Most audit-practicing products are unified, whether national or even interna-
tional. For that reason, audit firms are required to follow the same practicing stand-
ards regardless of their location. Also, audit firms are encouraged through practicing
bodies and practicing regulators to apply predetermined basic reactive and proactive
strategies, therefore, they have to identify any expected clients' problems, and eval-
uate their effects on the continuous audit relationship.

4.2.2.2 Local and International Competitors

An organization's competitiveness framework develops the main assumptions
of its culture. Klein (1977) concludes it is unpractical to imagine the market without
any level of competition. Usually, any substantial changes in market distribution

increase the level of market competition.

Competitors in the audit practice business are mainly between professional
audit firms working in the same field and providing the same kind of services to
different clients; hence, competition should be evaluated based on the audit firm size
and the professionalism of the competitors. Because of the audit-practicing unique
characteristics and its social role, competition should be regulated, imposed, and
monitored through the regulatory oversight organizations. In general, the higher the
number of audit firms acting in the market, over a given time period, the higher the

level of market competition.

Wide swings in business market shares always led to high inter-organization
rivalry and low customer loyalty, which is not the case in the audit-practicing field.
Audit clients usually have a high level of loyalty and conformity with their profes-
sional service providers. Also, audit clients do not prefer to change their service
providers unless there is a serious reason. This high level of loyalty may contradict

with professional ethics and impair audit firm independency.
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4.2.2.3 Local and International Regulators

Audit practicing significantly affects both the community and the economy;
accordingly, it should be treated as a highly regulated business. It should be properly
monitored by governmental regulatory bodies, local government departments, and
commissions. After several attempts of accounting and auditing harmonization,
many countries still follow two different tiers of accounting systems that consist of
a preliminary legalization system for listed public companies, and a domestic legal-
ization system for non-listed companies. From a cost-effective point of view, the
two-tier accounting systems may not be convenient for non-listed private companies
and public auditors. Also, it creates many obstacles in the road of global accounting

harmonization.

Both international and local governmental practicing regulators are responsi-
ble for maintaining an effective practicing environment that supports the professions'
role in servicing the society, and protecting public interests (Crewson, 1997). Prac-
ticing regulations consists of rules that govern the audit profession’s procedures and
guide their working flows. On the other hand, local and international governmental
or non-governmental regulators represent the organizational bodies that monitor and
control audit practicing. These bodies embed their goals inside the practicing phi-
losophy, and manage the relationships between different stakeholders. Therefore,
practicing regulations play a significant role in the audit-practicing environment

through directing auditors' technical procedures.

4.2.2.4 International Practicing Standard Setters

Developed communities rely on the vital role of non-governmental informal
networks, which is typically represented in the context of group activities that gather
similar people through related trust ties and cooperation desires (Putnam, 2000).
This concept is typically presented in collectivistic organizations or groups that con-
sist of members with generalized ties to other stakeholders in that group. Collec-
tivistic organizations’ structure reinforces social and professional networks; also, it
unites people within and across businesses through common visions and objectives.
March and Olsen (1989, p. 160) define the role of institutions, such as collectivistic
organizations and groups as “collections of interrelated rules and routines that define

appropriate actions in terms of relations between roles and situations.”
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Professional groups can shape their members’ behavior and beliefs through
using formal and informal tools (Barnard, 1938). Perry (1990) concludes that
group membership is always identified through members’ active involvement in
business functions. As a result, membership is more related to the active involve-
ment rather than education level that is typically completed prior to joining the
group. Generally, the professional membership is a type of socialization that paral-
lels the employee's experience and supports members’ organizational success

through use of professional identifications.

On the other hand, audit and accounting standard setters are a number of con-
cerned individuals who band together, including non-governmental controlling or-
ganizations, in order to organize audit-practicing businesses. Accordingly, interna-
tional standard setters can influence audit practicing and force professions to change
their practice approaches. Moreover, non-governmental controlling organizations,
such as audit-practicing associations that monitor and control audit practicing and
setting standards, can be classified as advocacy groups. These groups are mainly
based on their internal integration, which set up the groups’ collective identity and
operating procedures. Also, they enforce membership requirements, codes of ethics,

professional norms, and prescription business rules.

4.2.3 Environmental Uncertainty

The effective implementation of accounting and auditing instruments should
be through an energetic environment (Tillema, 2005). In view of that, both audit
firms and practicing regulatory organizations need to interpret their environment
properly, and consider the different environmental variables. Typically, organiza-
tions should have enough experience and capacity that support its capabilities to
interpret the surrounding uncertain environment, and to enhance organizational en-

vironment fitting.

International reform of the audit profession is a static phenomenon, while the
global audit profession regulatory environment is highly complex. Therefore, stud-

ying environmental uncertainty should not only be based on the practice regulatory
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organizations that monitor the profession, but also it should include both local and
international oversight boards, in addition to the audit-practicing firms that consti-
tute the shaping boundaries of the audit arena (Richardson, 2009). However, some
researches, such as Kreiser and Marino (2002), argue that environmental uncer-
tainty is fundamentally meaningless, as environment uncertainty proved to have sig-
nificant effects on organizational structures, operating strategies, and work flows.
Therefore, Whittington (1988) argues that an organization's actions are subject to
environmental structure. Though Hartmann (2000) studies the effects of environ-
mental uncertainty’s external factors, he concludes that accounting data is the most
important explanatory variable that helps in evaluating business performance. Envi-
ronmental data and information absence will definitely lead to environmental uncer-

tainty, which has two main dimensions:

e Environmental complexity: environment is classified into Simple or Complex

based on its number of external variables, and their interrelationship.

o Environmental stability: environment is classified into Stable/Unstable based on

the speed, predictability degree, and its exchange pattern.

Gordon et al. (2000) conclude that organizations operating in unpredictable
environments should have a quick-changing capability to survive, which encouraged
Prendergast (2002) to conclude that within uncertain environments there should be
significant organizational authority delegations, while under stable environments or-

ders monitoring should be controlled by the principal.

In view of that, we may conclude that environment uncertainty debates are

mainly focused on three major aspects:

e 1st Degree of sophistication and number of variables in the environment that

makes it more difficult;

¢ 2nd The environment stability and predictability; and
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¢ 3rd The availability of resources that are mainly relative to the number of com-

peting organizations.

In general, many factors can trigger changes within the organizational envi-
ronment, such as regulations changes, legal environment, quality expectations,
productivity changes, new technologies, customer satisfaction, and competition.
However, environmental uncertainty leads to unpredictability, and is an associated
phenomena that helps in supporting decision-making, increasing effectiveness of
leadership, and develops management behavior (Atuahene-Gima & Li, 2004).
Also, environment uncertainty studies help in increasing the government efficiency

in selecting its functions domain (Leiblein & Miller, 2003).

Strategic consensus always requires environmental scanning. Thus, profes-
sional organizations have to continuously scan their environment for any important
new variables that may affect their business or reduce the uncertainty degree. Vola-
tility of some environmental variables should also be used as indicators in measuring
complexity (heterogeneity) and dynamism (variability) (Ambrosini & Bowman,
2003). Environmental scanning will help both audit firms and practicing regulatory
organizations to identify any environmental threats, opportunities, and the proper
required strategic decisions. DiMaggio and Powell (1983, p. 150) propose a con-
nectional framework that studied the pressures of internal environmental variables
and changes that organizations may face. They conclude that “under normative iso-
morphism, the professional affiliations and/or standards of internal employees'
stakeholders drive the organization to adopt structures consistent with the profes-
sion's cosmopolitan, and value rational orientation as opposed to local instrumen-

tally rational goals.”

In order to study the environmental uncertainty phenomena and its effects on
the audit-practicing environment, we proposed a conceptual practice environmental
design that consists of the main internal and external environment dimensions, as

presented in Figure 3. The concept design tried theoretically to identify the main
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environmental constructs/variables that may affect the local audit-practicing envi-
ronment based on the previously discussed literatures and researches. Also, we tried
to incorporate in each construct/variable to the expected sub-dimensions that may
have a similar effect on the overall practicing environment. The new measures' con-
structed validity was assessed using perceptual data from professional auditors and
practitioners. Because neither a single approach to conceptualize the audit practice
environment nor to measure it has received widespread acceptance, we have been
unable to build comprehensive and coherent literature about the audit practice envi-
ronment and its impact on the profession’s behavior. We conceive our proposed
conceptual constructs to be multidimensional, and construct general measures in our

empirical research to reflect this approach.
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Figure 3: Conceptual Practicing Environment Design: Internal and External
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Chapter 5: Current Environment of Audit Practicing in Egypt

Audit professions have a central role in economic development, investment
evaluation, and companies’ guidance. During the last decade, international markets
had been developed rapidly, which was reflected in the Egyptian economy that
achieved high rates of growth until 2011. Currently, both the local and global econ-
omy are facing many financial structural challenges, particularly for both auditing
and accounting services. Today, because of the globalization of services and the ef-
ficiency of communication tools, local Egyptians’ professions and practicing organ-

izations have to compete head-on with their international counterparts.

The GLOBE research project studied the culture across a large sample of
countries, including Egypt as one of the Middle Eastern countries. The GLOBE
study was based on an approach similar to Hofstede culture classifications’ basic
values. The GLOBE classification of the Egyptian culture, which is summarized in
the following table, indicates that the Egyptian culture revolves around the mascu-
line community that believes in groups working with an average degree of capability
to change. This community is built on respecting of hierarchy, leadership, and a low

degree of potential risk planning.

Project GLOBE Classification of Egyptians’ Societal Cultures
Table 4

Low-score Mid-score High-score
Gender Egypt
egalitarianism
In-group Egypt
collectivism
Humane Egypt
orientation
Uncertainty Egypt
avoidance
Power distance Egypt

Source: Javidan et al., 2006, pp. 67-90.

Currently, small- and medium-size Egyptian audit firms are not obliged to

comply with stringent standards, while big firms have to follow rigid standards due
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to their associations with international audit firms. During the last decade, Egyptian
authorities, represented in the Ministry of Finance, tried to set up a standardized
framework for audit practicing through the launch of Egyptian Auditing & Account-
ing standards. Local regulators exercised more efforts to align and narrow the com-
pliance gap between local businesses’ financial reporting standards and Interna-
tional Accounting and Auditing Standards, even though small and medium local au-
dit firms do not support the regulators’ developing efforts. Currently, local regulators
do not activate proper tools to control and review audit-practicing business activities.
The Egyptian regulatory bodies and standards setters’ efforts were more effective
in relation to both financial institutions and publicly listed companies. Local regula-
tors were able to achieve improvements by having these companies comply with
local published accounting standards, which were based on IFRS as a benchmark.
The reason behind these improvements was related to the fact that most of the listed
companies are audited by local representatives of international audit firms. Interna-
tional audit firms always force their local representatives to comply with home-of-

fice operating standards and quality control rules.

The current amended Egyptian companies’ law requires all companies to pro-
vide their shareholders with an acceptable volume of information during their annual
meeting, such as audit report, balance sheet, profit and loss accounts, and the state-
ment of cash flow. Applying a modern legislative framework seems to be required
in order to achieve further improvements. In addition, the application of a new audit
practice regulatory framework will fix the current law’s weaknesses, enhance the
practicing environment, and provide enforcement mechanisms to monitor audit pro-
fessions' compliance with applicable accounting and auditing standards. A new pro-
posed Accounting Practice Law has been drafted to determine all the principles of

accounting and auditing, but have not yet been ratified (Dahawy et al., 2002).

Another serious problem that faces the Egyptian practicing environment is the
scarcity of experienced professional auditors. This problem has recently been raised
because of the deteriorating educational quality, the decreasing of training programs,
outdated practicing laws, the weakness of regulatory bodies, and the limited role of

professional associations. On top of that, the Egyptian practitioners are not required to
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follow any code of ethics, neither locally developed ones nor the IFACs' ethics re-

quirements. This deficiency damaged the overall Egyptian local audit practice envi-
ronment.
The following sections present a discussion of the main factors that may affect

the Egyptian local audit practice environment.
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5.1 Laws and Regulations

The legal system implemented in Egypt is taken from the French legal system,
which is basically the Roman law system. Egypt was occupied by France during the
period 1798-1801. However, following French occupation, Egypt was occupied by
Great Britain in period of 1882—-1956. The Egyptian legal system did not change to

the Britain common legal system.

During 1991, the Egyptian government started a comprehensive Economic Re-
form and Structural Adjustment Program. Launching of this program was supported
by the World Bank and the IMF. Egyptian authorities were aware that the sustaina-
bility of the program should be based on the implementation of an effective financial
regulatory framework that supports credible corporate information, and uses interna-
tionally accepted accounting and auditing standards. To achieve this target, the Egyp-
tian government launched several initiatives to reform corporate financial reporting
and disclosure rules, as well as practicing regulations, and accounting and auditing

standards. These improvements have not yet been finalized (Rahman et al., 2002).

A limited liberalization of Egyptian accounting services has been initiated since
the last decade. Currently, most of the international audit firms are represented in
Egypt. International audit firms can locally operate only through local representatives.
Under the current practicing law, non-Egyptians are not allowed to locally practice in

the audit profession.

On the other hand, the Egyptian Central Auditing Organization Law, number
144/1988, regulates audit rules for governmental organizations. It instructs on au-
diting all governmental departments, ministries, agencies, public-sector enterprises,
and private companies in which public ownership interest is higher than 25 percent.
It is directly reported and supervised by Parliament, which submits all of its pub-

lished reports to a specialized committee for review.

5.1.1 Governmental Regulatory Bodies and Laws
Accounting Practice Law number 133/1951, and its amendments, represent
the main law governing professional accountants and auditors. However, the law is

considered out of date by most practitioners.
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About ten years ago, the Ministry of Finance started preparing a new pro-
posed practicing law. Both the Egyptian Syndicate of Accountants and the Egyptian
Society for Accountants and Auditors’ role in the newly proposed law is still under
discussion. The delay in finalizing the proposed Accounting Practice Law has
stalled efforts to improve accounting and auditing practices. The new proposed
law recognized the importance of introducing a professional qualification exam for
accountants; besides, the law legalizes licensing of individual auditors and audit
firms as the only authorized providers of statutory audit services. The law also em-
phasized the importance of coordination between professional accountancy organi-
zations through establishing the accounting and auditing council. Also, the law en-
hances auditors’ independence and proposes mechanisms to resolve disputes be-

tween auditors and audited entities.

Under the current existing practice law, Registration Committee for Account-
ants and Auditors is categorized under the supervision of the Ministry of Finance.
The committee is responsible for registering practicing auditors, and has a list of
more than 30,000 registered auditors. The current practicing registration rules do not
require proper practicing experiences in a registered training office. The Committee
accepts any applicant’s certificate of experience, even though it may be issued from

any small non-regulated audit firm.

The Egyptian Stock Exchange does not have the legitimate authority to en-
force listed companies to follow International Financial Reporting Standards for
their issued financial statements. It also has limited authorities and tools to impose
sanctions against non-complying and financial reporting violating companies.
However, the Capital Market Authority (CMA) has some limited sanctions authori-
ties and tools. On the other hand, The Central Bank of Egypt relies on the bank's
statutory auditors to ensure financial institutions’ compliance with accounting and
disclosure requirements. Currently, Egypt is applying the Egyptian Accounting
Standards, which are complying with International Financial Reporting Standards
(IFRS), in most of its parts, except for five accounting standards that are totally

different from IFRS interpretations.
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The Central Auditing Organization’s main role is to support the Parliament’s
controlling job for governmental funds and public body performance. It audits
governmental unit operations and reviews the implementation of governmental
plans. Recently, The Egyptian Central Auditing Organization took significant pro-
cedures to coordinate the public-sector accounting and auditing standards with the
internationally accepted standards. Furthermore, both The Ministry of Finance and
The Central Auditing Organization are working together to ensure public-sector
companies complying with accounting and auditing standards. The current capabil-
ities of the Central Auditing Organization are neither strong enough to investigate
government organizations’ compliance with accepted public-sector accounting

standards, nor to support those organizations’ performance.

5.1.2 Companies’ Law
The current applied Egyptian Companies’ Law does not cover both ac-

counting and auditing standards. IT requires conducting of external audits based on
the outdated Accounting Practice Law, number 133/1951. The recent amendments
of the Companies’ Law stated that all companies should follow the same accounting
standards used by the Capital Market Authority's regulated companies. The law also
stated that shareholders' annual meeting should evaluate the auditor’s performance
and assign a new auditor, or renew the engagement for the existing one. The law
required auditors to attest on the following subjects during the shareholders annual

meeting, whether
I- The company maintains proper accounting records;

2- All legal requirements have been applied to the accounts;

3- All information and evidences for accomplishment of duties have been col-

lected; and

4- The financial statement is fairly present in the entity’s financial condition and

results of operations.

Moreover, both of the new companies' law amendments and the current
practicing law do not include any detailed provisions that regulate the auditors’

independencies and their relationship with the auditee, or responsibilities to third
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parties.

5.1.3 Banking Law and Capital Market Law

The Banking Law, number 163/1957, stated that banks should follow Egyp-
tian accounting and auditing standards, and guidelines established by the Central
Bank of Egypt. The Central Bank of Egypt (CBK) usually reviews banks and fi-
nancial institution operations. CBK also has the rights to review the banks' external
auditors' works and financial statements before issuing them to the shareholders.
CBK may ask banks to provide any type of special reports as it represents the main

authority that controls banks' operations in Egypt (Wahdan et al., 2005).

The Capital Market Law requires all listed companies to prepare their finan-
cial statements in compliance with the International Financial Reporting Standards
(IFRS). On the other hand, the Ministry of Finance Decree, number 503/1997, man-
dated Capital Market Law articles by imposing all local listed companies to use the
Egyptian Accounting Standards. However, in the event of absence of Egyptian Ac-
counting Standards regarding any accounting treatment, companies can use IFRS.
The Capital Market Authority states that all listed companies have to publish their
financial statements in at least two public newspapers. Effective August 2002, the
Capital Market Authority imposed various punishments against violators of finan-
cial reporting and disclosure requirements. The punishment rules aimed at ensuring
that the preparation and presentation of financial statements are complying with ac-
counting, legal, and auditing standards. Existing punishment rules specified that if a
listed company violates accounting and disclosure requirements, the Capital Mar-
ket Authority (CMA) is empowered to ask the company to correct and reissue
financial statements. If the company refuses the request, the Capital Market Author-
ity can enlist a third party to redo the financial statements at the companies' cost.
Also, the CMA can suspend or cancel stock market listings of violators. At present
no arrangement exists for imposing fines, penalties, or similar sanctions on the vio-
lated companies or auditors (ROSC, 2001).
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5.2 Non-Governmental Associations and Practicing Organizations
In the late 1950s, the period of socialist nationalization of auditing and account-
ing, the audit business almost came to a standstill. The new Egyptian accounting as-
sociations formalized and began to have a key role in the local practicing environment.
Also, The Central Auditing Organization became responsible for public-sector audit-
ing. In the middle of 1975, the Egyptian government started an open-door economic
liberalized policy. Also, the government initiated several improvements in the ac-

counting standards and auditing practices (Wahdan et al., 2005).

5.2.1 Non-Governmental Associations “ESAA & Syndicate Accounts Unit”
The Egyptian Society of Accountants and Auditors (ESAA) was estab-

lished in 1946 and is managed by a Board of Directors. ESAA is the local accredited
association of chartered accountants and auditors. The association is recognized by
the International Federation of Accountants (IFAC). Both ESAA and the Syndi-
cate Accounts Unit are responsible for developing the Egyptian professions,
enhancing audit educational tools, and implementing practicing standards. ESAA
associate membership may be obtained if an accountant can satisfy one or more of

the following conditions:

1- Membership in the Institute of Chartered Accountants of England and Wales,
or another acceptable foreign professional bodies;

2- Doctoral degree in accounting or auditing with three years of full-time prac-
ticing experience; and

3- At least three years of full-time practicing experience in a licensed practicing
audit firm under direct supervision of a Society member; in addition to suc-
cessful completion of the society’s two-part exams. The first part of the quali-
fying exam is performed after completing half of the practicing period, while
the second part is completed at the end of the three-year practicing experi-
ence.

Egyptian audit-practicing function does not totally conform with International
Auditing Professional Standards. ESAA is not functioning as a self-regulating body
as per IFAC recommendations. ESAA has no authority to establish a disciplinary
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committee that has the power to ensure that its members are complying with the

rules and standards of professional conduct (Abd-Elsalam & Weetman, 2003).

Recently, ESAA published the local independency and ethics code of con-
duct. The ethics code imposed any auditor from auditing the same company for more
than five years, or accept expensive presents that may impair his or her independ-
ence. The code forbade resigned audit staff from joining any of the audit firms'
clients during the consecutive three years following their resignation. In general,
there is no clear mechanism to impose the recently issued codes on practicing audi-

tors.

5.2.2 Audit-Practicing Organizations & Audit Firms in Egypt

Egyptian audit-practicing structure only permits local firms to be licensed,
however, all of the big international auditing firms are presented in the Egyptian
market through partnership with local professions. International auditing firms prac-
ticing in Egypt are more familiar with both Egyptian accounting standards and
IFRS. Accordingly, companies audited by international audit firms’ local represent-

atives will comply with IFRS requirements.

Most local audit firms, except those that have an international audit part-
nership, are issuing financial statements and audit reports without performing any
quality-assurance procedures or being audited by peer reviewers. Egypt currently
has no structured regulations for audit quality assurance or practicing inspections.
Rahman et al. (2002) conclude that most of the local audit firms' clients mistakenly
interpret financial statements compilation reports as if it is an audit report. Due to
the local culture and weak professional regulations, many practitioners satisfy their
clients' needs by circumventing rules of professional conduct. The auditor might
try to keep the client happy by charging him or her additional fees to provide
an audit report, however, the auditor did not conduct any of the audit standards’

required procedures.

Egyptian auditors' independency is dramatically affected by the nature of
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the closely held companies’ structure. Most of the Egyptian companies are family
business that are controlled by family members through the majority of issued cap-
ital shares. Also, the companies’ Board of Directors and key management do not
separate between auditing and consultancy services provided by auditors (Fawzy,
2003). In practice, most local small- and medium-size audit firms have little or no
awareness of international best practices, conflict of interests’ rules, independency
rules, and code of conducts. Moreover, they are not imposed to follow any local
code of conducts, or IFAC Practicing Code of Ethics (Dahawy et al., 2002). On the
other hand, most of the Egyptian big-size audit firms have qualified staff, who are
always under pressure, as they serve more clients than their capacity. The high pres-
sure negatively affects the audit services quality and final audit results (Abd-

Elsalam & Weetman, 2003).

5.2.3 Practicing Auditors in Egypt and their Qualifications

Based on the current audit-practicing law, individuals who join audit public
practice should be registered with the General Register for Accountants and Audi-
tors. Currently, there is no required qualification exam for individual registration or
licensing, unless the individual wants to have a shortcut to the higher level of public
accounting license that gives him the right to publically audit both joint stock com-
panies and financial institutions. The registered person should have at least a bach-
elor’s degree in accounting. Individuals begin by registering as a trainee accountant,
then becoming licensed as a first-level accountant after three years of practicing
under the supervision of a licensed auditor. The first-level accountant registration
authorizes the holder to publically practice auditing for partnership and sole-propri-
etorship companies. After completing an additional five years of practicing experi-
ence, the first-level accountant may receive his or her final registration certificate
that grants authority to act as a public accountant for joint stock companies and
financial institutions. Individuals may also register directly with the Egyptian So-
ciety of Accountants and Auditors as a student member, which qualifies them with

the higher level of audit-practicing license, after passing both the intermediate and

116



Chapter 5 Current Environment of Audit Practicing In Egypt

financial qualifications exam.

Currently, there are many practicing licensed auditors, non-members of
the Egyptian Society of Accountants and Auditors, who lack necessary professional

competence for providing high-quality auditing services.

The main reason for incompetence and lack of knowledge between Egyptian
public accountants mainly results from the university’s poor educational quality, and
outdated accounting and auditing curriculums that mainly focus on preliminary topics
and applications without considering the breadth and depth of the studied subjects.
Also, there is a limited number of qualified instructors, not considering teaching
IFRS and IAS as a basic course for accounting students. All of these negative facts
led to poor knowledge and continuous deterioration of Egyptian educational ac-
counting programs. In addition, the Egyptian’s current public practicing licensing
system does not impose any kind of mandatory continuous practicing education for

renewing their practicing license.

5.2.4 Accounting and Auditing Standards Committee
In 1997, the Egyptian Ministry of Foreign Trade issued a Ministerial Decree,

number 478/1997, which established the Permanent Committee for Accounting
and Auditing Standards. The Committee is officially responsible for setting both
accounting and auditing local standards. The Committee started by partially custom-
izing and translating international accounting and auditing standards into Arabic lan-
guage. These standards have become the basis for drafting the Egyptian accounting
and auditing standards. The committee working mechanism is starting with intro-
ducing the standard to the Permanent Committee members for discussion and adop-
tion; subsequently, the committee sends it to the Ministry of Foreign Trade for
approval and issuance through a ministerial decree (Wahdan et al., 2005). Cur-
rently, there are 22 issued Egyptian Accounting Standards and six Auditing Stand-
ards. The six Auditing Standards focused only on audit planning and reporting with-

out considering other audit subjects that are covered by International Auditing
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Standards (ISA), which indicates the lack of operating strategy of the committee
responsible for planning, researching, and drafting accounting and auditing stand-
ards (The Ministry of Foreign Trade, 2003). In general, accounting and auditing
standards’ compliance is constrained by lack of capacity between public auditors
and accountants who are responsible for preparing financial statements, in addition
to an inadequate regulatory enforcement system. Despite the many developing
efforts led by the Egyptian Syndicate of Accounts, the road is still long due to the
lack of required knowledge to apply accounting and auditing standards, and the high

cost of developing a professional accounting education and designation system.
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Chapter 6: Proposed Factors that Affect the Audit Practice Environ-
ment

Litigations against accountants and auditors increased significantly during the
last decade. The impact of these plentiful litigations on the global audit practice was
hard to judge accurately. Nineteenth-century literature reveals a strong concern re-
garding the uncertain nature of auditors’ responsibilities. There were many calls to
develop a clear definition of the auditor’s role and responsibilities (Chandler &
Edwards, 1996). The first professional auditor negligence law case was in the
1890s, which raised many concerns regarding auditors’ followed methodologies,
their roles in society, and the effects on the economy. Recently, audit practicing was
subject to much criticism due to the continuous chain of negligence. This criticism
interpreted in massive global litigations against auditors’ failures to properly reveal
the audited companies' financial health, and related damage to public interests (Lov-
ell, 1995).

Audit function and accounting information reliability are crucial to financial
statements' users. They affect decision-making and a broad range of societal parties’
welfare. With declining government controls on the economy, independent audits
became much more important. Currently, public auditors are servicing various users
and different beneficiary society groups. These groups of users usually have differ-
ent conflicted interests, and different expectations of auditors' performance, which
should be considered by auditors during the phases of audit engagement. Typically,
managements' publishing information gain their credibility through auditors’ pro-

fessional competence, objectivity, and independence (Danielle, 2003).

Globalization has been founded through three stages. The first stage was
based on the European military expansion, while the second stage was based on the
multi-national corporations and integration. The third stage, which commenced in
2001 and carries on until now, 1s based on technological revolutions and communi-
cations. Currently, the world turned into a big network, which created significant
economic and financial challenges (Friedman, 2005). Nobes and Parker (2008)
point out that globalization measurement is subject to national boundaries that create
relationships with the international markets, such as international trading, tourism,

and technological connectivity.
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Economy globalization has a great powerful influence over accounting and
auditing professions, which increased interactions between regulators’ non-govern-
mental organizations and governmental bodies. This type of interaction will support
future development of the global audit function, and will also maintain a strong
global reputation of audit practice (Humphrey et al., 2009). Therefore, the success
of any global financial reforms require a high-quality global audit practice system
that is consistent with audit-practicing comprehensive regulatory framework (He-
garty et al., 2004). This integration trend encouraged international audit-practicing
regulatory bodies to associate different local and international audit professions in

order to establish a unified international voice.

Nobes & Parker (2008) argue that a country’ legal systems, taxation sys-
tems, and cultures influence the local accounting practices’ model, while Barth et
al., (2006) conclude that the legal system influences both operating environment and
audit practice methodology. In view of that, one-size practice regulation does not fit
all environments. A country’s local accounting environment is usually structured
based on the followed political, social, and economical governing culture. Other-
wise, the structure of the audit-practice culture is identified as a controlled hierarchy,
which mainly relies on a highly structured system, built on rules, procedures, and
formal policies to govern the different parties' behavior, and hold the professions'
groups together. This high-performance culture is vital for the success of the audit
practice, hence the societal expectations of formalized practicing environment

should be implanted in the methods of audit professions (Abbott, 1988).

Harmonizing between society expectations and practicing methods may be
achieved by having appropriately credentialed audit-practice organizations, with ap-
propriate degrees of discipline, proper certification procedures, and a high-quality
academic education (Scott, 1995). Based on the public policy consideration theory,
different public interested parties have to recognize the merits of independent au-
diting under different changeable social and economic conditions. Therefore, both
auditors and audit beneficiaries have to consistently support independent audit ex-
pansion concepts. Also they have to encourage deregulation of audit-practice activ-

ities.
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Audit has an important economic role that may be damaged in case of apply-
ing inappropriate practicing laws or regulations. Currently, there is no recognized
academic theory that either measures the audit-practicing environmental con-
structs, their expected correlations, or their affects on audit function. Most of the
academic researches only focus on the audit-practice environment’s governing
laws and regulations, without paying attention to any other variables that construct
the environment. Based on the literatures discussed in the previous chapters, mainly
the contingency models presented by academic researchers, such as Thompson
(1967), Lawrence & Lorsch (1967), Jelinek (1977), and Laird & Dennis (1979),
we propose a conceptual model, as presented in Figure 3, in order to empirically test
the Egyptian local practice environmental variables. The following sections discuss

the key local environmental variables.
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6.1 Local and International Non-Governmental Audit-Practicing
Organizations

6.1.1 Non-Governmental Organizations

A professional body is a group of related people that are defined by their com-
manding respect, high trust, act in the public’s interests, and subordinate each group
member. The professional body typically includes a variety of expertise that are in-
dependent from the government, thus it can immediately respond to any faced sub-
jects (Ward, 2004). Due to the businesses globalization and recent concerns about
audit-practice efficiency, audit professions are facing strong challenges, including
the need to articulate self-regulation core principles that can be followed by different

cultures and services industries.

Weaknesses of professions' self-regulatory associations always reduce their
enforcement role and negatively affect the practicing environment and economic
performance (Coffee & Berle, 2001). In order to control and monitor audit profes-
sional bodies, and limit their negative effects, many countries established independ-
ent oversight bodies that regulate the auditors' activities and enforce compliance
rules. Typically, government oversight bodies can be instituted by legislation and

enforced by the disciplinary process.

Threats of litigation usually prevent practitioners from performing negligent
audits. Also, it increases pressures on the professional bodies and non-governmental
organizations to set up proper controls and standards to protect the reputation of
national practice. This subject represents the core of the self-regulation concept
(Chandler & Edwards, 1996). Due to the specialty of audit practice, which requires
professional knowledge, only professional personnel can understand and conclude
about another professional’s actions, morality, and performance (Low et al., 2008).
This unique trait shows the importance of audit professions' self-regulation, and the
necessity of setting up proper practice education and licensing qualification systems
(DeGeorge, 1999). Lovell (1995) concludes that improving human judgmental
skills will enhance people’s moral decisions, which is better than setting up imper-

fect rules that people consider as commandments. Rockness and Rockness (2005)
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argue that the prescribed codes of ethics only define the criteria of required social
and professional behaviors, while setting up ethical behavior rewards and punish-
ment systems should be incorporated within the audit practice culture and internal
controls. The non-governmental organizations' role in setting up and supporting
ethical codes of conduct becomes more important, as it helps them in isolating

members' improper behavior.

The structure of non-governmental regulatory agencies is based on the con-
cept of the society, which is supporting the audit-practice environment. The politi-
cal theory assumptions considered interest groups, such as non-governmental regu-
latory agencies, as piecemeal pressure groups over the government policy makers
(Rauch, 1995). Also, non-governmental audit-practicing organizations enable the
public to evaluate auditors' quality by certifying their competences, monitoring their
continuous independency, and setting up audit regulations and codes of ethics (Ol-
son, 1965). The non-governmental practicing organizations' ethical philosophy,
and practicing codes of conduct, enhance professions' ethical culture, reputation,
and branding audit image. In general, non-governmental audit-practicing organiza-
tions encourage their members' ethical behaviors that reflect high moral standards,

and resist members who defend the ethical codes (Lovell, 1995).

Figure 4 proposes the non-governmental Audit-Practicing Organizations’ im-
portant functions, which may affect the audit environment, such as:
e Improving auditors' Professional and Technical Skills
e Inspecting Audit Firms' practice
e Inspecting Auditors' Professional performance
e Setting up Code of Ethical Conducts
e [ssuing Standards Guidelines and Disclosures

¢ Internationally coordinating with other non-governmental and governmental

organizations
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Figure 4. Non-Governmental Practicing Organizations

Non-Governmen-
tal

Associations

Improving Inspecting Inspecting Setting up Issuing of International

auditors' Audit Firms' Auditors' Code of Ethical Standards coordinating
Professional and practice Professional Conduct Guidelines and with other

Technical Skills performance Disclosures associations

Source: Researcher

In order to enhance the efficiency of non-governmental practicing organiza-
tions and increase their effectiveness, we need to start with implementing a series of

principles, such as:

e Clearly identifying non-governmental practicing organization responsibilities;

e Adopting the non-governmental practicing organization’s independent opera-
tion functions, accountability powers, and consistent regulatory processes; and

e Providing non-governmental practicing organization with adequate powers,
qualified staff, and proper resources to enable them to fulfill their goals.

Typically, non-governmental practicing organizations regulate audit profes-

sions through setting up memberships' required education, admission standards,

practicing ethical standards, and the disciplinary actions policy (CICA, 2005).

6.1.2 Non-governmental International Audit-Practicing Organizations

The current audit-practice scene resulted in dramatic changes for financial
reporting underlying methodology and forms. These changes are presented in the
practice-applied ethics. The proper communications between audit-practicing or-
ganizations and their members will help them to understand and implement any
new standards or ethical regulations (Australian Accounting Research Founda-

tion, 2002). Also, the quick development of global financial markets increased the
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desirability of international unified accounting and auditing standards that can sup-

port professional developments, such as:

1- Structuring of financial statements preparation and presentation standards;

2- Following of comprehensive reporting's' language that respond to users’ needs
and reduce misleading probabilities (IFAC, 2003).

National regulators may support or impede companies from issuing interna-
tionally comparable financial statements. In general, non-governmental organiza-
tions support the efforts for financial accounting and auditing unification. Audit and
accounting internationalization strategies requires clear practice standards, codes of
conduct, close monitoring procedures, effective laws, and common regulations. In-
ternational audit and accounting bodies' usually focus on setting up reporting rules,
while enforcing these rules is the role of national bodies and regulators. Global fi-
nancial reporting harmonization requires effective coordination between regula-
tors, governments, stock markets, standard setters, accounting professions, and fi-
nancial services providers (Pendergast, 2005). Nobes and Parker (2008) debate
that accounting and auditing harmonization requires standards that fit all points,
which encouraged many national regulators to amend their local standards to comply
with the international ones. This process will have strong effects on many countries’
local regulations. Gray (1988) tries to use the basic culture dimensions, which is
widely applied by many practice organizations, to explain global differences in au-
ditors’ and accountants’ behavior. He argues that many local accounting frameworks

encourage following of international standards.

Figure 5 proposes the most important international non-governmental organ-

izations that influence the audit-practicing environment:

e “IOSCO” International Organization of Securities Commissions;
e “IFRS” International Financial Reporting Standards Board & Committees; and

o “IFAC” International Federation of Accounts.
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Figure S: International Non-Governmental Organization

International
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IFAC/IAPC I0SCO International
International Feder- Organization of

ation of -
Securities Com-
Accounts Fp
missions

IFRS Board & Com-
mittees

Source: Researcher

6.1.2.1. International Organization of Securities Commissions (I0SCO)
Accounting and auditing standards development must be based on the capital
markets’ minimum required information, otherwise standards will not effectively

support the market regulatory tools.

The Securities and Exchange Commission (SEC) is a governmental agency
that has an important role in supporting investors' decisions through providing up-
dated reliable financial information. SEC typically imposed listed companies to file
their periodic audited financial statements, then examined these statements for com-
pleteness and adequacy before permitting companies to continue selling their secu-
rities. The SEC also protects public interests through its involvement in developing
accounting and auditing standards, setting financial regulations to prevent compa-

nies from being misled, and enhancing information transparency.

In order to reduce risks associated with any market failures, [OSCO requires

market intermediaries to use effective internal operational procedures and transpar-
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ency vehicles that protect investors’ interests. Also, it encourages regulators to struc-

ture efficient legal forms and disclosures for different financial markets.

Most of the provincial and national securities commissions (SEC) are mem-
bers of the International Organization of Securities Commissions (IOSCO). IOSCO
members are concerned with securities that are issued by a company in one country
and sold in another. IOSCO principles and codes establish a stable environment for
financial systems to function independently from any commercial or political pres-
sures. Also, IOSCO standards present the regulators’ responsibilities in an objective

and clear way.

On the other hand, IOSCO members have to ensure that securities providers
are using International Accounting and Auditing Standards in their submitted finan-
cial reports to support quality, sufficiency, and appropriateness of financial state-
ments submitted for cross-listing. In order to achieve its targets, and strengthen the
international financial systems, IOSCO arranged its efforts with the International
Accounting Standards Board (IASB) to establish a formed Financial Stability Forum
body (FSF). FSF already issued 12 key standards and codes that are totally supported
by IOSCO.

6.1.2.2 International Financial Reporting Standards (IFRS) Board and Com-
mittees

Financial reporting forms are different from one country’s culture to another,
which increased professional judgments and led to significant variances in account-
ing treatments of the same financial transactions. Accounting implementation vari-
ances encouraged International Financial Reporting Standards (IFRS) to internation-
ally unify the accounting treatments through developing globally accepted standards
(Nobes & Parker, 2008). Since 2005, Accounting Financial Reporting Standards
(IFRS), issued by the International Accounting Standards Board (IASB), became the
accounting standards that were implemented by many countries as a single global
accounting language for capital markets. The new IFRSs are one-size-fits-all stand-
ards, which encouraged emerging capital markets and Anglo-American countries to
apply the IFRS (Zeghal & Mhedhbi, 2006).
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Hegarty et al. (2004) point out that there is an existence of clear-based envi-
ronments that support the IFRS’s successful implementation. Most local standard
setters and regulators became involved in international reporting harmonizing ef-
forts, as the local standard setters target to develop global financial reporting stand-
ards and accounting regulations through joining the International Accounting Stand-
ards Committee (IASC and subsequently the IASB). The IASC represents the global
standard setter and gaining support of the worldwide Security Exchange Commis-
sions (SECs), and the International Organization of Securities Commissions
(IOSCO). Therefore, IASC has enough influence to enforce the use of IFRS' (IASC,
2000a).

A company’s decision to implement IFRS is subject to its local institutional
framework (the body of accounting law, accepted practice rules, as well as the local
institutions that formulate and enforce these requirements). Typically, the local reg-
ulator’s role is to set up efficient steps that support the proper implementation of

IFRS. Jeffreys (2002) proposes the following steps:

e Choosing standards implementation effective dates, which may be deferred for

small-size companies; and

e Setting up a detailed responding mechanism to face any of the users’ concerns,
and guiding detailed implementation based on each company's own circum-

stances.

6.1.2.3 International Federation of Accounts (IFAC)

Auditing standards are a key factor in regulating audit professions. They sup-
port public interests concepts, and provide unified measuring criteria for practicing
services. Audit beneficiaries have different understandings of audit scope. They as-
sume a wider range of auditor's responsibilities, as they believe that the auditor is
obliged to protect their interests through detecting and reporting frauds or irregular-
ities (Epstein & Geiger, 1994). Professional responsibility supports the develop-

ment of practice auditing standards that help professions understand the stakehold-
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ers’ concerns and meet their expectations (Porter, 1996). The widespread multina-
tional organizations, and their need to consolidate various countries’ subsidiary fi-
nancial statements, raised the importance of unifying the internationally followed

audit techniques and methodologies.

The IFAC’s main target is to achieve a globally accepted level of audit qual-
ity. It is a non-profit, non-governmental, and non-political body. The IFAC mission
is “to strengthen the worldwide accountancy profession and contribute to the devel-
opment of strong international economies by establishing and promoting adherence
to high-quality professional standards, furthering the international convergence of
such standards and speaking out on public interest issues where the profession’s ex-
pertise is most relevant.” On the other hand, the role of the standards development
and continuous improvement is usually handled by the International Federation of
Accounts (IFAC). The IFAC, through the International Auditing Practices Commit-
tee (IAPC), issues International Standards of Auditing (ISAs) and International Au-
diting Practice Statements (IAPS) for the guidance of worldwide professions. ISAs
are standards and are authoritative, while IAPS only provide guidance and are not
authoritative. Most of the worldwide local professional bodies are members of the
IFAC. IFAC has no direct obligatory power on auditors; however, its local and na-
tional members’ professional bodies have obligatory powers on their member audi-
tors. Any audit that uses International Standards of Auditing must be associated with
using the [FAC Code of Ethics that requires auditors to have special characteristics,
such as integrity, objectivity, professional competence, due care, confidentiality,

professional behavior, professional skepticism, and independency.

Since the Asian financial crisis, international institutions, such as Interna-
tional Auditing and Assurance Standards Board (IAASB), International Federation
of Accountants (IFAC), and International Accounting Standards Committee Foun-
dation (IASCF) started to reform their published standards. By 2000, these institu-
tions had issued 12 key standards that support the IFRS and International Standards
of Auditing (ISAs) (FSF, 2008).
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6.2 Audit Firms/Private Practicing Organizations

Audit firms usually face many different pressures. They are required to main-
tain their independence and objectivity during all audit phases, while they are under
the influence of the clients’ payments fees and market competition. These pressures
affect the overall audit parties, starting by the audit firms and ending with the audit
teams (IFAC, 2003). In general, audit firms are contracted parties without any di-
rect fiduciary relation to the clients and to the clients' stockholder. They are only
required to act professionally with proper due care, and not commit negligence or
fraud (Cunningham, 2004).

Audit practicing by default requires a high degree of judgment. Audit staff
should have proper technical knowledge with analytical skills. Also, the staff has to
obtain advice from higher-experienced colleagues regarding interpretation of
accounting standards and different audit techniques (IFAC, 2003). The audit firm's
size 1s always related to its reputation — the bigger the size the more valuable the
reputation and the stronger the incentives to perform high-quality audits (DeAn-
gelo, 1981). Recently, a number of audit firms, including some of the internationally
well-known firms, proceeded to merge to transform their activities into multi-spe-

cialty organizations with numerous services (Hoitash et al., 2005).

In real practice, there are only four international accounting firms that domi-
nate the audit industry by controlling more than 60% of the U.S. market without
any significant competition. The United States General Accounting Office (2003)
study found that the companies, for which the Big Four audit firms provide services,
represent an outstanding 99% of all public company sales. The report also found
that the Big Four firms are auditing all companies with annual sales of $5 billion
or more. Regarding companies with sales size between $250 million and $5
billion, only 3% are not audited by the Big Four audit firms. The Big Four audit
firms controlled the global market for audit services because of their share size.
These firms were viewed as having the scales, technical expertise, and reputational
incentives to uncover and expose most financial reporting irregularities. As a result

of this monopoly, there is an imbalance in the relationship between the Big Four
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audit firms and their large clients, as clients essentially have nowhere else to turn
other than the Big Four (Shapiro, 2011).

For the purpose of this study, Figure 6 presents the following proposed Audit

Firms' environmental variables:

e Proficiency and Technical Training;

Proper Planning, Execution, Supervision, and Audit Performance;

Proper Organizational Structure;

Efficient Reporting Standards;

Implementing Quality Control System; and

e Sufficient Understanding of Laws and Regulations.

Figure 6: Audit Firms’ Environmental Variables

Audit Firms/
Professional
Organiza-
tions
Proficiency and Exrg&eltrioil?gﬂlggr,_ Proper Organiza- Efficient Report-
Technical vision, and Audit tional Structure ing Standards
Training Performance
Implementing Sufficient
Quality Control Understanding of
System Laws and
Reaulations

Source: Researcher
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Due to the complex economic global structure, audit firms’ roles in public
policy, economy, and financial markets have been significantly increased. There-
fore, there are many worldwide changes in the applied practice laws and regulations,
including the audit firms’ practice governing rules. Audit firms are an important
environmental variable that are closely associated with all other audit-practice
environmental constructs. In the next section, we will discuss the key factors that
affect audit firms' performance, and their connection with the other audit-practice

environment variables.

6.2.1 Audit Firms’ Performance and Efficiency

Audit firms’ performance is usually affected by the strength of a culture’s
core values, and the stability of internal and external environments. The degree of
interrelation between functioning variables will be different in volatile environ-
ments. Management efficiency and quick responses determine the organization’s ca-
pacity in controlling and influencing environmental changes (Jones, 2007). Given
legal penalties threats and shareholder lawsuits, many researchers assumed that audit
firms have valid reasons to report their clients' accounting and financial breaches.
For that reason, audit firms, specifically big- and medium-sized ones, established
control systems that counteract any potential threats of non-independency. These
self-regulating systems enable audit firms to preserve their reputations and avoid
any kind of legal charges (Moore et al., 2005). Researchers considered reputation
as the most valuable intangible asset of audit firms, as it allows them to receive a
reasonable premium fee against their services. Also, most audit firms' clients use the
firms' reputation as a proxy variable to measure the expected service quality, which
is hard to observe directly (Getzen, 1984). Any professional audit firm knows well
that reputation is costly to gain and can easily be destroyed by not fulfilling market
expectations (Barzel, 1982). Despite that academic researchers agreed on reputation
importance, the last ten years witnessed many cases of audit firms' reputation being
destroyed. Therefore, many researchers recommend the necessity of changing audit
firms’ legal structure, and most of the recent academic researchers suggested that

evolved audit firms as unlimited partnerships will maximize the amount of assets
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available as collateral bond for stakeholders. Accordingly, it will encourage mutual
monitoring among auditors, as any audit firm can lose everything in a negligence
lawsuit (Fama & Jensen, 1983). In general, assurance quality control, and audit
firms' wide control procedures are required for any audit engagement, with a differ-

ent implementation strategy based on the firm size and engagement type.

The auditors’ compliance with professional ethical standards, independency,
capabilities, and competences are the most important corners of quality controls that

should be followed regardless of the characteristics of the audit firm.
6.2.2 Audit Firms’ Size and Internal Ethical Values

6.2.2.1. Audit Firm Size

Audit firm size is often an indicator of proposed services quality, variety, cost,
and type of clients. There is a high degree of positive correlation between these
variables. Generally, big-size audit firms provide higher-quality services than small-

and medium-size ones.

Big-size audit firms usually emphasize industry specialization in their audit
practices (Arens et al., 2005). Also, they have more qualified staff and specialized
human resources, thus they are better than smaller audit firms in screening and deal-
ing with significant issues in financial statements (Francis & Yu, 2009). Moreover,
they are able to provide information advice and support of complex matters (IFAC,
2003).

The audit firm size plays an important role in managing clients’ relationships,
and affects firm resistance to clients' pressures that may impair independency
(Moore et al., 2005). It is assumed that big audit firms have to provide high-quality
services, and comply with applicable international auditing standards to be able to
compete with other local and international firms (Abd-Elsalam & Weetman,
2003).

134



Chapter 6 Proposed Factors that Affect the Audit Practice Environment

From another point of view, small-size audit firms' services are more person-
alized than those of large firms. Small business managers frequently put more con-
fidants in small audit firms, ask them for personal advice, and usually prefer to
consult with the same person on many problems to pay low costs. These types of
characterized services cannot be provided by big audit firms due to their high labor
turnover rates and high cost of services (Maijoor & Meuwissen, 1993). Therefore,
we may be able to conclude that small audit firms can be more suited to meet the
needs of small businesses, while big audit firms are more capable to add value
through audit detecting, and reveal managements’ errors or irregularities in financial
reporting.

Despite all of that, we may be able to reduce the quality gap associated with
a firm’s size through developing of a proper audit environment, and imposing prac-
ticing standards that unify the types and levels of services provided by all sizes of

local audit firms (Johnson & Lys, 1990).

6.2.2.2 Audit Firm Internal Ethical Values

Schermerhorn (2010) points out that the community culture context is the
fundamental function in setting up ethical behavior. Recently there is a global focus
on the importance of ethics universalism, which is based on the fact that ethical
standards should be treated as absolute values and should be followed across all dif-
ferent cultures. This argument supports the importance of imperialistic accounting
and auditing professional ethical standards to overcome the profession’s ethical di-
lemma. Ethical standards usually create a gray decision area that may lead the person
to end up with ethical valuation. The ethical lapses are more likely to occur gradually
than rapidly (Moore et al., 2005). Furthermore, long term and close relationships
with the audited clients may impair and affect audit firms' ethical values and profes-
sional skepticism (Cunningham, 2004).

Audit Firm Internal ethical values can be enhanced if the firm can complete

assignments on time, within the estimated budget, with proper communications, and
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efficiently achieve audit objectives. Audit firms’ ethical values require real initiative
commitments from firms' management to identify strategic and innovative ideas that

support unconventional solutions and decision-making (CICA, 2005).

6.2.3 Audit Firm General Internal Regulations

There is a strong positive correlation between organizational strong cultures
and strong performance. Typically, environmental changes require modifications in
organizational culture and routine. On the other hand, effective cultures reduce the
organization’s environment heterogeneity, enhance internal reliability, and lead to
reliable performance through improving organizational control competencies. In
general, audit organizations need more learning experience to react within volatile

environments and changing situations (Kotter & Heskett, 1992).

Audit firms are required to periodically review and measure their risk levels
in order to place proper safeguards and protect public interests. This approach helps
in identifying any changes in the structures of variables that construct the audit
environment (Pendergast, 2005). As a result, management of big audit firms re-
quires a strong managerial board of partners to oversee the firm's engagements,
coordinate its operating units, prepare planning strategy, and manage the firm's hu-
man resources. In practice, audit firms' partners are more close to the engage-
ments and are able to make more practical decisions. Therefore, decisions
related to accepting new clients, or rejecting current clients, must be decentralized
to individual partners, while decisions' control rights are assigned to the firms'

chairman (Van Lent, 1999).

The following is a summary of internal self-managing regulations that are
mainly followed by big-size audit firms: (CICA, 2005):

¢ Identify firm's mission statement, strategic goals, and setting of personal goals

that are consistent with the firms' goals;

e Complete assigned work as planned, suggest actions required for engage-
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ment, improve efficiency, continuously assess performance, and update de-

velopment plan;

e Periodically evaluate the firm’s performance, market position, and related re-

sponsibilities;

e Evaluate each assignment contribution to the staff and the overall firm activi-
ties, and propose ideas that can be used to increase staff professional develop-

ment;

e Complete assignments based on proper due care, high-quality standards, and

most recent audit and accounting techniques;
e Rely on others' works only after establishing a reasonable basis for reliance;
e Accept and perform engagements, which present the firm's competencies; and

e Recognize the firm’s competence limits, and seek other expertise involvement

when necessary to complete tasks successfully.

These internal self-managing regulations can also be applied by both medium-
and small-size firms, which will help in improving the overall audit-practicing envi-

ronment.

6.2.3.1 Audit Firms Internal Quality Regulations

The impact of auditor reputation on audit quality always increases when there
are market concerns about financial statements accuracy. Accordingly, financial
statements' users request auditors’ accreditation, which may adversely impact
the audit firm’s value if the auditor has low-quality measures (Krishnamurthy et
al., 2006). Any auditor with a tarnished reputation will not be able to provide inves-
tors with sufficient assurance about financial information, which will increase audit's
failure probability, and increase the auditor's litigation risk. In recent years, most of
the audit firms developed a risk management portfolio approach to centralize
screening of new and existing clients' risks. This approach may lead to different
levels of quality between each audit assignment, based on the different assumed

level of risk for each client (Palmrose, 1988).

137



Chapter 6 Proposed Factors that Affect the Audit Practice Environment

Small- and medium-size audit firms, with a limited number of partners, are
managed horizontally with equal rights for each partner. Their quality-control strat-
egy will be more effective if focused on the engagement of quality control. However,
in big audit firms, with a hierarchy that has many partners and centralized manage-
ment, the quality-control focus will be based on two levels, the firm level that sets
up the firm’s quality policy, and engagement partners’ level that controls the audit

assignments' quality.

6.2.3.2 Audit Firm Staff Regulations

The audit practice’s human capital represents the main asset to provide audit
services, which reflect the importance of investing in their development, training,
motivation, and compensation. A single auditor deviated from the agreed service

standards may hurt the firm’s reputation.

Audit staff has to complete many processes during the different audit phases,
including quality maintaining and soliciting of new clients. Therefore, auditors' spe-
cialization represents the most important factors that affect the future success of any
audit firms. It typically affects the audit service pricing, and the audit quality dimen-

sions.

Both rewarding and performance measuring can be used to motivate audit
staff, and push them to achieve the firm's goals. Typically, audit firms’ hierarchy
consists of five levels: trainee, senior auditor, manager, senior manager, and partner.
Any employee has to obtain certain levels of proficiency in audit and consultancy
core competencies in order to be promoted. Also, audit staff must be able to operate
independently as either auditors or management consultants, as they should obtain
the necessary general professional skills (Van Lent, 1999). Audit firms need to fol-
low proper personal methods that are based on recruiting proper staff, training them,
and continuously evaluating their performance through on-the-job orientation, train-

ing, guidance, coaching, and supervision (CICA, 2005).

6.2.4 Governmental Regulatory Bodies and Laws
Financial information presented by the companies always has a strong effect

on the country’s overall economy. The recent developments in corporate finance,
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economy, and law increased researches focus on the importance of legal and corpo-
rate governance rules (Hope, 2003). On the other hand, audit function plays an im-
portant role in maintaining the society’s welfare stability. Porter et al. (2005) point
out that the audit is always a dynamic function rather than a static one, which means
it should always change to suit society’s expectations based on the surrounding eco-

nomic, political, and sociological environment.

Regulations, laws, and rules are the most important environmental external
drivers that affect companies’ and audit firms’ behaviors. Legislation is not a sub-
stitute for the presence of ethical standards as the underlying of these laws should
always be a set of moral values. The building of a real ethical system requires inte-
grated efforts, on the level of the professional practicing environment, to formulate
an overall strategy. On the other hand, regulations refer to the creation of rules and
subsequent implementation, which hinders and constrains the person’s behavior or

the group of people being regulated.

Typically, it will be more convenient if all auditing public-interest activities
are constructed in clear and comprehensive standards. These standards, whether car-
ried out by professional bodies or regulators, will provide guidance to all related
parties and allow other parties to assess the performance of professional bodies and

regulators (Moore et al., 2005).

The two most important sources of creative accounting inspiration are either
flexibility or lack of regulation. Therefore, during the last decade, audit practice was
subject to extensive reforms in many countries. The legal and other institutional
characteristics of any country are influencing the demand for high-quality account-
ing information. Moreover, they affect the auditor’s litigation risk and remunerations
(Largay, 2002).

Moore et al. (2006) raise the issue of practicing environmental corruption.
They point out that the practicing system has been institutionally corrupted starting
from the auditors' mind, across the practicing structure, legalization, and the political
process that regulates the profession’s reforms. For that reason, any regulatory re-

forms should be combined with a sufficient information environment, and skilled
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independent operating officers with low levels of corruption (Caprio, 2009).

Furthermore, Rajan and Zingales (2003) point out there is an important ef-
fect of legal and regulatory environment on structuring the auditors’ performance.
Accordingly, one of the recent changes in audit-practicing regulations was the focus
on auditors and practicing regulatory bodies' performances. Typically, governmental
organizations play an important role in reconstitution of the practicing regulatory
bodies, in addition to their role in setting up auditors’ accountability standards, and
indirect developing and improving of auditing standards and professions' regulations

(Australian Accounting Research Foundation, 2002).

As per the latest IFAC researches, most of the developed countries’ licensing
bodies and regulating accounting associations were created through the initiations
of local professional accountants. These associations often sponsored legislation to
set up the minimum requirements to designate individuals as professional public ac-
countants. The IFAC raised the expectance of negative consequences when public
practicing regulators lack skills or required resources to fulfill their roles, whether it
was professional bodies that perform self-regulatory functions or governmental or-
ganizations. [IFAC concluded that this situation may lead to defining the regulator’s
role in a narrow way; moreover, their governing rules and authorities will be inef-
fective, and will be subject to political pressures to do too little or too much (IFAC,
2003).

Figure 7 proposes the governmental regulatory bodies (governmental organ-
izations) and other related entities that mainly affect the audit-practicing environ-

ment:
e Ministry of Finance;
e Professional Security Commissions;
e (Central/Federal Banks; and

e Security and Exchange Commission.
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Figure 7: Governmental Regulatory Bodies/Organizations
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During the last two decades, there was a worldwide trend of deregulation and
privatization, which decreased the levels and types of services provided by govern-
ment units. However, recent shifts in global economic and social systems gener-
ated a high demand for independent public accounting, and encouraged many re-
searches to define the profession’s dominance as an essential function to secure and
maintain control over economic performance, political activities, and social intellec-
tual spheres. This definition is in congruence with the practice profession’s required
society legitimate values and respects, which increased foreign investors’ trust on
audit-practice-provided services. Therefore, governments in developed countries re-

duced their intervention in public accounting practices, and focused on the reforms
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efforts of audit regulatory bodies, audit firm functions, and practicing administra-
tion. Also, governments' recent role starts to focus more on dealing with quality
control over practicing through establishing of provincial committees for practice

inspections.

On the other hand, standard setters and government regulators tried to inves-
tigate the reasons beyond the recent financial scandals. They attempt to restore the
public audit integrity and to prevent any investors through a bundle of new laws and
regulations that prohibit auditors of public companies from offering consulting ser-
vices to their audited clients, and impose those auditors to report directly to the audit
committee, and moreover to disclose the non-audit fees gained from their clients
(Baker, 2002).

Improving auditors’ objectivity, and encouraging audit firms to increase
their independency, has emphasized public policy makers to focus on mixing strict
legal regimes with proportionate damage rules (Moore et al., 2005). This mixed
legal approach allows investors to sue auditors and recover their investment losses
that may result from auditors' negligence. Thus auditors provide an implicit under-
taking to investors against their investment losses (Krishnamurthy et al., 2006).

In general, government regulating of audit practice requires an exceptional
consideration of many other laws and regulations. Figure 8 proposes the main laws
and regulations that may have an effect on audit practice environment:

e Business Law;
e Audit Practicing Laws and Regulations;
e Securities Laws and Regulations; and

e Tax Laws and Regulations.
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Figure 8: Laws and Regulations

Laws and
Regulations

Business Law Audit Practicing Securities Laws Tax Laws
Laws and and Regulations and Regulations
Regulations

Source: Researcher
6.2.5 Auditors' Characteristics

Despite the importance of the ethical role in the audit community, and the
high investors' costs resulting from the ethics collapse, auditing studies that link both
the auditors’ independence and their ethical propensity are rare (Yu, 2004). Low et
al. (2008) point out that auditors’ integrity and morality have a high impact on the
organization’s ethical values, thus strengthening audit-practicing standards will re-

duce any future financial failures.

Auditor characteristic is one of the most important variables that may affect
the audit environment. Auditors are the main tool of practice performance. They
set up the firms' policies, following practice laws and implementing the regulatory
bodies’ instructions. Auditors' professional opinions are directly affected by their
characteristics, which are mainly influenced by their ethical values, such as inde-
pendencies and competency (Arens et al. 2005). Figure 9 proposes the most im-

portant ethical values that can directly structure auditors’ characteristics:

e Following of Ethical Principles, “Honesty, Integrity, Promise Keeping, Loy-
alty/Fidelity, Fairness, Caring for Others, Respect of Others, Citizenship Re-

sponsibility, Pursuit of Excellence, and Accountability”;

e Objectivity and State of Mind;
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Due Care;

Adequate Technical Knowledge and Proficiency;

Obtaining of Required Qualifications;

Sufficient Understanding of Laws and Regulations' requirements; and

Sufficient Understanding of Clients’ Internal Controls.

Figure 9: Auditors’ Characteristics and Ethical Values
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6.2.5.1 Auditors' Ethical Values

Human factors played a critical role in the success of any self-directed process
team. The self-direction concept only works when the practicing team understands
the objectives and commits to achieving them. Therefore, all team members must

work together to formulate tasks and commit themselves to achieve them.

On the other hand, ethics is a personal issue that involves a commitment to
the common values, and can affect individual decisions and self-direction. Ethical

values may be enhanced by applying the values of integrity and transparency that
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encourage auditors to put the public interests ahead of both personal interests and
clients' interests (Reiter, 1997). The ethical responsibilities go beyond the letter of
the law, as auditors should always resist any attempts of promise breaking or self-
dealing engagement. This resistance is called the trustworthiness that symbolizes the
central virtue of the accounting profession.

The potential influence of personal values on ethical decisions and behavior
has been studied early in both social psychology and organizational behavior re-
searches. In general, values are closely relative to enduring beliefs, and totally dif-
ferentiated from other similar concepts such as attitudes. Recently, the affect of per-
sonal values on ethical judgments has been academically integrated to the organiza-

tion’s ethical decision-making models (Shafer et al., 2001).

Mark (1995) points out that professional business development should focus
on building individuals' morals to qualify them to wisely identify and articulate the
ethics of any faced situation. Moreover, individuals' morals enable them to explore

politically acceptable alternative solutions.

Applying ethical behavior helps auditors to achieve long-term profits, while
respecting their integrity, personal satisfaction, and honesty. Also, enhancing audi-
tors’ ethical traits will increase audited clients’ loyalty, confidence, and satisfaction

(Duska et al., 2011).

The main target of any ethical system is to increase the transparency and cred-
itability of audit practice organizations through implanting the moral dimension in
their management actions and decisions (Virovere & Rihma, 1997). Typically, eth-
ical behavior is the glue that holds any society together, which is necessary for any
society to function properly. As a result, most of the worldwide accounting and au-
diting associations have defined different moral codes and values that at least in-
clude, “Honesty, Integrity, Loyalty, Fidelity, Fairness, Respect for Others, Pursuit
of Excellence, and Accountability”; these codes are mainly targeted to achieve in-

tegrity, and avoid any possible conflict of interests through putting into practice the
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following steps: (CICA, 2005).

e Achieve strong member loyalty, and enhance market appreciation of the pro-

fessions;

e Increase public and member understanding of the conflict of interests’ conse-

quences, and suggest methods to avoid conflicted situations;

e Subscribe the opinion with the government organizations regarding any pro-

posed development of national tax system and corporate acts;

e Encourage professional members to perform their engagements based on the

highest-quality standards;

e Encourage professional members to demonstrate a leading advocacy role

with national, international governments, and regulators.

6.2.5.2  Auditors' Independency

Not all legal behaviors are considered ethical. The code of moral and under-
lying values always guides a person to identify what is good and right (Schermer-
horn, 2010). However, it is still difficult for auditors to maintain their skepticism
while simultaneously satisfying their clients (McCracken et al., 2008). Due to the
auditors' independency and conflict of interest, it became clear in many recent finan-
cial scandals that there is an essential need to revamp the audit industry (Agrawal

& Chadha, 2005).

Auditor independency is the cornerstone of audit ethics. It is the main
element for investors’ financial statement confidence. Currently, there is a strong
need to harmonize worldwide independency standards in order to properly respond
to the business environment changes (Pendergast, 2005), particularly, if we con-
sider the regulators’ wide debate regarding the relationship between auditors' inde-
pendence, and the quality of their performed engagements (Hoitash et al., 2005).
Most of the current academic discussions about auditors' independence have focused

on the provisions of non-audit services executed by audit firms to their audited cli-
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ents. However, in practice there is no evidence that supports the hypothesis of eco-
nomic bonds between the auditor and client that may compromise auditor independ-
ence and disclosure quality (Ashbaugh et al., 2003). In practice, auditors may be
under pressure to provide their clients with additional non-audit services without
increasing the fees, which may negatively impact the quality of provided services.
Accordingly, IFAC recommended the necessity of additional control safeguards on
any auditor-provided non-audit services to maintain auditors’ independence and ob-
jectivity (IFAC, 2003). The effective safeguard controls approach is measuring the
total non-audit professional fees, rather than measuring the non-audit professional
fees ratio to the total collected fees. This approach is better incapturing the economic
relationship between the audit firm and its clients. In the wake of both Enron and
Arthur Andersen’s failure, the U.S.’s extensive legislation focused on stopping pub-
lic accounting firms from rendering non-audit-related services to their current audit
clients. It also emphasizes auditors to disclose the total collected fees for the last two

fiscal years classified as follows (Hoitash et al., 2005):
(a) Audit Fees;
(b) Audit-Related Fees; and
(c) Tax Fees.

In general, professional ethics standards are evolutionary and must be
changed overtime to reflect the social, legal, economic, political, and cultural

norms of society (Australian Accounting Research Foundation, 2002).

6.2.5.3  Auditors' Competency

Both individual and institutional integrity are essential to rebuild confidence
in financial reporting. [IFAC recommended that each audit firm should develop and
implement a corporate code of conduct. IFAC concluded that auditors' poor integrity
was the main contributor to the recent financial scandals (IFAC, 2003). In gen-
eral, auditors’ competency, knowledge, skills, and performance are actively contrib-

uting in enhancing the audited entity’s performance. Pandit (1999) concludes that
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auditors’ competence is positively correlated to both clients’ satisfactions and stake-
holders’ benefits. Also, Behn et al. (1999) argue that auditors’ skepticism is nega-
tively correlated to the auditors’ client satisfaction relationship. The assessment of
auditors' competencies unusually takes place on a continuous basis over their prac-
ticing life. Most of the auditors' knowledge and skills are gained during their formal
education and on-site practice. Therefore, auditors should present competencies in
the four generic tasks of audit planning, evidence gathering, evidence evaluation,

and decision-making (ICAA, 2004).

The idea for this research came from the fact that the current audit practice

environment in Egypt has the following weakness factors:

e Gap between Egyptian practicing law and modern practicing requirements;

e Educational quality suffers from the continuous absence of education rules,
which increased practitioners’ knowledge gap;

e Weakness of practitioners’ registration system;

e No imposed laws to encourage implementing neither IFAC nor IFRS recent
standards;

e Egyptian professional ethical standards should be updated;
e Egyptian political system phased all necessary legislative reforms;

e Current laws and regulations formed unethical, inefficient practicing system;
and
e Egyptian auditor’s independence is strongly affected.

These drawbacks attracted the attention to the necessity of academically

researching the main following hypotheses:

e 1. Updating of practicing law will partially participate in developing audit en-
vironment;
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2. Increasing of the efficiency of audit-practicing environment required struc-
ture of all environment fundamental factors in the same time but not with
the same degree of importance;

3. Increasing of audit-practicing firms’ quality-control procedures will increase
the efficiency of audit practicing environment more rapidly than other
fundamental factors;

4. International environment fundamental factors will have a positive effect in
practicing environment reform; and

5. The primary factors that are expected to have the most important effect in the
practicing environment reform will be the governmental regulatory bod-
ies and non-governmental associations.

The main results of the survey parts that support the research hypotheses
have been analyzed by SPSS analyses software. The results are presented in the

following chapter.
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Chapter 7: Empirical Research

Increasing the quality of governmental, non-governmental associations, and
audit firms cannot be achieved without considering others’ environmental factors
that may affect their performance. Our research has been built based on studying the
pre-described variables that surround both the local and international audit-

practicing environment.

In order to empirically examine our hypotheses, we defined the main vari-
ables that may have effects on the audit-practicing environment performance and
efficiency. A detailed survey questionnaire was designed, comprised of 51 ques-
tions, and includes five parts, each of which includes detailed questions that meas-
ure different variable implications and their relationship with the Egyptian local
audit-practicing environment. These questions are measured through auditors, se-
lected samples, and responses to agreement score of certain statements that discuss

the variables effects.
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7.1

Details of Survey Questions

We used structured survey tool to minimize the variations between interview-

ers, the qualifications and professionalism level questions were asked first, fol-

lowed by questions about expected weighted average and importance of the prede-

termined questionnaire five main parts, and their magnitude on audit practicing en-

vironment. Following are details of survey questions:

7.1.1 Part (1): The effect of non-governmental professional associations on

the auditing environment

The effect of non-governmental professional associations is one of the factors

influencing the auditing environment.

The membership of professional associations must be a requirement for obtain-
ing the practicing license.
Do you believe in the role of professional associations in developing the audit-

ing profession?

Do you believe in the necessity of activating the professional associations'
role to be the main supervisory authority controlling the application of profes-

sional requirements?

Do you think that the supervision of the role and performance of professional
associations must be carried out by a governmental authority?

Does the Profession Practicing Law need to be ruled by the powers and respon-
sibilities of the professional associations?

The dependency of the professional associations to the governmental legisla-
tive authority increases the efficiency of its role affecting the auditing envi-
ronment.

The professional associations have more effective role on the auditing process
than the government authorities regulating the companies' opera-

tions.

Dealing with the international professional authorities "IAS Board, IFAC"
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10-

should be carried out through the professional associations not the governmen-

tal organizations related to auditing.
The standardization of dealing with the professional associations as a main

authority regulating auditing offices and auditors will increase the efficiency

and performance of the auditing practicing.

7.1.2 Part (2): The effect of the professional organizations practicing on the

auditing environment

The mutual understanding between the customers and the professional organi-
zations on the provided services helps in improving the performance of au-

diting general environment.

The availability of a system for evaluating the efficiency and quality of the
relation with the customer has a limited effect on the auditing general environ-

ment.

The planning for the control arrangements of applying the professional quality
in a way that meets the organizational requirements and technical standards

helps in improving the performance of auditing general environment.

The auditor's awareness of the customer's work field and activities has a limited

effect on the audit practicing environment.

Keeping the auditors up to date with the changes of the professional require-
ments, (accounting standards, independency, objectivity, policies and proce-

dures), helps to activate the auditing general environment.

The availability of internal rules at the professional organizations guarantying
the regular change of auditors helps to improve the audit practicing
environment.

The organizations' use of an effective mechanism to face the failure in the
application of quality procedures and policies helps to improve the auditing

general environment.

Do you think the professional organizations working in the auditing field are

one of the factors that influencing the auditing general environment?
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7.1.3 Part (3): The effect of the governmental authorities and laws on the au-

diting general environment

(A) General questions:

1-

Do you think the role of the governmental authorities, laws, financial and pro-
fessional regulations are one of the factors affecting the audit practicing envi-

ronment.

Do you think that the amendment of the professional laws and regulations
has less effect on the audit practicing environment than the professional asso-
ciations' role?

Do you think that the amendment of the laws regulating the companies' opera-
tions through clearer definition of the Board role and practicing morals will

positively affect the audit-practicing environment?

Do you think the selection; appointment and termination of the services of au-
ditor by the General Assembly through the company's internal auditing com-
mittee will help increase the efficiency of the auditing profession environment
through the auditor's independency?

Do you think that the non-governmental authorities related to the auditing pro-
fession must have a role in formulating the laws affecting the auditing profes-
sion environment, (companies' laws, commercial laws, stock market laws, and
auditing practicing laws), which helps increase the efficiency of the laws and
improves the audit practicing environment.

The role of setting the accounting standards and the supervision of the profes-
sional offices should be carried out through the governmental authorities re-

lated to auditing.

The mutual cooperation between the governmental authorities and profes-
sional associations in organizing the auditing profession will improve the per-

formance of the auditing environment.

(B) Questions on the law regulating the practice of auditing profession:

1-

The inclusion of rules determining the auditor's fees in the auditing practice

law will positively affect the audit practicing environment.
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2.

10-

11-

12-

The inclusion of restrictions on the financial relation between the auditor and
the customer in the auditing practice law will positively affect the audit prac-

ticing environment.

The inclusion of the auditor's rights and duties as per the international standards
in the auditing practice law will positively affect the audit practicing environ-

ment.

The modification of all types of services provided by audit offices in the

auditing practice law will positively affect the audit-practicing environment.

The amendment of the auditing practice law to include only the services related
to obligatory annual auditing will positively affect the audit-practicing envi-

ronment.

The inclusion of the conditions and rules of the auditors' continuing learning
in the auditing practice law will positively affect the audit practicing environ-

ment.

The inclusion of the condition of passing a test after completing the profes-
sional program as a requirement for obtaining the license in the auditing prac-

tice law will positively affect the audit practicing environment.

The inclusion of the condition of having a relative previous experience for ob-
taining the license in the auditing practice law will positively affect the audit-

practicing environment.

Allowing the non-certified auditors to own 49% of the auditing offices will
positively affect the audit-practicing environment.

The amendment of the profession laws to include the necessity of applying
the international auditing standards will positively affect the audit practicing

environment,

The inclusion of Code of ethics in the auditing practice law will positively af-
fect the audit-practicing environment.

The inclusion of the powers and responsibilities of the Professional Associa-
tions and their control on the auditing offices and members in the auditing prac-

tice law will have a limited effect on the auditing profession environment.
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13-

14-

The inclusion of the entities authorized to deal with international professional
auditing and accounting associations in the auditing practice law will positively

affect the audit practicing environment.

The inclusion of a mechanism to regulate the relations between the governmen-
tal and non-governmental authorities ruling this profession and the auditing of-
fices and auditors in the auditing practice law will positively affect the audit

practicing environment.

7.1.4 Part (4): The effect of the auditors' qualification on the audit practic-

ing environment.

Do you think that the application of continuing vocational education will be
more effective if carried out through obligatory instructions from the profes-

sional associations regulating the auditing profession?

Do you think that the professionalism of the auditor is one of the factors affect-

ing the audit practicing environment?

Assigning the professional associations to supervise the auditor's commitment
to the continuing education requirements will have more effect on the audit
practicing environment, rather than assigning the governmental authorities to
this task.

Determining the auditor's annual duties should be based on the vocational

training previously received.

The commitment to Code of Ethics plays a more effective role in improving
the audit practicing environment, than the laws regulating profession practice

and companies operations.
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7.1.5 Part (5): The effect of the interested parties on the audit practicing en-

vironment.

1- Do you think that the interested parties and beneficiaries, (Stock companies
managements, banks, governmental and supervisory authorities), are one of the

factors affecting the audit practicing environment.

2- Do you think that the main interest of the beneficiaries is to obtain the financial
statements, information summary and the financial policies rather than obtain-
ing efficient recommendations or realizing the scope of work and procedures

applied by the professional authorities?

3- Do you think that the companies' managements growing awareness of their
social responsibilities help increasing the performance and efficiency of the

audit practicing environment?

4- The meeting of the beneficiaries' unusual requirements is one of the auditing

priorities.

5- The beneficiaries' continuing interest in following up the auditing procedures
provided by the professional authorities and the verification of these authorities'

recommendations will help improving the audit practicing environment.

6- The management philosophy and operating way may affect the audit- practic-

ing environment.

7- Obliging the commercial organizations by the governmental supervisory au-
thorities to apply the code of ethics through the business ethics laws and the
auditing committees' duties strongly affects the audit practicing

environment.

All of the above mentioned questions have a respond categories ranged
between strongly agree (1), to strongly not agree (5). Two general questions were
constructed in shape of giving an average weight of effect and existence of the 5

parts that assumed to effect the audit environment.
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7.2 Sample Construction and Results

7.2.1 Sample Construction

Due to the importance of the study in reforming of the audit practicing envi-
ronment, and audit law and regulations in Egypt, the survey was based on the highest
level of professional auditors in Egypt that mainly represented in the fellows and
members of The Egyptian Society of Accountants and Auditors (ESAA). Accord-
ingly the questionnaire were mainly assumed to be distributed through interviews
to all the fellows of Egyptian Society of Accountants and Auditors (ESAA); as rep-

resentative of the most qualified and experienced category of audit professions.

The total sample is represented by the total population of fellows of Egyptian
Society of accountants and Auditors, based on data collected from the National In-
stitute of Accountants and Auditors the fellows total numbers was 234, based on
2008 available data. This number was taken as the target population for this study,
out of which 105 fellows' auditors approved to share in the research. ESAA Fellows
were contacted by telephone and letters to generate interests and obtain approval for
interview. Due to the nature of accounting and auditing business filed, it talks a lot
of time to fix interview appointments with the selected ESAA's fellows; how-
ever most of them asked to receive a copy of the questionnaire before approving
on interview appointment. Some of ESAA contacted fellows refused to be inter-
viewed; typically they gave reasons, such as they were too busy or they never

participate in surveys.

Most of the interviews (103) have been conducted in auditors' offices while
2 interviews have been done during the international conference organized by the
Syndicate of Accountants on the topic "How to Reform Auditing Environment"
conducted in Egypt in February 2008 and attended by many Egyptian and Arab key
professional accountants and auditors. The questionnaire is also distributed to all the

conference attendants as a part of the conference tool kits.

About half of the interviews were conducted in 2 of the biggest audit firms

in Egypt:
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e KPMG (Hazem Hassan); and

e Price Water House.

As we previously mentioned, the number of questionnaires sent, and fel-
lows targeted to be interviewed were 234, which represents 100% of ESAA Fel-
lows published list during 2008. From this number only 105 fellows approve to co-
operate, and interviewed, this sample size of 105 allowed for a confidence level of

95% and confidence interval of + 7.72%.

Study sample demographics included 105 leading auditors’ members of
ESAA, 23% of them had "CPA", 10% "CIA", 3% "ACCA", 2% "CA" while
others had "CIPA, CMA, CFM, and CICA". Currently, 53% of the sample were
"Employees in a private auditing office", 24% "Professional Firm Owners", 4%
"Governmental Auditors" and 23% work in "others; as Financial Managers or Uni-

versity Professors".

Regarding the work field, 75% of the sample work in "auditing", 34% "gen-
eral accounting", 29% "taxing", 6% "costing", 5% "insurance" and 8% "others; as
training, consultancy, fidelity studies, financial management". 39% of the inter-
viewed auditors evaluated their professional performance as "excellent", 55%

"good", 5% "average" and 1% "bad".

The following Appendices give summary of sample respondents’ allocation based

on their:

e Personal Qualifications;
e Current job and; and
o Work filed.
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Professional Certification
Appendix (1)
Sample size 105
Base 105
Sum 145 138%
CPA 24 23%

CIA 11 10%

CA 2 2%
ACCA 3 3%
Others 105 100%

Current Job
Appendix (2)
Sample size 105
Base 105
Sum 109 104%
Governmental 4 4%
Employee in a private auditing office 56 53%
Professional Firm Owner 25 24%
Others 24 23%
Work Field
Appendix (3)
Sample size 105
Base 105
Sum 164 156%
Insurance S 5%
Taxing 30 29%
Costs 6 6%
General Accounting 36 34%
Auditing 79 75%
Others 8 8%

7.2.2 Sample Results

During analyzing the data our main focus was to determine the most agreed
factors that may have effects on the efficiency of audit practicing environment, this

has been done through the defining of agreement score per each question of the
survey as presented below:
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The Effect of Non-governmental Professional Associations on the Auditing

Environment
Appendix (4)

First Part: The effect of non-governmental profes-
sional associations on the auditing environment

Agreement
Score

Comment

1- The effect of non-governmental professional associ-
ations is one of the factors influencing the auditing
environment.

4.17

2- The membership of professional associations must
be a requirement for obtaining the practicing li-
cense.

4.14

3- Do you believe in the role of professional associa-
tions in developing the auditing profession?

4.36

Most agreed
with

4- Do you believe in the necessity of activating the
professional associations' role to be the main super-
visory authority controlling the application of

professional requirements?

4.18

Third most
agreed with

5- Do you think that the supervision of the role and per-
formance of professional associations must be car-
ried out by a governmental authority?

3.20

6- Does the Profession Practicing Law need to be ruled
by the powers and responsibilities of the profes-
sional associations?

4.03

7- The dependency of the professional associations to
the governmental legislative authority increases the
efficiency of its role affecting the auditing environ-
ment.

3.74

8- The professional associations have more effective
role on the auditing process than the government au-
thorities regulating the companies' operations.

3.52

9- Dealing with the international professional authori-
ties "IAS Board, IFAC" should be carried out
through the professional associations not the gov-
ernmental organizations related to auditing.

4.15

10-The standardization of dealing with the professional
associations as a main authority regulating auditing
offices and auditors will increase the efficiency and
performance of the auditing practicing.

4.30

Second most
agreed with
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The Effect of the Professional Organizations Practicing Auditing on the Au-

diting Environment
Appendix (5)

Second Part: The effect of the professional organiza-
tions practicing auditing on the auditing environment

Agreement
Score

Comment

1-The mutual understanding between the customers
and the professional organizations on the provided
services helps in improving the performance of au-
diting general environment.

4.60

Second most
agreed with

2- The availability of a system for evaluating the effi-
ciency and quality of the relation with the customer
has a limited effect on the auditing general environ-
ment.

2.72

3- The planning for the control arrangements of apply-
ing the professional quality in a way that meets the
organizational requirements and technical stand-
ards helps improving the performance of auditing
general environment.

4.23

4- The auditor's awareness of the customer's work field
and activities has a limited effect on the audit prac-
ticing environment.

2.11

5- Keeping the auditors up to date with the changes of
the professional requirements (accounting stand-
ards, independency, objectivity, policies and proce-
dures) helps activate the auditing general environ-
ment.

4.69

Most agreed
with

6- The availability of internal rules at the professional
organizations guarantying the regular change of au-
ditors helps improve the audit practicing environ-
ment.

4.09

7- The organizations' use of an effective mechanism to
face the failure in the application of quality proce-
dures and policies helps improve the auditing gen-
eral environment.

4.25

8- Do you think the professional organizations working
in the auditing field are some of the factors influ-
encing the auditing general environment?

4.38

Third most
agreed with
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The Effect of the Governmental Authorities and Laws on the Auditing Gen-

eral Environment
Appendix (6)

Third part: The effect of the governmental authorities
and laws on the auditing general environment

Agreement
Score

Comment

(A) General questions:

1- Do you think the role of the governmental authorities,
laws, financial and professional regulations are one of
the factors affecting the audit practicing environment.

4.10

Second
most agreed
with

2- Do you think that the amendment of the professional
laws and regulations has less effect on the audit prac-
ticing environment, than the professional associa-
tions' role?

2.59

3- Do you think that the amendment of the laws regulat-
ing the companies' operations through clearer defini-
tion of the Board role and practicing morals will pos-
itively affect the audit practicing environment?

4.04

4- Do you think the selection, appointment and termina-
tion of the services of auditor by the General Assem-
bly through the company's internal auditing com-
mittee will help increase the efficiency of the auditing
profession environment through the auditor's inde-
pendency?

3.99

5- Do you think that the non-governmental authorities
related to the auditing profession must have a role in
formulating the laws affecting the auditing profes-
sion environment (companies' laws, commercial
laws, stock market laws, and auditing practicing laws)
which helps increase the efficiency of the laws and
improves the audit practicing environment?

4.05

Third
most agreed
with

6- The role of setting the accounting standards and the
supervision of the professional offices should be car-
ried out through the governmental authorities related
to auditing.

3.13

7- The mutual cooperation between the gov-
ernmental authorities and professional associations in
organizing the auditing profession will help improve
the performance of the auditing environment.

4.17

Most
agreed with
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The Effect of the Governmental Authorities and Laws on the Auditing Gen-

eral Environment
Appendix (7)

Third part: The effect of the governmental authorities
and laws on the auditing general environment

Agreement
Score

Comment

(B) Questions on the law regulating the practice of audit-
ing profession:

Agreement
Score

Comment

1- The inclusion of rules determining the auditor's fees in
the auditing practice law will positively affect the audit
practicing environment.

3.38

2- The inclusion of restrictions on the financial relation be-
tween the auditor and the customer in the auditing prac-
tice law will positively affect the audit practicing envi-
ronment.

3.55

3- The inclusion of the auditor's rights and duties as per the
international standards in the auditing practice law will
positively affect the audit practicing environment.

4.16

4- The modification of all types of services provided by au-
diting offices in the auditing practice law will positively
affect the audit practicing environment.

3.71

5- The amendment of the auditing practice law to include
only the services related to obligatory annual auditing
will positively affect the audit practicing environment.

2.90

6- The inclusion of the conditions and rules of the auditors'
continuing learning in the auditing practice law will
positively affect the audit practicing environment.

4.35

Second most
agreed with

7- The inclusion of the condition of passing a test after com-
pleting the professional program as a requirement for
obtaining the license in the auditing practice law will
positively affect the audit practicing environment.

4.37

Most agreed
with

8- The inclusion of the condition of having a relative previ-
ous experience for obtaining the license in the auditing
practice law will positively affect the audit practicing
environment.

4.33

Third most
agreed with

9- Allowing the non-certified auditors to own 49% of the
auditing offices will positively affect the audit practic-
ing environment.

242

10- The amendment of the profession laws to include the
necessity of applying the international  auditing
standards will positively affect the audit practicing en-
vironment.

4.25
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The Effect of the Governmental Authorities and Laws on the Auditing Gen-

eral Environment
Appendix (8)

Third part: The effect of the governmental authorities and
laws on the auditing general environment

Agreement
Score

Com-
ment

11- The inclusion of Code of ethics in the auditing practice law
will positively affect the audit practicing environment.

4.31

12- The inclusion of the powers and responsibilities of the Pro-
fessional Associations and their control on the auditing of-
fices and members in the auditing practice law will have a
limited effect on the auditing profession environment.

2.82

13- The inclusion of the authorities authorized to deal with in-
ternational professional auditing and accounting associa-
tions in the auditing practice law will positively affect the
audit practicing environment.

4.04

14- The inclusion of a mechanism to regulate the relations be-
tween the governmental and non-governmental authorities
ruling this profession and the auditing offices and auditors
in the auditing practice law will positively affect the audit
practicing environment.

4.21

(c) Questions related to the laws regulating the companies'’

operations:

Agreement
Score

Comment

1- The inclusion of a condition that guaranties the auditor's in-
dependency in the laws regulating the companies' opera-
tions will positively affect the audit practicing environ-
ment.

4.53

Most
agreed
with

2- The inclusion of a condition that obliges the auditor to de-
clare the amounts obtained from the customer for services
provided other than the auditing in the laws regulating the
companies' operations will positively affect the audit prac-
ticing environment.

3.81

3- The inclusion of a mechanism that obliges the companies to
change the auditor after a determined term (5 years for ex-
ample) in the laws regulating the companies' operations
will positively affect the audit practicing environment.

3.68

4- The amendment of the laws regulating the companies' oper-
ations to include a condition obliging he companies to ap-
ply the international accounting standards will positively
affect the audit practicing environment.

4.29

Third
most
agreed
with

5- The amendment of the laws regulating the companies' oper-
ations to include a Code of ethics will positively affect the
audit practicing environment.

4.34

Second
most
agreed
with

165




Chapter 7

Empirical Research

The Effect of the Auditors' Qualification on the Audit Practicing Environ-

ment
Appendix (9)

Forth Part: The effect of the auditors' qualifi-
cation on the audit practicing environment.

Agreement
Score

Comment

1- Do you think that the application of continuing
vocational education will be more effective if
carried out through obligatory instructions
from the professional associations regulating
the auditing profession?

4.17

Second most
agreed with

2- Do you think that the professionalism of the au-
ditor is one of the factors affecting the audit
practicing environment?

4.35

Most agreed with

3- Assigning the professional associations to su-
pervise the auditor's commitment to the con-
tinuing education requirements will have
more effect on the audit practicing environ-
ment, rather than assigning the governmental
authorities to this job.

3.89

4- Determining the auditor's annual duties should
be based on the vocational training previously
received.

3.95

5- The commitment to Code of Ethics plays a
more effective role in improving the audit
practicing environment, than the laws regu-
lating profession practice and companies op-
erations.

3.96

Third most
agreed

with
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The Effect of the Interested Parties on the Audit Practicing Environment
Appendix (10)

Fifth Part: The effect of the interested parties on
the audit practicing environment.

Agreement
Score

Comment

1- Do you think that the interested par-
ties and Beneficiaries, (Stock companies
managements, banks, governmental and su-
pervisory authorities), are one of the factors
affecting the audit practicing environment.

4.03

2- Do you think that the main interest of the bene-
ficiaries 1s to obtain the financial statements,
information summary and the financial poli-
cies rather than obtaining efficient recommen-
dations or realizing the scope of work and pro-
cedures applied by the professional authori-
ties?

3.18

3- Do you think that the companies' managements
growing awareness of their social responsibil-
ities help increasing the performance and effi-
ciency of the audit practicing environment?

4.10

4- The meeting of the beneficiaries' unusual re-
quirements is one of the auditing priorities.

2.46

5- The beneficiaries' continuing interest in follow-
ing up the auditing procedures provided by the
professional authorities and the verification of
these authorities' Recommendations willhelp

improving the audit practicing environ-
ment.

4.40

Most
agreed with

6- The management philosophy and operating way
may affect the audit practicing environment.

4.22

Second
most agreed with

7- Obliging the commercial organizations by the
governmental supervisory authorities to apply
the code of ethics through the business ethics
laws and the auditing committees' duties
strongly affects the audit practicing environ-
ment.

4.21

Third most
agreed with

The summary of most agreed 1st, 2nd, and 3rd questions in each part is as fol-

lows:
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The Effect of Non-governmental Professional Associations on the Auditing

Environment
Appendix (11)
First Part: The effect of non-governmental profes- Agreement
sional associations on the auditing environment Score Comment
3- Do you believe in the role of professional associations 436 Most
in developing the auditing profession? : agreed with
4- Do you believe in the necessity of activating the pro- Third
fessional associations' role to be the main supervisory 418
authority controlling the application of professional ' most
requirements? agreed with
10- The standardization of dealing with the professional Second
associations as a main authority regulating auditing of- 430 most
fices and auditors will increase the efficiency and per- ' aoreed with
formance of the auditing practicing. &
Second Part: The effect of the professional organiza- | Agreement
tions practicing auditing on the auditing environment Score Comment
1- The mutual understanding between the customers and Second
the professional organizations on the provided ser- 4.60
vices helps improving the performance of auditing ' most
general environment. agreed with
5- Keeping the auditors up to date with the changes of
the professional requirements, (accounting standards, 4.69 Most
independency, objectivity, policies and procedures), ' agreed with
helps activate the auditing general environment.
8- Do you think the professional organizations working Third
in the auditing field are some of the factors influencing 4.38 most
o . . (') .
the auditing general environment? agreed with
Third part: The effect of the governmental authorities | Agreement
o : Comment
and laws on the auditing general environment Score
(B) Questions on the law regulating the practice of au-| Agreement
diting profession: Score Comment
6- The inclusion of the conditions and rules of the audi- Second
tors’ continuing learning in the auditing practice law 4.35 most

will positively affect the audit practicing environment.

agreed with
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7- The inclusion of the condition of passing a test after
completing the professional program as a requirement

for obtaining the license in the auditing practice law 4.37 Most _
will positively affect the audit practicing environment. agreed with

8- The inclusion of the condition of having a relative pre- Third
vious experience for obtaining the license in the audit- 433
ing practice law will positively affect the audit prac- ' most
ticing environment. agreed with

(c) Questions related to the laws regulating the compa-

nies' operations:

1- The inclusion of a condition that guaranties the audi-
tor's independency in the laws regulating the compa- 453 Most
nies' operations will positively affect the audit practic- ' agreed with
ing environment.

4- The amendment of the laws regulating the companies' op-
erations to include a condition obliging the companies to 499 Third most
apply the international accounting standards will posi- ' agreed with
tively affect the audit practicing environment.

5- The amendment of the laws regulating the companies' Second
operations to include a Code of ethics will positively 4.34 most
affect the audit practicing environment. agreed with

Forth Part: The effect of the auditors' qualification on | Agreement N

; :r ; omment
the audit practicing environment. Score

1- Do you think that the application of continuing voca-

. : : S ; Second
tional education will be more effective if carried out 417 most
through obligatory instructions from the profes- ' :

) . : g : agreed with
sional associations regulating the auditing profession?

2- Do you think that the professionalism of the auditor is one 435 Most
of the factors affecting the audit practicing environment? ' agreed with

5- The commitment to Code of Ethics plays a more effec- 3.96| Third most
tive role in improving the audit practicing environ- agreed with|
ment, than the laws regulating profession practice and|
companies operations.

Fifth Part: The effect of the interested parties on the au-| Agreement Comment

dit practicing environment. Score

5- The beneficiaries' continuing interest in following up 4.40 Most agreed
the auditing procedures provided by the professional with
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authorities and the verification of these authorities' rec-
ommendations will help improving the audit practicing

environment.
6- The management philosophy and operating way mayj 4.22 Second most
affect the audit practicing environment. agreed with
7- Obliging the commercial organizations by the govern- 4.21 Third most
mental supervisory authorities to apply the code of eth- agreed with

ics through the business ethics laws and the auditing
committees' duties strongly affects the audit practicing
environment.

7.3 Hypotheses and Analyses

7.3.1 First Hypothesis
Updating of practicing law will partially participate in developing audit envi-

ronment.

In relation to laws and regulations, "The laws regulating audit practicing and
auditors' role" (ranking score of 1.39). With overall ranking as the second variable

that affect the professions auditing environment.

Also, "The limited role of the authorities regulating accounting and auditing prac-
ticing" was positively correlated with "The outdated Profession Practicing Law", and
"The auditor's limited responsibility towards the beneficiaries" (Pearson correlation is

0.195, 0.239 respectively).

Considering "The effect of the governmental authorities and laws on the audit
practicing environment general questions", factors were ranked descending according to

the following agreement scores:
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The Effect of the Governmental Authorities and Laws on the Audit Agree-

ment Scores
Appendix (12)

Question

Agreement Score

1-The mutual cooperation between the governmental authorities
and professional associations in organizing the auditing pro-
fession will help improve the performance of the auditing en-
vironment.

4.17

2-Do you think the role of the governmental authorities, laws,
financial and professional regulations are one of the factors af-
fecting the audit practicing environment.

4.10

3-Do you think that the non-governmental authorities related to
the auditing profession must have a role in formulating the
laws affecting the auditing profession environment (compa-
nies' laws, commercial laws, stock market laws, and auditing
practicing laws) which helps increase the efficiency of the laws
and improves the audit practicing environment.

4.05

4-Do you think that the amendment of the laws regulating the
companies' operations through clearer definition of the Board
role and practicing morals will positively affect the audit prac-
ticing environment.

4.04

5-Do you think the selection; appointment and termination of the
services of auditor by the General Assembly through the com-
pany's internal auditing committee will help increase the effi-
ciency of the auditing profession environment through the au-
ditor's independency.

3.99

6-The role of setting the accounting standards and the supervision
of the professional offices should be carried out through the
governmental authorities related to auditing.

3.13

7-Do you think that the amendment of the professional laws and
regulations has less effect on the audit practicing environment,
than the professional associations' role.

2.59

Also, KMO (Kaiser-Mayer-Oklin) and PCA (Principle Component Analysis)

tests of practicing general environment variables indicate that law regulating audit

practicing has a negative value of (-0.721), which confirms the uncorrelated rela-

tionship between applied law and audit practicing environment. This result, as well,
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supports our first hypothesis regarding the limited role of laws in enhancing the ef-
ficiency of audit practicing environment. Accordingly the main existing problems is
"The Profession Practicing Law and its outdated regulating rules", which lead to
"The limited role of the authorities regulating accounting and audit practicing ",
"Easiness of obtaining the practicing license", and in general increasing “The

inconveniency of auditing environment". These results support our first hypothesis.

7.3.2 Second Hypothesis

Increasing of the efficiency of audit practicing environment requires structure
of all environment fundamental factors in the same time but not with the same degree
of importance.

In relation to the laws and procedures; as we discussed in the first hypothesis;
"The laws regulating the auditing process and the auditor's role" (ranking score of
1.39), had more effect on the auditing environment than "The efficiency of the profes-
sional audit firms procedures", (ranking score of 1.61), where 1 means first ranked
and 2 means second ranked. The lower the score the more close the attribute to the first
level.

In relation to the practice regulating organizations, "The supervisory govern-
mental organizations controlling auditing quality", (ranking score of 1.75), has effect
on the audit practicing environment more than "Non-governmental professional or-
ganizations that regulating the audit practicing", (ranking score of 1.77); also more
than "Non-governmental international organizations that regulating the audit general
environment", (ranking score of 2.48); where 1 means first ranked, 2 means second
ranked and 3 means third ranked. The lower the score the more close the attribute
to the first level.

In relation to auditing standards, "International auditing standards", (ranking
score of 1.33), has effect on the audit practicing environment more than "International
financial reports standards", (ranking score of 1.66), where 1 means first ranked and 2
means second ranked. The lower the score the more close the attribute to the first level.

Accordingly the first ranked variable that significantly affect the professions
auditing environment is the application International auditing standards", (ranking
score of 1.33), followed by "The laws regulating the auditing process and the auditor's
role", (ranking score of 1.39).

This result is far away varied from the applied practicing model in developed
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countries, such as United States of America, and United Kingdom, where non-gov-
ernmental organizations, such as American Institute of Certified Public Accountants
(AICPA), and The Institute of Chartered Accountants in England and Wales
(ICAEW) are manipulating the practicing environment, controlling any related pro-
cesses, developing practicing professional plans, and any required practicing law
amendments.

7.3.3 Third Hypothesis

Increasing of audit practicing firms’ quality control procedures will increase
the efficiency of audit practicing environment rapidly than other fundamental fac-
tors. Considering "The effect of the professional organizations practicing auditing
on the auditing environment", factors were ranked descending according to agree-
ment scores:

The Effect of the Professional Organizations Practicing Auditing on the Au-
diting Environment Agreement Scores

Appendix (13)
Question Agreement
Score
1-Keeping the auditors up to date with the changes of the professional
requirements (accounting standards, independency, objectivity, 4.69

policies and procedures) helps activate the auditing general envi-
ronment.

2-The mutual understanding between the customers and the profes-
sional organizations on the provided services helps improv- 4.60
ing the performance of auditing general environment.

3-Do you think the professional organizations working in the audit-
ing field are one of the factors influencing the auditing general en- 4.38
vironment.

4-The organizations' use of an effective mechanism to face the failure
in the application of quality procedures and policies helps improve 4.25
the auditing general environment.

5-The planning for the control arrangements of applying the profes-
sional quality in a way that meets the organizational requirements
and technical standards helps improving the performance of audit-
ing general environment.

4.23

6-The availability of internal rules at the professional organizations
guarantying the regular change of auditors helps improve the audit 4.09
practicing environment.
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7-The availability of a system for evaluating the efficiency and qual-
ity of the relation with the customer has a limited effect on the 2.72
auditing general environment.

8-The auditor's awareness of the customer's work field and activities

has a limited effect on the audit practicing environment. 2.1

Considering "The effect of the auditors' qualifications on the audit practicing

environment.” factors were ranked descending according to agreement scores:

The Effect of the Auditors' Qualifications on the Audit Practicing Environ-
ment Agreement Scores

Appendix (14)
Question Agreement Score
1-Do you think that the professionalism of the auditor is one of 4.35

the factors affecting the audit-practicing environment.

2-Do you think that the application of continuing vocational ed- 4.17
ucation will be more effective if carried out through obliga-
tory instructions from the professional associations regulat-
ing the auditing profession?

3-The commitment to Code of Ethics plays a more effective role 3.96
in improving the audit practicing environment, than the laws
regulating profession practice and companies operations.

4-Determining the auditor's annual duties should be based on 3.95
the vocational training previously received.

5-Assigning the professional associations to supervise the audi- 3.89
tor's commitment to the continuing education requirements
will have more effect on the audit practicing environment,
rather than assigning the governmental authorities to this job.

The efficiency and quality of the professional audit firms procedures has ranked
as the third variable that affect audit practicing environment, (ranking score of 1.61);
where 1 means first ranked and 2 means second ranked. The lower the score the more

close the attribute to the first level.

Accordingly, the main existing problems are, the inefficient control over the

practicing quality of audit firms, their staff qualifications, experiences, and the
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types of services provided to the clients. Statistical analysis resulted in a limited
support to this hypothesis. However increasing practicing firms’ quality will help in
improving audit environment, but its magnitude is neither that strong, nor quicker
than other variables. Statistical analyses confirm the necessity of developing audi-
tors’ competency. Implementation of both International Auditing standards and up-
dated practicing law may have a higher ranking weight, and stronger magnitude in
improving the audit practicing environment. Accordingly they may support the tar-
geted improvements more quickly. We may conclude that our statistical analysis

does not fully support the third hypothesis.

7.3.4 Fourth Hypothesis

International environment fundamental factors will have a positive effect in
practicing environment reform.

Considering of, “The effect of international professional associations on the
audit practicing environment”, the factors were ranked descending according to the fol-
lowing agreement scores.

The Effect of International Professional Associations on the Audit Practicing
Environment Agreement Scores

Appendix (15)

Question Agreement Score

1-The international auditing standards play a key role affecting the au-
diting procedures and the professional services provided in the 4.39
local environment regulating the auditing practicing.

2-The coordination between the international professional organ-
izations and their local counterparts increases the efficiency of 4.39
the local organizations.

3-The commitment to the international auditing standards positively

) : .. . 4.37

affects the local environment regulating the auditing practicing.

4-The commitment to the performance standards issued by the inter- 4.20
national professional organizations on the local level increases the
beneficiaries' confidence in the audit practicing environment.

5-Do you think the local laws and regulations should consider the re- 4.16
quirements of the international professional organizations?

6-Do you think the international professional organizations (IFAC, 3.86
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IPAC, and OSCO) have a major effect on the local environment
regulating the auditing practicing?

7-Do you think there is a harmony between the objectives of the inter- 3.65
national professional organizations and their local counterparts.

In relation to "Defects in some of the applied auditing standards", it was pos-
itively correlated with "The lack of auditing standards", (Pearson correlation of
0.358). .

Also, "International auditing standards", (ranking score of 1.33), have effect on
the auditing environment more than "International financial reports standards", (rank-
ing score of 1.66), where 1 means first ranked and 2 means second ranked. The lower

the score the more close the attribute to the first level.

The least important variable, (ranking score of 2.48) in relation to the effect
on the practicing audit environment is Non-governmental international organiza-
tions that regulating the audit practicing general environment, such as IOSCO, and
IAS that related to an international organization (IFAC), however IASs' are ranked
as the first variable that effect local practicing audit environment. This contradiction
may be related to the sample respondents' believes of auditing standards importance;
however they may not able to actually recognize the current real role of IFAC in

their local practicing environment.

Accordingly, International auditing standards are indirectly, but significantly, af-
fecting the local professional audit practicing environment, which is partially supporting

our fourth hypothesis.

7.3.5 Fifth Hypothesis
The primary factors that expected to have the most important effect in prac-
ticing environment reform will be the governmental regulatory bodies and non-gov-

ernmental associations.

Considering of, "The effect of the non-governmental organizations, and laws

on the auditing general environment." Questions related to the "law that regulating
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the auditing practice ", were ranked descending according to the following agree-

ment scores:

The Effect of the Non-governmental Organizations, and Laws on the Auditing

General Environment
Appendix (16)

Question

Agreement Score

1-The inclusion of the condition of passing a test after completing
the professional program as a requirement for obtaining the li-
cense in the auditing practice law will positively affect the audit
practicing environment.

4.37

2-The inclusion of the conditions and rules of the auditors' contin-
uing learning in the auditing practice law will positively affect
the audit practicing environment.

4.35

3-The inclusion of the condition of having a relative previous ex-
perience for obtaining the license in the auditing practice law will
positively affect the audit practicing environment.

4.33

4-The inclusion of Code of ethics in the auditing practice law will
positively affect the audit practicing environment.

4.31

5-The amendment of the profession laws to include the necessity of
applying the international auditing standards will positively af-
fect the audit practicing environment.

4.25

6-The inclusion of a mechanism to regulate the relations between
the governmental and non-governmental authorities ruling this
profession and the auditing offices and auditors in the auditing
practice law will positively affect the audit practicing environ-
ment.

4.21

7-The inclusion of the auditor's rights and duties as per the interna-
tional standards in the auditing practice law will positively affect
the audit practicing environment.

4.16

8-The inclusion of the authorities authorized to deal with interna-
tional professional auditing and accounting associations in the
auditing practice law will positively affect the audit practicing
environment.

4.04

9-The modification of all types of services provided by auditing of-
fices in the auditing practice law will positively affect the audit
practicing environment.

3.71

10-The inclusion of restrictions on the financial relation between
the auditor and the customer in the auditing practice law will pos-
itively affect the audit practicing environment.

3.55
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11-The inclusion of rules determining the auditor's fees in the au-
diting practice law will positively affect the audit practicing en- 3.38
vironment.

Considering "The effect of the governmental authorities and laws on the
auditing general environment" Questions related to the laws regulating the compa-
nies' operations were ranked descending according to the following agreement
scores:

The Effect of the Governmental Authorities and Laws on the Auditing Gen-
eral Environment Agreement Scores

Appendix (17)

Question Agreement Score

1-The inclusion of a condition that guaranties the auditor's in-
dependency in the laws regulating the companies' opera- 4.53
tions will positively affect the audit practicing environ-
ment.

2-The amendment of the laws regulating the companies' op-
erations to include a Code of ethics will positively affect 4.34
the audit practicing environment.

3-The amendment of the laws regulating the companies' op-
erations to include a condition obliging the companies to 4.29
apply the international accounting standards will posi-
tively affect the audit practicing environment.

4-The inclusion of a condition that obliges the auditor to de-
clare the amounts obtained from the customer for services
provided other than the auditing in the laws regulating the 3.81
companies' operations will positively affect the audit prac-
ticing environment.

5-The inclusion of a mechanism that obliges the companies
to change the auditor after a determined term (5 years for 3 68
example) in the laws regulating the companies' operations
will positively affect the audit practicing environment.

Considering of, "The effect of non-governmental professional associations
on the audit practicing environment", factors were ranked descending according to
agreement scores:
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The Effect of Non-governmental Professional Associations on the Audit Prac-

ticing Environment Agreement Scores
Appendix (18)

Question

Agreement Score

1-Do you believe in the role of professional associations in develop-
ing the auditing profession.

4.36

2-The standardization of dealing with the professional associations as
a main authority regulating auditing offices and auditors will in-
crease the efficiency and performance of the auditing practicing.

4.30

3-Do you believe in the necessity of activating the professional asso-
ciations' role to be the main supervisory authority controlling the
application of professional requirements.

4.18

4-The effect of non-governmental professional associations is one of
the factors influencing the auditing environment.

4.17

5-Dealing with the international professional authorities "[AS Board,
IFAC" should be carried out through the professional associations
not the governmental organizations related to auditing.

4.15

6-The membership of professional associations must be a require-
ment for obtaining the practicing license.

4.14

7-Does the Profession Practicing Law need to be ruled by the powers
and responsibilities of the professional associations.

4.03

8-Thedependency of the professional associations to the governmen-
tal legislative authority increases the efficiency of its role affecting
the auditing environment.

3.74

9-The professional associations have more effective role on the au-
diting process than the government authorities regulating the com-
panies' operations.

3.52

10-Do you think that the supervision of the role and performance of
professional associations must be carried out by a governmental
authority.

3.20

Also, regarding The supervisory governmental organizations controlling audit

quality, (ranking score of 1.75), it had more effect on the audit environment than

"Non-governmental professional organizations regulating the auditing practicing",

(ranking score of 1.77), however both of them were ranked less important in their

effect on local audit practicing environment than other variables, such as governing

laws and auditing standards. Accordingly, statistical analysis result was not support-

ing our fifth hypothesis.
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The following table summarize the five hypotheses analysis results:

Hypotheses Analysis Summary Results

Table 5

Hypothesis De-
scription

Empirical Results Summary

First
pothesis

Hy-

Updating of
practicing law
will partially
participate in de-
veloping  audit
environment.

Empirical results support the first hypothesis
due to the followings :

-Based on the agreement score analysis updating
practicing law ranked as the second in im-
portance comparing to the importance of devel-
oping the mutual cooperation between the gov-
ernmental authorities and professional associa-
tions.

-However, practicing law is considered as one of
most important factors in the practicing environ-
ment, it also came in the second level, as "The
laws regulating the auditing process and the au-
ditor's role" has a high ranking score of 1.39. It
was less in environmental importance than "In-
ternational auditing standards" that has the high-
est environmental ranking score of 1.33.

- Weak (0.301) positive coefficient correlation
between practicing laws and both auditors’ re-
sponsibilities and all other environment varia-
bles.

- The correlation between audit clients, and
practicing laws that regulate audit was weak
(0.251)

-The negative relation between both outdated
Practicing Law and the government supervision
and controlling organizations, which regulate
audit practicing, the coefficient correlation re-
sults were (-0.653).

- Non-governmental local professional organi-
zations, regulating audit practicing, have a posi-
tive coefficient correlation with outdated Prac-
ticing Law (0.492).

- KMO and principle component analysis of
general environment variables shows a high
score of profession outdated law and rules with
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score (.720), and the associated lack of auditing
standards (.604). While the laws regulating the
auditing has a negative value of -.721, which in-
dicate that it is uncorrelated to the general prac-
ticing environment. Accordingly it supports our
hypothesis that law partially affect on practicing
environment reform.

Second Hy-
pothesis

Increasing of the
efficiency of au-
dit practicing en-
vironment  re-
quires structure
of all environ-
ment fundamen-
tal factors in the
same time but

not with the
same degree of
importance.

Empirical results support the second hypothesis
due to the followings :
- The importance of each environmental factors
were indexed as follow :

e International auditing standards, (ranking

score of 1.33).

e The laws regulating the auditing process
and the auditor's role, (ranking score of
1.39).

o The efficiency of the professional audit
firms procedures, (ranking score of 1.61).

e International financial reports standards,
(ranking score of 1.66).

e The supervisory governmental organiza-
tions controlling auditing quality, (rank-
ing score of 1.75).

e Non-governmental professional organiza-
tions that regulating the audit practicing,
(ranking score of 1.77).

o Non-governmental international organi-
zations that regulating the audit general
environment, (ranking score of 2.48).

- KMO and principle component analysis of
general environment variables shows an im-
portance ranking of environment components as
follows:

e non-governmental international organiza-
tions regulating the auditing profession
(.844)

e non- governmental professional organiza-
tions regulating the auditing work (.805)
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« international financial reporting standards
(.804)

e The supervisory governmental organiza-
tions controlling auditing works (.731).

o International Auditing Standards (.581)

o Efficiency of professional organization
(.510)

e -The laws regulating the auditing process
and the auditor's law (-.721)

Third Hy-
pothesis

Increasing of au-
dit  practicing
firms>  quality
control  proce-
dures will in-
crease the effi-
ciency of audit
practicing envi-
ronment rapidly
than other funda-
mental factors.

Empirical results do not support the third hy-
pothesis due to the followings :

- The efficiency and quality of the professional
audit firms' procedures has ranked as the third
variable that affect audit practicing environ-
ment, (ranking score of 1.61). Statistical anal-
yses confirm the necessity of developing audi-
tors’ competency. Therefore, implementation of
both International Auditing Standards and up-
dated of practicing law may have a higher rank-
ing weight, and stronger magnitude in improv-
ing the audit practicing environment.

- The Pearson correlation result was positive
(.158).

-The Pearson correlation of developing the cli-
ents' audit firms services' procedure presents a
positive relation that could enhance practicing
environment (.138)

- The Pearson correlation of staff periodical up-
date for any new practicing standards' changes
was positively correlated to enhancing the pro-
fessional organization practicing environment
(.209)

- The Pearson correlation analysis was positive
for “the professionalism of the auditor; as one of
the factors that affect audit practicing environ-
ment” (0.232)

- There is a weak positive coefficient correlation
of (0.492) between the efficiency of audit firms’
followed procedures, and non-governmental
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professional organizations that regulate audit
practicing;

- KMO and PCA of general environment varia-
bles show a high score of both inconvenience of
Egyptian auditing environment (ranking .706),
and the auditors' limited responsibility towards
the beneficiary (ranking .740).

Fourth Hy-
pothesis

International en-
vironment  fun-
damental factors
will have a posi-
tive effect 1n
practicing envi-
ronment reform.

Empirical results partially support the fourth hy-
pothesis due to the followings :

-"International auditing standards" with ranking
score of (1.33), has effect on the auditing envi-
ronment more than "International financial re-
ports standards", (ranking score of 1.66). While
Non-governmental international organizations
that regulating the audit practicing general envi-
ronment have the least affect on practicing envi-
ronment, (ranking score of 2.48).

-Both International Auditing Standards and In-
ternational Financial Reporting Standards have
a strong positive coefficient correlation with the
lack of local auditing standards, and the outdated
Practicing Law. The results were (0.465, and
0.419), respectively.

- There was a strong positive coefficient corre-
lation between International Auditing Stand-
ards, International Financial Reporting Stand-
ards, and non-governmental international organ-
izations, that regulate audit practicing, with a
correlation factor of (0.578, and 0592)

- The coefficient correlation of (.0565)between
non-governmental professional organizations
that regulate local practicing, and non-govern-
mental international organizations

- The KMO and PCA of practicing environment
variables shows that both non-governmental in-
ternational organizations regulating the auditing
profession, and International Financial Report-
ing Standards have a high importance in reform-
ing audit practicing environment with factoring
score of (.844 & .804) respectively.
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Fifth
pothesis

Hy-

The primary fac-
tors that ex-
pected to have
the most im-
portant effect in
practicing envi-
ronment reform
will be the gov-
ernmental regu-
latory bodies and
non-governmen-
tal associations.

The importance index may be different based on
the country level of development and culture.
For example developed country, such as US, UK
and Canada, have non-governmental practicing
regulators that manipulating the practicing envi-
ronment more than any other environmental fac-
tor. This was supported by the KMO and PCA
of general environment variables that show a
high score for non-governmental international
organizations regulating the auditing profession
(score .844), and both of non- governmental pro-
fessional organizations regulating the auditing
work (score .805) and the supervisory govern-
mental organizations controlling auditing works
(score .731).

Even though, Empirical results of Egyptian local
practicing environment do not support the fifth
hypothesis due to the followings :

-Both governmental regulatory bodies and non-
governmental associations were locally ranked
less important in their effect on local audit prac-
ticing environment than other variables, (rank-
ing score of 1.75, and 1.77) respectively.
-Correlation analysis presented a weak relation-
ship between the efficiency of audit firms' inter-
nal practicing procedures and both of local non-
governmental and governmental organizations,
those responsible of regulating the audit practic-
ing. The correlation factors were (0.312, and
0.042) respectively

- Correlation between staff of audit practicing
firms, and both of local non-governmental, and
governmental organizations that regulate prac-
ticing was weak, (0.337, and 0.060) respectively
- The correlations between audit clients and both
of local non-governmental and governmental or-
ganizations, which regulating practicing, were
positively weak, (0.435, and 0.294) respectively
- Non-governmental international organizations
that organize audit practicing have a positive re-
gression factor of (0.469), which is higher than
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the positive (0.387) regression factor of local
non-governmental professional organizations.
This 1s due to weakness and the ineffective role
of local non-governmental organizations.

- The government supervision and controlling
organizations, which regulate audit practicing,
have a positive regression of (0.539). However,
their coefficient correlation indicates a negative
relation with both outdated Practicing Law and
lack of auditing standards. Also, it indicates a
positive relation with the easiness of obtaining
practicing license. The coefficient correlation
results were (-0.653, -0.447, and 0.553), respec-
tively.

7.4 Empirical Analysis Discussion and Results Conclusion

Researchers in accounting literatures have tried to study individually each
of the previous analyzed five constructs (variables). Many researchers studied the
process of auditors' ethical decision while others studied the effect of laws and reg-
ulations on audit practicing, but none of them have measured the correlations, and

the effect of those overall variables on the overall audit environment.

In this research we tried to present an empirical examination of the validity and
correlation between suggested five key constructs (variables) of the general audit prac-
ticing environment, and their relationship with our suggested hypotheses. The underly-
ing assumption beyond our argument was mainly that there are some main constructs
(variables) that should be seen from the point of their interrelation, and the overall
general audit practicing environment. This concept can be considered as a government
public management policy that improves the overall performance of both audit practic-
ing and local economy. However, we believe that the correlation and the magnitude of
each construct (variable) will be different from one country to the other based
on its local fundamentals, such as community culture, structure, and economy sophisti-
cation. Accordingly, we suggest that future researches can study the comparison be-

tween these constructs between different countries.

Our current study is an explanatory one. However, we tried to present it in
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a comprehensive approach. It is important to mention that the study has some limi-
tations. Most of the studies related to the same subject, particularly in audit regula-
tion filed, were mainly focus on audit technical issues. There are a limited number
of audit studies that tried to investigate audit environmental variables, or measure
their expected effect on the general audit practicing environment. We tried to
structure the bases for building a model that can be used by future researchers to
construct an initial theory that measure the relationship between audit practicing
environmental variables, and their effect on audit services development; accordingly
we also recommend that future studies in the same field may focus on developing

an integrated theory in the field of practicing environment development.

7.4.1 Empirical Analysis

The contingency organizational theory suggests that any organization is con-
sist of number of systems that supported by subsystems and directed by specific
boundaries from its surrounding environmental subsystems. The theory analysis
helped in understanding the interrelationships between the subsystems, the organi-
zation environmental patterns, and other related variable. The theory argued that or-
ganization environmental structure is the major source for organization manage-
ment. Accordingly organizations always trying to interpret their surrounding envi-
ronment, in order to maximize their advantages, and use the out puts knowledge to
reshape their operations (Richardson, 2009). Based on the environmental theories
we tried to study the environment phenomena and its effect on audit practicing. We
proposed a conceptualization of practicing environment that consists of both internal
and external environment dimensions as presented in Figure (3). The environmental
proposed dimensions are treated as exogenous constructs (independent variables)
that affect the audit practicing system; the relationships among the components of
those dimensions are not specifically hypothesized. The characteristics of local en-
vironmental and weakness points are treated as endogenous constructs (dependent

variables). The conceptual model framework is a causal modeling.
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7.4.1.1  Professional Organizations Internal Environment (correlation and Re-
gression Analysis)

The following Appendix presents a summary of Professional Organizations
internal environment correlation and regression analysis:
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We have classified the main internal environmental variables that may affect

the audit firms into three:
1% Practicing internal procedures;
2" Practicing recourses (auditors' qualification); and
34 Stakeholders / audit firms clients.

SPSS software was used in analyzing both of correlation and regression anal-
ysis for these variables that related to local audit practicing firms. Following is a

summary of analysis main results:
1% Practicing internal procedures

e Analysis results confirmed that local audit firms are not implementing any pro-
cedures to agree with their clients about the expected services. This weakness
is affecting negatively the audit firms practicing with a Pearson correlation
(.165). However, the Pearson correlation of this procedure presents a positive
relation that could enhance practicing environment (.138), which propose that
local audit firms are neither focusing on the types of services they provide to
their clients, nor following the pre-engagement evaluation procedures that are

required by international auditing standards.

e Regarding audit firms implemented internal quality procedures and their effect
on the practicing environment, the Pearson correlation result was positive
(.158). However, the result was (.176) in relation to actual implementation of
these procedures by local practicing audit firms, which lead us to conclude that

most of local audit firms do not follow any internal quality procedures

e Regarding following of internal procedures for developing audit staff
knowledge and skills, the Pearson correlation was (.218), which confirms the
none following of these procedures. The Pearson correlation result was posi-
tively weak (.040) in relation to the effect of these procedures on enhancing
practicing environment. On the other edge, the periodical update of staff for

any new practicing standards' changes was positively correlated to enhancing
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the professional organization practicing environment with Pearson correlation
(.209)

2" Practicing recourses (auditors' qualifications)

e The Pearson correlation analyses shows a positive relationship between audi-
tors following of both code of conducts, auditing standards requirements to
monitor continuous education, and enhancing audit firms internal practicing

environment (0.120, and 0.166), respectively.

On the other hand, the Pearson correlation analysis was positive for “the pro-
fessionalism of the auditor; as one of the factors that affect audit practicing environ-
ment” (0.232), which confirms the importance of developing staff professionalism,

and their strong relation to enhance practicing environment.
3" Stakeholders / audit firms clients

e Pearson correlation results related to clients' internal control procedures was
negative (-0.177), which indicates a weak relationship between clients imple-
mentation of code of ethics and internal control procedures, and enhancing of

audit practicing environment.

¢ In relation to increasing of clients’ understanding of their social responsibili-
ties, and enhancing of audit practicing environment, the Pearson correlation

was positive (0 .222).

Internal Environment Correlation Analysis

We tried to analyze the relationship between both of audit firms internal en-
vironment variables, and audit practicing environmental variables through measur-
ing the correlation between both of these variables, the analysis results are summa-

rized as follows:

e 1% Practicing Internal Procedures

Correlation analysis presented a weak relationship between the efficiency of
audit firms internal practicing procedures and both of local non-governmental, and

governmental organizations, those responsible of regulating the audit practicing. The
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correlation factors were (0.312, and 0.042) respectively, which indicates the limited
role that those organizations play for regulating, monitoring, and control local audit
practicing firms. Those organizations' role is critique, and needs to be more active
to comply with international auditing standards requirements, mainly, if we consid-
ered the key role of audit practicing firms and professional organization in both of

economy and society.
e 2" Practicing recourses (auditors' qualifications)

Correlation between staff of audit practicing firms, and both of local non-
governmental, and governmental organizations that regulate practicing was weak,
(0.337, and 0.060) respectively, which indicates that both of local non-governmental
and governmental organizations have no effect on enhancing audit practicing pro-

fessions or the practitioners.

e 374 Stakeholders / audit firms' clients

The correlations between audit clients and both of local non-governmental
and governmental organizations, which regulating practicing, were positively weak,
(0.435, and 0.294) respectively. Also the correlation between clients, and practicing
laws that regulate audit was weak (0.251). These weak correlations' results con-
firmed that internal local practicing environment is Stale / Dormant and need major

reforms in order to increase its operating organizations effectiveness.

7.4.1.2  External General Environment Correlation and Regression Analysis
The following Appendix presents a summary of external practicing environ-

ment correlation, and regression analysis:
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Summary of External Practicing Environment Correlation, and Regression

Analysis
Appendix (20)
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We have empirically analyzed the regression analysis for both current weak-
ness elements in the Egyptian practicing environment, and their effect on the audit-
practicing environment. The results proposed the major environmental variables that
have a strong impact on those weakness elements. The following is a summary dis-

cussion of these variables:

A. The government supervision and controlling organizations, which regulate au-
dit practicing, have a positive regression of (0.539). However, their coefficient
correlation indicates a negative relation with both outdated Practicing Law and
lack of auditing standards. Also, it indicates a positive relation with the easiness
of obtaining practicing license. The coefficient correlation results were (-0.653,
-0.447, and 0.553), respectively. This confirms the necessity of increasing the
role that government professional organizations play in developing the local
practicing environment, which can be achieved through using the government
regulatory authorities in order to reorganize the weight of local environmental
variables.

B. Non-governmental international organizations that organize audit practicing
have a positive regression factor of (0.469), which is higher than the positive
(0.387) regression factor of local non-governmental professional organizations.
This result represents a deviation from the actual practicing model in developed
countries, as local non-governmental professional organizations always play
the key role in profession regulating. Accordingly, we assume that the current
statistical analysis results are due to weakness and the ineffective role of local
non-governmental organizations.

C. Non-governmental local professional organizations, regulating audit practic-
ing, have a positive coefficient correlation with both outdated Practicing Law
and audit firms’ practicing procedures (0.492, and 0.354). This indicates the
need to have a stronger role of non-governmental local professional organiza-
tions to support practicing environment reform procedures.

D. Both International auditing standards and International financial reporting
standards have a strong positive coefficient correlation with the lack of local
auditing standards, and the outdated Practicing Law. The results were (0.465,
and 0.419), respectively, which confirms the important role that both auditing
and accounting reporting standards can play a part in developing the practicing
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local environment. The results also indicate the necessity of considering those
standards as an integrated part of any practicing law reforming procedure.

7.4.1.3 KMO (Kaiser-Mayer-Oklin) and PCA (Principle Component Analysis)
Test

We used the SPSS to prepare KMO (Kaiser-Mayer-Oklin) and PCA (Princi-
ple Component Analysis) for the two general type tested questions about the ex-
pected weighted average and importance of the practicing environmental main three
factors (laws, practicing related organizations, and practicing related standards), as
well as, the currently expected deficiencies in the Egyptian practicing environment.
These analysis are used to support the other used statistical techniques during the
data empirical study.

However, the tested sampling size is not that big, only 105 sample units tested,
the factoring analysis technique is still visible due to the tested variables linear cor-
relation. The KMO value is more than 0.6. Also, the Bartlett test significant value is
less than .05, which indicates that factor analysis is appropriate for the tested data.
The tested data plot shape is systematic and taking a horizontal trend as presented in
Figure 10.

As per appendix 21 the Eigen values >1, which resulted in generate five main
components that represents 66% of cumulative variances. In order to increase the
confidence degree in the generated components we used different software, Monte
Carlo PCA, in order to computes a random parallel analysis criteria for SPSS gener-
ated Eigen values. Based on this test we decided to discuss the components that have
SPSS generated Eigen values more than those randomly generate by Monte Carlo
PCA. Accordingly, we discussed only the first three components. Appendix 22 pre-
sents the comparison between SPSS and Monte Carlo PCA Eigen values.

Also the component correlation matrix (appendix 23) shows a low degree of
correlation between the different factors results, therefore the factors rotation test
was not necessary.
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Figure 10: Scree Plot

Scree Plot
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Appendix 21
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§ Initial Eigen values Extraction Sums of Square Loadings | § B E
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= 550
S
o Total % of Variance | Cumulative % Total % of Variance | Cumulative % Total
3.588 | 25.628 25.628 3.588 25.628 25.628 3.522
2.004 | 14.312 39.940 2.004 14.312 39.940 1.901
1.387 | 9.908 49.848 1.387 9.908 49.848 1.524
1.179 | 8.421 58.269 1.179 8.421 58.269 1.306
1.124 | 8.029 66.297 1.124 8.029 66.297 1.309
938 | 6.701 72.998
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Monte Carlo PCA, Random Parallel Analysis

Appendix 22
Component Number SPSS Eigen values Monte Carlo PCA random
Eigen values
1 3.588 1.6969
2 2.004 1.5025
3 1.387 1.3650
4 1.179 1.2516
5 1.124 1.1768
Component Correlation Matrix
Appendix 23
Component 1 2 3 4 5
1 1.000 | .049 122 -.087 -.023
2 .049 1.000 | -.005 -.065 152
3 122 -.005 1.000 070 .008
4 -.087 | -.065 .070 1.000 .033
5 -.023 152 .008 .033 1.000

Extraction Method: Principal Component Analysis.

Rotation Method: Oblimin with Kaiser Normalization.

7.4.1.4 KMO and PCA Results Discussion

Both of pattern matrixes, appendix 24, and structure matrix appendix 25 give

the same variables loading values with insignificant differences. In the following

part we will discuss the factoring analysis result based on the pattern matrix values:
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First Component

The first component includes the different types of practicing organizations
that monitoring and control the audit profession. The highest loading value is asso-
ciated with non-governmental international organizations that influencing the audit
practicing with a weighted score of 0.844. While the second loading highest value,
with weighted score of 0.805 is in favor of the local supervisory non-governmental
organization that monitoring and control the audit profession. International reporting
standards have the third ranking within the first factor with weighted loading score
of 0.804. While the lowest loading ranking is associated with the local governmental
organizations that regulating audit practicing with a score of 0.731.

The component structure reflects the importance of governing audit practicing
organizations in shaping of an idle professional environment. In contrary, the Egyp-
tian local practicing environment is ranking these governing organizations in a lower
environmental value due to the inconvenience of the local environment. Both of the
Egyptian governmental regulatory bodies and non-governmental organizations are
ranked as lower variables that may help in enhancing the efficiency of practicing
audit environment, ranking score is 1, 75 and 1.77 respectively. Also, the non-gov-
ernmental international organizations that influencing the audit practicing are clas-
sified as the lowest environmental variable in Egyptian practicing environment with
a ranking score of (2.48).

Second Component

The second component presents the loading of the Egyptian audit practicing
environmental deficiencies and its associated inconvenience of audit environment
that has the highest component loading score of 0.706, as well as, the auditor's lim-
ited responsibilities towards the audit services beneficiaries that ranked as the lowest
loading score with 0.604.

Third component

Third component presents the loading of the Egyptian audit practicing regu-
lating deficiencies, such as outdated practicing law and regulations that has the high-
est component loading score of 0.720. While the lack of associated audit standards
has the lowest loading score (0.604).
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Pattern Matrix

Appendix 24
Component

1 2 3 4 5
ql0 b3 .844
ql0 bl .805
ql0 c2 .804
ql0 b2 731
ql0 cl 536
ql0 al 510 .396 -.372
q9_4 740
q9_6 706
q9 3 720 -.361
q9 1 -.503 .604
q9 7 -.334 301 508
qQ9 5 311 776
ql0_a2 =721
qQ9 2 .879

Extraction Method: Principal Component Analysis.
Rotation Method: Oblimin with Kaiser Normalization.

a Rotation converged in 19 iterations.
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Structure Matrix

Appendix 25
Component
1 2 3 4 5
ql0 b3 .849
ql0 bl .809
ql0 c2 784
ql0 b2 730
ql0 cl 581
ql0 al 481 468 -312 325
q9_6 725
q9_4 725
qQ9 3 325 731 -.336
q9 1 -453 .642
q9 7 313 481 343
q9 5 741
ql0_a2 -.738
q9_2 870

Extraction Method: Principal Component Analysis.

Rotation Method: Oblimin with Kaiser Normalization.
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7.4.1.5 External General Environment Correlation Analysis
We analyzed the correlation between all of the suggested external environ-
ment variables in order to confirm our understanding of their interrelation effects.

The following is a summary of analysis results:

o 1. Weak positive coefficient correlation (0.492) between the efficiency of audit
firms’ followed procedures and non-governmental professional organizations

that regulate audit practicing;

e 2. Weak (0.301) positive coefficient correlation between practicing laws and
both auditors’ responsibilities and all other environment variables. The weakest
coefficient correlation was for non-governmental professional organizations

that regulate practicing;

¢ 3. In relation to organizations that regulate and monitor audit practice, there
was a strong positive correlation between the three main regulatory organiza-
tions. The coefficient correlation between non-governmental professional or-
ganizations that regulate local practicing, and both governmental regulatory
bodies and non-governmental international organizations were (.0606, and
.0565), respectively, which indicates the importance of integrating these organ-
izations’ efforts during development of the practicing environment; typically,
this can be achieved by increasing the role, authorities, and responsibilities of

non-governmental professional organizations.

e 4. There was a strong positive coefficient correlation between International Au-
diting Standards, International Financial Reporting Standards, and non-govern-
mental international organizations, that regulate audit practicing, with a corre-
lation factor of (0.578, and 0592), respectively, which confirms the strong in-
tegration between all of these variables, the importance of their parallel imple-
mentation, and the necessity of increasing cooperation between local and inter-
national professional non-governmental organizations.
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7.4.2 Empirical Discussions

Any organization is an open system that continuously interacts with its sur-
rounding environmental variables; accordingly, congruence is required to harmonize
the environmental internal and external variables and the dominant behaviors of the
organization. Environmental changes do not usually require cultural changes. Cul-
ture changes involve a total restructuring of the environment, through changing the
societal expectations (including regulation or deregulation). Due to the unique fun-
damentals and inefficiency of the Egyptian practicing local environment, and based
on the empirical analysis results that were previously discussed, we may conclude
that the Egyptian practicing local environment requires a deep culture change.

Some researchers in the field of management environment, such as Gordon
(1991), suggests that changing the environment through imposing government ac-
tions does not always lead to the targeted outcomes. This assumption is not applica-
ble for audit-practicing professions, as audit practicing is a key function in servicing
society and protecting its interests, and accordingly it should be properly regulated.

Also, some environment early researches argued that close controls centrali-
zation through tightening laws and regulations will increase both governmental and
non-governmental organizations' roles. Furthermore, this will decrease environmen-
tal uncertainty, and enhance the efficiency of the practicing environment.

In general, many organizational environments' researches concluded that or-
ganizations usually perform well, and properly understand customers’ expectations,
if they are working in a friendly, simple, and stable environment that offer substan-
tial resources (Child, 1972; Cameron & Quinn, 2006). These high-performance
organizations always have minimum environmental changes to deal with, thus they
will be more focused on improving efficiency (Porter, 1985; Patrick & Maister,
2001). Based on the previously discussed literatures, we may conclude that the audit-
practicing environment, in general, can be classified as a stable and complex envi-
ronment, since there are many elements and variables included in this type of envi-
ronment. However, these elements and variables are usually constant and change
slowly. The recent financial scandals dramatically shifted the practicing environ-
ment's designation to be more complex, unstable, and uncertain. This shift resulted

in many changes of law and regulations that govern practicing.
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Pfeffer and Salancik (1978) and Brickley et al. (2003) argue that greater
uncertainty increases efforts to more centralization and coordination, which encour-

age formalizing of larger organizations through merger and acquisitions in order to

face the increasing environment regulating steps and political control. The following

Table 6 presents the main characteristics of practicing local environment:

Characteristics of Practicing Local Environment

Table 6
Environ- | Reasons of Clas- Local Environmental variables that Support the
ment Di- sification Classification
mension
Complex/ Degree to which | - Practicing environment has many variables that affect
State the environment it;
variables remain | -Weak governing rules and regulatory bodies;
basically the -Unorganized and inefficient interrelationship between
same over time, governmental and nongovernmental organizations that
or without con- regulate and control the practicing decisions environ-
tinual change; ment; including unavailability of clear vision, mission or
-Ineffective role strategy for these organizations;
of the variables; | -Poor practicing qualifications and rarity of human re-
-Inefficient per- sources;
formance of the | -Outdated practicing law;
variables; -Inefficient relationship with international professional
-Non-active in- organizations;
terrelation be- -Improper development of local accounting and auditing
tween the varia- standards, which are not in line with similarly used in-
bles ternational standards;
-Unavailability of local code of ethics or independency
roles;
-Improper interrelation between business industry laws
and practicing regulations;
-Unclear responsibilities of audit firms against stakehold-
ers and community;
-Unclear strategic goals or mission statement for audit-
practicing firms.
Uncertainty | The trait of the -No available clear structure of organizations that regu-

environment re-
sulting from the
two powerful
forces of com-
plexity and state

lates professional practicing;

-No available authorized institutions to monitor quality
of services provided by practicing audit firms;

-No clear structures, or working procedures in most lo-
cal practicing firms;
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-Weak organizational culture of the most practicing au-
dit firms;

-Local professional practicing organizations are not gen-
erally following the global pattern or speed of develop-
ment.

Any environment changes require two levels (assumptions level and value
level), therefore, empowering practicing organizations is necessary to meet both exter-
nal and internal environment challenges. The successful implementations of these
changes require modernizing of laws and regulations that organize audit practicing.
They also require increasing the supported government and non-governmental govern-
ing bodies that regulate the practicing environment, in addition to creating proper stra-
tegic plans that provide effective communication between all environment key players
through integrating their efforts to achieve the targeted overall development of the prac-

ticing environment.

7.4.3 Empirical Results and Conclusion

In general, we extended our study research to understand the relationship be-
tween both the external and internal practicing environmental. We connected our
measures to previous works in the field of the organizational environment, which
provide us with the base to identify five practicing environmental constructs (varia-
bles) that consist of Non-Governmental Associations (Organizations), Audit
Firms/Professional Organization, Governmental Regulatory Bodies (Organiza-
tions), Practicing Laws Auditors Characteristics, and International Associations. We
identified the classification of Egypt’s current practicing environment as dormant,
complex, and uncertain. Also, we proposed that the local audit practicing environ-

ment is neither working efficiently nor effectively.

Based on our empirical analyses results and findings, there are a number of
interesting observations related to the audit-practicing environment, services quality,
and controls that may affect audit practicing in Egypt. The following Appendix (26)
summaries these observations, which are closely related to Egypt’s local practicing

environment’s main weaknesses:
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Empirical Analyses Observations Summary

Appendix 26
Schedule I Exists Doe§ not | To a certain ex-
exist tent
a- Lack of auditing standards. 29% 41% 30%
b- Defects in some of the applied auditing 339 30% 379
standards.
c- Qutdated Audit Practicing Law and regula- 61% 13% 26%
tions.
d- Auditor's 1.1m.1ted responsibilities toward 429 229, 379
the beneficiaries.
e- Easiness of obtaining practicing license. 56% 21% 24%
f- Inconvenience of auditing environment. 52% 12% 36%
g- The limited role of authorities regulating 64% 99, 279,

accounting and auditing.

Also, Appendix 27, indexes, in a ranking base, the different environment

variables based on their magnitude on the audit-practicing environment:

Ranking Base of Practicing Environmental Variables

Appendix 27
Ranking
Schedule IT
Score

a- Laws and Procedures:
1- The efficiency of the professional organization’s procedures. 1.61
2- The law regulating audit practicing and the auditor's role. 1.39
b- Organizations:
1- Non-governmental professional organizations that regulate 1.77

auditing practice.
2- Monitoring governmental organizations that control audit 1.75

practicing.
3- Non-governmental international organizations regulating au- 2.48

dit practicing.
c- Standards:
1- International auditing standards. 1.33
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2- International financial reporting standards. 1.66

In summary, the empirical analyses results reveals that both local non-gov-
ernmental and governmental organizations play a limited role in regulating Egypt’s
local practicing organizations compared to what is supposed to be as per interna-
tional practicing standards. This limited role resulted in an inefficient and ineffective
correlation between both the local practicing environment and practice professions,
which is contrary to what is expected in a fully regulated practicing business. Local
law regulating practicing does not present any interrelation, neither through regres-
sion nor correlation analysis, with any of the current weakness problems indicated
in the local practicing environment, except for those related to the easiness of ob-
taining practicing licenses. These indicate the weakness and ineffectiveness of cur-
rently used practicing law, and confirm the immediate necessity of law reform pro-
cedures. The negative factors that are currently presented in the Egyptian local prac-
ticing environment led us to classify it as a complex and dormant environment with
a limited degree of uncertainty. These types of environment need major reform pro-
cedures, mainly through increasing the role of both governmental and non-govern-

mental professional organizations.

The empirical findings, in general, confirmed that the Egyptian audit practic-
ing law and professional regulatory bodies need to be reformed. Also, local profes-
sional auditors need to integrate their best practices in order to enhance their audit
firms’ practicing quality, and use procedures that monitor and evaluate the profes-

sional practicing process.
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Chapter 8: Suggested Practicing Reform in Egypt

Based on the previously discussed empirical research results, in this section we
will attempt to discuss the main suggested factors that support the development of the
local audit practice environment, and increase the quality of services provided by the local

governmental organizations, non-governmental organizations, and practice audit firms.

The current local practicing basic grounds are limiting necessary legislative re-
forms. Local faulty legislative practicing system has institutionalized a corrupt set of
structures that led to biased decisions, occasionally outright corruption, and created an
unethical wasteful system. Accordingly, the Egyptian government should strive to create

efficient changes to the audit-practice environment (IFAC, 2003).

8.1 Practicing General Reform Conceptual Framework

It is essential for regulators and practicing standards' developers to ensure that the
fundamental focus is not compromised by other interests' intervention, whether commer-
cial or political. Therefore, the practicing reform’s conceptual framework must focus on
individual auditors development in order to support their professional judgment skills and
capabilities to protect shareholders' interests through the fair presentation of financial in-
formation. Egyptian regulators should also recognize the importance of applying IFAC
Code of Ethics as the base for national independency codes of conduct (IFAC, 2003).
Thus, proposed practicing law amendments should include articles stating that the audit

should be performed through use of international accounting and auditing standards.

8.1.1 Practicing General Reform Procedures

Developing of practicing performance quality involves changing the accounting
and auditing statutory framework. The initial step in any reform must start with ensuring
that practice law and regulations provide proper protection for public interests. The fol-
lowing are the key proposed reform steps that have been extracted from the research sur-

vey questionnaire answers:
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e Establishing of an accounting and auditing oversight body that will be responsible for
monitoring audit practice activities. This body mainly consists of individuals and

groups of experts in accounting and auditing (Rahman et al., 2002).
The oversight body functions will focus on:

- Preparing auditing standards for legislation;
- Formulating auditing and assurance standards' guidance; and
- Representing the local professions internationally.
The oversight body powers of authorities can be extended to:

- Engaging staff and consultants;

- Establishing committees and consultative groups; and

- Receiving money contributions to compensate its operating costs.
e Apply International Auditing and Accounting standards as a law.

e Develop proper monitoring and reporting mechanisms, including peer-review pro-

grams.

e Establish Competency Standards Committee to monitor the adequacy of professional
and business ethics. This committee stands as an independently produced occupational
point of reference or benchmark. The committee also should be under the joint spon-
sorship of the Ministry of Finance, the Capital Market Authority, and the Central Bank
of Egypt. The committee will also be authorized to conduct independent practice re-
view of auditors and audit firms, imposing disciplinary sanctions against professions
responsible for noncompliance with auditing standards and code of professional ethics.
The committee will set up regulations that oblige every audit firm, regardless of its

size, to place a quality-control system over its practice (CICA, 2005).

e Monitor auditors’ annual independency declaration, and perform periodic independ-
ency tests to confirm that both practicing auditors and audit firms have the proper in-

dependency mechanism.
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Prohibit any kind of employment or financial relationships between auditors and their

clients.

Legalize the establishment of mandatory audit committees for listed companies (El-
Din, 2005).

Apply compulsory audit partners’ rotation program, in order to avoid buildup of long-
term audit relationships, and reduce the independency risk. Auditors should not play a
significant role in the audit of the company or scheme for more than five out of seven
successive financial years. Also there should be a period of at least two years before

the auditor can again be involved with the same client re-audit.

Impose all publically listed companies to report their auditor’s change to the Egyptian
Stock Exchange within a limited period from the changing date; companies should also

disclose the reasons beyond auditors’ disassociation (Beneish et al., 2001).

Impose a Professional Code of Ethics for all auditors, which is mainly built based on
the fundamental principles of professions, integrity, objectivity, competency, due care,

confidentiality, and professional behavior. (Reiter, 1997).

Apply licensing system that meets [FAC requirements and international best practice,
such as imposing the necessity of practicing qualification exams, proper practical ex-

perience for a number of years, and yearly continuing education scheme (IFAC 2003).
Implement maximum civil penalty for audit misleading or fraud (Moore et al., 2005).

Oblige chief executive officer and chief financial officer of audited companies to sign

the company's audited financial statements.
Impose auditors to form an opinion on the company's corporate governance standards.

Prohibit auditors from providing their audited clients with non-audit services, mainly

for joint stock companies, except in cases approved by the clients' audit committee.

8.1.2 Enhancing the Role of Other Regulatory Agencies/Ministry of Finance

The role of the ministry of finance (MOF) in any future developing process of the

audit-practicing environment should be more positive. MOF should have more powerful
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controlling and monitoring authorities in order to properly act on behalf of the govern-

ment, therefore, it should have the right to:

e Give a professional accounting body ESAA, “Egyptian Society for Accountants and
Auditors,” a written notice to request a copy of the society's code of professional con-
duct, and any related amendments. Also, MOF should be able to request ESAA to pro-
vide information about the current and planned quality-assurance reviews, and inves-

tigate disciplinary procedures;

e Request any local audit firm or individual auditor to provide information about any

completed audit assignment, and the audit procedures followed during this assignment;

e Punish and penalize any audit firm, or individual auditor, that commits any non co-

piling auditing or accounting standards offence.

8.2 Developing the Quality of Audit-Practicing Organizations

Audit-practicing organization development depends on the decisions taken within
the organization. These organizations should be a key part of any practicing development
efforts. The following part presents the crucial factors that should be considered in order

to increase efficiency of local professional organizations.

8.2.1 Developing the Role of Egyptian Society of Accountants and Auditors
(ESAA)

Developing the role of ESAA is critical for any future reform efforts. ESAA’s core
task should be focused on acting with integrity, objectivity, excellence, and commitment
to the public interests. One of the ESAA’s main functions should be to ensure that newly
qualified auditors have the required competencies and qualifications to be able to meet
global sophisticated challenges, and the rapidly changing marketplace. The following are
the focal aspects that should be considered during designing an ESAA development plan:

e Regularly examine the appropriateness of overseeing public interests mechanism, sup-
porting continuous education, and training quality of accountants and auditors (Rah-
man et al., 2002).
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e Monitor the recent changes on the international accounting and auditing standards, and

evaluate their effects on the local profession.

e Review of both auditors and audit firms’ compliance standards, and impose actions

against violators.

o Assess the effectiveness of local audit firms' operating systems to ensure their inde-
pendency compliance. Measure the adequacy of auditors' local independency rules,
Audit Practicing Act, and Codes of Professional Conduct.

e Perform periodic quality-assurance reviews for the local audit firms.

e Monitor companies’ compliance procedures in relation to disclosures' arrangement

rules and regulations.

e Provide its members with a future clear vision of the professions that help them to

shape their practicing development plan throughout their careers.
e Provide guidance of expected competencies for newly qualified professional auditors.

e Support Ministry of Finance activities through providing it with a yearly report that
discusses the society performance, and any actions taken against any individual auditor

or audit firm.

8.2.2 Improving Audit Firms’ Quality Management

Effectiveness of audit firms' quality-control systems depends on their staff skills,
integrity, objectivity, intelligence, and competency (IFAC, 2003). Generally, the more
experience of the staff, the less direct supervision needed. Audit firms should have proper
personnel management policies and procedures to maintain their staff quality. This can
be achieved through encompasses hiring, assigning personnel competencies, professional

development, and advancement activities (AICPA, 2003).

The nature, extent, and formality of an audit firm’s quality-control procedures
should be comprehensive and efficiently designed to fit with the firms' size, nature, and
its practice complexity (AICPA, 2009). The audit firm’s quality-control procedures
should be developed for each of the following functions (Healy & Palepu, 2003):
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8.2.2.1  Leadership Responsibilities for Quality Within the Firm

Audit firms’ internal operating systems should be able to complete engagements
in accordance with professional standards and local regulations (ICAA, 2005). A peer-
review approach should be targeted to support audit firms’ standards implementation, and

impose corrective actions to rectify any internal deficiencies.

8.2.2.2  Ethical Requirements
Local audit firms should establish proper policies and procedures that provide them
with reasonable assurance regarding personnel complying with relevant ethical require-

ments.

8.2.2.3  Acceptance and Continuation of Clients' Relationships and Specific En-
gagements

Audit firms’ internal policies for new clients’ acceptance and re-engagement
should be properly set up, in order to ascertain firms' independency before accepting any

assignment. Audit firms must only accept or continue engagements where:

- It is convinced of the client's integrity;
- The firm has the capabilities, time, and resources to complete the assignment; and

- The firm can comply with ethical standards requirements.

8.2.2.4 Human Resources
Audit firms’ internal policies should be able to provide sufficient information about

staff capabilities and competences to complete assignments as per professional standards.

8.2.2.5 Monitoring
Audit firms’ monitoring procedures should be capable of controlling the audit as-
signments' operating quality, such as policies and procedures that include an ongoing

consideration of evaluation, and periodic inspection of quality control.

8.2.3 General Conclusion

The magnitude of each variable in the practicing environment will be differentiated
from one country to another based on the local culture and influence power of environ-

ment different variables. Accordingly, categorizing of environmental factors into groups
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for similar countries will be more efficient and save efforts during the study phase and

implementation of audit harmonization.

Since Egypt is applying the Roman law system, any proposed practicing reforms
require detailed laws to be issued by parliament to codify each type of accounting trans-
actions, mainly if we consider the Egyptian basic values culture classification that has a

low score of uncertainty avoidance and power distance.

The current Egyptian local practice environment is classified as a dormant, com-
plex, and uncertain environment that needs major reforms in order to increase its practice
organizations’ effectiveness. The Egyptian practice environment encourages the reduc-

tion of accounting and auditing profession’s judgment role.

Also, empirical research results raised a consensus between the selected sample
answers about the importance of increasing professional accountants and auditors’ tech-
nical and judgmental capability, in addition to the necessity of increasing the non-gov-
ernmental organizations’ subscriptions in developing and managing the practicing pro-

fession.

The causes beyond the research results may be associated with the increase of glob-
alization phenomena, and the influence of international audit-practicing environment on

the way that the local Egyptian practice environment interacts.
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