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ABSTRACT

“Accountants on the UK boards of directors
and the market for accountancy and audit services”

ILIAS G. BASIOUDIS

Supervisors: Professor Anthony Steele
Dr Martin Conyon

September 1999

Several previous studies have provided empirical evidence concerning the pricing of
audit services among different accountancy firms. These studies have examined the

form of the auditor fee function by generally performing cross-sectional regressions of
audit fees on a set of explanatory variables.

This study is the first to investigate whether an “alumni effect” prevails the UK audit
market and whether any “alumni effect” influences the pricing of audit services. The
“alumni effect” has been defined in this study as the association between the auditor
of the company where the director/chartered accountant is currently employed and the
accounting firm that the director/chartered accountant originally qualified with, as a
chartered accountant. The study has constructed an alumni network by matching the

current director of the UK public company with the accountancy firm s/he qualified
with as chartered accountant. By doing this, the “alumni effect” variable has been

created which is a non-price factor conjectured to translate into price etfects.

The study provides a theoretical analysis and explanation of the “alumni effect” by
combining several theories in microeconomics, organisational behaviour and
socialisation of accountants. Using chi-square tests it provides evidence that an
“alumni effect” does prevail the UK audit market for publicly traded companies. A
classical regression model was constructed for the functional relationship between
external audit fee and independent variables measuring the “alumni effect” and audit
firm size. Other factors such as client size and complexity, client risk to fail, etc. are

controlled for in the cross-sectional models.

The findings show that the “alumni effect” leads to higher audit fees when a finance
director, chairman or/and chief executive 1s/are alumni of the incumbent auditor i1n the
large companies segment of the audit market. The findings also indicate that when the
audit firm size is partitioned into three classes then a price premium is revealed.

XV



However thls premlum 1S d1sappeared because of the existence of an alumni of the
auditor on the boards of directors.

The results of this investigation indicate significant audit price differentials in the UK
audit market when different factors hypothesised to affect audit fees are taken into
consideration. In other words, the findings suggest that the structure in the market for
audit services 1s more complex than the usually applied Big-Six/non-Big Six
dichotomy and different explanations are provided.
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CHAPTER1

INTRODUCTION

1.1. Introduction to the thesis

Amongst the major industrialised economies, the UK 1s distinguished by the
prominent role played by professional chartered accountants in management, in
corporate governance, in consultancy and in auditing. Professional accountancy has
been the modal first employment destination for British undergraduates (at the 1987
peak, 1 in 10, of all undergraduates from whatever discipline), “but only because that
is the most obvious, most prestigious and best remunerated way to prepare oneself
with credentials for a general career in business or management” (Handy Report,
1987). This investment in training has resulted in approximately one in eight of UK
directors being professionally qualified chartered accountants, compared to only one
in twenty being professionally qualified engineers (the next most frequent professional
background) (Anderson, 1994). Surveys reveal that over 90% of companies have a
Finance Director and that 50% of the finance directors of the UK companies are
members of the [CAEW and ICAS (Hussey and Jack, 1994; Olins and Steiner, 1997).
The historically low output from the UK graduate business schools, by comparison, 1s

reflected in the statistic that on average only 6% of Finance Directors are holders of an
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dominated by chartered accountants.

bk »

The major route to qualifying as a chartered accountant requires a number of years
training in a professional practising office as an auditor. Chartered accountants have
an allegiance to “the profession”, and are “alumni” of the accountancy firm that
provided their training. Prior to the 1970’s student accountants were articled clerks,
apprenticed to a principal, even paying a premium for the privilege of their
employment. There is a well trodden path of qualified chartered accountants from the
practising otfices into industrial and commercial employment with their former audit
clients'. For example, Anderson et al (1997) mention that more than 50% of ICAEW
members are currently 1n various business positions, and Hussey and Jack (1994)
report that of the directors who qualified as chartered accountants 28.7% did so with
the incumbent auditor. Indeed some accountancy firms operate commercial services in
the professional appointments, executive search and recruitment market. Further,
Beattie and Fearnley (1998) and Hussey and Jack (1994) rank the personal chemistry
between the finance director and the auditor as the most important. The connections
and networks that professional accountancy offices have developed through the
dominant positions that their former employees hold in Britain’s boardrooms have
never been researched. The aims of this study are to investigate the importance of such

professional associations, particularly as it affects the market for accountancy services.

On the other hand, competition in the market for audit services, dealing with auditors
switches, low balling, auditor appointment and independence, the impact of non-audit
services, changes in audit fees, has been the subject of discussion and research in the
last two decades. Over the same period there have been a number of attempts at
modelling external audit fees. These models have provided explanations for the level
and variability of audit fees. Many of the prior studies have as their primary focus the

modelling of audit fees and the establishment of determinants which cause the

' Bor a dramatic illustration of this dimension consider the Prudential audit. In 1988 Mr Michael Lawrence, who
was a partner in Price Waterhouse, joined the Prudential Assurances Company as the group Finance Director. In
1990. the Prudential, after 100 years with the same auditor, put its audit out to tender. Price Waterhouse won the
contract to audit the Prudential. However, it emerged that Price Waterhouse bid 40% less than the incumbent
This discount was not dissimilar from the prices offered by Price Waterhouse’s unsuccessful competitors.

auditors.
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var1ab111ty in audit fees. This llterature 1S W1dely seen as rlgorous 1{0
previous work has examined the relationship between audit fee and non-price factors
such as the one this study proposes, i.e. the relationship between audit fee and
accountancy firm alumni. In other words, this study proposes to investigate the
following issues: what are the links between accountancy firms and their former

employees, and whether these links make a measurable difference to audit fees. Do

alumni relations matter?

1.2. Significance and objectives of the study

The determinants of audit fees, therefore, 1s not a “new” topic for the researchers.
Instead, it remains a hot topic. Research into the determinants of audit fees is now
well established and focuses on examining whether there 1s evidence of competitive or
uncompetitive practices within the audit market. Formal governmental inquiries about
the competition in the audit market have also been taken place in many parts of the
English-speaking world. The presence of such literature merely suggests that there 1s

lack of knowledge about the operation of the market for audit services. The current

study contributes to a greater understanding of that market in that 1t examines the
underpinning variables which explain the variability of audit fees and moreover,

examines some other variables which have never been addressed before as possible

explanators of variability in audit fees.

The central focus of this study is, therefore, to examine:
e the distribution of UK chartered accountants-directors by accountancy firms;
e the factors associated with the level of audit fee;

e the magnitude of the association of those factors with the audit fee;

e an explanatory model of audit fee variability;
e whether an “alumni effect” prevails the UK audit market;

e the presence and extent of the “alumni effect” as it reflects on audit fees.

The “alumni effect’’ is defined in this study as the association between the auditor of

the CADRE’s current employer and the CADRE’s alma mater. CADRE means the
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a qualified chartered accountant with the ICAEW. ALMA MATER is the ex-
employer (i.e. qualifying accounting firm) of the CADRE. These definitions will be

used hereafter in the thesis.

1.3. Research hypotheses
Hypotheses 1 through 6 form a replication of previous work. This has been done in
order to control for ditferences in the audit fees. Hypotheses 7 through 11 are used to

test the main objectives of the study. The research hypotheses that are tested in this

study are:

H]1: for the large companies sub-sample, there will be no differential pricing of audit
services between Big Six° and non-Big Six accountancy firms.

H2: for the small companies sub-sample, the Big Six charge lower audit fee than (or
equal to) the non-Big Six firms.

H3: for the small companies sub-sample, the Big Six charge lower audit fee than (or
equal to) the second-tier accountancy firms.

H4: for the small companies sub-sample, the Big Six charge lower audit fee than (or
equal to) the local/regional accountancy firms.

HS5: for the small companies sub-sample, the second-tier firms charge lower audit fee
than (or equal to) the local/regional accountancy firms.

HG6: the pricing of audit services is related to the pricing of non-audit services.

H7: for the large and small companies sub-sample, it makes no difference on audit
fees when any director is an ex-employee of the auditor.

HS: for the large and small companies sub-sample, on average i1 makes no difference
on audit fees when a non-executive director is an ex-employee of the auditor.

H9: for the large and small companies sub-sample, there is no audit fee difference

when the chairman, chief executive or finance director are an alumni of the auditor.

2 The Big-Six firms are Arthur Andersen, Coopers & Lybrand, Emst & Young, KPMG, Price Waterhouse, and
Touche Ross. They are listed here 1n alphabetical order.




H ] 0 for the large and Small compames Sub sample the audzt fee charged wzll not be
lower or higher as the CADRE becomes older.

H11: there is no different relationship between audit and non-audit fee because of

existence of auditor alumni.

1.4. Research methodology

For the literature reviews and description of the problem setting, the main research

technique utilised 1s a familiarisation with the relevant literature, both in the auditing
and economics areas. In the auditing area, this includes the large body of literature on
the audit fees and audit market. In the economics area, this covers the large and
distinct body of literature on the investments on human capital, internal organisation

of accounting firms, employment policies and individual opportunism.

With regard to the data collection, the following steps are taken: The population that
will be examined 1n this study consists of the publicly held corporations in the UK and
their auditors for the period 1995/1996 and, thus, is homogeneous with respect to the
last factor. The investigation will draw on publicly available information. The names

of directors for quoted companies made available to us from the Price Waterhouse

(PW) corporate register.

In brief°, the alumni network is constructed as follows: The Directory of Members for
the Institute of Chartered Accountants in England and Wales (ICAEW), and also for
the Scottish Institute (ICAS) provide, in addition to a correspondence address for each
member, the year of qualification. The examination pass lists for the year of
qualification are published in the Accountant Magazine for the years prior to 1956,
and directly from the ICAEW since 1956. They list, against the name ot each
successful candidate, the accountancy firm and the town in which the candidates
received their professional training. By this means the network links between

Directors and Accountancy Firms can be reconstructed. Prior to 1983, the examination

—_ —

L

! Chapt;ar [V offers a detailed description of the step-by-step laborious collection of the data concerning the
accountancy firms alumni.



o T L
E T Ay g

pass llStS record 1nstad of f thod;t;ﬁé f1 h bartner
to whom the trainee chartered accountant was articled. The ICAEW Directory of
Members needs to be consulted to give the accountancy firm for each partner. From
these sources it was possible to research the professional background of the
accountancy directors who qualified prior to 1983. The PW dataset identifies the
auditors for each company, and One-Source or Datastream provides accounting data.
With due diligence a dataset was constructed to provide survey evidence on the
objectives of this study. A classical cross-sectional multiple regression model is used
to test the research hypotheses of the study. This model has been widely used in prior
audit fee studies. This study enjoys the benefit of a non-intrusive data collection

approach to construct a unique dataset.

1.5. Major contribution of the thesis

The thesis makes contribution in the following areas:

i. The determinants of audit fees

The study incorporates the “alumni effect” variable in the determinants of the audit
fees. To the author’s knowledge, this is the first study to use the particular measure in
the audit market analysis. From the proposed investigation, specific propositions

about the market structure for audits are derived.

ii. The economics and sociological perceptions

This study brings together a number of different theories in microeconomics and
sociology. To the author’s knowledge, the combined application of those theories 1n
the accounting literature has not been considered before. This study has sited the
theory of the audit firm in human capital theory as well as the concepts of socialisation

and alumni identification. The main proposition derived is that the accounting firm

alumni have a predisposition to benefit their alma mater.

i11. Future considerations



The author has estabhshed that the non- prlce factors such as the alurnm effect merit

serious attention from the researchers of the audit market. The alumni effect may need
to be taken into consideration when public policy makers and the accountancy
profession consider changes in professional regulations and audit standards, and

statutory audit requirements. Auditors and clients are symbiotic at a deeper level than

mere buyers and sellers of services.

1.6. Structure of the thesis

In order for the study’s objectives to be achieved, the thesis is broken down in the
following manner: Chapter II and III include reviews of the literature in areas that are
relevant to the study. Chapter II builds the formal theoretical analysis of the
inclination of CADRE to favour their alma mater. Chapter 1l reviews the existing and
relevant literature on the audit fee determinants and structure ot audit market. Chapter
IV provides a detailed explanation of the steps followed concerning the data collection
and construction of the alumni network. Chapter V looks at the i1ssue of the alumni
effect for different definitions of CADRE and alma mater and whether the alumm
effect prevails the audit market. The specific hypotheses proposed 1n this study are
discussed 1n Chaptef VI In the same chapter, the explanatory variables are selected
and defined. Chapter VII provides the descriptive statistics and Chapter VIII discusses
the model specification. It also replicates the “basic” audit fee model. Testing the
main hypotheses of the thesis is the principal subject of Chapter IX. Finally, Chapter

X provides a summary, discussion of the audit fee differentials found in the study,

conclusions, limitations of the thesis, and suggestions for further research.



E;/J ;f'r/, ,»',’-'"'" / R L

y " ff /’y j f/ . Ay M P ey A AP S B A raa Lo - -_-,;.:- - . T . . Ilr F P . o
--::5:-*-'7:-":"::?5-:" f"i / f L : T ;ﬁ

' 2 Y ' b . v

CHAPTER 11

THE THEORY
OF THE AUDIT FIRM

This chapter brings together a number of different theories 1n microeconomics, such
as portfolio theory, agency theory, human capital theory, implicit contracts theory. It
also draws on sociological and psychological literature. Each of these theories
individually are familiar to economists and sociologists, nevertheless their
combination produces a different theoretical framework on the principal concerns in

this study. We investigate here the accountancy firms and their connections with their

alumni. But the ultimate goal is to explain the predisposition of ex-employee
accountant to favour his alma mater. In doing so, the importance of outplacement to
the management and conduct of audit firms is theorised. Also, the internal
organisation of accountancy firms, and especially the critical issue of profit division
and risk-sharing, the investment in firm-specific human capital and the historical
dominance of the up-or-out promotion policy as well as the auditor’s client acceptance
decision and engagement risk are analysed and offered as potential explanation of the
audit firms’ emphasis on outplacement of their employees. Finally, making use of the

literature on the sociological field-based work, in organisational behaviour and on
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alumni of universities, the importance of the socialisation of accountants and their

identification with the former firm is enhanced. Each of the above are discussed in

depth 1n the sections that follow.

2.1. Internal organisation of accountancy firms

It 1s known from portfolio theory that by diversifying, investors’ capital assets are of

greater value. Also, portfolio theory argues that by diversifying a portfolio, an investor
can eliminate all unsystematic risk (i.e. the risk associated with holding a particular

asset) but not the systematic risk (i.e. the risk of events that will alter the value of all

assets) '

For chartered accountants, their most important capital asset is their investment in
human capital (more specifically in firm-specific human capital) and once we
recognise this, porttolio theory’s emphasis on diversification highlights a critical
characteristic about this asset: it 1s very difficult to diversify an investment in human
capital, and moreover, to eliminate the unsystematic risk through diversification.
Large accountancy firms are a response to this difticulty. They provide an opportunity

to achieve portfolio diversitication gains for human capital.

The creation of a full-service accountancy firm - an agreement among accountants that
each will make human capital investments in different specialties and that the returns
to those investments will be shared on a predetermined basis” rather in accordance
with actual outcomes - eliminates the employee’s unsystematic risk (ie the risk
associated with holding the particular capital asset, the investment 1n human capital)
because it facilitates (succeeds) diversification of chartered accountants’ human
capital. Accountancy firms can be seen then as risk-sharing or insurance mechanisms

(Land and Gordon, 1995). Therefore, the existence and organisation of the large

| Detailed discussions of portfolio theory and models can be found in Fama & Miller (1972), Jensen (1972), Fama

(1976) and other traditional financial theory textbooks.
2 What precise formula should be applied for distributing partnership income, see Moldenhauer (1972), Reed

(1979), and Farrell and Scotchmer (1988). See also Basile and Sandbach (1981) who introduce the profit centre
concept to income distribution.
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accountancy firms increase the value of chartered accountant’s human capital
Investment, allow chartered accountants to take advantage of gains from

diversification, and also, achieve specialisation (Alchian & Demsetz, 1972).

However, understanding the accountancy firm as a means of capturing the gains from
diversification also requires understanding how it prevents self-interested behaviour
from destroying these gains (Fama, 1980). In other words, we have to consider what
could happen to a chartered accountant’s view of the gains from diversification
between the time he agrees to share his future income 1n order to benefit from
diversification and the time when the agreement (i.e. income sharing) must be
performed. The problem 1s apparent when a chartered accountant tavoured by fate
actually must share his earnings with a colleague 1n a less protfitable specialty. At the
time the two initially agree to share, the future 1s uncertain: both stand to gain from an
agreement to pool their future earnings. The situation changes markedly, however,
when the passage of time eliminates the uncertainty. At this point the winner (one who
must share his good fortune with the loser) may refuse to comply with his original
bargain: he no longer has anything to gain by sharing. The potential for individuals to
pursue their own self-interest - in our setting, to thwart diversification - and the role of
organisational structure as a means of constraining it (or as an effort to minimise the
cost of holding the parties to the terms of their bargain) is the province of agency

theory (Demsetz, 1983; Fama, 1980; Jensen, 1983; Jensen & Meckling, 1976; Monsen
and Downs, 1965).

The selection of organisation structure, therefore, affects the level of gains from
diversification as well as the level of agency costs. Producers benefit from lower costs,
thus, incentives exist for organisations to adopt a form which most effectively reduces
agency Costs, and therefore, most effectively captures the gains available from
cooperation. An accountancy firm whose organisational form minimises these agency
costs will have a competitive advantage because it bears less risk than an undiversified
accountancy firm, i.e. that firm that specialises in a single area. It need not charge a

premium that takes the risk of obsolescence into account (this risk is eliminated



by charging a lower unit price’.

S50 tar we combined two theories: the portfolio theory and the agency theory. The
former 1dentities an important source of gains from diversification (cooperation)
among chartered accountants, the latter highlights the barriers to capturing these gains
and the methods by which these barriers can be partially, but never entirely,
surmounted. Furthermore, both of the theories direct attention to precisely the same

subject: the manner in which firm income is divided.

Diversification, the core recommendation of portfolio theory, is achievable only by
means of an agreement specifying how tuture income will be shared. Agency theory,
in turn, highlights the likelthood that those chartered accountants who turn out to be
more successful than their peers will threaten to leave the firm unless they receive
their real value - a demand for a quite different manner of dividing firm income. The
method of dividing firm income, therefore, may determine whether an accountancy

firm has successfully created an institutional structure that constrains ex-post

opportunism.

The most significant constraint on grabbing and leaving in a sharing model® is the
concept of firm-specific, as opposed to individual or general, capital. A sharing firm

has the potential to create firm-specific capital more effectively than does a firm

pursuing a marginal product approach5 .

3 See Jensen (1983) for a fruitful discussion on how particular organisation forms can achieve low cost control of

agency problems and enable them to survive. |
4 Qee also Alchian & Demsetz (1972), Demsetz (1983) and McChesney (1982) for an explanation of why the so-
called professional firms adopt the profit sharing model than the marginal product approach. Also, Van Lent
(1999) for the drawbacks of the marginal product approach in the accountancy ﬁl‘l‘l:lS. | |

5 Under the marginal product approach, no-one would have been willing to invest in a _specmlty t'hfflt 1S not
simply because the individuals’ earnings are based on the assessment of their productivity. Thus, no

profitable,
FSHC would have been created.

10



firm’s earnings as an ongoing institution and the combined value of the human capital

of 1ts individual employees (partners, managers and juniors), if this human capital

were deployed outside the firm in its next most productive use. The value, therefore,
of the firm-specific capital is larger than the combined value of the individual human
capital, and consequently, the return on this capital is greater too. Also, firm-specific

capital can be neither easily removed from the firm nor duplicated outside the firm.

However, the creation of firm-specific human capital depends upon whether the
trainee chartered accountant is willing to exert effort or to shirk. It has been shown
(Cantor, 1990), that intermediate-length, fixed wage contracts with known expiration
dates can improve training investment and effort. If contracts are “too long™®, the
worker anticipates too little in the way of post-contract rewards and shirks during
training (resulting in wasting firm’s expenditure, and the worker’s instantaneous
productivity and market wage outside and inside the firm remaining constant for the
rest of his/her career). In contrast, if contracts are “too short”, the ex-post division of
the quasi-rents provides inadequate investment incentives to the firm. An intermediate
contract length then 1s desirable, because during its life, all the quasi-rents (i.e. the
returns to firm-specific human capital) accrue to the firm, but the trainee put forth
efforts because future quasi-rents can be appropriated after the contract expires’. But
again, the trainee’s willingness to exert effort will depend upon his expected return, ie

his anticipated share of the future quasi-rents which in turn should be higher than its

costs (Klein et al, 1978).

Accountancy firms offer intermediate-length contracts®, an apprenticeship, which
allows (1) their trainees to acquire firm-specific human capital and (2) the firms to

capture all the rents during the life of the apprenticeship (this part 1s analysed in the

° Becker (1962) argues that “an effective long-term contract would insure firms against quits ....”. See, also, Telser
(1980), and Milgrom & Roberts (1992). However, noone has quantified in reality the length of those long-term,
short-term or intermediate contracts. See also Klein et al (1978) for a discussion on how implicit and explicit long-

term contracts prevent opportunistic behaviour from both the employee or the firm.
"In other words, the trainees in accountancy firms accept a lower wage during the apprenticeship period and
expect a higher reward at contract expiration (or soon after). Lazear (1979; 1989) argues that these systems are

employed by firms as bonding devices to induce worker honesty.
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next section). Tralnce chartered accountants exert cffort to acquire flrm spcc1f1c

capital because they anticipate bargaining for some of the quasi-rents at contract
expiration. This bargaining leads to an ex-post division of rents such that the trainee
will receive a constant share (i.e. partnership). Knowing, therefore, the trainee

chartered accountant that his/her effort to acquire firm-specific human capital will be

rewarded after his/her contract expires, he/she is provided with the correct ex ante

incentives to invest in firm-specific capital (Carmichael, 1983).

Let’s now see how the organisational structure (i.e. sharing model) and the
development of firm-specific human capital together control the potential for
individual opportunism. The absence of firm-specific capital means that the ex ante
sharing bargain is subject to ex post cheatingg: more productive partners may claim,
after the fact, a larger share than they are entitled to under the sharing bargain.
However, the strength of their claim depends on whether they can earn a greater return
on their individual capital in its next best deployment if they grab and leave the firm.
But, following from the preceding paragraphs, the return on partners’ individual
capital 1s not greater than the return on firm-specific capital, and consequently, a threat
of grabbing and leaving for more mcﬁey 1s unrealistic and ineffective. Also, an
accountancy firm that has created firm-specific capital provides returns on its assets
(1.e. 1ts clients) which are unavailable to individual chartered accountants if they left
the firm. The creation, therefore, of firm-specific capital develops constraints on
grabbing and leaving which means that the gains from diversification can be

maximised and then an adoption of a sharing model 1s preferable'”

By relying on profit sharing, accountancy firms are able to deter or reduce shirking too
(Demsetz, 1983). “In artistic or professional work” (Alchian & Demsetz, 1972), team
inputs are more cerebral than physical which means more costly to monitor, and
therefore, according to Alchian & Demsetz, for that reason professional firms make

greater use of profit sharing in reducing shirking (partners do share in profits and thus,

— - — e e S

% In contrast to Bartel & Borjas’ (1981), and Mortensen’s (1978) argument that there is a positive correlation
between investment costs (specific training) and longer job tenures.

? Williamson’s (1975; 1985) and Klein et al (1978) initial insights suggested exactly this. The decision to invest
will be distorted by the anticipation of bargaining after the investment.

10 Recall that diversification is eliminated by the marginal product approach. See also footnote 5 above.
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Incentive to curtail voluntarily the degree of shirking, simply because of their
Involvement in generating and sharing the firm’s income (Demsetz, 1983; Carr and
Mathewson, 1990; Kandel and Lazear, 1992). Moreover. exactly because production

1s done in teams which increases the difficulty of measuring directly the value of an

individual’s marginal product (McChesney, 1982), the sharing model is preferable.

Finally, accountancy firms create a constraint on shirking through some combination
of selection of new trainees (many interviews, elite business school recruitment,
training techniques, mentoring approach, and so on) and of socialisation (the social
mechanisms which serve to instil the non-shirking values such as the concept of being
a “professional”, the recruiters’ emphasis on producing only high quality work, the
concept of producing a “professional” quality product without regard to economic

reward, and so on). Screening or monitoring techniques, therefore, and even more

9912

“philosophia” “ put an anti-shirking culture into trainee chartered accountants’ mind

and create a powerful internalised work ethic (Maister, 1985).

2.3. The Socialisation of Accountants

The role of socialisation of accountants in putting a constraint on shirking has been
outlined at the end of the preceding section. This section examines 1n more detail the
process of socialisation 1n accounting professional firms and how this professional
socialisation influences the behaviour of protessional accountants and their
organisational identity. By elaborating on these 1ssues, it 1s hoped to show that through
socialisation accountants acquire “appropriate” forms ot protessional behaviour (Grey,

1998) as well as to highlight that social relations within the audit firms are regulated

' McChesney (1982) concludes that “it seems unlikely that profit sharing in law [professional] firms is primarily

explained as a technique to reduce shirking™ (emphasis added).
12 perived from the relevant Greek word which applies the basic concept or set of rules on how things are running

inside an organisation. Other definitions could be given are firm structure, institutional loyalty, identity, or
ideology.
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an anti-shirking culture and specific organisational identity.

To quality in the UK as a chartered accountant and become a professional, there are
two formal requirements. First, it is necessary for trainees to pass the examinations set
by the various Institutes of Chartered Accountants in the UK and, second, to undertake
a minimum period of training within public practice. The acquisition and application
of certain technical knowledge or expertise and, more particularly, the control and
licensing of specialist knowledge or expertise - perhaps in the public interest - by the
professional who subsequently is able to practice as an accountant, lawyer, etc. erects
an effective barrier between him/her and the lay person who is disallowed from such
occupational tasks (Johnson, 1972; Abbott, 1988). This knowledge is, inter alia,
essential for professional success at both individual and institutional levels. But the
period of public practice (mentioned above) should not be seen simply as a form of
apprenticeship into the craft of accountancy and audit. Performing technical services
to clients 1s only part of the experience and practice of becoming the professional
person. Learning more broadly how to be a member of a certain profession is also very

important. The process of adopting the values, norms and behaviours of the protession

(and specific organisation) is vital for professional success too. This process that
involves individuals learning to conform to prevalent social and cultural norms 1s
termed socialisation. Demonstration of these characteristics permits group
membership for the individual professional and acts as a sign of that group
membership to those outside the profession. Consequently, an individual’s
incorporation of the values and norms of a profession into their identity and repertoire
of behaviours (which norms and values are transmitted through the specific
organisational culture) is just as vital to successfully becoming a professional as the

formal education process and achievement of the professional qualification (Hanlon,

1994: Anderson-Gough et al, 1998).

The starting points for any analysis of organisational socialisation are the formal

systems of recruiting, training, and rating and appraising trainees. Other aspects of the
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trainees’ experlence (such as mentoring, dally contact W1th colleagues socialising'”,
and early contact with clients) also impact on their socialisation. These formal systems
and the nature and form of informal socialisation processes involve a “regulation of

self”. In other words, an individual becomes an entrepreneur of the self by using the

techniques of self-management (Rose, 1989). Within the project of self-management,
career has a particular role to play since it is a powerful “technology” in enabling the
construction of, precisely, a project (Grey, 1994). In other words, an (occupational)
career otfers a relatively well-defined scenario within which individuals may develop,
express and create themselves. Career offers a vehicle for the self to “become”,
according to Grey (1994). Further, work itself (1ncluding socialisation) is a part of the
entrepreneurial project of the self: a place where the self may become that which it

truly 1s or desires to be. It is this sense of a process of the achievement of self through

work which 1s offered within organisations as career and which is expressed by
individuals through career (Grey, 1994). In other words, the objective of “success” in
career means individuals strive to demonstrate the “appropriate” types of professional

behaviour.

Having 1dentified the main vehicles of socialisation - namely, the recruitment process,
training, rating and appraisal techniques, mentoring, and socialising - and how career
shapes the behaviour and values of individuals, next the values and attitudes
transmitted to the trainees through these vehicles of socialisation, especially as regards
those relating to protessionalism, are considered. According to the findings of
Anderson-Gough et al (1998), the dominant understanding of being a professional
learnt by trainee chartered accountants relates to codes of behaviour. It means that the
trainees do not understand professional 1dentity in terms of the possession of
knowledge, nor in accreditation to practice, nor in terms of commitments to public

service. The meanings of being a protessional for the trainees themselves are that of
appropriate dress (following the contemporary business attire) and appearance

generally (hair, beards, make-up, jewellery, etc.). In addition, behaving seriously,
soberly and enthusiastically (actually seeking work and looking busy) 1s a vital aspect

of the demonstration of being professional and of commitment. Time management 1s

"> Whilst socialising (in its everyday sense of informal leisure-time friendships) is certainly not the same as
socialisation, it is nevertheless part of the socialisation process.
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T1me-keeping includes the willingness to work “after hours” (and, therefore,

sacrificing personal time) as and when necessary or not to record all the hours worked
at a particular client (Coffey, 1994). Passing the professional examinations is well
understood by trainees formally as the process of becoming a professional, but is also
integral to the possibility of advancement within the firm and securing external
opportunities for exploiting the accountancy qualification (Anderson-Gough et al,
1998). Finally, another meaning of being professional for the trainees in Anderson-
Gough er al (1998) study is the “art of impression management”. In other words, the
professional is a character that trainees are expected to stage or perform for their
clhients as well as their peers. It is a role that most trainees seem to have realised that

they are “playing” rather than “being”.

The accounting firm charged with the socialisation of the newcomer, therefore,
teaches the trainee how to become a professional (via learning and internalising the
formal and informal values and beliefs of its culture) and the trainee absorbs the
values and traits presented to him/her. All cultures encourage some behaviour whilst
discouraging other behaviour (Anderson-Gough et al, 1998). The norms of conduct
and behaviours learnt 1in this formative period are likely to remain with the individual
in years to come. Consequently, the tocus on the need to learn to act in appropriate
ways and to deploy appropriate rhetoric helps trainees to create a specific
organisational identity (Iyer et al, 1997). Hence, the emphasis on socialisation and
“fitting 1n” creates an identity not only for the firm but also tor the individual

members of the firm. This 1dentity, for better or for worse, 1s readily 1dentifiable to the

outside world (Maister, 1985).

Finally, it seems the ideology within accountancy is changing. At the heart of this 1s
the general move towards ‘“‘commercialisation” or the “commercialised professional™;
but it is also represented by other changes, for example innovation in services offered
by the practices, the use of advertising, global expansion, creation of new products,
and so on. In essence it means giving the client what s/he requires in as many different
areas as possible. It means that today the emphasis 1s very firmly on being commercial

and on performing a service for the customer rather than on being public spirited in
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behalf of elther the pUth or the state (Hanlon 1994) Itappeetrs that the
qualities of the accountant are exercised for the benefit of the client (and not the
public). Accountancy is now a fully fledged, profit orientated business. As it has been
outlined above, an accountant’s training is not really about developing technical
expertise, although everyone recognises that this obviously is a factor, it has much
more to do with becoming acceptable, trustworthy, commercially aware and so on. In

short, the accountant’s training and socialisation is centred in developing “business

virtue” (Hanlon, 1994).

Thus, the 1dea of client service appears to have a paramount importance to the survival
and success of the audit firms. The appropriate behaviours in terms of appearance,
manner, presentation, self-conduct and so on (i.e. the processes of socialisation within
the accountancy firms) are a vital part of giving good client service (and pursuing and
achieving career success) and that failure in these respects may lead to loss of clients
(and subsequent career failure). Provision of client service is elevated as perhaps the
central value transmitted by socialisation. Professional (i.e. acceptable social and

business) conduct centres upon behaviour towards the client. Hence, it is not

surprising that the understanding of the “professional” from trainees is primarily in

terms of behaviour, as Anderson-Gough et al (1998) study shows.

In sum, therefore, what 1s obvious from the above analysis is how the notion of
protessionalism refers to a mode of conducting oneself. Also, the meaning of being a
professional becomes 1nextricably bound up with the culture of the firm, and the firm
arrogates to itself a certain conception of what being a protessional means (Grey,
1998). Finally, 1t appears that the trainees acquire and sustain an identity (and
probably an allegiance to the audit firm) through espousing the corporate values to
which they belong. By learning and accepting the “correct” behaviours and norms,

non-shirking values are also instilled to trainees’ mind.
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future earnings. We have also seen how the individual opportunism puts barriers to

capturing these gains and how the creation of firm-specific human capital by the
accountancy firms surmounts those barriers. Further, we have emphasised that the
FSHC can only be created when a sharing model is adopted. Nevertheless, we have
not showed yet why accountancy firm alumni have an inclination to favour their alma
mater. Recall that the main objective of this chapter (and the thesis) is to explain this

predisposition of alumni towards their ex-employer. However, this is where the up-or-

out promotion policy comes into the discussion.

The existence of firm-specific human capital facilitates the selection/adoption of the
up-or-out personnel policy employed by the accountancy firms'”. An up-or-out rule
means that those denied promotion must leave the organisation, even if they were

successful at their current level in what they were doing.

At the time when the trainee chartered accountant is first hired, the trainee and the
firm each face a different kind of uncertainty with respect to the trainee’s career path.
The tirm 1s uncertain about who among the pool of trainees hired will come to possess
the ability, knowledge and personal attributes thought necessary to partnership.
However, the organisational response to the firm’s uncertainty concerning how a new
trainee will develop 1s an apprenticeship: a period between initial hiring and the
partnership decision that gives the trainee chartered accountant the opportunity to

demonstrate that he or she has acquired the required skills for which the firm 1s

looking'® (Cantor, 1982; MacDonald, 1980).

'* Recent research studies (e.g., Van Lent, 1999; Maister, 1982 and 1985) indicate that accountancy firms adopt an
up-or-out promotion policy. There is also plenty of anecdotal evidence that audit firms employ-sgch promf)tlon
policies (Milgrom and Roberts, 1992; Hanlon, 1994; Anderson-Gough et al, 1998). However, 1t 1s recogn1§ed here
that the chartered accountancy qualification is widely perceived to offer a good general business qualification that
is used for gaining entry into managerial posts in industry. In fact, the mobility that the audit training gives may be
a trainee’s preferred option from the outset. o |

'S Baker et al (1988) in their analysis argue that “up-or-out systems work better in situations _whqe the required
human capital is general rather organisation-specific”. We argue the firm specific human capital is not destroyed
by the up-or-out policy and one presumption is the fact that tl_le big accountancy _ﬁrms employ thousands of
trainees each year and in effect forcing the unsuccessful candidates for partnership to leave the firm creates no loss

of firm specific human capital. | | | o |
16 prescott and Visscher (1980) named the information about the employee’s performance as organisation capital.
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once he or she has been paid to make the investment. Familiar human capital theory
(Becker, 1962; Hashimoto, 1981) specifies that the firm as well as the trainee must
pay for the trainee’s investment in firm-specific human capital'’. The problem for the
firm, however, 1s to assure that, after it pays for the trainee’s investment, it actually
rece1ves the returns. The solution to this uncertainty concerning trainee’s ability to
threat and quit after the investment has been made is a deferred compensation, a

premium: the trainee chartered accountant actually receives the compens