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Introduction

In this paper, | take stock of the literature that takes issue with the question of whether audit quality is
impaired if a firm offers audit as well as advisory services to the market. | observe that the extant
literature gives little evidence of a quality-reducing effect of advice on the audit. The research even
seems to point towards an increase in quality, in cases where, in addition to assurance, the firm offers
advisory services. This advantage can be attributed to knowledge transfer, where auditors benefit from
the knowledge of their colleagues who give advice to the firms they audit. The findings indicate that
audit quality has not improved with the stricter rules to separate advisory from audit services. If
anything, the rules have introduced a barrier for positive spill overs to occur between assurance and

advice.

Literature discussion

There is a social debate about whether it is wise to organize accountancy and advisory services within
one company. The concern is that accountants are less likely to raise shortcomings in reporting
because these could possibly harm the advisory business. Such damage would be directly at the
expense of the audit company’s income if profits from the business units are pooled and would also
harm their relationship with the advisors because they would reject the auditor's harsh position toward
their client. In a report commissioned by the ICAEW, Gwilliam, Min Teng and Marnet examined the
question, concluding that: “There is fairly robust, but not unchallenged, evidence suggesting
perceived independence to be impaired by joint provision but less robust evidence on how this
impacts on the actuality of audit performance.” Chief Executive Stephen Haddrill of the Financial

Reporting Council, which regulates the sector in the UK, called for “an investigation into whether
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KPMG, Deloitte, PwC and EY should have to spin off their UK audit arms into separate businesses”
(Haddrill, 2018).

In this paper, | refer to the literature that took issue with the relation between audit quality and the
provision of non-audit services. | want to start with the observation that the number of studies that
have been undertaken is overwhelming and that almost without exception, they point in a different
direction than that assumed in politics and debate. That is, the evidence suggests that non-audit

services do not adversely affect the quality of the work of the accountant.

Three aspects are considered: (1) the extent to which the accountant allows the company to show
better or worse results than the underlying economic condition warrants (e.g., the accountant allows
firm management to manipulate results), (2) the willingness of the accountant to issue a qualified
going concern opinion, and (3) the extent to which the accountant holds on to the conservatism
principle (recognizing profit only if it is certain and taking losses even if it remains uncertain if these

losses will arise).

When it comes to the question of whether auditors are less likely to issue a qualified opinion on the
going concern status, the work by DeFond, Raghunandan and Subramanyam (2002) does not give any
indication of a smaller chance of qualifying the continuity of firms that take advisory services in
addition to audit services. Ruddock, Taylor and Taylor (2006) find no evidence for the conjecture that
auditors relax the application of the conservatism principle as a guiding principle for companies that,
in addition to the audit, take other services offered under the same brand name. In other words,
regardless of whether an audited company does or does not provide advisory services alongside
auditing services, auditors do not make any difference between both customers in terms of result
recognition. That is, independent of whether their firm does or does not offer advisory services, the
auditor maintains the conservatism principle, according to which they require that costs are expensed
at the time they surface as a potential cost and where they only recognize a revenue when this is
realized with certainty. Antle, Gordon, Narayanamoorthy and Zhou (2006), Ashbaugh et al. (2003),
Chung and Kallapur (2003), Francis and Ke (2003), and Reynolds, Deis and Francis (2004) find no
result to suggest that there exists a link between the relative financial interest the audit firm has from
one individual client in the office and earnings management. Lennox (2016) demonstrated that the

restrictions imposed by the PCAOB in 2005 and 2006 on tax advice had no effect on audit quality

2 Of all the papers | list below, there appears only one that finds a generic link between non-audit services and
earnings manipulation: Frankel, Johnson and Nelson (2002). Their finding, however, proved to be based on a
mis-specification (Ashbaugh, LaFond and Mayhew, 2003). If there is a problem, it comes with a very small
sample of fast-growing SMEs in which the management had the full say.



measured in terms of the number of reported errors that gave rise to a financial restatement,

shortcomings in filed tax returns and the going concern opinion.

Looking at the huge amount of studies, there seems to be little ground to support the claim that cases
exist, for which it is shown that the accountant's independence was adversely affected because the

firm he/she is part of also provides advisory services.
Is there nothing going on?

Francis (2006) believes we should be careful. We will not find a direct connection as quickly, as it is
unlikely that quality issues can be readily observed. Instead, it is entirely possible that the accountant
sub-consciously loses his/her independence, if they offer additional advisory services. But if that were
true, we should still find such evidence in empirical studies, because the above studies do not
distinguish between conscious or sub-conscious independence issues. The studies examine whether
the accountant per se makes a difference between customers who do or do not receive advisory

services alongside assurance.

However, if it does not make any difference, can we also try for an assurance to an audit-only
company? This reasoning may be problematic. In the above-mentioned studies, it is examined if the
quality of the auditor's work suffers as advisory services are delivered in addition to assurance
services. But there is also research into whether the audit work benefits as other services are provided
alongside assurance. This work focuses on whether the knowledge gathered in the firm by providing
different services is beneficial to the quality of the audit service. Such an improvement would surface
if the accountant retrieves knowledge from his advisory colleagues and can apply this knowledge to

enhance the quality of his/her assurance work.

Koh, Rajgopal and Srinivasan (2015) conducted an important study in this regard. They specifically
looked at the situation in which it was still permitted for audit firms to provide audit services
alongside advice on information systems. They find that firms that give advisory services to a
company, in addition to assurance, are less likely to allow profits to be manipulated. This relationship
was further enhanced if information advice was given. If we put this outcome in the light of the
eradication of information services, it is unclear whether this measure has worked out favourably for
the work of the audit profession. For example, it is entirely possible that it is easier to determine
whether the internal controls work well, if the accountant can also obtain information from their
colleague regarding the design of those controls. Weaknesses become clearer than before. In this
respect it does not matter whether the firm audits and advices the same company, what is important is
that firms that combine advisory with audits develop a wider range of skills that spill over The fact
that the knowledge is in the firm, helps the auditor to see weak and strong points. In addition, since
advisors and auditors work according to a firm-wide set of internal rules and regulations, it is not a

forgone conclusion that independence issues surface if control and advice are organized in one firm.



On the other hand, Bell, Causholli and Knechel (2015) show that for private firms the provision of
advisory services is negatively associated with the quality of the audit. Audit quality was measured by
looking at internal Assessments of Audit Quality by colleague accountants in the United States.
Accountants provided poorer audit quality to customers who, in addition to assurance services, also
obtained advice; but the result is the opposite for companies that are subject to mandatory audit.
Public firms could count on higher audit quality. In the first case, the risk of a claim is smaller than in
the second case. Perhaps those auditors become stricter if their independence is, in appearance,
compromised (because their company also provides advisory services) and enforcement is more likely
to be imposed (by the PCAOB). On the other hand, it is entirely possible that the internal controls of
private firms are of a lower quality, leading mechanically to lower quality financial statements. Future

research will tell.

In addition to the fact that the quality of the audit may benefit from the presence of advice in addition
to assurance services, there is also an effect on the auditee. Ciconte, Knechel and Mayberry (2017)
show that firms that, in addition to their assurance services provide advisory services, have a
favourable influence on the operation of the company. In other words, profitability is promoted if the

firm offers a broader range of services.

Discussion and conclusion

Based on the results of existing research, we can derive few arguments for firms to to spin off their
audit arms into separate businesses. There is a likelihood that transfer of knowledge within firms is
impaired when firms are forced to deliver audit only. Very recent research from Ciconte et al. (2017)
shows that corporations benefit if their auditor also offers advisory services. However, there exists
some indications for possible negative quality consequences in Bell et al. (2015), who find that
auditors are less alert in private firms who take non-audit services compared to public firms that take
non-audit services. As Francis (2006) states, the findings do not rule out that accountants are
unwittingly less strict in auditing the financial statements of firms to whom they deliver advisory

services in addition to assurance services.

To conclude, the existing research would not suggest that establishing audit-only firms would enhance

the audit quality.
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