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Today, fundsraised through the share market are one of the main sources of investmentsin the private sector of a
modern economy, and the stakehol ders need the company'sfinancial statement for investment. Reliablefinancial
statements form the corner-stone of the capital market system. As public confidence in reliability of financial
statement erodes, so will confidence in the integrity of our capita markets. Reliable financial information
depends on effective auditor's report. The auditor's report adds value to financial statements through the
independent verification it provides (Stone, 2001). Therefore, in this situation the need for independence for
auditor becomes necessary (American Institute of Certified Public Accountants, AICPA, 1977) Independence,
both historically and philosophically is the foundation of the public accounting profession. And upon its
maintenance, it depends on the professions' strength and statute. To be credible, the auditor's opinion must be
based on an objective and disinterested assessment of whether the financia statements are presented fairly in
conformity with the Generally Accepted Accounting Principles (GAAP). Independenceis one of the key factors
of the auditors. Without independence, the auditor's reports would not be credible and investors which are
creditors would have little confidence in them. Independent audits enhance the credibility and reliability of
financial statements. Thus, contributing to effective corporate gover nance (Defond et al., 2000, Bell et al., 2000)
andimproving theefficiency of capital markets.
However, nowadays the force of globalization in accounting and assurance services have also created the multi
disciplinary nature of largeaudit firms' (Brierley and G William 2003). These multi disciplinary firmsoffer audit
and non audit-services (NAS) to audit clients and this has become one of the major concerns regarding the
potential auditor independence dilemma (Craswell 1999, Quick and Warming-Rasmussen 2005). Many
empirical researches regarding audit independence and NAS have been directed towards identifying the nature
and extent of thisthreat in developed countries ( Arlanda 1999, Beattie and Fearnley 2002, Chung and Kallapur
2003, Raghunandan2003) andin developing countries(Gul and Yap, 1984, Teoh and Lim 1996, Sori et al 2006).
Literature has pointed out that the joint provision of audit and non audit services (NAS) could raise the risk of
client retention due to economic incentives and the tendency to agree with clients and choices of accounting
policies(Beck etal 1988, De Angel, 1981, Frankel et al 2002, Simunic 1984).
In view of this fact, the main concern is the ability of auditors to objectively examine their client's financial
statements while at the sametime receiving lucrative NA S fee from the same client. Recent accounting scandals
and perceived audit failures, such asin Enron, Tyco, and World Com have resulted in criticism of the accounting
and auditing professionsin the financial press for their aleged role in allowing these situations to evolve. The
reality of public concern on thisissueisthat when company failure exists, thereisan immediate outcry of where
were the auditors? Along with the question asto whether they were really objective (APB, 1994). Becauseinthe
wake of these scandals, many of these companies saw their equity values plummet by billions of dollars. For this
matter, provision of NAS by auditors to their audit clients have been regarded by regulators in the US, UK,
Australiaand various other countries asathresat to auditor independence (Croswell 1999, p. 29). In this paper the
authors (it will be explained) analyze the importance of independence and then the effect of NAS on auditor
independence.

IMPORTANCE OF INDEPENDENCE

The issue of auditor independence in particular, its nature and its determinants, has been the subject of
investigation and pronouncements by policy makers and the accountancy profession for several decades. For
example, the U.S. Senate, (1976 and 1985, Metcalf and Dingall committees) AlCPA the Cohen (1978), and the
Treadway Commission (1987) Public Oversight Board (1986) in the U.S, Canadian Institute of Chartered
Accountants (1978). Satement of auditing practice AUP (AARF 1992) in Australia and the auditing practices
board (APB 1992, 1994) in the UK (beattie 1999). Auditor independenceisthe core of the auditing industry. The
independence standard Board (ISB 2000 p. 11) statesthe goal of auditor independenceisto support user reliance
onthefinancial reporting process and to enhancethe capital market. Elliott and Jacobson (1998 p. 1) say that “the
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purpose of audit independence is to improve the cost-effectiveness of the capital markets by reducing the
likelihood of material bias by auditorsthat can undermine the quality of the audit and al so the objective of audit
independenceistoimprovethereliability of thefinancial statement. Thisinformation risk isreflected in the cost
of capital, both of the particular firm and themarket in general.

Kinney (1991) agreesthat independent standardsal ong with accounting and auditing standardsare essential tothe
value that our capital market system provides for investor protection, corporate governance, and facilitation of
capital formation. He explains both, a constraint view and a core value view of independence. According to the
constraint view, independenceisachieved by externally constraining auditorsthrough rulesissued by SEC or the
AICPA. According to the core value view, auditors themselves will maintain independence to preserve their
market value. Arthur Levitt statesthat “ one generation of accountants passes on the light of independenceto the
next. That light sustainsthe profession'slife through aculture of integrity, amission of objectivity and an ethic of
responsibility.” The auditors are handed a precious legacy, what they do with it will determine the future of this
profession. Itisaheavy burden but an overwhelming privilege.

DEFINITION OFAUDITORINDEPENDENCE

Auditor independence is an important element of the assurance that an audit report provides to its readers with
increasing globalization of businessand theexpansion of thelargeaudit firmsinto truly multinational enterprises.

Also, “the concept of independence has proved, however, to be difficult to be defined precisely” (Antle 1984).
Thus, the concept of auditor independence has been argued from many perspectives amongst the professional

authorities. Important definitionsand views have been presented bel ow:

(1)The SEC (2002) defines independence as “a mental state of objectivity and lack of bias,” (2) The AICFA
describes auditor independence as an absence of interests that create an unacceptable risk of biaswith respect to
thequality or context of informationthat isthe subject of an audit engagement (AICPA 1997).(3)Arnset a (1999)
defined independencein auditing astaking an unbiased view point in performance of audit tests, the eval uation of
the result and issuance of the audit report. Independence includes the qualities of integrity, objectivity and
impartiality.

John Carey (1946) explained independence asan abstract concept and it isdifficult to define either generally or in
its peculiar application to the public accountant. Essentially, it is a state of mind. It is partly synonymous with
honesty, integrity, courage, character. It meansin simplest terms, that the certified public accountant will tell the
truth as he sees it, and will permit no influence, financial or sentimental, to turn him from that course.
Independence may be a state of mind or abehavior. According to AUP 32, independence requires freedom from
bias, personal interest, prior commitment to aninterest, or susceptibility to undueinfluenceor pressure.

Mautz et al (1961) defined independence as an essential auditing standard because the opinion of theindependent
accountant isfurnished for the purpose of adding justified credibility to financial statementswhich are primarily
representations by management. If the accountants were not independent of the management of his clients, his
opinionwould add nothing.

Independence Standard Board (I SB, 2000) givesfreedomfrom these pressuresand other factorsthat compromise
or can reasonably be expected to compromise an auditor's ability to make unbiased audit decisions. These
representative definitions all reflect the importance of objectivity (ability to suppress biases) and integrity
(willingness to express an opinion that truthfully reflects the evaluation of what has been discovered during the
audit) asthetwo key aspectsof auditor independence (Dunmoreand Folk 2001, p. 8)

THEELEMENTSOF INDEPENDENCE

Thereiswidespread agreement between regulators, accounting practitioners and auditing academicsthat auditor
independence enhances auditor credibility. Historically, the SEC, the ISB and AICPA have partitioned
independenceinto two dimensions: independencein appearance (11A) andindependenceinfact (11F).

The mgjority of empirical studies on the I1A focused upon identifying the factors which potentially influence
independence and assessing their impact upon perceived independence since independence, in fact is
unobservable. It isimportant for an auditor to maintain an unbiased view point in his actions regarding the audit
and it is equally important for the auditor to be perceived as independent by the users of financial statements.
Thesetwo viewpointsarereferred to asindependencein fact and appearance.

INDEPENDENCE INAPPEARANCE((I1A)
I1A refersto the public or other perceptions of the auditor'sindependence. Since |1 A relies on the perceptions of
users of financial statements, thus it is an empirical concept (Dykxhear and Sinning 1981). This notion of
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independence (I1A) is one of the cornerstones of auditing theory and the sine qua non of auditing practice. The
importanceof 11A comesfromitseffectson thevalue of thefirm. Simunic stated that onewould expect firmvalue
to be affected by the perceived reliability of financial reports and so the quality of auditing. Alossin value may
occur becauserational purchasersof thefirm'ssecuritieswill require compensation for any perceived risk of non-
truthful reporting. (1984, 684)

Academic research has examined independence in appearance by examining financial statement of users
perceptions of auditor independencewherevarious conditionsor servicesare provided by theauditor. Most of the
literature on auditor independence suggests that the credibility of financia statements depends on the perceived
independence of the external auditor by the users of financia statements (Levin 1976). Thus auditor
independence perceptions do appear to have economic consequences. Firth (1980) arguesthat if the auditor isnot
seento beindependent, userswill havelessconfidenceinthefinancial statements, and theauditor'sopinion onthe
company'sfinancial statementswill be of value. Fromaregulatory point of view, oneviolation of 11 A occurswhen
auditors provide material amounts of certain kinds of NASto audit clients (Pitt and Birenbaum 1977). HencellA
of activities, relationships and other circumstances which would lead to well informed investors and other users
reasonably to concludethat inan unacceptably highrisk situation, an auditor lacksindependence of mind.

INDEPENDENCEINFACT(IIF)

I1F relates to the notion that the auditors possess an independent mindset when planning and executing audit and
that the resulting audit report is unbiased. Dykakoorn and Sinning defined |1 F asthe auditors' state of mind of his
or her ability to make objective and unbiased audit decision (1982). It basically refersto the mental attitude of the
auditor in terms of professional objectivity (Gul and Tsui 1991). Thus, I1F is concerned with auditor objectivity
(objectivity is defined, in the context of an audit, as the ability to make unbiased audit decision (1SB 2000). IIF
means that decisions should be made objectively without influence from other parties or factors. The second type
of independence is that the auditor is perceived to be independent (Stamp and Moonitz 1978) and (Jordan and
Johnston 1987) debated | I1F dealswith intellectual honesty, providing its existenceisdifficult Although IIFisat
the core of independence requirement, it is not observable in a timely manner, making it difficult to regulate
(Schuetz 1994). In general, prior academic research has examined IIF by examining auditor judgment and
decisionmaking variationinthe presence or absence of conditionshypothesized toinduceauditor bias.

THREATS

Independencerisk isdefined as“ therisk that isthreatsto auditor independenceto the extent they are not mitigated
by safeguards, compromise or can reasonably be expected to compromise auditor's ability to make unbiased
decisions’ (1SB 2000). Threats to auditor independence represent pressures or other factors impairing auditor's
objectivity. To be independent, an auditor must be able to overcome the threats that compromise objectivity.
Identifying sources of threats help to illuminate their nature and impact on auditor's independence. Threats to
auditor independence are sources of potentia bias that may compromise or may reasonably be expected to
compromise an auditor'sability to make unbiased audit decision. Significance of threat to auditor independenceis
the extent to which threat increasesindependencerisk. Schultz Jr, 1966, pointed out that this attitude could evoke
auditor empathy for management, which could compromise independence. The significance of a specific threat
depends on many factorsincluding nature of activity, businessrelationship, financia interests, employment with
audit client, managerial or supervisory, persona relationships, provision of NAS and other circumstances
creating thethreat. Standards of auditor independence should establish aframework of principles supported by a
combination of prohibitions, restrictions, other policies and procedures and disclosures. Theorists generaly
hypothesize that concurrent provision of NAS to audit clients pose a threat to auditor independence. These
arguments are based broadly on notions of economic dependency and mutuality of interest (Graeme Wines,
1994). Relationshipsthat could have an effect on an auditor'sindependenceinclude personal relationship (such as
between family members) financial involvement with the entity (such asby way of investment) provision of other
servicesto the entity (such asundertaking val uations) and dependency on feesfrom one source. Thesethreatscan
be generally classified (1ISB 2000 (b) paragraph 12) as: (a)Self-interest (b)Self-view threat (c)Advocacy threats
(dyFamiliarity (or trust) threat and (€) Intimidationthreats

a) Self-Interest

Self interest threat arises from auditors acting in their own interests. It includes auditor's emotional, financial or

other personal interests. Auditorsmay favor consciously or subconsciously these self-interestsover their interests
in performing a quality audit. For example, auditors relationships with auditees create a financial self-interest
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because auditees pay the auditors fees. Auditorsalso have afinancial self-interest if they own stock in an auditee
and may have an emotional or financial self-interest if an employment relationship exists between an auditor's
spouse and an auditee. To mitigate or to eliminate this threat, it can use safeguard prohibitions against certain
financia interests and family relationships between auditors and auditees restrictions on the percentage of the
total firm fees, earned from one auditor and auditing firm disclosures to the audit committee of all services
providedtotheauditor.

b) Self-View Threat

It isathreat that arises when auditors review their own work or the work done by othersin their firms. It may be
more difficult to evaluate without bias one'swork or that of one'sfirmsthan the work of someone else or of some
other firms. Therefore, a self-review threat may arise when auditors review judgments and decisions they or
othersin their firm have made .To mitigate or eliminate thisthreat, it can use safeguards concurring partner and
peer reviewsand prohibitionsagainst auditorsacting in the capacity of auditor management.

c)Advocacy Threats

Thesearethreatsthat arisefrom auditorsor othersintheir firm, promoting or advocating for or against an auditee's
position or opinion rather than serving as unbiased attesters of the auditee's financial information. Such threats
may be present, for example, if an auditor or othersin the auditor'sfirm promotes an auditee's securities or acting
asan advocatefor an audit clients position in dealingswith their parties, to mitigate or eliminate, by among other
safeguards, mandatory rotation of engagement partners and restrictions on certain employment relationships
between auditors family membersand auditees.

d) Familiarity (or trust) Threat

A threat that arisesfrom auditors can beinfluenced by acloserel ationship with an auditor. Such athreat is present
if auditors are not sufficiently skeptical of an auditee's serrations and as aresult, too readily accept an auditee's
viewpoint because of their familiarity with or trust in the auditee. For example, afamiliarity threat may arisewhen
anauditor hasaparticularly closeor long standing personal or professional relationship withan auditee.

e) Intimidation Threats

A threat that arisesfrom auditors being or believing that they are being overtly or covertly coerced by auditees by
other interested parties. Such athreat may ariseif an auditor or auditing firmisthreatened with replacement over a
disagreement with an auditee's application of an accounting principle. Intimidation threats may be mitigated or
eliminated by among other safeguards concurring partner reviews, internal consultation requirements and an
appropriate“toneat thetop” in both auditing firmsand auditees.

NON-AUDIT SERVICES(NAYS)

It is found that auditors believe that the auditors work would be used as a guide for investment, valuation of
companies and in predicting bankruptcy. Furthermore, the third party feels that there is a strong relationship
between the reliability of auditor's work and the investment decision. Also the auditor's work facilitates the
process of economic development through the presentation of reliable information concerning the financia
position of the companies (Wahdan et a, 2005). Concernsregarding audits performed by firmsal so offering non-
audit services (NAS) go back to Mautz and Sharaf (1961), who asserted that management advisory and tax
services which auditors provide tend to reduce the appearance of audit independence. Globalization in
accounting and assurance service has also created the multidisciplinary nature of large audit firms (Brierly and
Gwilliam, 2003). These multidisciplinary firms offer audit and non- audit servicesto audit clients and these have
become one of the major concernsregarding the potential auditor independence dilemma (Quick and Rasmussen,
2005). Levitt described auditors who perform significant NAS for audit clients have an additional economic
incentiveto retainthe client-possibly at therisk of deciding difficultissuesintheclient'sfavor so ashot to present
adisagreement with management that might ultimately lead to dismissal. (2000)

The Securities Exchange Commission (SEC) believes that non-audit services impair auditor independence
because of the significant revenues generated from these services, and the consulting nature of these services
often lead the auditor to identify himself with theinterests of the management rather than with those of the public
(SEC, 2000). Although there are market-based incentivesfor auditorsto remainindependent, therearealsoforces
that potentially threaten auditor independence. Specifically, regulators are concerned about two effects of NAS.
One is afear that non-audit service fees make auditors financially dependent on their clients, and hence less
willing to stand up to management pressurefor fear of losing their business. The other isthat the consulting nature
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of many non-audit services puts auditors in the managerial role (Defond et a 2002). Significant increases in
consulting revenue generated by CPA firmsled the SEC to believe that increased economic dependence on these
services may potentially impair auditor independence. Hence, in 1978, the SEC adopted disclosure requirements
(ASR 250) that required audited firmsto disclose NASfees (asaratio based on the audit fees). And in September
1981, SEC repealed ASR No. 250 rational for the repeal includeinsignificant purchases of NAS by audit clients,
artificial and detrimental curtailments of NAS because of the disclosures, and investors seemingly lack of
interests on thisinformation (Abbott et al 2003). The concern on NA S negative impacts reemerges as consulting
work grew explosively in the 1990s (Antle et a 2002). In 2000, the SEC issued final rule of independence. The
rule requires firmsto disclose the purposes of al fees paid to the auditor and identifying whether thefeeisfor 1)
audit 2) financial information system design and implementation services 3) others, On July 30 2002, President
Bush signed the public accounting reform and investor protection ACT (the Sarbanes-Oxley Act) into law.
Accordingtothe Sarbanes-Oxley Act (2002) thefollowing itemsarenon audit services:

1. Book keeping or other servicesrelated to theaccounting recordsor financial statement of theaudit clients.

2. Financial information systemsdesign and implementation.

3. Appraisal or valuation services, fairness opinions, or contribution-in-kind reports.

4.Actuaria services.

5. Internal audit outsourcing services.

6. Management functionsor human resources.

7.Broker or dealer, investment adviser or investment banking services.

8. Legal servicesand expert servicesunrel ated to the audit.

9. Any other servicethat theaccounting Board determinesby regulationispermissible.

EVIDENCE

Several studies have investigated effects of NAS on audit quality or financial reporting quality and reached
divergent conclusions. Many prior researches suggest that NA S has negative effects on auditor independence.
Such work includes analytical studies, markets studies, studies of auditor decision-making and studies of
financial statement user perceptions. Each of thoseareaswill bereviewed below:

De Angolo (1981) explainstheoretically that as the economic bond between the auditor and client increases, so
doesthe likelihood for the auditor to compromise auditor independence. Dee et al (2002), with asample of S& P
500 firms demonstrates that firms paying higher proportions of non-audit feesto total fees paid to their auditors
have large income-increasing discretionary and total accruals. They proposed that auditors may be more flexible
in allowing for income-increasing earning management when fees from NAS account for a high proportion of
total fee from a client. Wines (1994) describes that auditors receiving NAS fees are less likely to qualify their
opinionthan auditorswho don't receive such fees. Based on hisempirical analysisof audit reportsissued between
1980 and 1989 by 76 companies publicly listed on the Austrian stock exchange, he founds that auditor of
companieswith clean opinionsreceived ahigher proportion of non-audit feesthan did auditorsof companieswith
at least one qualification. Frankel et a (2001) demonstrates empirically that levels of discretionary accruals are
higher for firmswhose auditors provided NASthan for firmswhose auditors didn't provide such services. These
higher levelsof accrualssuggest agreater potential for earning management. Farnner et al (1987) providesthat 70
percent of Big eight partnersthey interviewed allowed a client's aggressive accounting treatment proposal under
highrisk of client lessbut 80 percent did not under highrisk of litigation, suggesting that both factorsinfluencethe
objectivity of an auditor'sdecision. Karnish and Levine (2004) document that when auditorsjointly provide non-
audit services and audit services, they are more likely to issue favorable audit reports than warranted. The
economic bonding between audit firms and their clients would influence auditor independence. May be that the
level of client pressure would increase and the auditor less concerned with the quality of internal control
(Muhammad and Karbhari, 2006).Swanger and Chewning (2001), described the provision of consulting services
by the external auditor creates a business relationship with increased fees makes the clients more valuable to the
auditor and possibly clouds the auditor's judgment for fear of losing the client. Shockley (1981) seeks whether
providing management advisory services (MAS) influences perceptions of auditor independence. He found that
CPA firms providing MAS were perceived as having a higher risk services. Mauldin (2003) explains that
professional investorsperceivethat independenceisimpaired when the auditor providesinternal audit servicesor
merger and acquisition services. Pany and Reckers (1984) investigate 67 chartered financial analyses and 46
corporate stockholders and find that independence concerns decrease when NAS are performed by a separate
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division of the CPA firm rather than by the staff that conducts the audit. Lowe and Pany (1996) survey how
financial analysts perceptions and investment decision are affected by CPA firms provision of NASwith clients
to third parties. Results indicate that the materiality of the business relationship (between the CPA firm and its
client) significantly affects the perceptions and investment decisions of financial analysts. Thornton et al (2004)
also describes that bankers as well as professional accountants perceive that NAS (unspecified consulting)
compromisesauditor independence.

CONCLUSION

After several financial scandals and collapses, the bankruptcy of the Enron Corporation in 2002, revealed akey
weakness in auditor independence. Independence is one of the key factors of the auditors without which audit
reports wouldn't be credible and investors and creditors would have little confidence in them .Independent audit
will also enhancethe credibility and reliability of financial statements.In short with regardto theresearch finding
in the literature, the provision of NAS to audit clients by auditors will escalate the economic bond between
auditors and their clients. However, the authors believe that the main concern is the ability of auditors to
objectively examinetheir client'sfinancial statements and at the same time receive lucrative NAS fees from for
the same client. | believe that based on the research findings in literature, the occurrence of scandals, lucrative
revenuein NAS and insistence on observance of SEC & SOX regulations, if the auditor practices the audit and
NASto their clients, theindependence of the auditorswill beimpaired. Then authorsthink that much pressureon
auditor independence may be dueto weaknessesin the structure of corporate governance. In order to increasethe
auditor independencethefollowing are suggested;

® Activating auditing committeesin corporations.

® Definingand clarifying audit and NASactivitiesinaudit services.

* Considering penaltiesfor auditorsin caseof breaking theauditing regulation.
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2. According to Naik’s analysis as the conclusions of a study by |IM Bangalore Professor Gopal Naik (posted
onlineon Aug 11" 2007. After the ban, the facts: Futures didn't spike wheat, pulses prices by Ravish Tiwari)
“thejumpin prices, isn't because of futurestrading but because of lower production, lower stocksand soaring
international prices of certain commodities’, the reason being if futurestrading help farmersto decide which
croptogrow, itleadstoimbalancein production. It makesthefarmer grow the crop that isprofitablerather than
thecropthatisdesirablefor thenation. It leadstolow production and high prices.

3. Another observationis, it takestimeto sell the produce sincefarmer waitstill he getsabetter pricefor hiscrop
whichinturn createsartificia demand withlow suppliesdueto hoarding, hencetheriseinprices.

4. Incasethefarmer getsabetter priceafter 3to 4 monthsal so, he cannot wait to take advantage of thispriceashe
hasto meet many financial obligationspost harvest of thecrop.

5. Apartfromall these, Indiabeing basically an agrarian economy should seeto that the country isself sufficient,
mainly in food grains. Pulses “the common man's meat” cannot be put to future trading. The country should
first have sufficient to meet theinternal demand for consumption at fair prices. That iswhat is needed for the
country. One can carry out futurestrading on metals, energy, etc., which are not basic necessitiesto live with.
But as far as food grains are concerned, the government should help the farmers to get a better price and
facilitatethe consumerstogetit at an affordableprice.

It is appreciated that the government banned futures trading on some pulses protecting the farmers and the

consumers and not leaving the market open to speculative trade like futures trading. It is still beneficial if the

trading on pulsesas such isbanned which will benefit the farmersto grow cropsaccording to the nature of the soil
and the seasonsand not asper futurestrading demand.

Henceatotal ban onfuturestrading on pulsesisadvisable.
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