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ABSTRACT: This study examines the affect of engagement risk and experience on auditors’ concessionary behavior in auditor-client negotiations.  Sixty-six senior audit practitioners (managers and partners) completed an Internet-based, simulated negotiation to resolve a complex revenue recognition issue.  Participants assumed the role of auditor and negotiated with a programmed “client” to identify a financial reporting alternative that satisfied both parties.  Engagement risk was manipulated between subjects and auditor experience was measured based auditors’ total years of experience.  The results indicate that the auditors responded to high engagement risk by making greater concessions to the client (i.e., aggreeing to a revenue recognition method that is more in line with the client’s aggressive reporting preference).  However, higher experienced auditors made fewer concessions than low experienced auditors.  
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INTRODUCTION

Audited financial statements are a joint product of both the auditor and the client (Antle and Nalebuff 1991), and auditors sometimes play an active role in managing the client’s financial reporting choices (Nelson et al. 2002). In the process of financial reporting, circumstances may arise that lead to divergent preferences between clients and auditors on accounting and reporting issues.  The resolution of such financial reporting issues can be especially difficult when generally accepted accounting principles (GAAP) are ambiguous (e.g., Johnstone et al. 2002; Nelson and Kinney 1997), since both parties may make different judgments depending on their preferences.  As a result, auditors often engage in complex negotiations with their clients to achieve a reporting alternative that adheres to GAAP and reports the substance of the transaction in a representationally faithful manner.  Further, these negotiations often have a material effect on the financial statements (Gibbins et al. 2001).   

Despite the importance of auditor-client negotiation in financial reporting, limited attention has been given to the need for effective negotiations in situations that entail subjective matters (e.g., accounting estimates, imprecise accounting standards, etc.) (Trotman et al. 2002).  The purpose of my study is to examine how senior audit practitioners (partners and managers) negotiate with their clients to resolve a complex revenue recognition issue.  I examine how certain environmental and psychological factors influence negotiated outcomes.  More specifically, this paper provides empirical evidence on how engagement risk and auditor experience affect concessionary behavior in auditor-client negotiations.  

My study provides an empirical test of some of the auditor-client negotiation theory introduced in Gibbins et al. (2001), extending that study in two main ways.  First, their study identifies the significance of negotiation in the audit environment and provides a framework for examining auditor-client negotiation.  However, their study does not specifically control for factors generally encountered in an accounting environment (e.g., engagement risk, experience, firm culture, etc.).  A logical extension of their study is to examine specific factors that potentially influence auditors to make concessions that ultimately impact the negotiated outcome.  

Secondly, they note that one limitation of their study is that they asked audit partners to select their own negotiation examples, which may have biased the responses toward negotiations where outcomes were satisfactory to the partners.  Further, they note that their analysis does not address context-sensitive factors such as negotiation strategy.  My study addresses these limitations by experimentally examining auditor behavior and negotiation strategies in an auditor-client negotiation context.

Drawing from accounting contextual features identified by Gibbins et al. (2001) as important in auditor-client negotiations (Figure 1), I examine how engagement risk influences auditor behavior during auditor-client negotiations.  Research demonstrates that engagement risk influences decision-making behavior (e.g., Knapp 1985; Walo 1995; Hackenbrack and Nelson 1996;  Johnstone, et al.. 2002) and is an important aspect of the overall audit environment (Bell et al.. 2002; POB 2000).  However, the directional effect of risk on negotiation strategies and outcomes is potentially influenced by auditor incentives.  For example, auditors have been found to report more aggressively when engagement risk is low (Hackenbrack and Nelson 1996).  In the context of auditor-client negotiation, auditors may engage in a distributive (e.g., cooperative and unassertive) negotiation process (e.g., make larger concessions) and allow the client to report a more aggressive method when engagement risk is low.  

Alternatively, when auditors are motivated to arrive at a desired conclusion, their objectivity is significantly decreased and they are more likely to arrive at the client-preferred method (Kadous et al. 2003).  During negotiation to resolve an issue that is not clearly defined by GAAP, auditors may perceive greater pressure to accept the client preferred aggressive reporting.   Therefore, if an auditor believes that they can reasonably justify that the client- preferred aggressive method may be acceptable within the bounds of GAAP, despite the presence of high engagement risk, s/he may be more likely to make greater concessions toward the client’s preference.  Thus, in an auditor-client negotiation context, I expect that engagement risk will affect the level of auditor concessions, although I do not make a directional prediction regarding the relationship. 

A second factor likely to affect negotiations is an auditor’s level of experience.  Experience is shown to be an important aspect of knowledge and ability (e.g., Bonner and Lewis 1990; Libby and Frederick 1990; Bedard and Chi 1993).  Experienced auditors generally have a more complete knowledge base and engage in more complex cognitive processing (Choo and Trotman 1991).  Research in the negotiation literature provides evidence that experience improves performance (Thompson 1990a; Thompson 1990b; Neale and Northcraft 1986).  Specifically, highly experienced negotiators make higher initial demands, offer fewer concessions, and make offers that are low in value to the other party (Thompson 1990a).  Given the findings from these studies, it seems reasonable that higher experienced auditors may make fewer concessions when faced with a client who prefers an aggressive financial reporting position.  Therefore, my second expectation is that high auditor experience will be negatively associated with auditor concessions.

I also examine whether risk and experience interact to further influence concessionary behavior.  Research provides evidence that more experienced decision makers perform better because they have more developed knowledge structures (e.g., Johnstone et al. 2002; Shelton 1999; Tubbs 1992; Libby and Frederick 1990).  As such, more experienced auditors may be more cognizant of client incentives and the risk that those incentives pose to their own self interest.  As a result, they may be more likely to stay committed to their initial positions and make fewer concessions, particularly in high risk situations.  Therefore, my final expectation is that high experience auditors will make fewer concessions in high risk auditor-client negotiations as compared with low experience auditors.

To investigate these expectations, I recruited partners and managers from each of the Big 4 firms, one international firm, and a regional firm operating throughout the Midwest.  In the experiment, participants complete an Internet-based negotiation based on an actual audit situation.  A simulated negotiation between the auditor and the client takes place to attempt to identify a financial reporting alternative that satisfies both parties.  Participants assume the role of the auditor and interact with a programmed “client” via the computer.  Within this experimental context, I manipulate engagement risk as relatively high or low, and I measure auditor experience.

Results are consistent with expectations.  I find that as engagement risk increases, auditors make more concessions to the client (selecting a final negotiated outcome that results in recording a revenue amount that is more in line with the client’s aggressive reporting preference).  This result is consistent with the literature documenting the effect of motivated reasoning on auditor decision-making, demonstrating that judgment can be influenced by the decision makers’ motivation to reach a particular conclusion (Kadous, et al. 2003, Boiney et al. 1997, Kunda 1990).  Results also indicate that experience influences concessionary behavior, such that lower experience auditors make more concessions to the client than higher experience auditors.  Finally, the interactive effect of risk and experience on concessionary behavior is not significant.  I discuss the implications of these findings in the conclusion section.

The remainder of the paper is organized as follows.  Section 2 discusses the theoretical background and development of hypotheses.  Section 3 outlines the research methods, and section 4 contains the results.  Section 5 contains my conclusions.
THEORETICAL BACKGROUND AND HYPOTHESES DEVELOPMENT
Negotiation

Negotiation is a process by which a joint decision is made by two or more parties.  The parties first verbalize contradictory demands and then move toward agreement by a process of concession making or a search for new alternatives (Pruitt 1981).  The very nature of the audit function can necessitate negotiation between the auditor and the client to resolve disputed financial reporting issues.  For example, before an auditor is willing to express an unqualified opinion on a client’s financial statements, any disputed accounting issues must be resolved.  The resolution of these issues may result in a negotiation between the auditor and the client, where the client is likely to attempt to persuade the auditor to accept his/her position and visa versa.

Until recently (Ng and Tan 2003, Trotman et al. 2002, Gibbins et al. 2001) existing research on accounting negotiation has come from non-audit areas and has focused on three primary issues: transfer pricing, budgeting and collective bargaining (Peffer 2000).  From this research we have learned that there are a number of individual (e.g., risk preference, tolerance for ambiguity, etc.) and situational variables (e.g., financial incentives, organizational culture, etc.) that potentially impact negotiation, and that more work needs to be done to identify the effect of these variables on negotiation processes and outcomes (Peffer 2000).

Gibbins et al. (2001) provide a framework for auditor-client negotiation.   They find that accounting negotiation can affect the financial statements materially, that senior audit practitioners experience negotiations as a normal part of their practice, and that, when negotiations occur they are important to the parties involved.  They expand the elements of negotiation examined in the behavioral negotiation literature to include accounting contextual features identified in the accounting literature and features identified by senior audit practitioners.  The contextual features that they identify consist of three general groups: the role of external conditions and constraints, the interpersonal auditor client context, and the capabilities of the parties.  These features potentially influence the negotiation process and its outcome.  

Negotiations may have a variety of outcomes (e.g., impasse or mutual agreement, etc.) (Thompson 1990c).  Generally, negotiators reach an agreement with the other party if it is in their best interest to do so (Thompson 1990c).  The auditor and the client have joint interests; auditors are generally interested in client retention, and clients want to obtain an unqualified audit report (Gibbins et al. 2001).  Therefore, it is likely that auditor-client negotiations will result in mutual agreement.  The process of reaching a mutual agreement may involve both parties making concessions so that each party gets at least a part of his or her preferred outcome.     

In the negotiation literature, outcomes are generally evaluated in terms of an integrative component (both parties are better off), or in terms of a distributive component (one party or both ends up with losing positions).  The process of concession making by both parties is an example of  integrative bargaining which has been widely regarded by negotiation theorists as a normative benchmark for evaluating the quality of a negotiation outcome (Kramer and Pommerenke  1993).  However, integrative solutions are rarely found (Neale and Bazerman 1991) because parties enter negotiations with a “fixed pie” assumption whereby only distributive negotiation is viewed as possible (Bazerman 1986).  For example, Gibbins et al. (2001) find that only 16% of the auditors in their study achieved an integrative solution.  They note that this is potentially due to auditors not fully considering the client’s interests and a variety of alternative options.  

This finding is somewhat surprising given the joint interests between the auditor and the client.  Thus, it is possible that the inability to reach integrative solutions may be due to other factors (e.g., risk and experience) that influence the negotiated outcome, which Gibbins et al. (2001) note in their framework.
  The following discussion provides the theoretical background and the development of the hypotheses for each of the factors hypothesized to influence the concessionary behavior as auditors arrive at a negotiated outcome.
Engagement Risk

Engagement risk refers to the risk the audit firm is exposed to, such as loss or injury to the professional practice from litigation, adverse publicity, or other events arising in connection with the audited financial statements (Johnstone 2000; SAS 47).  Engagement risk may exist even if there are no misstatements in the financial statements and the audit is conducted according to professional standards (Rittenberg and Schwieger 2001); it is an important part of the audit environment (Bell et al. 2002, POB 2000).    

Research examining the influence of engagement risk on auditor decision-making (e.g., Walo 1995; Hackenbrack and Nelson 1996; Johnstone 2000) provides evidence to support the importance of engagement risk in the audit setting.  Engagement risk is likely to affect negotiated outcomes because research demonstrates that engagement risk influences auditors’ judgment based decisions (e.g., Hackenbrack and Nelson 1996; Johnstone et al. 2002).  For example, engagement risk has been shown to affect the generation of alternatives during pre-negotiation.   Johnstone et al. (2002) examine auditors’ generation of financial reporting alternatives in a setting in which an audit client proposes an aggressive financial reporting alternative for a complex revenue recognition issue.  They find that higher engagement risk is associated with the generation of a greater number and range of financial reporting alternatives, particularly for high-knowledge auditors.  

In their study of auditor incentives and application of financial reporting standards, Hackenbrack and Nelson (1996) find that auditors’ incentives to make aggressive reporting decisions vary as a function of engagement risk.  For example, if engagement risk is moderate, auditors prefer an aggressive reporting method.  Conversely, if engagement risk is high, auditors prefer a conservative reporting method.  In other words, if auditors believe the risk of “getting caught” is low, they may acquiesce to the client and allow more aggressive financial reporting positions. 

An alternative explanation for the influence of risk on auditor decision-making can be drawn from the literature documenting motivated reasoning.  Motivated reasoning research demonstrates that judgment is generally influenced by decision makers’ motivation to reach a particular conclusion (Kadous, et al. 2003, Boiney et al. 1997, Kunda 1990).  This type of motive is referred to as directional motivation.  Individuals who have directional goals generally search for, interpret, and process information in a manner more likely to yield the desired conclusion (Kunda 1990).  For example, Kadous et al. (2003) provide evidence that motivated reasoning significantly decreases an auditor’s objectivity.  As such, auditors in their study were more likely to identify the client-preferred method as the most appropriate method when engagement pressure was higher.  Engagement pressure was manipulated by varying the timing of when the auditor learned of the issue and when the interim financial statements containing the accounting method were released to the public.  For example, in the high engagement pressure condition, auditors learned of the issue only after the interim financial statements using the accounting method in question had been publicly released.  

Because the effect of engagement risk may be driven by varying incentives, I do not make a directional prediction.  Therefore, I simply predict that: 

H1: In auditor-client negotiations, engagement risk will influence auditor concessions.

Experience

Research in both the psychology and accounting literatures suggests that experienced decision makers have more developed knowledge structures.  For example, Shelton (1999) finds that experienced auditors are less likely to allow irrelevant information to influence their audit judgments in going concern decisions.  Additionally, experienced auditors identify more errors, have more accurate error knowledge, and identify more atypical errors (Tubbs 1992).  In a pre-negotiation context, Johnstone et al. (2002) provides evidence that more knowledgeable auditors develop a greater number and range of alternatives when faced with clients who want to report aggressively.  

The findings of these studies suggest that experienced auditors perform better because they have a greater knowledge base to draw from and are more adept at organizing their knowledge (i.e., more and stronger links between concepts).  For example, when assessing the consequences of control weaknesses, Libby and Frederick (1990) find that experienced auditors form their judgments based on the relations between accounts and on the perceived causal correlation between weaknesses and accounting errors, as opposed to novice students who base their judgments only on the relationship between accounts.

Experience is also a significant factor in negotiations.  Several empirical studies in the negotiation literature provide evidence that experience improves performance and negotiated outcomes (Thompson 1990a; Thompson 1990b; Neale and Northcraft 1986).  For example, Neale and Northcraft (1986) find that the improved performance of high experience negotiators can be attributed to the fact that they have greater skills with respect to the decision making process.  In other words, high experience individuals have a common core of knowledge that they apply to solve problems with which they are familiar.  They find that more experienced negotiators performed better (earn greater profits) than less experienced negotiators.  Thompson (1990a) finds that experienced negotiators tend to claim more resources, make higher initial demands, offer few concessions, and make offers that are low in value to the other party.    

Given the findings from these studies, it seems reasonable that high experience auditors may make fewer concessions when faced with a client who prefers an aggressive financial reporting position.  Therefore, I predict that:  
H2: Higher auditor experience will be negatively associated with auditor concessions.

The Joint Effect of Engagement Risk and Experience

As discussed above, in certain situations auditor decisions may differ based on the level of engagement risk present.  Auditors’ incentives are likely to determine whether they cooperate or disagree with clients (Murnighan and Bazerman 1990).  For example, in situations where reporting standards are ambiguous, auditors may be willing to make greater concessions in a dispute if engagement risk is low.  
However, experience may mitigate potential decision bias related to engagement risk.  Experienced auditors tend to possess greater problem solving strategies, resulting in enhanced judgment accuracy.  As a result, they may be more cognizant of opportunistic incentives of the client and the risk that it poses to their own self interest.  Therefore, they are likely to stay committed to their initial positions and make fewer concessions, particularly in high risk situations.  Therefore, I predict that:
H3: Auditors with more experience will make fewer concessions in high risk auditor-client negotiations as compared to auditors with less experience.

METHOD

Participants

Partners and managers were recruited from each of the Big 4 firms, one international firm, and a regional firm.  Participants were primarily from the Midwest region.  Based on my discussions with several firms, partners and managers were selected because they are responsible for negotiating with clients to resolve complex financial reporting issues.  Further, participants in the pilot study indicated that this task is generally performed by senior audit practitioners.  A total of 66 auditors completed the experiment with specialization primarily in the areas of general manufacturing (35%), technology, entertainment and communications (24%) and government and not for profit (11%).  The participants included 33 partners and 33 managers with mean years of experience of approximately 21.9 and 9.5 years, respectively. 

Experimental Design

The experiment was conducted using the Internet and involved an actual audit situation in which a simulated negotiation between the auditor and the client takes place to identify a financial reporting alternative that satisfies both parties (Figure 2).  Participants assumed the role of auditor and interacted with the programmed “client” via the computer.  The audit case is adapted from Johnstone, et al. (2002) and involves a complex revenue recognition issue for which professional standards are not clearly defined.  Specifically, the auditor must decide how revenue should be allocated between the current and future periods for a multi-year government contract.  The client’s preference is to recognize the majority of the revenue in the current period, which is a more aggressive alternative, since it potentially results in too much revenue in the current period.  The experiment was pilot tested using six senior audit practitioners and was modified slightly based on their feedback.

Upon gaining access to the website, participants were provided with a brief explanation of the nature of the study and the tasks they would be required to complete.   First, participants completed a conflict management survey
 (results using this data will be analyzed subsequently).  After completing the survey, the participants read a brief description of the client, which included the engagement risk manipulations, and a summary of the financial transaction.  Following the client overview was a discussion of the revenue recognition issue and an overview of the revenue recognition alternatives to be considered.  Participants were told that the engagement team compiled a list of five reporting alternatives (see Appendix A for a description of each of the reporting alternatives).  A detailed analysis of each alternative was provided for the participant to review and refer to throughout the negotiation.  Once the revenue recognition issue and reporting alternatives were reviewed, participants were asked to indicate on a scale of 0% (not confident) to 100% (very confident) their level of confidence that each of the five revenue recognition alternatives was acceptable within GAAP before proceeding to the negotiation phase of the experiment.  Additionally, to assess whether their level of confidence with regard to each of the alternatives changed during the negotiation, participants were asked to provide this assessment at the end of the negotiation phase.

Participants were asked to select a reporting alternative and a reason for the selected method to begin the negotiation.  Once the participant selected an alternative, the computer-programmed client responded.  (See Appendix B for examples of selected negotiation situations).  The client response always started with the most aggressive alternative before gradually agreeing to more conservative alternatives in the subsequent rounds.   For example, in the first round if the auditor selects the reporting alternative that results in revenue of $231,000, the client would respond by rejecting the auditor’s alternative and counteroffer with the reporting alternative that results in revenue of $531,000.  The auditor could then either accept the client’s proposed alternative or counteroffer.  (See Figure 2 for a depiction of the negotiation phase of the experiment.  The negotiation continued until either agreement was reached or the client conceded.)    Based on pilot testing, the experiment was programmed to have the client concede after the tenth round.  
Dependent Variable
The dependent measure is the concessionary behavior exhibited by each auditor.  Concessionary behavior is measured as the difference between the opening reporting alternative selected by the auditor and the final reporting alternative agreed to at the end of the negotiation process by the auditor.  

Manipulated Variables

A 2 X 2 between subjects factorial design was used to investigate the influence of engagement risk and experience on concessionary behavior.  The participants were assigned randomly to one of two risk conditions.  Engagement risk was varied at high and low by manipulating information pertaining to engagement characteristics.  For the high risk condition, participants were told that the client was (1) publicly held, (2) this was the first year that the client has been audited by the firm, (3) management bonuses were tied to sales targets and the client did not meet their sales targets, and (4) key financial ratios for the current year were below industry average and the prior year.  Participants assigned to the low engagement risk condition were told that the client (1) was privately held, (2) this was the twelfth year that the client has been audited by the firm, (3) management bonuses were tied to sales targets and the client met their sales targets, and (4) key financial ratios for the current year were above industry average and prior year.  The risk factors used in this study are consistent with prior research documenting the effect of client related features on auditors’ engagement risk (Palmrose 1987; O'Keefe et al. 1994; Pratt and Stice 1994; Schipper 1991; Simunic and Stein 1990).   

Experience was measured by using total years of experience, dichotomized at the median.  This dichotomy resulted in a 1, 0 variable, where 1 equaled high experience (greater than or equal to 15 years) and 0 equaled low experience (less than 15 years).  Approximately 52% of the sample fell into the high experience group, which was primarily comprised of audit partners
.  The high experience group is significantly different from the low experience group (t = 12.126, p = 0.000).  

Results and Discussion
Manipulation Check
To ensure that the risk manipulation was effective, the participants were asked to indicate the level of engagement risk on a Likert scale ranging from 1 through 7, with 1 representing extremely low risk and 7 representing extremely high risk.   Auditors in the high risk scenario indicated a mean risk level of 4.8, while auditors in the low risk scenario indicated a risk level of 3.8.  The difference is significant (t = 2.458, p = 0.017), indicating that the experimental manipulation was successful.
Hypothesis Tests

Participants’ responses were analyzed in a 2 X 2 ANOVA, with engagement risk (high vs. low) and experience (high vs. low) as between subject variables and concessionary behavior as the dependent variable.  The dollar amount of each participant’s opening offer was added to control for the differences in the opening offers.  For example, if the auditor’s opening offer was $531,000, the negotiation ended immediately because this was the client’s preferred method, so concessions were zero.  However, if the auditor’s opening and final offer was $231,000 the amount conceded is also zero.  However, the nature of the low concession in the second case is different because it indicates a much less aggressive reporting preference by the auditor.
Table 1 reports the results of the ANOVA.  H1 predicts that higher risk auditor-client negotiations will influence auditor concessions, and the results support this prediction.  The results suggest that as engagement risk increases, concessionary behavior also increases (F = 4.798, p = 0.032).  Prior research examining the effect of engagement risk on judgment finds that in the presence of high engagement risk, auditors generally behave more conservatively (e.g., Hackenbrack and Nelson 1996).  However, auditor decision-making behavior in this study appears to be consistent with the literature documenting the effect of motivated reasoning on auditor decision-making (Kadous et al. 2003) in that it appears that auditors may have perceived pressure to concede to the client’s preference during the negotiation.  

To investigate whether motivated reasoning may have caused auditors to engage in more concessionary behavior in high risk situations, I examined auditors’ GAAP assessment of the more aggressive alternatives.  30 out 66 (45%) auditors believed that the two more aggressive revenue recognition alternatives were within the bounds of GAAP.  Of the 30 participants, 17 were in the high risk condition (Table 2).    A confidence assessment greater than or equal to 50% was considered to be highly confident.  On average, auditors who expressed high confidence that the more aggressive method was within the bounds of GAAP made higher opening offers ($335,000 vs. $252,000; t = 4.147, p =.000), higher final offers ($411,000 vs. $316,000; t = 4.519, p = .000) and settled more quickly (4.8 rounds vs. 7.6 rounds; t = 5.166, p = .000)
.  Further, the majority of the auditors in the high confidence group generally indicated that they preferred a more conservative method as the more appropriate method to recognize revenue..
While auditors may be motivated to arrive at a desired conclusion, they can not blindly select a reporting method.  They must be able to rationally justify the decisions that they make.  Therefore, the biasing role of directional goals is constrained by the ability to construct justification for the desired conclusion (Kunda 1990).  To further document the idea that motivated reasoning may have led to the auditor’s concessionary behavior as engagement risk increased, I examined the reasons participants gave to justify their decisions.  During each round of the negotiation, auditors were asked to select from seven pre-established reasons (which were identified based on verbal protocol analysis during pilot testing) to explain their revenue recognition selection.  Table 3 provides descriptive statistics for the opening and final round of negotiations.   

At the onset of the negotiation, the majority of auditors believed that the alternative they selected was the most logical choice (i.e., reason A2 in Table 3).  Further, as auditors progressed through the negotiation, their reasons in the final round showed a tendency to select an alternative that was mutually acceptable but not overly aggressive, and/or they indicated that the client’s proposed method was reasonably defensible, especially in the high risk condition.  For example, in the opening round none of the auditors selected A6 (client’s method is reasonably defensible).  However, five auditors indicated this reasoning in the final round, and they were all in the high risk condition.  Auditors who did not believe that the more aggressive methods were within the bounds of GAAP were less receptive to accepting the client’s proposed alternative.  For example, A7 (unwilling to accept a method based solely on elapsed time) was selected more often by auditors in this group than auditors who believed that the more aggressive methods were within the bounds of GAAP.

The results also support H2, which predicts that higher experience will be negatively associated with auditor concessions (F = 12.601, p = 0.001).  The results indicate that high experience auditors on average select more conservative reporting alternatives, as compared to low experience auditors.  This behavior is consistent with the findings in the negotiation literature, which demonstrates that more experience leads to higher initial demands, fewer concessions, and offers that are low in value to the other party (Thompson 1990a and b).  Given auditors’ extensive knowledge of accounting methods and standards (Salterio 1996), high experience auditors may be more likely to exert greater influence on clients to get them to accept more conservative alternatives.  

Finally, H3 predicts that auditors with more experience will make fewer concessions in high risk auditor-client negotiations as compared to auditors with less experience.  The interaction is not significant, so H3 is not supported.  
CONCLUSION
This study examines how senior audit practitioners interact with their clients to negotiate the resolution of complex issues, focusing on the influence of engagement risk and experience in this decision-making context. This study extends existing research in two ways.  First, I examine the concessionary behavior that auditors engage in during negotiation.  Secondly, I illuminate important environmental and psychological factors that directly affect concessionary behavior.

 Results demonstrate that engagement risk is positively associated with auditor concessionary behavior.  As engagement risk increases, auditors make greater concessions.  This relationship is contrary to previous research on the influence of engagement risk, which demonstrates that, as engagement risk increases, auditors generally behave more conservatively (e.g., Johnstone 2002, Hackenbrack and Nelson 1997, Nelson and Kinney 1997).  One possible explanation for auditors’ behavior in this negotiation context is motivated reasoning.  Research on motivated reasoning demonstrates that individuals assess evidence in a biased or selective manner if they have a stake in reaching a particular outcome (Kadous, et al. 2003, Boiney et al. 1997, Kunda 1990).  I find that auditors who were highly confident that the most aggressive methods were within the bounds of GAAP appear more willing to allow the client to report more aggressively despite the level of risk and despite preference for a more conservative method.  

Despite the expectation of objectivity required by GAAS and conservatism required by GAAP, the findings suggest that certain psychological and environmental factors may cause auditors to acquiesce to client preferences and allow more aggressive reporting.  From a stakeholder’s (e.g., investors, regulators, etc.) perspective, this is not necessarily an optimal criterion for decisions that impact the financial statements.  The expectations of stakeholders are that auditors will select the most informative alternative.  The implication for practice is that accounting firms may need to strengthen their internal oversight mechanisms (e.g., peer reviews, concurring partner reviews, etc.) to ensure that auditors’ decisions are aligned with the firm’s, as well as stakeholders’, expectations of audit quality.

Further, results indicate that high experience auditors make smaller concessions than low experience auditors.  This main effect result suggests that experience is an important factor when complex judgments are required.  The main effect result of experience is consistent with theory; high experience leads to improved performance in both auditing and negotiation tasks.  Lower experience auditors engaged in more concessionary behavior, which would seem to imply that they are not as proficient as higher experience auditors at developing strategies to counteract aggressive reporting by clients.  For example, descriptive analysis of the data shows that lower experience auditors generally proposed a higher final revenue recognition alternative than high experience auditors.

This finding raises concerns regarding the effectiveness of lower experience auditors when involved in negotiations with the client to resolve complex financial reporting issues, especially when the financial reporting standards are ambiguous.  In these cases, clients may believe that they have the upper hand and may try to exploit the lack of specificity of a standard to pressure the auditor to accept a more aggressive reporting alternative.  Because of the negative economic exposure auditors face when financial statements are found to be materially misstated, auditors are placed in the position of trying to balance their incentives against the clients and develop solutions that satisfy both parties.  

These results suggest that lower experience auditors would benefit from training to enhance the effectiveness of their performance and improve their decisions.  For example, Trotman et al. (2002) provides evidence that auditors’ negotiation performance improves when they are subjected to training before engaging in negotiations.  They find that training auditors to consider the client’s perspective prior to entering negotiation leads to better and more conservative negotiated outcomes. Their findings also suggest that partners make smaller concessions as compared to managers.  However, they did not find an interactive effect between rank and treatment groups.  Therefore, they did not draw conclusive evidence about experience.  Results from this study suggest that experience does influence concessionary behavior.  

While this study provides insight for both research and audit practice, there are limitations.  First, this study only considers one financial accounting issue.  Negotiations may involve more than one issue and sometimes involve tradeoffs among the various issues.  Additional research that incorporates a range of issues would provide incremental knowledge of the auditor-client negotiation.  Second, the participants in this study negotiated with a pre-programmed client, which is not the natural setting for auditor-client negotiations.  However, using the Internet to conduct experiments is becoming more common, particularly given technical advances that can assure confidentially.  An advantage of using an electronic medium such as the Internet is that it allows the participants greater flexibility over when they participate in the experiment, thereby addressing some of the difficulty associated with gaining access to senior level audit practitioners.

This study contributes to research on auditor-client negotiation by examining factors that influence judgment and decision quality.  By examining environmental factors and individual characteristics in a negotiation setting, we gain insight into factors that may lead to dysfunctional behavior that could ultimately affect perceived or actual audit quality.  

Table 1
Panel A: Test of Hypotheses: Effect of Experience and Risk on Concessionary Behavior
	Source
	df
	F
	Sig.

	Intercept
	1
	33.237
	.000

	Opening Bid
	1
	12.715
	.001

	Experience
	1
	12.601
	.001

	Risk
	1
	4.798
	.032

	Experience x Risk
	1
	.149
	.701


Adjusted R Squared = .274, n = 66

Panel B: Mean opening bid, final bid, and concessions for all auditors

	
	Engagement Risk
	
	
	

	
	
	
	
	

	Experience
	Low
	
	High
	

	
	
	
	
	

	Low
	(n = 19)
Opening Bid

Final Bid

Concessions
Rounds Completed

	$314,000

$385,000

$71,000

5.52
	(n = 13)
Opening Bid

Final Bid

Concessions

Rounds Completed
	$273,000

$405,000

$133,000

5.53

	High
	(n = 13)

Opening Bid

Final Bid

Concessions

Rounds Completed
	$284,000

$308,000

$24,000

7.77
	(n = 21)

Opening Bid

Final Bid 

Concessions

Rounds Completed
	$282,000

$340,000

$58,000

6.67


Table 2

Descriptive Statistics: Mean opening bid, final bid, and concessions

Panel A: Auditors who reported high confidence that the two most aggressive revenue recognition methods are within the bounds of GAAP

	
	Engagement Risk
	
	
	

	
	
	
	
	

	Experience
	Low
	
	High
	

	
	
	
	
	

	Low
	(n = 10)

Opening Bid

Final Bid

Concessions

Rounds Completed
	$369,000

$438,000

$69,000

3.90
	(n = 7)

Opening Bid

Final Bid

Concessions

Rounds Completed
	$291,000

$389,000

$98,000

5.86

	High
	(n = 3)

Opening Bid

Final Bid

Concessions

Rounds Completed
	$407,000

$459,000

$52,000

3.33
	(n = 10)

Opening Bid

Final Bid 

Concessions

Rounds Completed
	$311,000

$386,000

$75,000

5.30


Panel B: Auditors who reported low confidence that the two most aggressive revenue recognition methods are within the bounds of GAAP

	
	Engagement Risk
	
	
	

	
	
	
	
	

	Experience
	Low
	
	High
	

	
	
	
	
	

	Low
	(n = 9)

Opening Bid

Final Bid

Concessions

Rounds Completed

	$253,000

$326,000

$73,000
7.33
	(n = 6)

Opening Bid

Final Bid

Concessions

Rounds Completed
	$251,000

$424,000

$172,000
5.17

	High
	(n = 10)

Opening Bid

Final Bid

Concessions

Rounds Completed
	$247,000

$263,000

$16,000
9.10

	(n = 11)

Opening Bid

Final Bid 

Concessions

Rounds Completed
	$256,000

$298,000

$42,000
7.91



Table 3

Reasons for Revenue Recognition Alternative Chosen

Panel A: Number of times each reason is selected by Auditors who believe aggressive alternatives are within the bounds of GAAP

	Opening Round
	Final Round


	
	
	Low Risk
	High Risk
	
	Low Risk
	High Risk

	Reasons
	
	
	
	
	
	

	A1
	
	0
	0
	
	1
	0

	A2
	
	5
	3
	
	5 
	1

	A3
	Low Experience
	3
	1
	
	0
	1

	A4
	
	1
	3
	
	2
	3

	A5
	
	1
	0
	
	2
	0

	A6
	
	0
	0
	
	0
	4

	A7
	
	1
	1
	
	2 
	0

	
	
	
	
	
	
	

	Reasons
	
	
	
	
	
	

	A1
	
	0
	0
	
	0
	0

	A2
	
	3
	5
	
	1
	3 

	A3
	High

Experience
	0
	1
	
	1

 
	1



	A4
	
	0
	2
	
	0
	3 

	A5
	
	0
	0
	
	0
	1

	A6
	
	0
	0
	
	0
	1

	A7
	
	0
	1
	
	1
	1


	Code
	Explanation of Reasons

	A1
	This is a low risk engagement, so I am inclined to allow for an alternative that is more in line with the client’s preference.

	A2
	I believe that the alternative that I propose is the most logical choice.

	A3
	The issue is not precisely defined by GAAP and an argument can be made to recognize revenue based on elapsed time or based on usage.

	A4
	I am attempting to provide an alternative that is mutually acceptable to both me and the client but also one that is not overly aggressive.

	A5
	This is a risky engagement; therefore, there is no room for discussion in support of an alternative other than the one that I have indicated.

	A6
	I believe that the client proposed method is reasonably defensible, so I am willing to agree to that.

	A7
	I am attempting to provide an alternative that is mutually acceptable to both me and the client, but I can not accept a method that recognizes revenue based solely on elapsed time.


Table 3 (continued)

Reasons for Revenue Recognition Alternative Chosen

Panel B: Number of times each reason is selected by Auditors who believe aggressive alternatives are not within the bounds of GAAP

	Opening Round
	Final Round


	
	
	Low Risk
	High Risk
	
	Low Risk
	High Risk

	Reasons
	
	
	
	
	
	

	A1
	
	0
	0
	
	1
	0

	A2
	
	4
	2
	
	2 
	0

	A3
	Low Experience
	1
	2
	
	2


	1

 

	A4
	
	2
	0
	
	1 
	2

	A5
	
	0
	0
	
	0
	1

	A6
	
	0
	0
	
	1
	1

	A7
	
	1
	2
	
	1
	1

	
	
	
	
	
	
	

	Reasons
	
	
	
	
	
	

	A1
	
	0
	0
	
	0
	0

	A2
	
	7
	8
	
	5
	3 

	A3
	High

Experience
	1
	0
	
	0
	1

	A4
	
	1
	3
	
	1
	5

	A5
	
	0
	0
	
	1
	1

	A6
	
	0
	0
	
	2
	1

	A7
	
	1
	1
	
	1
	4 


	Code
	Explanation of Reasons

	A1
	This is a low risk engagement, so I am inclined to allow for an alternative that is more in line with the client’s preference.

	A2
	I believe that the alternative that I propose is the most logical choice.

	A3
	The issue is not precisely defined by GAAP and an argument can be made to recognize revenue based on elapsed time or based on usage.

	A4
	I am attempting to provide an alternative that is mutually acceptable to both me and the client but also one that is not overly aggressive.

	A5
	This is a risky engagement; therefore, there is no room for discussion in support of an alternative other than the one that I have indicated.

	A6
	I believe that the client proposed method is reasonably defensible, so I am willing to agree to that.

	A7
	I am attempting to provide an alternative that is mutually acceptable to both me and the client, but I can not accept a method that recognizes revenue based solely on elapsed time.

	
	


Figure 1

Accounting Contextual Features in Auditor-Client Negotiation

Panel A – Hypothesized Influence of Environmental and Psychological Factors 
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Panel B - The Influence of Environmental and Psychological Factors on Auditor-Client Negotiation
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Appendix A
Summary of Case Facts and Revenue Recognition Alternatives
Panel A: Case Facts

	· 12 month contract of which 8 months have elapsed

· Contract price

· Contract hours
	$797,000

500

	· Gross Margin Percentage
	30%

	· Actual hours used as of 12/31

· 78 flight hours

· 66 ferry hours
	144



	· Contract per usage hour

· Flight hours

· Ferry hours
	$2,274

$1,423

	· Costs

· Fixed (75%)

· Variable (25%)
	$531,000

$400,000

$131,000




Panel B: Revenue Recognition Alternatives

	Alternative
	Revenue Recognized in the Current Year
	Calculation

	Average revenue per hour
	$231,000
	$797,000/500 = $1,594 per hour ($1,594 * 144 hrs)

	Usage rate
	$271,000
	(78 flight hrs * $2,274) + (66 ferry hrs * $1,423)

	Straight-line/ hrs of usage 
	$388,000
	(144 hrs. * $759
) + ($418,000
 * 8/12)

	Fixed/variable cost
	$458,000
	(57%
 * $797,000)

	Straight-line
	$531,000
	($797,000 * (8/12))


APPENDIX B
EXAMPLES OF SELECTED NEGOTIATION SITUATIONS

	Participant #
	Round #
	Participant action
	Client Action
	Remarks

	1
	1
	$231,000
	$531,000
	

	
	2
	$231,000
	$531,000
	

	
	3
	$231,000
	$458,000
	

	
	4
	$231,000
	$458,000
	

	
	5
	$231,000
	$388,000
	

	
	6
	$231,000
	$388,000
	

	
	7
	$231,000
	$388,000
	

	
	8
	$231,000
	$271,000
	

	
	9
	$231,000
	$271,000
	

	
	10
	$231,000
	$231,000
	Client concedes to auditor’s position.

	28
	1
	$271,000
	$531,000
	

	
	2
	$271,000
	$531,000
	

	
	3
	$271,000
	$458,000
	

	
	4
	$271,000
	$458,000
	

	
	5
	$388,000
	$388,000
	Client accepts auditor’s offer

	58
	1
	$231,000
	$531,000
	

	
	2
	$271,000
	$531,000
	

	
	3
	$271,000
	$458,000
	

	
	4
	$271,000
	$458,000
	

	
	5
	$458,000
	$458,000
	Client accepts auditor’s offer

	4
	1
	$531,000
	$531,000
	Negotiation does not commence because auditor chooses client preferred aggressive method
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� The mean score for the participant’s dominant conflict management style was added as a control variable and it did not have any effect on the results. 


� Other variables that potentially influence concessionary behavior (e.g., number of rounds completed, conflict management style, negotiation time and total time) were included as control variables.  None of these variables had a significant impact on the results.


�  The level of the participants consisted of 33 partners and 33 managers.  There were four managers in the high experience group and three partners in the low experience group.  An ANOVA was run using level as a proxy for experience and the results were significant.  However, the model provided less explanatory power (R2 = 0.17) than the model used in this study.


� To examine the effect of confidence on concessionary behavior a dichotomous variable was added as a proxy for confidence to the ANOVA discussed in the Results section.  The addition of this variable proved to be significant (F = 3.725, p = .058) and the main effect of risk decreased (F = 3.232, p = .077). 


� The hourly rate based on a usage basis is $759 ($797,000*8/12)/ 70%[% of total costs]


� ($797,000 - ($759 * 500 hrs) = $418,000


� 57% = 50% fixed costs + 7% variable costs. 50% = ($400/$531) * (8/12).  7% = ($131/$531) *(144/500hrs)
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