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ABSTRACT

The purpose of this study is to examine how auditors and clients resolve detected questionable accounting matters reflected in proposed audit adjustments. We extend prior studies by investigating more recent data during a period of greater auditor and client scrutiny resulting from the current reporting environment. We also consider a broader range of factors potentially impacting the resolution of proposed adjustments and multi-period effects. Data on 458 proposed adjustments are obtained from the working papers of a sample of 163 audit engagements conducted during 2002 at a Big 4 firm. The results indicate audit adjustments are more likely to be waived for clients in better financial health, having stronger internal controls, and with whom the auditors have had a longer history. Reoccurring adjustments are also more likely to be waived. Finally, we find, consistent with expectations, that the calls for greater auditor and client responsibilities resulting from the recent reporting environment have increased conservatism, leading to a reduction in the proportion of waived audit adjustments when compared to prior studies.
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Data Availability: Due to a confidentiality agreement with the participating audit firm the data are proprietary.

I. INTRODUCTION


There is widespread recognition that the financial statements are the end result of client-auditor interactions (Gibbins et al. 2001, Antle and Nalebuff 1991). Thus, it is the auditor’s responsibility to both detect and then to properly report misstatements (DeAngelo 1981). There have been concerns by many of widespread earnings management and whether auditors effectively curb such abuses (Turner 1998, Degeorge et al. 1999, Brown 1999). In a widely cited speech Arthur Levitt (1998), the then Chairman of the SEC, alleged that management frequently negotiates with their auditors to waive quantitatively immaterial adjustments to achieve earnings targets or analysts’ forecasts. Concerns for such abuses led to the issuance of SAS 89 (AICPA 1999) and SAB 99 (SEC 1999). 


There has also been a number of recent financial reporting failures such as Aldelphia and Parmalat and an unprecedented number of earnings restatements (Loomis 1999; Palmrose and Scholz 2002) that call into question whether auditors are fulfilling their responsibilities in dealing with potentially questionable accounting practices by clients. This call culminated in the passage by Congress in 2002 of the Sarbanes-Oxley Act, which has spurred greater focus and attention by regulators, clients, auditors, and corporate governance actors such as audit committees on strengthening the financial reporting process. 


At the heart of the recent controversies is the issue of how auditors and clients resolve detected questionable accounting matters. The purpose of this study is to examine this issue by investigating the impact of various factors on the disposition of proposed audit adjustments. Specifically, we extend prior research in a number of important ways. First, the data for this study are from recent engagements and, thus, we provide comparative data to prior baseline studies (Wright and Wright 1997 (hereafter referred to as WW); Icerman and Hillison 1991; Houghton and Fogarty 1991) of the affect of the current heightened reporting environment on the frequency with which proposed audit adjustments are waived or recorded. Second, we examine a broader set of client factors than previous studies, including client financial health, auditor-client duration, and the strength of internal controls. Third, this is the first study to explore multi-period effects and partial waiving of adjustments. Since prior studies do not provide data on these factors, it is difficult to discern whether the findings of these studies overstate or understate the extent to which proposed adjustments are waived or reported. Finally, we corroborate prior findings in the current environment by investigating the differential disposition of subjective versus objective proposed adjustments, where subjective matters entail inherent judgment (e.g., estimation of bad debts) and objective adjustments involve clear misstatements (e.g., failure to accrue a liability). 


We hypothesize that the current heightened emphasis on quality financial reporting will result in a lower frequency of waived adjustments than prior studies. Further, we expect the client and misstatements characteristics examined will have a substantial impact on the disposition of detected errors. For instance, as a result of increased auditor risks, we anticipate a lower frequency of waived adjustments for clients with weak controls versus strong controls. 


Data on proposed audit adjustments are obtained from the working papers of a sample of 163 audit engagements conducted during 2002 at a Big 4 firm. The results indicate a lower proportion of proposed audit adjustments are waived than reported in previous research. Further, adjustments are more likely to be waived for clients in better financial health, having stronger controls, and with whom the auditor has a longer history. Lastly, as expected, repeat adjustments are more likely to be waived and the difference in the propensity to waive subjective versus objective adjustments has declined relative to prior studies. 

The remainder of this article is divided into four sections. The next section provides a review of the relevant literature and identifies the hypotheses. The following sections contain a description of the research method followed by presentation of the results. The final section is devoted to a discussion of the major findings and their implications for practice and future research.

II. BACKGROUND AND HYPOTHESES DEVELOPMENT


Auditing standards direct that all material adjustments or immaterial adjustments that aggregate to a material amount should be reflected either in the financial statements or in a modification to the auditor’s report (SAS No. 47, AICPA 1984). In their examination of the resolution of proposed audit adjustments Houghton and Fogarty (1991), Icerman and Hillison (1991), WW found that 75%, 49% and 65%, respectively, of proposed adjustments were waived.
Data on the disposition of audit adjustments suggest that large, income-decreasing adjustments are more likely to be reported than other adjustments, suggesting auditor conservatism (WW).  Perceived exposure to legal liability has been associated with auditors’ conservative disclosure decisions (Hackenbrack and Nelson 1996).  Nonetheless, WW report that 47.5% of the adjustments that equal or exceed planning materiality were waived, suggesting that the relative dollar magnitude of the adjustment is not be the sole determinant in auditors’ book-or-waive decisions. Importantly, the findings of these studies are prior to significant developments in the late 1990’s, early 2000’s such as new standards and calls for greater auditor and client responsibilities to ensure sound financial reporting, as discussed previously, that may have substantially altered auditors’ and clients’ predispositions to record proposed audit adjustments. 


As a result of the allegations of questionable auditor behavior, both the Auditing Standards Board and the SEC released new standards relating to proposed audit adjustments. SEC Staff Accounting Bulletin 99 (1999) addresses evaluations of audit differences for materiality and encourages management to record all audit adjustments, even those that are immaterial by quantitative standards, unless the cost and delay in correcting the misstatement is prohibitive. Further, the bulletin directs the auditor to insist on the recording of adjustments where earnings management appears present, regardless of the size of the adjustment. 


SAS 89 (AICPA 1999) indicates that auditors are required to obtain written acknowledgement of management’s responsibility for uncorrected misstatements and to ensure that the audit committee is informed of uncorrected adjustments that the auditor believes could have a significant effect on the financial statements. In addition, AICPA Practice Alert N. 94-1 (1994) and the Big Five Audit Materiality Task Force’s Status Report (1998) also encourage management to record all proposed audit adjustments  


Since the issuance of SAS 89 and SAB 99 there have also been increased concerns about the quality of financial reporting and auditing as a result of major corporate frauds such as Waste Management. These developments culminated in the enactment by Congress of the Sarbanes-Oxley Act in 2002, which greatly expands the responsibilities of management, auditors, and audit committees. 


In an experimental study, Libby and Kinney (2000) examined the effect of SAS No. 89’s mandated representations and communications on audit managers’ earnings corrections. Their results indicate that this standard is likely to increase the number of immaterial corrections of misstated accounting estimates (experiment 1) only when earnings will meet or exceed analysts’ forecasts. The standard appears to have no effect on correction behavior of acknowledged errors in physical counts (experiment 2). Overall, these results suggest SAS No. 89 does not reduce opportunistic corrections of immaterial misstatements to manage earnings relative to analysts’ forecasts. In addition, it appears that auditors’ acceptance of this practice is not influenced by the standard. 


Despite the findings of Libby and Kinney (2000), greater scrutiny of the accounting profession and the issuance of standards over the past few years would suggest a heightened awareness among auditors of the need for increased conservatism in resolving proposed audit adjustments. Public disclosure of financial reporting failures, coupled with pressure from the SEC to curb aggressive reporting are expected to prompt auditors and management to report a greater number of audit adjustments than previously, leading to our first hypotheses.

H1: There will be greater reporting conservatism in recent years resulting in a lower proportion of audit adjustments that are waived than found in prior studies.

Client Characteristics


Client Size and Internal Controls

To retain a client, auditors may be prompted to waive adjustments deleterious to the client (DeAngelo 1981).  In these cases, it appears reasonable to assume that the incentive to waive an adjustment(s) would be linked to the potential size of future audit fees.  The larger the audit fees, the greater is the risk to future income and the higher is the incentive to waive adjustments consistent with client pressures.  Audit fees have been found to be strongly associated with client size (e.g., Francis and Simon 1987). WW find that proposed audit adjustments of larger companies were waived more frequently than those of smaller clients. They posit that this result may be because of stronger internal controls for larger companies, resulting in auditors’ assessments of lower levels of potential undetected error, rather than larger audit fees.

SAS No. 39 (AICPA para 26-30) and SAS No. 47 (AICPA para 28-32) distinguish between "known", "likely", and "further possible" error.  Known error represents the magnitude of actual error found, while likely error is the projection of a known error to the population when sampling is employed.  Finally, further possible error is an additional amount added to likely error to compensate for undetected errors that may exist. When internal controls are strong, it is reasonable to expect a lower level of undetected error than when controls are weak. WW do not directly test their presumption that auditors are more likely to waive adjustments for larger clients than smaller clients due to stronger internal controls. The current study examines this matter.
H2: Auditors are more likely to waive adjustments for clients with strong internal controls than weak internal controls.
Client Financial Health


Studies have shown that auditors’ actual and perceived exposure to legal liability is inversely related to the client’s financial health (Schultz and Gustavson 1978; St. Pierre and Anderson 1984).  Further, financially distressed companies may be more likely to attempt manipulation of the financial statements (Defond and Jiambalvo 1993; Kinney and McDaniel 1989).  Because such manipulation is strategically placed, it may be more difficult to detect, leading to an increased risk of undetected errors.  As discussed, auditing standards (SAS No. 39 and SAS No. 47) indicate the auditor should allow some provision for undetected errors when considering whether aggregate waived adjustments may exceed materiality. Therefore, when a client has poor financial health, auditors may be less likely to waive detected adjustments expecting the potential for misstatements.  In an experimental study Braun (2001) found auditors were less likely to waive material adjustments when the client’s financial health was weak. To corroborate Braun’s findings using data drawn directly from auditor working papers and to re-examine this issue under the current reporting environment, we investigate the following hypothesis. 
H3: Financial health is associated with more waived adjustments.

Client Longevity


A longer relationship with the client allows the auditor to gain more knowledge about the client’s business risks and management integrity, providing an improved basis to: evaluate management’s motivations; negotiate the matter, and assess if there are other likely undetected errors or fraud present. Further, SAS 89 requires that auditors attach a summary of uncorrected misstatements to the management representation letter, to make management acknowledge responsibility for uncorrected misstatements.  This standard also directs auditors to discuss the list of disputed, significant items with the audit committee. Continuing association between the auditor and the client is expected to reduce the frequency of waived adjustments due to the auditors’ adherence to SAS 89 and the resulting impact on either audit committee effectiveness gained through experience and knowledge or improvements in controls in response to uncorrected misstatements.

Audit committees play a critical role in ensuring reliable financial reporting (Levitt 1998; Sarbanes-Oxley 2002).   In a study of auditor perceptions of the outcome of auditor-client negotiations, Ng and Tan (2003) identified the joint influence of authoritative guidance availability and audit committee effectiveness.  Results of the Ng and Tan study suggest authoritative guidance availability has a greater effect on auditors’ perceived negotiation outcome (i.e., client’s failure to meet analyst forecasts) when the client’s audit committee is ineffective that when it is effective. Thus, an effective audit committee is seen as essential when guidance is not available.


Support by the audit committee for the auditor in a dispute was further identified by DeZoort and Salterio (2001) as positively associated with committee members’ experience and audit knowledge.  These findings, when considered with SAS 89 (1999), suggest client duration may impact waived audit adjustments.  Collectively, the factors noted above provide support for why an auditor may be expected to appropriately be more likely to waive an adjustment for a client with greater longevity.


On the other hand, a continuing association with the client may serve to lessen the auditors’ vigilance due to the development of an economic and psychological bond between the auditor and the client. Lower levels of independence would suggest the auditor may have also a greater tendency to waive audit adjustments with long time clients. This argument is the basis for the requirement in the Sarbanes-Oxley Act (2002) to have the Government Accountability Office conduct a feasibility study of mandatory firm rotation. Auditors might become more comfortable with the client over time and therefore more willing to waive audit adjustments. In addition, a psychological bond that develops overtime between the auditor and the client makes it more difficult for auditors to maintain professional skepticism. As noted in the SAS 99 fraud detection guide, auditors often fail to detect fraud because of “personal relationships with clients and a belief that [the clients] are honest and conduct themselves with integrity.” (cf. AICPA 2003, p. 21) Further, the guide advises auditors to “set aside past relationships with the client” in order to remain skeptical. Because of the consistent predictions on duration of the auditor-client relationship, we test the following hypothesis regarding the relationship between duration and the auditor decision to waive audit adjustments. In further analyses we consider whether or not there is an apparent bias to waive adjustments for longer clients that favorably impact income, which provides evidence of the likelihood of which of the two explanations is more likely to account for the results.
H4: Client longevity is associated with more waived adjustments.

Misstatement Type
Subjectivity of proposed adjustment 

The auditor’s ability to withstand client pressure in a conflict situation may depend on the subjectivity of the reporting issue.  Deis and Giroux (1992) argue that auditors have relatively less power in the client-auditor relationship when a conflict issue has room for interpretation and judgment.  Some proposed adjustments entail subjective matters, whereas others are essentially based on factual data.  For instance, accounting estimates are often subjective, while posting and footing of transactions are typically factual.  Since estimates are dependent on unknown future events, there is latitude for legitimate disagreement between the auditor and client (SAS No. 57, AICPA 1988).  Knapp (1987) found audit committees provided greater support for the auditor in the presence of an auditor-management dispute when relevant professional standards were objective rather than subjective.  Similarly, audit committee effectiveness had a greater effect on auditors’ perceived negotiation outcome in the absence of authoritative guidance than in its presence Ng and Tan (2003). 

In an experimental study of 155 audit partners and managers Braun (2001) found that auditors tended to waive more subjective versus objective adjustments.  A decision was classified as non-GAAS if the participant waived proposed audit adjustments that were either individually, or in aggregate, greater than the materiality level. Using archival data obtained for working papers, WW also report a higher likelihood of a waived adjustment for subjective than objective issues. Recognition of the potential for disagreement between the auditor and the client and the room for interpretation and judgment inherent in subjective matters suggests waiving of audit adjustments will be greater for subjective errors. 
Greater scrutiny of the auditing profession and clients in recent years is expected to have a significant impact on whether subjective matters are recorded. Objective matters, by their nature, have always been less difficult to justify than subjective matters. Thus, previously auditors are posited to have little difficulty in gaining management’s acceptance to record such adjustments, while subjective adjustments may require considerable discussion and negotiation. Under the current reporting environment it is expected auditors are more focused on ensuring subjective matters are resolved in a more conservative manner than previously.

H5: The difference in the frequency of waiving subjective versus objective audit adjustments is lower than found in previous studies.
Multi-Period Affects of Proposed Adjustments

Proposed adjustments may be repeated for more than a single period. For instance, accruals for unrecorded liabilities and associated expenses may appear every year due to the fact that the audit is completed at a time period after the accounting records are closed, allowing for more time to identify additional liabilities. Whether or not auditors proposed a similar audit adjustment in the prior year (“repeat” adjustments) might significantly influence their and the client’s decision to waive or not waive a proposed adjustment. For instance, the “net” impact might not be seen as material, since the effects during the current period may be offset (expenses from the prior period overstated and expenses for the current period understated). Further, auditors who waived the adjustment in the prior year may feel compelled to do so again, since the client may question the auditor’s consistency if he would insist on recording the same matter this year when this was not the case previously. Finally, there may be simply an anchoring or inertia effect where auditors and the client refer to the prior period in deciding how to resolve the matter. 
H6: There is a greater likelihood that repeat proposed adjustments will be waived than non-repeat adjustments.
III. RESEARCH DESIGN AND DATA

3.1 Data collection


To examine the research hypotheses an archival approach was employed. We obtained information about 458 detected audit adjustments and their disposition for 163 audit clients of a Big Four audit firm.  The firm selected the sample as part of its internal quality management process. As communicated to us by the firm's personnel, the broad objectives of the sampling criteria used were to obtain a representative sample of recently completed audits that included (a) large or highly visible clients, (b) clients from all sectors of the firm's practice and (c) clients that had not been subjected to a detailed quality review process in the recent past.  The data were collected during the summer of 2003 and relate to engagements conducted in 2002. 

3.2 Regression Test


We use a multinomial logistic regression to test the association between the decision to waive or post proposed audit adjustments and the factors expected to influence that decision.  Our dependent variable of interest is the decision to waive or not waive the proposed audit adjustment (WAVRDEC). We assign a value of one (1) for all proposed audit adjustments that were waived and a value of zero (0) for proposed audit adjustments that were not waived (includes fully and partially booked adjustments).
  As some of our explanatory variables are categorical and others are continuous we estimate the following multinomial logistic regression model to test the association between the waiver decision and various client characteristics: 

WAVRDEC = b0 PUBSTAT + b1 INCEFFECT + b2 FINHELTH+ b3NEWCLINT + b4 DURATION + b5 ICLEVEL +b6 WAVRMATRL +b7 SUBJCTIV + b8 DIFFTYPE +b9 PRYRDIFF + b10 SIZE1 + b11 SIZE2 +(    

where:

PUBSTAT = client type where 0 = private entities (excludes governmental and nonprofit entities) and 1 = public SEC registrants. 

INCEFFECT = impact of the proposed adjustment on net income before taxes, where 0 = no impact on net income, 1 = increase in net income and 2 = decrease in net income.

FINHELTH = client’s financial health measured by the debt to equity ratio.

NEWCLINT = new client status; where 0= client relationship for more than 12 months and 1 = client relationship of 12 months or less. 

DURATION = months of auditor-client relationship.

ICLEVEL = the assessed overall internal control quality of the client made by the engagement team on a five point scale where 1= excellent; 2 = good; 3= fair; 4= poor and 5 = virtually no internal controls. 

WAVRMATRL = materiality of the proposed adjustment, computed: proposed adjustment/ planning materiality level established for the engagement.

SUBJCTIV = proposed audit differences involving judgment (estimates, discretionary accruals and improper GAAP interpretation) are considered subjective (=0)and those involving little judgment (errors and recording errors, cutoff errors, improper GAAP clear, improper inventory count, inadequate disclosure and other nonspecified errors) are considered non-subjective errors (=1).

DIFFTYPE = nature of the proposed audit adjustment where 1= estimation, 2 = recording error, 3 = accrual error, 4 = cutoff error, 5 = Improper GAAP clear, 6 = Improper GAAP interpretation, 7 = Improper inventory count, 8 = Inadequate disclosure, 9 = Other. 

PRYRDIFF  = dummy variable whether a similar audit difference proposed in the prior year audit, where 0 = a similar difference did not exist in prior year; and 1 = similar difference existed in prior year.

SIZE1 = client size, measured by natural log of total assets.

SIZE2 = client size, measured by natural log of total sales.

For comparability, the definitions and measurements of materiality of the adjustment (WAVRMATRL) and type of adjustment (DIFFTYPE) are the same as used in the study by WW. While WW use the types of adjustments to define subjectivity (i.e., subjective causes include insufficient accounting knowledge, judgment, and cutoff), we focus on the relative level of underlying judgment involved. Thus, adjustments involving estimates, discretionary accruals and GAAP interpretation are considered to be subjective, while other adjustments are viewed as objective in terms of requiring less room for judgment such as recording errors. 
3.3 Control variables


Prior studies suggest that the decision to waive or not waive a proposed audit adjustment is associated with materiality, type of the audit adjustment (e.g., estimation, recording, accrual error) and the size of the client (e.g., DeAngelo (1981), Icerman and Hillison (1991), WW, Braun (2001), Francis and Simon (1987)). Also, since the SEC Staff Accounting Bulletin 99 (1999) relates specifically to public companies and the legal exposure is greater, auditors may vary their approach in dealing with audit adjustments for public as compared to non-public companies. In particular, in the current reporting environment auditors may be more vigilant for public clients than private clients in determining the proper resolution of adjustments. We, therefore, include the above variables in the multivariate analyses to control for their potential effects.

IV. RESULTS

4.1 
     Descriptive Statistics

Table 1 provides demographic data on the sample.  Panel A presents the sample distribution by form of organization while Panel B presents the distribution by industry.  The sample includes clients from all four major industry categories of the participating auditing firm: Industrial Markets, Financial Services, IS, Communications and Entertainment and Heath Care and Public Sector. The largest portion (50%) of the clients in the sample is from the Industrial Markets sector.  Panel C presents the distribution by type of audit report.  As expected, a very high percentage (89%) of the audit opinions issued are unqualified and there are very few (less than 3%) qualified audit opinions.

[Insert Table 1 here]

Panel D reports the client and engagement characteristics of the sample.  The table indicates the sample comprises an extensive range of clients. Total assets range from $153 to $106,589,000 with a mean of $1,337,776 while total sales range from $0 to $66,188,000 with a mean of $1,690,946.  The duration of the typical audit engagement was approximately 2,600 hours and the largest audit engagement was 30,000 hours. The mean number of audit differences for each engagement is 2.9, comparable to 2.0 reported by WW. 

Due to client confidentiality concerns, as is common in prior error detection studies (Caster et al. 2000) the desired data are abstracted directly from the working papers by the audit staff through an instrument. Specifically, it was stated in the instrument that a partner or manager should complete the questionnaire. From discussions with the firm, it is likely that the in-charge on the engagement also assisted in gathering detailed information. 

Table 2 provides a univariate analysis of the independent variables by waive decision category. We find a significant affect of FINHELTH, DURATION, ICLEVEL, and PRYRDIFF on the decision to waive.  We discuss these results with reference to our expectations below.

[Insert Table 2 here]

To examine for potential multicollinearity problems a correlation analysis was performed and is presented in Table 3.  Although there are significant correlation among some of the variables of interest the correlation levels are low for all of the significant variables (r <.20).  Thus, multicollinearity does not appear to be a serious concern in this model.

Insert Table 3 here.

4.2 Logistic Regression Analysis


H1 predicts that a lower proportion of audit adjustments will be waived than reflected in prior studies.  Our initial analysis includes partial waivers (i.e. instances where the amount of the adjustment recorded was less than the proposed adjustment).  However, because partial waivers (8) constitute less than 2% of our sample thereby leaving little room for variance we collapsed our analysis to two levels: waived, not waived.  We compare the proportion of waived adjustments in the current sample (24.1%) to the proportion of waived adjustments in the Icerman and Hillison (IH) sample (49.09%) and WW sample (65%).
 Consistent with our expectations the proportion of waived adjustments is significantly lower than earlier studies (t = .-12.30 and -20.41 for the WW and IH samples, respectively; p <.001).  Thus, H1 is supported.  

We further examine whether the impact of the proposed adjustment on net income before taxes is associated with the decision to waive or not waive the proposed audit adjustment.  We find that adjustments that have an income effect are less likely to be waived (20.1%) than adjustments (43.2% waived) that have no income effect (χ2 = 19.36, p <.001; Wald = 19.695, p <.001). In comparison, WW find that the proportion of adjustments waived with an income effect (64.0%) was similar to that with no effect (69.2%).  However, in the current study the decisions to waive or not waive the proposed audit adjustments are not dependent on the income direction (increasing or decreasing) of the audit adjustment (χ2 = .419, p =.25; Wald = .007, p =.935). Further (untabulated) analyses show that the proportion of income increasing and income decreasing adjustments does not differ by client type (public vs. private) (χ2 = .722, p =.734).


Hypotheses 2, 3, 4, and 6 are tested using a multinomial regression (see Table 4).  H2 posited that waiving of audit adjustments would be greater for clients with stronger internal controls. The multivariate logit results in Table 4 do not show a significant main effect for internal control strength; however, univariate Chi-square tests (Table 5) and descriptive results (Table 2) suggest adjustments for clients with excellent or good controls are more likely to be waived (27.4%) than other clients (16.6%), consistent with H2. 

We anticipated that the client’s financial health would influence the auditors’ waive decision.  We use the debt-to-equity ratio, an indicator of long-term financial solvency, as a measure of financial health.  Consistent with H3, we find that the observations in the subsample of waived adjustments had significantly lower (Wald = 4.413, p = .036) mean debt-to-equity ratios (1.53) than clients in the subsample of adjustments that were not waived (7.67).  

Insert Tables 4 and 5 here.


Hypothesis 4 examines the association of duration of the auditor-client relationship and the decision to waive proposed audit adjustments.  Consistent with H4 we find that mean duration of the auditor-client relation is longer (Wald = 12.824, p<.001) for the subsample of waived adjustments (220 months) than for adjustments that were not waived (127 months).  Similarly the proportion of waived adjustments in the new-client group of observations (42%) is lower (Wald = 3.676, p=.055) than that in the existing client group (58%). 

H5 predicts that the difference in the frequency of waiving subjective versus objective audit adjustments will be lower than found in previous studies.  As reflected in Table 6 the differential proportion of waived adjustments for subjective versus objective adjustments (2.5%) in the current sample is significantly lower than that reported in the WW (13.5%) study (t=16.76; p< .001).

Insert Table 6 here.

H6 suggests that auditors are more likely to waive repeat proposed adjustments than nonrepeat proposed adjustments.  Consistent with H6 we find (Table 2) that 42.9% of the repeat proposed adjustments are waived whereas only 20.4% of the first time proposed adjustments are waived.  This difference is significantly different (χ = 17.56; p<.001). Further, this factor is also highly significant in the multivariate regression results reported in Table 4 (Wald 16.62; p<.001).

Table 4 also indicates the results for the control variables. As expected, adjustment materiality is significant. The type of adjustment, public versus private client, and client size are not significant. As discussed earlier, the latter finding is inconsistent with the findings of WW, who report adjustments for larger clients were more likely to be waived. 
V. Conclusions

We examine whether the decision to waive or record proposed audit adjustments is associated with various client and misstatement factors.  We also examine whether the current more stringent reporting environment increased auditor and client conservatism, leading to a reduction in the proportion of waived material adjustments.  Consistent with our expectations we find that in the current climate substantially fewer audit adjustments are waived than found in previous studies.  We also find that auditors are more likely to waive audit adjustments for clients with a longer auditor-client relationship, stronger internal controls, and a lower debt burden than other clients. Further, proportionally fewer subjective adjustments are waived than in prior studies, and adjustments are more likely to be waived when they also surfaced in the prior engagement (repeat adjustment). 


Earlier studies suggest an association between the auditors’ decision to waive proposed audit adjustments and materiality, subjectivity, type of the audit adjustment, the client’s internal control quality, the client’s financial health, and the size of the client [e.g., DeAngelo (1981), Icerman and Hillison (1991), WW, Braun (2001), Francis and Simon 1987)].  Our analysis did not reveal an association between the auditor’s decision to waive and any of those variables except for internal control quality and financial health.  This suggests that the current environment may have increased overall reporting conservatism which might have suppressed the explanatory power of these other factors.


In interpreting the findings it is important to consider potential limitations of the study. We examine data for a single firm; therefore, we do not know whether the findings are generalizable to other audit firms. Further, we investigate the association between a number of variables and the decision to waive an adjustment. However, we do not know precisely why the adjustment was waived or not. For instance, if it is not waived, is this due to greater auditor conservatism, the greater power of audit committees to side with the auditor, or some other factors? Finally, as noted, the sample of engagements was selected by the audit firm. However, the broad range of sample characteristics (e.g., size, industry, public vs. private) suggests the firm achieved its objective of obtaining a representative sample of its client base. 


This study represents an examination of the resolution of proposed adjustment decisions in the current reporting environment.  Future studies could examine the impact of economic factors such as audit and nonaudit fees on auditors’ decisions to waive proposed adjustments.  In addition, an investigation into the association between the auditors’ decisions to waive proposed adjustments and audit variables such as procedures leading to the identification of the audit adjustment and the extent to which strategic systems audit techniques were used would expand our understanding of the waive decision.

TABLE 1 – Descriptive Data

Panel A: Form of Organization 

	
Business Organization 
	N= 458 adjustments

	Public companies


	70.1%

	Private companies
	29.9%

	Total
	100.0%


Panel B: Industry distribution 

	 Industry
	By Adjustments

N= 458
	By Clients

N= 163
	Global clients for the firm providing data*

	Financial Services


	14%
	17.8%
	28.3%

	 Health Care and Public Sector
	3.5%
	3.7%
	22.0%

	IS, Communications & Entertainment
	30.8%
	28.8%
	15.5%

	Industrial Markets
	51.7%
	49.7%
	34.2%

	Total
	100.0%
	100.0%
	100.0%


* Based on fiscal revenue for all types of client services.

TABLE 1 – Descriptive Data (cont’d)
Panel C: Audit report distribution 

	Opinion
	By Adjustments


	By Clients

	Unqualified (includes explanatory paragraph for changes/inconsistencies)


	88.4%
	89.0%

	 Unqualified with explanatory paragraph other than for changes/inconsistencies


	7.0%
	7.4%

	 Qualified opinion
	2.6%
	2.5%

	Other (includes no opinion to 3rd parties)
	2.0%
	1.2%

	Total
	100.0%
	100.0%


Panel D: Engagement characteristics of sample 

	
	Businesses
	

	Variable
	Minimum


	Maximum


	Mean


	Std. Deviation

	Client Size ($assets; $000s)
	153
	106,589,000
	1,338,776
	5,935,984

	Client Size ($total sales; $000s)
	0
	66,188,000
	1,690,946
	7,044,188

	Client Net Income (loss)
	(262,864)
	3,664,000
	60,072
	373,009

	Audit fees ($000s)
	25
	2,750,000
	67,515
	314,670

	Total actual audit hours
	199.5
	30,000
	2,630
	3,891

	Total planned audit hours
	135
	30,000
	2,122
	3,571

	Number of audit differences
	1
	5
	2.9
	1.470

	Internal control quality ranking

(1= excellent; 4=poor) 
	1
	4
	2.29
	.574


TABLE 2 Descriptive Statistics and Univariate Analysis
 a
N = 450 proposed audit adjustments: 163 engagements

	Variable
	Adjustments Not Waived (75.9%)
	Adjustments Waived (24.1%)
	Statistic
	p-value

	Public companies
	77.1%
	22.9%
	(2 = .331
	.34

	Private companies
	72.8%
	27.2%
	
	

	Adjustments with no income effect
	56.8%
	43.2%
	(2 = 19.973b

(2 = .419c
	001b

.250c

	Income increasing adjustments
	78.4%
	21.6%
	
	

	Income decreasing adjustments
	81.8%
	18.2%
	
	

	Financial health 
	7.67
	1.53
	t= 3.00
	.003

	New client (12 months or less)
	78%
	22%
	(2 = .626
	.66

	Existing clients (more than 12 months)
	76%
	23%
	
	

	Duration (months of auditor-client relationship) 
	127
	221
	t= 3.12
	.002

	Internal control quality 

(clients rated excellent & good)
	72.6%
	27.4%
	(2 = 16.4
	.001

	Internal control quality

(clients rated fair – poor)
	83.5%
	16.6%
	
	

	Materiality of proposed audit adjustment 
	.0531
	.0829
	t= 1.57
	.12

	Subjectivity of adjustments – judgmental
	74.6% 
	25.4%
	(2 = .537
	.58

	Subjectivity of adjustments – non-judgmental
	77.1%
	22.9%
	
	

	Similar audit adjustment in the prior year 
	57.1%
	42.9%
	(2 = 17.575
	<.001

	Not similar audit adjustment in the prior year
	79.6%
	20.4%
	
	

	Small clientsd
	73.8%
	26.2%
	(2 = .331
	.34

	Medium clientsd
	79.1%
	20.9%
	
	

	Large clientsd
	70.8%
	29.2%
	
	

	Total client assets in millions
	$1,339,627
	$1,361,268
	t = .043
	.97

	Total client sales in millions
	$1,689,906
	$1,814,200
	t = .172
	.86


a This table presents the proportion and means for the categorical and continuous variables of interest, respectively.  Univariate tests of proportions and mean differences are also presented.
b Analysis based on the comparison of three types of proposed adjustments: no-income effect, income increasing and income decreasing.

c Analysis based on the comparison of income increasing and income decreasing adjustments only.

d Client size was determined as follows (in millions) small (lowest 25th percentile)= <$56,000, medium (26th to 74th percentile) and large (top 75th percentile) >$671,615.

Table 3 Correlation Matrix

	
	 
	PUBSTAT
	FINHELTH
	NEWCLINT
	DURATION
	ICLEVEL
	WAVRMATRL
	SUBJCTIV
	DIFFTYPE
	PRYRDIFF
	SIZE1
	SIZE2

	PUBSTAT
	Pearson Correlation
	1
	-.196**
	.055
	-.112*
	.009
	-.019
	.055
	.046
	-.122**
	.102*
	.119*

	 
	2-tailed p
	 
	.000
	.245
	.017
	.848
	.696
	.245
	.322
	.009
	.029
	.011

	 
	N
	458
	458
	456
	458
	458
	407
	456
	456
	457
	458
	458

	FINHELTH
	
	
	1
	.139**
	-.079
	-.048
	.014
	-.056
	.124**
	.003
	-.014
	-.030

	 
	
	
	 
	.003
	.089
	.305
	.772
	.233
	.008
	.945
	.772
	.518

	 
	
	
	
	456
	458
	458
	407
	456
	456
	457
	458
	458

	NEWCLINT
	
	
	
	1
	-.551**
	-.029
	-.011
	.018
	.115*
	-.085
	-.040
	-.012

	 
	
	
	
	 
	.000
	.537
	.824
	.699
	.014
	.071
	.392
	.802

	 
	
	
	
	
	456
	456
	405
	456
	456
	456
	456
	456

	DURATION
	
	
	
	
	1
	.024
	-.019
	-.011
	-.050
	.191**
	.089
	.131**

	 
	
	
	
	
	 
	.605
	.709
	.807
	.286
	.000
	.057
	.005

	 
	
	
	
	
	
	458
	407
	456
	456
	457
	458
	458

	ICLEVEL
	
	
	
	
	
	1
	.026
	.018
	-.129**
	.032
	-.148**
	-.172**

	 
	
	
	
	
	
	
	.603
	.702
	.006
	.499
	.001
	.000

	 
	
	
	
	
	
	
	407
	456
	456
	457
	458
	458

	WAVRMATRL
	
	
	
	
	
	
	1
	.025
	-.120*
	.022
	-.014
	-.006

	 
	
	
	
	
	
	
	 
	.619
	.016
	.663
	.772
	.911

	 
	
	
	
	
	
	
	
	405
	405
	406
	407
	407

	SUBJCTIV
	
	
	
	
	
	
	
	1
	-.380**
	-.065
	-.063
	-.075

	 
	
	
	
	
	
	
	
	 
	.000
	.169
	.182
	.108

	 
	
	
	
	
	
	
	
	
	456
	456
	456
	456

	DIFFTYPE 
	
	
	
	
	
	
	
	
	1
	.123**
	.004
	-.042

	 
	
	
	
	
	
	
	
	
	 
	.009
	.924
	.369

	 
	
	
	
	
	
	
	
	
	
	456
	456
	456

	PRYRDIFF
	
	
	
	
	
	
	
	
	
	1
	.105*
	.082

	 
	
	
	
	
	
	
	
	
	
	 
	.025
	.081

	 
	
	
	
	
	
	
	
	
	
	
	457
	457

	SIZE 1
	
	
	
	
	
	
	
	
	
	
	1
	.814**

	 
	
	
	
	
	
	
	
	
	
	
	 
	.000

	 
	
	
	
	
	
	
	
	
	
	
	
	458

	SIZE 2
	
	
	
	
	
	
	
	
	
	
	
	1


**  Correlation is significant at the 0.01 level (2-tailed).*  Correlation is significant at the 0.05 level (2-tailed).

TABLE 4 Multinomial Results

Multivariate Logistic Regression
WAVRDEC = b0 PUBSTAT + b1 INCEFFECT  + b2 FINHELTH+ b3NEWCLINT + b4 DURATION + b5 ICLEVEL +b6 WAVRMATRL +b7 SUBJCTIV + b8 DIFFTYPE +b9 PRYRDIFF + b10 SIZE1 + b11 SIZE2 +(    

	 
	Predicted Direction
	Coefficient
	Wald
	Df
	p-value

	Intercept
	?
	.857
	.725
	1
	.394

	Pubstat
	-
	-.287
	.849
	1
	.357

	Inceffect
	-
	-1.871
	19.695
	2
	.000

	Finhelth
	+
	.057
	4.413
	1
	.036

	Newclint
	+
	.667
	3.676
	1
	.055

	Duration
	+
	-.003
	12.824
	1
	.000

	IClevel
	-
	-1.619
	.700
	3
	.403

	Wavmatrl
	-
	-.849
	5.592
	1
	.018     

	Subjctiv
	+
	.552
	.459
	1
	.498

	Pryrdiff
	+
	1.820
	16.619
	1
	.000

	Difftype
	?
	-.820
	1.600
	7
	.206

	Size1 (assets)
	+
	.000
	.084
	1
	.772

	Size2 (sales)
	+
	.000
	.011
	1
	.916

	Psuedo R Square
	
	
	
	
	.346


Notes:

WAVRDEC = waive decision where 0=not waive and 1=waive

PUBSTAT = client type where 0 = private entities (excludes governmental and nonprofit entities) and 1 = public SEC registrants. 

INCEFFECT = impact of the proposed adjustment on net income before taxes where 0 = no impact on net income, 1 = increase in net income and 2 = decrease in net income.

FINHELTH = client’s financial health measured by debt to equity ratio

NEWCLINT = new client status; where 0= client relationship for more than 12 months and 1 = client relationship of 12 months or less. 

DURATION = months of auditor-client relationship.

ICLEVEL = internal control quality; where 1=excellent to 5=virtually no controls
WAVRMATRL = materiality of the proposed adjustment, computed: proposed adjustment/materiality.

SUBJCTIV = subjectivity of the proposed audit difference where 1= subjective, proposed adjustment involves considerable judgment (estimates, accruals and  improper GAAP interpretation) or 0=non-subjective (recording errors, cutoff errors, improper GAAP clear, improper inventory count, inadequate disclosure and other nonspecified errors)

DIFFTYPE = nature of the proposed audit adjustment where 1= estimation, 2 = recording error, 3 = accrual error, 4 = cutoff error, 5 = Improper GAAP clear, 6 = Improper GAAP interpretation, 7 = Improper inventory count, 8 = Inadequate disclosure, 9 = Other. 

SIZE1 = client size, measured by total assets.

SIZE2 = client size, measured by total sales.

PRYRDIFF  = dummy variable whether a similar audit difference proposed in the prior year audit, where 0 = a similar difference did not exist in prior year; and 1 = similar difference existed in prior year.

Table 5: Univariate Chi-Square tests

	Effect
	Chi-Square
	df
	p-value

	Pubstat
	.839
	1
	.360

	Inceffect
	26.764
	2
	.000

	Finhelth
	7.537
	1
	.006

	Newclint
	3.743
	1
	.053

	Duration
	13.762
	1
	.000

	IClevel
	12.427
	3
	.006

	Wavmatrl
	7.055
	1
	.008

	Subjctiv
	.000
	0
	.

	Pryrdiff
	16.952
	1
	.000

	Difftype
	15.460
	7
	.031

	Size1 (assets)
	.098
	1
	.754

	Size2 (sales)
	.011
	1
	.916


Notes:

PUBSTAT = client type where 0 = private entities (excludes governmental and nonprofit entities) and 1 = public SEC registrants. 

INCEFFECT = impact of the proposed adjustment on net income before taxes where 0 = no impact on net income, 1 = increase in net income and 2 = decrease in net income.
FINHELTH = client’s financial health measured by debt to equity ratio

NEWCLINT = new client status; where 0= client relationship for more than 12 months and 1 = client relationship of 12 months or less. 

DURATION = months of auditor-client relationship.

ICLEVEL = internal control quality

WAVRMATRL = materiality of the proposed adjustment, computed: proposed adjustment/materiality.

SUBJCTIV = subjectivity of the proposed audit difference where 1= subjective, proposed adjustment involves considerable judgment (estimates, accruals and  improper GAAP interpretation) or 0=non-subjective (recording errors, cutoff errors, improper GAAP clear, improper inventory count, inadequate disclosure and other nonspecified errors)

DIFFTYPE = nature of the proposed audit adjustment where 1= estimation, 2 = recording error, 3 = accrual error, 4 = cutoff error, 5 = Improper GAAP clear, 6 = Improper GAAP interpretation, 7 = Improper inventory count, 8 = Inadequate disclosure, 9 = Other. 

SIZE1 = client size, measured by total assets.

SIZE2 = client size, measured by total sales.

PRYRDIFF  = dummy variable whether a similar audit difference proposed in the prior year audit, where 0 = a similar difference did not exist in prior year; and 1 = similar difference existed in prior year.

Table 6 Frequency of waived proposed adjustments by the nature of subjectivity

	
	Current Sample
	
	Wright and Wright 1997

	
	Waived
	Not waived
	
	Waived
	Not waived

	Subjective adjustment
	59 (25.4%)
	173 (74.6%)
	
	159 (68.5%)
	61 (31.5%)

	Objective adjustment
	50 (22.9%)
	168 (77.1%)
	
	73 (55.0%)
	50 (45.0%)

	Total
	 109
	 341
	
	 232
	111

	Proportion difference
	2.5%
	
	
	13.5%
	


Comparison across samples: t = 16.76; p <.001
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� As discussed later, there are very few partially waived adjustments, and the primary conclusions do not differ if we include or exclude them in the analyses.


� Due to client confidentiality reasons, we were unable to obtain sufficient client data to compute Altman Zscore, the conventional measure of a clients’ financial health. As a substitute we use the debt to equity ratio.  


� Prior studies report the proportion of material waived adjustments (e.g. WW); however, 96% (4%) of our sample consists of immaterial (material) waived adjustments.  Accordingly, we do not segment our analysis on level of materiality. Fifty percent (8) of the total number of material proposed audit adjustments (16) included in our sample are waived.  This proportion is similar to that (47.5%) reported by WW. Our results for H1 are also strong and consistent if we compare the proportion of waived immaterial adjustments only in WW (72.0%) to those waived in the current study.
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