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Summary

This study investigates whether different types of affiliation pose familiarity threat to auditor independence within a context of an ambiguous (higher v. lower level of ambiguity) audit issue. Using a 2 x 2 x 2 full factorial between subjects design we examine the effect of prior organizational affiliation (alumnus v. non-alumnus client CFO) and professional affiliation (ex-audit partner v. other services ex-partner CFO) on auditor independence (and resulting audit quality) as measured by a number of auditor judgments including the likelihood of accepting the client’s proposed accounting treatment, the preferred as well as the final negotiated dollar amount of the audit adjustment, the level of audit hours allocated and the reliance placed on the client’s CFO. We find no support for the alumni effect but professional (i.e. audit) affiliation appears to be a significant separate construct from the alumni effect. Perceived and actual level of ambiguity of the accounting issue often differ and it is the perceived ambiguity which is of significance.
Overall these results indicate that in the post Enron environment auditors seem to be sensitive to independence risk and their independence does not appear to be impaired.
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The Effect of Affiliation on Auditor Independence
Introduction

Recent corporate collapses such as Enron, Worldcom and Waste Management in the US as well as HIH Insurance, Harris Scarfe and others in Australia have focused attention on auditor independence and whether audit quality can be impaired especially in situations when executives are an alumni of their companies’ audit firms. Senior management were former employees or partners of their companies’ audit firms in the audit failures of Cendant, First Executive, Phar-Mor, Waste Management and Enron (Lennox 2003). 

Unusually high turnover of staff, many departing staff taking positions with current clients, and the consequential large number of alumni in the auditing industry has been long acknowledged by the audit firms and researchers (Istwan and Wollman 1976; Tyra 1980; Barkman et al. 1992; Iyer et al. 1997). Furthermore, the incidence of those former employees taking up positions with clients (the firm employment affiliation or ‘the alumni effect’) is significant (Imhoff 1978; Behn et al. 1999; Menon and Williams 2004) and also on the rise (Independence Standards Board 1998). 
The nature of this type of personal relationship between the client executives and auditors has been termed the ‘familiarity threat’ under the International Federation of Accountants’ (IFAC) and Australian (CPC F.1) ethical pronouncements. This ‘familiarity threat’ is perceived to be compounded in situations where the current company finance director (CFO) was formerly employed by the firm doing external audit (Hussey and Law 2001). Behn et al. (1999) found that 33% of the financial controllers in the US Fortune 1000 companies were alumni of the companies’ audit firms. The importance of this perceived threat to independence is illustrated by regulators’ response, which has directly addressed the alumni effect in ethical pronouncements (e.g. IFAC, CPC F.1) and legislation (the Sarbanes-Oxley Act in the US, CLERP 9 in Australia) by prescribing a mandatory ‘cooling off’ period whereby ex-audit partners or other significant ex-members of the audit team can take up positions with former clients only after passage of a prescribed period of time. The experimental research studies that have explicitly explored the accounting firm alumni effect on auditor independence in fact (Parlin and Bartlett 1994; Arnold et al. 1999) suggest that concerns over client employment harming independence in fact appear to be well founded. These studies have been conducted in a pre Enron environment. This study aims to provide further insight into the concerns raised by the earlier studies with the alumni effect and whether the current perceptions of regulators, professional bodies, the public and the accounting firms of the alumni affiliation as an actual independence threat is supported by evidence in the current post Enron environment. 
Another aspect of the potential closeness of the auditor-client relationship is the professional identification between the auditor and the client management (e.g. the CFO). Social identity theory maintains that individuals classify themselves into various social groups (Abrams and Hogg 1999) including professional memberships. Accordingly, auditors will likely identify with both their profession (i.e. audit) and their firm. In fact, the professional identification can be expected to develop before organizational identification as an individual typically decides to become a CPA and an auditor long before he/she joins a particular accounting firm (Bamber and Iyer 2002). The limited research to date (Bamber and Iyer 2002; King 2002) indicates that the auditor’s professional affiliation is a meaningful and potentially important separate construct. Given the limited research in this area, it is not surprising that regulators in different environments (IFAC/CPC F.1 v. the Sarbanes-Oxley Act) have adopted different views as to the impact of the firm and professional affiliations on auditor independence. This study aims to provide further insight into the significance of the different affiliations on auditor independence and audit quality by examining both firm (alumnus v. non-alumnus) and professional (audit v. other services) background of a former partner now employed as the client’s CFO.

The research to date (e.g. Mayhew et al. 2001; Nelson et al. 2002; Ng and Tan 2003; Shafer et al. 2004) suggests that auditor independence is under more threat in situations of accounting and auditing ambiguity, with auditors more likely to accept and justify as appropriate clients’ aggressive treatments in situations where authoritative guidance does not exist (or is mixed) and significant professional judgment is required. This study aims to extend prior research by investigating the impact of actual as well as perceived ambiguity of the audit issue on auditors’ judgments and independence. The level of ambiguity (relatively higher v. lower) is manipulated by varying the amount and the certainty of the information provided in relation to the audit issue to be resolved.
The results of the current study, in contrast to the earlier research conducted in the pre Enron environment, do not support an alumni effect on auditor independence other than limited interaction effects. The results for an ex-audit background affiliation are mixed. The findings suggest that auditors act more independently in terms of not agreeing with the client’s aggressive treatment if the CFO is an ex-audit partner. However, the auditor’s reliance on the ex-auditor CFO increases with the increase in the level of perceived ambiguity of the audit issue leading to a potential independence impairment. The results of the impact of the two affiliations suggest that professional background affiliation is a separate construct to an alumni effect and it may play a more significant role with auditors discounting the alumni affiliation impact under most circumstances in the present regulatory post Enron environment. This supports the Bamber and Iyer (2002) modeling of professional and organizational identification.

The results also lend support to the Johnstone et al. (2001) independence framework under which familiarity threats (audit background and alumni affiliations) are more likely to be triggered under conditions of high (perceived) ambiguity.

Overall, auditors’ judgments and behavioral intentions, as per descriptive statistics, appear to be independent under all treatment conditions. On average, auditors’ endorsement of the client’s preferred aggressive accounting treatment is low and the audit adjustment amount
 is substantially greater than the client’s and has a material impact on the client’s results. These results suggest that auditors and the current audit methodology are sensitive to the potential independence risks examined and these are addressed appropriately leading to auditor reliability. The findings support Taylor et al.’s (2003) call for establishing reliability rather than independence as the cornerstone of the profession.

The remainder of the paper is organized as follows. The next section establishes the necessary background, contains a review of relevant prior literature and describes the hypotheses development. The third section discusses the research method and the fourth section presents the data and the results. The discussion of the results is presented in the fifth section and conclusions in the last section.

theory and hypothesis development

In the academic research area, in line with the international regulatory and professional developments, Johnstone et al. (2001) developed a conceptual framework for analyzing factors which affect actual or perceived audit quality in the public capital markets. Fundamental to the Johnstone et al. (2001) framework is the notion of independence risk which they define as “the risk that an auditor’s independence may be compromised or may be perceived to be compromised” (p. 1). Consistent with IFAC’s guidelines, this independence risk framework is based on the identification and evaluation of necessary environmental factors (equivalent to IFAC’s threats) and mitigating factors (equivalent to IFAC’s safeguards). The two key environmental factors necessary for existence of independence risk under this conceptual framework are firstly, an actual or perceived incentive to the auditor, and secondly, a judgment-based decision situation.

Johnstone et al. (2001) characterize incentives that affect independence risk as direct and indirect. “Direct incentives involve actual or potential monetary benefit, or potential that such benefit will be withdrawn” (Johnstone et al. 2001, 5) such as investments in the client’s securities or mutual funds, contingent fees, potential employment with the client, and financial dependence. These types of incentives may cause an auditor’s financial interest to align with the interests of the management to the potential detriment of other stakeholders such as shareholders or creditors. “Indirect incentives occur when the auditor possesses a personal, family or professional relationship with the client” (Johnstone et al. 2001, 5) such as the alumni and professional background affiliations addressed by the current research which could make it difficult for the auditor to maintain objectivity as interpersonal relationships might cause the auditor to favor personal over professional objectives.

The other environmental condition necessary for existence of independence risk is a judgment-based decision that emerges from a client-auditor resolution process. “Judgement-based decisions are those in which there is uncertainty regarding the appropriate decision or valuation judgment that an auditor should make” (Johnstone et al. 2001, 6). The three broad categories of judgment-based situations discussed by Johnstone et al. (2001) are difficult accounting issues, auditor-conduct decisions, and materiality decisions. The key common characteristic of these categories is a high degree of judgment required on the part of the auditor as there are alternative interpretations and rationalization as to what is the acceptable or ‘best’ decision as in the inventory writedown scenario used in the current research. 

Alumni Effect (i.e. Firm Employment Affiliation Familiarity Threat to Auditor Independence)
This study investigates the impact of one of the employment relationships addressed by regulators and identified by Johnstone et al.’s (2001) independence risk framework as indirect independence threat, namely a situation where an ex-auditor joins the client’s management team (i.e. an alumni effect).

Audit quality, with respect to the alumni effect, can be impaired in two ways (ISB, 2000). Firstly, the audit team members may be unwilling to challenge or question a former colleague. The current audit team may over-rely on their trust and confidence in the reliability of their former colleague and fail to exercise an appropriate level of professional skepticism towards the judgments and decision of their former colleague (Beasley et al. 2000). Secondly, the former auditor might be sufficiently familiar with the audit firm’s methodology to be in a position to circumvent its design. This research investigates the alumni impact in relation to the first situation, i.e. reliance on or unwillingness to challenge a former colleague’s assertions.

Audit quality is defined as the joint probability that an existing problem is discovered and reported by the auditor (DeAngelo 1981). The problem discovery depends on the auditor’s competence and effort, but the probability that an auditor reports a discovered problem depends on auditor independence. Employment affiliations may impair audit quality by reducing the likelihood of problem discovery and/or by reducing auditor independence (Lennox 2003). Beasley et al. outline the potential impact of the employment affiliation as manifesting itself in:

… (1) failure to gather sufficient audit evidence; (2) overlooking problems indicated by the audit evidence gathered; and (3) improperly acquiescing to client preferences towards certain accounting principles, estimates, and other judgmental decisions. 

(2000, 36)

Thus, according to Lennox (2003), the employment affiliation situation may reduce auditor independence if there are misplaced personal friendships or trust between the auditor and the former colleague. From the review of the studies conducted to date it appears that alumni auditor/client employment tarnishes the perception of independence, especially as the time lapse between the last audit and accepting employment decreases (Imhoff 1978; Koh and Mahathevan 1993). These tarnished perceptions may have a significant negative impact on users’ decisions (Firth 1981; Schleifer and Shockley 1990). 
Furthermore, the alumni auditor/client employment may also impact audit decisions and impair independence in fact. Parlin and Bartlett (1994), using experimental approach, was the first study to consider the effects of employment relationship on auditors’ independence in fact rather than appearance. Their findings suggest impairment of independence, as the auditors are willing to rely on their former colleague (an alumni controller) and by increasing a preliminary estimate of materiality reduce the amount of evidence gathered. Arnold et al. (1999), similar to Parlin and Bartlett (1994), examined the impact of a client’s controller who was formerly a member of an incumbent audit team on the auditors’ propensity to conduct additional audit work. However, the number of other variables incorporated into the Arnold et al. (1999) study makes it difficult to say unambiguously that a desire to do less audit work was fuelled only by independence concerns. Kaplan and Whitecotton (2001) tested a model predicting auditor reporting intentions when it is discovered that one of their audit team members is considering employment with the client and has failed to comply with the ethics ruling. Their results indicate that auditors’ reporting intentions are stronger when personal costs of reporting are perceived to be lower or personal responsibility for reporting is perceived to be higher. 
The alumni auditor/client employment impact on auditor independence in fact has also been considered by a number of archival studies. Lennox (2003) used archival data (1995-1998) to test whether executive-audit affiliations affect audit independence in fact and impair audit quality. He found that companies receive clean audit opinions significantly more often when executives are affiliated with their companies’ audit firms, and concludes that executive-audit affiliations impair audit quality. Menon and Williams (2004) examine archival data (1998-1999) whether an appointment of a former partner (FP) by an audit client (FP firm) is reflected in the auditor’s judgment (abnormal accruals). They found higher levels of abnormal accruals for FP firms, FP firms are more likely to meet analyst forecasts and abnormal accruals are higher when FP is a financial officer, as distinct from playing other role. Dowdell and Krishnan (2004) is another archival study which examined the association between the hiring of a CFO with an affiliation to the incumbent auditor and subsequent earnings management as measured by discretionary accruals. Their analysis is confined to ‘Big 6’ (now ‘Big 4’) auditors and covers the period between 1991 and 1998 (i.e. pre Enron period). Both univariate and multivariate results for signed discretionary accruals suggest some support for their hypothesis that firms with affiliated CFOs are associated with greater earnings management than firms with unaffiliated CFOs. However, the association is contrary to expectation as it is stronger for non-partners than partners. The results for absolute discretionary accruals do not suggest differences between affiliated and unaffiliated CFOs.
The analysis of the current regulatory environment, the Johnstone et al. (2001) conceptual framework and the research to date leads to the following first hypothesis.

Hypothesis 1:
Auditors will be less independent if the client CFO is an alumnus 
ex-partner than if the CFO is a non-alumnus ex-partner.

The current study examines this expectation by the following auditor judgments as proxies for auditor independence and audit quality.
H1a:
Auditors are more likely to accept a client’s aggressive accounting treatment if the client CFO is an alumnus ex-partner than if the CFO is a non-alumnus ex-partner.

H1b:
Auditors’ preferred audit adjustment is expected to be smaller if the client CFO is an alumnus ex-partner than if the CFO is a non-alumnus ex-partner.

Ex-auditor/non-auditor CFO Background Effect (i.e. Occupational Affiliation Familiarity Threat to Auditor Independence)
Researchers have applied organizational identification in a diversity of settings, including an accounting firm alumni (e.g. Iyer et al. 1997) as addressed by the studies discussed above However, social identity theory maintains that individuals hold multiple group memberships (Abrams and Hogg 1999). Auditors generally belong to and develop psychological affiliation to engagement teams, audit firm and professional organizations (King 2002). Furthermore, social identity theory suggests that some group affiliations will be more important to individuals and more central to their identity than others and the social identification between different groups may vary from issue to issue. This suggests that auditors’ perceptions and behavior may be affected by either professional background or firm affiliation or both depending on the issue.

Prior research in auditing (e.g. Iyer et al. 1997; Beasley et al. 2000; Lennox 2003) has addressed alumni effect of former auditors, suggesting that personal relationships exist between an alumnus ex-auditor and the audit team members which may potentially affect the conduct of the audit. However, despite the mounting criticism of the audit profession, there is surprisingly little recent evidence on auditor identification with the auditing profession (Bamber and Iyer 2002). Bamber and Iyer (2002), using mail questionnaires, partly address this gap in research by examining auditors’ professional and organizational identities, and the potential for conflict. Their results suggest that the social identity theory’s identification construct provides a useful approach for examining auditor behavior. They found, on average, relatively high levels of both professional and organizational identification, and a relatively low level of organizational-professional conflict. Furthermore, their results indicate that although auditors’ professional and organizational identifications are related, they are meaningfully separate constructs. They suggest that future research examine auditors’ identification with their client, and how this coexists with their professional identification.

King (2002) investigated the influence of group affiliation on auditors’ formation of self-serving bias in an experimental setting incorporating both economic and psychological factors. He found that although auditors did exhibit self-serving bias, the bias is neutralized through auditor group affiliation which creates social pressure to conform to group norms. King (2002) suggests that these results imply that accounting firms should continue to create and maintain strong group cohesion among audit teams, and encourage auditors to affiliate with professional organizations. These findings also challenge the Bazerman et al. (1997) conclusion that auditors cannot conduct impartial audits due to self-serving biases resulting from repeated interactions between auditors and their clients.

It is not surprising, given the limited amount of research in this area, that regulators in different countries have adopted different views as to the impact of the different types of affiliations (i.e. firm v. professional affiliation) on auditor independence. Both Australian CPC F.1 and IFAC guidelines consider firm affiliations to be a specific threat and extend this threat to partners with any professional background within the firm (i.e. both audit and non-audit partners). The Sarbanes-Oxley Act of 2002, Section 206, also identifies alumni effect as a conflict of interest but in contrast to IFAC and CPC F.1 it limits this independence threat only to alumni who were participants of the audit team. 

The organizational (i.e. firm employment) identification familiarity threat was addressed in Hypothesis 1 above. Hypothesis 2 below examines the potential impact of the auditor’s professional background (i.e. ex-audit partner CFO) affiliation on auditor independence.
Hypothesis 2:
Auditors will be less independent if the client CFO is an ex-audit partner than if the CFO is other services ex-partner.

Again this expectation is examined utilizing different auditor judgments as proxies for auditor independence, as outlined in the following hypotheses:

H2a:
Auditors are more likely to accept client’s aggressive accounting treatment if the client CFO is an ex-audit partner than if the CFO is other services ex-partner.

H2b:
Auditors’ preferred audit adjustment is expected to be less if the client CFO is an ex-audit partner than if the CFO is other services ex-partner.

Ambiguity Effect (i.e. Accounting Uncertainty Threat to Auditor Independence)

According to Johnstone et al.’s (2001) independence risk framework, a necessary environmental condition for creating independence risk is the existence of a judgment-based decision (i.e. decision with uncertainty as to the most appropriate treatment) which requires resolution between the client and auditor. An example of a situation requiring such professional judgment, given both the inherent uncertainties of future economic events and the absence of a detailed standard, is the decision as to the adequacy of the allowance for slow moving and obsolete inventory utilized in this study. Decisions about inventory writedown are based on assumptions about future conditions such as markets for the goods, customer preferences, competitors’ marketing strategies, etc. and require use of judgment given the uncertainty regarding the likely outcome of these conditions. Furthermore, decisions as to potential inventory writedown involve estimation in the absence of a precise means of measurement.

Researchers (e.g. Magee and Tseng 1990; Trompeter 1994; Gibbins et al. 2000) have hypothesized that auditor independence is easier to maintain where financial reporting standards (and uncertainties as to the future economic events) leave less room for disagreement among auditors (i.e. are unambiguous), while incomplete or unclear standards (and information as to the future economic events) make client reporting treatments more difficult to oppose. These effects of uncertainty are supported by findings in behavioral research using professional auditors (Hackenbrack and Nelson 1996; Salterio and Koonce 1997) as well as markets-based experiments by Mayhew et al. (2001), where subjects exploit uncertainty in choosing client-preferred accounting treatments. According to Shafer et al. (2004) the fact that the Sarbanes-Oxley Act of 2002 includes a provision directed at the issue of choices among alternate acceptable accounting principles indicates that concerns over this issue continue to be important.

The current study builds on the prior research by examining the relationship between the level of accounting ambiguity and auditor independence with respect to familiarity threats previously not examined. Based on the research to date, and the prediction of the framework proposed by Johnstone et al. (2001) this study examines the following hypothesis:

Hypothesis 3:
Auditors’ judgments will be more influenced by client preferences in the more ambiguous client situation (i.e. the situation with more flexibility as to acceptable accounting alternatives due to uncertainty of future economic events) than in a less ambiguous situation.

The study examines this expectation in relation to the following judgments as proxies for auditor independence:

H3a:
Auditors are more likely to accept client’s aggressive accounting treatment in the more ambiguous situation (i.e. greater range of acceptable writedown alternatives) than in the less ambiguous situation.

H3b:
Auditors’ preferred audit adjustment is expected to be smaller in the more ambiguous situation than in the less ambiguous situation.
The above hypothesized effects of affiliation and ambiguity of audit issue on the auditor judgments are represented diagrammatically in Figure 1 below.

INSERT FIGURE 1 HERE.

research method

A 2 x 2 x 2 full factorial between-subjects design was used for testing Hypotheses 1 to 3. The three independent variables were: (1) prior firm affiliation of the source of information, i.e. the client CFO (either alumnus or non-alumnus); (2) the prior employment background of the client CFO (either an ex-audit partner or an ex-partner providing taxation, accounting and other non-audit services); and (3) the relative level of an ambiguous audit issue (higher and lower). This design yielded eight experimental cells as shown in Figure 2.

INSERT FIGURE 2 HERE.

Participants

The ‘Big 4’ Sydney and Melbourne offices, as well as one medium size accounting firm at ‘national’ level were approached and all agreed to participate in the study. The researcher requested that the participants identified by the firm be either managers or partners with significant audit experience and current audit exposure. Table 1 contains descriptive statistics regarding the participants who were randomly assigned to one of the eight cells noted in Figure 2. The participation in the study was limited to partners and managers as the final judgments relating to auditor independence, as measured by the dependent variables, are made and/or ratified by manager and/or partner on the audit engagement.

INSERT TABLE 1 HERE.

Materials and Experimental Procedure

Research Instrument

The ‘Babyboomers, Inc.’ case (Cohen and Trompeter 1997) was adapted for the purposes of this study. The case material consisted of a background description of the client, including statement of financial position, statement of financial performance, cash flow statement, comparative firm and industry statistics including sales forecast, details of an audit issue involving potential material writedown of inventory and three suggested client proposals as to the treatment of this inventory. Amendments were made to the client background to make it consistent with a continuing audit engagement scenario and to suit the Australian setting. The information in relation to the three independent variables was seeded into the original case study as additional paragraphs.

The research instrument was initially pilot tested with twenty CA
 practitioners. All participants had extensive audit or accounting experience. The questionnaire also contained additional questions to elicit responses as to the realistic nature and relevance of the background information and clarity of the instructions and the questionnaire. All suggestions were considered and adapted where appropriate and the amended research instrument was retested with four audit practitioners (two technical directors and two senior managers from two different firms) and eight accounting academics, the majority of whom have extensive audit research and/or practical audit background. The pilot testing was followed by an interview with each of the academics and two of the practitioners and further changes were adapted from the feedback received. 
Independent Variables
The three independent variables are:

1.
Client CFO Firm Affiliation (alumni v. non-alumni)
2.
Client CFO Prior Employment Background (audit partner v. partner providing taxation, accounting and other non-audit services)

3.
Audit Issue Ambiguity Level (higher v. lower)
The alumni and ex-auditor effects were manipulated by varying the client CFO’s prior firm and employment background descriptions and keeping all other information, such as prior audit/non-audit experience and the size of the accounting firm constant or as similar as possible. The ‘non-audit’ prior employment background manipulation as ‘an ex-partner providing taxation, accounting and other non-audit services’ is based on discussions with technical directors and partners from a number of firms to ensure a consistent between firms’ interpretation and a realistic alternative to an ex-audit partner background. 

The audit issue in the case study deals with a potential material writedown of inventory. Prior research (e.g. Reckers and Wong-On-Wing 1991) has identified write off of stock and stock obsolescence issues as ambiguous and judgment based. All the information provided in the case study was discussed with technical directors from two accounting firms to ensure correct interpretation of the standards, the wording of the information and to ensure that there was no ‘correct’ answer.

The level of relative ambiguity was manipulated by varying the level of information and uncertainty in relation to the three potential inventory writedown proposals outlined by the client CFO and information (or no information) provided as to the actual post year end sales to date compared to the budget
. 
The background information (for all treatments) also included audit materiality of $4 million to ensure consistent interpretation of the potential writedown adjustments by the participants. All writedown adjustments based on the three proposals outlined (other than the client’s current treatment of nil writedown) are material.

Dependent Variables

The current study uses auditor judgments as proxies for auditor independence and audit quality to test Hypotheses 1 to 3. 
(a) The likelihood of the auditor accepting the client’s treatment of nil writedown ranging from ‘Highly unlikely’ to ‘Highly likely’ (Hypotheses 1a, 2a and 3a).

(b) The adjustment amount that the auditor believes should be recorded (i.e. preferred outcome) ranging from ‘$0 million’ to ‘$15 million’ (Hypotheses 1b, 2b and 3b).

Additional variables included were the adjustment amount that the auditor believes will ultimately be recorded (i.e. the negotiated final outcome), the level of hours that the auditor would allocate to the inventory valuation relative to last year and the level of reliance the auditor would place on the CFO’s explanations in relation to the inventory valuation.

The above dependent variables (measured on a seven-point Likert scale) are based on prior auditor independence studies. Dependent variables (a) and (b) are based on measures utilized in Trompeter 1994; Salterio 1996; Salterio and Koonce 1997; Nelson et al. 2002; Kadous et al. 2003 and others. The additional variable of negotiated final income was included based on the Libby and Kinney (2000) approach aimed at eliciting the minimum writedown (i.e. how far is the auditor prepared to negotiate from the preferred position). The two other variables measured (level of hours and reliance on the CFO) are similar to those used by Parlin and Bartlett 1994 and Arnold et al. 1999. 
Procedure

The experimental procedure, as in similar types of studies using partner and manager subjects (e.g. Trompeter 1994; Cuccia, Hackenbrack and Nelson 1995; Salterio 1996; Salterio and Koonce 1997; Nelson et al. 2002), was as follows.

A contact partner in the Sydney and Melbourne offices of the ‘Big 4’ and national audit director of a medium size accounting firm were approached to seek the firm’s participation in the study. Each firm agreed to participate and to select partners and managers with significant audit experience. To protect the anonymity of their partners and managers the firms arranged to internally administer the distribution and collection of the packages. Completed instrument packages were then mailed to the researcher by the designated contact person.

Each participant (randomly assigned to one of eight cells) received a sealed package containing a cover letter, set of instructions, two envelopes, client background information and a questionnaire with two separate parts. Part I of the questionnaire contained mainly questions capturing the dependent variables and Part II consisted of demographic information, manipulation checks and questions capturing additional information including a number of covariates. The research instrument took approximately 30 minutes to complete.
The subjects were instructed not to make any changes to their answers and upon completion of the answers to Part I, and prior to answering Part II, to seal Part I of the questionnaire together with the background information in one of the envelopes provided. All completed responses were checked for evidence of compliance with these instructions and no apparent violations were noted.

results
Manipulation Checks

Manipulation checks were performed for each of the three independent variables and included in Part II of the questionnaire.

The CFO characteristics manipulation checks for both alumni and ex-audit background consisted of a series of multiple choice questions. Out of the original sample two subjects were eliminated due to their failure on both manipulation checks and one subject with no audit experience was also dropped. From the adjusted final sample of 99 only one subject failed the alumni manipulation and four subjects failed the audit background manipulation. However, these subjects were not eliminated as their responses were still consistent with non-audit and non-alumni manipulation to which they were exposed
. The low error rate indicates that the independent variable for alumnus and ex-audit CFO affiliation were both successfully manipulated.

The manipulation check for the level of ambiguity was included as a part of a series of additional questions with responses of perceived level of ambiguity measured on a Likert scale (1 = not ambiguous and 7 = highly ambiguous). Significance test (F = .011, p = .917) indicates that the difference between the lower and the higher ambiguity manipulation was not significant
. Given the difference between the actual and the perceived ambiguity both were used in the analyses conducted.
Tests of Hypotheses One to Three

The results outlined in this section are for Hypotheses 1 to 3. Each dependent variable (a) and (b) as per Figure 1) is dealt with in relation to each of the hypotheses in turn and discussed.

The results are presented in two panels for each dependent variable. The first panel (Panel A) contains descriptive statistics including the mean, standard deviation and number of participants. To test Hypotheses 1 to 3 a series of 2 x 2 x 2 between group ANOVAs were conducted. The results for the ANOVAs are presented in the second panel (Panel B) of each table. The two-way and three-way interactions between the independent variables were also examined although no specific hypotheses were proposed. 

Results for Hypotheses 1a, 2a and 3a: The Likelihood of Auditor Accepting Client’s Aggressive Accounting Treatment of Nil Writedown

The results of the ANOVA for the auditor’s acceptance of the aggressive accounting treatment (Table 3, Panel B) showed a marginally significant effect for the prior audit employment background (F = 2.981, p = 0.088) with the auditor more likely to be in agreement with the client’s aggressive treatment if the CFO was from non-audit background (mean = 2.98) than if the CFO was an ex-auditor (mean = 2.38). This is contrary to the expectation as per Hypothesis 2a, with auditors being more independent when faced with potential familiarity threat of dealing with an ex-auditor.

There is no significant main effect for the alumni affiliation or the ambiguity level, nor were there any significant interactions. Thus Hypotheses 1a and 3a are not supported.

The descriptive statistics in Panel A show that on average the auditors were unlikely to endorse the client’s aggressive accounting treatment thus appearing to behave in an independent manner under all treatment conditions with all means below the midpoint on the scale (total mean = 2.69).

INSERT TABLE 2 HERE.

Results for Hypotheses 1b, 2b and 3b: The Audit Adjustment Amount that Auditor Believes Should be Recorded (i.e. Auditor’s Preferred Outcome)

The results of ANOVA (Table 3, Panel B) showed marginally significant main effect for the level of ambiguity (F = 2.988, p = 0.088). However, contrary to the prediction in Hypothesis 3b the auditor’s preferred audit adjustment amount is on average greater (i.e. more independent) in the more ambiguous situation (mean = 8.44) than in the less ambiguous situation (mean = 7.08).

The alumni and ambiguity interaction was significant (F = 4.608, p = .035) with the difference in the preferred amount of the writedown between alumnus and non-alumnus CFO client situation depending on the level of ambiguity in relation to the audit issue with the amount of the writedown being higher when the auditor deals with an alumnus CFO (mean = 9.23) than if the CFO is a non-alumnus (mean = 6.18) in the more ambiguous situation. However, in the less ambiguous situation the amount of the writedown is higher when the client CFO is a non-alumnus (mean = 7.98) than an alumnus CFO (mean = 7.65).

All of the other tested effects were not significant. Thus Hypotheses 2b and 3b are not supported.

The descriptive statistics in Panel A show that the average amount of the preferred adjustment of the entire sample was $7.82 million (52% of the possible maximum writedown of $15 million) and ranged from 40% (lower ambiguity, an alumni and an ex-audit CFO) to 63% (higher ambiguity, an alumnus and a non-audit ex-partner CFO). However, even the lowest (i.e. least independent) adjustment will have a material impact on the client’s results, compared to the CFO’s proposed nil adjustment.

INSERT TABLE 3 HERE.

Additional Analyses

Other Variable Measured

ANOVAs were also conducted for the auditor’s judgments as to the amount of the negotiated final audit adjustment, the level of audit hours and the level of reliance to be placed on the CFO. There were no significant effect for any of the independent variables under examination, nor for any of the interaction terms.

Perceived Level of Ambiguity

Given the results of the manipulation check, a series of analyses were reconducted by replacing the ambiguity independent variable with the perceived ambiguity measure. As perceived ambiguity is a continuous variable it is no longer appropriate to utilize ANOVA to analyze the data. Instead we used hierarchical linear regression
. 
The substitution of the ambiguity variable only changed the results in relation to Hypothesis 3a and 3b. In relation to H3a there is now a significant effect for the perceived ambiguity (( = .257, t = 2.600, p = .011). The auditors were more likely to be in agreement with the client’s aggressive accounting treatment when they perceived the ambiguity of the issue to be high, thus supporting Hypothesis 3a. The interaction between the alumni affiliation and perceived ambiguity of the audit issue was marginally significant (( = .6101, 
t = 1.848, p = .068).

The other difference in the results was in relation to Hypothesis 3b where the alumni background and perceived ambiguity interaction was no longer significant. However, audit background and perceived ambiguity interaction was significant (( = .815, t = 2.418, 
p = .018) in relation to the level of reliance placed on the client CFO. 

discussion AND CONCLUSIONS
For decades the auditing profession and regulators have stressed the importance of independence as the cornerstone of the profession. The recent corporate accounting scandals have renewed the focus on auditor independence. The current research provides much needed evidence in relation to a number of factors which have been linked to the perceived lack of auditor independence and have been specifically addressed by regulators such as the affiliation effect and flexibility of accounting treatments under current accounting standards and GAAP. The current research’s results suggest that auditors and the current audit methodologies in the post Enron environment appear to have an awareness of potential independence risks investigated and these appear to be appropriately addressed. 

The objective of Hypothesis 1 was to investigate whether the concerns raised by the results of the behavioral studies to date (Parlin and Bartlett 1994; Arnold et al. 1999) as to the alumni impact on auditor independence in fact and the potential resulting impairment of audit quality are still an issue in the post Enron environment. The results of the pre Enron research of the alumni effect on independence in fact indicate impairment of auditor independence in terms of willingness to rely on a former colleague and increasing preliminary estimate of materiality (Parlin and Bartlett 1994) and a desire to do less audit work (Arnold et al. 1999).

The results reported in this study did not find a similar impact on auditor judgments with respect to the amount of audit adjustment, the level of audit hours, or the reliance placed on the alumnus CFO. There is some mixed evidence in support of Hypothesis 1a when perceived level of ambiguity is substituted for actual ambiguity. The interaction between alumni background and perceived ambiguity was marginally significant. However, alumni effect only occurred under high not low perceived ambiguity. Overall the findings failed to support Hypothesis 1 and do not support alumni effect on impairment of audit independence.

There are two possible explanations for the failure to detect an alumni effect in the current study. First, direct comparability with the prior studies may be questionable due to some significant differences. The Parlin and Bartlett (1994) study is based on a very small localized sample (total of 37 subjects from Sacramento, California) and the decision about the appropriate planning level of materiality may not be directly comparable to the specific decisions utilized in this study which relate to the audit evidence stage rather than the planning stage of the audit process. The Arnold et al. (1999) study is transnational (198 partners and managers from seven countries representing 16 offices of ‘Big 4’ in the EEC). Furthermore, the number of variables incorporated into the study (investor needs, client retention, professional values and obligations, and time budget) makes it difficult to say that ‘the former audit manager now the client’s controller’ scenario unambiguously influences audit independence.

The second factor relates to the timing of the current study, which is the only post Enron study. Given the intense scrutiny of auditor independence by regulators, the profession and the public in the wake of Enron and the other corporate collapses, it is not unexpected that auditors are likely to be more aware of these issues in late 2003
 as compared to 1994 and 1999 respectively. However, as we have no direct pre and post Enron comparative measurements, we can only speculate as to this possible explanation of different findings. The results suggest that maybe the heightened scrutiny by regulators and the new rules in relation to the alumni affiliation (e.g. ‘cooling period’ prescribed by CPC F.1, CLERP 9 and the Sarbanes-Oxley Act) as well as the increased level of risk in case of non-compliance (due to the increased level of independence disclosure by both the auditor and the auditee) has been addressed by the firms through training and quality control procedures resulting in auditors making appropriate decisions when faced with the alumni related independence risk.

The objective of Hypothesis 2 was to provide further insight as to the significance of the different affiliations on auditor independence. The affiliation impact addressed specifically in Hypothesis 2 is the prior professional background (i.e. audit v. other services ex-partner) of the client’s CFO. The results failed to support Hypothesis 2 overall other than for the interaction effects with perceived ambiguity.

In respect to Hypothesis 2a, although the professional affiliation was found to be marginally significant, the results were in the opposite direction to that predicted by this hypothesis with the auditor less likely to agree with the client’s preferred aggressive accounting treatment, i.e. act more independently when the CFO was an ex-auditor. This finding is consistent with the suggestion noted in relation to Hypothesis 1 results above as to auditors’ sensitivity to independence risks given the post Enron regulatory and professional environment. As neither Hypotheses 1 nor 2 are supported, this indicates little, if any, conflict between auditors’ alumni and professional identification with the client CFO. The current study’s results suggest that the accounting firms’ training and audit quality control procedures encourage auditors to comply with their professional demands and responsibilities. This is also consistent with the Bamber and Iyer (2002) findings of auditors’ low level of organization-professional conflict. The results of Hypothesis 2 also lends support to King’s (2002) suggestion that auditors’ self-serving bias may be neutralized by social pressure to conform to group norms such as those encouraged by their affiliation with professional organizations.

The CFO’s prior audit background and the perceived level of ambiguity interaction were significant in relation to auditors’ reliance on the client’s CFO. The results suggest that when the client CFO is from a non-audit background then the auditors’ reliance placed on the CFO does not differ between different levels of ambiguity. However, when the CFO is an ex-auditor, the auditors’ reliance on the CFO increases as the level of perceived ambiguity of the audit issue increases. This result is consistent with prior research and lends support to the Johnstone et al. (2001) independence risk framework under which an uncertainty (i.e. ambiguity) regarding the appropriate judgment by the auditor is a necessary condition for an independence risk to exist. The results of the current study suggest that auditor independence is under more threat in the presence of an indirect incentive (Johnstone et al. 2001) such as a professional affiliation (i.e. an ex-auditor CFO) as perceived ambiguity (i.e. flexibility) as to the appropriate accounting treatment (e.g. inventory writedown amount) increases. Furthermore, the results of the current study provide evidence as to the importance of the professional affiliation construct within the auditor independence context as a potential significant familiarity threat to be considered separately from the alumni effect by both regulators and the Johnstone et al. (2001) independence risk framework.

The objective of Hypothesis 3 was to extend prior research by investigating the impact of affiliation effect on auditor’s independence when confronted by a client’s preference for an aggressive accounting treatment in situations of relatively higher and lower ambiguity. The level of ambiguity of an audit issue requiring a considerable amount of judgment (i.e. an ambiguous issue) was manipulated as relatively higher and lower (i.e. not high v. low) by varying the degree of certainty of some of the information provided. The auditors’ perceived level of ambiguity was also captured and the impact of perceived (as opposed to actual) ambiguity on auditor independence was also investigated.

Although effect of the level of ambiguity was found to be marginally significant for auditors’ preferred audit adjustment amount (H3b), the results were in the opposite direction to that predicted by the hypotheses. Auditors’ preferred write off amount was greater in the audit situation of more flexibility (i.e. a greater range of potential write offs). These results failed to support Hypothesis 3 and are not consistent with prior research. This may be due to the manipulation of ambiguity in the current study in terms of the degree of certainty of the information provided in relation to a generally ambiguous judgment (i.e. estimation of the provision for obsolescence) rather than the preciseness of the standards (e.g. Hackenbrack and Nelson 1996; Nelson et al. 2002) or consistency of accounting precedents (e.g. Salterio 1996; Salterio and Koonce 1997). Further analysis of the results suggests that perceived and actual level of ambiguity often differ and it is the perceived ambiguity which significantly impacts auditors’ judgments and behavioral intentions.

The alumni and ambiguity interaction was significant, with the level of ambiguity resulting in a significant difference in the amount of preferred audit adjustment in a situation with an alumnus CFO and a minimal impact with a non-alumnus CFO ($7.65 million and $7.98 million respectively). Auditors preferred a higher audit adjustment amount ($9.23 million) when dealing with an alumnus CFO in the more flexible situations than in a less flexible situation ($6.18 million). The results suggest that heightened familiarity threat in relation to an alumnus CFO was mitigated by auditors’ judgments.

The analyses were reconducted by substituting the actual ambiguity with the perceived ambiguity measure. Perceived ambiguity was found to be significant as to the auditors’ likelihood of agreement with the client’s preferred aggressive treatment (H3a). The auditors were more likely to agree with the client’s preferred treatment of nil writedown with an increase in their perceived level of ambiguity of the issue. This is contrary to the results in relation to actual ambiguity outlined above but supports Hypotheses 3a and is consistent with the findings in prior research.

The inconsistency in the results between the actual and perceived ambiguity in the current study appears to be due to auditors’ failure to fully analyze the impact of the information provided (re impact of the sales to date comparison with the budget information) and misinterpreting it as a positive rather than a negative factor. This is consistent with St. Pierre and Anderson (1984) study. Their analysis of legal cases filed against auditors indicated that all cases in relation to GAAP interpretation (30% of all alleged errors) were due to the failure of a more rigid application of the conservatism doctrine (i.e. an overoptimistic interpretation of information and a resulting inadequate write off in the present study). More recently, Hurtt et al. (2004) and Beasley et al. (2001) suggest that auditors are not always able to demonstrate professional skepticism. A lack of professional skepticism was the single most cited cause for SEC action against auditors, and the current accounting scandals, such as Xerox’s overstatement of revenue by $6.46 billion over 5 years and Enron’s elimination of debt from its balance sheet, seem to reinforce this. This result could be also interpreted within the context of Salterio and Koonce (1997) findings of auditors shifting towards the client’s position when available precedents (in the current study incorrectly interpreted available information) point in the same direction or are mixed.

The results of the current study also lend support to Guess et al.’s (2000) suggestion that the inconsistency of some of their results with previous findings of Nelson and Kinney (1997) may be due to the influence of ambiguity being dependent upon the decision context examined. The results of the current study also indicate that the factor of key significance influencing auditors’ judgments is the perceived rather than the actual level of ambiguity of the audit issue.

The interaction between the CFO’s alumnus background and the level of perceived ambiguity was marginally significant in relation to the auditors’ likelihood of accepting the client’s aggressive accounting treatment. Perceived ambiguity appears to impact on auditors’ judgment when dealing with an alumnus CFO. The alumni affiliation makes a difference in that the higher the level of perceived ambiguity the more likely is the auditor to agree with the client’s treatment. When the CFO is a non-alumnus the level of perceived ambiguity does not make much difference. This finding lends support to Johnstone et al.’s (2001) independence framework specifying that familiarity (i.e. alumni background) factors become a threat under conditions of high accounting and audit uncertainty.

There are a number of potential limitations to this research. The major limitations relate to the use of an experimental design which of necessity abstracts from auditors’ actual environment, the conduct of the experiment via mail, and the sample (audit partners and managers) being drawn mainly from Sydney and Melbourne offices of the ‘Big 4’. The study attempted to minimize these by utilizing between subject experimental design and a reasonably complex and realistic research instrument. The manipulation checks and additional questions were included in a separate part of the research materials and administered after capturing the dependent variable measures in order to control for potential demand effects.
Given that this study appears to be the only study to date conducted in the post Enron environment further research is needed to examine the effect of the alumni and professional affiliations on auditor independence and audit quality. Research also needs to be conducted to further investigate the validity of the Johnstone et al. (2001) independence risk framework and the relevance of the various direct and indirect incentives on auditors’ judgments within the context of the current regulatory climate and the recent changes to the auditing standards.

As the current research is limited to the specific variables investigated, more research is needed to corroborate and extend the findings to other significant issues such as whistle-blowing. Future research could also address factors which may mitigate potential independence risks such as corporate governance mechanisms, audit firms’ quality control policies, audit firm culture and individual auditors’ characteristics. Possibilities include an examination of the effect of corporate governance mechanisms (e.g. different types of audit committee characteristics) in an auditor-client context over an aggressive accounting treatment resolution. Also, the effect of audit firm quality controls (e.g. firm training, workpaper/audit program design, review process and performance evaluation) in minimizing auditor independence threats could be further explored. Future research is also needed as to whether these findings can be generalized to medium and smaller audit practices.
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Figure 1: Impact of Affiliation and Ambiguity (Necessary Environment Conditions as per Johnstone et al. 2001) on Auditor Independence Judgment (Audit Quality)
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Figure 2: Research Design

	
	Organizational and Professional Affiliation:
Number of Subjects



	Relative Level of Ambiguity
	Alumni
	Non-Alumni
	Total

	
	Audit
	Non-Audit
	Audit
	Non-Audit
	

	
	
	
	
	
	

	Higher
	13
	12
	14
	13
	52

	
	
	
	
	
	

	
	
	
	
	
	

	Lower
	10
	10
	13
	14
	47

	
	
	
	
	
	

	
	
	
	
	
	

	Total
	23
	22
	27
	27
	
99 *

	
	
	
	
	
	


*
Two participants that failed more than one manipulation check and one participant with zero audit experience were dropped from the data analyses, resulting in the final adjusted sample of 99.


The sample size also varies between the tests of individual hypotheses as some of the participants in the final sample of 99 omitted to complete one of the dependent variables or a covariate measure.

Table 1: Descriptive Statistics for the Participants 5
	Number of Participants 1:
	Firm
	Size
	Questionnaires

	
	
	
	Distributed
	Returned

	
	1
	Big 4
	32
	16 (50%)

	
	2
	Big 4
	40
	20 (50%)

	
	3
	Big 4
	40
	25 (63%)

	
	4
	Big 4
	40
	31 (77%)

	
	5
	Medium
	20
	10 (50%)

	
	Total
	
	172
	102 (59%)

	
	
	
	
	

	Proportion of Participants in the Final Sample by:

	· City (%) 
	Melbourne:
	29

	
	Sydney:
	61

	
	Other2:
	  9

	· Gender (%)
	Female:
	34

	
	Male
	65

	· Position (%)
	Partner:
	43

	
	Manager:
	56

	
	
	
	

	Experience Level 6  7:
	Mean
	Std. Deviation
	Range

	· General Audit Experience (years)
	13.67
	7.50
	3.5 - 35

	· Inventory Writedown Task Specific Experience 3
	4.87
	1.80
	1 - 7

	· Relative Industry Experience 3
	3.49
	1.78
	1 - 7

	Past and Present Audit Clients with7:
	
	
	

	· An alumnus CFO (%)
	19.58
	16.74
	0 - 80

	· Audit (other services) ex-partner 
CFO (%) 4
	49.44
	24.25
	5 - 90


1
In the final sample of 99 participants one identified an incorrect alumni manipulation and four others chose an incorrect audit manipulation alternative. However, as their responses were not inconsistent with non-audit and non-alumni treatments to which they were exposed, they were not eliminated from the data analyses. Three participants rated the audit issue as non-ambiguous. All hypotheses presented in this study were re-tested with these participants removed. It made no material difference to the reported results. All significant and non-significant results remained as reported. Tests were also performed for any firm effects and no significant differences for the dependent variables were found among the firms.

2
10% of the responses relate to questionnaires distributed Australia wide to the different offices of the medium size firm. Due to the anonymous nature of the process, it was not possible to determine geographic location of these 9 participants included in the final sample.

3
The responses were measured on a Likert scale where 1 = no prior experience and 7 = dealt with very often.

4
The question was tailored for each treatment group to match the manipulation of the audit or other services prior employment background of the CFO ex-partner.

5
Demographic characteristics were also inspected within each experimental group. No differences were found as would be expected given random allocation of subjects to groups.

6
No significant experience effect was found for the dependent variables.

7
In order to prevent sensitizing the participants, the series of questions collecting this information were included in Part II of the questionnaire administered separately following Part I which contained the dependent variables.

Table 2: Results for Hypotheses 1a, 2a and 3a: The Likelihood of the Auditor Accepting Client’s Aggressive Accounting Treatment of Nil Writedown (Where 1 = Highly Unlikely and 7 = Highly Likely)

	Panel A: Descriptive Statistics

	Accounting Issue
	
	Information Source (i.e. CFO) Characteristics

	Ambiguity Level
	
	Alumni
	Non-Alumni
	Total

	
	
	Audit
	Non-Audit
	Audit
	Non-Audit
	

	
	
	
	
	
	
	

	Higher
	Mean
	2.38
	2.67
	2.71
	2.81
	2.64

	
	Standard Deviation
	1.61
	2.06
	1.82
	1.56
	1.72

	
	
	N = 13
	N = 12
	N = 14
	N = 13
	N = 52

	
	
	
	
	
	
	

	
	
	
	
	
	
	

	Lower
	Mean
	1.80
	3.40
	2.62
	3.04
	2.73

	
	Standard Deviation
	.89
	1.90
	1.71
	1.80
	1.69

	
	
	N = 10
	N = 10
	N = 13
	N = 14
	N = 47

	
	
	
	
	
	
	

	
	
	
	
	
	
	

	Total
	Mean
	2.13
	3.00
	2.67
	2.93
	2.69

	
	Standard Deviation
	1.35
	1.98
	1.73
	1.66
	1.72

	
	
	N = 23
	N = 22
	N = 27
	N = 27
	N = 99

	
	
	
	
	
	
	

	Panel B: 2 x 2 x 2 ANOVA for the Likelihood of Accepting Client’s Aggressive Treatment

	Source of Variation
	Sum of Squares
	df
	F
	p

	
	
	
	
	

	Independent Variable Main Effects:
	
	
	
	

	Alumni Background (Al)
	1.293
	1
	.441
	.508

	Audit Background (Au)
	8.737
	1
	2.981
	.088

	Level of Ambiguity (Am)
	.118
	1
	.040
	.842

	
	
	
	
	

	Interaction Effects:
	
	
	
	

	Al x Am
	.001
	1
	.000
	.989

	Al x Au
	2.850
	1
	.972
	.327

	Am x Au
	4.118
	1
	1.405
	.239

	Al x Am x Au
	1.495
	1
	.510
	.477

	
	
	
	
	

	Error
	266.679
	91
	
	

	
	
	
	
	

	Total
	997.500
	99
	
	

	
	
	
	
	

	R2 = .057 (Adjusted R2 = –.016)
	
	
	
	


Table 3: Results for Hypotheses 1b, 2b and 3b: The Audit Adjustment Amount that Auditor Believes Should be Recorded (i.e. Auditor’s Preferred Outcome on a Scale Ranging from $0 to $15 million)

	Panel A: Descriptive Statistics

	Accounting Issue
	
	Information Source (i.e. CFO) Characteristics

	Ambiguity Level
	
	Alumni
	Non-Alumni
	Total

	
	
	Audit
	Non-Audit
	Audit
	Non-Audit
	

	
	
	
	
	
	
	

	Higher
	Mean
	9.05
	9.41
	7.93
	7.37
	8.38

	
	Standard Deviation
	3.58
	2.90
	3.95
	4.55
	3.79

	
	
	N = 11
	N = 11
	N = 14
	N = 12
	N = 48

	
	
	
	
	
	
	

	
	
	
	
	
	
	

	Lower
	Mean
	6.05
	6.30
	7.19
	8.77
	7.22

	
	Standard Deviation
	3.64
	3.83
	3.64
	3.65
	3.72

	
	
	N = 9
	N = 10
	N = 13
	N = 13
	N = 45

	
	
	
	
	
	
	

	
	
	
	
	
	
	

	Total
	Mean
	7.70
	7.93
	7.57
	8.10
	7.82

	
	Standard Deviation
	3.83
	3.65
	3.75
	4.08
	3.78

	
	
	N = 20
	N = 21
	N = 27
	N = 25
	N = 93

	
	
	
	
	
	
	

	Panel B: 2 x 2 x 2 ANOVA for the Preferred Audit Adjustment Amount to be Recorded

	Source of Variation
	Sum of Squares
	df
	F
	p

	
	
	
	
	

	Independent Variable Main Effects:
	
	
	
	

	Alumni Background (Al)
	.295
	1
	.021
	.885

	Audit Background (Au)
	3.794
	1
	.269
	.606

	Level of Ambiguity (Am)
	42.200
	1
	2.988
	.088

	
	
	
	
	

	Interaction Effects:
	
	
	
	

	Al x Am
	65.081
	1
	4.608
	.035

	Al x Au
	.246
	1
	.017
	.895

	Am x Au
	5.766
	1
	.408
	.525

	Al x Am x Au
	7.214
	1
	.511
	.477

	
	
	
	
	

	Error
	1,200.527
	85
	
	

	
	
	
	
	

	Total
	7,006.250
	93
	
	

	
	
	
	
	

	R2 = .087 (Adjusted R2 = .012)
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b)	Dollar amount of preferred audit adjustment





a)	Agreement with client’s aggressive treatment





H3





H2





H1





Affiliation Effect (Familiarity/Indirect Incentives Independence Risk of Employment Relationship):





Ambiguity Effect (Judgment Based Decision Independence Risk):








� 	All relevant hypotheses were also tested for the difference between the preferred and negotiated audit adjustment amounts. No significant results were found.


� 	CA designation in Australia equates to CPA designation in the U.S.


� 	The additional information provided in the less ambiguous situation narrowed the range of the potentially acceptable writedown amounts from $4.6m to $15m as compared to a more ambiguous situation range of $0.6m to $15m.


� 	All analyses were re-tested with these five participants removed. It made no material difference to the reported results.


� 	It is important that on average subjects perceived the audit scenarios to be of a moderately high level of ambiguity (3.97 and 3.94 respectively), as this is a necessary pre-condition for the existence of independence risk (Johnstone et al. 2001)


� 	A series of 2 x 2 x 2 between group ANCOVA analyses were also conducted for a number of covariates (remuneration scheme, client loss, inherent risk, ethical orientation) measured by the research instrument. Overall the results for the main effects and interactions were only marginally different and are not reported here. The covariates of significance were inherent risk (for preferred audit adjustment, audit effort) and loss of client (for negotiated audit adjustment). This suggests that although the independent variables studied may potentially impair independence during the judgment process, the auditor’s risk assessments overwhelm these and appear to be the ultimate drivers of auditors’ judgment for greater preferred and negotiated audit adjustments as well as increased audit effort.


� 	The responses of most participants clustered around the mid scale point of 4 which was also the median. The dichotomisation of this variable as low/high would have resulted in a significant loss of relevant information given the nature of the variable as well as a skewed (35% v. 65%) distribution. It was considered more appropriate and informative to leave it as a continuous variable in the analysis.


� 	The data was collected during November and December 2003.





