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ABSTRACT 

While many researchers have examined eamings management and the firm's 

motivation to manage eamings, few researchers have examined the role of auditors in 

potentially approving eamings management. Several factors influence the auditors' 

subjective judgment in evaluating the interpretation of generally accepted accounting 

principles (GAAP) by client management who may have incentives that bias the 

inteipretation of GAAP to achieve target eamings. This study provides evidence that 

existing standards may actually facilitate eamings management. In addition, the 

conflicting influence of the client and the Securities Exchange Commission affect the 

auditors' decision making and interpretation of GAAP. 

These issues were examined by providing auditors with a research instmment that 

required them to assess an accounting transaction that is used to manage eamings and 

determine the appropriate amount of expense. Three variables of interest were 

manipulated in this study: (1) the type of GAAP, (2) management explanation, and (3) 

the SEC notification of potential investigation due to eamings management. The client 

desired additional expenses in the current year to offset higher than expected revenues 

from a new product. The type of GAAP was operationalized as (I) a write-down of 

impaired assets which reflects a broad financial accounting standard and (2) the 

expensing of additional supplies that were acquired but unused which reflects a strict 

accounting principle, matching. Management explanation was operationalized as (1) a 

high persuasive explanation to record a large amount of loss or expense to achieve 

VIU 



analysts' projections of eamings and (2) a low persuasive explanation to achieve steady 

long-term growth in eamings and fair presentation within the financial statements. The 

potential conflicting influence of the SEC was operationalized by the absence or presence 

of the January 22, 1999 notification of the SEC's intent to audit the financial statements 

due to asset write-downs, restructuring activities, or acquired in-process research and 

development. 
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CHAPTER I 

INTRODUCTION AND BACKGROUND 

Introduction 

The purpose of this study is to examine how the auditors' decision to approve 

potential eamings management by their client is influenced by the type of accounting 

transaction, the client and the Securities Exchange Commission (SEC). The auditor's 

role in eamings management that results from management's strategic accounting choice 

is examined as well as whether the currently existing standards may actually facilitate 

eamings management. This ex post study investigates whether a broad accounting 

standard such as SPAS No. 121, Accounting for the Impaimient of Long-lived Assets and 

for Long-Lived Assets to Be Disposed Of, is a vehicle that allows eamings management to 

be more easily approved by auditors.' 

Securities Exchange Commission's Concems and Activities 

The SEC has expressed concems regarding eamings management as companies 

try to achieve the analysts' eamings expectations. In the late 1990s, regulators and the 

financial press questioned the effectiveness of auditors and audit committees to curtail the 

prevalence and the qualitative aspects of eamings management. On September 22, 1998, 

former Chairman Arthur Levitt of the Securities and Exchange Commission stated a 

' In August 2001, SFAS No 144, Acrountint; for ihe ImpainneiU or Disposal of Long-Lived Assets superseded SFAS No, 
121. SFAS No. 144 retained the requirements of SFAS 121 to recognize and measure impairment losses but resolved some 
implementation issues. The changes did not affect the variables or design of this study. 



concern "that the motivation to meet Wall Street eamings expectations may be ovemding 

common sense business practices." He spoke on a 

widespread, but too little challenged custom: eamings management. This 
process has evolved over the years into what can best be characterized as a 
game among market participants. A game that, if not addressed soon, will 
have adverse consequences for America's financial reporting system. 
(Levitt, 1998a, n.p.) 

Levitt believes that management reports eamings that it desires rather than the 

underiying performance of the company in order to meet analysts' expectations to avoid a 

decrease in stock prices (Levitt, 1998b; MacDonald, 1999b). He describes management 

abuses of "big bath" restructuring charges, premature revenue recognition, "cookie jar" 

reserves, and write-offs of purchased in-process R&D that are used to manage earnings 

and threaten the credibility of financial reporting (Levitt, 1998a), 

As a result of these concems, the SEC has issued Staff Accounting Bulletins 

(SAB) that express the views of SEC staff These bulletins represent interpretations and 

practices followed by the Division of Corporation Finance and the Office of the Chief 

Accountant in administering the disclosure requirements of the federal securities laws. 

SAB 99—Materiality provides guidance in applying materiality thresholds to the 

preparation financial statements filed with the SEC (SEC, 1999a). SAB 101—Revenue 

Recognition in Financial Statements provides guidance due, in part, to the large number 

of revenue recognition issues that have been encountered by registrants and in the high 

number of frauds involved with overstating revenue (SEC, 1999c). 

In addition to this SEC activity in the late 1990's, the SEC's reporting 

requirements greatly have expanded as a result of the Sarbanes-Oxley Act. This Act is 



arising from the collapse of Enron and allegations of accounting impropriety and is 

resulting in the most comprehensive changes in corporate governance since the Great 

Depression due to several events occurring during 2001 and 2002, 

The problems arose from high-profile business failures, well-publicized 

restatements of financial reports, concems over auditor independence and conflict of 

interest issues. These issues have resulted in widespread calls for accounting reform and 

a reassessment of audit quality and have spurred a series of legislative and regulatory 

actions to re-establish trust in corporations and financial reporting. Since the passage of 

the Sarbanes-Oxley Act, a new reporting environment has emerged. Auditors and 

corporate management have felt greater pressure in assessing the reporting in the financial 

reports and potential eamings management. 

Researchers have investigated the existence of eamings management by 

companies as well as the motivation of managers to smooth income or "take a bath." As 

discussed in the next section, accounting research has not only provided evidence of the 

occurrence of eamings management but also that it is more prevalent and on the rise (Gu 

and Lee, 1999). 

Pervasiveness of Eamings Management 

Archival research in financial accounting documents the prevalence of eamings 

management to meet explicit or implicit eamings benchmarks (see Healy and Wahlen 

[1999] for a review). Within the accounting literature, Healy and Wahlen (1999) provide 

the following definition for eamings management: 



Eamings management occurs when managers use judgment in financial 
reporting and structuring transactions to alter financial reports to either 
mislead some stakeholders about their underiying economic performance 
of the company or to influence contractual outcomes that depend on 
reported accounting numbers, (p. 328) 

Accounting academics, practitioners, and regulators appear to have different 

views relating to eamings management (Dechow and Skinner, 2000). Academics appear 

more unwilling to believe most firms actively practice eamings management. Academic 

research has not demonstrated that eamings management that does exist should concern 

investors because academic research has not demonstrated that eamings management has 

a large effect on average on reported eamings. Practitioners and regulators believe 

eamings management is both pervasive and problematic. 

Parafet (2000), an experienced practitioner, discusses how capital markets 

encourage eamings management and distinguishes between "bad" and "good" eamings 

management. "Bad" eamings management intervenes to hide real operating performance 

by creating artificial accounting entries or using unreasonable estimates. "Good" 

eamings management represents operational eamings management that occurs when 

management takes actions to create stable financial performance by acceptable, voluntary 

business decisions. 

Parafet (2000) also discusses the subjectivity within standards that is needed due 

to the impossibility of writing rules to address every possible circumstance. According to 

Parafet, the right kind of accounting rules can establish sound principles and definitions 

for reporting transactions and describe the factors to consider in making judgments. 



Various groups have expressed concems about the quality and transparency of 

financial accounting and reporting. In response to these concems, FASB has considered 

the feasibility of adopting a principles-based approach to standard setting. Current GAAP 

tends, on the whole, to be more specific, or rules-based, in its requirements and includes 

detailed implementation guidance. A principles-based approach would require corporate 

management and its auditing firm to exercise more professional judgment in their 

consideration of whether the accounting suggested is consistent with the underlying 

principle and that financial statements provide a faithful representation of all transactions. 

Auditors would need a strong commitment to resist client pressures. 

The focus of this study is to ascertain whether auditors' decisions relating to 

potential eamings management are influenced. In addition, auditors' views of earnings 

management are investigated. 

Types of Eamings Management 

The definition of eamings management by regulators has not been explicitly 

defined (Dechow and Skinner, 2000). An analysis of SEC sources such as Levitt's 

speeches (Sept. 1998), and SEC SAB No, 99 imply that within-GAAP choices can be 

considered eamings management if these choices "obscure" or "mask" tme economic 

performance and can indicate management's intent to deceive the users of financial 

statements. 

Eamings management can result in firms either smoothing income or "taking a 

bath." Income smoothing results when managers reduce the deviation of reported 



eamings from analysts' expected eamings through the use of available accounting 

discretion to increase surprisingly low eamings or decrease surprisingly high eamings 

(Ronen and Sadan, 1981). Prior research provides substantial evidence of income 

smoothing and incentives to smooth the reported eamings stream (Ronen and Sadan, 

1981; Hand, 1989). 

Another form of eamings management occurs when management decides to "take 

a bath." A firm may "take a big bath" by selecting an accounting method that results in 

additional large losses in a year of low eamings in order to provide higher future eamings. 

Prior research provides evidence that managers have some discretion within accounting 

choices and firms do "take big baths" through some of these choices. (Holthausen, 1981; 

Watts and Zimmerman, 1986; Healy, 1985; Elliott and Hanna, 1996; Gill et al, 1996) 

Management's Motivation to Manage Eamings 

Firms smooth income or "take a bath" to achieve analysts' consensus forecasts 

(Ronen and Sadan, 1981). Researchers have found evidence of eamings management to 

avoid eamings decreases and losses (Burgstahler and Dichev, 1997) and to avoid eamings 

reports that are lower than analysts' consensus forecasts (Burgstahler and Fames, 1998; 

Degeorge et al, 1999). Research evidence supports that a company's management guides 

analysts' forecasts downward to avoid negative surprises at the eamings announcement 

date (Burgstahler and Fames, 1998; Matsumoto, 2002). Not only is eamings 

management occurring but it is also increasing. Gu and Lee (1999) found indirect 

evidence in quarteriy accmals that eamings management was widespread and on the rise 



for the period of 1988-1996. Lansittel, the keynote speaker at the American Accounting 

Association Midyear Auditing Section Conference, identified eamings management as a 

major problem facing auditors in the next few years (Lansittel, 2000). 

This prevalence of eamings management indicates that managers use their 

knowledge about the business and its opportunities to select reporting methods, estimates, 

and disclosures that match the films' business economics. These reporting decisions can 

potentially increase the value of accounting as a form of communication. On the other 

hand, managers may also choose reporting methods and estimates that do not property 

reflect their firms' underlying economics (Healy and Wahlen, 1999). WorldCom and the 

collapse of Enron exemplify how firms choose aggressive and inappropriate reporting of 

their financial results. 

Financial reporting and standard setting should assist stakeholders to assess the 

best-performing firms and facilitate efficient resource allocation and stewardship 

decisions. Managers need to properly convey information on their firms' performance to 

these stakeholders. Standards provide a relatively low-cost and credible means for 

managers to report information to their users of the financial statements (Healy and 

Wahlen, 1999). 

Management's Use of Judgment in Financial Reporting 

Standards should permit managers to exercise the appropriate level of judgment in 

financial reporting in order to balance the relevancy and reliability of accounting 

information under altemative standards. If credibility is overemphasized by the standard, 



financial statements are likely to provide less relevant and less timely information. 

Altematively, if standards stress relevance and timeliness without appropriate 

consideration for credibility, financial report users will view accounting information 

skeptically. When standards allow management to property exercise judgment in 

reporting, the value of accounting information can increase (Healy and Wahlen, 1999), 

Healy and Wahlen (1999) suggest that a central question for standard setters and 

regulators is to decide how much judgment to allow management to exercise in financial 

reporting. As discussed by these researchers, management's use of judgment in financial 

reporting results in costs and benefits. The costs occur as a result of potential 

misallocation of resources. The benefits include the potential improvements in 

management's credible communication of private information to extemal stakeholders 

that improve the allocation of resources. 

The FASB's recent proposal to consider principles-based standards reflects the 

Board's belief that guidance provided should only focus on significant matters addressed 

in the standard. This increases the need to apply professional judgement consistent with 

the intent and spirit of the standards to other situations not addressed, including situations 

specific to entities and industries. 

Principles-Based versus Rules-Based Standards 

In response to recent concems about the quality and transparency of financial 

accounting and reporting, FASB is proposing principles-based rather than rules-based 

approach to standard setting (FASB, 2003). Because accounting standards have become 



increasingly detailed and complex, the accounting profession has difficult in staying 

current and find accounting standards difficult and costly to apply. In addition, the intent 

and spirit of standards are avoided when transactions are structures "around" the rules to 

achieve accounting objectives and economic objectives. 

Principles-based standards require the company and its auditors to exercise 

professional judgment in considering whether the accounting suggested is consistent with 

the underiying principle. Prepares of financial statements are required to faithfully 

represent all transactions and auditors are required to resist client pressures. 

Two factors would increase the need to apply professional judgment that is 

consistent with the interpretation and spirit of the standards (FASB, 2003). Principles-

based standards would (1) apply more broadly than existing standards and provide fewer, 

if any, exceptions and (2) provide less interpretive and implementation guidance (from all 

sources) for applying the statements. 

Regulators and users of financial statements need to accept the consequences of 

applying professional judgment and understand divergence in practice would exist. 

Preparers of financial statements and auditors would have significant concems about SEC 

enforcement actions and related litigations matters that could potentially affect the 

preparers' and auditors' willingness to apply professional judgment (FASB, 2003). 

Research needs to address management's use of judgment in financial reporting. 

Standard setters need to understand when standards permit managers to exercise 

judgment in reporting that increases the value of accounting information and when 

standards reduce it (Healy and Wahlen, 1999). The auditors' role in assessing whether 



the financial statements fairiy present the company's financial position is important. 

Standard setters also need to better understand if auditors' decisions to approve potential 

eamings management are influenced by the type of accounting standard and if broad 

accounting standards allow auditors to more easily approve eamings management by their 

client. 

Principles-based standards may result in different applications and interpretations 

for similar transactions and events that would affect the comparability of financial 

statements. However, these type of high quality standards would improve the 

transparency of financial information that is essential to efficient functioning of the 

economy. Principles-based standards would be more responsive to emerging issues in 

changes in the financial and economic environment. This study addresses whether 

principles-based standards affect auditor judgment in an eamings management situation 

differently than rules-based standards. 

Auditors' Role in Eamings Management 

As discussed by Lansittel (2000), the auditing profession faces a challenge in the 

area of eamings management. Specifically, the client may intentionally misstate or 

interpret standards to "manage eamings." Auditors may be too tolerant of eamings 

management and allow immaterial misapplications of GAAP 

Auditing lends credibility to financial information and statements prepared by 

management (ASOBAC, 1973). In the audit report, auditors use GAAP as a standard for 

judging the propriety of the financial data examined in the audit. Opinions and 

10 



evaluations of the accounting principles and estimates reflected within the operating 

results are explicitly stated and communicated in the audit report. 

Users of financial statements rely on auditors to determine what are not only 

acceptable but also the best GAAP to communicate accounting transactions and results of 

financial operations for a company. Auditors are faced with changing interpretation of 

various accounting standards that impact the reported financial results. 

Importance of the Auditors' Role 

The role of auditors is important in the capital markets system. Auditors have 

been granted a special charter under the federal securities laws to certify the financial 

statements of issuers seeking to raise capital from public investors. Independent audits 

enhance the credibility of financial information and the reliability of this information is 

essential because resource allocation depends on market activity (Mautz, I96I). 

However, investors may lose confidence in the quality of the financial information 

reported if even the appearance of auditors' independence is impaired. "Thus, auditors 

must carefully guard their independence, and place investors' interests above all else, 

including their own interests and those of their clients" (Johnson, 1999, n.p.). If investors 

view auditors as advocates for the corporate client, the value of the audit function itself 

might be lost (Johnson, 1999). 

Chairman Levitt (1998a) states concems that auditors may be influenced by their 

client and may be too tolerant of eamings management. Chairman Levitt descnbes 

eamings management as: 

II 



Companies try to meet or beat Wall Street eamings projections in order to 
grow market capitalization and increase the value of stock options. Their 
ability to do this depends on achieving the eamings expectations of 
analysts. And analysts seek constant guidance from companies to frame 
those expectations. Auditors, who want to retain their clients, are under 
pressure not to stand in the way. (Levitt, 1998a, n.p.) 

Auditors must maintain their role of independence and not be influenced by a 

client who desires to manage eamings through inappropriate interpretation of the 

accounting standards. The auditors' role is to determine that financial statements are free 

of errors and use acceptable GAAP and to render an opinion that states whether the 

statements are free of material misstatements. The auditors' opinions are based on the 

auditors' judgment as to whether the accounting principles selected and applied have 

general acceptance and are appropriate in the circumstances (AICPA, 1992). The results 

should reflect the best presentations and practices of GAAP and not be fraudulent. 

Various accounting researchers have discussed auditors' independence and how 

the client may affect the auditors' decisions. For example, Antie and Nalebuff (1991) 

discuss the auditors' independence and suggest that, while maintaining independence, the 

presence of an auditor impacts the extent of eamings management exercised by the client. 

Auditors should influence management not to manipulate eamings in a misleading 

manner that could harm the users of financial statements and mitigate the level of 

eamings management that results from the client's biases of accounting estimates or 

"immaterial" intentional manipulations. In order to meet analysts' consensus eamings 

expectations, the client may interpret ambiguous accounting standards to yield 

12 



management's desired result. Due to the numerous potential interpretations, a conflict 

between the client and auditors may result. 

Negotiated Aspect of Financial Statements 

The audit environment is a compromising relationship among auditors and 

powerful others with social, contractual, hierarchical or other factors that drive this 

relationship. As a result of this compromising relationship, the auditors perceive that 

their incentives require them to behave, as others prefer, especially the preferences of the 

paying client (Gibbins and Newton, 1994). When a conflict arises within the audit 

environment, the client and the auditors may enter into a negotiation process to determine 

the final (and hopefully fair) presentation of an accounting event. 

Antle and Nalebuff (1991) demonstrate this negotiated aspect of financial 

statements by the auditors and the client through an analytical analysis. The results 

indicate that an auditor penalty rule, which would induce a risk-neutral auditor in a 

single-person world to issue an unbiased report, would induce the same auditor to issue 

an upwardly biased report when a client and negotiation process is introduced. Thus, 

researchers have discussed and demonstrated analytically how the client may influence 

the auditors' decision (Gibbins and Newton, 1994; Antie and Nalebuff 1991). 

One of the reasons that auditors may approve the level of eamings management 

preferred by their client is due to the auditors' dependence on clients for their livelihood. 

Due to basic human nature, auditors may consciously or unconsciously influence the 

observations and evaluations made during the audit to reflect the potential bias of their 

13 



client (ASOBAC, 1973). Even though auditors are to maintain a role of independence, 

the client's desired reporting may influence the auditors' search for information. This 

may be the result of an individual's human nature to avoid conflict and maintain 

favorable relationships. Therefore, auditors may begin a directional search of 

information, either consciously or unconsciously, to obtain information to support the 

client's desired conclusion. 

Directional Search for Information 

Kunda's theory of motivated reasoning (1990) suggests that auditors will 

unconsciously engage in biased information processing to find support for a directional 

goal or known position of the client. If a client expresses a directional goal such as a 

preferred position or interpretation of GAAP, the theory of motivated reasoning posits 

that auditors will search for information to support the client's position. However, 

auditors are responsible to evaluate information using four criteria of relevancy, 

verifiability, freedom from bias, and quantifiability (ASOBAC, 1973). If these criteria 

reflect a different position or interpretation than the client's desired position, the auditor 

is motivated to use audit evidence that supports what could be the client's weaker but 

desired position. 

The audit function is most concemed with freedom from bias (ASOBAC, 1973). 

However, human nature and reasoning may result in an individual unconsciously 

searching for information to support a known position such as the client's preferred 

interpretation of GAAP to manage eamings. An accounting standard that is more 

14 



ambiguous in its interpretation and implementation may allow auditors to more easily 

obtain information and reach conclusions that support a client's position, and ultimately, 

approve eamings management. A more narrow or strict accounting principle that was 

inappropriately applied should not allow auditors to easily support the client's position 

due to the specific guidance provided by GAAP, thus, eamings management would not be 

approved. 

The SEC's concems and debacles such as Enron, Tyco, and WoridCom along 

with the demise of Arthur Andersen may lessen auditors' directional search to support a 

client's position to manage eamings. Various SEC and American Institute of Certified 

Public Accountants (AICPA) committees, along with the Sarbanes Oxley Act are 

specifically addressing potential eamings management by companies. All of these 

activities taken together should heighten the auditors' awareness of eamings management 

activity and may cause auditors to more carefully assess the client's financial statements 

and be conscious of the appropriate role of independence. 

Purpose and Importance of the Study 

Based on the preceding discussion, the decision-making process of management 

and auditors may be influenced by the type of standard. Standard setters should consider 

that latitude in judgment that results from broad, ambiguous standards might decrease the 

value of accounting information that is provided. However, standard setters should also 

understand when and how standards influence the auditors' decision to approve eamings 

management that has occurred through aggressive interpretation and implementation of 

15 



GAAP. The focus of this study is to investigate whether the auditors' decision to approve 

eamings management is influenced by the type of standards or principles set by the 

FASB, the explanations provided by management of a company, and the notification of 

potential investigation issued by the SEC. 

Researchers have not investigated the role of auditors relating to the approval of 

earnings management by their client. This study is one of the first studies that investigate 

this area. An understanding of the role of GAAP, the interests of the client, and potential 

SEC investigation on the auditors' decision to approve higher levels of eamings 

management is important in understanding auditor judgment. Given the current auditing 

challenges (Lansittel, 2000) and the concems of the SEC (Levitt, 1998a) that auditors 

may inappropriately allow eamings management that affects the quality of the financial 

information, examining factors that may influence the auditors' judgement concerning 

earnings management provides a starting point for understanding the issue. This 

understanding is important in identifying techniques such as the type of accounting 

standard or the SEC notification that could be used to mitigate eamings management that 

may be deemed inappropriate. 

These issues are examined through an experiment that requires auditors to assess 

accounting transactions used to potentially manage eamings and determine the 

appropriate amount of expense. The accounting transactions include the application of a 

broad financial accounting standard, SFAS No. 121, Accounting for the Impairment of 

Long-lived Assets and for Long-Lived Assets to Be Disposed Of as well as a more strict 

accounting principle, matching, in the context of supplies expense. This study focuses on 
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the auditors' evaluation phase of the amount of an impairment loss or supplies expense 

that has been recorded for the year. The scenario reflects a situation in which the client 

desires additional expense or loss to offset higher than expected revenues from a new 

product. The conservative nature of auditors and potential liability due to overstating 

income may result in less willingness to increase eamings. Therefore, this study 

examines how different variables affect the auditors' willingness to approve eamings 

management that results in the client desires to smooth income by increasing the firm's 

expenses in order to achieve the target income for the year. 

The study is an ex post investigation of SFAS No. 121, In addition, the study 

determines that the SEC's notification to the client that the firm's financial statements 

may be investigated due to eamings management has an effect on the auditors' judgment 

to approve eamings management. The results of this study provide insight for two policy 

implications. First, broad standards such as SFAS No. 121 allow auditors to interpret the 

information differently and potentially justify eamings management. The raises the 

question of whether the Financial Accounting Standards Board (FASB) should continue 

to develop broad standards that provide a high level of judgment? Since broad standards 

allow auditors to approve higher levels of expense that could result in eamings 

management than more narrow pnnciples, the latitude in judgment allowed in standards 

may need to be reconsidered. Second, the SEC's notification of its intent to investigate 

an area of concem influences less experienced auditors' judgments in approving eamings 

management. The SEC may want to consider pursuing actions such as this to curtail 

eamings management. 
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The primary research questions address the influence of management's persuasive 

explanation and the SEC's notification on the auditors'judgments of the client's 

inteipretation and implementation of two different types of accounting transactions used 

to manage eamings. The underiying hypothesis is that broad accounting standards 

provide auditors more flexibility to approve eamings management or smooth income than 

accounting principles that are more straight forward in their interpretation and 

implementation. Because numerous interpretations and wider ranges of amounts exist for 

broad standards, auditors may accept management's persuasive explanation and their 

desire to smooth eamings more readily. However, the conflicting influence of the SEC 

notification may lessen management's ability to persuade or influence the judgment of 

auditors. The study investigates whether auditors take more aggressive or conservative 

stances on the approval of eamings management by their clients as a result of these 

factors. In addition, the study provides some evidence regarding the judgement used by 

auditors when faced with an earning management situation with a rules-based and 

principles-based standards. All three main variables of interest are found to significantly 

influence the auditors' decision-making in an eamings management situation. 

Problem Addressed in this Research Study 

This research utilizes a scenario in which practicing auditors are required to 

approve the client's interpretation of an accounting standard for the amount of impairment 

loss or supplies expense recorded to manage eamings. The overall design is a 2 x 2 x 2 

factorial analysis of the main and interaction effects of three manipulated variables: 

18 



1. the type accounting transaction (broad vs. straight forward), 

2, the level of persuasion in the client's explanation (high vs. low), and3. the 

SEC's notification (absence vs. presence) of its intent to investigate the 

client's financial statements due to potential eamings management. 

The type of accounting transaction is operationalized through (I) SFAS No. 121, a 

broad financial accounting standard, and the write-down of impaired assets, and (2) the 

matching principle, a straight forward accounting principle, for expensing of additional 

supplies that are acquired but unused at year end. These transactions are implemented 

and interpreted by management to increase the amount of expense in a year in which the 

firm exceeds its projected eamings and desires to manage or smooth income. A specific 

accounting standard and principle are used to ascertain if the auditors' decision to 

approve potential eamings management varies due to the type of standard. 

Two additional variables are investigated: (1) management's explanation for the 

loss due to the impaired asset write-down or supplies expense and (2) SEC notification of 

a likely review the firm's financial statements for potential eamings management due to 

asset write-downs, restructuring activities, or acquired in-process research and 

development. Management explanation is operationalized as (I) a high persuasive 

explanation to record a large amount of loss or expense and (2) a low persuasive 

explanation to record the same transaction. The conflicting influence of the SEC is 

operationalized by the absence or presence of a notification of the SEC's intent to audit 

the financial statements due to potential eamings management. The SEC notification is a 

copy of the January 22, 1999, letter that notified 150 companies of the SEC's potenttal 
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review of the companies' financial statements due to the appearance of potential eamings 

management. These two variables are selected for the study because of the potential 

influence of the client and the SEC who has opposing objectives and concems. 

Overview of the Study 

This study is undertaken with an initial hypothesis that management's explanation 

as well as the SEC's notification influence auditors' evaluations of their client's eamings 

management through the implementation of various accounting standards. The review of 

the research literature reveals the following potential reasons for this influence: 

1. Prevalence of eamings management by firms (Gu and Lee, 1999); 

2. Client's aggressive reporting methods through differences in the interpretation 

of the accounting standards (Hackenbrack and Nelson, 1996; Nelson and 

Kinney, 1997; Lord, 1992; Roberts and Cargile, 1994); 

3. Varying economic motivations of auditors and clients (Dhaliwal, 1984; 

Goldman and Bariev, 1974; Watts and Zimmerman, 1986, 1990); 

4. Varying levels of client influence over the auditors' behavior (Gramling, 

19979; Salterio and Koonce, 1997; Trompeter, 1994); 

5. Varying levels of influence from regulatory bodies such as the SEC over 

auditing firms and client firms (Dechow et al, 1996; Moreland, 1995). 
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Contributions of this Study 

The results of this study provide the accounting profession with information on 

the effect of accounting standards, the level of persuasion in client explanation, and SEC 

notification on auditors' judgment relating to potential eamings management. The type 

of accounting standard appears to influence the decision-making of the auditors and 

higher amounts of expenses are allowed under the interpretation of a broad accounting 

standard. In addition, the potential influence of the client or SEC notification of potential 

investigation of the client's financial statement affects the auditors' decision-making. 

However, the affect appears to vary for the different levels of experience. 

More experienced auditors are significantiy influenced by client persuasion. The 

results indicate that more experienced auditors appear to take a firm stance when the 

client exerts high pressure, especially with a broad standard. However, the matching 

principle resulted in auditors allowing an immaterial amount that is within the limits of 

materiality. For broad, ambiguous standards, the auditors appear to act independently and 

are not influenced by pressure from the client. 

Auditors with less than five years experience are significantly influenced by the 

SEC notification whereas no significance is found for more experienced auditors. 

However, the more experienced auditors may have considered the SEC notification since 

some auditors had clients who had received the notification. Even though these auditors 

had not received the notification within the study, they may have considered the 

notification due to their experience with their "real world" clients. 
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The results of the study suggest that broad accounting standards could lead to 

potential eamings management because the broad accounting standards result in large 

range of responses. An implication of the study may be that more information needs to 

be disclosed within the financial statements so that the users of the statements are more 

aware of the potential range of interpretation of a broad accounting standard. The 

auditors did appear to allow immaterial misapplications of the strict accounting principal 

when the client desired higher expenses to manage eamings. 

Organization of this Study 

This study is organized into six chapters. In this chapter, the summary 

background, purpose and importance of the study, statement of the problem, overview of 

the study, and potential contributions has been presented. Chapter n discusses the 

existing literature relating to eamings management as well as the background and 

development of the two accounting transactions for the write-down of impaired assets and 

recognition of supplies expense and their potential relationship with eamings 

management. 

Chapter HI presents the theoretical development of the variables of interest and 

the hypotheses that may affect the decision-making process relating to the auditors' 

approval of eamings management. The next chapter addresses the research design such 

as the sample selection, constmction of the research instrument, and measurement of the 

variables of interest. The compiled data from the research instmment, the statistical tests 

and analysis of the compiled data are presented in Chapter V. The final chapter contains 
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the conclusions, recommendations, implications and potential future research relating to 

this study. 
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CHAPTER n 

LITERATURE REVIEW 

Introduction 

This chapter is organized into six sections. The first discusses the SEC's concems 

regarding eamings management due to the potential inappropriate interpretation of GAAP 

and cument activities of various regulatory agencies to investigate and curtail eamings 

management. The second section reviews literature that deals with empirical eamings 

management studies and its pervasiveness. The third section looks at the literature 

explaining the role of management and auditors in financial reporting. The fourth section 

details work performed specifically with aggressive reporting through the application of 

GAAP. The fifth section presents the literature concemed with other factors that may 

influence the auditors' decision-making process and the SEC's role in the reporting 

process. Based on this review, the summary of this chapter identifies and presents topics 

of interest that have not received substantial attention by prior researchers. This chapter 

lays the groundwork for the hypotheses stated in Chapter EI. 

Securities Exchange Commission's Concems 
and Resulting Activities 

In the late 1990s, the SEC staff became increasingly concemed with apparent 

increases in eamings management activities by public companies (Levitt, 1998a). Acting 
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upon these concems, former SEC Chairman Levitt investigated the issue and concluded 

that management used the following five common eamings management techniques: 

1. Restructuring charges to avoid charges related to normal operating costs; 

2. Creative acquisition accounting; 

3. Increased accruals during good economic times and decreased accruals during 

bad economic times; 

4. Immaterial misapplications of accounting principles; 

5. Premature recognition of revenue. 

As a result of a speech by SEC's Chairman Levitt in November 1998, regarding 

eamings management, several actions were taken. The AICPA's Public Oversight Board 

formed a committee that reviewed the way audits were performed and assessed the 

impact of trends on the public interest (Levitt, 1998b). Second, the New York Stock 

Exchange (NYSE) and National Association of Securities Dealers (NASD) sponsored a 

blue ribbon committee that developed recommendations to strengthen the role of audit 

committees. Four months after its creation, the Blue Ribbon panel issued a 71-page 

report and recommendations on "Improving the Effectiveness of Corporate Audit 

Committees" (Levitt, 1998b) that addressed the composition of audit committees and the 

members' qualifications. Third, the Independent Standards Board was created to re

evaluate the mles goveming the independence of the audit profession (Levitt, 1998b), and 

effective January 1, 2000, the AICPA passed new mles that strengthened independence 

requirements for auditors of public companies. Fourth, the SEC's staff addressed several 

issues relating to the appropriate disclosure and interpretation of revenue recognition, loss 
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accruals, materiality, restructuring, and impairment charges and issued Staff Accounting 

Bulletins (SAB) (Levitt, 1998b). Fifth, the SEC's Division of Corporate Finance 

launched an Eamings Management task force that coordinated and focused efforts on 

detecting and challenging deterioration in financial reporting practices (Levitt, 1998b). 

Several events occuned during 2001 and 2002 that shook the investors' 

confidence in the reporting system and the capital markets, and these events resulted in 

the most comprehensive changes in corporate govemance since the Great Depression. 

The problems arose from outright violations of rules and fraud by executives, apparent 

audit and corporate govemance failures, structuring of sham transactions by investment 

bankers, research analysts conflicts, and concems over auditor independence. These 

problems included the collapse of Enron, the bankruptcy of WorldCom, and other 

business failures and near failures that exposed (1) massive manipulations of financial 

reporting by management, (2) breakdowns in the independent audit process as well as 

accounting and disclosure that distorted the economic performance, and (3) lapses of 

corporate govemance. Investor confidence was lost and the media and politicians 

demanded increased accountability. As a result, various legislative and regulatory actions 

were enacted to re-establish trust in corporations 

Recent Changes in the Accounting Profession 

Users of financial statements questioned the independence of the auditor, an 

especially critical factor in ambiguous financial accounting and reporting situattons. 

Effective January I, 2000, the AICPA approved new mles that strengthened 

26 



independence requirements for auditors of public companies. The definition of auditor 

independence of the extemal auditor was specified as minimizing "the possibility that 

any extemal factors will influence an auditor's judgments" (SEC 2000b, p. 5). Most of 

the debate about auditor independence has centered on the concem that auditors become 

client advocates and lose independence when management advisory services and tax 

services are provided to the client. The new roles strengthen auditor independence by 

prohibiting non-audit services to an audit client. 

The SEC also issued revised auditor independence rules in November 2000 due to 

concems such as the effect of auditors' provision of non-audit services on the credibility 

of financial reports (SEC, 2000a, Section I). This rule defined independence as "a mental 

state of objectivity and lack of bias" and adopted a two-pronged test to determine if an 

auditor was independent. The first prong referred to the auditor's mental state or 

independence "in fact." The second prong provided an assessment of independence "in 

appearance" since mental states were not observable. The SEC stated that an auditor 

would not be considered independent with respect to a particular client "if a reasonable 

investor, with knowledge of all relevant facts and circumstances, would conclude that the 

auditor is not capable of exercising objective and impartial judgment" (SEC, 2000a). In 

addition, the mles required firms to disclose, in proxy statements filed on or after 

February 5, 2001, the amounts of all audit fees and non-audit fees paid to the auditor on 

their financial statements. 

In another area of independence, the Auditing Standards Board (ASB) provided 

guidance relating to the communication between independent auditors and audit 
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committees in SAS 90, Audit Committee Communication. Independent auditors were 

required to: 

1. obtain from audit committees their opinion of the quality, not just 

the acceptability, of the accounting principles applied in the 

company's financial reports 

2. discuss with an audit committee certain issues before a company 

files a form lO-Q and preferably before it publicly announces its 

financial statements for periods ending on or after March 15, 2000. 

The SEC also required independent auditors to review companies' interim 

financial statements (Forms 10-Z and 10-QSB) before they were filed with the 

commission. This rule was effective for fiscal quarters ending on or after March 15, 

2000. 

Significant changes also occurred to the auditor independence requirements under 

Govemment Auditing Standards. While the new standard dealt with a range of auditor 

independence issues, the most significant change related to the rules associated with non-

audit, or consulting services. Although auditors have the capability of performing various 

services, the standard prohibited the performance of both audit and certain non-audit 

services for the same client, and the auditor must chose as to which services they will 

provide (GAO, 2002). The new standard was effective for all audits for periods 

beginning on or after January 1, 2003. 
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Changes to Audit Committees 

The SEC also enacted rules that required audit committees to report on how they 

handled their responsibilities within the proxy statement relating to shareholder votes 

after December 15, 2000 (SEC, 1999). Since the SEC believed that audit committees 

were the best qualified to oversee the participation of corporate management and 

independent auditors in the financial reporting process, audit committees were required to 

maintain a wntten charter specifying their duties and file a copy of it with the SEC every 

three years as well as report within the proxy statement whether the audit committee: 

1. reviewed and discussed the audited financial statements with 

management 

2. conferred with auditors on matters required to be deliberated by SAS 

61, Communication with Audit Committees 

3. received from the auditors disclosures regarding their independence 

as required in ISB Standard 1, Independence Discussions with Audit 

Committees and discussed it with the auditors 

4. recommended the company's audited financial statements be 

included in its annual report to the SEC. 

The ASB and SEC also adopted rules and standards that focused on the 

composition and activities of audit committees that required members of audit 

committees to be composed only of independent directors, with at least one committee 

member having accounting or related financial management expertise. The rules were 

effective as eariy as March 2000 through June 2001. 
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Some researchers have investigated whether these reporting requirements affected 

financial reporting. The studies have addressed the independence and financial 

experience of audit committees. 

Research has shown that independence of audit committees and auditors 

influenced going-concem reports, Carcello and Neal (2000) found that audit firms were 

less likely to issue going-concem reports to financially distressed clients whose audit 

committees lack independence. In another study, Carcello (2003) found auditors who 

issued a going-concem report were more likely to be dismissed if audit committees had a 

larger percentage of affiliated directors on the audit committee, or if audit committee 

members had less govemance expertise or owned a larger percentage of the company's 

stock. 

Several studies have examined the importance of audit committee member 

financial literacy and their effective performance in their duties. DeZoort and Salterio 

(2001) found that audit knowledge was positively associated with audit committee 

member support for an auditor who advocated a "substance over form" approach in a 

dispute with client management. Abbot et al. (2002) found that audit committees that 

lack at least one member with financial reporting expertise were positively related to the 

incidence of financial reporting misstatements and financial reporting fraud. The results 

provided support for concem about the independence and financial backgrounds of audit 

committee members. 
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Sarbanes-Oxley Act of 2002 

The most significant change to the accounting profession occurred on July 20, 

2002, when President George W. Bush signed into law the Sarbanes-Oxley Act of 2002 

that applied to publicly held companies and their audit firms. The legislation was 

initiated due to the Enron collapse, its misleading reporting of special purpose entities and 

Arthur Andersen's role in the debacle. This new law resulted in about 40 requirements 

for actions under the law for the SEC who was charged with implementing the Act. The 

objective was to improve coiporate govemance and its quality of financial reporting and 

profitability in order to improve investor confidence. The legislation established a new 

accounting board, addressed the roles of audit committees and auditors, established 

criminal penalties and protection for whistleblowers, and added procedures to the 

financial reporting and auditing process. 

Establishment of the Public Company Accounting 
Oversight Board 

Due to the beliefs of legislators that the deep failings in the accounting profession 

resulted from its ability to regulate itself a new Public Company Accounting Oversight 

Board (PCAOB) was appointed to oversee and investigate the audits and auditors of 

public companies, and sanction both firms and individuals for violations of laws, 

regulations, and rules. The PCAOB was comprised of five full-time independent 

members, and the primary duties of this non-govemmental, nonprofit corporation 

included: 
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1, registration of public accounting firms; 

2, establishment, or adoption, by rule, auditing, quality control, ethics, 

independence, and other standards relating to the preparation of 

audit reports for issuers; 

3, inspections of accounting fiims; 

4, investigations and disciplinary proceedings, and imposition of 

appropriate sanctions; 

5, enforcement of the compliance with the Act, the rules of the 

PCAOB, professional standards, and the securities laws relating to 

the preparation and issuance of audit reports and the obligations and 

liabilities of accountants with respect thereto. 

New Roles for Audit Committees and Auditors 

One of the most significant aspects of Sarbanes-Oxley was the expansion of the 

role and responsibilities of audit committees. Sarbanes-Oxley required the audit 

committee to be responsible for the outside auditor relationship, including the 

responsibility for the appointment, compensation, and oversight of a company's outside 

auditor. In addition, the Act required that members of the audit committee be 

"independent" from company management. 

The Sarbanes-Oxley Act defined new roles for audit committees and auditors. 

The basic implications included: 
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1, auditors reporting to the audit committee and not management of the 

company 

2, the approval of all audit services by the audit committees 

3. auditors reporting critical accounting policies and practices to be 

used, altemative treatments of financial information within GAAP 

that have been discussed with management, accounting 

disagreements between the auditor and management, and other 

relevant communications between the auditor and management 

4, prohibition of specified non-audit services such as bookkeeping, 

information systems design and implantation, appraisals or valuation 

services, actuarial services, intemal audits, management and human 

resources services, broker/dealer and investment banking services, 

legal or expert services unrelated to audit services 

5. the rotation of the lead audit partner and audit review partner every 

five years on public company engagements 

6. the prohibition of accounting firm to conduct an audit if the 

accounting firm previously employed of one of the company's top 

officials (CEO, Controller, CFO, Chief Accounting Officer, etc.) 

during the one year period following their participation on an 

extemal audit 
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Increased Criminal Penalties and Protection for Whistleblowers 

Tough penalties were created in the Sarbanes-Oxley legislation for those who 

destroyed records, committed securities fraud and failed to report fraud. Corporate 

whistleblowers were provided protection and audit committees were required to establish 

procedures for whistle blowing and handling information regarding questionable 

accounting or auditing matters. Other provisions banned personal loans to executives and 

prohibited insider trading during blackout periods. 

Changes to Management's Responsibilities in Financial Reporting 

Management has the primary responsibility for preparation of financial reports 

and new reporting requirements resulting from Sarbanes-Oxley emphasize this 

responsibility. This primary responsibility for preparing financial statements includes 

reporting according GAAP. Since GAAP does have various altematives, theoretically, 

management must select the method of reporting that correctly records the transactions 

and fairly presents the effects of the transactions in the financial statements. Management 

must also properly disclose information within the notes of the financial statements. 

The Sarbanes-Oxley Act requires chief executive officers and CFOs to certify 

quarteriy and annual financial reports. This certification rule is effective as of August 29, 

2002 (PricewaterhouseCoopers, 2002). The officers will be held responsible for 

restatements of results caused by misconduct. The certification indicates that 

management has reviewed the financial statements and based on their knowledge, the 

statements contain no untrue statement of material fact and does not omit any matenal 
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fact that would cause any statements to be misleading. In addition, the certification 

indicates that the financial statements and other financial information in the report fairiy 

present, in all material aspects, the company's financial position, results of operations, 

and cash flows. 

In addition, management is responsible for the design, establishment, and 

maintenance of disclosure controls and procedures. The certification report will assess 

and make representations about the effectiveness of the control structure and procedures 

in their financial reporting. 

The legislation also required the companies' boards to issue or adopt standards 

that required approval of every public company audit report and attestation to the 

assessment made by management on the company's intemal control structures, including 

a specific notation about any significant defects or material noncompliance found on the 

basis of such testing. Management must disclose to the audit committee and extemal 

auditor (1) any significant deficiencies and material weaknesses in intemal controls for 

financial reporting and (2) any fraud that involves anyone who has a significant role in 

those intemal controls (PricewaterhouseCoopers, 2002). 

Another area covered by the act was mles on how a company should disclose 

whether or not it has adopted a code of ethics for senior financial officers, or if it has not, 

an explanation why. If any of the items included in the certification are misrepresented, 

the management faces large civil fines and jail time. 
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Corporate Govemance 

The objective of the changes to management's reporting responsibility was to 

improve coiporate govemance and its quality of financial reporting and profitability. In 

general, corporate govemance has been defined as promoting corporate faimess, 

transparency and accountability. Views ranged from a narrow view that referred to the 

way in which directors and auditors handled their responsibilities towards shareholders to 

an expanded view that explained a firm's relationship to society that blurred the 

distinction between corporate govemance and corporate social responsibility. 

The KPMG white paper (2002) defined corporate govemance as: 

The system by which business corporations are directed and controlled. 
The corporate govemance structure specifies the distribution of rights and 
responsibilities among different participants in the corporation, such as the 
board, managers, shareholders and other stakeholders, and spells out the 
mles and procedures for making decisions on corporate affairs. By doing 
this, it also provides the structure through which the company objectives 
are set, and the means of attaining those objectives and monitoring 
performance. (KPMG, p. 5) 

Changes have occurred relating to corporate govemance. Effective August 29, 

2002, the SEC required the CEOs and CFOs of public companies to personally certify: 

1. accuracy and completeness of the quarterly and annual reports their 

companies filed with the Commission; 

2. their responsibility for establishing and maintaining disclosure 

controls and procedures (a newly-defined term reflecting the concept 

of controls and procedures related to disclosure); 

36 



3. the evaluation and effectiveness of the issuer's disclosure controls 

and procedures; 

4, the disclosure to the auditors and the audit committee 

a. all significant deficiencies in the design or operation of intemal 

controls which could adversely affect the company's ability to 

record, process, summarize and report financial data, 

b. any identified material weaknesses in intemal controls, 

c. any fraud that involves management or other employees who 

have a significant role in the intemal controls, 

d. any significant changes in intemal controls or in other factors 

that could affect the intemal controls subsequent to the date of 

their evaluation. 

Since the SEC had no jurisdiction over corporate govemance and stock exchanges 

provided listing requirements that pertain to corporate govemance, changes were made by 

NASD, NYSE, and American Stock Exchange (AMEX). Each stock exchange addressed 

the audit committee members' requirements of independence, the number of committee 

members, and their financial literacy (PricewaterhouseCoopers 2000, p. 5). 

The company's audit committee was required to define and maintain director 

independence and appropriate membership qualifications as mandated by the various 

stock exchanges. NYSE listing requirements also mandated an intemal audit function for 

all listed companies. 
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On January 15, 2003, the SEC issued rules that increased public disclosure. The 

SEC voted to adopt rules that required public companies to disclose information about 

coiporate codes of ethics and audit committee financial experts. The company was 

required to disclose whether at least one audit committee financial expert exists on its 

audit committee and whether the expert is independent of management. The company 

also was required to disclose annually whether the company had adopted a code of ethics 

for the company's chief financial officers, and if it had not, the company was required to 

explain why (SEC, 2003c). 

In addition, the SEC released rules conceming the release of pro forma financial 

information by a public company. The rules required companies to present pro forma 

financial information in a manner that: 

1. did not contain an untrue statement of a material fact or omitted to 

state a necessary, material fact whose omission would be misleading 

to the pro forma financial information presented 

2. reconciled the pro forma financial information presented with the 

financial condition and results of operations of the company under 

GAAP (SEC, 2003c). 

On January 22, 2003, the SEC adopted rules that required management to disclose 

all material off-balance sheet transactions, arrangements, obligations, and 
other relationships of the company with unconsolidated entities or other 
persons, that may have a material current or future effect on financial 
condition, changes in financial condition, results of operations, liquidity, 
capital expenditures, capital resources, or significant component of 
revenues, and expenses. (SEC, 2003a, n.p.) 

38 



Changes in the Auditing Profession 

On January 22, 2003, the Securities and Exchange Commission approved new 

rules on auditor independence and audit work paper retention that implemented 

provisions of the Sarbanes-Oxley Act of 2002, Audits were required to have a second 

partner review. The new independence rules required certain disclosures and reports by 

auditors and set conditions under which auditing fiims would not be considered 

independent for purposes of performing audits of public company financial statements. 

The new rules addressed issues such as: 

1. Prohibitions on the delivery of non-audit services to an audit client, 

2. Required rotation of "audit team partners," 

3. Audit committee pre-approval of audit and non-audit services, 

4. New "buckets" for disclosure of fees paid to the auditor, 

5. Prohibitions on compensation of audit team partners based on non-

audit services, 

6. Disclosure of critical accounting policies, 

7. Prohibitions on employment in certain management positions of an 

audit client of audit engagement team members (SEC, 2003b). 

Changes occurred during a period of uncertainty in leadership. Harvey Pitt was 

appointed he SEC chairman but announced plans to resign in November 2002 amidst 

controversy over his handling of the Public Company Accounting Oversight Board and 

his appointment of William Webster, former head of the FBI, to chair this board. On 
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February 13, 2003, the nomination of William Donaldson was approved as the next 

chairman of the SEC. 

On April 15, 2003, William McDonough was named to the position of Chairman 

of the PCAOB. Mr. McDonough succeeds acting Chairman Charies Niemeier who filled 

the role upon the resignation of William Webster, the SEC's original choice to head the 

oversight group. Mr, Webster resigned in the fall of 2002 because he was involved as an 

audit committee member of a company that was under investigation for accounting 

irregularities (Accountingweb, 2003a). 

The PCAOB has responsibility for standard setting. The SEC has expressed 

strong concems the AICPA sent the wrong message when the AICPA issued an exposure 

draft on intemal control reporting. The SEC has reprimanded the exposure draft and 

cleariy indicated that the AICPA has no authority to issue auditing standards 

(Accountingweb, 2003b). This role of standard setting is now performed by the PCAOB 

because the SEC and other legislatures believe that the AICPA and Big 4 accounting 

firms have not done an adequate job in the past. 

Reactions to New Regulations 

A white paper from the Economist Intelligence Unit sponsored by KPMG 

International (EIU, 2002) revealed concem among executives that hasty regulation and 

overiy strict intemal procedures may impair their ability to effectively run business. Four 

main conclusions emerged from the white paper: 
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1. Improved coiporate govemance arises not only from regulations but 

also from how the companies are directed and controlled. Pnme 

responsibility for good corporate govemance must lie within the 

company. 

2. The right culture needs to be instilled and senior managers need to 

ensure that board members feel free to engage in open and 

meaningful debate. The board's primary task is to understand and 

approve the risk of the company at any particular stage of its 

evolution and the processes to monitor risk. 

3. Impediments to growth exist due to inherent tension between 

innovation and conservatism, govemance and growth. Executives 

feel merger and acquisition deals would be negatively affected 

because of longer due-diligence procedures and that swift and 

effective decisions would be compromised. 

4. Transparency about a company's govemance policies is critical so 

that the market can: 

a. assign the appropriate risk premium to companies with too few 

independent directors or an overiy aggressive compensation 

policy, 

b. cut the costs of capital for companies that adhere to 

conservative accounting policies (EIU, 2002). 
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Another white paper published by PricewaterhouseCoopers describes the 

"corporate reporting supply chain," how it works, and it can be improved to regain public 

trust in corporate reporting. The key players in the "corporate reporting supply chain" 

include: 

1. Company executives who prepare or approve the information 

distributed to investors and other stakeholders. 

2. Boards of directors who represent these stakeholders' interests and are 

responsible for govemance and oversight of management activities on 

their behalf 

3. Independent auditors who provide assurance on financial statements 

and other information distributed in the capital markets. 

4. Information distributors that consolidate reported information and 

provide it to others for use. 

5. Third-party analysts who use company-provided information and their 

own analysis to make investor recommendations. 

6. Investors and other stakeholders who are the ultimate consumers of 

corporate reporting information. (PricewaterhouseCoopers, 2002) 

The objective of the PricewaterhouseCoopers white paper includes the 

identification and encouragement of certain behaviors by all of the key players in the 

corporate reporting supply chain. If these behaviors are performed, more reliable, timely, 

and useful information should exist to assist stakeholders' decision making process. 
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Concems also emerged in the area of setting accounting standards and whether 

principles-based standards would result in better reporting of the economic status of the 

business. The FASB issued a position paper for comments on principles- versus rules-

based standards. One main issue was whether management constructed transactions that 

complied with rules-based standards but inappropriately reflected the economic reality of 

the transaction. 

Principles- versus Rules-based Standards 

Divergent views about the accounting standard setting process have developed 

among lawmakers, financial statement users, and management. Financial users and 

Congress indicated that the FASB and the SEC overiy accommodated the corporate 

community and permitted too many exceptions in standards and mles and too much 

flexibility that enabled off balance sheet financing, inadequate disclosure, and form over 

substance transactions to proliferate. On the other hand, the corporate community 

indicated that the FASB insufficiently responded to their concerns about disclosure 

overload, operationally and cost-benefit of particular accounting approaches that did not 

properly reflect the operating realities of business (Herz, 2002). 

Due to the recent abuses in reporting, the FASB issued a proposal that considered 

a principles-based approach to US accounting standard setting that would focus on 

establishing general principles derived from the conceptual framework, reflecting the 

recognition, measurement, and reporting requirements for the transactions covered by the 
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standards (FASB 2002). In developing principles-based standards, two considerations 

surfaced: 

1. Whether developing a more principles-based approach to standard 

setting would help reduce the level of detail and complexity in 

accounting standards? 

2. Whether modifications in the current structure of accounting standard 

setting would improve its overall quality and effectiveness? 

Principles-based standards would provide few, if any, exceptions to the general 

principles and would limit additional guidance for applying the general principles to 

typical transactions. This would encourage professional judgment in applying the general 

principles to other transactions specific to an entity or industry. 

Present accounting standards reflected both precise guidance as well as broad 

judgmental interpretation. Some accounting rules were written that provided precise 

guidance for their implementation and clearly defined altemative accounting treatments. 

Other accounting rules were written that required substantial judgment for the 

interpretation of the standards. 

Schipper (2003) summarizes the two themes that emerge from the discussion of 

U.S. financial reporting. The first theme is that the current financial reporting system is 

undesirable or inappropriate because the system has resulted in a compliance mentality 

where management and auditors "check" the compliance. In addition, rules-based 

reporting has invited financial structuring and other activities the do not provide high 
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quality reporting. The second theme is that a principles-based system is desirable because 

management and auditors exercise professional judgment. 

FASB provided a detailed illustration of how proposed principles-based standards 

would affect certain aspects of Statement 133 Accounting for Derivative Instruments and 

Hedging Activities, and how the standards section of Statement No. 34 Capitalization of 

Interest Cost would be presented if developed under the principles-based approach 

(FASB, 2002). For example, the guidance for implementation currentiy provided in 

Statement No. 34 would not exist. This guidance included examples of interest cost and 

types of qualifying assets that would qualify as well as types of assets that would not 

qualify for interest capitalization. The revised principles-based standard requires the user 

of the standard to interpret and define these areas. 

As indicated by FASB, this type of approach would require changes in the 

processes and behaviors of all participants in financial accounting and reporting process 

(FASB, 2002). One of the objectives of principles-based standards would be the 

elimination of detailed and complex standards. Professionals have found it difficult to 

stay current with regards to the standards; and management has circumvented the intent 

and spirit of standards when transactions were stmctured around the mles. 

Principles-based standards would require the company and its auditor to step back 

and consider whether the accounting suggested was consistent with the underiying 

principle. Both companies and their auditors would exercise professional judgment in the 

public interest and provide faithful representation of all ttansactions. The effectiveness of 

the standards would require auditors to resist client pressures. The application and 
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reporting of broad accounting standards would require management and auditors to apply 

professional judgment in more circumstances. 

The users of financial statements would have to accept the consequences of 

applying professional judgment and recognize that some divergence in practice would 

exist and some volatility of reported eamings would result. If rules-based standards were 

applied, the underlying economics of related transactions and events covered by these 

type of standards may be obscured. The users would need to understand that volatility of 

financial results exist, and if properly disclosed in the financial statements, the users 

could consider these potential effects on the reported financial information and recognize 

that higher volatility exists in some businesses (FASB, 2002). 

Current academic accounting literature is limited on the issue of principles-based 

versus mies-based standards. Further research in accounting should address the effects of 

principles-based standards versus rules-based standards. Research in law and economics 

has examined how mle characteristics affected behavior (See Kaplow [2000] for a 

review). This literature emphasized how mle precision affected the degree to which 

people considered themselves vulnerable to potential fines, damages, or imprisonment 

that result from violations. When imprecise mles were applied, people assessed high 

exposure to error costs because adjudication was unpredictable (Shavell 1987), and they 

reacted to uncertainty by being more careful to comply with the spirit of the mle (Kessler 

and McClellan 1996). 

In one accounting study. Nelson et al. (2002) found managers were more likely to 

attempt eamings management, and auditors were less likely to adjust eamings 
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management attempts, which were stmctured (not stmctured) with respect to precise 

(imprecise) standards. Researchers also found that managers were more likely to make 

attempts that increased cuirent-year income, but auditors more likely required 

adjustments to these attempts. Managers also more likely attempted to decrease current 

year income with unstructured transactions and/or when standards were imprecise, and 

the auditors more likely required adjustment of attempts that they identified as material or 

that were attempted by small clients. The results were based on a field-based 

questionnaire completed by 253 auditors who described 515 specific experiences with 

their clients who they believed were attempting to manage eamings. 

Gibbons (2002) commented on the study performed by Nelson et al. (2002). 

Within that study, precision in standards were proposed to affect how eamings were 

managed. Gibbons (2002) stated: 

Precise standards provide littie scope for opportunistic interpretations, 
leading the managers to choose structuring transactions as the way to 
accomplish their eamings management goals. In addition, a precise 
standard aids this type of eamings management, because managers can 
stmcture directly to it, treating the standard as a sort of recipe for how to 
get what they want. In contrast, an imprecise standard offers some scope 
for managers to convince the auditor or others of the validity of 
management's interpretation. Costly transaction stmcturing is not needed, 
and ... might be less effective if it were done, perhaps because someone 
could argue a different interpretation of the imprecise standard that would 
challenge the stmcturing. (p.204) 

Dye (2002) examines transaction stmcturing by modeling analytically the 

manager's financial reporting process as one of classification manipulation. For example, 

a lease transaction can be manipulated to classify the transaction correctly as either an 

operating or capital lease and a company can obtain the preferred accounting treatment. 
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This manipulation reduces the effectiveness of rules in a standard to distinguish among 

true economic differences in transactions. The potential manipulation results in firms 

that are willing to pay the cost needed to structure the transfer to secure favorable 

classification and firms that are not willing. This lends support for Nelson et al.'s (2002) 

conclusion that rigid standards will increase managers' ability to manipulate financial 

reporting outcomes opportunistically. 

Nelson (2003) reviews behavioral research on the effects of principles-based and 

mles-based standards and finds that the research suggest several broad conclusions about 

the incremental effects of additional rules on a standard's ability to communicate clearly 

and constrain aggressive reporting. First, for accurate communication, balance between 

providing enough mles to communicate clearly and not so many rules that practitioners 

are overwhelmed is needed. Second, aggressive reporting can be constrained by a 

combination of incentives for accurate or conservative reporting and standards that are 

imprecise so that precise standards are not available to stmcture transactions. Precise 

standards can allow altemative accounting and disclosure treatments that create safe 

harbors for management to construct transactions to reflect their underlying incentives. 

Third, communication and the appropriate level of constraint will conflict under some 

circumstances because the detail needed to communicate accurately will create 

opportunities to stmcture ttansactions. Nelson suggests that basing guidance on examples 

and not specific identifications or measures for an accounting transaction could 

discourage transaction stmcturing. 
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The AAA Financial Accounting Standards Committee supports the FASB 

evaluation of principles-based standards and believes that the economic substance and not 

the form of the transaction should guide financial reporting and standard setting (Maines 

et al., 2003). This approach clearly requires individuals to possess a conceptual 

framework for financial information in order to use the information appropriately in 

decision making, and thus, reflect a more consistent application of FASB's Conceptual 

Framework. In addition, the committee believes that principles-based standards are 

consistent with the goal to promote the convergence of accounting standards worldwide. 

The previous research has not shown how the auditors' judgment relating to broad 

standards and mles-based standards is affected in an eamings management situation. 

Significant changes have occurred in the roles of management and auditors in reporting in 

the last two years. Since the study was developed and data was collected before the 

occurrence of the events detailed in the above sections, these events were not specifically 

considered. The following sections address the literature and reporting activities that 

existed at the time the study was designed. 

SRC Concems and Activities During the Late 1990s 

During the late 1990s when the SEC expressed concems with eamings 

management activities by public companies, the SEC initiated several activities. These 

are discussed next. 
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1999 SEC's Notification 

The SEC's Division of Enforcement increased their focus and pursued a number 

of remedies against companies' management for inappropriate reporting such as allegedly 

creating or increasing "excess reserves" in the absence of an underlying basis (Levitt, 

1998b). For example on January 22, 1999, the SEC notified 150 companies that it 

planned to review certain 1998 eamings charges for potential accounting violations. In 

addition, the SEC requested more money from Congress for increased staffing at the 

divisions of corporation finance and enforcement to handle the eamings management 

investigation (McDonald, 1999a). 

Staff Accounting Bulletins 

The SEC staff issued three SABs. These bulletins were not rules or 

interpretations of the Commission. The SEC's statements represented interpretations and 

practices followed by the Division of Corporate Finance and the Office of the Chief 

Accountant in administering the disclosure requirements of the federal securities laws. 

hi SAB No. 99—Materiality, the SEC staff provided guidance in applying 

materiality thresholds to the preparation of financial statements filed with the SEC. The 

SEC staff expressed the opinion that exclusive reliance on certain quantitative 

benchmarks that assessed materiality was inappropriate. Some financial reporting 

included misstatements simply below a numerical threshold and were not considered 

immaterial (SEC, 1999a). The staff stated that auditors needed to respond to intentional 

misstatements by infonning the appropriate level of management of an illegal act and 
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adequately informing the audit committee with respect to the illegal act. Section 13 

(b)(2) of the Exchange Act was violated with an intentional misstatement of immaterial 

items in financial statements and thus would be interpreted as an illegal act. SAB No. 99 

stated that intentional misstatements may require auditors to (I) re-evaluate the degree of 

audit risk in the audit engagement, (2) revise the nature, timing, and extent of the audit, 

and (3) even resign (SEC, 1999a). 

The staff also stated that exclusive use of a percentage threshold as an initial 

assessment of materiality had no basis in law or in the accounting literature. Auditors 

needed to consider all relevant circumstances such as whether the misstatement: 

1. masked a change in eamings or other trends, 

2. hid a failure to meet analysts' consensus expectations for the 

enterprise, 

3. changed a loss into income or vice versa, 

4. concemed a segment of the registrant's business that played a 

significant role in the registrant's present or future operations or 

profitability, 

5. affected compliance with loan covenants or other contractual 

requirements, 

6. increased management's compensation (SEC, 1999a). 

Further, the SEC staff observed that immaterial misstatements in the financial 

statements for the purpose of managing eamings were unacceptable. Even though a 

misstatement of an individual amount would not cause the financial statements to be 
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materially misstated, when aggregated with other misstatements, the financial statements 

taken as a whole would be materially misleading. The SAB provided guidance on when 

and how to aggregate and net misstatements for evaluation of whether the misstatements 

materially misstated the financial statements (SEC, 1999a). 

The SEC staff issued SAB No. 100—Restructuring Charges, Impairments, and 

Related Issues that provided guidance on the recognition and disclosure of asset 

impairment charges as well as other potential eamings management activity. The SEC's 

staff provided interpretations of how this accounting literature should be apphed as well 

as specific examples. The staff stated that depreciable lives, amortization periods, and 

salvage values of assets needed to be reviewed, and where appropriate, these estimates 

should be changed on a timely basis (SEC, 1999b). 

The SEC staff provided guidance in SAB No. 101—Revenue Recognition in 

Financial Statements on the recognition, presentation and disclosure of revenue in 

financial statements because of the large number of revenue recognition issues that were 

encountered by registrants and the high number of frauds involved with overstating 

revenue (SEC, 1999c). The staff provided comments on selected revenue recognition 

issues and indicated when revenue was eamed through the use of existing accounting 

mles and how the staff applied those mles to other transactions that the mles did not 

specifically address. 

The SEC bulletins addressed two areas of potential eamings management 

identified by Levitt—materiality and revenue recognition. In addition, impairment losses 
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were identified as an area of potential misstatement of expenses and management of 

eamings. 

Role of Standards in Reporting 

Former Chainnan Levitt commented on the importance of the FASB filhng the 

role of an independent financial standard setter to protect the basic rights of investors and 

sttengthen public confidence in the financial markets. Investor confidence would decline 

if the standard setting process reflected political agendas and special interests (Levitt, 

1998b). Therefore, Levitt indicated that the mle setters and those who must abide by the 

mles needed to work within the process to achieve a satisfactory outcome. 

Dechow and Skinner (2000) discussed the different views of practitioners, 

regulators, and academics conceming the extent to which investor rationality solved or 

mitigated financial reporting issues. Academics tended to believe that capital markets 

were efficient and investors observed eamings management and made adjustments to 

arrive at the appropriate eamings numbers. On the other hand, regulators such as the SEC 

appeared to desire a "level playing field" for all investors and believed that some 

investors relied on the eamings numbers reported on the face of the income statement and 

possessed a limited ability to process more sophisticated information that was included in 

the notes. 

Practitioners and regulators tended to view the reported numbers on the face of the 

financial statements as important. Problems occurred when financial analysts praised 

management for meeting a quarter's consensus analysts' forecasts even when the analysts 
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knew that managers exercised accounting discretion that achieved the target eamings 

(Dechow and Skinner, 2000). Since accounting discretion affected the reported numbers, 

the SEC's concems about eamings management would probably remain even if financial 

statements and disclosures allowed investors to adjust for within-GAAP eamings 

management since not all investors would understand all information and correctiy 

interpret the numbers reported on the face of income statement. 

Auditing Profession's Reaction to SEC's Concems 

The auditing profession addressed the concems expressed by the SEC. Eamings 

management by clients was one of the challenges identified by Landsittel (2000) at the 

American Accounting Association Midyear Conference. If auditors were too tolerant of 

intentional management misstatements to "manage eamings," then the current audit 

environment needed to consider possible changes that identified potential eamings 

management and assessed if the financial statements were fairly presented. Landsittel 

provided several suggestions for areas of changes in the audit procedures. 

If a client attempted to manage eamings to meet analysts' consensus of eamings, 

auditors should assess management's motive through evidence of a bias in accounting 

estimates or an "immaterial" intentional manipulation expectation. Auditors needed to 

seek more consensus on what constituted a material adjustment in terms of the 

appropriate quantitative threshold that established materiality. The prior year effect of 

proposed audit adjustments also required consideration. In addition, auditors needed to 

ehminate or minimize unrecorded audit adjustments by their chent. This activity could 
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be reduced through effective communication with management and the audit committee 

or by challenging management to justify the acceptability of not recording adjustments 

(Landsittle, 2000). 

As a result of the concems expressed by the SEC that management may record 

immaterial income decreasing audit differences to manage eamings, a new auditing 

standard aimed at recording proposed audit adjustments was issued (Landsittel, 2000). In 

one of the few behavioral studies associated with eamings management, Libby and 

Kinney (2000, 1999) examined this proposed auditing standard. The study was based on 

the Auditing Standards Board's Exposure Draft of a Proposed Statement on Auditing 

Standards that established audit requirements that would "encourage audit clients to 

record financial statement adjustments proposed by auditors," and "clarify management's 

responsibility for the disposition of financial statement misstatements brought to its 

attention" (AICPA, 1999, p. 5). 

Libby and Kinney (2000, 1999) found that "Big Five" audit managers expected 

their clients would not record immaterial audit differences when such differences caused 

the firm's eamings to be below the consensus analysts' forecast. This behavior was more 

prevalent when the misstatement amount was less objectively determined. The results of 

the study suggested that the proposed standards would be only minimally effective in 

promoting the recording of immaterial audit differences in general and ineffective in 

reducing the use of unrecorded audit differences to meet the forecast. The auditors 

expected no more than 30% of the clients to book an adjustment that caused the company 

to miss the forecast results (Libby and Kinney, 1999). 
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Researchers have not examined the role of auditors in potentially approving 

eamings management although many researchers have examined eamings management 

and the firm's motivation to manage eamings (see Healy and Wahlen 1999, for a review). 

The accounting literature that demonstrated the pervasiveness of eamings management is 

reviewed next. 

Pervasiveness of Eamings Management 

Many studies provided evidence that accounting managers made decisions to 

influence the corporation's reported income and smooth income (Gordon, 1964; 

Beidleman, 1973; Ronen and Sadan, 1981; Lambert, 1984; Lowe and Shaw, 1968). 

These studies have shown that accounting managers have some discretion in obtaining 

eamings goals through the timing of discretionary cash flows relating to operating 

decisions, in the selection of accounting methods or estimates such as special write-offs 

(Elhot and Shaw, 1989), bad debt expense (McNichols and Wilson, 1988), and repairs 

and maintenance (Perry and Grinaker, 1995); in the decision to write-down impaired 

assets (Zucca and Campbell, 1992; Francis et al., 1996; Elliot and Hanna, 1996; Rees et 

al., 1996), restmcture (Moehrie, 2002), acquire in-process research and development 

(Pen7 and Grinaker, 1994; Baber et al., 1991), or hedging activities through financial 

derivatives (Barton, 2001). These studies indicated that firms smooth eamings through 

the recognition of expenses, the selection of accounting methods or estimates, the write

down of assets, and the use of financial derivatives. 
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Incentives for Eamings Management 

Explanations for eamings manipulations included the eamings smoothing, debt-

equity, and bonus-plan hypotheses (Ronen and Sadan, 1981; Watts and Zimmerman, 

1986; Healy, 1985). The eamings-smoothing hypothesis predicted that eamings were 

manipulated to reduce fluctuations around some level that was considered normal for the 

firm (Ronen and Sadan, 1981). The debt-equity hypothesis suggested a positive 

relationship between a firm's debt-equity ratio and managers' choice of eamings-

enhancing activities (Watts and Zimmerman, 1986). The bonus-plan hypothesis assumed 

that managers maximized their compensation through eamings manipulation and 

suggested that managers reduced eamings when eamings were outside the lower or upper 

bound of the plan and increased eamings otherwise (Healy, 1985). 

Existence of Eamings Management 

Previous research documented an increasing incidence of reported eamings that 

just met or slightiy exceeded analysts' eamings forecasts (Brown 2001; Burgstahler and 

Fames 2001; Matsumoto 2002). This outcome was achieved in part through eamings 

management (Payne and Robb 2000; Burgstahler and Fames 2001; Matsumoto 2002). 

Prior research provided evidence that managing eamings to meet expectations has 

become widespread (Degeorge et al., 1999; Payne and Robb 2000; Burgstahler and 

Fames 2001; Matsumoto 2002). 

Gu and Lee (1999) provided direct evidence on the intra-timing of eamings 

management for the period of 1988-1996 and indirect evidence that eamings management 
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was widespread and on the rise. The researchers examined the quarterly accrual behavior 

pattem and found increasingly higher variability of discretionary accruals in the fourth 

quarter than in other quarters. Their study supported the Former SEC Chairman Levitt's 

contention of the pervasiveness of eamings management (Levitt, 1998a). 

One of the eamings management techniques identified by Levitt was the 

immaterial misapplication of accounting principles (Levitt, 1998a). Management may not 

have complied with GAAP by inappropriately recognizing or not recognizing a 

ttansaction in order to either record additional expenses or not record additional expenses 

to meet targeted net eamings. Management may have manipulated the timing of the 

transaction in order to manage financial results to conform to analysts' expectations or 

management may have managed eamings by intentionally recording transactions that 

appear to be within GAAP. In other cases, management may have intentionally misstated 

their financial results through an inappropriate interpretation of GAAP, which did not 

exceed a quantitative materiality limit such as 5% of net income. Thus, the auditors 

would have proposed an audit adjustment but due to materiality, the client may not have 

been required to reflect the adjustment within the financial statements. In response to the 

immaterial misapplication of accounting principles, the SEC staff issued SAB 99— 

Materiality and stated that exclusive reliance on certain quantitative benchmarks to assess 

materiality was inappropriate and that misstatements simply below a numerical threshold 

should not be considered immaterial (SEC, 1999a). 

Several studies have examined the extent managers used reporting discretion that 

was consistent with GAAP in the area of asset write-offs or write-downs (Zucca and 
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Campbell, 1992; Francis et al., 1996; Elliot and Hanna, 1996; Rees et al., 1996). The 

studies provided evidence that firms undertook transactions or used accounting estimates 

that enabled companies to achieve reported income that was closer to their target number. 

Zucca and Campbell (1992) investigated discretionary write-downs before the 

implementation of SFAS No. 121 and found that most write-downs occurred in the fourth 

quarter of the fiscal year. Approximately 75 percent of the companies wrote down their 

assets in a period already below normal eamings and 25 percent offset the write-down 

with other gains or unusually high eamings. 

Francis et al. (1996) examined the determinants of management's write-off 

decisions to ascertain the extent to which write-offs were caused by impairment versus 

manipulation and investigated the security price reactions to firms'write-off 

announcements, hnpairment variables (proxied by the firm's and its industry's historical 

security retums, book-to-market ratios, and retum-on-asset ratios) were significant in 

explaining the magnitude and timing of discretionary asset write-offs during 1989-92 

when littie authoritative guidance on the accounting for asset impairments other than 

inventory was provided. Controlling for these factors, they found that write-offs were 

more frequent and larger in magnitude if a recent change in management had occurred 

and if the firm and/or its industry had taken write-offs in the past. Contrary to the big 

bath and smoothing arguments, expected write-offs were found to decrease in the poor 

performance years of the firm and in the unusually good performance years of the firm. 

The stock price responses to write-off announcements, both in aggregate and 

conditional on the characteristics of the write-offs, were examined by Francis et al. 
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(1996). Their results showed that, on average, investors viewed write-offs as negative 

news; however, significant differences in market responses across the types of write-offs 

existed. For example, inventory write-offs that conveyed information about declines in 

economic values resulted in significant negative reactions whereas restmcturing charges 

that signaled information about expected future performance resulted in significant 

positive reactions. 

Elliot and Hanna (1996) investigated whether the information content of eamings 

declined as firms took multiple write-offs, citing investor concems about the timing of 

write-offs as opportunistic, while acknowledging the possibility that management might 

have appropriately exercised reporting discretion to reflect deteriorating economic 

conditions. The results provided support that firms reporting write-offs currently tended 

to report additional write-offs in the future. As firms reported a sequence of write-offs, 

they experienced declining levels of accounting eamings as the sequence lengthens. 

Increasing probabilities of financial default also attested to the fact that these firms were 

generally experiencing "deteriorating" economic circumstances. Moreover, the longest 

write-off sequences were associated with smaller firms that have lower bond ratings and 

higher default probabilities. ElUot and Hanna (1996) also found that eamings response 

coefficients generally decreased in the presence of write-offs and remained relatively low 

for some period thereafter. The eamings response coefficients on the "special items" 

component of eamings declined as the frequency of special items increased, becoming 

insignificant for longer sequences. 
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In another study, abnormal accruals of firms recognizing permanent asset 

impairments in their financial statements were examined to assess whether firms 

systematically managed eamings in the year of the write-down. Rees et al. (1996) 

investigated whether managers were more likely to manage other operating accmals when 

write-offs were taken, and if so, whether managers sent value-relevant signals rather than 

acted opportunistically. Researchers found that abnormal accruals in the year of asset 

write-down were significantly negative. In addition, the sample firms'eamings before the 

write-downs were, on average, significantly negative relative to their industry medians. 

In years subsequent to the write-down, the abnormal accmals were not reversed which 

suggested that the firms experienced a permanent shift in their accmal balances in the 

write-down year and implied that managers were responding to changes in economic 

circumstances as opposed to acting opportunistically. Subsequent tests found a 

significantly positive association between abnormal accruals and contemporaneous stock 

retums, which provided further support to the notion that managers'discretion provided 

important information to the market conceming firm value. The authors concluded that 

the write-down and concurrent discretionary operating accmals were an appropriate 

response by management to changes in the firm's economic environment. 

Previous studies documented a significant increase in activity relating to the write

down of assets. Strong and Meyer (1987) documented aggregate write-downs increased 

from approximately $400 million in 1980 to $5.6 billion in 1987. ElUot and Hanna 

(1996) documented the increased frequency of large special items during the period 1956-

1994. Fewer than 200 firms reported write-offs in excess of 1 percent of beginning-of-
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period total assets in 1975 (5 percent of Compustat firms), and over 1,200 firms reported 

them in 1993 (21 percent of Compustat firms). 

Studies Addressing Auditors and Aggressive Reporting 

Research discussed in the preceding section has documented the existence and 

incentives of management to manage eamings. In another stream of research, researchers 

investigated if "Big Six" (now Big Four) auditors were less flexible than other auditors in 

allowing eamings management through the interpretation of GAAP (Becker et al., 1998; 

DeFond and Jiambalvo, 1991, 1993). Becker et al. (1998) found that clients of "non-Big 

Six" auditors reported discretionary accruals that increased income relatively more than 

the discretionary accmals reported by clients of Big Six auditors. Both the mean and 

median of the absolute value of discretionary accmals were greater for the firms with 

"non-Big Six" auditors. The results indicated lower audit quahty was associated with 

more "accounting flexibility." In another study, DeFond and Jiambalvo (1993) found that 

in a sample of clients of "Big Six" firms that excluded fraudulent client firms, eamings 

management was less likely to occur through errors and irregularities. DeFond and 

Jiambalvo (1993) also investigated auditor-client disagreements that resulted from 

incentives to manage eamings and found disagreements more likely occurred when the 

firms retained Big Six auditors. 

Few researchers conducted behavioral studies relating to auditors' decisions 

relating to potential eamings management. Libby and Kinney (2000) found that auditors 

judged overstatement correction less likely if the correction caused the reported eamings 
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of the company to miss analysts' consensus forecasts. The findings were consistent for 

even objectively measured misstatements. In addition, the researchers investigated the 

effect of SAS No. 89 that required management to express its belief in its representation 

letter to the auditor that any misstatements aggregated by the auditor that were not 

cortected in the financial statements were immaterial to the statements taken as a whole. 

This standard also required the auditor to inform the audit committee about any 

misstatements brought to management's attention that the client had not corrected in their 

financial statements. Libby and Kinney (2000) found that the mandated communications 

by SAS No. 89 were not resulting in increased corrections to the financial statements if 

the corrections caused a missed forecast. Their experimental instrument had no mention 

of any prior intent by management to manage pre-audit eamings and the researchers 

recommended conducting experiments that manipulated intent to manage eamings to 

provide greater insights into the effects of representation and communication regulation. 

Phillips (1999) found that auditors devoted more attention to aggressive reporting 

in a financial statement account when it was assessed as having a high, rather than low, 

risk of assessment. Auditors also paid more attention to potential aggressive reporting in 

low-risk accounts only when auditors previously examined evidence that corroborated 

misstatement risk for a high-risk account. If the high-risk account evidence was found 

after, the examination of the low-risk account, auditors were likely to note the possibility 

of aggressive reporting in the low-risk account. 

Researchers have investigated students' and accounting practitioners' attitudes 

conceming the ethical acceptability of eamings management (Fischer and Rosezweig, 
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1995; Bruns and Merchant, 1990). The findings of both studies indicated that subjects 

were more accepting of eamings management through operating decisions than through 

the intentional manipulation of accounting methods or standards. 

While financial accounting archival research has documented the existence of 

eamings management and the incentives (bonus plans, debt covenants, political costs, and 

other factors) that influence management to make strategic accounting choices (Watts and 

Zimmerman, 1986, 1990), behavioral researchers have not investigated factors that may 

influence the auditors' decisions relating to eamings management. For example, the type 

of GAAP may have facilitated eamings management activity because broad standards 

appeared to have provided management an opportunity to interpret broad standards and 

allow management to increase or decrease eamings when it desired rather than when the 

event occurred. Due to the numerous possible interpretations of broad standards, 

managers may have managed eamings and auditors may have more easily approved 

eamings management through broad standards than narrower GAAP. 

The auditors' decision to approve eamings management may also be influenced 

by the client or the SEC. The auditors' decision-making process involving the auditors' 

acceptance of aggressive reporting through the application of accounting standards have 

been performed. However, the studies were not performed in the context of eamings 

management and are discussed in the next section. 
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Aggressive Reporting through the Application of Standards 

Managers may have aggressively interpreted GAAP to manage eamings. Auditors 

should have counteracted managers' incentives to use accounting standards to report 

financial information in ways that were in management's best interest by ensuring that 

managers have not purposefully intervened in the extemal financial reporting process 

with the intent of obtaining some private gain (Watts and Zimmerman, 1986). 

Researchers have investigated whether auditors support a client's aggressive 

reporting method in the context of factors such as the auditor's independence (Farmer et 

al., 1987), auditor's incentives (Lord, 1992; Roberts and Cargile, 1994), and engagement 

pressure (Kadous et al., 1999). Other studies have shown auditors' decisions were 

affected by ambiguity in standards (Hackenbrack and Nelson, 1996; Nelson and Kinney, 

1997). 

Auditors' Decisions and Judgments Relating to 
General Accounting Choices 

Prior studies have developed the notion that auditors' conflicting incentives might 

have sometimes compromised their independence when evaluating their clients' 

accounting choices (Farmer et al., 1987) and influenced the likelihood that auditors 

supported an aggressive reporting method (Lord, 1992; Roberts and Cargile, 1994). 

Farmer et al. (1987) investigated how the opposing economic factors of threat of client 

loss and threat of lawsuits influenced an auditors' willingness to accept controversial, 

client-proposed reporting methods. Auditors with experience levels ranging from staff to 
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partner chose whether to concur with a client's decision to use a (unspecified) novel 

accounting approach with no clear precedent. Threats of client loss, threat of lawsuit, and 

client growth rate were manipulated within subjects. Threat of client loss significantiy 

encouraged aggressive reporting whereas threat of lawsuit significantly discouraged 

aggressive reporting. 

Lord (1992) required audit managers to rate the degree to which they were willing 

to allow a client to use an unspecified reporting method that was not prohibited by 

professional pronouncements but was inconsistent with the substance of the transaction. 

Lord found that competition for the client and client importance tended to encourage 

aggressive reporting, and a worsening financial condition of the client and the potential 

for evaluation of responses by superiors tended to discourage aggressive reporting. 

hi another study, auditors rated the degree to which a client was allowed to 

capitalize an unspecified expenditure as a betterment rather than expense as a repair 

(Roberts and Cargile 1994). The subjects were informed to use their professional 

judgment to make this determination but no evidence or professional standards on which 

to base their judgment were provided. The strength of the client's operating performance, 

the risk of client loss, and the potential for detection of aggressive reporting by a third 

party were found to be significant in interactions. 

Lord (1992), Roberts and Cargile (1994), and Farmer et al. (1987) indicated that 

auditor's independence, auditor's incentives, and engagement pressure in standards 

affected the judgment and decision making of auditors. The studies did not address how 

the type of accounting standard may have affected the subjective judgment of auditors in 
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evaluating the interpretation of GAAP by management. Some researchers have 

investigated the effect of standards on judgment. 

Aggressive Reporting in Tax 

In a tax study, Cuccia et al. (1995) examined the ability of more precise standards 

to mitigate aggressive reporting decisions by taxpayers. When a standard that employed 

vague, verbal disclosure threshold was replaced with a standard that employed a more 

stringent, numerical threshold, taxpayers adopted more liberal interpretations of 

evidential support. When a verbal standard was in place, tax practitioners used the 

latitude inherent in the verbal standard to justify aggressive reporting whereas when a 

numerical standard was in place, tax practitioners adopted more liberal interpretations of 

evidential support to justify aggressive reporting. Their experiment indicated that tax 

practitioners' decision to report aggressively was not reduced when professional standards 

were made more stringent. 

Summary of Behavioral Studies Addressing Standards 

None of the studies relating to auditors' decisions and judgments relating to 

accounting choices used current standards or regulations, which may have been a 

limitation of the studies and affected results. The lack of use of relevant financial 

accounting standards precluded the determination of whether decision-makers were 

deterred from or aided in adopting or approving aggressive reporting methods through the 
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use of specific accounting standards or regulations. The next stream of research used 

specific accounting standards or principles. 

Auditors' Decisions and Judgments Relating to 
Specific Standards 

Kadous et al. (1999) investigated whether client-preferred accounting methods 

were affected by engagement pressure and regulations involving revenue-recognition 

under GAAP. Their study examined whether auditors were more likely to find a client's 

aggressive reporting method acceptable when pressure on the auditors to agree with the 

client was greater, and whether regulations that encouraged auditors to objectively 

consider the relative merits of the accounting methods would counteract this tendency. 

Kadous et al. (1999) found that when engagement pressure was higher, auditors more 

frequently accepted a client-preferred, aggressive method of accounting and chose to 

consult with advisors who they anticipated would agree with their position. However, 

regulations that encouraged auditors to objectively consider the accounting methods have 

not mitigated this tendency. 

Two studies used ambiguous accounting standards to investigate auditors' 

decisions (Hackenbrack and Nelson, 1996; Nelson and Kinney, 1997). Hackenbrack and 

Nelson (1996) found that (1) auditors tended to make reporting decisions favored by their 

incentives, (2) auditors applied the vague language in financial accounting standards in a 

manner consistent with either their selected reporting position relationship, and (3) 

engagement risk influenced the auditors' approval of their client's aggressive 
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interpretations of the standard. The variables were investigated through the use of SFAS 

No. 5 Accounting for Contingencies and SFAS No. 77 Reporting by Transferors for 

Transfers of Receivables with Recourse. The results of the study indicated that for both 

financial accounting standards auditors responded to moderate engagement risk by 

permitting the aggressive reporting method and justified their choice with aggressive 

interpretations of accounting standards. Auditors responded to high engagement risk by 

requiring conservative reporting and justified their choice with conservative 

interpretations of accounting standards. 

hi another study. Nelson and Kinney (1997) found that auditors and users of 

financial statements acted as if an ambiguous probability of loss was higher (lower) than a 

precise probability of the same magnitude and their results demonstrated a conservative 

(unconservative) reaction to ambiguity. The variables were investigated through the use 

of SFAS No. 5 Accounting for Contingencies. 

Summary of Factors that Influence Auditors' Decisions 

In summary, many factors may have influenced the auditors' decision-making 

process relating to the approval of aggressive reporting by their client firm. Nearly all 

work performed on aggressive reporting has investigated how contextual factors 

influenced the auditors' reporting decisions. Studies by Farmer et al. (1987), Lord 

(1992), and Roberts and Cargile (1994) found risk of chent loss, threat of lawsuit, client 

growth rate, competition for the client, client importance, client's operating performance, 

and the potential for detection of aggressive reporting by a third party all affected 
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aggressive reporting. However, none of these studies have investigated aggressive 

reporting that result in the context of eamings management by the client and its effect on 

the auditors' decision to approve eamings management. It would appear that ambiguous 

or broad accounting standards might affect the auditors' judgment relating to the approval 

of potential eamings management by their client. 

The eamings management research has shown that managers have various 

incentives to manage eamings and that eamings management was and is prevalent. 

Eamings management may occur through aggressive interpretations of GAAP, and 

aggressive interpretations as well as reliance on ambiguous standards may affect auditors' 

decisions. Auditors have appeared to have been willing to approve their client-preferred 

aggressive accounting that managed eamings or played "the numbers game" described by 

Arthur Levitt. One of the reasons that eamings management occurred may be due to the 

composition of accounting numbers. 

Wilson (1996) viewed accounting numbers as having three parts: (1) the 

measurement constmct component, (2) the measurement error, and (3) the manipulation 

or managed component. First, the measurement constmct component was defined as the 

hypothetical consensus belief of an infinite number of unrelated measurement experts 

who had knowledge of the management's private information and were charged to 

exercise discretion to the extent specified by regulators while estimating a well-specified 

measurement constmct. Second, the measurement ertor captured the dispersion of the 

hypothetical measurements from the consensus estimate. Third, the manipulation 

component represented an intentional effort on the part of the reporting entity to 
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misrepresent the spirit of the reporting standard either for personal gain or because 

management believed the standard's construct did not provide users with an accurate 

picture of the related business activity. This study investigated the relationship of the 

manipulation (managed) component of accounting numbers through the implementation 

and interpretation of two different accounting transactions that involved a broad 

accounting standard, SFAS No. 121, and a more narrow accounting principle, matching. 

Broad Accounting Standard-SFAS 121 

The specificity of GAAP influences judgments made by accountants and auditors. 

Due to the levels of estimation, professional judgment is required in the interpretation and 

application of GAAP. The assumptions for accounting estimates, by nature, are future-

oriented, uncertain, and subjectively based. These characteristics generate difficulties for 

client management and the evaluation of the estimates by auditors. Statement on 

Auditing Standards No. 57 (AICPA, 1988) summarizes this future orientation and 

uncertainty of accounting estimates and states: "Exact measurement of some amounts or 

the valuation of some accounts is uncertain pending the outcome of future events" 

(AICPA, 1988). 

One standard that requires high levels of estimation and assumptions is SFAS 121 

(FASB, 1995). This standard results in fertile ground for possible management of 

eamings because its application is subject to management's judgment and assumptions 

and allows management strategies to manage the amount as well as the frequency of 

losses. The selection of assumptions as well as the business environment may result in 
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different decisions by the reporting firm and its adoption of SFAS No. 121. Although the 

Financial Accounting Standards Board's intent in issuing this statement is to regulate a 

firm's opportunities to record long-lived asset write-downs, the statement provides a 

fertile ground for management to "take a bath" or "smooth eamings." 

The authoritative guidance on accounting for impaired assets is an area where 

management may take advantage of the discretion afforded by accounting mles to 

manipulate eamings either by recognizing an impairment when it has occurred or by not 

recognizing an impairment depending on the motivation (i.e., if it is advantageous to the 

corporation's strategic and/or manager's personal objectives). An altemative view is that 

managers write-off assets to reflect dechnes in the values of assets due to poor firm 

performance, actions taken by competitors, changes in economic climate, or changes in 

management strategies. A firm with an impaired asset may prefer to record the loss in a 

period with higher than normal eamings or with a non-discretionary gain such as a 

favorable lawsuit settlement in order to maintain steady growth in eamings. On the other 

hand, if eamings are substantially below analysts' forecasts due to non-discretionary 

losses such as an economic loss due to contaminated raw materials by a supplier, 

management may decide to take a "big bath" and record write-downs of impaired assets. 

In both scenarios, management has discretion in the timing and measurement of the write

down of impaired assets and can formulate a strategy to manage the amount as well as the 

frequency with which losses from impaired assets are recorded. If asset impairment is 

recorded, future eamings will increase due to the elimination of depreciation from the 

impaired asset. 
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Inteipretations of the standard require specific accounting knowledge that guides 

one's decision-making process and problem solving. A manager could use his or her 

knowledge structure to could guide one's evaluation process relating to impaired assets in 

order to meet the firm's desire to achieve the consensus analysts' forecast. Previous 

research suggests that individuals have knowledge structures stored in memory that guide 

their problem solving (Holland et al., 1986; Hayes-Roth et al. 1983; Anzai and 

Yokoyama 1984; Glaser, 1984). Thus, when managers desire to achieve analysts' 

forecasts, managers may use their knowledge of this standard to manage eamings. 

The specific accounting knowledge required for the write-off of impaired assets 

includes (1) the definition of impairment indicators, (2) the estimation of future cash 

inflows and fair value of assets, and (3) the asset grouping level at which testing and 

measurement occurs. Because all three of the decisions are subject to judgment and 

assumptions, a manager may formulate various aggressive or conservative approaches to 

the recognition or non-recognition of asset impairment losses through the valuation and 

classification of assets. 

During the audit, the manager's interpretation of the standard must be assessed. 

Auditors must decide if the firm's conditions meet the standard's requirements of 

impairment and whether the asset should or should not be written down in the client's 

financial statements. This broad standard will require more subjectively based judgment 

than a more sttaightforward form of GAAP such as the matching principle. 
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Narrow Accounting Principle-Matching 

A more narrowly interpreted form of GAAP is the matching principle in the 

context of supplies expense and inventory. Accounting Research Bulletin No. 43 (ARB 

43) defines inventory and sets forth the general principles applicable to the pricing of 

inventories. Inventory includes those items that are held for sale in the business or are to 

be consumed in the production of goods or services available for sale. As set forth in 

Statement 2 of ARB 43, "a major objective for accounting of inventories is the proper 

determination of income through a process of matching appropriate costs against 

revenues." ARB 43 discusses the matching principle in the following statements: 

In accounting for the goods in the inventory at any point of time, the major 
objective is the matching of appropriate costs against revenues in order that there 
may be a proper determination of the realized income. The inventory at any given 
date is the balance of costs applicable to the goods on hand remaining after the 
matching of absorbed costs with concurrent revenues. This balance is 
appropriately carried to future periods provided it does not exceed an amount 
properly chargeable against the revenues expected to be obtained from ultimate 
disposition of the goods carried forward. (ARB 43, p.28, Section #4) 

In addition. Statement of Financial Accounting Concepts No. 5 (SFAC No. 5), 

Recognition and Measurement in Financial Statements of Business Enterprises, explains 

(1) which, when, and how financial elements and events should be recognized, measured, 

and reported by the accounting system and (2) the matching principle. Statement of 

Financial Accounting Concepts No. 6 (SFAC No. 6), Elements of Financial Statements of 

Business Enterprises, cleariy defines the financial elements of prepaid assets and 

expenses. For an event or transaction to be recognized, the definition of an element of 

74 



financial statements as defined in the SFAC No. 6 must be met and the transaction must 

be measurable. 

The major concem of SFAC No. 5 is with the point when expenses are recognized 

for financial statement purposes. Expenditures such as supplies that will help cam future 

revenue should be carried on the books as a prepaid asset and expensed when consumed. 

Thus, recognized revenues and the related expenses are matched during the same 

accounting period and expenses incurred in eaming the revenue should be recognized 

during the same period. 

The financial accounting concepts provide more definite guidance on accounting 

for supplies expense and prepaid assets. Managers exercise judgment in making working 

capital management decisions such as inventory levels and the timing of purchases that 

affect unexpected accmals through cost allocations and revenues. However, ARB 43 

clearly defines inventory, as the balance of costs applicable to goods on hand and not yet 

consumed. Even though this more narrowly interpreted principle exists, managers may 

still attempt to manage eamings through the timing and expensing of supplies. 

Additional supplies may be purchased and expensed in a period with higher than 

normal eamings or with a non-discretionary gain in order to maintain steady growth in 

eamings. On the other hand, if eamings are substantially below analysts' forecasts, due to 

non-discretionary losses, management may decide to take a "big bath" and record 

additional supplies expense. In both scenarios, management may potentially attempt to 

manage reported profits. If the firm's policy is to record supplies as an expense when 

purchased, the manager may view additional purchases of supplies that are unused as 
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immaterial and advocate the recording of the purchase as an expense. The importance of 

consistent reporting practices and concepts of immateriality would be reasonable 

explanations to justify the recording of unused supplies as expense. However, in this 

situation, strict interpretation of the accounting principle would be in violation. 

The company management will interpret and implement GAAP which must be 

assessed. Auditors will review the client's financial statements and assert whether the 

financial statements fairiy present the effects of the accounting transaction. If the 

company management has inappropriately interpreted or implemented a transaction such 

as a narrow accounting principle for the proper recording of unused supplies, the auditors 

will propose an adjustment to the financial statements. A narrow accounting principle 

will require less subjectively based judgment by both company management and auditors 

than a broad accounting standard. The following section examines the roles of 

management and auditors in financial reporting. 

Roles of Management and Auditors in Financial Reporting 

Management is responsible for recording the transactions of the business in 

accordance to GAAP and interprets financial standards to fairly reflect past results and 

the most likely effects of events that will occur in the future. Auditors are responsible for 

the attest role in evaluating whether the financial statements fairly present the financial 

condition of the company. In this role, auditors gather sufficient competent evidential 

matter to make judgments and determinations conceming the appropriateness of the 

financial information. This attest role of auditors involves judgment regarding the review 
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and evaluation of the manager's interpretation and implementation of accounting 

standards. 

The judgment tasks and settings of accounting and auditing are distinguished from 

those in generic settings by four features: (1) the multiperiod/multiperson nature of the 

judgments and decisions, (2) enormous financial (and other) consequences involved, (3) 

the presence of markets, and (4) important institutional considerations (Ashton and 

Ashton, 1995). Both the management's and auditors' roles in the judgment relating to the 

financial reporting of the company are important and distinctive. 

Management's Responsibility in Reporting 

The Statement on Auditing Standards No. 57, Auditing Accounting Estimates, 

(AICPA, 1988) summarizes the management's general responsibilities. The six elements 

of the estimation process identified in SAS 57 are: 

1. Identify situations requiring estimates; 

2. Gather relevant data; 

3. Identify relevant factors; 

4. Develop assumptions representing management judgment of the most likely 

circumstances; 

5. Determine the estimated amount; 

6. Determine that the estimate is presented in accordance with generally accepted 

accounting principles, including adequate disclosure. (AICPA, 1988) 
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The management of a firm determines and records a point estimate of the amount 

to be presented in financial statements. This single point estimate is chosen even when 

the nature of the estimate is a range of balances that quantify with a reasonable degree of 

certainty. Management's bias results from the subjective selection of a single point from 

a range of estimated amounts. 

Dhaliwal (1984) finds that self-interest might affect estimate choice when 

management compensation is based upon accounting income. Estimate choices are also 

affected when the financial statements are subjected to restrictive debt covenants and the 

margin of compliance with those covenants are narrow (Dhaliwal, 1984). 

The foregoing discussion provides a basis to posit that management's recording of 

an accounting transaction is influenced through the selection of the timing and the 

amount of an accounting transaction as well as the potential for bias in interpretation of 

GAAP to achieve specific results. Two clients faced with similar sets of historical data 

and similar sets of assumptions about the future may choose different measurements for 

reasons not related to the interpretation and implementation of GAAP. 

Management's explanation for the choice may influence the auditors' judgment to 

accept the amount recorded for a specific transaction. The potential range of the latitude 

of judgment to interpret GAAP is demonstrated through the recording of supplies expense 

or a potential impairment loss. As defined by the matching principle, supplies expense is 

recorded when supplies are used and the implementation of this principle is 

straightforward. On the other hand, an impairment loss requires high levels of judgment 

and provides a potential for a wide range values for the potential impairment loss based 
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on the assumptions and estimates applied by management. The selection of these 

assumptions and estimates may result in different decisions by management in different 

firms. 

The uncertainty and future orientation of estimates allows management 

considerable latitude in the choice of a single estimated amount from a range and 

provides an incentive to bias financial statements in a specific direction by the judicious 

choice of estimates. SAS 57 directs auditors to maintain an attitude of professional 

skepticism when evaluating the objective and subjective factors associated with 

management's estimation process. 

The interpretation and implementation of SFAS No. 121 requires discretion in the 

timing and measurement of the write-down of impaired assets. Different methods can be 

used to estimate future cash inflows and fair value of assets. This situation is contrasted 

with the other end of the latitude in interpretation of GAAP through the recording of 

supplies expense. The matching principle in the context of supphes expense is 

straightforward and does not require high levels of estimation or assumptions. 

Auditors' specific responsibilities for interpreting and implementing accounting 

standards and the attestation of a client's fair reporting of a company's financial results 

also exist. The responsibilities of auditors are discussed next. 

Auditors' Responsibility in Reporting 

This section defines the task of auditing, discusses the auditors' responsibilities in 

reporting, and presents several challenges in the current audit environment. These 
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challenges add pressure to auditors' judgment task and setting that may affect auditors' 

behavior. 

A major purpose of auditing is often stated to lend credibility to financial 

information and statements prepared by managers. The framework for auditing is 

provided in The Philosophy of Auditing (Mautz and Sharaf, 1961) and A Statement of 

Basic Auditing Concepts (ASOBAC, 1975). Mautz and Sharaf (1961) define the task of 

auditing as the review of measurements and communications of accounting for propriety. 

Within ASOBAC, the Committee on Basic Auditing Concepts states that: 

The application of the auditing process to the communication of 
accounting information enhances the value of accounting information and 
that the primary beneficiary of the audit process is the user of the 
accounting information. (ASOBAC, 1973, p. 8) 

The user of the information must interpret the content and evaluate the quality of 

the information. However, four conditions exist that are difficult for the user to assess the 

quality of the information: (1) conflict of interest between user and preparer; (2) 

significance of the consequences; (3) complexity of the information; and (4) remoteness 

or separation between the user and the preparer. These four conditions result in the users' 

reliance on an independent third party, the auditor, to evaluate and attest to the quality of 

the information (ASOBAC, 1973). The auditor issues the audit report and makes a 

statement regarding the fair presentation of the financial statements in accordance to 

generally accepted accounting principles. This process requires the auditor to review 

estimates used in the reporting process. 
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Potential Conflict with Client Management 

The auditors' responsibility in evaluating management's estimates requires a 

subjective judgment that may place the auditor in conflict with client management. Due 

to the nature of the estimates and the potential for client management to bias estimates in 

order to achieve a desired purpose other than the fair presentation of the financial 

statements, auditors have less reliable evidence than management in making subjective 

judgments. Auditors' activities in examining accounting estimates and subjective 

measurements include a preliminary assessment of materiality, application of audit 

procedures to determine an independent estimate, a determination of the reasonableness 

of the point estimate or subjective measurements, and documentation of the 

determination (AICPA, 1988). According to SAS 57, the auditor has three 

responsibilities in the evaluation of accounting estimates to obtain sufficient competent 

evidential matter to provide assurance that: 

1. All accounting estimates that could be material to the financial statements 

have been developed. 

2. Those accounting estimates are reasonable in the circumstances. 

3. The accounting estimates are presented in conformity with applicable 

accounting principles and are properiy disclosed. (AICPA 1988, pp. 3-4) 

SAS 57 also states that "the auditor also should consider whether the difference 

between estimates best supported by the audit evidence and the estimates reported in the 

financial statements, which are individually reasonable, indicate a possible bias on the 

part of the entity's management" (AICPA, 1988, p.7). The auditor needs to maintain an 
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attitude of professional skepticism as management's estimations are evaluated to 

determine the relevance, reliability and potential bias that may exist. 

Auditors will determine a range that reflects an assessment of materiality with 

respect to the point estimate. Auditors also develop an independent estimate of the tme 

value to determine if the point estimate falls within the range of acceptance for 

materiality. The audit involves the examination of voluminous data to attain an overall 

assessment as to the "faimess" of the financial statements and eventually the auditor 

issues an opinion as to whether the statements present fairly in conformity with GAAP 

(AICPA, 1992). The opinion is based on the auditors' judgment as to whether: 

1. accounting principles selected and apphed have general acceptance, 

2. the accounting principles are appropriate in the circumstances, 

3. the financial statements and notes are informative, 

4. the information presented in the financial statements is classified and 

summarized in a reasonable manner, 

5. the financial statements reflect the underlying transactions and events in a 

manner that presents the financial position, result of operations and cash 

flows stated within a range of acceptable limits. (AICPA, 1992, p. 2) 

During the audit, auditors are to maintain independence in evaluating and attesting 

to the financial information. However, conflicts between the auditor and management 

will arise due to the various constraints and risks that result from the needs and 

consttaints of management and the auditing firm. Auditors experience pressure due to 

many factors in addition to potential conflicts with the client. Some of these factors result 
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from changes in the auditing profession and may affect the auditors' judgment task. 

These factors are (I) changes in the code of ethics, (2) auditing procedures relating to 

substantive testing and risk assessment (3) the result of an increasingly competitive 

market, and (3) the public's perception of the auditor's lack of independence. 

Changes in Code of Ethics 

During the 1980s, the ethical environment of CPAs has been questioned largely as 

a result of some highly publicized audit failures and investigations by committees of the 

U.S. Congress (Berton, 1985). The audit profession responded to these criticisms by 

issuing a restmctured Code of Professional Conduct (AICPA, 1988). SAS 57 provided 

guidance to auditors on obtaining and evaluating sufficient competent evidential matter to 

support significant accounting estimates in an audit of financial statements in accordance 

with GAAP. Auditors have to evaluate accounting estimates by identifying the 

circumstances that require estimates, evaluating the reasonableness of the estimates, and 

determining whether the estimates have been presented in conformity with applicable 

GAAP and properiy disclosed (AICPA, 1988). If the auditor's independence or ethics has 

been perceived lower than promulgated in the professional standards, the audit quality 

and value of the financial information will be compromised. 

Substantive Testing and Risk Assessment 

Another factor that has changed in the audit environment is the auditing 

procedures relating to substantive testing and risk assessment. The current audittng 
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standards and practice include audit and business risk assessment, analytical evaluation 

and controls perspective. How the auditors assess the intemal control and risks will affect 

the planning and auditing procedures for the audit. If the auditors' evaluation of the 

intemal control structure is strong, auditors may decide to restrict substantive testing 

because the intemal control structure is likely to prevent or detect material misstatements. 

The financial statements are less likely to contain material misstatements and auditors 

may properly do less substantive audit work. 

Audit methodologies have changed to help auditors obtain the in-depth business 

knowledge required to assess the economic implications of complex business 

relationships and activities. The auditing process needs to emphasize and identify when 

managers may have exploited ambiguous and complex accounting mles. Less emphasis 

is placed on broad-based application of audit sampUng to the population of routine 

ttansactions and account balance details as the manual processing of transactions is 

replaced by technology. The new audit approach is referred to as strategic-systems 

auditing (SSA) (Bell and Solomon, 2002). 

SSA requires auditors to: 

1. make effective pre-testing assessments of the risk of material 

misstatement in managers' assertions, 

2. design follow-on tests of controls and financial statement amounts 

and disclosures that are sufficiently reliable and apply them 

effectively, 

3. make con-ect interpretations of the resuUs of such tests, 
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4. form final assessments of the risk of material misstatement based on 

the accumulated results of auditing procedures that provide 

sufficient risk assessment. (Bell and Solomon, 2002, p,4) 

Auditors use SSA to assess risk factors relating to fraudulent financial reporting. 

SSA knowledge acquisition methodology guides the auditors' search for symptoms of the 

existence and emergence of significant business problems that the company's managers 

may distort or conceal from auditors in the auditing process of inquiry and tests. This 

approach emphasizes the identification and assessment of business factors (Bell and 

Solomon, 2002). 

The auditors' judgment is important and persuasive in determining the audit 

procedures and activities. It is possible that a material misstatement may exist, and 

auditors do not detect its existence due to the nature of the audit work performed. 

Increasingly Competitive Market 

Theoretically, the primary role of auditors is to serve the public, which represents 

the interests of various constituencies such as the shareholder, the federal govemment, 

and the general public, and the users of the financial statements. The client pays auditors 

for this service to the public. The retention of the auditors' service is important to the 

auditors' livelihood. The increasingly competitive market for audit services pressure 

auditors to use more innovative methods for attracting and retaining the finite number of 

clients and make more aggressive choices in marketing their services and managing the 

audit engagement. As the business relationships in auditing, tax, and consulting services 
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increase, the perception of the accounting firm's possible lack of independence and 

conflict of interest becomes questionable (See Reiter 1999 for review). 

Auditors face the responsibility of serving the paying client and the public. 

Auditor aggressiveness in confronting reluctant clients on critical presentation and 

disclosure issues may result in conflicting objectives of auditors' personal interests or that 

of their firms, the client's interests, or users' of the financial statements. However, 

auditors must maintain the role of an independent third party that evaluates and attests to 

the quality of the information presented in the financial statements. Auditors' 

independence in serving the client and the public has been questioned due to the 

increasingly competitive market and the wide variety of consulting services auditing firms 

have provided in addition to auditing and tax services. 

Auditors' Independence 

The independence and quality of the outside auditors affects the likelihood of 

detecting eamings manipulation and precluding it from the eamings statements (Feltham, 

et al., 1991). Feltham et al. (1991) describe auditor quality as including the ability and 

wilhngness to be more discriminating in examining the company's records and more 

resistant to pressures from the client that relate to acquiescing to a questionable or 

aggressive accounting policy. As part of the reporting process, an "independent" 

accountant is hired by registrant management to certify compliance of management's 

financial statement assertions with GAAP and conducts an examination that applies 
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GAAS. The accountant is to maintain an independence of mental attitude in conduction 

the examination and expressing an opinion. 

Kinney (1999) provides two views of independence: (1) a necessary constraint, 

extemally imposed by the SEC or AICPA or (2) one of three core value components of 

CPAs' individual and collective reputations central to their market values.' The first 

view presents potentially problems with the auditor trying to maneuver around or just 

meet the extemally imposed constraint whereas the second view should result in the CPA 

or CPA firm trying to develop, maintain, and exploit the core value. The latter view 

would lessen investors' worries because CPAs and CPA firms would develop effective 

and efficient ways to maintain and improve independence reputations to enhance their 

wealth (Kinney, 1999). 

During the 1990s, SEC Chairman Levitt questioned the auditors' behavior and 

expressed concem that auditors were not meeting independence role. The SEC regarded 

auditor independence as the cornerstone of the capital formation process. Walter 

Schuetze, former Chief Accountant of the SEC, stated, "that the independence of 

auditors, both in appearance and in fact, is crucial to the credibility of financial reporting 

and, in tum, the capital formation process" (Schuetze, 1994, p. 69). 

The Public Oversight Board (POB) and the AICPA SEC Practice Section's 

advisory board on auditor independence concluded that forces within and outside the 

profession could erode the auditors' independent role as a watchdog for the public (Saul, 

' Kinney (1999) identifies the other two core value components are expertise in measurement and 
competence in application of standardized measurement rules. 
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1996). In 1997, the AICPA and SEC announced the formation of a new Independence 

Standai-ds Board that would take over setting independence standards for auditors of 

public companies (Reiter, 1999). The SEC expressed concem that auditors failed to show 

independence in fact and appearance; and questions conceming independence of the 

auditor appeai'ed to continue into the new millennium (Reiter, 1999). 

In June 2000, the SEC addressed the definkion of auditor independence and 

identified the following five areas related to auditor independence in the Proposed Rule 

S7-13-00, Revision of the Commission's Auditor Independence Requirements: 

1. goveming principles for determining when an auditor is not independent, 

2. financial relations with an audit client, 

3. employment relations with an audit client, 

4. provision of non-audit serviced for or in alliance with an audit client, 

5. disclosure of fees for non-audit services. (SEC, 2000a) 

The SEC issued the final mles on independence in November 2000 and the mles 

became effective the following year. The rules included the following restrictions: 

1. Consulting services to help client companies acquire and setup financial 

information systems were allowed as long ass the client companies were 

responsible for making all decisions relating to the systems and maintained 

control of the project. 

2. The fees charged for audit services and information systems as well as fees 

for all other client services were to be disclosed in the financial statements. 



3. Bookkeeping services for foreign divisions or subsidiaries of the client were 

allowed but the auditors were disallowed to maintain or prepare financial 

statements for the client. 

4. Forty percent of the client's intemal audit work was allowed to be 

performed by the auditing firm. (SEC, 2000b) 

The SEC "will not recognize as independent an accountant who, with respect to 

an audit client, is not, or would not be perceived by reasonable investors to be, capable of 

exercising objective and impartial judgment on all issues encompassed within the 

auditor's engagement" (SEC 2000a, Section niB). Four goveming principles state that 

independence is impaired when an auditor: 

1. has a mutual or conflicting interest with the audit client, 

2. audits the auditor's own work, 

3. functions as management or an employee of the audit client, 

4. acts as an advocate for the audit client. 

The SEC required the mles due to the increased business and financial 

relationships that existed between auditing firms and clients, increased dual-career 

families, and the mobility of accounting professionals. The financial relationships 

between auditors, auditing firms, and clients include investment as well as loans, savings 

and checking accounts, and insurance products (SEC 2000a, Section I). 

On July 17, 2001, the AICPA and SEC announced that the Independence 

Standards Board would discontinue its operations effective July 31, 2001. They 
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concluded that the ISB had largely fulfilled its mission and that much of the ISB's work 

was incoiporated into the SEC's final rules for auditor independence. 

On January 22, 2003, the SEC finalized mles required under the Sarbanes-Oxley 

Act. Although, these mles tightened auditor independence, the final rules were not as 

restrictive as the first proposed rules under Sarbanes-Oxley. Accounting firms were 

disallowed to provide consulting services but were allowed to provide tax compliance, 

tax planning and tax advice for their audit clients, provided the client's audit committee 

has pre-approved the services. In addition, audit rotation requirements were limited to 

five years for the lead and concurring partners who are the two most senior accounting 

partners on a client service team and to seven years for other partners deemed significant 

to the team. 

Importance of Auditor Independence 

Auditors must be cognizant of aggressive behavior that would compromise the 

perceptions of audit quality, auditor independence and credibility, and the ethical 

standards of the profession. "If the profession is to maintain the necessary uniformly high 

professional and ethical standards to conduct its activities, it must ensure that competitive 

pressures do not give rise to aggressive behaviors that threaten the standards" (Cohen et 

al., 1994). 

The AAA Financial Accounting Standards Committee discusses the importance of 

auditor independence to the financial reporting process and presented six main points: 
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1. Auditor independence is desirable because it is an input to reliable 

financial statements. That is, auditor independence increases the 

quality of the audit, which increases the reliability of the financial 

statements. 

2. Good quality audits require both competence (expertise) and 

independence. Financial statement users' perceptions of audit 

quality are a function of their perceptions of both Al and expertise. 

3. The auditor is an expert and a professional. 

4. Both independence and self-interest reside in persons. The intent of 

independence rules directed at individual persons is to affect the 

behavior of auditors making individual and team judgments and 

decisions within the audit firm. Independence rules should 

distinguish the auditor form the firm and should acknowledge that 

the individual auditor faces incentives and penalties that differ from 

those facing the audit firm as a whole. 

5. The intent of independence rules directed at auditing firms is to 

affect the contracting opportunities available to audit firms acting as 

legal entities. Audit firms are made up primarily of human capital, 

knowledge capital and financial capital. Therefore, the object of 

independence regulations as they pertain to audit firms as a whole is 

placing of Umitations on contracts for human capital, knowledge 

capital and financial capital. 
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6. The client entity whose financial reports are the subject of the audit 

should not be viewed as if it were a natural person with a unique 

state of mind. The corporation is composed of multiple groups with 

potentially different interests. The auditor has relations and 

interactions with some of the stakeholder groups/contracting parties 

who compose the entity whose financial reports are audited, (e.g., 

members of management, the audit committee of the board of 

directors). Since the latter have an oversight function with respect to 

the former, the interests of management and the audit committee 

cannot be assumed to be identical. (AAA, 2001, pp. 374-375) 

Two papers specifically examine the effects of non-audit services on auditors' 

judgments and relations with clients. Emby and Davidson (1998) find that auditors are 

less influenced by client managers' preferences for financial reporting when non-audit 

engagements involve specialized, as opposed to general, services. This suggests auditors 

are less susceptible to manager pressures when they possess greater economic power in 

then consulting arrangements with these clients. Beck et al. (1988) find that the 

incremental effects of consulting service on auditor tenure with a client are small in 

relation to the base tenure level associated with audit services. Thus, the provision of 

general consulting services appears to have little effect on auditor and client ties beyond 

those that already exist as a result of the auditing relation. 

Research has found several countervailing forces mitigate effects of incentives for 

client retention: both environmental forces, such as litigation and reputation loss, and 
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institutional forces, including peer review and compensation arrangements. Finally 

stakeholder groups at audit clients, such as audit committees, provide counterbalancing 

forces. Studies on auditor independence are discussed next. 

Auditor Independence Studies 

Several environmental forces mitigate the effects of incentives faced by auditors 

to compromise or impair their independence. During the late 1990s, several forces 

existed: (1) strong self-regulatory mechanisms such as the Public Oversight Board, 

including peer reviews and other quality assurance reviews; (2) the ISB and the Auditing 

Standards Board; (3) the possibility of reputation loss; and (4) the threat of htigation or 

similar sanctions. Individual auditors who face significant penalties if they are caught 

having performed a defective audit have strong incentives to avoid defective audits. 

Regulatory elements that promote independence as an element of a good audit include a 

high probability of being caught and a big penalty. Research indicates that the risk of 

litigation reduces the influence of managers' preferences on auditors' decisions and deters 

unethical behavior on the part of auditors (Farmer et al., 1987; Trompeter 1994; Shafer et 

al., 1999). Additionally, Wilson and Grimlund (1990) find that audit firms whose 

reputations have been impaired due to SEC disciplinary action suffer losses of market 

share and client engagements. 

Institutional arrangements within audit firms also provide mitigating forces. 

Shafer et al. (1999) report that peer review deters unethical behavior on the part of 

auditors. Certain types of compensation arrangements also appear to mitigate the effect 
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of incentives for client retention. Trompeter (1994) finds that auditors do not use the 

flexibility in GAAP to justify client's preferences when firm wide, as opposed to local 

office, profitability is emphasized in compensation arrangements. Carcello et al. (2000) 

indicate that the type of compensation plan (small- versus large-pool) also interacts with 

client size in determining the likelihood that an auditor issues a going concem opinion. A 

synthesis of the three studies suggest that audit firms' compensation plans play a 

significant role in whether auditors compromise their professional judgment in hght of 

pressure from clients' managers. 

Certain stakeholder groups at audit clients also appear to provide counter 

balancing forces toward auditor independence. Specifically, management and/or the audit 

committee appear to take independence issues into account when approving non-audit 

services by the company's auditor. Parkash and Venable (1993) find that the amount of 

recurring non-audit services purchased by audit clients varies with proxies for the level of 

agency costs between client managers and shareholders. Specifically, they find that 

corporations purchase fewer non-audit services from their auditors when share ownership 

is dispersed and management owns a relatively lower percentage of stock. Firth (1997) 

documents a positive relation between the purchase of non-audit services form the auditor 

and ownership concenttation, measured as director shareholdings and the percentage 

shareholding of the largest owner. This finding implies that lower ownership 

concentrations—a proxy for agency costs—are associated with larger purchases of non-

audit services from auditors. The results suggest that either corporate managers or audit 
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committees )or both) lu-e sensitive to issues related to auditor independence when 

purchasing non-audit services from their auditors. 

McMulIen (1996) reports that the presence of an audit committee is positively 

associated with more reliable financial reporting, as measured by lower shareholder 

litigation alleging management fraud, fewer eamings restatements, fewer SEC actions, 

fewer illegal acts, and lower auditor tumover following an accounting disagreement. 

Other studies suggest that the benefits of an audit committee depend on the characteristics 

of its members. Beasley (1996) finds that firms with financial statement fraud have a 

significantly higher percentage of outside directors on an audit committee than do firms 

with financial statement fraud. Carcella and Neal (2000) report that auditors are more 

likely to issue a going-concem opinion when there is a lower percentage of insider 

directors on the audit committee. The findings highlight the importance of an audit 

committee composed of outside directors to both financial statement reliability and 

auditors' ability to withstand pressure from client management. Thus, the stock 

exchanges' implementation of the Blue Ribbon Committee on Improving the 

Effectiveness of Corporate Audit Committees' (1999) recommendation that audit 

committees be composed of independent directors is likely to have significant positive 

effects on auditor independence. 

In another study, financial statement users expressed greater concem that factors 

such as competition, the provision of non-audit services, and incentives to retain chents 

negatively affect auditor independence (Firth, 1980; Reckers and StagUano 1981; 

Shockley 1981). Farmer et al. (1987) note that accounting students, staff accountants, 
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and senior accountants place more importance than do managers and partners on the 

effect of financial incentives on auditor independence. 

Financial statement users' concems about auditor independence may reflect a lack 

of understanding of checks and balances in the audit environment. According to 

psychology research, peoples' beliefs about groups to which they do not belong are less 

complex than the beliefs about groups to which they do belong (Eagly and Chaiken 1993, 

120; Linville 1982). Financial statement users' concems about auditor independence may 

reflect a lack of understanding of the audit process. Thus, the financial statement users' 

expressed greater concems than the auditors that competition and non-audit services 

negatively affect auditor independence because of the user's potential lack of 

understanding of the checks and balances within the auditing environment. 

Auditor independence is important to the financial reporting. The SEC mles are 

intended to strengthen the public's perception of auditor independence. Several major 

instances of misstated eamings that have been reported over the last years have led many 

to question the effectiveness of the various aspects of the audit function such as auditor 

independence. An auditor is not independent in appearance when financial statement 

users view the auditor has having motivation, opportunity and insufficient mitigating 

circumstances to violate independence. 

Although auditor independence factor is not the focus of this study, the existence 

and resulting pressure in the auditing environment may influence the auditors' behavior. 

Other behavioral factors also exist and may influence the auditors' judgment in the audit 

process. 
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Other Factors that Influence the Auditors' Judgment 

Basic systemic processes involving inputs, processing and outputs have explained 

the judgment and decision-making processes. The processes were affected by various 

organizational and environmental factors (see Amold [1997] for a review). 

Organizational factors such as client size, management integrity, management motivation 

or objectives, and competition influenced the judgment and decision-making processes. 

Environmental factors such as time pressure, accountability, performance incentives, 

justification, and feedback have been investigated to increase the understanding of the 

accounting environment and their effect on judgment and decision making. The literature 

relating to other factors that influence the auditors' decision such as the client's 

persuasive explanation for a transaction, the SEC's role and responsibilities in financial 

reporting, experience, and accountability are discussed next. 

Ghent's Persuasive Explanation 

The client explanation for their interpretation of GAAP may affect the auditors' 

decision-making process. In fact, management explanation was the most influential 

evidential matter obtained by auditors (Koonce, 1992). Research addressed how client 

pressure or client preferences affected the auditors' behavior to act in a manner consistent 

with the client's wishes. 

Research indicated that decision-makers tended to make decisions that were 

preferred by those viewed as powerful others (Gibbins and Newton, 1994; Quilliam, 

1993; Tetiock et al., 1989; Tetlock, 1983). Cohen and Trompeter (1996) discussed how 
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audit partners differed in their willingness to acquiesce to client preferences and in their 

wilhngness to risk losing a client. Brown et al. (1996) suggested that when auditors were 

aware of the preferences of the audit firm management, auditors may have difficulty 

disentangling preferences of these superiors from their own beliefs. Hanno and Kida 

(1996) found that the consequences of the decision such as displeasing a powerful other 

may alter both the decision process and the decision. This research indicated that clients 

may have influenced the decision of auditors. 

Evidence suggested that clients exerted strong pressures on auditors to accept their 

perspective on ambiguous accounting matters (Johnson et al., 1991; Anderson and 

Koonce, 1995; Shah, 1996). Company management located precedents that they believed 

were relevant and auditors used the precedents as evidence to endorse or discourage a 

particular accounting treatment (Shah, 1996). 

Several studies have examined the effects on the auditors' decisions if auditors 

were aware of the client preference on an issue. Extant literature indicated mixed results 

conceming client preference in which a desired outcome or accounting treatment was 

clearly stated and the auditors' behavior to act in a manner consistent with the client's' 

wishes (Gramling, 1997; Buchman et al., 1996; Salterio, 1996; Salterio and Koonce, 

1997; Trompeter, 1994). 

Gramling (1997) found that client and partner preferences influenced audit 

managers' decisions as to the extent of reliance to place on the work of a client's intemal 

audit department. Auditors were more likely to rely on the intemal audit department 

when the client explicifly emphasized the need for lower audit fees. However, no 
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evidence was found to support that client preference influenced auditors'initial evaluation 

of the quality of the intemal audit. 

Other client preference studies examined how judgments regarding specific 

accounting treatments were affected. Buchman et al. (1996) found no significant effect 

on whether a client's prefen-ed litigation disclosure influenced the auditors'recommended 

disclosure. The authors suggested that the results of this study may have been affected 

because the auditors had not felt pressure to perform as the client wished due to a failed 

manipulation in accountability and the participants' lack of feeling accountable to the 

clients. 

Salterio (1996) examined the effect of client persuasion on auditors'judgment 

through archival and experimental methodologies. The experiment failed to demonstrate 

that clients directly influenced audit judgments, whereas the archival data indicated that 

an indirect influence might exist. 

Salterio and Koonce (1997) examined the effects of both consistent and mixed 

accounting precedents to determine if the presence of overwhelming precedents that 

conflicted with the client's preferred accounting treatment affected the auditors' 

judgment. This study provided an understanding of how auditors judged the 

persuasiveness of precedents in accounting situations where authoritative guidance was 

not given. These researchers found that auditors relied to a greater extent on precedents 

when the precedent situations were similar to the problem situation. The auditors did not 

heed the client's position when auditors were aware of the client's position on the 

accounting matter and all available precedents pointed to the same conclusion that was 
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different than the client's treatment of the accounting issue. The auditors followed the 

client's position when auditors knew the client's position on the accounting matter and 

the available precedents were mixed in their implications for the appropriate accounting 

treatment. Therefore, auditors appeared to have responded to client preferences when 

GAAP was ambiguous; and there was sufficient evidence to favor the client's position. 

Trompeter (1994) considered whether the level of ambiguity in GAAP moderated 

the impact of client preference on auditors' judgment. His findings examined the effects 

of partners' compensation and indicated that: (1) partners with compensation more 

closely tied to client retention were less likely to require downward adjustments to 

income, suggesting that audit partner compensation schemes may have affected auditor 

objectivity and (2) more specific GAAP increased the likelihood that partners required 

downward adjustments to income, suggesting that GAAP may have limited the client's 

ability to influence the auditors' judgment. The study utilized a restrictive case in which 

the chent wanted to report higher values for marketable securities and a less restrictive 

case in which the client wanted to report a relatively small bad debt expense. 

In another study relating to incentives to retain audit engagements. Farmer et al. 

(1987) found that an auditor was more likely to agree with managers' financial-reporting 

preferences when the risk of losing the engagement was high. This research suggested 

that auditors' judgments were influenced by incentives to retain audit clients. 

Another area of research closely related to client preference but subtler in nature 

was chent advocacy. Auditors were advocates if mere knowledge of the client's best 

interests impacted the audit judgment (Haynes et al., 1998). Haynes et al. (1998) 
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explored whether auditors assumed the role of client advocate. Their results indicated 

that auditors did not automatically assume an advocacy position; that is, their judgments 

were not necessaiily reflecting client interest based only on situational or contextual 

information such as client identity. However, when client interests were made salient, 

experienced auditors exhibited behavior consistent with advocacy. 

Auditors have incentives to agree with the client whenever possible to maintain 

client relations and maintain business (Lochner, 1993; Schuetze, 1994). When the 

regulators did not deny different accounting treatments of a similar transaction or 

provided flexibility in the method used to calculate the accounting treatment, clients 

exerted strong pressures on auditors to accept their perspective on ambiguous accounting 

matters (Johnson et al., 1991; Anderson and Koonce, 1995; Shah, 1996). 

Even when the client may have valid reasons for a choice of accounting treatment 

or method of calculation, the appearance of a lack of independence may surface in these 

instances (Lochner, 1993). If auditors' judgment changed as of a result of the client's 

interpretation and explanation of an accounting standard, the independence of the auditor 

was compromised. Previous experimental studies examined the impact of GAAP on 

outsiders' perceptions of the auditors' ability to resist client-imposed pressures. These 

studies supported the arguments regarding the role of GAAP in reducing client leverage 

(Shockley, 1981; Knapp, 1985). The authors found that third parties perceived auditors 

as more independent when the range of altematives available was limited, and that the 

third parties view GAAP as a mechanism that sets boundary conditions that constrained 

auditors' judgment. 
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Client preferences may be affected by the level of persuasion and who provided 

the information. Psychology research (Harkins and Petty, 1987; Schum, 1989) and 

auditing research (Hirst, 1994a) suggested that independent message sources were 

considered persuasive. Hirst (1994a) found that auditors weighed information originating 

from other audit team members more heavily than information from client personnel. 

Schum (1989) found that an independent source was perceived as more credible than a 

non-independent source of audit evidence. Information obtained through the inquiry of 

management was one of the most persuasive types of audit evidence (Koonce, 1992) 

Studies suggested that auditors appeared to take source reliability into 

consideration when evaluating the representation of management (Rebel et al., 1988; 

Hirst, 1994b). Hirst (1994b) demonstrated that auditors put more weight on information 

originating from other audit team members than information from client personnel. 

Research has demonstrated that decision-makers tend to make decisions that were 

preferred by those viewed as powerful others (Gibbins and Newton, 1994; Quilliam, 

1993; Tetiock et al., 1989; Tetiock, 1983). Brown et al. (1996) suggested that when 

auditors know the preferences of powerful others such as the client, SEC, AICPA, the 

auditors' supervisor, auditors may have difficulty disentangling preferences of powerful 

others from their own beliefs. Hanno and Kida (1997) found that the consequences of the 

decision such as displeasing a powerful other may alter both the decision process and the 

decision. Cognitive characterizations of the audit judgment process suggested that once a 

preferred decision was identified, the decision-maker will attempt to justify that decision 

throughout the judgment process (Emby and Gibbins, 1988; Peecher, 1996). 
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Clients appear to be able to exert pressure on the judgment of auditors in the area 

of ambiguous accounting matters (Johnson et al., 1991; Anderson and Koonce, 1995; 

Shah, 1996). Client preferences and persuasion were shown to influence the audit 

judgments either directly or indirectly when the auditors were aware of the client's 

position (Salterio, 1996) and precedents either supported the client's position or was 

ambiguous (Shah, 1996). Auditors placed more weight on evidence provided by other 

auditors than the client (Hirst, 1994b). 

Using this research (Johnson et al., 1991; Anderson and Koonce, 1995; Shah, 

1996), auditors would apparently be more persuaded by GAAP that is narrow in its 

interpretation than the client's position. However, when GAAP is broad in its 

interpretation, the client's persuasive explanation may influence the auditors' acceptance 

of the client's position. 

None of the studies have been performed in the context of eamings management 

where a client is interpreting GAAP in order to achieve the analysts' forecasts or targeted 

eamings for the year. A reasonable assumption is that clients may influence the auditors' 

decision to approve the client's desired level of eamings management. Accounting 

research that has been performed in client persuasive behaviors has not devoted attention 

to this notion. If the type of GAAP and the client's persuasive explanation influences the 

auditors' decision to allow eamings management, the role of the SEC may mitigate the 

amount of eamings management allowed. Research that has examined the effects of the 

SEC's enforcement actions on auditors and management are reviewed next. 
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The Role of the SEC in Reporting 

The primary role of the SEC is the regulation of reporting requirements for 

publicly traded firms, and the SEC mandates how firms should report financial 

information. The SEC establishes and promulgates Staff Accounting Bulletins to 

interpret accounting requirements and other SEC pronouncements. Auditors use the 

SEC's reporting requirements as well as GAAP when the auditors assess whether 

companies have fairly presented the financial operating results. 

Two other objectives of the SEC's accounting and auditing regulatory 

enforcement system are the maintenance of the credibihty of public financial disclosures 

and the investigation of possible auditor deficiency. The SEC is responsible for the 

determination of the seriousness and extent of auditor involvement in deficient client 

financial reporting or in a scheme to mislead the pubhc. As a result of the large number 

of revenue recognition issues that registrants have encountered, the SEC's staff has issued 

SAB 101—Revenue Recognition in Financial Statements to summarize the staff's views 

in applying GAAP to revenue recognition. Auditors can incur substantial legal and 

reputation costs by certifying the financial statements of a client that is too aggressive in 

adopting liberal or inappropriate accounting treatments (St. Pierre and Anderson, 1984). 

Various research studies have investigated the effects of enforcement actions by 

the SEC on chent firms as well as auditors (Dechow et al., 1996; Moreland, 1995; 

Dopuch and Simunic, 1982; Davis and Simon, 1992). Dechow et al. (1996) investigated 

finns that were subject to enforcement actions by the SEC. The client firms allegedly 

violated GAAP by overstating reported eamings. Firms manipulating eamings were 
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found to (1) more likely to have boards of directors dominated by management, (2) more 

likely to have a Chief Executive Officer who simultaneously serves as Chairman of the 

Board, (3) more likely to have a Chief Executive Officer who is also the firm's founder, 

(4) less likely to have an audit committee, and (5) less likely to have an outside 

blockholder. Dechow et al. (1996) did not find that the use of Big Eight (now Big Four) 

auditors were significantly different between firms subjected to enforcement actions and 

the control firms. 

Moreland (1995) examined the effects of enforcement actions by the SEC against 

Big Eight" audit firms by looking at the association between eamings and stock retums 

of client firms. The results were consistent with the hypothesis that public criticism of an 

audit firm reduced the perceived precision of the client firm's accounting information and 

the extent to which stock retums of client firms are associated with annual eamings. 

These previous studies investigated and showed the effects on companies or 

auditing firms when the SEC issued sanctions. The SEC carefully identified and 

established firms that knowingly and intentionally manipulate eamings before taking an 

enforcement action (Pincus et al., 1988). Because the SEC has more target firms than it 

can practically pursue and because formal investigations are costiy and highly visible, the 

SEC rank orders firms for potential investigation (Feroz et al., 1991). 

An approach of the SEC to draw attention to its concems relating to eamings 

management and its focus on transparent financial reporting was a letter of notification to 

150 pubhcly traded companies. On January 22, 1999, these companies were notified that 

the SEC might review their 1998 financial statements due to eamings charges recorded 
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for asset write-downs, restructuring activities, or acquired in-process research and 

development (MacDonald, 1999a). The letter addressed the Management Discussion and 

Analysis and disclosures in the financial statements required for asset impairments, costs 

to exit activities, employee terminations, restructuring costs, and acquired in-process 

research and development. The potential effects of the SEC notification on the auditors' 

decision to allow eamings management has not been identified or investigated. The 

results of previous research on SEC's sanctions would indicate that the SEC's 

notification might also affect the client and the auditing firm. 

Experience 

Auditors are considered experts in the financial reporting field. Their expertise is 

often measured objectively using years of experience. The relationship between 

experience and performance has been well documented in accounting research (Jeffrey, 

1992). The underlying assumption is that performing a task repeatedly will improve the 

performance. The more times a task is performed, the task is leamed better. 

When experience is used as a measure for expertise, experience is assumed to 

generate improved knowledge. This knowledge will lead to improved performance. The 

performance of the decision-making activities of auditors would increase with more 

experience due to the development of knowledge. More experienced auditors are 

assumed to make superior decisions, by identifying relevant information and recognizing 

significant problems. Auditors develop this expertise through their experience and 

knowledge acquired in the audit process. Bouwman and Bradley (1997) define expertise 
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on the basis of a decision maker's performance, experience, knowledge, personal and 

psychological characteristics. 

The most frequently used measure for experience is years of experience 

(Bouwman and Bradley, 1997). Previous research has established a relationship between 

decision making of auditors and years of experience (Bouwman and Bradley, 1997). The 

nature of the experience affects this relationship and task-specific experience affected 

auditors' judgments more than general experience (Colbert, 1989). 

Auditing studies have documented differences in knowledge structures of staff 

auditors, seniors, and managers (Frederick et al., 1994; Libby and Frederick 1990; Tubbs 

1992). Several studies found that inexperienced auditors use different information 

search strategies than experienced auditors (Biggs and Mock 1983, Bouwman 1984, 

Biggs et al., 1987). In these studies, expert auditors used directed strategies and acquired 

relevant information, whereas novice auditors examined information sequentially which 

exposed them to irrelevant information. Shelton (1999) found that even when both 

experienced and inexperienced auditors recognized relevant facts, only the experienced 

auditors were able to ignore irrelevant facts when making audit judgments. 

Bonner and Walker (1994) found that knowledge was acquired when instruction 

was combined with experience or practice with feedback. The results of this study 

indicated that merely giving someone instmction without allowing them practice with 

feedback did not result in the acquisition of knowledge. Experience with a task increased 

the depth of knowledge. 
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In the previous references of the auditing studies that emphasize experience, a 

qualified finding was that experience has been shown to affect the decision-making of 

auditors. Years of experience were shown to be a good measure of expertise. 

Accountability 

An important factor in auditors' decision-making is accountability, "a 

relationship, driven by social, contractual, hierarchical or other interpersonal factors, 

between the source (e.g. the principal) and the accountable person (e.g. the agent) in 

which the latter has incentives to behave as the former wishes" (Gibbins and Newton, 

1994). People often search for ways to justify an action either before or after taking an 

action for which they will be held accountable (Gibbins and Emby, 1984; Tetiock, 1985). 

Accountability has been found to improve accuracy, consensus, and consistency (Trotman 

and Yetton, 1985; Ashton, 1990; Johnson and Kaplan, 1991). This improvement in 

decision-making appeared to be associated with a motivation by subjects who were 

accountable to exert additional effort (Tetiock, 1985; Kruglanski, 1989). Koonce et al. 

(1995) found that accountability increased the time spent on the task and the number of 

justifications generated to support decisions. 

Summary 

The review of the accounting literature in the preceding sections provides 

evidence of several factors that potentially affect the auditors' role in approving eamings 

management have not been investigated. Few behavioral studies relating to the decision 
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making processes of auditors who approve eamings management and the effects of the 

influence of powerful others have been performed. Neariy all work performed on 

eamings management has concentrated on its existence and the firm's motivation to 

manage eamings through various techniques. In this chapter, the findings reviewed have 

been established in the literature, will not be tested again, and are taken as a given body 

of knowledge. However, little research has explored the relation between management's 

desires to manage eamings and the auditors' decision to approve eamings management, 

h would appear that the factors that may influence the auditors' judgment in approving 

eamings management have not been identified or investigated. 

Second, the results of research examining the auditors' judgment in evaluating 

aggressive reporting methods have demonstrated the importance of understanding when 

accounting standards and concepts permit auditors to approve the aggressive positions. It 

would seem reasonable that a broad accounting standard such as SFAS 121 will aUow 

auditors to justify eamings management more easily than a strict accounting principle 

such as matching. Again accounting research performed to date examining aggressive 

reporting behaviors have not devoted specific attention to this notion. None of the 

research has been performed in the context of eamings management. 

Third, the client's persuasive explanation for an accounting transaction is 

recognized as an important factor that may influence the auditors' decision. However, 

very little empirical work has been performed to investigate the nature of the decision

making behavior of auditors to approve eamings management and to examine how the 

chent's persuasive explanation may influence this decision of the auditors. 
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Fourth, from this discussion of prior research, the SEC concems relating to 

eamings management may be relevant. This stems from the fact that Gu and Lee (1999) 

found indirect evidence that eamings management is widespread and on the rise. The 

SEC's role in the accounting and auditing regulatory enforcement is to maintain the 

credibility of public financial disclosures and investigate possible auditor deficiency. 

Previous research has shown that the SEC's past enforcement actions have affected 

various companies and auditing firms. Research has not examined the effectiveness or 

influence of the SEC's notification to companies of potential review of the financial 

statements for eamings management. Auditors should reasonably be influenced by the 

notification. 

The next chapter describes and discusses a framework for the study of the 

auditors' decision-making process in evaluating and approving eamings management. 

This framework focuses on the theories of reasoned action, power stmggle and motivated 

reasoning on the auditors' decision-making process relating to eamings management. 

Specifically, the framework recognizes the influence of the type of GAAP, the chent's 

persuasive explanation for a behavior, and the SEC's notification of potential 

investigation of eamings management activity. 
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CHAPTER m 

THEORETICAL DEVELOPMENT 

Introduction 

In this chapter, a theoretical framework for studying the factors affecting the 

auditors' decision to approve client's eamings management through an aggressive 

interpretation and implementation of GAAP is presented. As documented in the previous 

chapter, past research has found that management has a tendency to manipulate eamings 

and use broad accounting standards to manage eamings. In this study, the influence of 

the type of accounting transaction as well as the influence of the client and the SEC on 

the auditors' judgement to evaluate a client's transaction to manage eamings is 

investigated. 

Various factors may affect the auditor's ability to provide the basic roles of 

auditing as an independent third party who evaluates and attests to the financial 

statements prepared by managers and thereby, lends credibility to the quality of the 

information (ASOBAC, 1973). The auditor's independence has been questioned when 

serving both the paying client and the public. Aggressive reporting behavior by a client 

needs to be carefully evaluated so that auditors do not compromise the perceptions of 

audit quality, auditor independence, objectivity, credibility to the public, and the ethical 

standards of the profession. However, the auditor's role in approving potential eamings 

management may be influenced by client actions and statements as well as important 

others such as the SEC. 
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Theoretical Development 

This study draws on three theories to examine if auditors have differing likelihood 

to approve eamings management when: (I) a broad accounting standard is present (2) 

pressure from the client is applied, and (3) SEC notification of potential investigation has 

been received. First, the theory of reasoned action reflects the influence of beliefs and 

influential others on the intentions of an individual to perform a behavior such as 

approving eamings management. Second, the power struggle theory also posits that 

clients can affect the auditor's approval of eamings management due to asymmetrical 

power relationship that favors the client. Finally, the theory of motivated reasoning 

suggests that individuals will unconsciously engage in biased information processing 

because of their preferences to support client-preferred positions. These three theories are 

explained in the next sections. 

Theory of Reasoned Action 

Fishbein and Ajzen's theory of reasoned action has had broad application in 

explaining behavior (Fishbein and Ajzen, 1975; Ajzen and Fishbein, 1980). This theory 

proposes that an individual's behavior is determined by the beliefs of that individual and 

subjective norms of referent others. The decision-maker is viewed as rational in using 

available information, and his or her behavior is under volitional control to some extent. 

In the theory of reasoned action, five constmcts exist: beliefs; attitude, subjective 

norms, intentions, and behavior (Fishbein and Ajzen, 1975). These relationships are 

shown in Figure 3.1. Behavior is the specific observable act or decision of the individual. 
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An intention-behavior relationship exits. The intentions are a function of the two basic 

antecedent detenninants: (I) attitude that is personal in nature and (2) subjective norms 

that reflects the influence of others. 

Beliefs represent the information and the evaluation of the information that the 

individual has about the behavior. These beliefs are reflected in the individual's attitude 

and subjective norms of referent others. Attitude refers to the degree to which an 

individual has favorable or unfavorable evaluations of the behavior in question whereas 

subjective norms reflect the perceived social pressure to perform or not perform the 

behavior. Intentions are a function of the two basic antecedent determinants of attitude 

and subjective norms. Intention is the central factor that reflects the degree of effort an 

individual will expend to perform a behavior and is the subjective likelihood of the 

motivational factors (attitude and subjective norms) that influence a behavior. 

Behefs based on observations, reflections, experiences, etc. form the building 

blocks in this framework. An individual's belief system at any given time is comprised 

of the individual's attitudes, subjective norms, intentions, and behaviors. These factors 

are assumed to be intemally consistent with one another and extemally consistent with 

reality. For example, consider attending a meeting. An individual may form a favorable 

attitude about attending a meeting through the use of one's set of beliefs towards 

attending the meeting. Based on this attitude and the perceived subjective norms for 

performing the behavior, a person forms an intention to attend the meeting. This 

intention corresponds directly to the related specific behavior. 
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The relationships expressed in the theory of reasoned action are defined through a 

series of equations. The first equation shows the relationship among attitude, outcome 

evaluation, and individual beliefs. Attitude is comprised of the two factors: (1) outcome 

evaluation of how positive or negative are the outcomes or consequences of performing 

the behavior and (2) the behavioral beliefs relating to the strength of the belief that a 

behavior leads to the stated outcomes. 

Formally, this belief-based attitude towards the behavior is measured as the 

weighted sum of the beliefs bj , where the weight w^, applied to each belief is the 

respondent's perception of how good (bad) the outcome is. Thus, individual j's attitude 

Aj, is measured as: 

A = E b w 

where: 

b = subjective likelihood of outcomes, 
1 

w = perception of desirability of outcomes. 
i 

A person who believes that performing a particular behavior will lead to positive 

outcomes holds a favorable attitude towards performing the behavior, while someone 

who believes that performing the behavior will lead to negative outcomes holds an 

unfavorable attitude. The more favorable an individual's attitude, the more likely one is 

to perform the action which is reflected in an individual's behavioral belief or one's belief 

conceming the likelihood that the outcome will occur given the behavior in question. 
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A second equation derives the individual's subjective norm from the social 

pressures perceived by individual to perform or not perform the behavior applied by 

specific referent others and the individual's willingness to comply to the wishes of 

referent others. Subjective norms, like attitudes, are assumed to be a function of beliefs, 

but in this case, they are the respondents' normative beliefs about specific individuals or 

groups (referents) such as supervisors, peers, customers, friends, family, investors, 

creditors or other business contacts whose opinions are valued by the respondents. A 

respondent's normative belief is measured as n, and determines the extent to which one 

believes that each referent other approves or disapproves of the behavior. 

Subjective norms are also a function of the respondent's motivation or willingness 

to comply with the particular referent's perceived wishes. A person is more likely to 

perform a behavior if he/she believes important referents want (1) he/she to perform the 

behavior and (2) he/she is strongly motivated to comply with the referent. 

The subjective norm is measured as the weighted sum of normative beliefs. The 

weights m , are a measure of the respondent's motivation or wilhngness to comply with 
p 

the particular referent's perceived wishes. An individual's subjective norm S is measured 

as: 

S = En m 
j i I 

where: 

n = referent's perceived wishes, 

m = motivation to comply with a particular referent's wishes. 
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This formulation allows the identification and measurement of the two antecedent 

variables of attitude and subjective nomi that Ajzen and Fishbein (1980) and AJ2 

(1988) document to be highly correlated with intention and subsequent behavior: 

izen 

Intention = k A -i- k? S 
• j j 

where: 

k̂  = relative contribution of attitudes on intention, 

k̂  = relative contribution of subjective norms on intention, 

A = attitudes, 
j 

Sj = subjective norms, 

J= 1...N, participant. 

The more favorable an attitude one has towards the consequences of performing a 

behavior, and/or the more that important referents are perceived to approve of performing 

that behavior, the greater will be an individual's intention to perform the behavior in 

question. For example, an auditor may be more likely to approve an additional amount of 

expense to manage the company's eamings if 

1. an individual believes most companies perform eamings 

management that relates to operating decisions; 

2. the company is not trying to materially distort its eamings and is 

only smoothing the operating results; 

3. the transaction complies with regulatory standards issues by FASB 

and the SEC; 
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4, the transaction appears to be consistent with interpretations made by 

other clients; 

5. the client has a high desire to record the transaction and 

interpretation is within GAAP or immaterial. 

Under this situation, the auditor has a positive attitude towards eamings management and 

the referent others influence the auditor's decision. The auditor would be more likely to 

allow a higher amount of expense to manage eamings. 

The model presents a potential conflict when the client desires to record a 

ttansaction that may not fairly present the results of the company in the financial 

statements. In addition, the conflict would increase when the transaction is not a clear 

interpretation and implementation of GAAP. If the client's influence is more powerful 

and the auditor finds support for the client's position, the auditor may approve a higher 

amount of expense. On the other hand, the auditor may interpret GAAP differently than 

the client and feel the client pressure to record the transaction is inappropriate and 

misleading. This potential conflict will probably be more difficult to resolve for a 

transaction relating to a broad standard than a more strictly interpreted narrow standard. 

The theory of reasoned action is cognitive-based because each of the two factors 

comprising the model, attitude and subjective norm, consists of an aggregated sum of 

individual saUent beliefs. Salient beliefs are: (1) the beliefs that are assumed to influence 

attitudes toward behavior, (2) normative beliefs which constitute the underiying 

determinants of subjective norais, and (3) control beliefs which provide the basis for 

perceptions of behavioral control (Ajzen, 1991). Ajzen (1988) argues, 
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In the final analysis, then, a person's behavior is explained by considering 
his or her beliefs. Since people's beliefs represent the information (be it 
correct or incorrect) they have about themselves and the worid about them, 
it follows that their behavior is ultimately determined by this information 
(p. 122) 

This psychology model shows the relationship among these variables (Ajzen and 

Fishbein, 1980). Evidence supporting this model and its ability to predict behavior is 

demonstrated through previous research (Ajzen, Timko, and White, 1982; Manstead et 

al., 1983; Ajzen and Madden, 1986; Bagozzi, 1981). In addition, the model is used in 

many disciplines (Dubinsky and Token, 1989; Davis et al., 1989). Dubinsky and Loken 

(1989) use the theory of reasoned action to explain why some salespeople are more likely 

than others to provide gifts or entertainment to a purchaser, and to make questionable 

statements to obtain bigger orders or concessions from a purchaser. Davis et al. (1989) 

develop a technology acceptance model that proposes that the beliefs and attitudes of 

users toward using a system are related to the actual usage of the system. 

Accounting researchers have used this model and found strong and highly 

significant correlation between measures of the constmcts of attitude and subjective 

norms and the perceived intention to perform a behavior (Hanno and Violette, 1996; 

Cohen et al., 1994). Hanno and Violette (1996) examine differences in the underiying 

cognitive characteristics of those people who tend to be compilers or noncompliers with 

Federal tax laws. The results indicate that both self-reported and hypothetical compliance 

behaviors are related to the intention to comply and intentions are highly associated with 

beliefs relating to behavioral outcomes and normative perceptions. Cohen et al. (1994) 

use the social psychology model based on the theory of reasoned action to study 
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aggressiveness in client-related activities in one Big Six accounting firm. Their results 

are consistent with other researchers who use the model in that they find strong, highly 

significant con-elations between measures of the constructs for attitude and subjective 

norms and the perceived intention to act aggressively in client relations. 

In another study, the association between managerial disclosure beliefs and firms' 

disclosure activities is investigated (Craighead and Hartwick, 1998). Three streams of 

work based on the theory of reasoned action, cost-benefit trade-off of voluntary 

disclosure, and the issues that influence disclosure decisions are combined to build their 

hypotheses. The study provides support that managerial disclosure beliefs predict more 

than 20% of the variance in the volume of both eamings disclosures and strategy 

disclosures of Canadian public companies. CEOs of high disclosure firms believed 

disclosure has certain benefits and the market makes significant use of multiple sources 

of information whereas CEOs of low disclosure firms believed the market is fixated on 

eamings per share data. Thus, beliefs of the CEO influenced their behavior. 

For this study, an auditor's decision to approve eamings management may be 

influenced by his/her attitude and subjective norms. The likeUhood of auditors being 

influenced by these powerful others such as their clients or the SEC is the result of the 

auditors' beliefs that referent others approve or disapprove eamings management as well 

as the auditors' motivations to comply with the wishes of referent others. 

The theory of reasoned action posits that subjective norms are a function of an 

individual auditor's beliefs about specific individuals or groups (referents) and 

wilhngness of the auditor to comply with the referent's perceived wishes. Within the 
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auditing environment, many referent others exist. According to Ashton and Ashton 

(1995, p.7) the auditors'decisions involve: 

1. the presence of other members of the audit team, including peers, 

subordinates, and superiors, 

2. the existence of a market for audit services in which other 

independent auditing firms compete for audit clients, 

3. a strong professional society (the American Institute of Certified 

Public Accountants) that formulates professional standards and 

enforces a code of professional responsibilities, 

4. a regulatory environment involving massive govemment agencies 

such as the Securities and Exchange Commission, the Federal Trade 

commission, and the Federal Home Loan Bank Board, 

5. a legal environment involving increasingly frequent lawsuits against 

auditors alleging fraud or negligence in the performance of the audit, 

which can result in large financial losses for which insurance is 

becoming increasingly difficult to obtain. 

The theory of reasoned action posits that the subjective norms of these referent 

others impose constraints and risks that influence judgments in the decision-making 

process of an audit. For example, the FASB and the SEC provide auditor regulatory 

guidance. The FASB is considering principles-based standards rather than mles-based 

standards. These two types of standards provide different constraints that may affect the 

auditors' decision making differently. 
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The SEC has addressed the definition of auditor independence and issued final 

rules on independence that restrict consulting services, require disclosure of fees, and 

disallow the auditing firm's preparation of financial statements and completion of more 

than 40% of intemal audit work (SEC, 2003). In addition, the SEC has issued SABs that 

represent interpretations and practices their divisions follow. The passage of Sarbanes-

Oxley has increased the SEC's role in corporate govemance and has changed the practice 

of auditing. Most importantly, the Public Company Accounting Oversight Board now 

promulgates auditing standards. 

The theory of reasoned action posits that these regulatory bodies as well as the 

chent influence the decision-making process of auditors. A client that desires aggressive 

reporting may apply pressure on the auditors to interpret accounting mles and guidance to 

their personal benefit that may not reflect the tme economic reality of the transaction. 

During the audit, auditors might perceive that their client believes in aggressive reporting 

that result in eamings management and auditors may be highly motivated to comply with 

the wishes of their client. On the other hand, auditors need to attest that the financial 

statements are in compliance with GAAP. In addition, regulators such as the SEC may 

express concems about widespread eamings management and a need to curtail this 

activity (Levitt, 1998a). The auditors' independence may be affected when client 

pressure is greater than the regulatory pressures. 

According to Fishbein and Ajzen (1975), the more favorable an attitude one has 

towards the consequences of performing a behavior, and/or the more that important 

referents are perceived to approve performing that behavior such as eamings 
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management, the greater will be an individual's intention to perform the behavior in 

question. Therefore, the auditors' behavior to approve eamings management by their 

client is influenced by the auditors' attitude and the subjective norms from referent others 

such as the client and the SEC. 

The auditors' positive attitude towards the approval of eamings management may 

be stronger with the existence of a broad accounting standard such as SFAS 121. For 

example, consider the many possibilities to value and classify assets under SFAS No. 121 

and how decisions can lead to aggressive or conservative reporting results. The 

application of SFAS No. 121 can result in possible management of eamings because the 

decisions are subject to the judgment and assumptions of management relating to: (1) the 

definition of impairment indicators, (2) the estimation of future cash inflows and fair 

value of assets, and (3) the asset grouping level at which testing and measurement occurs. 

A firm with an impaired asset may prefer to record the loss in a period with higher 

than normal eamings or to coincide with a non-discretionary gain such as a favorable 

lawsuit settlement in order to maintain steady growth in eamings. On the other hand, if 

eamings are substantially below forecast eamings due to non-discretionary losses such as 

contaminated raw materials provided by a supplier, management may record a loss from 

impaired assets and take a "big bath." In both scenarios, management has the discretion 

in the timing and measurement of the writedown of impaired assets to potentially manage 

the reported profits. Future eamings would increase due to the elimination of 

depreciation from the impaired asset that has been written down. Therefore, the 

122 



individual's attitude toward eamings management could be significantly influenced by the 

outcomes. 

For example, management can formulate a strategy to manage the amount as well 

as the frequency with which losses from impaired assets are recorded. Furthermore, if 

management's desire to record the impaired asset is made known to the auditors, the 

search for information to support the client's position may be stronger and easier to 

obtain than if the transaction involved the matching principle and the recognition of 

supplies expense. Based on the theory of reasoned action, the auditors' behavior to 

approve eamings management is influenced by the attitude of the auditors and the 

subjective norms from referent others such as the client, FASB, and SEC. 

Although auditors maintain independence and evaluate information under the 

criteria of freedom from bias, the influence of the client may affect the auditors' behavior. 

This potential effect may be a strong, influential force as explained by the power stmggle 

theory and the theory of motivated reasoning. These two theories are discussed next. 

Power Stmggle Theory 

One of the most influential referent others is the client as posited in the power 

stmggle theory (Goldman and Barlev, 1974). This theory describes the relationship 

between client management and auditors as an asymmetrical power relationship that 

favors the client in a conflict situation. The client can choose auditors, determines the 

conditions of employment, displaces the auditors at will, and provides the facilities and 

information in which the auditors perform a service for the client. Auditing is not a direct 
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benefit to the client but to the stockholders and creditors of the firm. The auditors perform 

a professional service, the audit, with the objective of adding attestation to the financial 

information provided by the client. The client has varying degrees to influence auditor's 

procedures and judgment. The auditors' service benefits the users of financial statements 

and the client. For a non-routine problem or special audit, the auditors have more power 

than the paying client because the client needs the auditors' expertise. On the other hand, 

a routine annual audit is most beneficial to the users of the financial statements but these 

individuals have no power over the auditors or the service provided. The amount of 

power wielded by professionals such as auditors is depicted in Table 3.1. 

Goldman and Barlev (1974) indicated that auditing is considered to be a routine 

service consisting of standardized procedures that would primarily benefit third parties or 

the users of financial statements. Because the routine service of auditing is easy to 

replace and the client is not the primary beneficiary of the service, the auditors are at the 

lowest amount of power wielded and is in a less powerful position than the client. 

Nichols and Price (1976) expanded the Goldman and Bariev analysis and 

theorized that an asymmetrical pattem of dependency exists between the auditors and the 

client. The asymmetry is due to the greater number of altematives available to the client 

for obtaining an audit and the difference in how the auditors and client value the rewards 

of the audit. A client can probably replace the auditors more easily and for fewer costs 

than auditors can obtain altemative sources of revenue (Nichols and Price, 1976). 

hi a conflict situation, the power of the finn is greater than the power of the 

auditors (Nichols and Price, 1976). This is due to the power-dependence relationship that 
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exists in which the dependence of one party on another is directly proportional to 

motivational investments that one party has in goals mediated by others and inversely 

proportional to availability of these goals through parties outside the current relationship 

(Emerson, 1962). The dependence of the auditing firm on the client is greater than the 

dependence of the client on the auditing firm because the auditing firm can be replaced. 

Monger (1981) yielded results supporting Nichols and Price assertion conceming the 

likelihood that management will attempt to influence its audit's firm professional 

judgment. 

If auditors do not give into the client's pressure, the client can impose costs by 

changing or threatening to change auditors (DeAngelo, 1981). By changing auditors, the 

client is hypothesized to deprive the auditors of a stream of quasi-rents, the excess of 

revenues over avoidable costs that include the opportunity cost of auditing the next-best 

altemative client. Quasi-rents occur naturally because the auditors invest in the current 

period with the expectation to eam retums in future periods. The auditors have invested 

not only time but also human capital to establish a relationship with the client. The 

greater the client-specific quasi-rent stream, the more the auditors stand to lose by client 

termination. When auditors obtain a new client, more expenditure in time and human 

capital will occur. 

The first year audit is not as profitable as the future years because in the first year, 

the auditors will spend more time due to their unfamiliarity with the client and where 

documentation is kept and who is responsible for information needed in various areas of 
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the audit. After the auditors develop some experience with the client, less time will be 

spent on the audit and more profits will be eamed. 

Prior studies develop the notion that auditors' conflicting incentives might 

comprise their independence when evaluating their clients' accounting choices (Farmer et 

al., 1987) and influence the likelihood that auditors support their client's aggressive 

reporting method (Lord, 1992; Roberts and Cargile, 1994). In addition, the type of 

standard appears to have an effect. Nelson et al. (2002) find managers are more likely to 

attempt eamings management, and auditors are less likely to adjust eamings management 

attempts, which are stmctured (not stmctured) with respect to precise (imprecise) 

standards. 

The power stmggle theory posits the client will influence the auditors' decision

making process due to the existence of the power relationship. The chent is in a more 

powerful position and can probably exert influence on the auditors due to the existence of 

this relationship. This potential influence of the client may provide a directed search by 

the auditors to obtain results desired by the client in order to maintain the relationship 

with the client. This potential directed search is based on the theory of motivated 

reasoning. 

Theory of Motivated Reasoning 

The theory of motivated reasoning proposes that motivation may affect reasoning 

through reliance on a biased set of cognitive processes for accessing, constructing, and 

evaluating beliefs (Kunda, 1990). Reasoning is motivated by two goals, both of which 
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affect reasoning by influencing the choice of beliefs and strategies to a problem that (1) 

arrives at an accurate conclusion that is most appropriate, and (2) arrives at a particular 

directional conclusion that yields the desired results. This relationship is shown in Figure 

3.2. 

Motivation represents any wish, desire, or preference that concems the outcome of 

a given reasoning task. This affects the process of reasoning that involves forming 

impressions, determining one's beliefs and attitudes, evaluating evidence, and making 

decisions. When an individual is motivated to be accurate, he or she expends more 

cognitive effort on issue-related reasoning, attends to relevant information, and processes 

the information in more integrative ways in order to reach the most appropriate 

conclusion (Kuglanski, 1980; Tetiock, 1985; Pyszczynski and Greenber, 1987; Tetiock 

and Kim, 1987). Accuracy goals should cause the individual to think more carefully and 

deeply thereby, avoiding one-sided reasoning in attempting to arrive at the correct 

decision. When an individual expects to be evaluated, expects to justify their judgments, 

expects their judgments to be made public, or expects their evaluations to affect the 

evaluated person, an individual is motivated to be accurate (Kmglanski and Freund, 1983; 

Freund et al., 1985). However, a decision-maker is aware of the effort-accuracy trade-off 

and will select strategies only to the extent in which the expected benefits exceed the 

expected costs (Beach and Mitchell, 1978). 

Accuracy goals may be overridden by directional goals in which an individual 

wants to arrive at a particular conclusion, thereby creating one-sided reasoning. An 

individual is a rational decision-maker and will unconsciously choose decision strategies 
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that will justify the desired conclusion while maintaining the illusion of objectivity. 

According to Kunda (1990), an individual conducts a biased search of memory for 

evidence supporting the desired conclusion, weights evidence consistent with that 

conclusion, constructs new beliefs that support the desired conclusion, and chooses 

statistical decision rules more likely to lead to that conclusion. The decision-maker will 

not support a desired conclusion if it cannot be justified in this manner. An individual is 

more likely to arrive at desired conclusions, although these will not always be preference-

consistent conclusions. Various psychology studies have established that the existence of 

a directional goal induces a tendency to support that goal (Pyszczynski and Greenberg, 

1987; Kunda, 1990; Kadous et al., 1999). 

Directional goals may arise from the pressure of referent others. As posited by the 

power theory, clients are in a particularly strong position to influence auditors because 

auditors strive to have a positive relationship with the client to efficientiy perform the 

audit. When the client has recorded an altemative for a transaction that aggressively 

reports eamings, the auditors are provided with a directional goal to gather sufficient 

evidence to support the client's interpretation of GAAP (e.g., Hackenbrack and Nelson, 

1996; Nelson and Kinney, 1997). 

In a recent accounting study, Kadous et al. (1999) find that requiring auditors to 

consider the most appropriate method of accounting is relatively ineffective due to the 

directional goals that are caused by the auditors' awareness of the client's preferred 

method and strengthened by engagement pressure. In addition, auditors primarily consult 
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advisors who ai-e likely to validate their prior beliefs rather than provide them with unique 

information on the perspective. This result increases as engagement pressure is higher. 

If the client pressure is high to accept the higher level of eamings management, 

the auditors are more motivated to find the client's method acceptable. Based on the 

theory of motivated reasoning, the supporting evidence that the auditors gather or that is 

brought to mind may support the client's position and influence the auditors' reasoning 

process. Therefore, a broad accounting standard may provide the auditors with evidence 

from a directional search that may allow the approval of eamings management more 

easily than narrow GAAP 

Proposed Framework 

The theory of reasoned action, the theory of motivated reasoning and the power 

stmggle theory are combined to provide a framework for studying the auditors' decision

making process relating to the approval of eamings management. Based on a review of 

the literature, these theories appear to provide a basis for this study and the relationships 

are depicted in Figure 3.3. 

The theory of reasoned action posits that an auditor's individual beliefs and 

attitudes influence a behavior such as the auditor's judgment of the acceptability of 

aggressive reporting that leads to eamings management. The auditor's decision making is 

affected by the auditor's beliefs about what is acceptable eamings management and 

whether a transaction fairly represents the financial results. 
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In addition, the theory of reasoned action provides a basis for positing that 

subjective norms such as FASB, SEC, and the client influence behavior. The auditor 

makes judgments about the transparency of reporting (i.e., how closely the financial 

statements represent the economic reality). The auditor is also aware of accounting mles. 

A client may provide conflicting pressure to aggressively interpret the accounting 

standaids and rules in an eamings management situation. The FASB, SEC, and client 

may affect the auditor's decision making and the auditor may permit something less than 

the most accurate reporting of economic reality. 

The auditor's beliefs and the influence of referent others provide a directional 

goal. The theory of motivated reasoning posits that these directional goals may cause the 

auditor to arrive at a particular conclusion through one-sided reasoning. Unconsciously 

the auditor will choose decision strategies, supportive evidence, and expert opinions that 

justify the desired behavior in aggressive reporting. 

The directional goals may arise from the pressure of referent other as well as 

individual beliefs. In addition, the accuracy goals that should cause the person to think 

more carefully and deeply that avoids one-sided reasoning and reflects the intent of the 

standards may be overridden by the directional goals. 

The final theory is the power struggle theory that exists due to the auditing 

relationship between the client and the auditing firm. This factor represents one of the 

most influential referent others due to the client paying for auditing services. The 

auditing firm is clearly more dependent on the client than the chent is on the auditing firm 
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because the auditing firm can be replaced. Since the client is in a more powerful position, 

the client may strongly influence the directional goals that affect the auditor's judgement. 

The role of the auditors requires an independent review in evaluating and attesting 

to the financial information. However, the auditors' judgment or reasoning process 

regarding the appropriateness of eamings management may be influenced by beliefs and 

subjective norms as posited by the theory of reasoned action. The independence role 

requires the auditors to not be influenced by the client. The auditors consider the various 

groups (referents) such as the users of financial statements, and regulatory agencies. 

Auditor independence may be affected by client pressure and result in approval of some 

amount of eamings management that the SEC or FASB may not feel is within the 

interpretation of GAAP. 

The theory of motivated reasoning suggests that auditors have accuracy and 

directional goals. In performing an audit, the audit team's reasonings and judgments 

require accuracy in the evaluation of the information. The theory of motivated reasoning 

also suggests that the auditors will unconsciously engage in biased information 

processing to support client-preferred positions or SEC concems regarding eamings 

management. The auditors may unconsciously choose decision strategies that will justify 

the desired conclusion while maintaining the illusion of objectivity. The strategy selected 

may be most influenced by the client as posited by the power stmggle theory. The 

specific variables of interest for this study, the type of GAAP, client persuasive 

explanation, and the SEC concems regarding eamings management are discussed next. 
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Development of Hvpothese.s 

This study investigates the influence of referent others through the type of GAAP 

(broad vs. narrow), the persuasiveness of client explanation (high vs. low), and SEC 

notification of potential review of financial statements (presence vs. absence). An 

examination of the effects of variables that may influence the auditors'judgments 

provides a better understanding of whether and how the auditors'decisions are affected. 

The results will indicate whether (1) standards issued by FASB that allow a broad 

interpretation and implementation, (2) client persuasive explanation, and (3) SEC 

notification of potential examination of write-down activity influences the amount of 

eamings management approved by the auditors. 

As previously documented, past research has found that management has a 

tendency to manipulate eamings. This study uses a hypothetical situation in which a firm 

is attempting to smooth eamings by increasing expenses in order to achieve but not 

exceed the budgeted eamings. The impact of accounting standards and influential others 

are examined by providing auditors with experimental materials that require them to 

assess an accounting transaction that results in decreased eamings. The research 

questions are: 

1. Will auditors permit the more aggressive decrease in eamings 

desired by the client when the authoritative literature is broad 

(ambiguous) such as SFAS 121 rather than when it is narrow 

(straightforward) such as the matching principle? 
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2, Will auditors permit a more aggressive decrease in eamings desired 

by the client as the level of persuasion by the client increases? 

3. Will auditors not permit the more aggressive decrease in eamings 

desired by the client if the SEC of eamings management has notified 

the client of a possible investigation? 

The type of accounting transaction is operationalized as (1) a write-down of 

impaired assets which reflects a broad financial accounting standard, and (2) the 

expensing of additional supplies that are acquired but unused which reflects a strict 

accounting principle, matching. Management explanation is operationalized as (1) a high 

persuasive explanation to record a large amount of loss or expense and (2) a low 

persuasive explanation to record the same transaction. The conflicting influence of the 

SEC is operationalized by the absence or presence of a notification of the SEC's intent to 

further investigate the client potential eamings management. The next sections provide 

support for the selection of these variables. 

Broad and Narrow GAAP 

Researchers have documented the existence of eamings management and its 

relationship with management's motivation to manage eamings but researchers have not 

investigated the auditors' role in approving eamings management. While several studies 

have addressed aggressive reporting and the application of accounting standards (Nelson 

and Kinney, 1997; Hackenbrack and Nelson, 1996; Fanner et al., 1987; Lord, 1992; 
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Roberts and Cargile, 1994), none of these studies examined these issues in the context of 

eamings management. 

In order to achieve tai-get income, management may interpret and implement 

accounting standards or principles in an aggressive manner. Auditors should counteract 

managers' incentives to use accounting standards to report financial information in ways 

that are in their best interest by ensuring that managers do not purposefully intervene in 

the extemal financial reporting process with the intent of obtaining some private gain 

(Watts and Zimmerman, 1986). Accounting studies have developed the notion that 

auditors' conflicting incentives might affect their judgment in the evaluation of their 

clients' accounting choices (Farmer et al., 1987). In addition, these conflicting incentives 

could influence the likelihood that auditors will support an aggressive reporting method 

(Lord, 1992; Roberts and Cargile, 1994). 

Many factors influence the audit team's decision-making process relating to the 

approval of aggressive interpretation of accounting standards by their client firm. Nearly 

all work performed on aggressive reporting has investigated how contextual factors 

influence the auditors' reporting decisions. Studies by Farmer et al. (1987), Lord (1992), 

and Roberts and Cargile (1994) find risk of client loss, threat of lawsuit, chent growth 

rate, competition for the client, client importance, client's operating performance, and the 

potential for detection of aggressive reporting by a third party all affect aggressive 

reporting. 

Recall that the theory of reasoned action posits that an individual is influenced by 

beliefs, and auditors who approve higher levels of eamings management would have 
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higher beliefs of the appropriateness of the reported amounts. Motivated reasoning would 

predict that auditors would anive at desired conclusions only when they can support 

them. Thus, ambiguity in the accounting standard would appear to affect the auditors' 

judgement relating to eamings management and the most appropriate reporting method. 

Although the term "most appropriate" implies a single, correct answer, a considerable 

variation in individuals' judgments of the most appropriate method for the accounting 

situation may exist. The assessment of most appropriate may be subjected to motivated 

reasoning; therefore, the auditors may be more reliant on a vague accounting standard 

such as SFAS 121 to support the client's position. This leads to the first research 

hypotheses: 

HI: The amount that auditors will allow as an expense in the 
financial statements will be greater when the authoritative literature is 
broad (ambiguous) than when it is narrow (straightforward). 

Several studies in accounting have developed the notion that auditors' conflicting 

incentives might affect their judgment when evaluating their clients' accounting choices 

(Farmer et al., 1987) and could influence the likelihood that auditors will support 

aggressive reporting methods (Lord, 1992; Roberts and Cargile, 1994). However, these 

studies lack the use of relevant financial accounting standards and may have been a 

limitation of the studies and affected the results. The lack of use of relevant accounting 

standards preclude the determination of whether auditors are deterred from or aided in 

allowing clients to achieve desired reporting results through the use of differing 

accounting standards. In one study, Hackenbrack and Nelson (1996) use relevant 

accounting standards. The results of this study indicate that auditors apply the vague 
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language in accounting standards to support the client's selected position in a manner 

consistent with the level of risk and selected reporting decision. Auditors respond to high 

engagement risk by requiring conservative reporting and justify their choice with 

conservative inteipretations of accounting standards. When moderate engagement risk is 

present, auditors approve the more aggressive reporting method and justify their choice 

with more aggressive interpretations of accounting standards. This study will use 

relevant GAAP to determine whether the standards affect the auditors'judgments in 

approving eamings management. 

Persuasive Client Explanation 

The client explanation for accounting transactions that reflect the client's strong 

desire to manage eamings may also affect the amount that is approved by the audit team, 

hiformation obtained through the inquiry of management is one of the most pervasive 

types of audit evidence (Koonce, 1992) and several studies have investigated 

management explanations (Koonce, 1992; Anderson et al., 1994; Joyce and Biddle, 1981; 

and Hirst, 1994a, 1994b). Extant literature indicates mixed results conceming client 

preference in which a desired outcome or accounting treatment is clearly stated and the 

auditors' behavior to act in a manner consistent with the client's wishes (Gramling, 1997; 

Buchman et al., 1996; Salterio, 1996; Trompeter, 1994). Incentives exist for auditors to 

agree with the client whenever possible in order to maintain client relations and maintain 

business (Lochner, 1993; Schuetze, 1994). When the regulators do not deny different 

accounting treatments of a similar transaction or provide flexibility in the method used to 
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calculate the accounting treatment, clients can exert strong pressures on auditors to accept 

their perspective on ambiguous accounting matters (Johnson et al., 1991; Anderson and 

Koonce, 1995; Shah, 1996). 

The theory of motivated reasoning posits that the client is providing a directional 

goal that the decision-maker will attempt to justify. Cognitive characterizations of the 

audit judgment process suggest that once a preferred decision is identified, the decision

maker will attempt to justify that decision throughout the judgment process (Emby and 

Gibbins, 1988; Peecher, 1996). Research demonstrates that decision-makers tend to 

make decisions that are preferred by those viewed as powerful others (Gibbins and 

Newton, 1994; Quilliam, 1993; Tetiock et al., 1989; Tetiock, 1983). Brown et al. (1996) 

suggest that when auditors know the preferences of powerful others, auditors may have 

difficulty disentangling preferences of powerful others from their own beliefs. Hanno 

and Kida (1997) find that the consequences of the decision such as displeasing a powerful 

other may alter both the decision process and the decision. 

While independence in fact may not be compromised because the client has valid 

reasons for a choice of accounting treatment or method of calculation, a lack of may still 

appear to exist (Lochner, 1993). Shockley (1981) and Knapp (1985) found that third 

parties perceive the auditors to be more independent when the range of altematives 

available is limited, and that the third parties view GAAP as a mechanism that sets 

boundary conditions that constrain auditors'judgment. 

Again, motivated reasoning suggests that the client may influence the direction of 

the auditors' beliefs and strategies towards the approval of the client's desired level of 
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eamings management. Accounting research that has been performed in client persuasive 

behaviors has not devoted attention to the client's persuasion to approve eamings 

management. 

The literature reviewed in this research provides the basis to posit that the client's 

explanation and the level of persuasion used to explain the reasons to manage eamings 

may influence auditors' decisions relating to the acceptable amount of expense reported 

in the financial statements. When the authoritative literature is more ambiguous, the 

client may more aggressively interpret the standard to achieve the targeted amount of 

expense to manage eamings and may be more persuasive in the explanation to the 

auditors. When the client preferred position relating to GAAP is made known, the client 

has provided the auditors with a directional goal. The theory of motivated reasoning 

posits that the auditors will justify a decision in the direction of the client's preferred 

position. The more persuasive and forceful the explanation, the more likely the auditors 

may feel pressure to approve a larger amount of impairment loss or supplies expense. In 

addition, when the authoritative literature is ambiguous, the auditors may be able to more 

easily justify a greater amount of eamings management. This leads to the next two 

hypotheses: 

H2: The amount that auditors will allow as an expense in the 
financial statements will be greater when the client has a strong desire to 
manage eamings. 

H3: When the authoritative literature is broad (ambiguous) and the 
client has a strong desire to manage eamings, the auditors will allow a 
greater amount of expense to be included in the financial statements. 
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SEC's Notification to Investigate Potential Earnings 
Management 

Another factor that may influence the decision-making process of the auditors is 

the role of the SEC. The recent concems of the SEC regarding eamings management 

may reduce the amount of eamings management auditors allow. 

Two objectives of the SEC's accounting and auditing regulatory enforcement 

system is the maintenance of the credibility of public financial disclosures and the 

investigation of possible auditor deficiency. The SEC is responsible for the 

determination of the seriousness and extent of auditor involvement in deficient client 

financial reporting or in a scheme to mislead the public. Auditors can incur substantial 

legal and reputation costs by certifying the financial statements of a client that is too 

aggressive in adopting liberal or inappropriate accounting treatments (St. Pierre and 

Anderson, 1984). 

Various research studies have investigated the effects of enforcement actions by 

the SEC on client firms as well as auditors (Dechow et al., 1996; Moreland, 1995; 

Dopuch and Simunic, 1982; Davis and Simon, 1992). These previous studies investigate 

and show the effects on companies or auditing firms when the SEC issue sanctions. The 

SEC carefully identifies firms that knowingly and intentionally manipulate eamings 

before taking an enforcement action (Pincus et al., 1988). Because the SEC has more 

target firms than it can practically pursue and because formal investigations are costiy and 

highly visible, the SEC rank orders firms for potential investigation (Feroz et al., 1991). 
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An approach of the SEC to draw attention to its concems relating to eamings 

management and its focus on transparent financial reporting is a letter of notification to 

150 publicly traded companies. On January 22, 1999, the SEC notified these compames 

that they might investigate their 1998 financial statements due to eamings charges 

recorded for asset wnte-downs, restmcturing activities, or acquired in-process research 

and development (MacDonald, 1999a). The letter addressed (1) the Management 

Discussion and Analysis associated with financial statements and (2)disclosures in the 

financial statements required for asset impairments, costs to exit activities, employee 

terminations, restmcturing costs, and acquired in-process research and development. 

The theory of reasoned action provides the basis to posit that auditors' decisions 

relating to the review of accounting transactions that lead to eamings management may be 

affected by the subjective norms of the client and the SEC. Since these two groups have 

different objectives, the SEC's notification of a potential investigation may also affect the 

auditors' decision to approve eamings management by reducing the allowable amount of 

impairment loss or supplies expense. 

Based on the theory of motivated reasoning, SEC notification may also provide a 

directional goal for the auditors. When a client firm has been too aggressive in adopting 

liberal or inappropriate accounting treatments, audit firms that have certified financial 

statements of the client may also be negatively impacted. Due to the potential negative 

impact, the auditors may more carefully evaluate the client's interpretation of GAAP and 

aUow less expense. Because the SEC's notification provides an opposite directional goal 

than the client's persuasive explanation to accept eamings management, an interaction is 
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anticipated but the direction is unknown. A review of the literature does not provide a 

basis to determine if the strength of the client's persuasive explanation is greater than or 

less than the SEC's concems regarding eamings management. The effect on the amount 

of supplies expense may not be as great because this issue is not directly addressed in the 

letter. This leads to the next three hypotheses: 

H4: The amount that the auditors will allow as an expense in the 
financial statements will be less when the SEC has expressed concem to 
the client regarding eamings management. 

H5: When the authoritative literature is broad (ambiguous) and the 
SEC has expressed concem to the client regarding eamings management, 
the auditors will allow less expense to be included in the financial 
statements. 

H6: An interaction will exist when the SEC has expressed concem 
to the client regarding eamings management and the client has a strong 
desire to manage eamings. 

Various research studies have investigated enforcement actions by the SEC on 

client firms as well as auditors (Dechow et al., 1996; Moreland, 1995; Dopuch and 

Simunic, 1982; Davis and Simon, 1992). The SEC's January 22, 1999, letter of 

notification of a potential investigation is an approach of the SEC to draw attention of its 

concem relating to eamings management. This new type of notification and its potential 

effect on auditors'judgments has not been previously investigated. 

Three-Way Interaction of Variables 

Given the results of prior research, auditors' judgments are expected to vary as a 

function of the accounting standards, level of persuasion in management's explanation 

141 



and the SEC's notification. However, it is unclear how the interaction among the 

variables (accounting standards, management explanation, and SEC's notification) exists. 

The data will be examined to determine if any three-way interaction of variables exist. 

Due to the opposite directional goals provided by the client and the SEC, an 

interaction may exist. The broad accounting standard and persuasive explanation by the 

client to accept eamings management is also perceived to result in the auditors approving 

higher levels of eamings management. This reasoning leads to the following hypotheses 

for interactions: 

H7: The auditors will allow the greatest amount of expense when 
the authoritative literature is broad (ambiguous), the chent has a strong 
desire to manage eamings and the SEC has not expressed concem to the 
client regarding eamings management. 

Summary 

This chapter explains three theories: (1) theory of reasoned action, (2) motivated 

reasoning, and (3) power stmggle and provides a theoretical framework for studying the 

factors affecting the auditors' decision to approve client's eamings management through 

an aggressive interpretation and implementation of GAAP. These theories led to the 

development of seven hypotheses as presented in this chapter. 

The next chapter describes and discusses the research methodology to test the 

affects of the factors presented in the research model. The design and development of the 

research instmment and an explanation of statistical techniques for data analysis are 

described. 
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Table 3.1 
Amount of Power Wielded by Professionals vis-a-vis Paying Clients 

(Goldman and Bariev, 1974) 

Beneficiary 

Paying Client 

Others 

Non-routine 
Problem 

Highest 

Low 

Routine 
Problem 

Medium 

Lowest 
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Figure 3.1. The Theory of Reasoned Action 
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Directional 
Goals 

Accuracy 
Goals 

Motivated 
Reasoning 

Figure 3.2. Theory of Motivated Reasoning 
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Figure 3.3. Auditors' Decision-Making 
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CHAPTER IV 

RESEARCH METHODOLOGY 

Introduction 

The previous chapters establish the relevance of accounting behavioral research in 

the area of auditors' judgment process relating to the approval of eamings management. 

This chapter describes altemative approaches to test the research model and explains the 

research approach chosen. 

This chapter has four major sections: (1) to review various research approaches 

for testing the research questions of interest and discuss the research methodology 

employed; (2) to explain the development of the research instmment and discuss its 

contents; (3) to describe the environment within which the research was conducted, 

including the study's participants; and (4) to more fully explain the statistical techniques 

to analyze the results. 

Research Methodology 

The primary focus of this study is to collect and analyze data to examine the effect 

of GAAP specificity, client pressure, and SEC notification on the auditors' decision

making process to determinge the allowable amount of eamings management. Four basic 

types of research, (1) field studies, (2) laboratory experiments, (3) field experiments, and 

(4) survey, are considered to accomplish the research objectives. Each approach has 
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advantages and disadvantages, and these are considered in determining the approaches 

best suited for addressing the research questions of interest in this study. 

Field studies are observational studies in which the relationships among variables 

are examined in an actual setting. Field studies are used to accumulate a data and validate 

a theory. These studies have strong intemal validity and construct validity if the data is 

readily available in the field setting. The researcher is able to observe first hand the 

variables under investigation. Disadvantages of performing field studies include: (1) no 

random assignment of subjects, (2) lack of ability to manipulate levels of independent 

variables, and (3) no control for extraneous variables. Field studies are generally not 

economically feasible due to the high costs and excessive amount time required 

accumulating the data. Data or work papers often not available to researchers due to 

chent confidentiality. A study on eamings management would necessitate that all of the 

participating clients record an impairment loss in the field study. Impairment losses 

would not occur annually for each participating client. This makes a field study 

infeasible to study eamings management. 

A laboratory experiment investigates the effects of the variables of interest in a 

limited environment that is, to some degree, under the control of the experimenter. An 

experiment is designed to minimize the subjects' awareness of the experimental 

hypotheses. The variables of interest can be manipulated and precise operational 

definitions of the variables result in less error variance. The data collected on the 

dependent variables of interest can be statistically analyzed to determine whether a 

relationship exists between the independent and dependent variables. Participants can be 
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randomly assigned to achieve intemal validity. The main disadvantage of experimental 

methodology is that the results may not always be immediately generalized to practical 

situations because the control exercised in the experiment may not be replicated in the 

real world. Extemal validity can be lower due to the contrived, simplified setting in 

which the experiment is conducted. These problems can be minimized by the careful 

design of cases that represent a realistic setting and the random selection of representative 

participants. The case needs to parallel the real situation. 

A field experiment is similar to the laboratory experiment except the field 

experiment is conducted in a real-world setting. Field experiments can be expensive to 

conduct and may not yield the level of control needed to isolate the effects of the 

variables of interest. 

The use of a survey allows for the collection of data at a minimal cost and from a 

potentially large sample size. An underlying assumption of survey-based research is that 

the participant is knowledgeable and can answer the questionsin a honest and unbiased 

manner. The primary interest in these studies is the relationships among the hypothesized 

constmcts of interest. The quality of the survey relates to the constmct vahdity of the 

questions and the presentation of the questions to the participants. Threats to constmct 

vahdity are pooriy written questions, hypothesis guessing by the respondents, and 

evaluation apprehension on sensitive topics by the participants. The reliability of the 

instmment needs to be ascertained to detennine validity of the results. Nonresponse can 

be an issue to survey research. 
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The methodology and design for this eamings management study is a combination 

of laboratory experiment and survey. Data to test the research hypotheses developed for 

this study was collected from a sample of experienced auditors who participated in a 

decision-making scenario. This type of research instrument allowed the manipulation for 

the three vaiiables (GAAP specificity, client pressure, and SEC notification) examined in 

this study and provide data to investigate the effects of these variables. The survey will 

provide information relating the auditors' attitudes and beliefs towards eamings 

management as well as demographic information. The development and contents of the 

research instrument for the decision-making case and survey are discussed next. 

Development of the Research Instrument 

The three variables examined in this study were GAAP specificity (broad or 

narrow), SEC notification (present or absent) and client pressure (high or low). A 2 x 2 x 

2 between subjects repeated measures experimental design resulted in eight desired cells 

for the data collection. Auditors participating in the study were randomly assigned to one 

of the eight possible treatments. 

A within-subjects design would allow the participants to observe the variation 

from case to case and identify the independent variables under investigation, which could 

lead the participants to guess the hypotheses and bias their potential responses. 

Therefore, a between subjects design was considered most appropriate. In addition, a 

repeated measure design was used to allow the assessment of the hypotheses with the 

150 



same statistical power as a design without repeated measures but with the use of a smaller 

number of subjects. 

Overview of Research Instrument 

In order to examine the three variables of interest, two cases were developed. 

Figure 4.1 presents an overview of the research instrument and its three parts. Parts 1 and 

2 was the experimental instrument that investigated the three variables (GAAP 

specificity, client pressure and SEC notification), and Part 3 contained the survey. 

Both versions of the provided information about an audit of a hypothetical client 

named Parks, Inc. The financial results reflected a situation in which the client desired to 

reduce current years eamings and enhance future eamings. Part 1 of the research 

instmment for each of the eight treatments or cells contained general background 

information about the client and the specific data about an asset write-down or write-off 

of unused supplies. The general background information contained statements to control 

for potential industry effects, and potential ownership effects, and overall financial 

statement materiality. Subjects were told that Parks, Inc. was a manufacturing company 

that is publicly held. An overall five-year financial history of the company was also 

provided. Part 1 of the case manipulated the accounting standard. 

Manipulation of Accounting Standard 

GAAP was manipulated by varying the basic premise of the issue. One case (A) 

involved the potential write-off of $800,000 of currently used assets as impaired based on 
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a broad standard. Management recognized an impairment loss for $800,000 based on 

projected sales that appeared lower than the current sales level. 

The second case (B) involved the write-off of unused supplies based on a strict 

principle in which the client had recorded supplies expense (rather than a prepaid asset) 

for the purchase of $800,000 unused supplies. The management of the company was 

consistently following its policy of recording supplies as an expense when purchased, but 

supplies expense for the cun-ent year greatly exceeded the supplies expense for prior years 

in the amount of $800,000. 

The amount of the questionable expense proposed by the chent was the same for 

both cases, only the type of standard used as a basis for determining the appropriate 

amount differed. In both cases, the audit client exceeded its projected eamings, and 

management desired to manage income to the firm's original projected amount by 

recording the expense in question. 

The subjects decided the appropriate amount for a transaction that resulted from 

one of two types of GAAP specificity (narrow vs. broad interpretation). SFAS 121 was 

selected as the basis for the first scenario in Case A because it was an accounting standard 

with a broad interpretation and implementation for the write-down of impaired assets. 

Based on previous research studies and the current interest of the SEC, firms have used 

the write-down of impaired losses to manage eamings. This broad accounting standard 

allowed more flexibility for a client to manage eamings and allowed auditors to more 

easily approve eamings management. 
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The second scenario in Case B was based on the client recording supplies expense 

when it clearly should be a prepaid asset in the circumstances. Accounting Research 

Bulletin No, 43 defined the matching principle that clearly would prohibit the recognition 

of supplies expense prior to usage. In the research instrument, the client believed that 

based on its past experience of recording supplies as an expense when purchased, the 

company should be allowed to record the increase expense for the year. Recording the 

supplies as an expense would be consistent with prior years. 

The impairment scenario in Case A was based on a hypothetical, but 

representative example of a major Midwest corporation. In fiscal year 1997, the firm 

adopted SFAS No. 121 and wrote down approximately $50 million on a pretax basis. 

The write-down represented a reduction in the carrying amounts of certain impaired 

assets to their estimated fair value, determined on the basis of estimated cash flows or net 

realizable value. These impairments related to assets not currentiy in use, assets 

significantiy undemtilized, and assets with limited planned future use due to 

discontinuance of a product. During this same fiscal year, income was higher than 

expected due to the receipt of an insurance settlement from a carrier related to costs 

incurred in fiscal years 1995 and 1996 from the improper use of a pesticide by an 

independent contractor in treating some of the company's raw materials. Thus, the timing 

of the settlement may have partially triggered the timing of the implementation of SFAS 

No. 121 and the write-down of impaired assets. In the other scenario (Case B), this 

Midwest company used the purchase of additional supplies that were unused as of the 
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year-end as a technique to record additional expenses to offset higher than expected 

revenues. 

The subjects were requested to assume that they were auditing the firm and were 

asked what amount of the impairment loss or supplies expense should be reported in the 

financial statements. The responses based on the preliminary information is represented 

as Parts lA and IB in Figure 4,1. The participants were provided access to a brief 

explanation of the appropriate accounting standard or principle for their particular 

scenario. In order to increase accountability and motivation to perform the task in this 

experiment, the participants justified their decision by writing a short memo. This memo 

was used to verify the responses to questions were reasonable and the participants 

understood the nature of the decision. 

The auditors are hypothesized to allow more expense when the GAAP specificity 

is broad than when it is narrow. The impairment loss was chosen because SFAS is a 

broad standard that provides for a wide range in possible allowable amounts. Previous 

eamings management studies have shown that companies have used impairment losses to 

manage eamings. The matching principle and recording of supplies expense was chosen 

because this principle is a narrow principle and basic accounting principle known to 

auditors that clearly states expense should be recognized when used. An amount allowed 

by auditors would be a misapplication of GAAP and probably would be immaterial. 

In the second part of the case, the SEC notification and client persuasion level 

variables were manipulated. Parts 2A and 2B contained the client's pressure (high and 
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low) for the preferred treatment of the $800,000 expense. The following discussion 

explains the operationalization of these two variables. 

Manipulation of SEC Notification in Parts 2A and 2B 

After providing the response in Part 1A for impairment loss or Part IB for 

supplies expense, half of the participants (Cells 1 and 2 for impairment loss and Cells 5 

and 6 for supplies expense) received a copy of the SEC's notification with an introductory 

paragraph that states the letter was mailed to their client. The wording contained in this 

manipulation was the exact wording in the letter that the SEC actually sent to 150 

companies in January of 1999. The letter addressed companies' significant charges in 

1998 for asset write-downs, restructuring activities, or acquired in-process research and 

development. The independent variable, SEC notification, was examined to determine if 

the SEC notification of a potential investigation for eamings management influenced the 

auditors' decision as to the amount of expense that should be recorded for the respective 

transactions. 

The SEC notification is an example of how the SEC addressed their concems 

relating to eamings management and specifically addressed impaimient losses. The 

notification was chosen as variable because it was a realistic example of a regulatory 

body's concem relating to eamings management and provided an opposite directional 

goal than the client's high pressure to record a ttansaction to manage eamings. The 

amount of that the auditors will allow as an expense was hypothesized to be less when the 

SEC notification was present than when it was absent. The amount that auditors will 
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allow when the SEC notification was present and client pressure was high was unknown 

due to the conflicting forces of the two variables. 

Manipulation of Client Pressure in Parts 2A and 2B 

The client explanation of the desired treatment was examined to determine if 

client pressure would influence the auditors' decision to allow the client to manage 

eamings and more closely achieve targeted eamings in the current and future years. After 

the auditors decided the allowable impairment loss in Part lA or supplies expense in Part 

IB, the client explained that the total $800,000 expense was desirable in order to manage 

eamings for the year. Two levels of persuasion (high vs. low) were reflected in the client 

explanation that was administered to the subjects as Part 2A and 2B of the case. This 

client explanation (high pressure for Cells 1, 3, 5, and 7 or low pressure for Cells 2, 4, 6, 

and 8) was for recording the transaction applicable to either the impairment loss or 

supplies expense. 

The subjects were requested to respond to the same question as in Part lA or Part 

IB of the case and determined the allowable amount of impairment loss or supplies 

expense that should be reported in the financial statements. This decision was based on 

the analysis performed by the staff auditor, the degree of pressure applied by the client, 

and for half of the participants, the SEC's notification. Again the participants justified 

their decision by writing a short memo and the explanations were viewed to ascertain the 

participant's understanding of the case. 
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The amount that the auditors will allow as an expense was hypothesized to be 

greater when the client has a strong desire to manage eamings and provided high pressure 

to record the transaction. This variable was selected because previous auditing studies 

have established a concem that clients attempt to apply pressure and influence the 

auditor's decision making. 

Summary of Instrument Design 

The research instrument was a 2 x 2 x 2 repeated measure design. A summary of 

the eight treatments are presented in Table 4.1. Part 1 of the case contained the company 

description and the type of accounting application used (GAAP), and Part 2 manipulated 

the variables SEC notification and chent pressure. The instrument is reproduced in 

Appendix A. 

The dependent variable examined was the amount of impairment loss or supplies 

expense that the subject allowed the client to record in the financial statements. The 

independent variables tested, client pressure and SEC notification were manipulated 

between Part 1 and Part 2 of the two different scenarios for GAAP represented through 

impairment loss or supplies expense. The data collected from the auditors' responses in 

Part 1 were used to test HI and data collected from the auditors' responses in Part 2 were 

used to test H2, H3, H4, H5, H6, and H7. 

Part 3 of the case was a survey to collect demographic and other relevant 

information described in the next section. These responses provided data about the 
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auditors' experience, beliefs, and attitudes toward eamings management and the influence 

of referent others as well as general demographic and personal data. 

Survey Section of the Instrument 

The instrument contained a series of questions (see Appendix B) that the subjects 

answered after providing their final response for the amount of impairment loss in Part 

2A or supplies expense that they would allow in Part 2B of the case. This survey section 

contained a series of questions (No. 1-4) that requested general demographic information 

as well as questions (No. 5-16) that reflected the attitudes and beliefs of the participants 

toward eamings management. 

Demographic data regarding age, gender, current position, and years of experience 

was collected. These questions were included in order to provide descriptive information 

about the subjects and to test whether any of these characteristics were significant 

covariates that influenced the dependent responses. These questions were not the main 

focus of this research and did not relate to any specific hypotheses in the study. 

The next series of questions investigated the auditors' behefs and the influence of 

others on the decision-making process relating to eamings management as posited by the 

theory of reasoned action. The potential influence of referent others on their decision

making was examined through questions 5 and 6 to determine which groups most 

influence auditors' decision relating to eamings management. Measurement of the 

auditors' beliefs and attitudes toward eamings management were based on a series of 

questions that were developed in previous research by Craighead and Hartwick (1998) 
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and are shown in Appendix A (questions No. 7-16). Questions No. 17 and 18 required 

the subjects to indicate their past experience with clients who had received the SEC 

notification. These questions indicated whether the subjects had encountered the SEC 

notification prior to completing the research instrument and how they leamed of the SEC 

notification. These responses were used in the interpretation of the results and the 

potential effectiveness of the manipulation of the SEC variable. If subjects had previous 

exposure to the SEC notification and they had received one of the four cases without SEC 

notification, their response to the case may have considered this notification even though 

it was absent from their case. 

The next series of questions obtained information about the subjects' experience 

with the eamings management techniques described by former SEC Chairman Levitt. 

Participants indicated the frequency that they had experienced eamings management 

through the five techniques identified by SEC Chairman Levitt (Levitt, 1998a). These 

questions are shown in Appendix A as questions 19-23. These questions were designed 

to elicit responses of auditor's agreement or disagreement with Chairman's Levitt 

concems of the auditor's role in the approval process of eamings management. 

Results of the Pretest 

The instmment was pretested with two different groups of eight auditors from the 

westem Texas area. All of the pretest participants had recent audit experience. Each of 

the eight auditors from the two groups were provided a respective instmment from one of 

the eight cells of the 2 x 2 x 2 design. Of the sixteen auditors participating in the pretest, 
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nine were staff, two were in-charge, three were managers, and two were senior managers. 

Participating auditors had between six months and 35 years of experience. Mean 

(standard deviation) of public accounting experience was 4.8 (8.5) years and of age was 

29 (8.5) years. Five females and eleven males participated. Upon completing the pretest, 

debnefing sessions were performed to provide feedback of the understandability and 

realism of the instmment. The questions used in this session are shown in Appendix C. 

This questionnaire provided a manipulation check that determined the manipulated 

independent variables were successfully presented to the subjects. This pretest 

determined that participants required 30 to SO minutes to complete the research 

instmment. 

Two areas of concem were raised after the first pretest with eight auditors. First, 

some of the auditors indicated that the level of materiality should be known by the 

auditors before the fieldwork begins and that this information was needed to make the 

required decision. Second, the manipulation of the broad accounting transaction was 

reviewed to determine if it was realistic because all participants approved the full amount 

of the impairment loss after the manipulation of the variables. 

Revisions were made to the cases to address these two concems. First, 

information on materiality was provided. Second, revisions were made to increase the 

uncertainty of the cash flow estimates and the uncertainty of the potential amount of the 

sale proceeds. 

The revised Cases A and B were pretested with the second group of eight pretest 

participants. The second group of eight included three former Big Five auditors who had 
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significant experience with SEC clients. A manipulation check was provided for the 

accounting standards and level of persuasion factors. The variables appeared to be 

properly operationalized based on the debriefing questions and manipulation checks. No 

significant changes were made as a result of this second pretest. None of the pretest 

responses or subjects from the two groups of eight were included in this study results. 

After the second pretest was completed, the controller of a major Midwest 

corporation was contacted and requested to review the research instrument to determine if 

it represented a realistic scenario that a company might face. In addition, the controller 

reviewed the client explanations to determine if the explanations appeared reasonable. 

The controller indicated the scenario explanations were realistic. 

Sample 

The overall design of the study required eight cells with a desired number of 20 

participants in each cell with a total sample size of 160 or more participating auditors. To 

obtain a higher degree of extemal validity, the 160 participants were requested to possess 

these characteristics: 

1. practicing auditors, 

2. representative cross section of CPAs from multiple large firms, 

3. in-charge experience, 

4. a minimum of two years of experience, 

5. geographically dispersed. 
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Administration of the Research Instrument 

As shown in Table 4.1 and Figure 4.1, half of the participants decided the amount 

of allowable impaimient loss in Case A and half of the participants decided the amount of 

allowable supplies expense in Case B. Of these participants, the subjects were assigned 

to the four different versions of the cases as displayed in Part 2A and 2B of Figure 4.1. 

Half of the subjects received the SEC notification (Cells I, 2, 5, and 6). Half of the 

participants received an explanation from the client with either high pressure (Cells 1, 3, 

5, and 7) or low pressure (Cells 2, 4, 6, and 8). The subjects were randomly assigned to 

each of the eight different cells to obtain approximately twenty participants in each cell. 

The information was presented through the use of computers to control what 

information was available during the different stages of the decision. Each participant 

received a diskette and his or her answers were automatically saved to the diskette. The 

case was available in a paper version as well as a computerized. In order to maintain 

control of the participants' actions and provide additional information such as the total 

time spent for the case, every attempt was made to administer the instmment in the 

computerized version at local training seminars or professional meetings that the subjects 

attended. This setting allowed for appropriate control of the research instmment for 

extraneous factors and equality of participation in the groups. 

To obtain the approximately 160 auditors, the research instrument was also 

administered to auditors through a contact person in the local office or the mail. The 

contact person distributed the instrument only to auditors that had in-charge experience in 

an audit. Any experience level could be involved in the preparation or review of work 
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papers to support impairment losses or the appropriate amount of supplies expense that 

should be recorded by the client but the nature of the decision appeared to be more 

appropriate for more experienced auditors. 

One bias that may impact the decision-makers' judgments is order in which 

information is presented. Einhom and Hogarth (1992) developed a "theory of belief 

updating that explicitly accounts for order-effect phenomena as arising from the 

interaction of information-processing strategies and task characteristics" (p. S3). These 

researchers theorize that the order in which cues are presented to the decision-maker 

causes recency effects in the final decision. Various auditing studies have investigated 

and found that the last (recency) information typically has the most influence on decisions 

(Ashton and Ashton, 1988; Tubbs et al., 1990; Asare, 1992; Amold, et al., 2000). The 

order of information provided to participating auditors was varied to eliminate this 

potential bias. 

Statistical Analysis of Research Data 

The study was organized so the data could be collected and analyzed to test the 

hypotheses that were presented in Chapter HI. The statistical procedures employed to 

evaluate the hypotheses are analysis of variance (ANOVA) and analysis of covariance 

(ANCOVA). 
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ANOVA 

The subjects were exposed to only one level of each independent variable. 

Analysis of variance (ANOVA) models was used in investigate the effect(s) of 

independent variable(s) on a dependent variable. The ANOVA model can be used to test 

for differences among numerous sample means when decisions makers have been 

randomly assigned to several treatment groups. 

The model representing a three-way ANOVA is: 

Yij - p + Ti -1- pi + Yi -I- Tpi+ Tyi+ PYI + TPYI +eij 

where: 

Tl 

Pi 

Yi 

T P I 

TYi 

^ijkr 

is the value of the final decision for the amount of expense or loss in the 
ith trial for the jth factor level, 

is the overall mean, 

is the difference in mean due to factor A (GAAP specificity), 

is the difference in mean due to factor B (client pressure), 

is the difference in mean due to factor C (SEC notification), 

is the difference in mean due to interaction between factors A and B, 

is the difference in mean due to interaction between factors A and C, 

PYI is the difference in mean due to interaction between factors B and C, 

TPYI is the difference in mean due to interaction among factors A, B and C, 

eijkm is independent and identically distributed random variables. 

The three-way ANOVA will answer seven questions. Three of these questions 

deal with the main effects of the variables examined (A GAAP, B Client Pressure, and C 
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SEC Notification) and four deal with interactions of these variables (A:B, A:C, B:C, 

A:B:C). In the analysis of the sample data from each factor level, a two-step approach 

was used as follows: 

1. Detei-mine whether the factor level means are the same. 

2. If the factor level means are not the same, examine how they differ and what 

are the implications of the differences. 

The two altemative hypotheses (or conclusions) used for the evaluation of step 1 

were: 

CI: means are equal (p. = p.), 

C2: not all Uj are equal (p. 7̂  p.). 

The test statistic used for evaluating between the hypotheses was: 

F* = MSTR/MSE 

where: 

MSTR was the treatment mean square, 

MSE was the error mean square. 

In general, values of F* near 1 support CI while large values of F* support C2. 

ANOVA was used to compare the auditors in the three primary research variables 

of this study: GAAP specificity, level of client pressure, and the SEC notification. The 

statistical significance of the effects of each hypothesized independent variable was tested 

using the F statistic, and probability levels of observing those effects by chance are 

reported. 
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In this study, the three treatments relating to the independent variable were (I) the 

type of GAAP (broad/nan'ow), (2) the absence or presence of the SEC notification, and 

(3) the amount of client pressure (high/low) exerted in the client's explanation. The 

dependent variable studied was the amount of expense that the auditors determined as 

allowable to report in the financial statements. 

The effects of this variable were assessed in the data analysis by comparing the 

means for the level expense or loss that the auditors recorded. For HI, the responses of 

the auditors in Part 1A and IB of the case study were compared for the impairment loss to 

the amount of supplies expense to determine whether a significant difference existed 

between these means. For H2, H3, H4, HS, H6, and H7, the responses of the auditors in 

Part 2A and 2B of the case study were compared to determine whether a significant 

difference existed between these means. The data tested whether client pressure (H2) or 

SEC notification (H4) influenced the auditors. The data tested for two-way interaction of 

the independent variables (H3, HS, and H6) and the three-way interaction of the 

independent variables (H7). 

ANCOVA 

This statistical approach is an extension of the ANOVA that considers covariates 

that take into account any initial differences between the experimental groups on other 

variables that may affect the subjects' decisions. The potential covariates are the 

demographic variables obtained from Part 3 of the survey (e.g., age, experience, gender) 

and response for the amount of impairment loss or supplies expense made by the 
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participants in the first part of the research instrument. Considering such variables helps 

to remove extraneous or uncontrolled factors, thereby increasing measurement precision 

as to the significance of the key variables of interest (GAAP specificity, client pressure, 

and SEC notification). 

Other Data 

Part 3 of the research instrument was the survey administered to gather other data 

to summarize auditors' beliefs or attitudes toward eamings management. The means and 

standard deviations of these responses will be summarized. These questions were not the 

main focus of this research and do not relate to any of the specific hypotheses of this 

study. The survey data was used as an exploratory analysis to ascertain auditors' attitudes 

and beliefs towards eamings management and was examined for possible relationships to 

the dependent responses. 

Summary 

The purpose of this chapter was to present the research methodology used to 

collect and evaluate the data for this study. The data used in this study were obtained 

through the instmments described, Cases A and B and a survey. The 2 x 2 x 2 repeated 

measure design resulted in eight cells. Four versions from both Case A and Case B and 

the survey were administered to a random sample of auditors throughout the continental 

United States to obtain the desired 160 participants. The retumed cases and 
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questionnaires provided information relating to the auditors' decision-making process for 

a client who was managing eamings. 

The procedures described in this chapter have explained the data collection 

methods, the statistical tests of the seven hypotheses, and the substantive tests used to 

accomplish the research objectives. Through the data gathering and testing procedures 

previously described, the primary question of whether auditors' decisions mde with 

respect to allowing impairment loss or supplies expense in an eamings management 

situation was influenced by the type of GAAP specificity (broad/narrow), client pressure, 

or SEC notification. The results are discussed in Chapter V. 
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Table 4.1 
Experimental Design of the 2 x 2 x 2 Variables Manipulation 

Cell 

1 

2 

3 

4 

5 

6 

7 

8 

GAAP 
(Broad = SFAS 121; 
Nan-ow = Matching) 

Broad 

Broad 

Broad 

Broad 

Narrow 

Narrow 

Narrow 

Narrow 

Client 
Pressure 

(High persuasion; 
Low persuasion) 

High 

Low 

High 

Low 

High 

Low 

High 

Low 

SEC 
Notification 
(Present or 

Absent) 

Present 

Present 

Absent 

Absent 

Present 

Present 

Absent 

Absent 
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Part 1 
• Description of company (publicly held manufacturer; size of assets, revenues, 
income) 

• Current year's income is higher than expect; therefore management proposes 
additional expense 

Case A: Preliminary Information 
Part lA 

• Broad GAAP 
• Asset Impairment Loss 
• SFAS 121 

Part lA: Auditor's Decision Based on 
Preliminary Information 

• Assess proper amount of impairment 
loss 

Part 2A: Variable Manipulation 
Client Pressure SEC Notification 
High Cell 1 Yes 

Low Cell 2 Yes 
High Cell 3 No 

Low Cell 4 No 

Part 2A: Auditor's Decision Based on 
Additional Information 

• Revised amounts of allowable 
impairment loss for: 
Celll Cell 2 Cell 3 Cell 4 

Case B: Preliminary Information 
Part 2A 

• Narrow GAAP (Matching Principle) 
• Supplies Expense 
• ARB 43 

Part IB: Auditor's Decision Based on 
Preliminary Information 

• Assess proper amount of supplies 
expense 

I 
Part 2B: Variable Mainipulaton 

Client Pressure SEC Notification 
High Cell 5 Yes 

Low Cell 6 Yes 
High Cell 7 No 

Low Cell 8 No 

Part2B: Auditor's Decision Based on 
Additional Information 

• Revised amounts of allowable 
supplies expense for: 
Cells Cell 6 Cell? Cell 8 

Part 3: Survey 
•Auditor's attitude toward earnings management 
•Demographics 

Figure 4.1: Overview of Research Instmment 
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CHAPTER V 

RESULTS 

Introduction 

The data obtained in this study were analyzed to determine whether the specificity 

of GAAP, client pressure, or SEC notification affects auditors' decision making relating 

to potential eamings management. Additional data were obtained to assess the attitudes 

auditors have towards eamings management as well as the potential influence of others 

on auditors' decision-making. 

The purpose of this chapter is to summarize and analyze the data collected. The 

first part of the chapter presents the response rate. The second section of the chapter 

provides the demographics of the participants. The third section of the chapter discusses 

observations of pattems in the data. The fourth section reports the results of statistical 

tests of the research hypotheses and discusses the results. The fifth section focuses on the 

statistical analysis and interpretation of the responses to the questionnaire that was 

administered. 

Subjects 

The actual responses collected and used in this study were obtained through the 

use of a case and a questionnaire (see Appendices A and B) that were administered to 160 

auditors. The number of cases distributed and total usable cases are summarized in Table 

5.1. Part of the cases were administered in person and the remainder were administered 
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by a contact person at each of the firms. The responses have been used to test the 

research hypotheses and accomplish the research objectives addressed in this study. 

Subjects were haphazardly assigned to one of the eight different versions of the research 

instrument. 

Insttument Administered by Contact Person 

When a firm agreed to participate in this study, a contact person was provided and 

the contact estimated the number of subjects that would participate in the study. In order 

to obtain participants with the appropriate level of experience for this study, the contact 

person was to distribute cases to auditors with in-charge experience. The research 

instmments were delivered or mailed to the contact person who distributed the disks to 

the participants. The subjects completed the disks and retumed the disks to the contact 

person who retumed the disks either in person or through the mail. 

Two hundred sixty-two cases were delivered to contact persons. Of these total 

cases, 102 cases were not distributed. Sixty of the 102 undistributed cases were not 

distributed because an employee left for other employment; after repetitive attempts, no 

follow-up on the disks was obtained. 

One hundred twenty-two cases were completed and retumed while 38 cases were 

distributed but not completed by the subjects. Of the 122 retumed diskettes, 34 responses 

were not usable. Thirty-one of the responses were eliminated because the participants 

had less than two years of experience and did not have the required in-charge experience 

needed for this decision. One of the diskettes was damaged in the mail and the data files 
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could not be read. Two additional cases were eliminated due to inconsistencies the 

respondents provided in their responses and their explanations. These inconsistencies are 

explained in the following paragraphs. The 88 usable cases administered by firm contact 

persons resulted in a response rate of 55 percent of the actual number of cases distributed. 

Inconsistencies in Responses 

One respondent in treatment 2 (impairment, low pressure, SEC notification) cited 

that in the preliminary information "given the known information, I see no legitimacy for 

impairment." When presented the additional information, the respondent increased the 

allowable expense to $800,000 "based upon management's best estimate of the future 

eamings relative to the asset in discussion. The rationale and calculations behind the 

assumptions must be examined, but given evidence by management of reasonableness, 

the impairment will be allowed." No evidence was provided or can be provided by the 

company so the increase does not appear supported. For this treatment level, the increase 

appeared inconsistent with the explanation and additional information provided. This 

response was removed from the analysis. 

The second respondent in treatment 4 (impairment, low pressure, no SEC 

notification) decreased the impairment loss from $650,000 to $0. The initial explanation 

indicated a misunderstanding of the cash flow information presented in the tables. The 

respondent stated, "You would have to determine with the client, the most likely cash 

flow scenario and book the impairment based on that amount." The preUminary 

information did not support $650,000 as the most likely cash flow and the respondent 
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appropriately inteipreted the cash flows in the additional information and indicated $0 

were allowed. Thus, this response was removed from the analysis since the change 

appeared to be a misinteipretation of the cash flows and not the result of client pressure or 

SEC notification. 

Instrument Administered in Person 

In addition to the cases retumed by the contact person, 39 cases were administered 

on-site in firm training sessions by the researcher. Of the total 39 cases, 26 cases were 

usable. Thirteen of the 39 participants had less than two years experience and were 

eliminated. Of these remaining 26 cases, six were administered in paper version due to a 

problem with accessing the computer files through the respondents' computers. The 

researcher closely supervised the paper version and as one part of the case was finished, 

the documents were placed in an envelope and sealed to prevent participants retuming to 

previous parts of the case. 

The responses for the cases administered in person and in the computerized 

version were compared. No significant differences were observed in these responses'. 

Total Response Rate 

The two collection methods resulted in 114 usable cases. The total response rate 

was 57 percent for cases distributed through a contact person and administered in person. 
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Demographics of Participants 

This section describes the experience level, gender, age, and geographic location 

of the participants. Tables 5.2 through 5.8 (pp. 223-227) provide demographic data on 

the respondents included in the data analysis. 

Experience 

As Table 5.2 indicates, the subjects' experience ranged from 3 year to 26 years. 

The typical subject had 7.1 years of audit experience. Fifty-one percent of the subjects 

had more than 6 years of auditing experience with average experience of 10.3 years. 

Forty-nine percent of the subjects had 5 years or less of auditing experience with average 

experience of 3.7 years. 

Table 5.3 provides the subjects' position within the firm. Over 56 percent of the 

subjects were at the manager level or higher. Forty-four percent of the participants were 

in-charge, 34 percent of the participants were managers, and 22 percent of the participants 

were senior managers or partners. Thus, the subjects who participated in the study had 

the necessary experience to make the decisions required in this case. 

Because this study examined the impact of SEC intervention on eamings 

management, data were collected regarding the subjects' awareness of the SEC's 

notification to 150 companies relating to eamings management. Tables 5.4 and 5.5 

summarize this information. Forty-one subjects or 36 percent of the total subjects 

indicated they had an awareness of the recent SEC notification. The subjects had 

' See Appendix D for comparison of responses. 
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received this awareness through an extemal publication, their firm's training or 

communication, or through the audit of a firm who had received the notification. Of the 

41 subjects who indicated an awareness of the SEC notification, 23 subjects received 

cases without the SEC notification. 

The cases that were haphazardly assigned to these subjects, along with the source 

of the investigation information, are presented in Table 5.5. Fourteen^ subjects were on 

an audit in which the SEC notified their client on January 22, 1999 that the company's 

financial results might be reviewed due to significant charges in 1998. Table 5.5 provides 

the state of the subject's office and summarizes the reason or reasons for the SEC 

notification; these reasons include asset write-downs, restmcturing activities, and 

acquired in-process research and development. Of these 14 subjects who had been on an 

audit in which the client received SEC notification, 9 subjects were among those 

haphazardly assigned to the "no SEC notification" condition. 

Other Demographic Information 

Thirty-three percent of the participants were females and 67 percent of the 

participants were males. As seen on Table 5.6, the age of the participants varied from 24-

51 years. The average age of the participant was 31 years. Of the subjects participating 

in the study, 44 percent had recently prepared or reviewed workpapers to support the 

' On Table 5.5, fourteen subjects were on an audit with SEC notification but as seen m Table 5.4, 
only six subjects reported that their awareness of the SEC notification occurred on an audit. The 
computerized version of the research instrument provided four responses but allowed parUcipants to sdect 
only one item. Their response probably indicated how they had first developed their awareness of the SEC 
notification. 
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wnte-down of impaired assets and 40 percent had prepared or reviewed workpapers to 

support the acceptance of cash-based supplies expense. 

Table 5.7 provides geographic infoimation about the subjects and shows they the 

subjects were from various areas in the country including Texas, Minnesota, North 

Dakota, and Illinois. Seventy-five percent of the subjects were from Big Five firms, and 

25 percent were from large regional firms that have SEC clients. 

Based on the frequency distnbutions calculated from demographic characteristics, 

the "typical" participant had the following, overall attributes: (1) over 7.1 years of 

auditing expenence; (2) 31 years old; (3) a senior level or manager level; and (4) 

employed by a Big Five firm. The participants appear qualified to complete the research 

instmment and provide a strong basis for examining the research questions. 

Table 5.8 indicates the assignment of subjects to each of the eight treatment levels 

and provides the participants' average age, years of experience, gender, and position. 

Fifty-nine impairment cases and fifty-five supplies cases were distributed to the subjects. 

Age, experience, gender and position were examined as covariates to determine if 

any differences in the subjects' response relates to any of these demographic 

characteristics. Experience was the only demographic characteristic that was found to 

affect the responses and these effects are discussed in the ANCOVA analysis. 

Observations of Pattems in Data 

This section provides descriptive statistics of the responses and summarizes 

overall observations of pattems in the data. Appendix E provides the detailed data 
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responses by the three main variables, accounting standard, client pressure and SEC 

notification. 

Anticipated Responses 

Table 5.9 compares the anticipated subjects' responses that have been expected 

for each of the eight treatment levels indicates the anticipated direction of the subject's 

change in the amount of allowable expense when additional information is received. The 

subjects are expected to allow higher amounts of impairment losses than supplies 

expense. High client pressure is predicted to result in an adjustment to increase the 

amount of expense allowed; whereas low client pressure would result in no change or an 

adjustment to decrease the amount of expense allowed. The presence of SEC notification 

is expected to result in an adjustment to decrease the allowable expense; whereas the 

absence of SEC notification would result in no change to the initial response. These 

anticipated responses are compared with the actual responses and discussed in the 

following sections. 

Changes in Responses 

The number of subjects and the direction of their changes are displayed in Tables 

5.10, 5.11, and 5.12. These tables summarize the number of subjects by each of the 

variables: (1) type of standard, (2) level of pressure, and (3) absence or presence of SEC 

notification. 
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Only 32 subjects of the total 114 subjects or 28% of the total subjects change the 

amount of allowable expense based on final information received in the second part of the 

research instrument. Seventy-two percent of the subjects did not change the amount of 

allowable expense. As seen in Table 5.10, more subjects change the amounts for the 

supplies case than the impairment case. The broad accounting standard relating to the 

impairment treatments has been anticipated to result in the most changes but only 11 of 

the 59 subjects evaluating the impairment loss condition change their decision whereas 21 

of the 55 subjects evaluating the supplies expense condition change their decision. 

Table S.l 1 indicates that approximately the same number of subjects change for 

the high and low levels of client pressure, 17 and 15 subjects, respectively. Table 5.12 

indicates that the same number of subjects, 16, change for the absence or presence of the 

SEC notification. 

Table 5.13 presents the amount of change for 114 responses by each of the eight 

treatment levels. This information includes the subjects that did not change their 

response. A review of Table 5.13 indicates the mode for the amount of change is 

$185,000 and relates to seven increases and two decreases. For the supplies condition, 

the subjects provide explanations for the increase in supplies expense based on the 

additional information. For the changes, the subjects justify their change in expense 

based on the explanations for an increase of (1) $185,000 due to unexpected overall 

growth in the volume of products sold and unexpected price increases or (2) $200,000 

due to the introduction of a new product and supphes associated with this product. This 

is also noted in a review of the actual responses presented in Appendix E, Panel A. Of 
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the thirty-four subjects that allow some amount of supplies expense, fourteen of these 

subjects allow either the $185,000 or $200,000 provided in these two explanations or the 

total of $385,000 for both explanations. 

Tables 5.14 and 5.15 summarize the amounts of decrease and increase. No more 

than two participants in a treatment condition decrease their responses. For the increases 

in responses, when three or more subjects change their response, the low, average, and 

high amount for the change in the expense is presented. 

Seven of the subjects who decrease their responses are in the low client pressure 

treatments. Three of these respondents (two in impairment loss and one in supphes 

expense conditions) reduce their expense to zero when they discover the client did not 

highly desire recording the full amount of $800,000 

When the SEC notification is present, only seven subjects decrease their responses 

and nine subjects increase their responses. Seven of the subjects who increase their 

responses are in the high client pressure treatment and six of these responses are subjects 

with 3-5 years of experience. 

As seen in Table 5.15, the greatest number of participants who increase their 

responses is in the supplies condition. Five of these respondents receive the SEC 

notification of possible examination of the financial statements and these auditors accept 

the immaterial misapplication of GAAP. 

The greatest number of increases, 10, occurs in the supplies. No SEC condition. 

Nine of the 10 respondents have more than 6 years of experience. Seven of the 10 

180 



auditors originally allow no supplies expense and now allow an immaterial amount of 

expense. 

No Changes in Responses 

A review of the actual responses (Appendix E) indicates that most subjects did not 

change their response from the preliminary decision to the final decision. For all 

treatment levels, the client desired to record $800,000 in either impairment loss or 

supplies expense. Seven subjects did recognize the full $800,000 of impairment loss in 

the preliminary decision and did not change. Nineteen subjects appear to strictly interpret 

the matching principle and allow no supplies expense in their preliminary responses as 

well as their responses to the additional information. These twenty-five subjects 

represent twenty-three percent of the total participants in the study. 

Of the 114 participants, 54 subjects initially did recognize zero (30 for the 

supplies expense treatments and 24 for the impairment loss treatments). Of these 

subjects, 42 did remain at zero (19 for supplies expense treatments and 23 for the 

impairment loss treatments). 

Responses Above $250.000 Materiality Level 

For supplies expense treatments, 9 subjects allowed initial amounts above the 

$250,000 materiality level. When additional information was provided, 15 subjects 

allowed amounts above the $250,000 materiality level. 
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For the impairment loss treatments, 28 subjects allowed initial amounts above the 

$250,000 materiality level. When additional information was provided, 26 subjects 

allowed amounts above the $250,000 materiality level. 

Descriptive Statistics of Responses 

Tables 5.16 through 5.18 report the descriptive statistics of the responses. These 

tables present the means and standard deviations for (1) participants' responses to the 

preliminary information, (2) participants' responses to the additional information, and (3) 

the amount of change between their preliminary decision and final decision. The 

experience level of the respondents for each treatment level is also provided. A review of 

Tables 5.9, and Tables 5.16 through 5.18 results in several observations. 

First, when additional information is provided, the anticipated direction for 

treatments 1 and 5 is uncertain since client pressure and SEC notification are anticipated 

to affect the adjustment in opposite directions. One manipulation may dominate the other 

or an interaction could result. Therefore, the anticipated direction for these two 

treatments is unknown. A review of the data indicates that an interaction might occur for 

treatment 1 as very little change has occurred. For treatment 5, client pressure appears to 

dominate because the amount of allowable expense increases. 

For treatments 2, 3, 4, and 7, the changes appear to occur in the anticipated 

direction. Treatment 6, supplies, low pressure, SEC, and treatment 8, supplies, low 

pressure. No SEC, did not remain the same or decrease as anticipated. 
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Second, a review of the actual responses, (see Panel A of Appendix E), indicates 

that the subjects appear- to approve an amount of supplies expense that is generally less 

than the overall materiality level of $250,000. Although a strict interpretation of the 

supplies case indicate that none of the $800,000 is expense due to the matching principle, 

subjects allow an immaterial misapplication of GAAP. 

Third, the average impaiiTnent loss per treatment based on the preliminary 

information ranges from $240,206 to $418,750 and the standard deviation ranges from 

$271,844 to $377,661. Average supplies expense per treatment group based on the 

preliminary information ranges from $90,964 to $224,231 and the standard deviation 

ranges from $200,493 to $298,823. The average standard deviation is higher for the 

impairment loss ($309,206) than for supplies expense ($239,782). The average amount 

of supplies expenses smaller than the impairment loss and the standard deviation is less 

for the supplies expense treatments. This may indicate the respondents are more willing 

to broadly interpret the impairment loss and have more uncertainty as to the appropriate 

amount of impairment loss. The larger standard deviation for impairment losses indicate 

the subjects have a wider range of responses for the ambiguous, broad accounting 

standard. 

The standard deviation for all eight treatment levels is extremely large and raises 

questions about the data. However, the design of the research instmment results in 

responses that would potentially change in increments of approximately $200,000. A 

review of the acmal responses (panels A and B of Appendix E) indicates that the 
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responses were either 0 or in increments of approximately $200,000 from $200,000 to 

$800,000 for both impairment losses and supplies expense. 

The impairment losses indicate that most respondents select one of these four 

estimated impairment losses that varied by approximately $200,000 as provided in the 

information. Similarly, the responses for supplies expense varies by approximately 

$200,000, depending on the subject's acceptance of the four explanations that increase 

supplies expense approximately $200,000 for each of the explanations. These potential 

responses for impairment losses or supplies expense result in the large standard 

deviations for each of the eight treatments. 

A review of the actual responses (Panels A and B of Appendix E) indicates the 

responses occur in these increments of approximately $200,000. The highest and lowest 

amount of expense allowed by the subjects based on additional information ranges from 

zero to $800,000 for all treatments except treatments 6 and 8, supplies condition with low 

client pressure. In these two treatments, the subjects' responses based on additional 

information ranges from $0 to $400,000. The range of these responses clearly indicates 

the broad, ambiguous standard for impairment losses results in a larger range for 

impairment losses than supplies expense, a more strictly interpreted accounting principle. 

Responses to Accounting Standard 

As anticipated. Table 5.16 indicates that for the preliminary information the 

subjects allow, on average, a higher amount for impairment loss ($313,552) than supphes 
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expense ($158,609). In addition, for the final decision, the subjects allow, on average, a 

higher amount of impairment loss ($298,678) than supplies expense ($204,200). 

The broad accounting standard for impairments is anticipated to result in the 

greater change in responses because the vague accounting standard would allow subjects 

to support the client's position of higher impairment losses than the strict interpretation of 

the matching principle and recognition of supplies expense. The number of subjects that 

did not change their response for the allowable amount of the impairment loss (Table 

5.10) is 48 and only 11 participants changed their response. The overall average amount 

of change in expense allowed is higher for the supphes condition ($45,591 increase) than 

the impairment condition ($14,874 decrease). The highest increase is anticipated in 

treatment 3, impairment loss with low client pressure and No SEC notification. The 

greatest increase of $67,692 occurs for treatment 5, supplies expense condition with high 

client pressure and the presence of SEC notification, and the subjects allow an average 

amount of expense ($291,923) that even exceeds materiality. The largest decrease of 

$70,788 occurs for the impairment loss, low client pressure and no SEC notification. 

Responses to Client Pressure 

Table 5.17 summarizes the participants' responses by level of client pressure, the 

second variable examined in this study. When the client provides a highly persuasive 

explanation, the amount approved by the auditors is expected to increase. As previously 

discussed, for treatments 1 and 5, the presence of the SEC notification is expected to 
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decrease the amount approved and the dirprtinn of tu,. ^u 
FH u aiiu me auection ot the change is unknown because of the 

anticipated opposite effects of the two variables. 

The amount of allowable expense increases for all four high pressure cases 

(treatments 1,3,5, and 7) and on average, the subjects appear to approve the higher 

expense desired by the client. The amount of increase is minimal for treatment 1, 

impairment, high pressure, and SEC. 

When the client provides a less persuasive explanation (treatments 2, 4, 6 and 8), 

the amount of expense is anticipated to remain the same or decrease between the 

preliminary and final decisions. Table 5.17 indicates that this occurs for the two 

impairment loss conditions (treatments 2 and 4) with average decreases of $36,743 and 

$70,788. Contrary to the anticipated results, the subjects in the supplies expense 

condition with low pressure (treatments 6 and 8) increase the amount of allowable 

expense ($15,417 and $64,107). In these two treatments groups, the subjects appear to 

frequentiy accept the $185,000 increase due to unexpected overall growth and the 

previous years' amounts of unrecorded prepaid expenses. 

These responses appear to reflect the power stmggle theory that posits the client 

will influence the auditors and high pressure will result in the auditors approving a higher 

amount of expense or loss than originally recognized based on the preliminary 

information. In addition, the theory of motivated reasoning suggests that with high 

pressure the auditors are more motivated to find the client's method acceptable and will 

justify a higher amount of impairment loss or supplies expense when the preferred 
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position of the client is known. The subjects also appear to accept the client's practice of 

immaterial misapplication of GAAP. 

The condition with low pressure, no SEC notification and supplies expense 

(treatment 8) has the greatest number of participants, 8, changing their response. The 

direction of the change has occuiTed in the opposite direction and the amount of supplies 

expense has increased. This appears to support that subjects accept the client's practice 

of immaterial misapplication of GAAP. 

Responses to SEC Notification 

Another observation relates to the third variable examined in this study, the effect 

of SEC notification. Table 5.18 summarizes the subjects' responses by SEC notification. 

When the SEC notification is absent, no change is anticipated. When the SEC 

notification is present, the amount of total allowable expense is anticipated to decrease. 

However, for the high pressure treatments (treatments 1 and 5), the direction of the 

anticipated change due to the SEC notification was uncertain because the potential effect 

the SEC notification is the opposite of high client pressure. 

When SEC notification is present, the subjects' amount of allowable expense 

decreases in the impairment, low pressure condition. In the other three conditions, the 

subjects' responses increase or remain approximately the same. When the SEC 

notification is absent, the subjects' responses decrease in the impairment, low pressure 

and increases in the other three conditions where SEC notification is absent. 
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A review of Tables 5.17 and 5.18 does indicate more of an affect on the auditors' 

responses when client pressure is treated as the controlling variable. For the high client 

pressure treatments and presence of SEC notification (treatments I and 5), the increase in 

the amount of change appears to indicate that the client's desire for additional expense 

has more of an effect than the SEC notification as these treatments increase. 

FurtheiTOore, for the broad accounting standard four of the six subjects change their 

decision and increase the amount of impairment loss as seen in a review of the actual 

responses (Panel E of Appendix E). Of the total impairment loss treatments, this 

treatment has the highest percentage of subjects, 55% of the total eleven changes in 

impairment losses, who change the amount of impairment loss. 

For the high client pressure and absence of SEC notification (treatments 3 and 7), 

the amount of change increases as anticipated for high pressure. The absence of SEC 

notification is anticipated to result in no change. Therefore, high client pressure appears 

to influence the decision-making and results in anticipated increases. 

Next, effects of SEC notification in conjunction with the four low client pressure 

treatments (treatments 2, 4, 6 and 8) are considered and different pattems emerge for the 

impairment and supplies conditions. For treatments 6 and 8, supplies and low pressure, 

the amount of allowable expense increases towards the level of materiality, $250,000, 

whereas for treatments 2 and 4, impairment and low pressure, the amount of allowable 

expense decrease. As can be seen in Panel D of Appendix E, seven of the eight 

respondents who increase the amount of allowable supplies expense, allow an amount 

around $200,000. Six of these participants had previously aUowed zero expense. This 
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indicates that the participants allow an immaterial misapplication of GAAP, a concem 

expressed by former SEC Chairman Levitt. This type of change did not occur for the 

impairment loss as four decreases and no increases occur. 

The theory of reasoned action suggests that referent others influence the behavior. 

Due to the auditors' concem of potential legal or reputation costs, the presence of the 

SEC notification should result in the auditors not recognizing as much supplies expense 

or recognizing a conservative amount of impairment loss. This appears to occur for the 

impairment condition, an ambiguous accounting standard that requires judgment but not 

for the supplies condition. 

In addition, the theory of motivated reasoning posits that directional goals may 

influence decision-making. When the SEC notification is present and the client provides 

a highly persuasive explanation, the SEC notification provides a directional goal that is 

the opposite of the client's high pressure. The high client pressure appears to influence 

the direction of the change more than the SEC notification. 

Other Pattems in the Data 

Another observation relates to the responses to additional information. In 

comparing the impairment and the supplies condition on Table 5.16, the amounts for 

treatment 1, (impairment, high, SEC) and treatment 5, (supplies, high, SEC) vary by 

approximately $20,000. The highest average amount of supplies expense occurs when 

chent pressure is high and SEC notification is present and is similar to the amount for the 

impairment, high, SEC condition. Comparisons of the responses based on additional 
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infonnation for treatments 2 and 6, 3 and 7, and 4 and 8 indicate larger differences in 

these pairs of responses. 

Based on a review of responses that Tables 5.16 and 5.18 present and the actual 

responses that Appendix E presents, the responses of the subjects appear reasonable. The 

number of auditors who change their responses from the preliminary information based 

on the additional information is reviewed next. 

Interaction Plots 

Figures 5.1 and 5.2 are interaction plots of the means for the subjects' amounts 

reported in Table 5.16. An examination of Figure 5.1 shows that subjects approve the 

highest average expense for an impairment loss with low client pressure and no SEC 

notification rather than the hypothesized impairment loss, with high client pressure and 

no SEC notification. 

Figure 5.2 represents the average change in the subjects' response from 

preliminary decision to final decision. For the impairment loss, when high client pressure 

is present, the subjects' decisions for the impairment loss increases, and when low client 

pressure is present the subjects' decisions decrease. All of the subjects' decisions for the 

supplies condition increase. The intersection of lines for the high client pressure and the 

absence of SEC notification condition indicate potential interaction of the variables. 
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Statistical Tests of Re.sp.nrch Hvpothe.sp.s 

Since a sufficient sample size was achieved, analysis of variance (ANOVA) and 

analysis of covanance (ANCOVA) models are used to analyze the data and test the 

hypotheses and determine the significance of the results. The next section provides the 

results of these statistical analysis methods. 

A 0.05 level of significance (alpha value) is selected to determine whether 

significant differences existed among numerous sample means. Based on this alpha value 

and the degrees of freedom for the sample data, the critical F distribution value is 2.66.^ 

F* is the test statistic generated from the responses received for (1) the amount of 

supplies expense or impairment loss based on the preliminary information, (2) the amount 

of supplies expense or impairment loss based on the additional information, or (3) the 

amount of change in these two responses. Table 5.19 provides the ANOVA results for 

HOI and Table 5.20 provides an overall summary of the ANCOVA for H02-H07. Each 

of these will be discussed in more detail in the following sections. 

ANOVA Tests of Hypothesis 

The first variable tested was the accounting standard. The altemative hypothesis 

for the accounting standard was: 

HOI: The amount that auditors will allow as an expense in the 
financial statements will be greater when the authoritative literature is 
broad (ambiguous) than when it is narrow (straightforward). 

For null hypotheses, the decision rule used for controlling the risk of a Type 1 error at 0.05 was (1) if F* is less than or 
equal to 2.66, do not reject the null hypotheses or (2) if F* is greater than 2.66 reject the null hypotheses. Since the hypotheses are 
stated in the alternate form, if F* is less than 2.66, no significant evidence in support of alternate hypotheses would be found and 
significant differences in the means would not exist 
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To test this hypothesis, the subjects' responses to the preliminary decision in the 

impairment condition were compared to those in the supplies condition. This was the 

best measure for this hypothesis as the subjects' information differs for the impairment 

and supplies condition but the subjects have not received any information for the other 

two variables of interest, client pressure and SEC notification. 

The ANOVA results reported in Table 5.19 indicate that responses for the 

impairment loss were significantly different than the responses for supplies expense. The 

null of the hypothesis of no difference was rejected indicating that there was a significant 

difference (p=.0039) between the two groups."* The results indicate that the auditors' 

decision was influenced by the authoritative literature. Clearly, a broad (ambiguous) 

accounting standard influenced subjects to approve a higher expense amount. In addition, 

as noted in the previous section, the amount of the standard deviation was greater for the 

impairment loss ($20,231) than for the supplies expense ($240,690). 

ANCOVA Tests of Hypotheses H02-HQ7 

The next two variables to be tested were the level of client pressure and SEC 

notification.^ The altemate hypotheses for these variables were: 

H02: The amount that auditors will allow as an expense in the 
financial statements will be greater when the client has a strong desire to 
manage eamings. 

"Previous research indicated that experience affected the decision making of auditors. The ANCOVA analysis with 
experience as the covariate indicated that experience was not a significant factor (p=.8573, F value -.03). 

' An ANOVA that includes the test for GAAP specificity and the other two variables cbent pressure and SEC notificaUon 
was not used because client pressure and SEC notification were introduced after the first response. An ANOVA on the response to 
this additional information would include potential affects of the client pressure and SEC notification and not measure the effects of 
GAAP as well as the preliminary response. 
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H04: The amount that the auditors will allow as an expense in the 
financial statements will be less when the SEC has expressed concem to 
the client regarding earnings management. 

The data was analyzed through ANCOVA since so few subjects changed the 

amount of their decision and an ANOVA analysis with the amount of change as the 

dependent vaiiable was not appropriate. Due to the many zeros in the data, the 

assumption of ANOVA that residuals follow a normal distribution was affected. To 

eliminate this potential problem and its affect on the results, the data was analyzed 

through ANCOVA using response to the additional information as the dependent variable 

and the response to preliminary information as a covariate. ANCOVA provided a method 

to adjust for preexisting differences among the eight groups employed in this research 

study. ANCOVA may remove bias attributable to another variable or one or more of the 

demographic characteristics and increase the precision of the results by reducing error 

variance. 

The results of the ANCOVA analysis to test hypotheses H02 and H04 are 

presented in Tables 5.20. Panel A provides the tests of the main effects and interactions 

with the preliminary decision as the covariate and no significance was found in the main 

effects. The covariate response to preliminary information was significant (p = .001). 

The main effects could show no significance due to the existence of other 

covariates. The next step of the data analysis was to ascertain whether any other variables 

or demographic factors affected the relationships in the study. 

Other potential covariates were analyzed. Previous research found experience 

resulted in differences in decision making for auditors and years of experience was of the 

193 



most frequently used measure (Bouwman and Bradley, 1997). The relationship between 

experience and performance has been well documented in accounting research (Jeffrey, 

1992). Panel B of Table 5.20 includes experience and preliminary decision because both 

are significant covariates.*^ 

The ANCOVA results reported in Table 5.20, Panel B indicate that the responses 

for client pressure were significant (p=.0097). The responses for SEC Notification were 

significant at .10 (p=.0580). Because these variables indicate a significant interaction 

with the covariate experience, the main effects for SEC and persuasion do not adequately 

address the research hypotheses. 

The interactions for the covariate years of experience with the variables client 

pressure (p value = .0207) and SEC notification (p value = .0260) were significant. The 

relationship between the covariate experience and the dependent variable that represents 

the amount of expense allowed varied over the levels of client pressure and SEC 

notification. Because these interactions were significant, additional analysis was needed 

to determine the significance of client pressure and SEC notification. 

The parameters for the variables were used for the slopes and intercepts of linear 

regressions that are fit within each level of client pressure or SEC notification. Tests 

were performed to determine whether slopes of the regressions were the same for high 

and low levels of pressure as well as presence or absence of SEC notification. 

" Gender and age were analyzed as potential covariates and consistent with the literature, were not significant (p = .2207 

for age and p = . 1080 for gender). 
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Regression Models 

The linear regression model was developed for each of the eight treatments. The 

model is summarized below as expected values (means) of the response (amount of 

allowable expense based on additional information) for a given value for the covariate 

years of experience: 

Expected value Parameter (Parameter Number of Constant 
of amount of = estimate for -i- estimate for * years of -I- for the amount 

expense treatment level years of experience) based on 
experience preliminary 

information 

The individual regression models used to calculate the expected values of the 

response for each of the eight treatments are provided in Table 5.21. Each of the eight 

treatment levels has a parameter estimate. In addition, the regression model included a 

parameter estimate for the years of experience within each treatment level. The number 

of years of experience was entered into the above regression model for the range of 3 to 

20 years experience that represents 97% of the respondents (See Table 5.2). The final 

term in the regression model was a constant for the amount of expense allowed based on 

the prehminary information. This term was equal to the parameter estimate of .88039 

times the average amount of expense, $238,799. This constant resulted in a seating of the 

predicted values that was representative of the amount of allowable expense. 

Figure 5.3 presents the expected values for the eight treatment groups and 

indicate that the covariate years of experience resulted in different slopes for the eight 

levels of experience greater than 20 results in predictions of negative expense that is theoretically incorrect. 
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treatments. The horizontal axis gives the values of the covariate years of experience and 

the vertical axis gives the expected values of the dependent variable, the total amount of 

expense allowed in the subjects' final decision. 

In Figure 5.3, Panel A„ the supplies expense, low pressure, and No SEC 

notification indicates that subjects with high experience allow more expense than subjects 

with less experience. This treatment is in the opposite direction of the other treatments 

for supplies as the allowable expense is increasing whereas the other treatments remain 

approximately the same or decrease. Less experienced subjects appear to change their 

response less. 

Based on these regression models, the slopes of the regressions were tested to 

determine whether significant differences existed and how experience affected the main 

variables of interest, client pressure and SEC notification. The hypotheses of equal slopes 

was tested by a partial F test that used the regression models in Table 5.21 as the full 

model and reduced models that force a common slope for each of the linear regressions at 

different levels of experience. Four levels of experience were chosen based on the 

distribution of years of experience: 3 as a low value, 5 as a value near the lower quartile, 

8 as a value near the upper quartile, and 15 as a large value. The results of these tests are 

presented in Table 5.22. At a higher experience level, 15 years, client pressure was 

significant (p = .0421) than subjects with lower levels of experience. SEC notification 

was found significant at 3 years of experience (p = .015) and 5 years of experience (p = 

.0473). 

196 



A more experienced respondent with 15 years of experience was more influenced 

by client pressure than respondents with lower levels of experience. When high pressure 

exists, the more experienced subject appeared to allow less expense. However, when low 

pressure exists and SEC notification was not present, the subject appeared to allow the 

client to record a higher amount of expense. 

A less experienced subject with 3 or 5 years of experience was more influenced by 

the SEC notification than a more experienced respondent with 8 or 15 years of 

experience. A review of the graphs in Figure 5.3 does not indicate any notable pattems 

from the presence or absence of the SEC notification but clearly the expected amounts 

varied for the eight treatment levels. 

H03, H05, H06, and H07 examined two-way and three-way interactions of the 

three variables. For the two-way interaction of the three variables, the specific altemate 

hypotheses investigated were: 

H03: When the authoritative literature is broad (ambiguous) and 
the client has a strong desire to manage eamings, the auditors will allow a 
greater amount of expense to be included in the financial statements. 

H05: When the authoritative literature is broad (ambiguous) and 
the SEC has expressed concem to the client regarding eamings 
management, the auditors will allow less expense to be included in the 
financial statements. 

H06: An interaction will exist when the SEC has expressed 
concem to the client regarding eamings management and the client has a 
strong desire to manage eamings. 

For the three-way interaction, the specific hypothesis investigated was: 

H07: The auditors will allow the greatest amount of expense when 
the authoritative literature is broad (ambiguous), the client has a strong 
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desire to manage eamings and the SEC has not expressed concem to the 
client regarding eaiTiings management. 

Table 5.20, panel B shows the results of the test for interaction between the three 

variables using the response after the additional information as the dependent variable. 

None of these tests were significant. 

To further understand the responses, a content analysis of the auditors' 

explanation for their responses was performed. This anecdotal evidence provided 

additional support of the hypotheses. This is presented next. 

Description of Content Analysis 

The content analysis was performed to summarize the justification responses that 

the subjects provided for their decision based on the preliminary and additional 

information. For the 32 respondents who changed their responses between the preliminary 

information and the additional information, their justification for the change is discussed 

in the narrative of the following sections. For the 82 respondents who did not change their 

responses. Table 5.23 summarizes their comments and are most representative of the 

reasons provided by the subjects. The comments are listed in the order of their frequency 

cited by the subjects. 

Impairment Loss Treatments 

For treatment 1, the subjects are anticipated to provide a larger amount of 

impairment loss and increase the loss when the client strongly desires the full amount of 
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$800,000. However, the presence of the SEC notification is expected to reduce the 

amount of increase that the subject approves. 

As seen in Table 5.13, these anticipated results are confirmed by comparing 

tteatments 1 and 3. The presence of high client pressure results in the subjects approving 

higher impairment losses. When the SEC notification is present, the amount of the 

increase for treatment I is less than the amount of increase for treatment 3 when the SEC 

notification is absent. 

In the low client pressure treatments 2 and 4, the amount of change is anticipated 

to decrease or not affect the amount of impairment loss allowed. The presence of the 

SEC notification is anticipated to results in a decrease in the amount of impairment loss 

whereas the No SEC notification is anticipated not to change the response. For these two 

treatments, both of the average amounts decrease and low client pressure appears to affect 

the decision. However, the amount of decrease is less when the SEC notification is 

present. 

As seen in Table 5.14, one of the subjects in treatment 2 decrease the loss by 

$425,000 whereas one of the subjects in treatment 4 decrease the loss by $650,000. As 

anticipated, the total amount of impairment loss based on additional information is 

greater when No SEC notification was present in treatment 4. 

The subjects appear to allow an increased amount of impairment loss when high 

client pressure is present and a decreased amount of impairment loss when low client 

pressure is present. The impairment loss is greater for high pressure, treatment 1, than for 
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low pressure, treatment 2. However, the impairment loss is greater for low pressure, 

treatment 4 than high pressure, treatment 3. 

This reflects the variability in this standard as the subjects allow the lowest 

amount of impairment loss in treatment 3 and the highest amount of impairment loss in 

tteatment 4 in their preliminary response. In high pressure treatment 3, the subjects did 

increase the amount of the impairment loss whereas in low pressure treatment 4, the 

subjects decrease the amount of the impairment loss. 

Content Analysis for Changes in Impairment Responses 

The content analysis of the subjects' justification for their decisions provides 

anecdotal evidence to support that client pressure and SEC notification influence the 

decisions of the subjects. In treatment 1, four subjects find the high client pressure more 

influential whereas two subjects find the presence of SEC notification more influential. 

The subjects provide four reasons that indicate that they place a greater emphasis 

on the client's desire for the higher amount of impairment loss and find reasons to justify 

a higher amount. The reasons include: 

1. materiality allows subjects to bend on some issues because the 

amount of the change does not have a material impact on financial 

statements, 

2. reliance on the client's estimates for sales that may not continue for 

more than one year and the value of asset, 
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3. although a lack of evidence exists to support a higher amount of 

impairment loss, the cash flow was volatile, and the client is 

managing eamings, a minimal amount of impairment loss was 

allowed, 

4. strong concem for client relations, the need for a general 

representation letter, concem about the SEC notification, the full 

amount of the loss is allowable although the auditors would try to 

push the client to record a lower amount. 

For the two subjects who decrease the amount of impairment loss, the heightened 

awareness of the SEC appears to be more influential than the chent's highly persuasive 

explanation. Both of the subjects express strong concem about eamings management. In 

addition, one auditor's decision changes dramatically due to the client's tendency to 

manipulate eamings and the client trying to meet the targeted eamings. This subject feels 

that the current month's sales is objective and supports no impairment loss. 

In treatment 2 when the auditors discover that the client is more concem with fair 

presentation of the results and not insistent on recording the full amount, the presence of 

the SEC results in three subjects decreasing the amount of impairment loss. All three 

subjects justify this decision based on the objective evidence of the current month's sales 

that do not support an impainnent loss. In addition, one auditor mentions the scmtiny by 

the SEC. 

hi treatment 2, the one participant who increases the amount of the impairment 

loss indicates that this is a conservative approach to take the full amount of the loss in the 
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cuiTent year. In addition, the subject recognizes that the client would more easily achieve 

its eamings target in the future years. 

When high client pressure exists and no SEC notification is present in treatment 3, 

two subjects increase the amount of impairment loss. Their justification refers to the best 

estimate of cash flows. One subject indicates that conservatism justifies recording the 

full amount of the loss and that the client will be able to achieve targeted eamings more 

easily in the future. The subject emphasizes the importance of recording what is 

acceptable by GAAP as well as the auditor's duty to look beyond the pressure of the 

client and to do what is in the best interest to the public and client. This participant 

allows $450,000 of loss and increases the loss by $150,000 from his or her prehminary 

decision. 

In treatment 4, no client pressure exists, and two subjects logically decrease the 

amount of the impairment loss. One subject changes from $650,000 to zero since no 

sufficient evidence exists. The lack of management preference appears to result in 

participants approving zero due to the uncertainty of the loss. The other subject reduces 

the impairment loss from $800,000 to $600,547 that reflects the most conservative cash 

flow and the lack of evidence to support an extemal market to sell the asset. 

For a broad accounting standard, subjects appear to increase the amount expense 

as desired by the client when high pressure is present. However, the amount of the 

increase is less when SEC notification is present than when it is absent. When low chent 

pressure is present, the subjects decrease the amount of expense. 
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Content Analysis for No Change in Impainnent Re.spnnspg 

Some of the subjects' comments pertinent to this study are summarized and 

presented in Table 5.23. These are discussed next. 

The presence of eamings management by the client does appear to affect the 

decision making of the auditors as several subjects in the high pressure cases decided to 

anchor their decision and stand firm with their initial decision. These auditors comment 

on eamings management. Their level of materiality is impacted and the one subject will 

be more careful in all other audit areas. 

The subjects refer to GAAP, the subjectivity of the standard, objective evidence or 

documentation to support the impairment loss, or the inclusion of the impairment issue in 

the client representation letter. This supports the theory of motivated reasoning and that 

subjects would have a directional search for evidence to support the client's desired 

amount of impairment loss. 

The power stmggle theory and the negotiated aspect of the auditors and client 

relationship are also supported by some of the comments. To meet the desires of the 

client, one auditor suggests a compromise to adjust the depreciation lives so that 

depreciation expense would increase by $120,000 to $270,000, and how this approach is 

supported by GAAP Another refers to the "good middle ground" in the recognition of 

the amount of the impairment loss. One subject refers to the fact that the decision will be 

made between the partner and CFO. Another subject refers to the potential effect on 

client relations and its importance to the auditing firm. These comments are supportive 

of the negotiated decisions between the client and the auditors. 
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Some subjects refer to the SEC notification. In one case, the participant indicates 

a need to take a stand because of the notification. In another the case, the participant 

indicates that the previous analysis is not affected. The SEC notification is specifically 

referred to in the decision process because the subjects probably naturally consider 

regulators such as the SEC and FASB in the role of auditing. 

A couple of subjects emphasize the fact that the company is publicly traded and 

the effects on the stock pnce. This provides some support the theory of reasoned action 

and how other individuals may affect the behavior of the subjects. 

Supplies Expense Treatments 

In treatments 5 and 7, the client strongly desires the full amount of the supphes 

expense, and an increase in expense is anticipated. As seen in Table 5.13, the subjects 

did increase the amount of expense and many of the subjects justify the increase due to 

the $185,000 increase and/or the $200,000 due to growth in the business. These amounts 

are immaterial and allow for consistent reporting of supplies expense. A limiting factor 

in the amount of supplies expense that the subjects approve is the $250,000 materiality. 

In the low client pressure treatments 6 and 8, the subjects are not anticipated to 

change the amount of supplies expense when the client's desire for fair reporting is 

emphasized and the client does not strongly desire to record the $800,000 in supphes 

expense. No change or a decrease in expense reflects a strict interpretation of the 

matching principle. As seen in Table 5.13, the subjects allow an average of $145,833 

supplies expense in treatment 6 and an average of $155,071 supplies expense in treatment 
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8. Of the eleven subjects who changed the expense, eight increase expense and three 

decrease expense. Most of the subjects who increase the expense explain the increase for 

the $185,000 due to unexpected overall growth in the volume of products sold and 

unexpected increases. The amount of supplies expense for the low pressure cases are less 

than the average amount of supplies expense for the high pressure cases. 

The comparison of treatment 5 with high client pressure and the presence of the 

SEC notification and treatment 6 with low client pressure and the presence of SEC 

notification did result in significant evidence to support altemate H02. The amount of 

supplies expense for the high pressure, SEC notification (treatment 5) even exceeds 

materiality of $250,000. The two low pressure cases are significantiy below materiahty. 

In treatments 5 and 6, the presence of the SEC notification is present and the 

auditors are expected to express concem about the potential investigation and reduce the 

amount of supplies expense. In the low pressure treatments 6 and 8, the presence of SEC 

notification results in lower supplies expense and fewer subjects change the amount of 

expense. When SEC notification is absent, over fifty percent of the subjects change their 

decision and allow some immaterial misapplication of GAAP. However, the average 

expense allowed for the final response is approximately the same for both of these cases. 

Treatments 5 and 7 do not support the anticipated result for SEC notification. In 

these cases with high client pressure, the subjects do not reduce the amount of expense 

with the presence of the SEC notification. As previously discussed, the highest amounts 

of supphes expense is allowed by the subjects in their final response when the client 

provides a highly persuasive explanation. Even when the SEC notification is present in 
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treatment 5, the subjects appear to push the limit of materiality and allow the greatest 

amount of expense and the greatest amount of change exists for this case. This indicates 

that high client pressure affects the decision making more than the SEC notification. 

The presence of SEC notification and high client pressure results in subjects 

allowing higher supplies expense amounts than in those cases with the presence of SEC 

notification and low client pressure. When the client expresses a strong desire to record a 

higher amount of expense, this appears more influential than the SEC notification. 

More supplies expense and a greater increase in expense exists when SEC 

notification is present rather than the anticipated lower supplies expense and decrease in 

expense. This may be due to one subject allowing the full amount of the $800,000 

increase in supplies expense for treatment 5 with high pressure and SEC notification. 

Content Analysis for Changes in Supplies Expense 

Some anecdotal evidence from the content analysis provide support that chent 

pressure and SEC notification influence the decisions of the subjects. Four reasons exist 

for the increase of $800,000 in supplies expense. Of these four explanations, the subjects 

are anticipated to most readily accept the $185,000 increase due to unexpected overall 

growth in the volume of products sold and unexpected price increases. This increase is 

objective and has verifiable evidence that would support consistent recording of supplies 

as an expense when purchased rather than a prepaid expense. The auditors could consider 

this amount as "best reporting" that is consistent with prior year financial statements 

rather than eamings management. 
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In addition, some subjects may accept the $200,000 increase due to the 

introduction of a new product with better than expected sales. This increase in supplies 

results from growth within the company and is the first year of the new product. The 

auditors would consider the inclusion of this amount as consistent with prior year practice 

of expensing supplies when purchased rather than used. 

The remaining two explanations are more reflective of potential eamings 

management by the client and the subjects probably would not accept these explanations 

as easily and propose an adjustment. The inclusion of these two items would exceed the 

$250,000 materiality established in the case. One of the items is approximately $210,000 

increase due to additional purchase of supplies to take advantage of volume discounts that 

increase supplies inventory from a one month to a three to four month inventory. The 

other explanation states approximately $205,000 increase is due to a special purchase 

negotiated to obtain a ten-month advance purchase of computer paper before the supplier 

implemented a price increase. 

The majority of the twenty-one subjects who change the amount of supphes in 

their response to the preliminary information provide the same justification. Fourteen of 

the fifteen subjects who increase supplies expense feel that the $185,000 due to growth is 

reasonable, consistent with prior year reporting, and immaterial. In addition, four of the 

fourteen subjects also allow the $200,000 increase due to the introduction of the new 

product. 

The subject in treatment 5 with high pressure and SEC notification, who approves 

the full amount of the $800,000 increase in supplies, states that recording the full amount 
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is consistent with the recording of supplies expense in previous periods and that changing 

this method of reporting would result in financial statements that are not comparable. In 

addition, this subject explains that restating previous statements would indirectiy indicate 

that the previous decision to support the client's method was incorrect and could result in 

potential litigation liability. This subject expresses high concem about the fact that the 

company is publicly traded. Even though this subject approves the full amount of the 

supplies expense in his or her final response and increases the expense by $550,000 from 

the preliminary decision, the subject states that potential costs of potential litigation and 

loss of reputation are the primary justification for this decision. 

Two subjects in treatment 5 with high pressure and SEC notification decrease the 

amount of supplies expense. Both appear to agree with the client initially and allow 

approximately $400,000 of expense. When more specific information is obtained, the 

one subject only allows the $185,000 increase due to growth. The second subject reduces 

the expense slightiy to reflect the more specific information that supports the $185,000 

and $200,000 increase due to growth. 

In treatment 6 with low pressure and the SEC notification, two subjects increase 

supphes expense from zero to $185,000. Although the direction of the change is opposite 

of the anticipated change, this direction is explicable based on the new information 

provided to the subjects. The $185,000 is considered consistent with the prior year 

policy. Only one subject decreases the amount of expense. Initially, the subject 

conceptually agrees with the client but the new information results in eliminating the 
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advance purchase of computer paper and the increase ,o three to four months inventory of 

supplies. 

One subject in treatment 7 with high pressure and no SEC notification decreases 

the amount of supplies expense. In the preliminary decision, the subject calculates an 

acceptable error that is reasonable and allowable based on materiality. The infonnation 

provided in the second part of the case causes the subject to take a strong stance against 

the client and "play hard ball" because the client is managing eamings. This subject 

expresses concem about the users of the financial statements and fair presentation. 

hi treatment 8 with low pressure and no SEC notification, two subjects reduce the 

amount of expense. One subject accepts the $185,000 initially and reduces supplies 

expense to zero. The other subject approves $225,000 in his or her prehminary decision 

based on a general estimate and $200,000 in his or her final response reflects the increase 

due to the new product. 

Content Analysis for No Changes in Supplies Expense 

Table 5.23 presents a summary of a content analysis for the thirty-four subjects 

who did not change the amount of supplies expense from their preliminary decision and 

their final response. Most of the explanations refer to recording supplies expense in 

compliance with GAAP or ARB 43. Some additional comments by the subjects provide 

anecdotal evidence to support the main effects hypotheses. 

In the high pressure cases, several of these subjects express concem that the client 

is attempting to manage eamings. One subject cleariy indicates that a lower threshold of 
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materiality would exist due to the desire of the client to manage eamings. Another auditor 

indicated the attempt to manage eamings provides more of an emphasis on the necessity 

of an adjustment. In addition, some subjects note that this is a publicly traded company, 

the increase vigilance of the SEC notification, and the recent SEC activity regarding 

eamings management. 

In the low pressure and presence of SEC notification treatment, two subjects 

specifically mention the SEC. Even though they did not change the amount of expense, 

their comments for their final responses include strong references to the SEC activity. 

This would lend some support that the subjects consider the notification and SEC activity 

but this knowledge is probably known before the case so the subjects' initial decision may 

reflect the potential presence of the SEC. 

One subject's comments in the low pressure and no SEC notification lend support 

to the negotiated process posited by the power stmggle theory. The subject mentions the 

potential discussion with the client, concem that the approach may alienate the company, 

and decrease the rapport and integrity built with client. Although a negotiated process is 

not mentioned, these other comments describe the environment for successful negotiation 

process with a client. 

Another subject mentions that the item is not only material in a quantitative sense, 

but also is material in a qualitative sense. The subject would review the SEC's SAB 99 

on materiality with the client. 

For a nan-ow accounting standard, subjects appear to allow an immaterial amount 

of expense for the misapplication of the matching principle. The subjects allow the two 

210 



highest amount of supplies expense when client pressure is high, however, when SEC 

notification is present the amount is higher than when SEC notification is absent. The 

subjects appear to justify the higher, allowable amounts of supplies expense due to 

consistency and materiality. 

For supplies cases, the subjects appear to approach the acceptability level of 

materiality and support consistency of reporting. On average, the subjects allow 

approximately $150,000 to $290,000 in supplies expense. This amount would be 

consistent with the amount of unused supplies that the client has recorded as an expense 

when purchased in previous years and would not be material. This supports that subjects 

readily accept immaterial misapplications of GAAP as contended by former SEC 

Chairman Levitt. 

Client pressure appears to affect the auditors' judgment differently for the two 

standards. For example, when client pressure is high, the subjects increase both supplies 

expense and impairment losses but when SEC notification is present, the amount of 

increase for impairment loss is the least amount. This indicates that closer scmtiny by the 

SEC in ambiguous situations may cause the auditors to be more conservative in recording 

the amount of loss even though the client desires a higher amount. When client pressure 

is low, the subjects decrease the amount of impairment loss but the amount of supphes 

expense increases. The amount of the increase for supplies expense generally reflects 

consistent reporting and the subjects allow the $185,000 that they previously disallowed 

based on a strict interpretation of the matching principle. 
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In general, all three variables of interest affect the decision-making of auditors. 

The subjects do not appear to significantly change (I) the amount of supplies expense or 

impaimient loss due to the level of client pressure and the type of accounting standard, 

(2) the amount of supplies expense or impainnent loss due to the presence of the SEC 

notification and the type of accounting standard, and (3) the amount of supplies expense 

or impainnent loss due to the level of client pressure and the presence of the SEC 

notification. 

Results of Hypotheses Testing 

Several conclusions are reached regarding the results of the study. These 

conclusions are not necessarily independent of each other, and are not necessarily 

presented in any order of importance. 

The first conclusion is that the auditors' decisions are influenced by the 

authoritative literature. Clearly, a broad (ambiguous) accounting standard is resulting in 

subjects approving higher expense amounts more frequently and the amount of the loss 

varies more than the amount of the supplies expense. In addition, a narrow 

(straightforward) accounting principle is resulting in some immaterial misapplication of 

GAAP. 

As presented in Figure 3.3, auditors have accuracy goals that originate from their 

interpretation of the authoritative literature. These accuracy goals are less defined for 

broad, ambiguous standards than for nanow accounting principles. The broad, 

ambiguous standard results in an opportunity for subjects to approve and justify any of 
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the amounts in the five classifications. The auditors' interpretation could be influenced 

by the directional goals of the client. Auditors can approve management's decision to 

record their desired amount of impairment loss whereas, a more nanow, straightforward 

accounting principle results in the majority of the auditors requiring management to 

record no supplies expense or a minimal amount that is below materiality. 

Since management has the discretion in the timing and measurement of the write 

down of impaired assets, management can potentially manage the reported profits through 

the write down of impaired assets. This observation is based on the higher average 

amounts of impairment losses and the greater standard deviation for these losses. In 

addition, the average amount for supplies expense is approximately $200,000 on average 

or about twice the amount of the prior years supplies expense that was actually prepaid 

supplies. 

The auditors do not appear to respond consistently in the allowable amount of an 

impaired asset. Due to the wide range of responses and large variability, management 

may be able manage eamings more easily. In a conflict situation, the power of the 

company is typically greater than the power of the auditors (Nichols and Price, 1976). 

According to the theory of motivated reasoning, motivation may affect reasoning. 

Subjects may unconsciously choose decision strategies that will justify the desired 

conclusion while maintaining the illusion of objectivity. The directional goals of the 

client appear to influence the auditors' reasoning and search strategies. Broad, 

ambiguous standards allow subjects a wider range of justifiable results than nanower, 

straight forward accounting procedures. 
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The second conclusion is that the client pressure influences the decision making 

of the auditors. Figure 3.3 indicates that the auditors' directional goals are influenced due 

to the power struggle with the client. Significant differences are found to exist in the 

ANCOVA analysis. 

The effect of client pressure that appears to affect the auditors' decision making 

differently for ambiguous accounting standards than more strict, straight forward 

accounting principles. Fewer auditors change their decision for impairment losses. One 

possible reason for this observation is that some subjects may decide to stand firm in their 

decision of the amount of impairment loss when the client is attempting to manage 

eamings. Other auditors appear to increase the amount of impairment loss. 

In the supplies expense cases, the auditors appear to allow an immaterial amount 

of misapplication of the matching principle and increase supplies expense. Of the 

twenty-one auditors who change the amount of allowable supplies expense, fifteen 

auditors have more than six years of experience and eleven of these auditors allow an 

increase. In addition, many auditors allow a misapplication in the prehminary response, 

as the auditors allow an average amount of supplies expense of $158,609. 

The third conclusion is that the SEC notification influences the auditors' decision

making relating to the allowable amount of expense. Figure 3.3 posited that subjective 

norms that result from referent others influence the directional goals. When the SEC, a 

referent other, expressed concem to the client regarding eamings management, the 

auditors' decision changed in the impairment loss cases and one of the supplies cases. 
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The auditors appear to be influenced by the potential investigation from the SEC but the 

direction varies depending on the standard and the type of client pressure. 

In addition, the results in Tables 5.21 and 5.22 indicate that the level of 

experience and SEC notification influences the decision making of the auditors. Less 

experienced auditors with 3 or 5 years of experience are more influenced by the SEC 

notification than more experienced auditors with 8 or 15 years of experience. The less 

experienced auditors may have not been as aware of the SEC notification and becomes 

more concem when the notification of a potential SEC investigation is provided. On the 

other hand, the SEC notification may have no effect on the experienced auditors as the 

more experienced auditors may have a higher awareness of the SEC's activity and 

considers the potential effects of SEC regulation. 

Statistical Analysis of Ouestionnaire 

According to the Theory of Reasoned Action, beliefs represent the information 

and the evaluation of that an individual has about a behavior such as eamings 

management. As a first step in gaining an understanding of the auditors' beliefs and 

attitudes toward eamings management, data from the survey was analyzed. Subjects were 

also asked a series of questions to (1) determine what groups were most important to their 

decision making process and (2) ascertain general beliefs that they hold about eamings 

management. 

To determine which individuals most influence an auditors' decision, the subjects 

were asked to indicate which groups influenced their responses to the information 
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analyzed in the research instrument relating to potential eamings management. Then the 

subjects were asked to rank their top five groups to indicate the most important group. 

These results are displayed in Table 5.24. 

Over 90% of participants found the FASB to be an influential group in their 

decision making process and 46% found the FASB to be the most influential group and 

66% found the FASB to be first or second most influential group. Over 75% of 

participants found the SEC to be an influential group and 55% of the participants found 

the SEC to be first or second most influential group. The client, potential litigants, 

investors, and immediate supervisor were ranked at the fourth through sixth next 

influential groups and were substantially less than the first two and of approximate equal 

importance. FASB and SEC are the two most cleariy influentially groups. The only other 

group above 50% is the client. All others are below 50%. 

Measurement of the subjects' beliefs and attitudes toward eamings management 

was based on techniques developed in previous research. According to the Theory of 

Reasoned Action, attitudes toward an object are detemiined by the set of salient beliefs 

that an individual holds toward that object. Questions 7 through 16 of the survey ascertain 

subjects' beliefs toward eamings management. These questions were developed based on 

the adaptation of the Craighead and Hartwick (1998) instmment and the subjects ranked 

the statements by circling the best response on a seven-point Likert scale. Table 5.25 

provides the means and standard deviations of these responses. 

The respondents fairiy strongly agreed that in its valuation of a finn, the market 

makes significant use of analysts' eamings forecasts and that a firni's steady growth in 
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eamings per share is very important to most investors. The respondents appeared to 

strongly disagree that eamings management is appropriate. 

Participants also indicated the frequency with which they have experienced 

eamings management through the five techniques identified by SEC Chainnan Levitt. 

These five common eamings management techniques are: 

1. restructuring charges to avoid charges related to nornial operating costs, 

2. creative acquisition accounting, 

3. increased accruals during good economic times and decreased accmals 

during bad economic times, 

4. immaterial misapplications of accounting principles, 

5. premature recognition of revenue. 

The respondents rank these as to frequency of appearance from never to 

sometimes to often to always. As presented in Table S.26, the average frequency of that 

clients attempted to use the eamings management techniques was 2.5 for restmcturing 

activities and 2.9 for creative acquisition accounting, slightiy less than sometimes while 

the immaterial misapplication of GAAP was 3.2 and premature recognition of revenue 

was 3.0, greater than sometimes and slightly above sometimes. Increased accmals was 

used most often and ranked 4.4, slightiy below often. 

Another way to interpret Table 5.26 is that 4 is the midpoint. Numbers below 4 

are seen by the auditors in less than 50% of the firm's clients and numbers greater than 4 

are seen by auditors in more than 50% of the firm's clients. The auditors saw increased 

accmals as the most frequentiy used eamings management technique. 
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When the firm's clients use an eamings management technique, the auditors 

indicated the etunings management was disallowed. Premature recognition of revenue 

ranked 5.1, slightly above often whereas the immaterial misapplication of GAAP and 

increased accruals ranked 4.2, between sometimes and often. Both restructuring charges 

and creative acquisition accounting ranked 4.6, slightiy below often. 

When clients do attempt to use an earnings management technique, the auditors 

feel the most pressure from increased accruals that ranked 4.4 slightly below often. The 

least pressure is felt in the immaterial misapplication of GAAP that ranked 3.8, between 

sometimes and often. The other three techniques ranked around 4, the midpoint of the 

scale. 

A set of factors is presented in Table 5.27. These factors were ranked to develop 

a magnitude measurement to determine the factors that were most important to the 

subjects. Specifically, the relative importance of these factors to subjects is analyzed to 

determine if subjects have similar beliefs in regards to the importance of these factors. 

The research question addressed was: 

The following questions are designed to determine the relative importance 
of different factors on the auditors' decision relating to eamings 
management by the client. The questions use a relative rating approach. 
Given a benchmark factor, all the remaining factors are rated relative to 
the benchmark. For this questionnaire the benchmark factor is the 
importance of materiality to your decision. Materiality is assigned a rating 
of 100. Each of the other factors should be rated based on its importance 
relative to materiality. 

The magnitude measurement data was used to detennine if agreement exists 

among the subjects' beliefs regarding the eamings management and the influence of these 
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factors and whether the subjects would tend to rank same factors as important or as less 

important. This analysis determined whether there is agreement among the rankings of 

these factors by the subjects. 

A magnitude measurement scaling technique was used to analyze the responses. 

This allowed items to be judged relative to a base item using a ratio scale. Due to the 

proportional nature of the data generated, the geometric mean of the data was used as the 

point estimate for each factor rating. The geometric mean for the critical productivity 

factor was calculated by (1) taking the common logarithm (base 10) of each score, (2) 

calculating the arithmetic mean of these values, and (3) taking the antilog of the 

arithmetic average (Snedecor and Coshran, 1980). The results of these calculations for 

the subjects are presented in Table 5.27. 

Pressure from the SEC received the highest rating, 132, indicating that the 

subjects considered this factor to be approximately 1.3 times as important as materiality 

in influencing eamings management. Risk from potential litigation ranked 110, 

indicating those subjects considered this factor to be approximately 1.1 times as 

important as materiality. Overall, subjects indicated these two factors as the only factors 

that were considered more important than materiality. The lowest rating, 34, indicated 

that the subjects considered the impact of analysts' expectations to be approximately .34 

times as important as materiality in influencing eamings management. Almost all of the 

factors were considered less important than materiality whereas only factors considered 

more important than materiality were pressure from the SEC and potential litigation. 
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Summary 

In this chapter, the results of the analysis of the data from the research instrument 

were presented. The results suggest that the authoritative literature, client pressure, and 

SEC notification did influence the amount of expense allowed by auditors. Broad 

(ambiguous) standards resulted in auditors allowing more expense than narrow 

(straightforward) accounting principles. 

In addition, client pressure affected the auditors' decision-making. The theory of 

motivated reasoning posited that the auditors would arrive at the desired conclusions of 

the client that the auditors can support. The ambiguity in the accounting standard would 

appear to affect the auditors' judgment and potentially allow a directed search that 

allowed a higher amount of impairment loss desired by the client than a more narrow 

accounting principle such as matching. More experienced auditors were more influenced 

by client pressure than inexperienced auditors. 

Finally, SEC notification influenced the auditors' decision-making. Auditors with 

less experience were more influenced by the notification than more experienced auditors. 

This result may have occuned because more experienced auditors have more experience 

with SEC situations and naturally include the SEC and its regulations in their decision 

making process. Seventy-five percent of the auditors considered the SEC as an 

influential group in their decision making process. 
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Description 

Table 5.1 
Summary of Cases Respon.se 

Total number of cases distributed 

Number of cases distributed and not completed 

Number of cases distributed and retumed 

Number of cases eliminated 
due to diskette damage or inconsistencies in responses 

Number of usable cases distributed and retumed 

Number of 
Cases 

160 

38 

122 

119 

Number of auditors with less than two years experience 31 

Number of usable cases retumed through contact person 88 

Total number of cases administered in person 39 

Number of auditors with less than two years experience 13 

Number of usable cases administered in person 26 

Total number of usable cases j j j . 

Usable response rate through contact person (88/160) 55% 

Total response rate (114/199) 57% 
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Table 5.2 
Years of Experience 

Years of Experience 
Number of 
Respondents 

Average experience of subjects: 
with 5 years or less 3.7 years 
with 6 years or more 10.3 years 

Average experience of all subjects 7.1 years 

Percent 
of Total 

3 years 
4 years 
5 years 
Total auditors with 3-5 

6 years 
7-9 years 
10-15 years 
16-20 years 
21-26 years 
Total auditors with 
Total auditors 

years 

more than 6 years 

23 
19 
14 
56 

12 
19 
18 
6 
3 

58 
114 

20.2 
16.6 
12.3 
49.1 

10.5 
16.6 
15.8 
5.3 
2.6 

50.9 
100.0 

Table 5.3 
Position within the Firm 

Positions 
Number of 

Respondents 
Percent 
of Total 

In-charge 
Manager 
Senior Manager 
Partner 

Total 

SO 
39 
13 
12. 

114 

43.9 
34.2 
11.4 
10.5 

100.0 
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Table 5.4 
Source of Subjects' Awareness of SEC Notification 

Treatment 
Level 

1: Impairment, 
High, SEC 

2: Impairment, 
Low, SEC 

3: Impairment, 
High, No SEC 
4: Impairment, 
Low, No SEC 
5: Supplies, 
High, SEC 
6: Supplies, 
Low, SEC 

7: Supplies, 
High, No SEC 

8: Supplies, 
Low, No SEC 
Total Number 

Of Subjects 

Extemal 
Publication 

1 

1 

3 

3 

2 

5 

2 

17 

Own Firm's 
Information 

1 

3 

2 

3 

3 

4 

1 

17 

On an 
Audit 

2 

1 

I 

2 

6 

Other 

1 

1 

Total 

4 

5 

4 

7 

5 

4 

9 

3 

41 
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Table 5.5 
Reasons for SEC Notification Received by Client 

Location of 
Auditor 

1. Texas 
2. Texas 
3. Texas 
4. Texas 
5. Texas 
6. Texas 
7. Texas 
8. Minnesota 
9. Minnesota 
10. Minnesota 
11. North Dakota 
12. Illinois 
13. Oregon 
14. Oregon 

Total 

Write-Down 
of Assets 

X 

X 

X 

X 

X 

X 

X 

X 

8 

Restructuring 

X 

X 

X 

X 

X 

X 

X 

X 

X 

X 

X 

11 

Research and 
Development 

X 

X 

X 

X 

X 

X 

X 

7 

Version 
of Treatment' 

5(SHY) 
7(SHN) 
4(ILN) 
7(SHN) 
5(SHY) 
7(SHN) 
l(IHY) 
8(SLN) 
7(SHN) 
3(IHN) 
7(SHN) 
l(IHY) 
2(ILY) 
2(ILY) 

'The cases are coded as follows: 
SHY represents supplies, high client persuasion, and presence of SEC notification 
SHN represents supplies, high client persuasion, and absence of SEC notification 
ELN represents impairment, low client persuasion, and absence of SEC notification 
ILY represents impairment, low client persuasion, and presence of SEC notification 
IHY represents impairment, high client persuasion, and presence of SEC notification 
IHN represents impairment, high chent persuasion, and absence of SEC notification 
SLY represents supplies, low client persuasion, and presence of SEC notification 
SEN represents supplies, low client persuasion, and absence of SEC notification 
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Age 

24 years 
25 years 
26 years 
27 years 
28 years 
29 years 
30-31 years 
32-34 years 
35-40 years 
41-45 years 
46-51 years 

Total 

Table 5.6 
Age of Respondents 

Number of 
Respondents 

Percent 
of Total 

3 
12 
17 
9 

10 
13 
12 
16 
13 
7 
2 

2.6 
10.5 
14.9 
7.9 
8.8 

11.4 
10.5 
14.0 
11.4 
6.2 
1.8 

114 100.0 

Average age of all respondents: 31 years 

Table 5.7 
Geographic Location of Respondents 

State 

Texas 
Minnesota 
North Dakota 
Illinois 
Nebraska 
Other 

Number of 
Respondents 

52 
20 
16 
13 
5 

_8. 

Percent 
of Total 

45.6 
17.6 
14.0 
11.4 
4.4 
7.0 

Total 114 100.0 
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Table 5.8 
Summary of Demographics of Participants 

By Treatment Level 

Treatment 
Level 

1 
Impairment 
High, SEC 

2 
Impairment 
Low,SEC 

3 
Impairment 
High, No 

SEC 
4 

Impairment 
Low, No 

SEC 
Total 

Impairment 
Condition 

5 
Supplies 

High, SEC 
6 

Supplies 
Low, SEC 

7 
Supplies 

High 
No SEC 

8 
Supplies 

Low, 
No SEC 

Total 
Supplies 

Condition 
Total 

Position of Su 

Total 
Number 

of 
Subjects 

15 

17 

15 

12 

59 

13 

12 

16 

14 

55 

114 
ejects: 1 = In 

Average 
Age of 

Subjects 

29.3 

32.1 

29.7 

33.1 

30.9 

29.5 

31.3 

31.5 

28.6 

30.2 

30.6 
-charge, 2 = 

Number of Subjects By: 

Years of 
Experience 

3-5 

9 

7 

10 

4 

30 

8 

5 

6 

7 

26 

56 
Manager 

>5 

6 

10 

5 

8 

29 

5 

7 

10 

7 

29 

58 
, and 3 = J 

Gender 

M 

12 

12 

12 

8 

44 

10 

8 

8 

6 

32 

76 
senior 

F 

3 

5 

3 

4 

15 

3 

4 

8 

8 

23 

38 
Mana 

Position' 

1 

8 

6 

10 

4 

28 

7 

5 

5 

5 

22 

50 
gers anc 

2 

4 

4 

2 

4 

14 

5 

5 

8 

7 

25 

39 
Partner 

3 

3 

7 

3 

4 

17 

1 

2 

3 

2 

8 

25 
s 
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Table 5.9 
Experimental Design of the 2 X 2 X 2 and 

Anticipated Direction of Participants' Adjustment 

Treatment 
Level 

1 

2 

3 

4 

5 

6 

7 

8 
> Anticipate greater a 

Preliminary 
information 

GAAP 
(Broad = SFAS 121 

Impairment; 
Nanow = Matching 

Supplies) 

Broad > 

Broad > 

Broad > 

Broad > 

Nanow < 

Nanow < 

Narrow < 

Nanow < 
mount of total allowabi 

Additional 
Information 

Client 
Explanation 

(High persuasion; 
Low persuasion) 

Hight 

Low —I 

Hight 

Low —X 

High t 

Low —si-

High T 

Low —I 
e expense recorded by 

Additional 
Information 

SEC 
Notification 
(Present or 

Absent) 

Present i 

Present i 

Absent — 

Absent -

Present i 

Present i 

Absent — 

Absent — 
the client 

< Anticipate lesser amount of total allowable expense recorded by the client 
T Anticipate an adjustment to increase allowable expense 
i Anticipate an adjustment to decrease allowable expense 
~ Anticipate no adjustment to allowable expense 
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Table 5.10 
Number of Auditors Changing from Preliminary Infonnation 

when Presented Additional Information 
by Years of Experience 

Classified by Accounting Standard 

Treatment 
Level 

1: Impairment, 
High, SEC 

2: Impairment, 
Low, SEC 

3: Impairment, 
High, No SEC 
4: Impairment, 
Low, No SEC 

Total 
Impairment 

Number of 
Auditors Who 
Remained the 

Same 

3-5 >6 Total 

5 

6 

9 

2 

22 

4 

9 

5 

8 

26 

9 

15 

14 

10 

48 

Number of 
Auditors Who 

Decreased Expense 

3-5 >6 Total 

1 

1 

2 

4 

1 

1 

2 

2 

2 

-

2 

6 

Number of 
Auditors Who 

Increased Expense 

3-5 >6 Total 

3 

1 

4 

1 

1 

4 

. 

1 

-

5 

Total 
Number 
of AH 

Auditors 

15 

17 

15 

12 

59 

5: Supplies, 
High, SEC 
6: Supplies, 
Low, SEC 

7: Supplies, 
High, No SEC 

8: Supplies, 
Low, No SEC 

Total Supplies 

TOTAL 

S 

5 

6 

4 

20 

42 

3 

4 

5 

2 

14 

40 

8 

9 

11 

6 

34 

82 

2 

2 

6 

2 

1 

1 

4 

6 

2 

1 

1 

2 

6 

12 

3 

1 

4 

8 

2 

4 

5 

11 

12 

3 

2 

4 

6 

15 

20 

13 

12 

16 

14 

55 

114 
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Table 5.11 
Number of Auditors Changing from Preliminary Information 

when Presented Additional Information 
by Years of Experience 

Classified by Level of Client Persuasion 

Treatment 
Level 

1: Impairment, 
High, SEC 

3: Impairment, 
High, No SEC 

5: Supphes, 
High, SEC 
7: Supphes, 

High, No SEC 
Total High 
Persuasion 

Number of 
Auditors Who 
Remained the 

Same 

3-5 >6 Total 

5 

9 

5 

6 

25 

4 

5 

3 

5 

17 

9 

14 

8 

11 

42 

Number of 
Auditors Who 

Decreased Expense 

3-5 >6 Total 

I 

1 

1 

2 

1 

4 

2 

-

2 

1 

5 

Number of 
Auditors Who 

Increased Expense 

3-5 >6 Total 

3 

1 

3 

7 

1 

4 

5 

4 

1 

3 

4 

12 

Total 
Number 
of AU 

Auditors 

15 

15 

13 

16 

59 

2: Impairment, 
Low, SEC 

4: Impaimient, 
Low, No SEC 
6: Supplies, 
Low, SEC 
8: Supphes, 

Low, No SEC 
Total Low 
Persuasion 

TOTAL 

6 

2 

5 

4 

17 

42 

9 

8 

4 

2 

23 

40 

15 

10 
« 

9 

6 

40 

82 

1 

2 

2 

5 

6 

1 

1 

2 

6 

2 

2 

1 

2 

7 

12 

1 

1 

8 

2 

5 

7 

12 

-

-

2 

6 

8 

20 

17 

12 

12 

14 

55 

114 

229 



Table 5.12 
Number of Auditors Changing from Preliminary Information 

when Presented Additional Information 
by Years of Experience 

Classified by SEC Notification 

Treatment 
Level 

1: Impainnent, 
High, SEC 

2: Impairment, 
Low, SEC 

5: Supphes, 
High, SEC 
6: Supplies, 
Low, SEC 

Total SEC 

Number of 
Auditors Who 
Remained the 

Same 

3-5 >6 Total 

5 

6 

5 

5 

21 

4 

9 

3 

4 

20 

9 

15 

8 

9 

41 

Number of 
Auditors Who 

Decreased Expense 

3-5 >6 Total 

I 

1 

2 

1 

1 

2 

1 

5 

2 

2 

2 

1 

7 

Number of 
Auditors Who 

Increased Expense 

3-5 >6 Total 

3 

3 

6 

1 

2 

3 

4 

_ 

3 

2 

9 

Total 
Number 
of AU 

Auditors 

15 

17 

13 

12 

57 

3: Impairment, 
High, No SEC 
4: Impairment, 
Low, No SEC 
7: Supplies, 

High, No SEC 
8: Supplies, 

Low, No SEC 

Total No SEC 

TOTAL 

9 

2 

6 

4 

21 

42 

5 

8 

5 

2 

20 

40 

14 

10 

11 

6 

41 

82 

2 

2 

4 

6 

1 

1 

6 

. 

2 

1 

2 

5 

12 

1 

1 

2 

8 

4 

5 

9 

12 

1 

-

4 

6 

11 

20 

15 

12 

16 

14 

57 

114 
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Table 5.13 
Ascending List of Amount of Change in Responses 

by Treatment Level and Years of Experience 

Treatment 
Level 

ILN 
IHY 
ILY 
SHN 
IHY 
SHY 
ILY 
ILN 
SLY 
SLN 
SHY 
SLN 
SHY 
SHY 
SHY 
SHY 
SHY 
SHY 
SHY 
SHY 
SHN 
SHN 
SHN 
SHN 
SHN 
SHN 
SHN 
SHN 
SHN 
SHN 
SHN 
SLY 
SLY 
SLY 
SLY 
SLY 
SLY 
SLY 

Amount 
of Change 

-650000 
-600000 
-425000 
-345000 
-300000 
-215000 
-199636 
-199453 
-185000 
-185000 

-55000 
-25000 

0 
0 
0 
0 
0 
0 
0 
0 
0 
0 
0 
0 
0 
0 
0 
0 
0 
0 
0 
0 
0 
0 
0 
0 
0 
0 

Y 
R 
S.' 
4 
11 
12 
6 
4 
18 
5 
5 
15 
4 
10 
4 
3 
3 
4 
4 
5 
7 
7 
8 
3 
3 
4 
4 
5 
5 
7 
8 
10 
14 
20 
3 
3 
3 
4 
5 
6 
6 

Treatment 
Level 

SLY 
SLY 
SLN 
SLN 
SLN 
SLN 
SLN 
SLN 
IHY 
IHY 
IHY 
IHY 
IHY 
IHY 
IHY 
IHY 
IHY 
IHN 
IHN 
IHN 
IHN 
IHN 
IHN 
IHN 
IHN 
IHN 
IHN 
IHN 
IHN 
IHN 
IHN 
ILY 
ILY 
ILY 
ILY 
ILY 
ILY 
ILY 

Amount 
of 

Change 
0 
0 
0 
0 
0 
0 
0 
0 
0 
0 
0 
0 
0 
0 
0 
0 
0 
0 
0 
0 
0 
0 
0 
0 
0 
0 
0 
0 
0 
0 
0 
0 
0 
0 
0 
0 
0 
0 

Y 
R 

s.' 
8 
8 
3 
4 
5 
5 
6 
7 
3 
3 
4 
4 
5 
6 
6 
6 

26 
3 
3 
3 
3 
4 
4 
4 
5 
5 
6 
7 
10 
15 
18 
3 
3 
3 
4 
4 
5 
7 

Treatment 
Level 

ILY 
ILY 
ILY 
ILY 
ILY 
ILY 
ILY 
ILY 
ILN 
ELN 
ILN 
ILN 
ELN 
ILN 
ILN 
ELN 
ELN 
ILN 
SLN 
SHN 
SHN 
IHY 
SHY 
SHN 
SLY 
SLY 
SLN 
SLN 
SLN 
IHY 
IHY 
SLN 
SLN 
SHN 
IHY 
SHY 
IHN 
SHY 

Amount 
of Change 

0 
0 
0 
0 
0 
0 
0 
0 
0 
0 
0 
0 
0 
0 
0 
0 
0 
0 

90000 
125000 
135000 
150000 
185000 
185000 
185000 
185000 
185000 
185000 
185000 
199453 
200000 
205000 
257500 
385000 
399089 
415000 
548000 
550000 

Y 
R 
S.' 

7 
8 

10 
11 
11 
16 
17 
20 

3 
3 
6 
7 
8 

10 
11 
11 
22 
24 
6 
9 
7 
4 
3 

10 
8 

11 
5 

11 
11 
6 
4 
6 
6 
8 
3 
5 
3 
3 

—r 1 1 1 ^ 

YRS represents years of experience 
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Table 5.14 
Amount of Decrease from Preliminary Infonnation 

when Presented Additional Information 

Treatment 

1: Impairment, 
High, SEC 

2: Impairment, 
Low, SEC 

3: Impairment, 
High, No SEC 
4: Impairment, 
Low, No SEC 

5: Supplies, High, 
SEC 

6: Supplies, Low, 
SEC 

7: Supplies, High 
No SEC 

8: Supplies, Low, 
No SEC 

TOTAL 

Amount of Decrease in Expense 
(By Years of Experience) 

Total 
3-5 >6 # Ai,rlitnrs' 

-300,000 

-199,636 

-199,453 
-650,000 

-25,000 
-185,000 

6 

-600,000 

-425,000 

-55,000 
-215000 

-185,000 

-345,000 

6 

2 

2 

0 

2 

2 

1 

I 

2 

12 
None of the cells have more than two participants who changed their response. 
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Table 5.15 
Amount of Increase from Preliminary Information 

when Presented Additional Information 
[Low Average High] 

Treatment 

1: Impairment, 
High, SEC 

2: Impairment, 
Low, SEC 

3: Impairment, 
High, No SEC 
4: Impairment, 
Low, No SEC 

5: Supplies, High, 
SEC 

6: Supplies, Low, 
SEC 

7: Supplies, High 
No SEC 

8: Supplies, Low, 
No SEC 

TOTAL 

Amount of Increase in Expense 
(By Years of Experience) 

Total 
3-5 >6 # Auditors 

150,000 
249,696 
399,089 

548,000 

185,000 
383,333 
550,000 

185,000 

8 

199,453 

185,000 

185,000 
125,000 
222,500 
385,000 
90,000 
184,500 
257,500 

12 

4 

1 

3 

2 

4 

6 

20 
' In treatment 6, only two participants changed their response; no average is provided. 
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Partici 

[mean, 

Table 5.16 
pants' Responses to the Amount of Allowable Expense or Loss 

Summarized by Accounting Standard 

Treatment 
Level 

1 
Impairment, 
High, SEC 

2 
Impairment, 

Low, SEC 
3 

Impairment, 
High, No SEC 

4 
Impairment, 
Low, No SEC 

Total 
Impairment 
Condition 

5 
Supplies, 

High, SEC 
6 

Supplies, Low, 
SEC 

7 
Supphes, High 

No SEC 
8 

Supplies, Low, 
No SEC 

Total 
Supplies 

Condition 
Total 

Preliminary 
Information ' 

309,661 
271,844 

307,444 
333,130 

240,206 
260,745 

418,750 
377,661 

313,552 
309,206 

224,231 
298,823 

130,417 
200,493 

185,625 
276,688 

90,964 
152,272 

158,609 
239,782 

Additional 
Information 

312,897 
313,446 

270,701 
331,304 

276,740 
298,214 

347,962 
371,526 

298,678 
320,231 

291,923 
320,101 

145,833 
157,174 

219,688 
272,130 

155,071 
161,157 

204,200 
240,690 

Amount of 
Change 

3,236 
225,420 

(6) 
-36,743 
111,110 

(2) 
36,533 
141,493 

(1) 
-70,788 
191,205 

(2) 
-14,874 
170,272 

(11) 

67,692 
203,845 

(5) 
15,417 
95,262 

(3) 
34,063 
149,524 

(5) 
64,107 
122,920 

(8) 
45,591 
146,213 

(21) 
(32) 

Participants by 
Experience 
3-5 

years 
>5 

years 

9 6 

7 10 

10 5 

4 8 

30 29 

8 5 

5 7 

6 10 

7 7 

26 29 

56 58 

^ The preliminary information contained information about the impairment loss or supphes expense and the 
subjects provided their first estimate of the allowable expense. The additional information contained either 
high or low client persuasion and either the absence or presence of the SEC notification after which the 
respondents made the final estimate of the allowable expense. 
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Table 5.17 
Participants' Responses to the Amount of Allowable Expense or Loss 

Summarized by Level of Persuasion 
[mean, standard deviation, (number of auditors who changed amount)] 

Treatment 
Level 

1 
Impairment, 
High, SEC 

3 
Impairment, 

High, No SEC 
5 

Supplies, High, 
SEC 

7 
Supplies, High 

No SEC 
Total High 
Persuasion 
Condition 

2 
Impairment, 

Low, SEC 
4 

Impairment, 
Low, No SEC 

6 
Supplies, Low, 

SEC 
8 

Supplies, Low, 
No SEC 

Total Low 
Persuasion 
Condition 

Total 

Additional 
Information 

312,897 
313,446 

276,740 
298,214 

291,923 
320,101 

219,688 
272,130 

273,806 
294,639 

270,701 
331,304 

347,962 
371,526 

145,833 
157,174 

155,071 
161,157 

230,881 
280,298 

Amount of 
Change 

3,236 
225,420 

(6) 
36,533 
141,493 

(1) 
67,692 

203,845 
(5) 

34,063 
149,524 

(5) 
34,263 
178,824 

(17) 

-36,743 
111,110 

(2) 
-70,788 
191,205 

(2) 
15,417 
95,262 

(3) 
64,107 
122,920 

(8) 
-7,120 

138,551 
(15) 
(32) 

Participants by 
Experience 
3-5 

years 
>5 

vears 

9 6 

10 5 

8 5 

6 10 

33 26 

7 10 

4 8 

5 7 

7 7 

23 32 

56 58 
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Table 5.18 
Participants' Responses to the Amount of Allowable Expense or Loss 

Summarized by SEC Notification 
[mean, standard deviation, (number of auditors who changed amount)] 

Treatment 
Level 

1 
Impairment, 
High, SEC 

2 
Impairment, 

Low, SEC 
5 

Supplies, High, 
SEC 

6 
Supplies, Low, 

SEC 
Total SEC 
Condition 

3 
Impairment, 

High, No SEC 
4 

Impairment, 
Low, No SEC 

7 
Supphes, High 

No SEC 
8 

Supphes, Low, 
No SEC 

Total 
No SEC 

Condition 
Total 

Additional 
Information 

312,897 
313,446 

270,701 
331,304 

291,923 
320,101 

145,833 
157.174 

260,357 
294,187 

276,740 
298,214 

347,962 
371,526 

219,688 
272,130 

155,071 
161,157 

245,836 
282,767 

Amount of 
Change 

3,236 
225,420 

(6) 
-36,743 
111,110 

(2) 
67,692 

203,845 
(5) 

15,417 
95,262 

(3) 
8,577 

168,434 
(16) 

36,533 
141,493 

(1) 
-70,788 
191,205 

(2) 
34,063 
149,524 

(5) 
64,107 
122,920 

(8) 
20,018 
155,128 

(16) 
(32) 

Participants by 
Experience 
3-5 

years 
>5 

years 

9 6 

7 10 

8 5 

5 7 

29 28 

10 5 

4 8 

6 10 

7 7 

27 30 

56 58 
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Table 5.19 
ANOVA Results for HOI 

Based on Amount of Allowable Expense for Preliminary Response 

Hypothesis 
Variable Calculated F* Significance Tested 

Accounting Standard 8.73 .0039 HOI 
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Table 5.20 
ANCOVA Results for H02-H07 

Based on Response to Additional Infonnation 

Variable 

Panel A: 
Covariate: Preliminary Response 

Main Effects: 
Accounting Standard' 
Level of Client Persuasion 
SEC Notification 

Interactions: 
Accounting Standard * Client Persuasion 
Accounting Standard * SEC Notification 
Client Persuasion * SEC Notification 
Standard * Persuasion * SEC Notification 

Panel B: 
Covariates: 
PreUminary Response 
Years of Experience 

Main Effects: 
Accounting Standard' 
Level of Client Persuasion 
SEC Notification 

Interactions: 
Accounting Standard * Client Persuasion 
Accounting Standard * SEC Notification 
Client Persuasion * SEC Notification 
Years of Experience * Accounting Standard 
Years of Experience * Client Persuasion 
Years of Experience * SEC Notification 

Calcul ated F* 

258.57 

1.77 
1.98 

.00 

.45 

.00 

.13 
1.18 

253.71 
.10 

6.96 
3.68 

.07 

.66 

.07 

.25 
5.53 
5.11 

Accounting Standard * Persuasion * SEC Notification .68 
Years Experience * Standard * Client Persuasion 
Years Experience * Standard * SEC 
Years Experience * Persuasion * SEC 
Years*Acctg Standard*Persuasion*SEC Notification 

.90 
1.52 
.16 
.01 

Sisnificanrp 

.0001 

.1857 

.1626 

.9689 

.5021 

.9864 

.7167 

.2797 

.0001 

.7525 

Hypothesis 
Tp«fpH 
M. c a l c U 

H02 
H04 

H03 
H05 
H06 
H07 

.17 .6799 
.0097* 
.0580** 

.7858 

.4174 

.7955 

.6152 

.0207* 

.0260* 

.4109 

.3444 

.2200 

.6886 

.9078 

H02 
H04 

H03 
H05 
H06 

H07 

*Significant at .05 level; **Significant at .10 level 
Presented as part of the ANCOVA model but this is not a meaningful measure for standard as it contains 

potential interaction for the other two variables, client persuasion and SEC notification. 
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Table 5.21 
Regression Models 

Treatment 
Level Regression MnH î 

SHY 
SHN 
SLY 
SLN 
IHY 
IHN 
ILY 
ILN 

241,050 (23,812*Number of years experience) + 210 236 
48,807 + (482.4* Number of years experience) + 210,236 
39,134 - (1,217.67* Number of years experience) + 210,236 
-87,257 + (27,367* Number of years experience) + 210 236 
104,954 - (10,212* Number of years experience) + 210,236 
103,962 - (6,437.86* Number of years experience) + 210,236 
30,994 (3,605.28* Number of years experience) + 210,236 
-96,122 + (7,939.22* Number of years experience) + 210,236 

The cases are coded as follows: ^ 

SHY represents supplies, high client persuasion, and presence of SEC notification 
SHN represents supplies, high client persuasion, and absence of SEC notification 
mN represents impairment, low chent persuasion, and absence of SEC notification 
ILY represents impairment, low client persuasion, and presence of SEC notification 
IHY represents impainnent, high client persuasion, and presence of SEC notification 
IHN represents impairment, high client persuasion, and absence of SEC notification 
SLY represents supplies, low client persuasion, and presence of SEC notification 
SLN represents supplies, low client persuasion, and absence of SEC notification 

Table 5.22 
Regression Test of Means 

Years of Exnerience 
Panel A: Chent Persuasion 
3 years 
5 years 
8 years 
15 years 

Calculated F* 

2.23 
.67 
.61 

4.24 

Significance 

.1384 

.4155 

.4375 

.0421* 

Panel B: SEC Notification 

3 years 
5 years 
8 years 
15 years 

6.13 
4.04 

.15 
2.56 

.0150* 

.0473* 

.7034 

.1127 

•̂ Significant at .05 
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Table 5.23 
Summary of Auditors' Comments Supporting No Change 

from Preliminary Information when Presented Additional Information 

Treatment Comment by Auditor 
Panel A: Impairment Cases 
High Need to take a stand because the SEC is looking into this and in the future 
SEC the manipulation may be larger and more material. Based on the 

discussions with the client, I'm more resolved to stand my ground as the 
client indicated the technique is more related to eamings management than 
a true impairment and the client needs to provide audit support for the 
write down. In addition, the prior history with the client would be 
considered in the decision making process. 

The impairment loss of 400K would be within GAAP guidelines as well as 
not harm client relations. 

I would make a compromise with the CFO to adjust the asset's expected 
life from 5 years to 2 to 3 years and, thus, increase the depreciation 
expense from $180,000 per year to $300,000 to $450,000 per year. SFAS 
121 states that a review of depreciation policies is appropriate when an 
impairment loss is not recognizable based on the expected cash flows. 

High Now 1 would be even more careful in all of the other audit areas as it 
No SEC appears the CFO likes to manipulate eamings. Materiality levels would 

probably decrease because the risk of fraud increased. This CFO is clearly 
covering his butt, as he knows the CEO and Board will look to him first if 
this affects the stock price. 

I would stick by my guns and determine that there is no impairment. The 
company would need to address this issue in the general representation 
letter. 

I stand by my first argument. 

The fact that it is evident that the client is using this situation to manage 
eamings would tighten the impacts of materiality. The client is publicly 
traded. 

Based on my audit experience, this decision will be made between the 
partner and CFO. . .Obviously this is an important client and the 
relationship must be managed well. There is evidence to beUeve the CFO 
IS managing eamings, as well as past experience. If we have required 
adjustment! then they should not be surprised to find the impaimient loss 
fs gc^n^ to be adjusted. If we have not required adjustments, then we have 
been m en-or and have managed client relationships pooriy. 
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Table 5.23 (continued) 

Treatment Comment by AnHitnr 
Panel A: Impairment Cases 

Low 400K is good middle ground recognizing that the product will see 
SEC declining sales based on competitor's price, but not enough evidence 

exists that the product line will be discontinued shortly or sales will be 
significantly less. The client would be advised that the sales will be 
evaluated in the future to detennine if an additional impaimient loss 
should be taken 

Previous analysis is not impacted by SEC letter. 

The determination of the cash flows will be highly dependent upon 
judgment. 

Management integrity is also a factor. Evidence supporting the 
reasonableness of estimates needs to be discussed and presented in 
MD&A. 

Low An impairment loss cannot be recorded simply on management assertion. 
No SEC Management has not provided any evidence to conoborate their 

assumptions. 

Impairment charges are quite subjective. To the extent that the CFO does 
not cooperate, I would be forced to post to the summary of audit 
differences to be represented to audit committee and discussed, as 
necessary. Relevant discussions would need to take place with the 
independent review partner and technical practice leader to ensure 
concunence with my conclusions. 

I would question why the management is willing to take such a big hh to 
eamings this year. Is the client trying to manage eamings in some way? 
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Table 5.23 (continued) 

Treatment Comment by Auditor 
Panel B: Supplies Expense Cases 

High 1 would emphasize the increase SEC vigilance regarding any attempt to 
SEC manage earnings to CFO. 1 would remind him of the letter received from 

the SEC warning the company that they are likely to be audited for 
managing eamings. 

It is apparent from information obtained that management is clearly trying 
to manage eamings and this only provides more of an emphasis on 
necessity of an adjustment. 

Increased scrutiny over eamings management for a publicly traded 
company. Will educate the CFO on the risks of eamings management 
considering the SEC's recent focus on this topic. As it relates to clear 
client enors that are caused by a desire to manage eamings, I have a much 
lower threshold of materiality that the standard levels established by firm 
policy. 

The client's intention is to smooth eamings. Although the client is 
consistent from year, to year, an adjustment is needed. 

High I would explain to client that the previous amount was immaterial to the 
No SEC financial statements taken as a whole. The non-GAAP policy to record 

expense for supplies on hand did not materially misstate the financial 
statements. 

Because this is black & white, all $800,000 should be recorded as 
adjustment without consideration to materiality which should be reserved 
to judgment areas. 

Intentional enors should not be tolerated especially at an SEC registrant. 

I am starting to be somewhat concemed with eamings management being 

conducted. 
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Table 5.23 (Continued) 

Treatment Comment by Auditor 
Panel B: Supplies Expense Cases 

Low SEC has recently questioned the auditor's judgement in materiality. 
SEC Pai-ticularly the fact that a certain percentage is applied to net income to 

determine overall materiality when known enors exist. Judgement can be 
made when enors are based on estimates or projections. Therefore, any 
items that are known enors as in this case, should be adjusted. 

Would discuss with client: not in compliance with GAAP. SEC wiU be 
looking closely at these financial statements and its contents. SEC strongly 
recommends recording/adjusting for ALL KNOWN ERRORS. The 
$800,000 is a known enor. 

Low Per ARB 
No SEC 

Explanation to CFO would be a discussion of the materiality of past years 
in relation to cunent year. Obviously relationships like this where we have 
been involved for several years are ones we want to continue, so there 
would be concem that our approach may alienate the company. However, 
if we have done our job over years and been 'straight shooters' with the, 
where we have built rapport and supported our integrity, they should not 
expect us to suddenly change. Stress materiality and discuss issues related 
to the potential future growth with client. 

In addition to being material in a quantitative sense, it is likely that these 
items would be material in a qualitative sense given the set of 
circumstances sunounding future profitabiUty. Need to review SAB 99 
"materiality" with client. 
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Table 5.24 
Groups That Influenced the Auditors' Response 

to Additional Information 

Number of 
Respondents 
f% of Total) GROUP 
102 (89.5%) FASB 
86 (75.4%) SEC 

Subtotal for Promulgated GAAP 

65(57.0%) Your client 
55 (48.2%) Potential litigants of your client for 

Number of 
Respondents for each Rankir 
1 
50 
36 

86 

3 
6 

misinterpretation of audited statements 
49 (43.0%) Investors of your client 
47 (41.2%) Your immediate supervisor 
43 (37.7%) Potential investors 
37 (32.5%) AICPA 

30 (26.3%) Creditors of your client 
24 (21.1 %) Financial analysts of your client 
21(18.4%) Your state licensing board 

14(12.3%) Your peers 

Subtotal for other groups 

Total Number of respondents 

10 
7 
1 
1 

-

28 

114 

2 
25 
27 

52 

11 
9 

6 
8 
5 
5 
5 
1 

2 

52 

104 

3 
11 
9 

20 

19 
7 

11 
15 
6 
6 
7 

2 
1 

74 

94 

4 
4 
7 

11 

15 
11 

9 
4 
7 
7 
3 
6 
3 
2 

67 

78 

ig* 
5 
5 
2 

7 

11 
7 

2 
3 
7 
2 
4 
4 
4 
2 

46 

53 

#1 indicates this group is most important 
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Table 5.25 
Attitudes of Auditors Toward Eamings Management 

*Mean (S.D.) STATEMENT 

6.0 (1.3) In its valuation of a firm, the market makes significant use of analysts' 
earnings forecasts. 

5.9 (1.4) A firm's steady growth in eamings per share is very important to most 
investors. 

5.4 (1.2) A firm can harm its reputation by not achieving its eamings objectives. 

5.0 (1.4) When a firm makes a significant change in strategy (e.g., launches a new 
product line, opens or closes a plant, changes the level of investment in 
research and development, etc.), management can prevent adverse share 
price effects by explaining the nature of this change to the market. 

4.8 (1.5) When eamings per share are less than forecasted, the market's reaction to 
this bad news is reduced if it is warned of this change prior to the next 
regular eamings report (quarterly or annual). 

4.4 (1.6) In its valuation of a firm, investors make more use of cunent eamings per 
share than information related to future corporate strategy. 

4.4 (1.4) The market impact of bad news is reduced when the firm is able to make a 

simultaneous announcement of good news. 

4.4 (1.6) A firm's reputation depends mainly on the firm's eamings performance. 

3.9 (1.6) In its valuation of a firm, the market makes more use of current eamings 
per share than analysts' forecasts of future financial performance. 

2.5 (1.6) In general, do you agree that eamings management by firms is 
appropriate? 

*SCALE: 1 = Strongly Disagree to 7 = Strongly Agree 
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Table 5.26 
Auditors' Experience with 

Eamings Management Techniques 

TECHNIQUE 
(See below for description of technique anc 
(1) Restructuring charges 
(2) Creative acquisition accounting 
(3) Increased accruals 
(4) Immaterial misapplication of GAAP 
(5) Premature recognition of revenue 

SCALE: 
1 2 3 4 

Never Sometimes 

Frequency 
Of Clients 
Use 

questions) 
2.5(1.3) 
2.9(1.3) 
4.4(1.7) 
3.2(1.5) 
3.0(1.3) 

5 
Often 

Questions 
Disallowance 

by 
Auditors 

4.6(1.8) 
4.6(1.7) 
4.2(1.7) 
4.2(1.8) 
5.1(1.9) 

6 
Al 

Frequency 
Of Pressure 

Felt 

4.2(1.8) 
4.0(1.7) 
4.4(1.7) 
3.8(1.8) 
4.0(1.7) 

7 
ways 

QUESTIONS: 
How often do clients in your firm attempt to use this technique? 
When clients do attempt to use this technique, how often do auditors not 

allow the use of this technique? 
When clients do attempt to use this technique, how often do auditors feel 

pressure to approve eamings management? 

TECHNIQUES: 
(1) hicreased accmals during good economic times and decreased accmals dunng bad 

economic times 
(2) Immaterial misapplications of accounting principles 
(3) Premature recognition of revenue 
(4) Creative acquisition accounting creative acquisition accounting 
(5) Restmcturing charges to avoid charges related to nornial operating costs 
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Table 5.27 
Auditors' Rankings of Factors 

Log 
Factors for Magnitude Measurement (Base 10) Antilog 

Pressure from the SEC 2.12 132 
Risk of potential litigation 2.04 110 
Materiality 2.00 100 
Flexibility/ambiguity of GAAP 1.94 87 
Impact on current year eamings 1.84 69 
Pressure from the client 1.75 56 
Impact on future year eamings 1.73 54 
Impact of analysts'expectations 1.53 34 
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Results from Additional Information 

400000 
350000 
300000 
250000 
200000 
150000 
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Figure 5.1: Means of Subjects' Responses to Additional Information 

Amount of Change 

Figure 5.2: Means of Subjects' Change in Responses between Preliminary Infonnation 
and Additional Information 
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Amount of Supplies Expense: Final 
Response versus Experience 
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Response versus Experience 

$350,000 
$300,000 
$250,000 
$200,000 
$150,000 
$100,000 
$50,000 

$0 

<b <3 A Q) N^ N^ 4^ <̂  N^ 

Years of Experience 

•IHY 

•IHN 

-ILY 

-ILN 

Figure 5.3: Prediction Amounts for the Regression of the Final Response and Years of 

Experience 

'Preliminary Response are held at their mean value. 
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CHAPTER VI 

SUMMARY OF RESULTS, IMPLICATIONS, 

AND FUTURE RESEARCH 

Introduction 

This final chapter begins with a summary of the problem and discussion of the 

major findings and their implications for the accounting profession. The limitations of 

the study are then identified along with a summary of measures used to minimize these 

limitations. The chapter concludes with recommendations for future research. 

Summary of Problem 

This study examined three factors that influenced the auditors'decision-making 

process to approve eamings management. These factors included the specificity of 

GAAP related to an accounting transaction, client pressure, and SEC notification of 

potentiahnvestigation. 

Two different types of accounting transactions were manipulated. One type of 

transaction related to impairment losses recognized under SFAS No. 121, "Accounting 

for the Impairment of Long-lived Assets and for Long-lived Assets to Be Disposed Of 

and represented a broad, ambiguous standard that can result in potential eamings 

management by companies. The GAAP for this tiansaction can be interpreted broadly. 

The other accounting transaction was the recognition of supplies expense and related to a 
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strict accounting principle, matching. This transaction is guided by a strict accounting 

principle, matching, that allows less interpretation. 

In addition, two other factors that influence auditors' decisions conceming the 

amounts of loss (expenses) were also manipulated. The first factor was the amount of 

pressure applied by the client in explaining the desired treatment. Pressure was 

manipulated as high or low. The second factor was notification of potential SEC 

investigation due to eamings management issues. This factor was manipulated by either 

the presence or absence of a letter from the SEC. 

The problems addressed in this study focused on three behavioral issues relating 

to eamings management. These issues are as follows: 

1. Do auditors more readily accept management's attempts to manage eamings 

when the substantive guidance is broad accounting standards as opposed to 

more narrow standards? 

2. Given the broad versus nanow interpretations of accounting standards or 

principles, are auditors' affected by client high versus low pressure to accept 

eamings management to smooth eamings? 

3. Does the conflicting influence of the SEC's notification of potential 

investigation lessen management's ability to persuade or influence auditors' 

judgments? 

This study manipulated specificity of GAAP, client pressure, and SEC notification 

of impending investigation to examine their impact on the auditors' decision to approve 

eamings management by their clients. This necessitated a 2 x 2 x 2 comparison resulting 
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in eight possible variations. Auditors completed one of the eight possible versions of the 

case, four for an impaired asset write-down and four for the recognition of supplies 

expense. In the first part of the case, participating auditors were requested to provide 

their estimate of allowable expense. In the second part of the case, auditors were 

provided the manipulations of client pressure and SEC notification and again provided 

their estimate of allowable expense. Statistical tests and procedures were performed on 

the auditors' responses. 

Major Findings of Results 

Wilson (1996) comments on the difficulty of the research issue of eamings 

management and states a need to understand how concepts and theories from economics, 

finance, organizational behavior and other disciplines affect and are affected by 

measurement and disclosure decisions in complex business and regulatory contexts. This 

study investigates some behavioral aspects of the decision-making process relating to 

accounting standards used to manage eamings. These results contribute to an 

understanding of the decision-making of auditors relating to eamings management and 

indicate that the (1) specificity of GAAP, (2) client pressure and (3) SEC notification of 

possible investigation affect the decision making of auditors in an eamings management 

situation. The major findings of the study are in two areas as follows: 

1. Broad versus nanow GAAP 
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a. Some immaterial misapplication of GAAP occurs for the 

nanow (straightforward) accounting pnnciple, especially 

when the client makes their position known to the auditor. 

b. The type of authoritative literature has a pervasive influence 

on auditors' decision. A broad (ambiguous) accounting 

standard results in auditors approving higher expense 

amounts more frequently and amounts with a greater range 

than expense recognized under a nanow (straightforward) 

accounting principle. 

2. Level of Experience 

a. Client persuasion influences the decision making of more 

experienced auditors. High client persuasion results in 

experienced auditors not changing the amount of allowable 

impairment loss but increasing the amount of aUowable 

supplies expense. 

b. SEC notification affects the decision making of less 

experienced auditors. 

3. Former SEC's Chairman Levitt's concems regarding eamings 

management and the auditors' willingness to approve eamings 

management are supported by the results in this study. The results 

of this study indicate that the three variables of interest have some 

influence on the decision making of auditors. 
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The implications of these findings are discussed in the next section. Also, 

a summary of the auditors' responses is reviewed. 

Implications of Major Findings of Results 

Two major implications result from the findings in this study. First, the major 

finding in this study is in broad vs. nanow GAAP. Auditors did allow more expense 

manipulation with broad GAAP as the responses varied more in the amount allowed. 

When client pressure and SEC notification exists, auditors were less likely to change their 

responses with broad GAAP than nanow GAAP. This finding has implications for the 

standard setting process and will be further discussed. 

The other significant findings relate to the experience level of the auditors and its 

effect relating to the other two variables, client pressure and SEC notification. As client 

pressure increases and the client desires more aggressive reporting, more experienced 

auditors with 15 years or more of experience were likely to require a greater adjustment to 

reduce the extent of eamings management under both types of GAAP. The decisions of 

less experienced auditors are affected by SEC notification of potential investigation, but 

the decisions of more experienced auditors are not. 

Table 6.1 summarizes the responses for the eight variations of the case. The next 

sections discuss the results of the responses for each of the eight versions. 
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Impairment Loss 

As anticipated, the highest amount of expense is allowed for with the broad 

standard and the greatest standard deviation exists. For the impairment loss, only eleven 

auditors change the allowable amount and an analysis of the data resented in Chapter V 

indicates that of these eleven auditors, three auditors have more than six years of 

experience. 

The highest allowable impairment loss exists under low pressure and no SEC 

notification. High pressure from the client results in increases regardless of the presence 

or absence of the SEC notification. The lowest amount of impairment loss is allowed 

when the client exerts low pressure and the SEC notification is present. 

These results suggest that the broad standard results in more of an opportunity for 

eamings management without strong opposition from auditors. However, the level of 

experience appears to affect whether the auditors will change the allowable amount. The 

imphcations of these findings will be addressed further. 

Supplies Expense 

Table 6.1 indicates that for all four supplies versions the auditors allowed less 

expense and a lower standard deviation existed. Of the fifty auditors, twenty-one auditors 

changed the allowable amount and of these auditors, fifteen auditors have more than six 

years experience. For these versions, the more experienced auditors appear to allow an 

immaterial misapplication of GAAP but generally do not exceed the amount of 

materiahty. The greatest amount of change occuned in two versions: (1) high pressure 
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from the client even with SEC notification and (2) low pressure without SEC notification. 

The implications of these results are discussed below. 

Broad versus Nanow GAAP 

Nan-ow standards may result in auditors allowing finns to aggressively report 

eamings more easily. This seems to be consistent with the financial reporting failures 

such as Enron and Xerox that have recently surfaced. These companies provide examples 

of structuring transactions to meet the definition of precise standards, but not necessarily 

foUowint the spirit or priciples of best reporting. Auditors in these companies have 

signed off on the client's prefened reporting position and, in some cases, have assisted 

the client in stmcturing the transactions to meet the precise mles. This finding is 

especially important as U.S. policy makers try to reestablish credibility in the financial 

reporting system. This implication is supported by several observations and results of 

this study. 

One observation in seen in the recent collapse of Enron and allegations of 

accounting impropriety, companies have interpreted standards to reflect their desired 

results and not the tme economic effects of the transactions. The auditors of these 

companies issued "clean" opinions. The users of the financial statements with "clean" 

opinions have questioned the auditors' role in the reporting process after problems have 

surfaced that were obviously know by the auditors. In these instances, the auditors appear 

to lack independence in "appearance." Since some investors have lost confidence in the 

quality of the financial statements and the auditors' role in the reporting process, many 
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new reporting requirements for management and auditing finns have been enacted to 

restore the users' confidence. Based on the results of this study, these actions appear 

appropriate. 

Second, one of the eamings management techniques identified by fonner SEC 

Chainnan Arthur Levitt was the immaterial misapplication of GAAP. The results of this 

study provide empirical evidence that GAAP specificity affects the auditors' decision 

making. Auditors will violate nanow GAAP, the matching principle, and allow an 

immaterial misapplication of GAAP. This is consistent with the findings of Libby and 

Kinney (2000) that audit managers expected their client not to record immaterial audit 

differences when such differences caused eamings to be reported below the consensus 

forecast. These results again confirm that the concems of the SEC regarding immaterial 

misapplications of GAAP are indeed well founded. 

Third, since the auditors in this study appear to allow immaterial misapplications 

of nanow GAAP but do not readily change their interpretation of broad GAAP, this study 

appears to support GAAP that is broad and requires judgement. Although an accounting 

transaction for broad GAAP results in less concunence and more variance among 

auditors, once the auditors decide the allowable amount, fewer auditors change their 

decision than when nanow GAAP applies. Only 11 auditors changed the amount of 

allowable impairment loss whereas 21 auditors changed the amount of supphes expense. 

More specificity in GAAP would not cover all the possible situations and specific mles 

appear to invite companies to stmcture transactions to fit the mles. 
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How Much Judgment Should Exi.sf̂  

Healy and Wahlen (1999) suggest that a central question for standard setters and 

regulators is to decide how much judgment to allow management to exercise in financial 

reporting. Cunently, FASB is proposing principles-based standards that require more 

judgment in their interpretation and broad principles-based standards would appear to 

result in fewer auditors changing their decision. 

Broad accounting standards from another perspective, however, also present 

potential problems. First, management could structure transactions that could be a form 

of number manipulation that does not reflect the company's economic reality. Second, 

management's interpretation and implementation of GAAP could lead to potential 

eamings management. Auditors may apply directional search strategies to approve 

eamings management. Broad accounting standards may influence the auditor reasoning 

process and encourage him or her to conclude that the client's desired results is supported 

by GAAP. 

The auditors' role in assessing whether the financial statements fairly present the 

company's financial position is important in the capital markets system. Auditors must 

determine not only what is acceptable GAAP but also that the accounting transaction 

fairiy presents the economic substance of the transaction. 

The auditors must accept this important role and perform the audit accordingly 

and not be influenced by the client's persuasive explanation or aggressive interpretation 

of GAAP, especially broad GAAP, that result in questionable reporting of the financial 

results. "Thus, auditors must carefully guard their independence, and place investors' 
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interests above all else, including their own interests and those of their clients" (Johnson, 

1999, n.p.). In addition, auditor independence in appearance is important and the auditor 

must establish relationships in which independence is not questioned. 

These problems may be mitigated by increased disclosure. Accounting 

transactions that result from ambiguous standards may need clear disclosure within the 

notes of the financial statements so the users of the financial statements better understand 

the judgment exercised by management in recording of economic transactions that affect 

the financial results of the company. 

Experience Level of Auditors and SEC Notification 

The second policy implication relates to the SEC's notification of potential 

investigation. While a notification such as this may not significantiy affect more 

experienced auditors, it may affect less experienced auditors' decision who are 

performing the hands-on audit tasks including obtaining client's justification for various 

choices. If the less experienced auditor accepts the client's justification without question, 

the more experienced auditors may rely on the justification and not question 

management's motives. Since the less experienced auditors actually collect the audit 

evidence that is subsequently reviewed and commented by more experienced auditors, it 

may be the SEC notification has little influence on the final decision. 

This study provides empirical support that the potential investigation by the SEC 

affected the decision making of auditors with less than five years of experience. Auditors 

with less than five years of experience are in the field and are responsible for 
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documenting the audit evidence and making recommendations to partners. If they are 

more skeptical, then their documentation and recommendations should reflect that 

attitude and lead to more conservative decision-making. The SEC's notification appears 

to have an affect on these less experienced auditors, and the SEC should consider 

additional actions that increase the auditors' awareness of eamings management by 

clients and its potential negative effects on reporting. 

The results of this study do not clearly identify the potential effect of the SEC 

notification on more experienced auditors as these auditors may have considered the 

potential investigation by the SEC even when the notification was absent. Several 

auditors in treatments without the SEC notification indicated an awareness of the activity; 

thus, the decisions of those individuals may have been affected. Their experience and 

knowledge of the current environment may have caused them to incorporate this 

possibility is their initial decision. If that was the case, then the treatment would have not 

have impacted their revised decision. No conclusive evidence of the effect of SEC 

notification was provided and needs further investigation. 

Experience Level of Auditors and Client Pressure 

This research also examines if client preferences influence the decisions by 

auditors and provides potential support for concems that auditors may inappropriately 

consider client preferences when making audit decisions. The theory of motivated 

reasoning posits that auditors may chose beliefs and strategies to an accounting problem 

that anives not only at an accurate conclusion and interpretation of the accounting 
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standard but also anives at the particular directional conclusion that yields the desired 

results of their client. 

As seen in the regression analysis, participating auditors with 15 years of 

experience are more influenced by client pressure than participants with 3 or 5 years of 

experience. With high pressure, more experienced auditors appear to allow less expense; 

however with low pressure and no SEC notification, auditors with 15 years of experience 

appear to allow the client to record a higher amount of expense. Perhaps the recent 

legislation that requires auditor rotation is appropriate. If an auditor has less experience 

with the client, then the auditor may not allow eamings management. 

When the client exerts high pressure, the results of this study indicate auditors 

allow more supplies expense. Auditors allow the misapplication of the accounting rule 

up to the amount of an acceptable materiality level. Also, auditors appear to change their 

decision relating to the ambiguous standard less frequently than nanow GAAP, especially 

when the client exerts high persuasion and the SEC notification is present. 

The results of this study indicate that more experienced auditors act more 

independently than less experienced auditors and are not influenced by pressure from the 

chent when the client exerts high pressure. This may be the result of more experienced 

auditors following the authoritative guidance of regulators such as FASB and SEC. hi 

addition, these more expenenced auditors would have more concem regarding sanctions 

and fines and have higher levels of responsibility for reporting the results than the less 

penenced auditors who report to them. This would appear to support the effectiveness 
ex 
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of the regulatory agencies'oversight roles tn ^nciir« tt,ot r, -̂̂  
^ '=^ ^"^ ™^^ 0̂ ^"sure that auditors appropriately use GAAP 

as a standard and fairly report the financial results of their clients. 

The three vanables studied in this research affect the auditors' decision making 

relating to eamings management; and former Chaimian's Levitt concem of the auditors' 

role in the approval process of eamings management is somewhat supported in this study. 

In this study, auditors were willing to go along with some level of eamings management 

as desired by their client. However, some limitations do exist. 

Limitations 

The major limitation of this research study appears to be the questionable strength 

of the extemal validity in the decision-making setting. The question is whether the 

research instmment represents a close simulation of an actual audit accompanied by 

choices made in interpreting accounting standards, the level of client persuasion, and the 

effects of the SEC notification. 

One of the most commonly expressed concems regarding auditors' decision

making is how client pressure may influence the auditors' search strategies of information 

and audit work to support the client's position. To offset or mitigate this potential factor, 

another variable selected for this study is the SEC notification of potential investigation 

of the financial statements due to eamings management activity. For simplicity of the 

experiment design, limiting this study to these two factors in addition to specificity of 

GAAP seems appropriate and creates a case that can be completed in a reasonable 

amount of time. Furtheraiore, the results of the pilot test indicate the participants 
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believed the scenario was realistic To the extpnt that tu^ • . 
I o tne extent that the instrument does not reflect a 

realistic situation, results may not be generalized. 

Several measures were taken to strengthen the extemal validity, as follows: 

1. a pre-test of the instmment was performed and the results of the debriefing 

of the subjects indicated that the variables of interest were manipulated as 

intended; 

2. the instrument was reviewed by practicing CPA's and a controller of a 

Midwest corporation to ascertain that the scenarios reflected a realistic 

auditing decision; 

3. the subjects were practicing auditors with three or more years of experience 

from Big Five and large regional firms with SEC clients. 

Another limitation concems representativeness of the subjects in the samples. 

Although experienced senior auditors would be expected to make the decisions called for 

in this study, those decisions are always subject to the review of managers and partners 

and their possible overrides. The decisions made by the auditors may not reflect the 

ultimate audit outcomes after the review process has been completed. Also, the same 

results may not be obtained from other firms or other parts of the country. 

Constmct validity is also an issue due to inadequate constmct explanators, 

hypothesis guessing, and evaluation apprehension. The wording or measurement artifacts 

in the cases can generate some unmeasured subject response bias. 

This study as with other experiments has attempted to increase accountability of 

the subjects by requesting participants to justify their decisions in writing. This is a 

263 



commonly used research technique for introducing accountability. Despite the use of this 

written requirement, participants still may not feel accountable. 

Future Research 

An obvious extension of the present study is to investigate whether the recent 

events and cunent accounting environment has resulted in changes in the auditors' 

decision making. Since the collapse of Enron and other accounting violations that 

resulted in Arthur Anderson "closing", auditors may make more conservative decisions 

than when this study was conducted. 

During the last year, the significant changes in the role of management and 

auditing firms that have occuned may affect the decision making of auditors. The 

enactment of Sarbanes-Oxley Act of 2002 has required several changes to reform auditing 

and a different reporting and auditing environment exists today. These changes include 

the establishment of the Public Company Accounting Oversight Board whose 

responsibility includes setting GAAS, ethics, and defining auditor independence. 

Required certifications by companies are increasing pressure on company management to 

reduce the amount of eamings management. If this study was performed today, these 

factors may have a different impact on the auditors' decision making. 

Since experience is a significant covariate with client pressure and SEC 

notification, further research to investigate the effects of experience with client pressure 

and SEC notification in an eamings management context is needed. For example, the 

effects of the SEC notification on more experienced auditors are uncertain. Further 
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research needs to identify whether these actions by the SEC curtail eamings management 

and how more experienced auditors' decision making is affected. While the results of 

this study did not show statistical significance for experienced auditors, anecdotal 

evidence provides support that auditors do consider the SEC activities. Also, the results 

of the survey clearly indicated that the SEC was one of the most influential groups on the 

auditors' decision making. This study does not measure or provide evidence of the level 

influence. 
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Table 6.1 
Participants' Responses to the Amount of Allowable Expense or Loss 

Summarized by Accounting Standard 
[Mean and standard deviation] 

Treatment 
Level 

Impairment, 
High, SEC 

Impairment, 
Low, SEC 

Impairment, 
High, No 

SEC 

Impairment, 
Low, No SEC 

Impairment 
Average 

Supplies, 
High, SEC 

Supplies, 
Low, SEC 

Supplies, 
High, No 

SEC 

Supplies, 
Low, No SEC 

Supplies 
Average 

Number 
of 

Subjects 

15 

17 

15 

12 

59 

13 

12 

16 

14 

55 

Initial 
Amount 

of 
Allowable 
Expense 
or Loss 

309,661 
271,844 

307,444 
333,130 

240,206 
260,745 

418,750 
377,661 

313,552 
309,206 

224,231 
298,823 

130,417 
200,493 

185,625 
276,688 

90,964 
152,272 

158,609 
239,782 

Final 
Amount 

of 
Allowable 
Expense 
or Loss 

312,897 
313,446 

270,701 
331,304 

276,740 
298,214 

347,962 
371,526 

298,678 
320,231 

291,923 
320,101 

145,833 
157,174 

219,688 
272,130 

155,071 
161,157 

204,200 
240,690 

Amount 
of Change 

3,236 
225,420 

-36,743 
111,110 

36,533 
141,493 

-70,788 
191,205 

-14,874 
170,272 

67,692 
203,845 

15,417 
95,262 

34,063 
149,524 

64,107 
122,920 

45,591 
146,213 

Number of 
Subjects that 
changed from 
Initial to Final 
(# increased, 
^decreased) 

6 
(4.2) 

2 
(0,2) 

1 
(1.0) 

2 
(0.2) 

11 
(5,6) 

5 
(3.2) 

3 
(2.1) 

5 
(4,1) 

8 
(6,2) 

21 
(15.6) 
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INTRODUCTION: 

This questionnaire is part of a research project that aims to gain a better understanding of 
auditor decision-making. Note that there are no right or wrong answers to these questions 
that ask for your decision on the issue. I appreciate that normally you would require more 
information than is provided here in order to make such decisions. However, for 
purposes of this study, I ask that you base your decisions on the information provided. 
Please respond, as you believe you would during an actual audit engagement. 

PLEASE ANSWER EACH QUESTION. YOU CANNOT PROGRESS TO THE 
NEXT SCREEN UNLESS THE QUESTION IN ANSWERED. CLICK ON 
"DECISIONl" IN THE MENU ABOVE TO BEGIN. 
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IMPAIRMENT LOSS DECISION 1 - Preliminary Information 

YOU ARE THE AUDITOR OF PARKS, INC. 

Please read the following information. At the end of this section, you will be asked to 
detemiine the appropnate amount of impaimient loss and justify your decision in a bnef 
memo. You may review the requirements of SFAS No. 121 (Accounting for the 
Impaimient of Long-lived Assets and for Long-Lived Assets to Be disposed Of) at anytime 
by accessing the reference entitled "GAAP" that summarizes the standard. You may 
retum back to this screen by clicking "BACK." You can re-examine this infonnation as 
many times as needed. 

Parks, Inc., a publicly traded manufacturer operating in the United States, has maintained 
a history of consistent financial success for 25 years. During the cunent year, financial 
results have exceeded expectations due to higher than expected sales from the 
introduction of a new product. As can be seen below, the company reports sales of $52.1 
million and net income after taxes of $5.1 million in the cunent year. The company's 
trend of a steady increase in sales and eamings can be seen below: 

FINANCIAL INFORMATION (In Millions) 

Sales 
Gross 
Margin 
Net 
Income 
Total 
Assets 
Long-
termiAss 
etsi 

1994 

41.2 

18.5 

4.1 

282.2 

261.3 

1995 

43.6 

19.4 

4.3 

286.4 

273.6 

1996 

45.1 

20.4 

4.5 

290.3 

276.5 

1997 

48.5 

21.4 

4.8 

296.8 

280.2 

1998 

52.1 

23.5 

5.1 

305.1 

289.8 

1998 
Projection 

50.0 

22.5 

5.0 

302.0 

285.0 

In situations when successive profits are reported for a company such as this chent, your 
firm suggests an initial benchmark materiality level of 5% of net (after tax) income. For 
example, in the cunent year $150,000 would not be c7onsidered material whereas 
$400,000 would be considered material. Amounts near $250,000 are subject to auditors' 
judgment on other aspects of materiality. 

An asset has been reviewed for possible impairment due to changes in its use, and a 
resulting impainnent loss of $800,000 is included in the $5.1 million of eamings reported 
for 1998. Given a 30% marginal tax rate, the reported net income would be $5.7 million 
without the recognition of the $800,000 impaimient loss. The asset is cunently used to 
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produce a product for which the comtinnx/ ,-<.oo,.ti u 
improve the product's profitabil v T o w ' ^ has imp emented a price increase to 

Pafks, Inc. and the co„^L^^^^^^ ^'^"^"^^"^^^ ^ ^ ' ° -
indicated uncertainty regarding ParLabtihv to ' t " " ' " ' T ^ ' ^ ^ ^ Management has 
. x t five years due t^ohsVrce^^^^^^^^^ 

r $200,̂ 000 ; : IZZo a C a U r " ^ " " " ' ^ ^ " ^ ^ ^ ^ ^ ' ^ ' ^ ^ - ^ 

IJin'nnn ' ' " " ' ' ' ^" '1°^ '^ '""^' ' ' ' ' ' ' '^^"S ^"^°""' '^ $900,000 ($1,440,000 cost less 
$540,000 accumulated depreciation). The plant controller has indicated that a sale of the 

' ' ' S m o n n f / . n n "^^^^ ' " " ' ^" 'P ' ' " "^ '^ ' ^"^'^ of $100,000 to $300,000, resulting 
in an $800,000 to $600,000 impaimient loss. The existence of an extemal market for this 
asset has not been verified and would be very difficult to do so. If the company is able to 
sell the asset, the impainnent loss is the difference between the canying value of 
$900,000 and the sales proceeds. The asset's remaining useful life is five years. 

Parks' management believes that its future market share of this product will decline and 
estimates that future net cash flows could range from $75,000 to $225,000 annually, a 
substantial decrease from previous net cash flows of $200,000 to $450,000 annually if the 
decline occurs. Last year, the product generated $250,000 net cash flows, (which was 
approximately $650,000 in revenues). In the cunent year, the first month's sales volume 
is comparable to the first month's sales of last year. If cumulative net cash flows for the 
next five years exceed $900,000, no impairment loss exists. 

During the past year, the market rate of interest has ranged from 8% to 9% and the cunent 
market rate is 8%. To determine the present value of net cash flows, the staff auditor has 
concluded the 8% market rate is appropriate and that a change of ^ 1 % in the interest rate 
results in less than a $19,000 difference in the amount of the impairment loss for any of 
the potential altematives. Impairment loss calculations have been made for various 
altemative net cash flows by one of your staff auditors. The results are summarized in the 
table below: 

Annual Net Cash 
Flows for 

Next 5 Years 
>$180,000 

$175,000 
$125,000 
$ 75,000 

$ 25,000 

Carrying Value 
of the Asset 

$900,000 

$900,000 
$900,000 
$900,000 

$900,000 

Present Value of 
Net Cash Flows 

N/A 

$698,724 
$499,089 
$299,453 

$ 99,818 

Impairment Loss 

No loss exists 

$201,276 
$400,911 
$600,547 

$800,182 
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While the client has already recorded an $800,000 impairment loss, you have not yet 
had the opportunity to discuss these results with the client. What is the maximum 
amount of impairment loss that you feel should be reported in the financial 
statements? Enter the amount that you think should be reported ignoring any tax 
effects. 

Please justify your decision in a short memo stating what information you relied 
upon to make your decision such as the amount of undiscounted net cash flows that 
you felt were reasonable. When you have completed writing your memo, please 
click "PART2" to proceed to the next part of the case. 
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ADDITIONAL INFORMATION FOR IMPAIRMENT LOSS DECISION 2 -HIGH PERSUASION ^ir*.mjii> i j.u»a uJiCl!»10N 2— 

YOU ARE THE A UDITOR OF PARKS, INC. 

You may access previously shown infomiation and analysis presented by your staff 
auditor by clicking on 'DECISIONl" for the first information or "PART2'' for the SEC 
letter. 

Your next step in the audit is to meet the CFO to discuss the impainnent loss. Your finn 
has perfomied the audit for Parks for over twenty years. Parks is your largest audit client 
and generates a substantial amount of your firni's revenues. In the past the CFO has 
aggressively managed eamings up or down to achieve analysts' forecasts. When eamings 
are greater than expected. Parks records write-downs or additional expenses. When 
eamings are less than expected. Parks increases sales promotions or defers expenses to 
ensure that stock analysts' projections are met. Clearly, the management of the company 
is strongly interested in each year's eamings. 

When you meet with Parks' CFO, he indicates that undiscounted net cash flows will 
definitely be less than $180,000 annually and strongly believes the impairment loss is 
$800,000. However, as previously described, his estimates of net cash flows for the next 
five years range from $75,000 to $225,000 depending on the assumptions for Parks' 
market share. No extemal data exist to verify these assumptions. Thus far, your review 
of the financial information for the product in question indicates that the first month's 
sales for this year are comparable to the first month's sales of last year that resulted in net 
cash flows of $250,000. The only support you have for this write-down is management's 
behef and projection of a decrease in the future level of net cash flows. 

Based on your knowledge and past experience, you are uncertain if an extemal market for 
this asset exists. Your review of the prior years' workpapers and discussion with the 
client thus far indicate that assets of this kind have been used to continue production of 
minimal quantities of the product or modified for manufacturing a different product. 
Parks' CFO cannot provide any evidence of any extemal sales to competitors in the past 
or cunent discussions with competitors conceming the sale of this asset. However, 
management contends that the $100,000 potential sales price is quite reasonable. 

Parks' management has stated that any amount for the impairment loss other than 
$800,000 ($900,000 canying value less sales proceeds of $100,000) is unacceptable. If 
you propose an adjustment to the financial statements, the CFO has stated that Parks will 
seek a second opinion on the interpretation of this write-down. The CFO states that the 
asset has an extemal market (one of its competitors) and could be sold. 
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The CFO IS also highly concemed about future growth pattems due to the company's 
perceived declining mai-ket share and potential loss of this product line in question. The 
Strength of the competitors' market share as forecasted by Parks' management indicates 
uncertainty regarding Parks' ability to continue sales of the product for the next five 
years. Management expects continued profits for the next year but is highly concemed 
and feels that it is very unlikely that the growth in sales from other products will result in 
the desired annual 5% increase in eamings. If the impairment loss is recorded this year, 
depreciation expense for the next five years will be $180,000 lower and the annual 
targeted increase of 5% will be easier to achieve. 

The CFO is highly concemed with the reported eamings and has reminded you that the 
stock of Parks is traded on the NYSE and that the financial analysts expect steady growth 
in eamings of approximately 5% per year similar to reported eamings over the last 20 
years. If eamings are above analysts' expectations in the cunent year and below analysts' 
expectations in the following year, the stock price overall could be adversely affected. In 
the past, the market value of the stock has been adversely affected when Parks did not 
achieve forecasted eamings. 

Given your discussion with management and the audit procedures performed, what 
is the maximum amount of impairment loss that you feel should be reported in the 
financial statements? Enter the amount that you think should be reported ignoring 
any tax effects. 

Please justify your decision in a short memo stating what information you relied 
upon to make your decision such as the amount of undiscounted net cash flows that 
you felt were reasonable. 
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P E R S ™ N '"^^^^^^T'ON FOR IMPAIRMENT LOSS DECISION 2-LOW 

YOU ARE THE AUDITOR OF PARKS, INC. 

You may access previously shown infomiation and analysis presented by your staff 
auditor by clicking on "DECISIONl" for the first infomiation or "PART2" for the SEC 
letter. 

Your next step in the audit is to meet the CFO to discuss the impainnent loss. Your firni 
has perfomied the audit for Parks for over twenty years. Parks is your largest audit client 
and generates a substantial amount of your finn's revenues. In the past, the CFO has not 
aggressively managed eamings up or down to achieve the analysts' forecasts as long as a 
trend of long temi increases in profits are consistently reported by management. Parks' 
management has been open for discussion of the conect application of GAAP over the 
years of the engagement. Clearly, the CFO of the company is strongly interested in the 
long-terai growth rather than the short-temi growth of eamings. Management is seriously 
seeking the fairest presentation of the financial statements. 

When you meet with Parks' CFO, he indicates that undiscounted net cash flows will be 
less than $180,000 annually and believes the most appropriate amount of the impairment 
loss is $800,000. However, as previously described, management's estimates of net cash 
flows for the next five years range from $75,000 to $225,000 depending on the 
assumptions for Parks' market share. No extemal data exists to verify these 
assumptions. Thus far your review of the financial information for the product in 
question indicates that the first month's sales for this year are comparable to the first 
month's sales of last year that resulted in net cash flows of $250,000. The only support 
you have for this write-down is management's belief and projection of a decrease in the 
future level of net cash flows. 

Based on your knowledge and past experience, you are uncertain if an extemal market for 
this asset exists. Your review of the prior years' workpapers and discussions with the 
chent thus far indicate that assets of this kind have been used to continue production of 
minimal quantities of the product or modified for manufacturing a different product. 
Parks' CFO cannot provide any evidence of any extemal sales to competitors in the past 
or cunent discussions with competitors conceming the sale of this asset. However, 
management believes that the $100,000 potential sales price is reasonable. 

Parks' management has recorded an $800,000 impaimient loss ($900,000 canying value 
less sales proceeds of $100,000). The CFO states that the asset has an extemal market 
(one of its competitors) and could be sold. 
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The CFO IS somewhat concemed about future growth pattems due to the company's 
perceived declining market share and potential loss of this product line in question. The 
strength of the competitors' market share as forecasted by Parks' management indicates 
uncertainty regai'ding Parks' ability to continue sales of the product for the next five 
years. Management expects continued long-temi growth in eamings for the next five 
years although some fluctuations in sales are likely to occur. If the impaimient loss is 
recorded this year, depreciation expense for the next five years will be $180,000 lower 
and continued long-term growth in eamings will be easier to achieve. 

The stock of Parks is traded on the NYSE. In the past, the market value of the stock has 
shown little change above or below its price when the company does not achieve 
forecasted eamings. 

Given your discussion with management and the audit procedures performed, what 
is the maximum amount of impairment loss that you feel should be reported in the 
financial statements? Enter the amount that you think should be reported ignoring 
any tax effects. 

Please justify your decision in a short memo stating what information you relied 
upon to make your decision such as the amount of undiscounted net cash flows that 
you felt were reasonable. 
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IMPAIRMENT LOSS GAAP 

L t 2 T b \ r • '' ' ' " ' ''' ""^^^""^-^ ' - ^ - P — ^ °f L-^->^ved Assets" are 

"Accounting for Impairments of Long-lived Assets" was issued by FASB in 1995 An 
impaimient occurs when the canying amount of an asset is not recoverable and, a write
down may be needed. Events and changes in circumstances that might lead to an 
impainnent include: 1) a significant decrease in the market value of an asset 2) a 
significant change in the extent or manner in which an asset is used 3) a significant 
adverse change in legal factors or in the business climate that affects the value of the 
asset, 4) an accumulation of costs significantly in excess of the amount originally 
expected to acquire or constmct an asset, or 5) a projection or forecast that demonstrates 
continuing losses associated with an asset. 

If these events or changes in circumstances indicate that the canying amount of an asset 
may not be recoverable, a recoverability test is used to detennine whether an impainnent 
has occuned. The future net cash flows expected from the use of that asset and its 
eventual disposition are compared with the canying amount of the asset. If the sum of 
the expected future net cash flows (undiscounted) is less than the canying amount of the 
asset, the asset has been impaired. 

Estimates of expected future cash flows shall be the best estimate based on reasonable 
and supportable assumptions and projections. All available evidence should be 
considered in developing estimates of expected future cash flows. The weight given to 
the evidence should be commensurate with the extent to which the evidence can be 
verified objectively. If a range is estimated for either the amount or timing of possible 
cash flows, the likelihood of possible outcomes shall be considered in determining the 
best estimate of future cash flows. 

If the recoverability test indicates that an impairment has occuned, a loss is computed. 
The impairment loss is the amount by which the canying amount of the asset exceeds its 
fair value. The fair value of an asset is measured by its market value if an active market 
exists. If no active market exists, the present value of expected future net cash flows 
should be used. The company's market rate of interest should be used in discounting to 
present value. 

To summarize, the process of determining an impairment loss is as follows: 
1) Review events or changes in circumstances for possible impairment. 
2) If the review indicates impairment, apply the recoverability test. If the sum of the 

expected future net cash flows from the long-lived asset is less than the canying 
amount of the asset, an impairment has occuned. 
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3) Assuming an impairment, the impainnent loss is the amount by which the canying 
amount of the asset is greater than the fair value of the asset. The fair value is the 
market value or the present value of future net cash flows from the asset. 
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SUPPLIES EXPENSE DECISION 1-PRELIMINARY INFORMATION 

YOU ARE THE A UDITOR OF PARKS, INC. 

Please read the following infonnation. At the end of this section, you will be asked to 
detennine the appropnate amount for supplies expense and justify your decision in a brief 
memo. You may review the requirements for recognition of expense at anytime by 
refeiring to the reference file entitled "GAAP" that summarizes the matching principle as 
defined in Accounting Research Bulletin No. 43. You can re-examine this infonnation as 
many times as needed. 

Parks, Inc., a publicly traded manufacturer operating in the United States, has maintained 
a history of consistent financial success for 25 years. During the cunent year, financial 
results have exceeded expectations due to higher than expected sales from the 
introduction of a new product. As can be seen below, the company reports sales of $52.1 
million and net income after taxes of $5.1 million in the cunent year. The company's 
trend of a steady increase in sales and eamings can be seen below: 

FINANCL\L INFORMATION (In Millions) 

Sales 
Gross 
Margin 
Net 
Income 
Total 
Assets 
Long-
Term 
Assets 

1994 

41.2 

18.5 

4.1 

282.2 

261.3 

1995 

43.6 

19.4 

4.3 

286.4 

273.6 

1996 

45.1 

20.4 

4.5 

290.3 

276.5 

1997 

48.5 

21.4 

4.8 

296.8 

280.2 

1998 

52.1 

23.5 

5.1 

305.1 

289.8 

1998 
Projection 

50.0 

22.5 

5.0 

302.0 

285.0 

hi situations when successive profits are reported for a company such as this client, your 
firm suggests an initial benchmark materiality level of 5% of net (after tax) income. For 
example, in the cunent year $150,000 would not be considered material whereas 
$400,000 would be considered material. Amounts near $250,000 are subject to auditors' 
judgment on other aspects of materiality. 

Supplies expense of $1,575,000 is included in the $5.1 million of eamings reported for 
1998. This represents an increase of approximately $800,000 over the budgeted amount. 
Given a 30% marginal tax rate, the reported net income would be $5.7 million without 
the recognition of the additional $800,000 of supplies expense. Generally, Parks' policy 
is to purchase one month's supplies in advance, and this amount was included m the 

296 



'::S:^!^^:^:2^ - • - - - y years has been to 
full $1,575 000 is not r e L d d as an e "̂ ^̂ ^̂ ^̂ ^̂  management believes that if the 

consistent with previous years The taWe bet; ? ° " ' ' J'"'"'^'^' '''''''' ^""^^^ "°^ ^' 
for 1994 throuph 1 QQRJ^T ""^ '"'̂ '̂̂ ^̂ ^̂  ^̂ ^ ^"^O""^ of supplies expense 
for 1994 hrough 1998 and the amount of prepaid supplies that your audit staff has 
documented as being on hand at the end of the year but recorded as supple expense 
These unrecorded prepaid assets were documented as a passed audit a^u L n t T s can 
be seen, the amount of supplies expense and the amount of unrecorded prepaid suppl es 
have been increasing steadily by small amounts until the cunent year. 

SUPPLIES INFORMATION 

iSupplies 
Expensei 

Unrecortied 
Prepaid 
Supplies 

1994 

i$515,000 

$70,000* 

1995 

$574,500 

$77,500* 

1996 

$636,250 

$83,000* 

1997 

$702,500 

$95,000* 

1998 

$1,575,000 

$800,000 

1998 
Projectic 

$775,0 

*Information from prior year's workpapers 

During the course of the audit, one of your firm's staff auditors has followed up with 
management and obtained explanations for the $800,000 increase in 1998. The 
workpapers document $1,575,000 of various supplies have been purchased and expensed 
in 1998. The staff auditor has observed that $800,000 of supphes are on hand at the end 
of 1998 and has not been used during the cunent year. Management has indicated that 
$1,575,000 has been recorded consistent with prior years' policy of recording supplies as 
an expense when purchased. In addition, each of the following reasons contributes 
approximately equally to the $800,000 increase: 

Unexpected growth in the business and unexpected price increases. 
Introduction of the new product with better than expected sales. 
Additional purchase of supplies to take advantage of volume discounts. 
Advance purchase of computer paper at a reduced price prior to a price increase. 

While the client has already recorded $1,575,000 as supplies expense that includes 
$800,000 of prepaid supplies on hand at the end of 1998, you have not yet had the 
opportunity to discuss these results with the client. What is the maximum amount 
of supplies expense that you feel should be reported in the financial statements? 
Enter the amount that you think should be reported ignoring any tax effects. 

N/P. 
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Please justify your decision in a short memo. When you have completed writing 
your memo, please chek "PART2" to proceed to the next part of this 

case. 

mci^RS^'uVs^^^^^ ^'''' ' ^ * * ^ ' ^ ' ^ ^ P ^ ^ S E DECISION 2 -

YOUARE THE AUDITOR OF PARKS, INC. 
You may access previously shown information'and analysis presented by your staff 
auditor by clicking on "DECISIONl" for the first infonnation or "PART2" for the SEC 
letter. 

Your next step in the audit is to meet the CFO to discuss the supplies expense Your firni 
has perfomied the audit for Parks for over twenty years. Parks is your largest audit client 
and generates a substantial amount of your firm's revenues. In the past, the CFO has 
aggressively managed eamings up or down to achieve analysts' forecasts. When eamings 
are greater than expected. Parks records write-downs or additional expenses. When 
eamings are less than expected. Parks increases sales promotions or defers expenses to 
ensure that stock analysts' projections are met. Clearly, the management of the company 
is strongly interested in each year's eamings. 

When you meet with Parks' CFO, he indicates that he strongly believes supphes expense 
is $1,575,000 due to the sound business decisions made by management. 

Based on preliminary work performed thus far, your staff auditor has indicated to the 
client that an adjustment to supplies expense may be necessary. In response to the staff 
auditor's comment. Parks' CFO has indicated the full $1,575,000 of expense should be 
recorded to maintain consistency in the financial statements. The CFO has indicated that 
the appropriate amount of expense is definitely greater than the budgeted $775,000 due to 
the valid business expenditures for increased volume purchases and overall growth in the 
business. The CFO strongly argues that the amount of any proposed adjustment for 
unrecorded prepaid supplies in the financial statements is immaterial; and, therefore, no 
adjusting entry is necessary. Parks' management believes that it should know as well as 
anyone what its users of the financial statements would or would not deem to be a 
material amount. 

Management of Parks has stated that any amount for supplies expense other than 
$1,575,000 is unacceptable. If you propose an adjustment to the financial statements, the 
CFO has stated that Parks will seek a second opinion on the interpretation of Parks' 
consistent recording of supplies as an expense when purchased. The CFO has strongly 
reminded you that the firm's policy for the last twenty years has been to record supplies 
as an expense and that your firm has approved this practice in past audited financial 
statements. If the full $1,575,000 is not recorded as an expense, the reported financial 
resuhs would not be consistent with the previous years. 
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Your staff auditor has investigated the inrrpac^ in c,„^«i;,.„ A I 
^•orsr. r^rsrs r "̂ '̂-'S'̂ '-cu inc incrcasc lu supplics cxpensc. As previously 

shown, $800,000 of supplies on hand has been recorded as an expense Further 
discussions with management and additional audit procedures have been perfomied to 
venfy the explanations provided by your client. The following reasons provided by the 
client have substantially contributed to the $800,000 increase in supplies expense over the 
budgeted amount and have been documented in the working papers: 

* Approximately $ 185,000 increase is due to unexpected overall growth in the 
volume of products sold and unexpected price increases. Therefore, the previous years' 
unrecorded prepaid supplies would increase from $95,000 to $270,000. 

* Approximately $200,000 increase is due to the introduction of a new product 
with better than expected sales. However, the increase in supplies above the normal 
growth is difficult to verify. That is, the supplies cannot be traced directiy to one product 
and the increase may be due to advance purchases of supplies for all the operations. 
However, your client believes $200,000 is an accurate estimate of the increase in supplies 
associated with the new product. 

* Approximately $210,000 increase is due to additional purchases of supplies to 
take advantage of volume discounts. The amount of several high volume supplies on 
hand has increased from a one month to a three to four month inventory. The audit staff 
has verified the increase. 

* Approximately $205,000 increase is due to a ten-month advance purchase of 
computer paper that has been seen in the halls of the information systems department. 
Your client has indicated a special purchase was negotiated to obtain the paper before the 
supplier implemented a price increase. The audit staff has verified the increase. 

Parks' management is also highly concemed about future growth pattems due to the 
declining market share and potential loss of a product line in question. The strength of 
the competitors' market share as forecasted by Parks indicates uncertainty regarding 
Parks' ability to continue sales of the product for the next five years. Management 
expects continued profits for the next year but is highly concemed and feels that it is very 
unlikely that the growth in sales from other products will result in the desired annual 5% 
increase in eamings. If the additional supplies of $800,000 are recorded this year, 
supplies expense for next year will be lower and the annual targeted increase of 5% will 
be easier to achieve. 

The CFO is highly concemed with the reported eamings and has reminded you that the 
stock of Parks is traded on the NYSE and that the financial analysts expect steady growth 
in eamings of approximately 5% per year similar to reported eamings over the last 20 ^ 
years. If eamings are above analysts' expectations in the cunent year and belovv analysts 
expectations in the following year, the stock price overall could be adversely affected In 
the past, the market value of the stock has been adversely affected when Parks did not 
achieve forecasted eamings. 
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Given your discussion with management and the audit procedures performed, what 
is the maximum amount of supplies expense that you feel should be reported in the 
financial statements? Enter the amount that you think should be reported ignoring 
any tax effects. 

Please justify your decision in a short memo stating what information you relied 
upon to make your decision. 
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P E R S ™ N '"^^^^^^^I^N FOR SUPPLIES EXPENSE DECISION 2-LOW 

YOU ARE THE AUDITOR OF PARKS, INC. 
You may access previously shown infomiation"and analysis presented by your staff 
auditor by clicking on 'DECISIONl" for the first information or "PART2" for the SEC 
letter. 

Your next step in the audit is to meet the CFO to discuss supplies expense. Your finn has 
perfomied the audit for Parks for over twenty years. Parks is your largest audit client and 
generates a substantial amount of your firni's revenues. In the past, the CFO has not 
aggressively managed eamings up or down to achieve analysts' forecasts as long as a 
trend of long tenii increases in profits are consistently reported management. Parks' 
management has been open for discussion of the conect application of GAAP over the 
years of the engagement. Cleariy, the CFO of the company is strongly interested in the 
long-tenn growth rather than the short-temi growth of eamings. Management is seriously 
seeking the fairest presentation of the financial statements. 

When you meet with Parks' CFO, he indicates that he believes the most appropriate 
amount of supplies expense is $1,575,000 due to the sound business decisions made by 
management. 

Based on preliminary work performed thus far, your staff auditor has indicated to the 
client that an adjustment to supplies expense may be necessary. In response to the staff 
auditor's comment. Parks' CFO has indicated the importance of fair presentation in the 
financial statements but also the desire to record the full $1,575,000 of expense to 
maintain consistency in the financial statements. The CFO has indicated that the 
appropriate amount of expense is greater than the budgeted $775,000 due to the valid 
business expenditures for increased volume purchases and overall growth in the business. 
The CFO suggests that the amount of any proposed adjustment for unrecorded prepaid 
supplies in the financial statements is immaterial; and, therefore, an adjusting entry is 
probably unnecessary. Parks' management beheves that its users of the financial 
statements would not deem part of the increase to be a material amount. 

Your staff auditor has investigated the increase in supplies expense. As previously 
shown, $800,000 of supplies is unrecorded as a prepaid asset at the end of 1998. Further 
discussions with management and additional audit procedures have been perfomied to 
verify the explanations provided by your client. The following reasons provided by the 
chent have substantially contributed to the $800,000 increase in supplies expense over the 
budgeted amount and have been documented in the working papers: 
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Please justify your decision in a short memo stating what information you relied 
upon to make your decision. 

SUPPLIES EXPENSE GAAP 

The matching principle as defined in Accounting Research Bulletin No. 43 (ARB 43) is 
described below: 

The major concem is with the point when expenses are recognized for financial statement 
purposes. Expenses incuned in eaming the revenue should be recognized during the 
same period. Expenditures that are made for materials, purchased services, supplies and 
the like, that will help eam future revenue should be carried on the books as a prepaid 
asset. When the anticipated revenue is recognized in the future, the asset accounts are 
expensed as the resources represented by these asset accounts are consumed. Thus, 
recognized revenues and the related expenses are matched during the same accounting 
period. 
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SEC NOTIFICATION 

The SEC has recently expressed concern that many companies are managing 
earnings to meet analysts' expectations in order to avoid a decrease in stock prices. 
Various actions have been taken by the SEC to further investigate this activity. For 
example, on January 22,1999, the SEC mailed the following letter to 150 firms 
based on the significant changes in 1998 for activities that significantly reduced 
earnings. Your client has received the following notification from the SEC as shown 
below due to an asset write-down recorded in the third quarter. The SEC is closely 
scrutinizing the financial statements of your client. When you have completed 
reviewing this letter, please click "DECISI0N2" to proceed to the next part of the 
case. 

United States Securities and Exchange Commission 
6432 General Green Way 
Alexandria, Virginia 22312-2413 
January 22, 1999 

Parks, Inc. 
Chief Financial Officer 
1010 Parks Boulevard 
Parks City, U.S.A. 

Dear Chief Financial Officer: 

We understand that you will report significant charges in 1998 for asset write-downs, 
restmcturing activities, or acquired in-process research and development. In connection 
with our focus on transparent financial reporting and potential eamings management 
issues, we may select your 1998 annual report for review. For your consideration as you 
prepare that filing, this letter identifies commonly requested MD&A and financial 
statement disclosures that may be applicable in whole or part to the kinds of charges you 
incuned. 

Asset Impairments 

Disclose: 
• Description of the assets and the segments affected 
• Reasons write-downs became necessary 
• Amount of loss for each material asset category 

Property, plant & equipment 
Intangible assets 

• Method of determining fair value 
• Classification of loss in the statements of operations 
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If the assets are held for disposal, disclose: 

Can-ying amount of assets held for disposal and subsequent changes in 
canying amount 
Expected disposal dates 
Results of operations for the assets to the extent that those results are 
included in the period and can be identified 
Effect of suspending depreciation 

Costs to Exit Activities 

Disclose: 

• Activities to be discontinued and the major actions to be taken, including 
disposition methods and anticipated completion dates 

• Types and amounts of exit costs recognized as liabilities and their income 
statement classification 

• Adjustments to the liability, including changes in estimates 
• Revenues and net operating income for those exited activities that have 

separately identifiable operations 

Employee Terminations 

Disclose: 
• Amount and classification of the costs 
• Number of people and employee groups to be terminated 
• Actual amounts paid and actual employees terminated 
• Any adjustments of the liability 

Exit or Employee Termination Costs of an Acquired Business 

Disclose: 
• Whether you began to formulate an exit plan as of the acquisition date 
• Types and amounts of exit liabilities assumed and included in the 

acquisition cost allocation 
• Unresolved issues and the types of additional liabilities that may result in 

an adjustment of the purchase cost allocation 

Common types of restructuring costs that should be separately disclosed 

Identify major types and amounts of costs included in restructuring charges and liabilities 
in the financial statements. More complete break-out of the costs in MD&A often is 
necessary for an understanding of the plan's cash requirements and how future periods 
are relieved of costs expected to be incurred. 
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Termination payments to employees 
Other employee related costs 
Inventory write-downs 
Purchase commitment losses 
Other contract losses 
Wan-anties and product retums 
Leasehold termination payments 
Other facility exit costs 
Litigation and environmental clean-up costs 

Acquired In-Process Research & Development 

Disclose: 
Specific nature and fair value of each significant in-process research and 
development project acquired 
Completeness, complexity and uniqueness of the projects at the 
acquisition date 
Nature, timing and estimated costs of the efforts necessary to complete the 
projects, and the anticipated completion dates 
Risks and uncertainties associated with completing development on 
schedule, and consequences if it is not completed timely 
Appraisal method used to value projects 
Significant appraisal assumptions, such as -

period in which material net cash inflows from significant projects are 
expected to commence; 
material anticipated changes from historical pricing, margins and 
expense levels; and 
the risk adjusted discount rate applied to the project's cash flows 

• In periods after a significant write-off, discuss the status of the efforts to 
complete the projects, and the impact of any delays on your expected 
investment retum, results of operations and financial condition 

Please use these lists only as general guidance. Refer to EITF 94-3, EITF 95-3, SFAS 
121, APB 16, FIN 4 and Item 305 of Regulation S-K for additional information. Also, 
remember to include a schedule of valuation and qualifying amounts meeting the 
requirements of Rule 12-09 of Regulation S-K. Additional matters that may be relevant 
are cited by Lynn Tumer, Chief Accountant of the SEC, in his letter to the American 
Institute of Certified Public Accountants dated October 9, 1998, which is available at 
www. sec. gov/rules/othri ndx .htm. 

Sincerely, 
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Robert A. Bayless 
Chief Accountant 
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APPENDIX B 

QUESTIONNAIRE 
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Please answer the following questions. Each of the questions must be answered. Thank 
you for your participation. 

I. What is your cunent job titie? 
Staff 
In-charge 
Manager 
Senior Manager 
Other 

2. How long, in years, have you been in public accounting? 

3. What is your: (a) Age? (b) Gender? 

4. Have you recently prepared or reviewed workpapers to support the (write-down of 
impaired assets) (acceptance of cash-based supplies expense)? 

No Yes 

5. In completing this case, you made a decision relating to potential eamings management 
such as one you may make in practice. In this case, please place a check mark by each of 
the following groups that influenced your final decision: 

A) FASB G) Financial analysts of your client 
B) SEC H) AICPA 
C) Your immediate supervisor I) Your state licensing board 
D) Your client J) Creditors of your client 
E) Investors of your client K) Potential investors 
F) Your peers L) Potential litigants of your client for 

misinterpretation of the audited 
statements 

6. Now rank the top five groups to indicate the most important group. If your checked 
fewer than five groups in Question 5, than only rank the importance for the number of 
groups you checked in Question 5. 

Ranking Group Letter 
(#1 indicates this group (A through L from 
is most important) Question 5 above) 

1 
2 
3 
4 
5 
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Use the following scales to answer questions #7 through #16. 

1 Strongly Disagree 
2 Moderately Disagree 
3 Slightly Disagree 
4 Neither Agree or Disagree 
5 Slightly Agree 
6 Moderately Agree 
7 Strongly Agree 

7. In general, do you agree that eamings management by firms is appropriate? 

8. A firm's steady growth in eamings per share is very important to most investors. 

forecasts. 
9. In its valuation of a firm, the market makes significant use of analysts' eamings 

.10. In its valuation of a firm, the market makes more use of cunent eamings per 
share than analysts' forecasts of future financial performance. 

11. In its valuation of a firm, investors make more use of cunent eamings per 
share than information related to future corporate strategy. 

12. When a firm makes a significant change in strategy (e.g., launches a new 
product line, opens or closes a plant, changes the level of investment in research and 
development, etc.), management can prevent adverse share price effects by explaining the 
nature of this change to the market. 

13. The market impact of bad news is reduced when the firm is able to make a 
simultaneous announcement of good news. 

14. When eamings per share are less than forecasted, the market's reaction to this 
bad news is reduced if it is warned of this change prior to the next regular eamings report 
(quarterly or annual). 

15. A firm's reputation depends mainly on the firm's eamings performance. 

16. A firm can harm its reputation by not achieving its eamings objectives. 
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Yes 
Yes 
Yes 

No 
No 
No 

17. Prior to this study have you encountered the SEC's notification to 150 companies 
relating to eamings management of firms? Yes No 

If yes, please indicate your exposure: 
Read about the notification in some form of extemal publication 
Read about the notification in some form of company publication 
Have audited a client that received the notification 
Other (Please describe) 

18. Have you been on an audit in which the SEC notified the client on January 22, 1999 
that their financial results may be reviewed due to significant charges in 1998 for: 

Asset write-downs? 
Restructuring activities? 
Acquired in-process research and development? 

SEC Chairman Levitt has indicated that five common eamings management techniques 
are used by companies: (1) restructuring charges to avoid charges related to normal 
operating costs; (2) creative acquisition accounting; (3) increased accmals during good 
economic times and decreased accruals during bad economic times; (4) immaterial 
misapplications of accounting principles; and (5) premature recognition of revenue. For 
each of these five techniques, please answer the following questions 19-23 through 
the use of the following scale: 

1 2 3 4 5 6 7 

Never Sometimes Often Always 

19. Technique: Restmcturing charges to avoid charges related to normal operating costs 

How often do clients in your firm attempt to use this technique? 
When clients do attempt to use this technique, how often do auditors not 

allow the use of this technique? 
When clients do attempt to use this technique, how often do auditors feel 

pressure to approve eamings management? 

20. Technique: Creative acquisition accounting 

How often do clients in your firm attempt to use this technique? 
When clients do attempt to use this technique, how often do auditors not 

allow the use of this technique? 
When clients do attempt to use this technique, how often do auditors feel 

pressure to approve eamings management? 

311 



^ever Sometimes Often Always 

21. Technique: Increase accruals during good economic times and decrease accmals 
during bad economic times 

How often do clients in your firm attempt to use this technique? 
When clients do attempt to use this technique, how often do auditors not 

allow the use of this technique? 
When clients do attempt to use this technique, how often do auditors feel 

pressure to approve eamings management? 

22. Technique: Immaterial misapplications of accounting principles 

How often do clients in your firm attempt to use this technique? 
When clients do attempt to use this technique, how often do auditors not 

allow the use of this technique? 
When clients do attempt to use this technique, how often do auditors feel 

pressure to approve eamings management? 

23. Technique: Premature recognition of revenue 

How often do clients in your firm attempt to use this technique? 
When clients do attempt to use this technique, how often do auditors not 

allow the use of this technique? 
When clients do attempt to use this technique, how often do auditors feel 

pressure to approve eamings management? 

24. How much pressure did you feel from the client's explanation? 

1 2 3 4 5 6 7 
High Pressure Low Pressure 

25. How much pressure did you feel from the SEC? 

1 
High Pressure Low Pressure 
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26. Was the accounting standard very broad or nanow in its interpretaion? 

1 2 3 4 5 6 7 
Very nanow Very Broad 
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APPENDIX C 

DEBRIEFING QUESTIONS 
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Use the following scale to answer the next series of questions: 

1 2 3 4 5 6 7 
Definitely Yes Definitely No 

1. Were the directions easy to understand? 
2. Was the case too long? 
3. Was the information provided to you sufficient to make the required decision? 
4. Were the facts in the case easy to understand? 
5. Was information easily accessible? 
6. Is this realistic of a decision that you would make? 
7. Did the survey questions provide all of the possible alternative responses? 
8. Was the writing style easy to understand? 
9. Was anything ambiguous? 
10. Was anything confusing? 
11. Were you familiar with this type of situation? 
12. Were you familiar with all of the terminology? 

Respondents will be observed for hesitation. How did the respondent interpret each 
question and did the respondent had problems responding to any questions? Does the 
respondent have any other recommendations or require any additional information? 
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APPENDIX D 

COMPARISON OF RESPONSES 
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Table D.l 
Comparison of Auditors' Responses to Amount of Allowable Expense or Loss 

Computerized Instrument vs. Paper Instrument 

Accounting 
Standard 

Impairment 
Computerized 

Instrument 
Impairment 

Paper 
Instrument 

Total 
Impairment 
Condition 

Supplies 
Computerized 

Instrument 
Supplies 

Paper 
Instrument 

Total 
Supplies 

Condition 

Preliminary 
Information 

307,506 
311,144 

323,196 
321,965 

313,552 
309,206 

P value = .4062 
F= 1.0708 

156,988 
244,314 

163,846 
233,989 

158,609 
239,782 

Rvalue = .4612 
F=.91734 

Additional 
Information 

292,757 
327,558 

307,881 
312,291 

298,678 
320,231 

P value = .4545 
F = .9090 

218,000 
245.228 

159,615 
228,924 

204,200 
240,690 

Rvalue = .4191 
F = .8714 

Amount of 
Change 
-14,749 
186,487 

(8) 
-15,315 
171,748 

(3) 
-14,874 
170,272 

(11) 

61,012 
159,338 

(18) 
-4,231 
77,051 

(3) 
45,591 
146,213 

(21) 

Participants by 
Experience* 

21 25 

9 4 

30 29 

19 23 

7 6 

26 29 

*The participating auditors are grouped into categories of 3-5 years and more than 6 
years of experience. For example, case 1 had 9 auditors with 3-5 years of experience and 
6 auditors with more than 6 years of experience. 
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Table E.l 
Summary of Responses 

Panel A: Supplies Expense Detail 

High Persuasion, SEC Notification 

Preliminary 
Infomiation 

0 
0 
0 
0 

95,000 
125,000 

0 
400,000 
445,000 

0 
250,000 
800,000 
800,000 

Additional 
Information 

0 
0 
0 
0 

95,000 
125,000 
185,000 
185,000 
390,000 
415,000 
800,000 
800,000 
800,000 

Change 
0 
0 
0 
0 
0 
0 

185,000 
(215,000) 

(55,000) 
415,000 
550,000 

0 
0 

Years 
Experience 

7 
4 
5 
4 
7 
3 
3 

18 
10 
5 
3 
8 
4 

Low Persuasion, SEC Notification 

Preliminary 
Information 

0 
0 
0 
0 
0 

95,000 
0 
0 

200,000 
255,000 
415,000 
600,000 

Additional 
Information 

0 
0 
0 
0 
0 

95,000 
185,000 
185,000 
200,000 
255,000 
415,000 
415,000 

Change 
0 
0 
0 
0 
0 
0 

185,000 
185,000 

0 
0 
0 

(185,000) 

Years 
Experience 

6 
8 
6 
4 
3 
5 
8 

11 
8 
3 
3 

15 
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Table E.I (Continued) 

Panel A: Supplies Expense Detail 

High Persuasion, No SEC Notification 

Preliminary 
Information 

0 
0 
0 
0 

345,000 
0 
0 

125,000 
0 
0 

250,000 
0 

250,000 
400,000 
800,000 
800,000 

Additional 
Information 

0 
0 
0 
0 
0 
0 
0 

125,000 
125,000 
185,000 
250,000 
385,000 
385,000 
400,000 
800,000 
800,000 

Change 
0 
0 
0 
0 

(345,000) 
0 
0 
0 

125,000 
185,000 

0 
385,000 
135,000 

0 
0 
0 

Years 
Experience 

10 
20 
14 
3 
6 
5 
8 
4 
9 

10 
5 
8 
7 
7 
3 
4 

Low Persuasion, No SEC Notification 

Prehminary 
Information 

0 
0 
0 

185,000 
0 

95,000 
95,000 

0 
0 
0 

225,000 
0 

127,500 
546,000 

Additional 
Information 

0 
0 
0 
0 
0 

95,000 
185,000 
185,000 
185,000 
185,000 
200,000 
205,000 
385,000 
546,000 

Change 
0 
0 
0 

(185,000) 
0 
0 

90,000 
185,000 
185,000 
185,000 
(25,000) 
205,000 
257,500 

0 

Years 
Experience 

7 
4 
5 
4 
3 
5 
6 

11 
11 
5 
4 
6 
6 
6 
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Table E. I (Continued) 

Panel B: Impairment Loss Detail 

High Persuasion, SEC Notification 

Preliminary 
Information 

0 
0 
0 

600,000 
0 

142,000 
0 

200,000 
700,000 
400,000 
400,911 
600,547 
400,911 
600,000 
600,547 

Additional 
Information 

0 
0 
0 
0 
0 

142,000 
150,000 
200,000 
400,000 
400,000 
400,911 
600,547 
800,000 
800,000 
800,000 

Change 
0 
0 
0 

(600,000) 
0 
0 

150,000 
0 

(300,000) 
0 
0 
0 

399,089 
200,000 
199,453 

Years 
Experience 

4 
6 

26 
11 
3 
3 
4 
6 
4 
6 
4 
5 
3 
4 
6 

Low Persuasion, SEC Notification 

Preliminary 
Information 

425,000 
0 
0 
0 
0 
0 
0 
0 
0 

199,453 
600,547 
400,911 
600,000 
600,547 
800,000 
800,000 
800,000 

Additional 
Information 

0 
0 
0 
0 
0 
0 
0 
0 
0 

199,453 
400,911 
400,911 
600,000 
600,547 
800,000 
800,000 
800,000 

Change 
(425,000) 

0 
0 
0 
0 
0 
0 
0 
0 
0 

(199,636) 
0 
0 
0 
0 
0 
0 

Years 
Experience 

12 
17 
3 

20 
3 

11 
10 
11 
7 
4 
5 
4 
5 

16 
7 
3 
8 
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Table E. I (Continued) 

Panel B: Impairment Loss Detail 

High Persuasion, No SEC NoUfication 

Preliminary 
Information 

0 
0 
0 
0 
0 
0 

47,250 
200,000 
250,000 
300,000 
400,000 
600,547 
600,547 
252,000 
800,000 

Additional 
Information 

0 
0 
0 
0 
0 
0 

47,250 
200,000 
250,000 
300,000 
400,000 
600,547 
600,547 
800,000 
800,000 

Change 
0 
0 
0 
0 
0 
0 
0 
0 
0 
0 
0 
0 
0 

548,000 
0 

Years 
Experience 

15 
4 
4 
4 
3 
5 

10 
18 
3 
3 
3 
6 
5 
3 
7 

Low Persuasion, No SEC Notification 

Preliminary Additional Years 
Information Information Change Experience 

0 0 0 3 
0 0 0 10 

650,000 0 (650,000) 4 
0 0 0 24 
0 0 0 8 
0 0 0 7 

575,000 575,000 0 11 
600,000 600,000 0 6 
800,000 600,547 (199,453) 5 
800,000 800,000 0 3 
800,000 800,000 0 11 
800,000 800,000 0 22 
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Table E. 1 (Continued) 

Panel C: High Pressure Detail 

Supplies Expense, SEC Notification 

PreUminary 
Information 

0 
0 
0 
0 

95,000 
125,000 

0 
400,000 
445,000 

0 
250,000 
800,000 
400,000 
800,000 
800,000 

Additional 
Information 

0 
0 
0 
0 

95,000 
125,000 
185,000 
185,000 
390,000 
415,000 
800,000 
800,000 
400,000 
800,000 
800,000 

Change 
0 
0 
0 
0 
0 
0 

185,000 
(215,000) 

(55,000) 
415,000 
550,000 

0 
0 
0 
0 

Years 
Experience 

7 
4 
5 
4 
7 
3 
3 

18 
10 
5 
3 
8 
7 
3 
4 

Impairment Loss, SEC Notification 

Preliminary 
Information 

0 
0 
0 

600,000 
0 

142,000 
0 

200,000 
700,000 
400,000 
400,911 
600,547 
400,911 
600,000 
600,547 

Additional 
Information 

0 
0 
0 
0 
0 

142,000 
150,000 
200,000 
400,000 
400,000 
400,911 
600,547 
800,000 
800,000 
800,000 

Change 
0 
0 
0 

(600,000) 
0 
0 

150,000 
0 

(300,000) 
0 
0 
0 

399,089 
200,000 
199,453 

Years 
Experience 

4 
6 

26 
11 
3 
3 
4 
6 
4 
6 
4 
5 
3 
4 
6 
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Table E.l (Continued) 

Panel C: High Pressure Detail 

Supplies Expense, No SEC Notification 

Preliminary 
Information 

0 
0 
0 
0 

345,000 
0 
0 

125,000 
0 
0 

250,000 
0 

250,000 
400,000 
800,000 
800,000 

Additional 
Information 

0 
0 
0 
0 
0 
0 
0 

125,000 
125,000 
185,000 
250,000 
385,000 
385,000 
400,000 
800,000 
800,000 

Change 
0 
0 
0 
0 

(345,000) 
0 
0 
0 

125,000 
185,000 

0 
385,000 
135,000 

0 
0 
0 

Years 
Experience 

10 
20 
14 
3 
6 
5 
8 
4 
9 

10 
5 
8 
7 
7 
3 
4 

Impairment Loss, No SEC Notification 

Preliminary Additional Years 
Information Information Change Experience 

0 0 0 15 
0 0 0 4 
0 0 0 4 
0 0 0 4 
0 0 0 3 
0 0 0 5 

47,250 47,250 0 10 
200,000 200,000 0 18 
250,000 250,000 0 3 
300,000 300,000 0 3 
400,000 400,000 0 3 
600,547 600,547 0 6 
600,547 600,547 0 5 
252,000 800,000 548,000 3 
800,000 800,000 0 7 
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Table E. I (Continued) 

Panel D: Low Pressure Detail 

Supplies, SEC Notification 

Preliminary 
Information 

0 
0 
0 
0 
0 

95,000 
0 
0 

200,000 
255,000 
415,000 
600,000 

Impairment,! 

Preliminary 
Information 

425,000 
0 
0 
0 
0 
0 
0 
0 
0 

199,453 
600,547 
400,911 
600,000 
600,547 
800,000 
800,000 
800,000 

Additional 
Information 

0 
0 
0 
0 
0 

95,000 
185,000 
185,000 
200,000 
255,000 
415,000 
415,000 

Change 
0 
0 
0 
0 
0 
0 

185,000 
185,000 

0 
0 
0 

(185,000) 

SEC Notification 

Additional 
Information 

0 
0 
0 
0 
0 
0 
0 
0 
0 

199,453 
400,911 
400,911 
600,000 
600,547 
800,000 
800,000 
800,000 

Change 

(425,000) 
0 
0 
0 
0 
0 
0 
0 
0 
0 

(199,636) 
0 
0 
0 
0 
0 
0 

Years 
Experience 

Years 
Experier 

6 
8 
6 
4 
3 
5 
8 

11 
8 
3 
3 

15 

ice 

12 
17 
3 

20 
3 

11 
10 
11 
7 
4 
5 
4 
5 

16 
7 
3 
8 
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Table E. 1 (Continued) 

Panel D: Low Pressure Detail 

Supplies, No SEC Notification 

Preliminary 
Information 

0 
0 
0 

185,000 
0 

95,000 
95,000 

0 
0 
0 

225,000 
0 

12,7500 

Additional 
Information 

0 
0 
0 
0 
0 

95,000 
185,000 
185,000 
185,000 
185,000 
200,000 
205,000 
385,000 

Change 
0 
0 
0 

(185,000) 
0 
0 

90,000 
185,000 
185,000 
185,000 
(25,000) 
205,000 
257,500 

Years 
Experience 

7 
4 
5 
4 
3 
5 
6 

11 
11 
5 
4 
6 
6 

Impairment, No SEC Notification 

Preliminary 
Information 

0 
0 

650,000 
0 
0 
0 

575,000 
600,000 
800,000 
800,000 
800,000 
800,000 

Additional 
Information 

0 
0 
0 
0 
0 
0 

575,000 
600,000 
600,547 
800,000 
800,000 
800,000 

Change 
0 
0 

(650,000) 
0 
0 
0 
0 
0 

(199,453) 
0 
0 
0 

Years 
Experience 

3 
10 
4 

24 
8 
7 

11 
6 
5 
3 

11 
22 
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Table E. 1 (Continued) 

Panel E: Presence of SEC Notification Detail 

Supplies Expense, High Persuasion 

PreUminary 
Information 

0 
0 
0 
0 

95,000 
125,000 

0 
400,000 
445,000 

0 
250,000 
800,000 
800,000 

Additional 
Information 

0 
0 
0 
0 

95,000 
125,000 
185,000 
185,000 
390,000 
415,000 
800,000 
800,000 
800,000 

Change 
0 
0 
0 
0 
0 
0 

185,000 
(215,000) 

(55,000) 
415,000 
550,000 

0 
0 

Years 
Experience 

7 
4 
5 
4 
7 
3 
3 

18 
10 
5 
3 
8 
4 

Impairment Loss, High Persuasion 

Preliminary 
Information 

0 
0 
0 

600,000 
0 

142,000 
0 

200,000 
700,000 
400,000 
400,911 
600,547 
400,911 
600,000 
600,547 

Additional 
Information 

0 
0 
0 
0 
0 

142,000 
150,000 
200,000 
400,000 
400,000 
400,911 
600,547 
800,000 
800,000 
800,000 

Change 
0 
0 
0 

(600,000) 
0 
0 

150,000 
0 

(300,000) 
0 
0 
0 

399,089 
200,000 
199,453 

Years 
Experience 

4 
6 

26 
11 
3 
3 
4 
6 
4 
6 
4 
5 
3 
4 
6 
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Table E.l (Continued) 

Panel E: Presence of SEC Notification Detail 

Supplies Expense, Low Persuasion 

Preliminary 
Information 

0 
0 
0 
0 
0 

95,000 
0 
0 

200,000 
255,000 
415,000 
600,000 

Additional 
Information 

0 
0 
0 
0 
0 

95,000 
185,000 
185,000 
200,000 
255,000 
415,000 
415,000 

Change 
0 
0 
0 
0 
0 
0 

185,000 
185,000 

0 
0 
0 

(185,000) 

Years 
Experience 

6 
8 
6 
4 
3 
5 
8 

11 
8 
3 
3 

15 

Impairment Loss, Low Persuasion 

Preliminary 
Information 

425,000 
0 
0 
0 
0 
0 
0 
0 
0 

199,453 
600,547 
400,911 
600,000 
600,547 
800,000 
800,000 
800,000 

Additional 
Information 

0 
0 
0 
0 
0 
0 
0 
0 
0 

199,453 
400,911 
400,911 
600,000 
600,547 
800,000 
800,000 
800,000 

Change 
(425,000) 

0 
0 
0 
0 
0 
0 
0 
0 
0 

(199,636) 
0 
0 
0 
0 
0 
0 

Years 
Experience 

12 
17 
3 

20 
3 

11 
10 
11 
7 
4 
5 
4 
5 

16 
7 
3 
8 
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Table E. 1 (Continued) 

Panel F: Absence of SEC Notification Detail 

Supplies Expense, High Persuasion 
Preliminary Additional 
Information Information Change 

0 0 0 
0 0 0 
0 0 0 
0 0 0 

345,000 0 (345,000) 
0 0 0 
0 0 0 

125,000 125,000 0 
0 125,000 125,000 
0 185,000 185,000 

250,000 250,000 0 
0 

250,000 
400,000 400,000 0 
800,000 800,000 0 
800,000 800,000 0 

Years 
Experience 

10 
20 
14 
3 
6 
5 
8 
4 
9 

10 

385,000 385,000 
385,000 135,000 

Impairment Loss, High Persuasion 

PreUminary 
Information 

0 
0 
0 
0 
0 
0 

47,250 
200,000 
250,000 
300,000 
400,000 
600,547 
600,547 
252,000 
800,000 

Additional 
Information 

0 
0 
0 
0 
0 
0 

47,250 
200,000 
250,000 
300,000 
400,000 
600,547 
600,547 
800,000 
800,000 

Change 
0 
0 
0 
0 
0 
0 
0 
0 
0 
0 
0 
0 
0 

548,000 
0 

Years 
Experience 

15 
4 
4 
4 
3 
5 

10 
18 

3 
3 
3 
6 
5 
3 
7 
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Table E.l (Continued) 

Panel F: Absence of SEC Notification Detail 

Supplies Expense, Low Persuasion 

Preliminary 
Information 

0 
0 
0 

185,000 
0 

95,000 
95,000 

0 
0 
0 

225,000 
0 

127,500 

Additional 
Information 

0 
0 
0 
0 
0 

95,000 
185,000 
185,000 
185,000 
185,000 
200,000 
205,000 
385,000 

Change 
0 
0 
0 

(185,000) 
0 
0 

90,000 
185,000 
185,000 
185,000 
(25,000) 
205,000 
257,500 

Years 
Experience 

7 
4 
5 
4 
3 
5 
6 

11 
11 
5 
4 
6 
6 

Impairment Loss, Low Persuasion 

Preliminary 
Information 

0 
0 

650,000 
0 
0 
0 

575,000 
600,000 
800,000 
800,000 
800,000 
800,000 

Additional 
Information 

0 
0 
0 
0 
0 
0 

575,000 
600,000 
600,547 
800,000 
800,000 
800,000 

Change 
0 
0 

(650,000) 
0 
0 
0 
0 
0 

(199,453) 
0 
0 
0 

Years 
Experience 

3 
10 
4 

24 
8 
7 

11 
6 
5 
3 

11 
22 
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