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Overview

Professional skepticism is essential to audit quality, and enhancing auditor skepticism is
of great concern to regulators, practitioners, and scholars (e.g., Nelson 2009; IAASB 2015; KPMG
2016). However, despite the acknowledged importance of professional skepticism, auditors’
failure to exercise a sufficient level of skepticism continues to be a globally recognized issue. Prior
research has shown that exercising skepticism may come at a cost (e.g., budget overruns and
potential conflicts with management), which can form a substantial barrier to the appropriate
application of skepticism. In our FAR research project, we examine whether audit committee
involvement and support can reduce this barrier, and in turn, increase the professional
skepticism exercised on the audit. This paper provides an overview of the literature on (1) auditor
professional skepticism, divided into a general overview followed by a focus on the
aforementioned barrier to skepticism, and (2) audit committee interactions with the audit team,

and how these can potentially improve professional skepticism.

Professional Skepticism

There have been several syntheses of the academic research related to auditor
professional skepticism (e.g., Nelson 2009; Hurtt et al. 2013; Brazel and Schaefer 2016a, 2016b,
2017). This research generally relies upon the model proposed by Nelson (2009) and the updates
to that model in Hurtt et al. (2013), where auditor skepticism (skeptical judgements and actions) is
a function of auditor knowledge, traits, and incentives and client characteristics. Much of the
extant accounting literature focuses on auditor-specific knowledge and innate traits that may

impact the application of skepticism.

Most of the research related to auditor knowledge or experience indicates a positive
relationship between knowledge/expertise and professional skepticism exercised. For example,

some studies have found that skepticism improves with more senior personnel as they have
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deeper knowledge about the client's industry and business (Peecher et al. 2007; Knechel et al.
2010; Brewster 2012). Similarly, Rose (2007) finds that although general experience did not
enhance skeptical judgments, fraud-specific experience did. These results are consistent with
archival research examining the impact of industry expertise on audit quality - which finds
positive effects of industry expertise on audit quality, presumably due to increases in skepticism
(e.g., Balsam, Krishnan, and Yang 2003; Low 2004; Romanus et al. 2008; Reichelt and Wang 2010;
Bratten, Causholli, and Myers 2017; Chen, Hou, Richardson, and Ye 2018; Stein 2019). In contrast,
some studies have found more senior auditors (Shaub and Lawrence 1999; Payne and Ramsay
2005) and industry specialists (Grenier 2017) to be less skeptical. In sum, research suggests that
knowledge and experience are important factors associated with professional skepticism, but

knowledge or experience alone are likely not sufficient to ensure skepticism is exercised.

With regards to auditor-specific traits, Hurtt et al. (2015) find that auditors are more likely
to detect inconsistencies in audit documentation when they rate higher on a measure of trait
professional skepticism (e.g., the extent to which they have a questioning mind). Brown-Liburd et
al. (2011) conducted an experiment simulating a negotiation between an auditor and client and
found that auditors were more conservative and more resolute when they exhibited higher
professional skepticism tendencies. Similarly, Quadackers et al. (2014) find that auditors are more
skeptical if they measure higher on presumptive doubt as compared to neutrality, particularly in
higher client risk settings. Robinson et al. (2017) examine both the state and trait components of
professional skepticism. They note that as inherent risk increases (i.e., state professional
skepticism increases), auditors with low trait professional skepticism exhibited greater increases
in their skeptical behavior as compared to auditors that were high in trait professional
skepticism. In sum, research has found that auditors’ innate traits are associated with

professional skepticism, although trait skepticism clearly interacts with state skepticism.
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Recent research suggests that audit firm and engagement culture may also significantly
influence the level of professional skepticism exercised on engagements, as auditors respond to
the rewards and incentives they face on specific engagements and within the overall firm
structure (e.g., Nelson 2009; Brazel et al. 2016, Brazel et al. 2018, Brazel et al. 2019). These
findings are important because they suggest that audit firms can, at least to some extent,

influence auditors’ application of skepticism.

Auditing standards require auditors to maintain a questioning mindset and critically
assess audit evidence (IAASB 2004; PCAOB 2015; 2016). Audit firms clearly recognize that
appropriate levels of skepticism increase the likelihood that material misstatements are detected,
which is important in promoting audit quality, investor confidence, and global financial stability.
However, exercising skepticism can come at a cost when additional work is performed to obtain
sufficient and appropriate evidence, such as budget overruns and potential conflicts with
management (Houston 1999; Nelson 2009; Peecher et al. 2013; Curtis et al. 2019). This may be
particularly prevalent because the base rate of materially misstated accounts is low, and auditors
often confront a false positive paradox in which cues suggestive of a misstatement (e.g., red flags)
are more likely to reflect non-misstatements than misstatements (Waller and Zimbelman 2003;

Durney et al. 2014).

Surprisingly, despite concerns about insufficient skepticism, little is known about whether
individual auditors experience adequate incentives to exercise skepticism (Hurtt et al. 2013).
However, two exceptions are the studies by Brazel et al. (2016, 2018). These studies draw on the
aforementioned costs associated with exercising skepticism and demonstrate that appropriate
skeptical actions are rewarded based on their outcome. Brazel et al. (2016) find that evaluators
reward audit staff who exercise appropriate levels of skepticism and identify a misstatement,

which is seen as a ‘positive’ outcome. However, when no misstatement is identified (seen as a
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‘negative’ outcome), evaluators penalize staff who exercise appropriate levels of skepticism,
suggesting the existence of an unwarranted ‘outcome bias'. The study further demonstrates that
when skeptical actions do not identify a misstatement: (1) they are viewed as “lost time” by more
senior members of the audit engagement team, and (2) client management is more likely to
convey negative information about the audit staff to the audit partner. Brazel et al. (2016) also
find that auditors in the field anticipate that their superiors will be influenced by outcome
knowledge when they evaluate their skeptical behavior. In sum, these findings depict an audit
firm incentive system that may inadvertently discourage skepticism amongst auditors in the field.
These findings are also consistent with the surveys of practitioners which suggest sources that
promote defensibility or profitability like time and budget pressure, excessive workloads, and
excessive documentation reduce professional skepticism amongst auditors (Lambert et al. 2017,
Persellin et al. 2019, Westermann et al. 2019). In summarizing their findings, Westermann et al.
(2019, 696) note the perception that “... there is little incentive to improve audit quality beyond
the PCAOB's requirements (Peecher et al. 2013) as there is no public recognition of exceptional
audit quality and thus no positive firm effects (e.g., increase in audit fees, reputation gains).”
Thus, the research findings suggest there are opportunities for audit firms to develop incentive

systems that better promote the application of professional skepticism.

Audit Committee Interactions with the Audit Team

Audit committee independence and activity level are positively associated with audit
quality as measured by restatement activity (Abbott et al. 2004). Many changes have been
suggested to further enhance audit committee involvement in order to improve audit firms'
professional skepticism (e.g., direct audit committee communication with the PCAOB and audit
committee involvement in selecting the audit partner) (e.g., Deloitte 2012; KPMG 2012; PwC

2012). However, most of these suggestions focus on the audit committee as a means for
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additional oversight, typically involving a dominantly punitive approach. Although these
suggestions may be beneficial, increasing the audit committee’s support of the auditor (as
opposed to increasing their power to punish the auditor) and reducing the barriers to skepticism
may provide a less costly and more practical alternative.’ In conducting a case study of a U.K.
company, Turley and Zaman (2007) find that one of the greatest impacts of this company’s audit
committee was via their effect on the power relationship between the auditor and management.
More specifically, the audit committee uses informal meetings with auditors and serves as the

auditor’s ally to influence governance outcomes.

Research suggests that audit committee support for the audit team varies substantially
between engagements (Agoglia et al. 2011; Bierstaker et al. 2012; Brazel and Schmidt 2018), but
generally finds that audit committees play a more active role in disputes between the auditor and
management in the post-SOX era compared to pre-SOX (Brown and Popova 2016; Cohen et al.
2010; DeZoort et al. 2008). Audit committee support of the auditor in disputes with management
has been found to increase under several circumstances, including when: audit committee
members are more experienced/knowledgeable (DeZoort and Salterio 2001; DeZoort et al.
2003a, 2008); the audit committee members' compensation includes long-term stock options
(Bierstaker et al. 2012); the accounting issue in question is the client is relatively objective
(DeZoort et al. 2003a; Knapp 1987; Ng and Tan 2003; A. Wright and S. Wright 1997); the auditor
has a longer tenure with the client (Rummell et al. 2019); the client's financial condition is poor
(Knapp 1987); the auditor's argument for materiality includes both quantitative and qualitative

factors (DeZoort et al. 2003a); and the financial report is issued annually (DeZoort et al. 2003b).

" Research evidence suggests strong social ties between the audit committee and the auditor can actually lead to a
decrease in audit quality rather than alleviating pressure from management. However, this occurred primarily when the
social ties were particularly salient, governance was poor, and/or where agency conflicts were more pronounced (He et al.
2017).
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Research has not yet explored the overall frequency and consistency with which audit
committees provide support to the auditor, nor has it considered how such support outside of
just dispute mediations is communicated to the auditor. Even under conditions where the audit
committee is supportive, it is unclear whether and how (if at all) support is formally
expressed/made explicit to the engagement team. According to responses noted in Brazel et al.
(2016), it appears that communications around audit committee support may be particularly
infrequent amongst lower ranked members of the engagement team (Brazel et al. 2016), possibly
because audit team meetings with the audit committee are typically held by senior members of

the team, such as the partner and senior manager.

The syntheses of research related to auditor professional skepticism (e.g., Nelson 2009;
Hurtt et al. 2013; Brazel and Schaefer 2016a, 2016b, 2017) also collectively indicate that very little
research has examined if and how audit committees can improve auditors’ application of
professional skepticism. Hurtt et al. (2013, 66) explicitly note that there “is scant research
examining the impact of professional skepticism of audit committee members on the
effectiveness with which they discharge their responsibilities with respect to monitoring the
financial reporting process.” Studies that we are aware of in this area link audit committee
communications/audit committee effectiveness with the likelihood that audit adjustments are
recorded by client management (Libby and Kinney 2000; Ng and Tan 2003; Brown-Liburd and
Wright 2011). These studies suggest that a strong audit committee can enhance the audit

partner’s bargaining power when audit adjustments are discussed with client management.

These findings are consistent with other recent research that points to a supportive
culture as a source for potentially enhancing the application of professional skepticism (Brazel et
al. 2018; Brazel et al. 2019); and regulators have, similarly, emphasized the importance of “tone at

the top” in relation to skepticism (PCAOB 2012). Given the important role that costs play in the



FOUNDATION FOR

UDITING
RESEARCH

www.foundationforauditingresearch.org

evaluation and application of skepticism (e.g., Brazel et al. 2016, 2018), the application of
professional skepticism in the field could be enhanced by signaling to audit staff that (1)
additional fees for (justified) budget overruns are a possibility, and (2) audit staff are insulated
from potential repercussions from client management. While the audit team in its entirety
typically does not interact with the audit committee (see Brazel et al. 2016 for preliminary
evidence on this), the audit committee is tasked with performing/overseeing the risk assessments
and substantive tests where the appropriate application of skepticism is crucial to audit quality.
Taken as a whole, the research on professional skepticism and audit committee interactions with
the auditor would suggest audit committee involvement and support may be a viable means to

reduce barriers to skepticism.

Conveying Audit Committee Support Effectively

Academic research has also explored the impact of several environmental factors on the
application of professional skepticism, many of which may also impact the effectiveness of audit
committee support interventions. Two factors that are particularly relevant may be the source
communicating the support of the audit committee and the characteristics of the client. The
person communicating audit committee support could vary and impact how the message is
internalized by audit staff. The natural person to inform staff that they are protected from the
costs of appropriate skepticism would be the audit partner (e.g., Bierstaker and Wright 2001).
Several studies have examined the powerful impact that supervisor communications and
preferences can have on subordinate judgments (e.g., Brown et al. 1999; Peecher 1996; Shankar

and Tan 2006; Turner 2001; Wilks 2002; Peecher et al. 2010).

On the other hand, anecdotal evidence collected by the research team through
discussions with practitioners, regulators, and audit committee members suggests that

communications related to support have, at times, been conveyed directly by the audit committee
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chair to the entire audit engagement team (including lower level auditors). It is possible that a
signal of support emanating directly from the audit committee chair will have a more meaningful
impact on the audit professionals testing in the field. In an experimental study with auditors,
Brown & Popova (2016) find that additional communications from the audit committee opposing
management's aggressive reporting choice had a significant positive impact on the auditors’
professional skepticism, but only when management incentives to manage earnings were high.
When management incentives to manage earnings were low, there was no impact of the audit

committee communications.

The second aforementioned factor that may impact the effectiveness of audit committee
support are the characteristics of the audit client's management. The extant research in
accounting demonstrates the significant influence that clients can have on professional
skepticism and overall audit outcomes. For example, Shaub (1996) demonstrates the importance
of situational factors and historical experience with the client in the trust that develops between
auditors and the client. As mentioned above, management’s incentives also matter in auditor
assessments (Brown and Popova 2016). Furthermore, Bennett and Hatfield (2013) find that staff-
level auditors interacting with client management exercise less professional skepticism (i.e.,
reduce evidence collection) to avoid interactions with management when the client is
intimidating. Similarly, Olsen (2017) and Eutsler et al. (2018) find that auditors’ application of

professional skepticism is influenced by client personality and behavior.

Taken together, it seems that the effectiveness of audit committee support and
involvement would depend upon situational factors in the environment, including how that
support was communicated and by whom and also on the state of the relationship between the
auditor and client, including the auditor's perceptions of the client. Our study aims to provide

insights into the following questions regarding the current state of audit committee support, the
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impact of different communications of such support on professional skepticism, and the impact

of the auditor-client relationship on the impact of audit committee support:

RQ1: What is the current state regarding audit committee support of the audit and its
effect on the application of professional skepticism? What are the best practices as well as
the barriers? What potential innovations could occur in relation to audit committee
support of the audit to maximize its effect on the application of professional skepticism?

RQ2: Does the expression of audit committee support to all levels of the engagement
team improve auditors’ application of professional skepticism?

RQ3: Does the audit committee chair directly expressing the audit committee’s support in
person to the audit team (vs. the partner expressing the audit committee support)
enhance the application of professional skepticism?

RQ4: Does client management attitude toward the audit team affect auditors’ application
of professional skepticism?

Project status

At this point, we have conducted an online survey with auditors ranging from senior to
partner level to examine RQ1. To examine RQ2-4, we have conducted a paper-based experiment
among audit seniors during audit firm training sessions. We are currently analyzing the data and

look forward to presenting our preliminary results during the upcoming FAR conference in 2020.

10
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