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ABSTRACT: Regulators are concerned that auditors do not sufficiently identify and report material weaknesses in

internal control over financial reporting (ICFR). However, psychological licensing theory suggests reporting material

weaknesses could have unintended consequences for acceptance of aggressive client financial reporting. In an

experiment, we predict and find auditors accept more aggressive client reporting after they report a material



correct the misstatement (Hogan and Wilkins 2008). Results of prior research, however, raise questions about the extent to

which auditors successfully do so.



also extend prior work that shows that auditors often fail to require such corrections of detected material misstatements

(Church, Davis, and McCracken 2008) by showing evidence of psychological licensing as a potential explanation for this

behavior.

Second, the Securities and Exchange Commission (SEC) and PCAOB have criticized auditors for reporting too few

material weaknesses in ICFR (Croteau 2013; Franzel 2014). While evidence supports the concern that companies are

undeservedly receiving clean ICFR audit opinions (Rice and Weber 2012; Asare et al. 2013), our findings suggest that



of this research suggests that auditors primarily waive material audit adjustments that are subjective (Wright and Wright 1997;

Braun 2001; Church et al. 2008) or when auditors lack independence (Lennox, Wu, and Zhang 2014; Messier and Schmidt

2018). However, despite the finding that auditors are more likely to discuss audit adjustments with management when control

risk is higher (Cannon and Bedard 2017), studies fail to find the expected positive association between internal control strength

and the decision to waive versus correct misstatements (Joe et al. 2011; Cannon and Bedard 2017). We extend this research by

examining material weaknesses in ICFR, which represent a severe form of control risk, and by proposing another reason for

auditors’ failure to correct misstatements: subconscious effects of psychological licensing.

Unintended Consequences of Reporting Material Weaknesses in ICFR

In an effort to improve audit quality, regulators have communicated that auditors often fail to identify and report material

weaknesses in ICFR (Croteau 2013; PCAOB 2013). However, psychological licensing theory suggests that more diligent

reporting of material weaknesses in ICFR could, in fact, reduce audit quality as it relates to the substantive audit of financial

statements. Licensing research finds that individuals who display moral attitudes or behavior on an initial task are more likely to

display moral lapses on a subsequent task, without concern of feeling or looking immoral (Monin and Miller 2001; Sachdeva,

Iliev, and Medin 2009; Effron and Monin 2010).2 In other words, past good deeds give license to individuals to subsequently

act inconsistently and do bad, because the former acts excuse the latter act or reconstrue the latter act as done with legitimate

good intentions (Merritt, Effron, and Monin 2010). Analogously, once auditors dutifully perform an initial action—reporting a

material weakness in ICFR—they may (even unknowingly) grant themselves a mental release or license to be less dutiful in a

subsequent action—detecting and requiring management to correct aggressive reporting.

Licensing has been demonstrated with students or the general public in various generic settings, including political

correctness (e.g., Monin and Miller 2001; Effron, Cameron, and Monin 2009), prosocial behavior (e.g., Sachdeva et al. 2009;

Mazar and Zhong 2010), and conflicts of interest (e.g., Cain et al. 2005, 2011). For example, individuals are less likely to



links to auditor monetary incentives; moreover, auditor reporting of a material weakness does not represent a disclosure of

conflict of interest. Thus, if bad deeds follow good deeds in our setting, then it will more likely result from subtle changes in

cognition related to licensing than from explicit auditor self-interest.

Griffin (2014) uses professional auditors as participants and, similar to our study, does not include direct monetary

incentives. Griffin (2014) finds that auditors are less likely to require their client to adjust uncertain fair value estimates when

the client’s footnote disclosure contains additional details about the uncertainty. As in reporting a material weakness, such

disclosure gives financial statement users a warning about the potential for inaccuracy (i.e., misstatements) to exist. This can

give auditors a license to permit management to report more aggressively. But as noted by Griffin (2014, 1184), adjusting an

estimate and disclosing its details are explicitly related actions and they substitute for each other. In our setting, ICFR can

directly or indirectly impact financial statements, but a material weakness opinion does not necessarily contain a direct

discussion of financial statement accounts or provide financial information that users could substitute for a reported financial

statement amount.

Thus, results in Griffin (2014) could have arisen from licensing, although he notes that he does not specifically test for



Research on self-regulation suggests that thinking about one’s commitment to a goal can trigger consistency between initial

and subsequent actions. Fishbach and Dhar (2005) show, for example, that student participants prompted to focus on their



Method: Procedures and Variables

Participants are asked to assume that they are the audit senior on the audit of a furniture manufacturing client. After

receiving general engagement information, participants are provided details about testing of ICFR that contains the material

weakness manipulations. Those in the No MW condition are informed that they did not identify any internal control deficiencies

that require a material weakness classification, the partner agrees with this conclusion, and their audit team has informed the

client that no material weakness will be reported in the audit opinion on ICFR. In the other three conditions, participants are

told that they identified one material weakness in inventory valuation (Same Account MW), derivatives valuation (Different

Account MW), or the financial statement close process (Entity-Level MW). Again, in all cases, the partner agrees with the

conclusion and the audit team has informed the client that the particular material weakness will be reported in the audit opinion

on ICFR. To reinforce the manipulation, all participants complete a question asking them how involved they were in the ICFR

conclusion.10 While, implicitly, the risk of material misstatement is higher in the three MW conditions, if auditors merely

respond to perceived risk differences, they will be less likely to allow aggressive reporting for a riskier client, which biases

against finding results consistent with H1.

Participants then receive details about an inventory obsolescence issue subsequently discovered by the audit team.11

Participants are told that the client has inventory that may require a write-down of value due to expiring sales contracts and

specifications that do not fit those of its new retailers. Working papers provided to participants indicate that the audit team

TABLE 1

Both Experiments
Participant Demographics: Mean, (Median), [Standard Error]

Task-Specific Experiencea

Experiment One Experiment Two

Seniors
n ¼ 89

Managers and Above
n ¼ 118

Material Weakness (MW) Experience

Number of audits encountering an MW

in ICFR

0.49 1.72

(0.00) (1.00)

[0.08] [0.32]

ICFR-Related Experience

Experience with controls related to ICFR,

relative to peers

5.67 6.98

(6.00) (7.35)

[0.31] [0.23]

Similar Industry Experienceb

Percent of time auditing clients in industry

similar to case

29.6% 34.4%

(15.0%) (30.0%)

[0.04] [0.03]

Inventory Experience

Experience with inventory/obsolescence,

relative to peers

4.41 5.90

(5.00) (6.90)

[0.32] [0.26]

a No measure of experience varies significantly across conditions; as such, we do not report cell means or statistics.
b In Experiment Two, only 107 participants provided a response to this question.
Measures of experience include: experience with material weaknesses (MW) in ICFR (number of audit engagements where an MW was encountered);
experience concluding on internal controls related to the ICFR opinion (self-assessed relative to peers, on a scale from ‘‘no experience’’ [0] to ‘‘extensive
experience’’



estimates a write-down of up to $75.6 million could be supported based on unrecoverable value, but the client’s CFO believes a

write-down of $39.8 million is reasonable because the president will likely approve investments to renew sales contracts or

transform old inventory. Audit materiality is $2 million, so the difference between the audit team’s estimate and management’s

estimate is clearly material. Participants assess the lowest amount of inventory write-down that they would be willing to accept

being recorded, between zero and the total value of old inventory ($100.8 million), where lower assessments indicate greater

agreement with the client’s proposed write-down (Bauer 2015). We subtracted this assessment from the total inventory value

($100.8M) to determine the greatest inventory value they would accept.12 This serves as our dependent variable. A higher

inventory value indicates acceptance of more aggressive client reporting.

FIGURE 1
Experiment One

H1 Graphs

Panel A: H1 Prediction



Participants then complete a series of additional questions, including process and demographic measures. For licensing

effects to occur, auditors should view their ICFR reporting decision as more dutifully performed when they report a material

weakness versus not. As such, we ask participants the extent to which they agree that their ICFR decision (1) shows to outsiders

that they are objective in evaluating financial statements, (2) forewarns investors about the risk of material misstatement, and

(3) has value to investors, with each rated on an 11-point scale from ‘‘strongly disagree’’ (�5) to ‘‘strongly agree’’ (þ5). If

licensing occurs, then when auditors report a material weakness in ICFR and feel they acted dutifully, they should be more

likely to perceive the client-proposed write-down as legitimate. Thus, we ask participants to assess, on an 11-point scale, the

following regarding the client’s proposed write-down: (1) its appropriateness, ranging from ‘‘not at all appropriate’’ (0) to

‘‘completely appropriate’’ (þ10); (2) its aggressiveness, ranging from ‘‘very conservative’’ (�5) to ‘‘very aggressive’’ (þ5); (3)

their likelihood of requesting a different write-down, ranging from ‘‘not at all likely’’ (0) to ‘‘very likely’’ (þ10); and (4) their

agreement that the financial statements will be materially misstated if they allow the proposed write-down, ranging from ‘‘no

agreement’’ (0) to ‘‘complete agreement’’ (þ10).

Results: Tests of H1

We predict that auditors will accept more aggressive client reporting when concurrently reporting a material weakness in





higher assessments that the write-down is legitimate (Link 2: all p , 0.10, one-tailed); and higher assessments of legitimacy

result in higher assessments of the greatest acceptable inventory value (Link 3: all p , 0.01, one-tailed).14

Supplemental Analysis: Evidence that Results are Not Due to Perceived Negotiation

One potential alternative explanation for our results is that auditors who intend to report material weaknesses identified

during ICFR testing allow more aggressive reporting by management because they view the two decisions as a form of

negotiation. That is, if an auditor will report a material weakness—a negative outcome for management—then they could

concede on a financial reporting issue and allow more aggressive reporting in order to give management a positive outcome in

return. Such a result would not eliminate the worrisome unintended consequence we find, but it would suggest that another

process is potentially at work. Additional analyses (untabulated) do not support this alternative explanation. Participants

believed that the inventory obsolescence issue felt somewhat like a negotiation with management (‘‘strongly disagree’’ [�5],

‘‘strongly agree’’ [þ5]; M¼1.76). However, in the only significant difference between conditions (all other t , 1.42, all other p

. 0.16, two-tailed), auditors in the Entity-Level MW condition (M ¼ 0.91) less strongly believed that the issue felt like a

negotiation than those in the No MW condition (M ¼ 2.59, t44 ¼ 2.20, p ¼ 0.03, two-tailed). Such a result would mean that

auditors in this MW (versus No MW) condition would be less, not more, willing to permit aggressive reporting in order to trade



recruited through the Center for Audit Quality and American Accounting Association Access to Audit Personnel program; 76

are Big 4 auditors and 42 are non-Big 4 auditors.15 Their audit experience ranges from 4.5 to 20 years, with a mean experience

of eight years, and additional demographic data reported in Table 1 indicate that participants have sufficient experience to

complete the study.16 We desired more experienced participants for Experiment Two to examine the robustness of

psychological licensing at higher levels or ranks within audit firms. We randomly assign participants in a 2 3 3 between-

subjects design. We manipulate whether a material weakness is reported (No MW versus MW). We also manipulate the

presence versus absence of a prompt related to the goal of audit quality. We include two versions of the prompt, as the framing

of the goal may influence the effectiveness of mitigating the licensing effects observed in Experiment One. Prior research

indicates that framing that emphasizes abstract (i.e., the why) versus concrete (i.e., the how) characteristics of the goal may be

more effective, as the former can induce thoughts of goal commitment (Fishbach et al. 2006, 238). Thus, the prompt conditions

are: No Prompt (to provide a baseline control condition), Why Prompt, and How Prompt.

Method: Procedures and Variables



Results: Preliminary Tests

To validate that auditors completed the prompts as instructed, we analyze participant responses to the prompt

manipulation. Prior research suggests that responses in the Why Prompt should fit a structure of ‘‘I get [response] (i.e.,

outcomes) by maintaining audit quality,’’ whereas responses in the How Prompt should fit a structure of ‘‘I maintain audit

quality by doing [response] (i.e., means)’’ (Fujita, Trope, Liberman, and Levin-Sagi 2006). Two independent coders, who were

blind to hypotheses and experimental conditions, coded each response to indicate whether it fit the first structure (codedþ1), the

second structure (coded�1), or neither (coded 0). Initial inter-rater agreement was 79.6 percent and Cohen’s kappa was 0.62.

For each participant, their ‘‘structure’’ score is the average of their individual response scores; higher (lower) scores indicate

responses that comply with the why (how) prompt. Auditors’ structure scores were significantly more positive in the Why
Prompt (M¼0.52) versus the How Prompt (M¼�0.98, F75,1¼265.30, p , 0.01, two-tailed); we found no significant effect of

MW (F75,1



Results in Table 4, where we do not collapse across the two prompts, are similar to results in Table 3 and show that the two

prompts had nearly identical effects. We find the MW 3 Prompt (i.e., 2 3 3) interaction in Panel B is significant (p¼ 0.04, two-

tailed), as is each MW 3 Prompt (i.e., 2 3 2) interaction in Panel C (both p , 0.05, two-tailed). Further, there is no significant

difference (p¼ 0.74, two-tailed) between the MW 3 Prompt interactions of No Prompt and



Supplemental Analysis: Evidence of Mitigation of Psychological Licensing

As noted earlier, results from both experiments provide robust evidence for psychological licensing being the process

through which auditors accept more aggressive client reporting when reporting a material weakness in ICFR versus not, in

conditions where a prompt is not provided. To the extent that prompting a goal helps mitigate licensing effects, then we expect
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subsequent actions will be consistent with, not contrary to, the first action (Fishbach et al. 2006; Susewind and Hoelzl 2014).

We expect Link 1 (positive association between reporting an MW and dutiful perceptions) to be intact, while Link 2 (positive

association between dutiful perceptions and assessments of write-down legitimacy) will be broken. Examining Why Prompt
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tailed), but Link 2 is not (both p . 0.14, two-tailed); Link 3 is also significant (both p , 0.01, two-tailed). Finally, the 90

percent confidence interval for the indirect effect contains zero for Why Prompt (�0.30, 4.08), but not for How Prompt (0.17,



material weakness is present. Our study also extends prior research on psychological licensing that focuses on evidence related

to outcomes, but rarely evaluates the underlying processes (e.g., Griffin 2014). We provide evidence of the psychological

licensing process underlying the auditors’ behavior.
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APPENDIX A

Both Experiments
Details of Factor-Score Measures

Appendix A provides the details related to the factor-score measures used in our process analyses as shown in Figure 2 (for

Experiment One) and Figures 4 and 5 (for Experiment Two).

Both Experiments: Measures

For Dutifulness, participants rate the extent to which they agree that their ICFR decision (1) shows to outsiders that they are



TABLE 5

Both Experiments

Panel A: Experiment One: Factor-Score Measures

Condition n

Dutifulness Factor-Score Legitimacy Factor-Score

Mean Std. Error Mean Std. Error

No MW 22 �0.85 (0.18) �0.14 (0.21)

Any Material Weakness 67 0.28 (0.10) 0.05 (0.12)

Same Account MW 23 0.53 (0.18) 0.40 (0.21)

Different Account MW 21 �0.14 (0.19) �0.19 (0.22)

Entity-Level MW 23 0.41 (0.18) �0.10 (0.21)

Refer to Table 2 for condition descriptions. Means are standardized between �1 and þ1.

Panel B: Experiment One: Factor Patterns and Weights

Item Dutifulness Item Legitimacy

Eigenvalue 2.18 Eigenvalue 2.02

Percent of Variance Explained 72.71 Percent of Variance Explained 50.54

Objective 0.81 Appropriateness 0.72

Forewarns 0.86 Aggressiveness (R) 0.61

Value 0.89 Request Different Amount (R) 0.78

Materially Misstated (R) 0.72

For both Dutifulness and Legitimacy, we use the only factor that had an eigenvalue . 1.

Panel C: Experiment Two: Factor-Score Measures

Condition n

Dutifulness Factor-Score Legitimacy Factor-Score

Mean Std. Error Mean Std. Error

No MW 60 �0.54 (0.11) 0.13 (0.13)

No Prompt 20 �0.75 (0.19) �0.15 (0.22)

Why Prompt 21 �0.49 (0.18) 0.24 (0.22)

How Prompt 19 �0.36 (0.19) 0.31 (0.23)

MW 58 0.56 (0.11) �0.14 (0.13)

No Prompt 20 0.64 (0.19) �0.13 (0.22)

Why Prompt 17 0.67 (0.20) �0.29 (0.24)

How Prompt 21 0.38 (0.18) �0.01 (0.22)

Refer to Table 4 for condition descriptions. Means are standardized between �1 and þ1.

Panel D: Experiment Two: Factor Patterns and Weights

Item Dutifulness Item Legitimacy

Eigenvalue 2.45 Eigenvalue 2.19

Percent of Variance 81.68 Percent of Variance 54.63

Objective 0.90 Appropriateness 0.70

Forewarns 0.91 Aggressiveness (R) 0.55

Value 0.90 Request different amount (R) 0.82

Materially misstated (R) 0.85

For both Dutifulness and Legitimacy, we use the only factor that had an eigenvalue . 1.
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