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Auditors penalized for highlighting
companies' weak internal controls
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Dive Brief:

e Auditors who call out material weaknesses in companies' internal controls over financial
reporting are being penalized with a loss of business in what appears to be a form of
retaliation, an academic study found.

e Auditors who issue an internal control material weakness (ICMW) note "are perceived as
less attractive in the audit market," Elizabeth Cowle and Stephen Rowe of the University of
Arkansas, who conducted the research, said.

e Asaresult, auditors are discouraged from "disclosing internal-control information that could
make their clients look bad," Cowle and Rowe said.

Dive Insight:

The Sarbanes-Oxley Act, enacted in 2002, requires auditors to call out companies with a material
weakness in their internal controls. The law came about in the wake of Enron and WorldCom's high-
profile failures, whose troubles, in part, were traced back to accounting audits that failed to catch
early problems.

Under the act, auditors are required to call out material weaknesses if they believe a firm's control
over their finances is flawed enough that a material financial misstatement could occur. But the law
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has been controversial and auditors have been saying for years that companies penalize them when
they apply the requirement.

"In the informal conversations we have had with practitioners, we've often found they already had a
notion of what we document," Rowe said. "In other words, [concern over retaliation] is already part of
the day-to-day calculus of many in the audit profession.”

The study looks at roughly 5,000 office-years' worth of data from 885 offices of 358 audit firms in the
U.S. from 2004 (the first year the material weakness opinions were required) to 2016.

Offices that reported internal control material weaknesses for one or more clients in a year saw
growth in their average fee total in the following year shrink by about 8% less than if they had issued
none.

That decline was in addition to lost fees from clients who were found to have internal control material
weaknesses and responded by switching auditors; this is something companies tagged with ICMWs

often do. "What our research measures is reputation,” Rowe said. "When an auditor issues an ICMW
opinion, word gets around."

Even in fairly large audit offices, the researchers said, results suggest a negative effect from a single
ICMW opinion. In one year, the San Francisco office of one Big-4 audit firm issued no ICMW in the
12 public audits it conducted, while the bureau of another Big-4 in the same city reported one ICMW
in 26 public audits. During the following year, the former saw a 17% increase in audits while the
latter saw a 20% decrease.

The findings are being presented this week at the American Accounting Association annual
meeting in San Francisco.
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