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The Role of the Audit Committee in Auditor-Client Negotiations
Abstract

This paper examines the role of the audit committee in the resolution of auditor-client disputes over accounting issues.  A case study approach is used, involving structured interviews with chief financial officers, external auditors and audit committee chairs in three listed companies in Malaysia. Our interviews are guided by the general negotiation and mediation literature as well as the auditor-client negotiation model developed by Gibbins et al. (2001).   The results of our study suggest that auditor-client negotiations concerning contentious accounting issues are commonplace and generally occur when issues are subjective and lacking in authoritative guidance from accounting standards. The audit committee becomes involved when the issues are very material. The committee plays a mediating role by gathering information, advising and solving problems. This role is strengthened by (i) the power and authority given to the committee by the board and by regulation; (ii) the committee’s understanding of possible issues due to its oversight and monitoring role; (iii) the committee members’ accounting and auditing expertise and knowledge of the business; and (iv) the committee’s commitment to ensuring that the financial statements present a true and fair view. In general, the outcome from the negotiation and mediation process is a compromise solution that results in fairly presented financial statements which satisfy the auditors without being unduly conservative. 

The Role of the Audit Committee in Auditor-Client Negotiations
1. Introduction 

It is widely recognized that audit committees play a key role in corporate governance by providing critical oversight of companies’ financial reporting and auditing processes (Blue Ribbon Committee (BRC), 1999; Malaysian Code on Corporate Governance, 2000). This role has been given greater emphasis since the enactment of the Sarbanes-Oxley legislation in the US (US Congress, 2002). By significantly increasing the responsibilities of audit committees, this legislation has focused global attention on the need to strengthen their effectiveness. Not surprisingly, there is a growing body of research examining audit committee effectiveness in improving both financial reporting quality and audit quality.
 However, these studies tend to be “based on large samples, using publicly available and/or questionnaire data” (Turley and Zaman, 2004, p.325). As a result, little is known about the operations of audit   committees and the effect of these operations within an organizational context.   
The objective of this paper is to examine an important aspect of audit committee effectiveness, namely the role of the audit committee in the resolution of auditor-client disputes over accounting issues.  Audited financial statements are the outcome of a negotiation process between auditors and management (Antle and Nalebuff, 1991 and Gibbins et al., 2001). However, research examining this process is scant and has generally focused on negotiations between audit engagement partners and Chief Finance Officers (CFOs), with little consideration of the involvement of audit committees (Gibbins et al., 2004 and 2005a; Beattie et al., 2000). Hence, “much work remains before researchers completely understand the process of auditor/client negotiation, particularly as practice changes to involve audit committees…” (Nelson and Tan, 2005, p.58).
We contribute to this understanding by using an in-depth interview approach to document the role of the audit committee in auditor-client negotiations.  Support for this research method comes from Turley and Zaman (2004), who argue that qualitative research methods have strong potential for studying audit committee activities in the contextual environment in which they operate. Furthermore, our study should form the basis for future research because we employ negotiation and mediation theories to examine the role of the audit committee in auditor-management interactions. We therefore provide a stronger theoretical underpinning to the study of the relationship between auditors, audit committees and management. 
Interviews were undertaken in three publicly listed companies in Malaysia. Although a developing country, Malaysia’s corporate governance systems are comparable to those of developed countries. This is because “the development of corporate governance and audit committee [sic] in Malaysia seems to replicate what had happened in the UK and other developed countries” (Kuppusamy et al., 2003:510).  Hence, our research adds to the existing literature by presenting current evidence on auditor-client negotiation and the role of audit committees in a developing country. This enables us to assess the generalizability of prior research on auditor-client negotiation and also provides an opportunity for researchers to examine the generalizability of our findings on the role of the audit committee in these negotiations.
In each company, interviewees comprised a member of management responsible for financial statement preparation, the audit committee chair and the company’s external auditor.  The results of our study suggest that auditor-client negotiation over contentious accounting issues is commonplace and generally occurs when issues lack authoritative guidance from accounting standards.  Material issues that cannot be resolved are raised with the audit committee and the committee then plays a mediating role as problem solver.  The outcome from the negotiation and mediation process is generally a compromise solution.
The paper is structured as follows. The next section provides the background to the study and discusses prior literature. The third section describes the research method while the fourth section reports and analyses the results.  Finally, some conclusions are drawn in the fifth section. 

2. Background and Prior Literature 
2.1 Audit committees in Malaysia

Since 1994, Bursa Malaysia (formerly known as Kuala Lumpur Stock Exchange) has mandated that all listed companies must have an audit committee. According to Zulkarnain et al. (2001a), in 1998 all companies in Malaysia had audit committees which complied with this listing requirement. Fuelled by the economic crisis in 1997 and 1998, the Malaysian Code on Corporate Governance (MCCG) was introduced by the Malaysian Institute of Corporate Governance as a voluntary requirement to enhance companies’ corporate governance. The MCCG outlines the functions of the audit committee. In 2001, Bursa Malaysia revised the listing requirement by changing the voluntary basis of the MCCG to a mandatory requirement. In addition, Bursa Malaysia revamped the listing requirements to require at least one member of the audit committee either to be a member of the Malaysian Institute of Accountants or to have at least three years’ working experience in accounting. They also delineated several functions of the audit committee which include discussing with external auditors the audit plan, accounting policy changes, significant audit adjustments and the audit report. Thus, the functions and effectiveness of audit committees have received considerable attention from Malaysian regulators to promote better quality financial reporting among listed companies. A high standard of financial reporting is important because, as a developing country, the Malaysian economy relies heavily on foreign capital investment. Moreover, investors’ confidence is needed to recover from the financial crisis.  
While the Malaysian regulator highlights the importance of audit committees in relation to the financial reporting and audit process, no studies have been conducted to investigate the actual involvement of audit committees in the audit process in Malaysia. Previous studies in the Malaysian environment focus only on perceptions of external auditors and audit committee chairs concerning the effectiveness of audit committees (Zulkarnain et al., 2001a and Zulkarnain et al., 2001b). Findings from these studies suggest that audit committees in Malaysia are effective in their traditional role which includes the review of annual financial statements. However, knowledge is scant about audit committee practices and the extent of audit committee involvement in the audit process in Malaysia.   
2.2. Qualitative studies on audit committees
As previously noted, most prior studies on audit committee effectiveness have been based on large samples. The studies that have used a qualitative approach have explored practices carried out in audit committee meetings (Gendron et al., 2004) and the meaning of effectiveness from the perspective of corporate governance players (Spira, 1999; Gendron and Bédard, 2006). Gendron et al. (2004) suggest that the main roles of audit committees are to ask challenging questions and to assess responses provided by managers and auditors. Spira (1999) employed actor-network theory to explore the perceptions of participants on audit committee effectiveness, whereas Gendron and Bédard (2006) used actors’ reflectivity to construct perceptions of audit committee effectiveness.  None of these studies examines the role of audit committees in auditor-client negotiations.

2.3. Auditor-client negotiation and dispute resolution

2.3.1. Dispute resolution procedures

Carnevale and Pruitt (1992) suggest four main procedures for dealing with disputes or opposing preferences. These procedures are: (i) struggle; (ii) arbitration; (iii) negotiation; and (iv) mediation. Since we do not expect auditors and management to engage in physical confrontation, we can eliminate the first procedure. For arbitration to be a viable option, the arbitrator or adjudicator must have the authority to enforce judgment (Wall et al., 2001). We do not believe that the audit committee has such authority as external auditors have the right to issue a qualified opinion or to terminate their relationship with their client. Hence, we focus only on negotiation and mediation. Negotiation is a process whereby two or more parties with differing preferences jointly make decisions that affect the welfare of both (or all) parties (Murnighan and Bazerman, 1990).  Mediation involves the assistance of third parties to resolve disputes (Carnevale and Pruitt, 1992). 

2.3.2. An overview of negotiation

A basic negotiation model comprises three elements: (i) issues; (ii) process; and (iii) outcome (Pruitt and Carnavale, 1993).  Issues or topics under dispute can be single issues or a group of issues (Carnevale and Pruitt, 1992). “Each issue entails two or more options” (Pruitt and Carnevale, 1993:14). Consider, for example, pay negotiation between employees and an employer. Employees may want to increase their salary by 10% but the employer considers a 5% increment to be fair. To resolve this issue, the employees and employer engage in a negotiation process. 

The negotiation process involves two or more parties who have opposing preferences on certain issues, which in turn leads to the disputants finding techniques to resolve the dispute (Lewicki et al., 2004).  The parties to the dispute can be individuals, groups, organizations, or political units such as nations (Rojot, 1991; Pruitt and Carnevale, 1993). In the above example, employees and employer are the parties involved in the pay negotiation. Opposing preferences means that the parties have incompatible preferences among a set of available options due to misunderstandings and divergence of interest (Lewicki et al., 2004). Based on the pay negotiation example, the employees desire a 10% increment in their salary but the employer only wants to give a 5% increment. 
Techniques and strategies refer to overall plans that are used by disputants to accomplish respective goals (Lewicki et al., 2004). The three main techniques or strategies used in negotiation are concession making, contending, and problem solving (Carnevale and Pruitt, 1992). In the above example, from the employer’s perspective, concession making would refer to the employer trying to accommodate the employees’ needs while contending would involve the employer trying to persuade the employees to accept a 5% increment. Finally, in problem solving, both parties are trying to locate options that satisfy both of them. 

The main purpose of negotiation is to resolve disputes between the opposing parties and thus the outcome from the negotiation is important (Pruitt and Carnavale, 1993).  The four possible outcomes of a negotiation are no agreement, victory for one party, a simple compromise or a win-win agreement (Carnevale and Pruitt, 1992). Using the previous illustration, no agreement means that the employees and employer do not find any solution to their dispute.  A victory for one party is described as a distributive outcome because the outcome confers to one party. As a result, the other party loses what the victorious party wins (Lewicki et al., 2004). The result from the pay negotiation would be that either the employees gain a 10% increment and the employer loses, or the employer gives a 5% increment and the employees lose. A simple compromise refers to some middle ground on the two parties’ initial preferences (Carnevale and Pruitt, 1992). For example, the employees could accept a 7.5% increment, so that both parties give up 2.5% of their initial preferences.  Finally, a win-win agreement (integrative agreement) is defined as an option that increases the size of the joint benefit to the disputants (Lewicki et al., 2004). In this case, the employees may receive a 10% increment, however in return they agree to increase productivity to satisfy the employer’s need. Thus both parties reach an agreement that benefits them and no party loses in the negotiation.
2.3.3. Auditor-client negotiation

“Negotiations are a pervasive feature of the audit process (e.g. the resolution of proposed audit adjustments and disclosures).” (Trotman et al., 2005: 349).  Thus it is important to understand the negotiation process between auditors and management since the result of the negotiation underpins the reliability and integrity of financial statements that are used by the capital markets. 

Beattie et al. (2000) used a static questionnaire to provide evidence on the extent, nature and outcome of interactions between audit engagement partners and finance directors in the United Kingdom (UK). They suggest that there are two forms of interaction. The first is discussion, which predominantly pertains to compliance issues, while the second is negotiation, which predominantly includes accounting and fee issues. They suggest that 57% of negotiations result in financial statement changes. Importantly, they also report that audit committees can reduce the level of confrontation between auditors and management. 
Beattie et al. (2001) extended the previous study by employing matched interviews of finance directors and audit engagement partners of six UK listed companies to develop a grounded theory model of the negotiation process. They address the linkages between the parties involved, the strategies adopted and the quality of the financial reporting outcome when resolving conflicts concerning significant accounting issues. However, their study gives an incomplete understanding of the whole process of auditor-client interactions due to changes in practice regarding the involvement of audit committee oversight in the financial reporting process (Nelson and Tan, 2005). 
Gibbins et al. (2001) address the process of negotiation between auditors and management of Canadian companies. They developed a model of auditor-client negotiation from an analysis of the general negotiation literature, supported by interviews with senior auditing practitioners. Based on the information gathered through interviews, the study formulated questionnaires to elicit evidence from auditors on the negotiation process and accounting contextual features. Gibbins et al. (2001) conclude that negotiations occur on a regular basis, are an important part of the on-going auditor-client relationship and have a direct impact on the financial reporting process. The study also points out that complex accounting issues are normally negotiated between auditors and clients and that several people are often involved in the negotiations. 
Gibbins et al. (2005a) extended the initial research of Gibbins et al. (2001) by specifying features that management takes into consideration when negotiating with their audit firm. The researchers employed in-depth interviews with Chief Financial Officers (CFOs) to update the model developed in Gibbins et al. (2001). This updated model was then tested by surveying 101 CFOs regarding the descriptive validity of the model.
 The study complements Gibbins et al. (2001) by providing insights into the negotiation process between auditors and management from the perception of the client’s financial management.  It confirms the findings of the prior study that negotiation has a material effect on the financial reporting process and consequently affects the quality of accounting information (Gibbins et al., 2005a). It also finds that negotiation occurs regularly between the auditor and the client’s financial management. However, other parties such as the audit committee are relatively unimportant and predominantly uninvolved in negotiations. 

Research has been conducted to specifically examine the negotiation strategies adopted by auditors. Goodwin (2002) explored negotiation and conflict resolution between auditors and management from a behavioural perspective. The study investigated the use of a conflict management style
 by the auditor when resolving disputes with clients on financial statement issues. It found that auditors claim to primarily use the integrating style to resolve disputes. The study also observed that partners were more likely than managers to use more assertive styles of conflict management.  Sanchez et al. (2005) investigated the client side of the negotiation, examining the effect of auditor strategy on the resolution of proposed audit adjustments. The researchers employed full-disclosure and non-disclosure approaches to determine auditor strategy in negotiation and the findings showed that these approaches help to increase client satisfaction and auditor retention. In addition, the disclosure approaches appeared to give superior negotiated outcomes.  Trotman et al. (2005) explored auditors’ negotiation strategy by examining the effectiveness of three negotiation intervention methods in auditor negotiations. These methods included role-playing, passive and practice intervention.
 The study employed an experimental technique by presenting a case study of inventory obsolescence to 45 audit managers and partners. Trotman et al. (2005) report that the role-playing intervention has a significant positive impact on negotiated outcomes.  
With the exception of Beattie et al. (2001), the research discussed so far only examines one side of the interaction.  One study that attempts to recognize the interactions from both the auditor’s and the client’s perspective is Bame-Aldred (2004). This study used experimental questionnaires to examine the negotiation approaches and their outcomes. Bame-Aldred (2004) examined how both parties approach conflict resolution with respect to revenue recognition and the type of decisions being made. Findings from the study show that auditors and clients approach conflict resolution differently, perceive negotiations differently and make negotiation decisions in very different ways. 
In contrast, Gibbins et al. (2005b) examined the congruency of the audit partner and the CFO in recalling accounting issues that had been negotiated. They found limited divergence across the two parties’ perspectives in the recall of common elements and features of negotiation. Specifically, the study suggests that audit partner and CFO perceptions on the types of issue negotiated, the parties involved in the negotiation and the elements that make up the negotiation process are congruent. 

In summary, previous studies focus only on the auditor’s and CFO’s perceptions of auditor-client interactions and do not directly consider input from audit committees. With the recent emphasis on the role of the audit committee in oversight responsibilities (e.g. Finance Committee of Corporate Governance, 2000; Sarbanes-Oxley Act. 2002; Toronto Stock Exchange, 2003; RSM Robson Rhodes & the London Stock Exchange, 2004), audit committees are more likely to actively participate in auditor-management interaction (Nelson and Tan, 2005).  
2.3.4. Mediation and the role of the audit committee
While negotiation is common in the process of resolving disputes, mediation also has been used extensively in dispute resolution (Wall et al., 2001). The mediation process begins when the disputants seek help from a third party to resolve their conflict. The mediation process is believed to yield better outcomes that give satisfaction to the parties involved in disputes.  Factors that influence the mediation process include “the intensity of the dispute, the relative power of the disputants, and the type of issue” (Wall et al., 2001:371).  Hence, the concept of mediation can be used to gain insight into the role of audit committees in resolving conflicts between auditors and management. 
In the audit committee mediation process, the intensity of the dispute refers to the extent to which auditors and management differ in their opinions on a contentious accounting issue. Meanwhile, the relative power of the disputants is associated with the inherent conflict of interest in the auditor-client relationship. On the one hand, auditors have statutory power pursuant to the Companies Act in attesting the financial statements produced by management.  On the other hand, however, there are strong incentives for auditors to retain clients and this can affect their willingness to resist management pressure to provide assurance that the financial statements are free from misstatement (Goodwin and Trotman, 1995; Nelson, 2006; Moore et al., 2006). Thus, companies are required by regulators to form an audit committee to oversee the financial reporting and audit processes. As part of this role, the audit committee should strengthen the independence of the external auditor and help to resolve disputes between the auditor and management (Beattie et al., 2000) and this is consistent with the mediation concept. 

As suggested by Wall et al. (2001), the status or power of mediators is important to ensure the feasibility of the mediation techniques. Mediators can use personal power or authority to influence disputants to reach agreements. Hence the authority in the financial reporting oversight duties given to the audit committee by boards and regulators influences the process of mediation performed by the audit committee. In addition, mediators’ expertise also influences the feasibility of the mediation process and the visibility of agreement or settlement of the issues (Wall et al., 2001).  
Prior literature suggests that a variety of techniques are available for mediators in approaching conflict resolutions between disputants (Wall et al., 2001). Amongst the techniques that could be used by audit committees are controlling the agenda, information gathering, advising the disputants and problem solving (Wall et al., 2001).  In addition, mediators may side with one disputant (Laskewitz et al., 1994), propose a solution in order to develop an integrative solution (Conlon and Fasalo, 1990) or assist the disputants to concede new collaborative goals (Kaufman and Duncan, 1992). These techniques are not mutually exclusive and are frequently used in conjunction with each other. Furthermore, some of the techniques are interrelated since, for example, the mediator is likely to act as an information gatherer in order to gain an understanding of the issues prior to advising or problem solving. Equally, the mediator could be an advisor and a problem solver at the same time.  
When focusing on such techniques as information gathering and advising, mediators retain high control over the process of resolving disputes, however they have low control over the outcome. The mediators only facilitate the process of resolving disputes between disputants. Meanwhile, problem solvers play an important role by seeking to reveal the problem underpinning the issues, thereby addressing the cause of the dispute (Kolb and Glidden, 1986).
3. Research Design

The focus of our study is to obtain an in-depth understanding of the role of the audit committee in auditor-client negotiations. Hence, we use semi-structured interviews to collect our data. Qualitative research methods such as these are considered appropriate when the research question involves understanding a group of interacting people (Neuman, 2000). 
3.1 Selection of the participants
We initially approached ten companies listed on the Main Board of Bursa Malaysia. Each of the companies selected had been listed for at least three years and reported that it met the requirements of the MCCG with respect to audit committees.  Purposive sampling of this nature serves to provide in-depth investigation rather than to provide generalizability to the target population (Neuman, 2003). 
Most qualitative researchers acknowledge that getting access to the field is the hardest part of the study (Bédard and Gendron, 2004). Recognizing this problem, we decided to use personal contacts where possible to gain access to the companies.  One of the researchers had contacts in four of the companies selected and all of these companies responded, indicating their willingness to participate in the study. The remaining six companies did not respond to our initial request or to numerous follow-up requests. Of the four companies that agreed to take part in the study, one did not meet our additional selection criterion which excluded companies where the incumbent audit partner had held the position for less than two years. This exclusion was necessary to ensure that an established relationship exists between the auditor, management and the audit committee.
 Hence, eventually three companies participated in the study.  However, this number is comparable to Gendron et al. (2004) and Gendron and Bédard (2006) with respect to their Canadian study of audit committee activities. 

The first company (Company A) is from the Trading and Services sector, the second company (Company B) trades in the Plantation sector while the third company (Company C) trades in the Consumer Product sector (See Figure 1 for details of the participant companies and their governance structures). Company A is a Malaysian government link company as the Malaysian Government’s investment arms and its agencies hold a majority of shares in the company. Company B and Company C are state controlled companies as the state owns a majority of shares in the companies. The size of the three companies, measured by total assets as at their recent year end, are more than RM1 billion, RM500 million and RM100 million respectively. The companies are all audited by big 4 audit firms and they have had relationships with their incumbent auditors for at least 4 years.  Company B and Company C did not pay any non-audit fees for the recent financial year end. However, Company A paid non-audit fees in excess of the amount paid for statutory audit fees to the external auditor and their affiliated firms. The amount and the nature of the payment have been disclosed in the Corporate Governance Statement of the recent year end annual report.   
A review of the published audit committee reports of the companies indicated that they all met the Bursa Malaysia requirement in terms of: (1) frequency of meetings (not less than 4 annually); (2) composition of committee members (a majority of members are independent directors); (3) an independent chairperson; and (4) at least one committee member with financial experience.  Hence, we consider that they represent an appropriate sample to gain an understanding of the role of audit committees in managing disputes between auditors and management.

	
	Company A 
	Company B 
	Company C

	Type of organization 
	Public listed company
	Public listed company
	Public listed company

	Principal industry
	Trading and services
	Plantation
	Consumer product

	Annual revenue
	> 1 billion
	> 200 million
	> 100 million

	Total assets
	> 1 billion
	 > 500 million 
	> 100 million

	Audit Fees as percentage to total assets 
	0.001 %  
	0.03%  
	0.1%  

	Non Audit fees as percentage to total assets 
	0.004%  
	N/A
	N/A

	Type of audit firm
	Big 4 (formerly Big 5)
	Big 4 (formerly Big 5)
	Big 4 (formerly Big 5)

	Years of relationship between the company and audit firm
	> 5 years
	> 5 years
	> 4 years

	Number of audit committee members
	4
	4
	3

	Composition of the audit committee
	3 Independent non-executive

1 Non-independent Non-executive
	4 Independent Non-executive
	2  Independent Non-executive

1  Executive director

	Financial expertise on the audit committee
	3 members 
	2 members
	1 member 

	Chairman of the audit committee
	Independent non-executive

Chartered Accountant
	Independent non-executive

Chartered Accountant
	Independent non-executive

Chartered Accountant

	Numbers of audit committee meeting during the year
	13 times
	4 times
	7 times


Figure 1: Details of Participant Companies and their Governance Structures
3.2 Data collection

In-depth interviews were conducted by one of the researchers. The participants were audit committee chairpersons, CFOs and external auditors, all with work experience of at least 10 years in the accounting and financial areas. As at the date of the interviews, all participants had held their current position for a minimum of three years, with all but one having more than five years experience in their present role. Thus, the experience of each interviewee permitted the exploration of the role of the audit committee in auditor-client negotiations. The interviews were guided by semi-structured questionnaires in order to establish a higher degree of consistency across all of the interviews (Patton, 2002). The questionnaires, comprising open-ended questions, were used to encourage the interviewees to express their opinion more freely and openly (McCraken, 1988). The interactive dialogue in the interview offered by semi-structured questionnaires assists the researcher to obtain further clarification and elaboration, thereby encouraging more complete and thoughtful responses (Rubin and Rubin, 2005).   In addition, the method facilitates the process of data analysis as the responses from the interviewees are easy to locate and compare (Patton, 2002). 

The interview process began with broad questions in order to establish a rapport between the interviewer and the interviewee to allow a natural conversational style.  After this, the more focused questions were introduced to invite the interviewee to describe and explain the process of resolving disputes on accounting issues. The interviews were conducted in a mix of languages i.e. English and Malay. This ensured that the interviewees were more comfortable to answer questions freely as well as provide richer information since they could express themselves using their own language. The interviewees were encouraged to deliberate on specific examples of recent disputes on accounting issues that they had experienced.  Thus the interviews elicited important information on the process of resolving disputes on accounting issues between auditors and management and the role that the audit committee plays in this process.  

All interviewees agreed to have their interview taped. Each of the taped interviews were transcribed twice and both transcripts were compared in order to ensure the accuracy of the interview content.  The original language used by respondents was used in the analysis process and this was then translated into English.  Data were analysed using systematic coding that separates the dialogue based on the research questions and the established conceptual model (Strauss and Corbin, 1990; Patton, 2002).      

4.  Analysis of Results 

We analyse our results in accordance with the elements of the auditor-client negotiation model developed by Gibbins et al. (2001). These elements are accounting issues, process and accounting outcome. For each element, we first address the nature of the element and then the role of the audit committee.  Figure 2 summarises the structure of our analysis.
	Elements of the Auditor-Client Negotiation Model 
	Nature of the Elements
	Role of the Audit Committee

	Accounting issues
	Issues with less precise authoritative guidance
	Material accounting issues

	
	Commonplace
	

	Process
	Opposing preferences
	Mediation and the use of techniques such as information gathering, advising and problem solving 

	
	Support and information
	Taking sides – the audit committee’s position

	Accounting outcome
	Compromise agreement
	Reporting to the board


Figure 2: Summary of themes

4.1 Accounting issues
4.1.1. The nature of issues
Interviewees perceived that the accounting issues that dominate the interactions between auditors and management are those issues that are very subjective in nature. In particular, when an accounting issue has less precise authoritative guidance in terms of an accounting standard, then there is more likelihood of a dispute between the auditor and management. The following statements
 are evidence of this view: 

“impairment of assets, the auditors look at it differently because auditors want to be prudent. But we argued because the valuation is subjective… how do you value, how do we value… that is all subjective.” (Audit Committee Chairman - Company C).
“for this particular company, [issues] are concerned with the recoverability of certain investments, intercompany balances, recoverability of investment in subsidiaries …because this provisioning issue is very subjective.” (External Auditor - Company B).
This is consistent with prior research findings which suggest that auditor-client negotiation takes place when standards do not provide precise guidance (Gibbins et al. (2001) and the auditors’ perceived outcome of negotiation is influenced by the availability of authoritative guidance (Ng and Tan, 2003). 
It was also apparent from the interviews that auditors and clients experience difficult accounting issues on a regular basis. The interviewees explained that every year they face problematic accounting issues due to either changes in the accounting standards or less authoritative guidance on certain issues. Thus, the need to resolve disputes between auditors and management is commonplace. This is illustrated by the following comments: 

“every year I experience difficult accounting issues. Like currently, issues on FRS… we need to update ourselves with the new standards and requirements.” (Accounting Manager
 - Company C).

“Many… every time we have issues ... I think it’s interesting because it is a specialised operation.” (Audit Committee Chairman - Company C).

“Every year, certain issues we always bring forward. We continue to highlight the issues to audit committee members.” (External Auditor - Company B
).

4.1.2. The role of the audit committee

As the following quotes from audit committee chairs suggest, only material accounting issues that cannot be resolved between management and the external auditor will be raised with the audit committee.  Less material issues are normally resolved without the involvement of the audit committee. 

 “They [provision for doubtful debts issue] are very material because the main figures in the balance sheets are assets. We don't have many liabilities; well assets are a very strong point in the business.” (Audit Committee Chairman - Company B).

“Normally during the audit, they have already tried to solve it. You know, but if they [auditors and management] cannot resolve at that level then they raise it with the audit committee...  so if a small thing, they resolve it between themselves only.”  (Audit Committee Chairman - Company A). 

“It was really huge amounts. The resulting figures, I can’t remember exactly, it's huge.”  (Audit Committee Chairman - Company C). 

Management and external auditors also agree that only very material issues are brought before the audit committee. For example, one interviewee stated:  

 “In the first place we, as a management of the company, tried to resolve the issue with the auditors before we brought the issue to the next audit committee meeting. Since the issue was too material and we cannot resolve the issue, we brought it up at the audit committee meeting. The audit committee has the power to say [make decision] on this matter.” (Accounting Manager – Company C).   

4.2. Process
4.2.1 Nature of the process
The auditor-client negotiation process involves an attempt to reconcile opposing preferences (Carnevale and Pruitt, 1992). The interviewees explained that auditors and management have disputes on certain audit findings that involve professional judgment. Both parties have different views or ideas on certain accounting issues, and consequently the issues have to be discussed in order to reach the best position that can satisfy both parties. The following statements made by interviewees demonstrate this view:

“Definitely yes, we have conflicting views… because, like I said, they have pressure to meet their budget as far as their profit and loss result and also they are concerned with the variance between the results announced to Bursa Malaysia and the audited figure.”  (External Auditor - Company B).
“Of course in dealing with the issue we had a professionally conflicting view with the external auditor… we agreed with the proposed provision of impairment loss generally, but we did not agree with the amount proposed.” (Accounting Manager - Company C).
 “The company actually did the calculation and impairment, and then the auditors recommend something else. That’s why it was brought in as an issue for discussion [with] the audit committee.” (Audit Committee Chairman - Company C).
In order to resolve disputes involving accounting issues, both parties (i.e. external auditors and management) seek support and information. These are important tools to challenge the other party’s position or desired outcomes (Lewicki et al., 2004). 
Each party substantiates their argument with information to increase the probability of reaching the best alternative solutions. Management uses private information and documentary evidence to support their case while the external auditors acquire support from the technical expert in their organization and also accounting standards.  

“When we discussed the issue with the auditor, we had to convince the auditor to accept our view. We used all evidence to support our view. We can't talk without any proof. You should know auditors… they want to be prudent so they need evidence. So, in this case we use third party documents and view from internal expert to support our argument on the impairment of assets valuation” (Accounting Manager - Company C).
“Whatever issue that we found or we highlighted to the management, we support our finding with the accounting standard and technical [expertise]…the generally accepted accounting practice… so based on that we will discuss with the management and we highlight all the requirements and we also highlight the impact on the financial statements of the company. Ok, from our side we will raise the issue based on our technical expertise and our findings, and from management they have their own argument on certain issues. When it comes to conflict we have to make certain judgments on the issues.”  (External Auditor - Company B). 

4.2.2. The role of the audit committee  
Audit committee status

Wall et al. (2001) note that the power and status of the mediator are important factors in successful mediation. In the context of the audit committee, this status comes from its authority, its understanding of the issues and its expertise. The authority of the committee is derived from the board of directors and regulators (Ruin, 2003, Bursa Malaysia, 2001).  
“We've got authority to query … for example… a particular disclosure is inadequate, we ask them to amend before it goes to the board.  We really review… we have full authority… that is statutory under the Act. We actually are involved in that…the board does not interfere.” (Audit Committee Chairman - Company C).

The audit committee’s understanding of the issues comes from its more general interactions with external auditors, internal auditors and management. Bursa Malaysia and the MCCG require that the audit committee reviews the audit plan, the external auditors’ evaluation of the system of internal controls and the audit report. The interviews indicate that, at the beginning of the financial year, the auditors table their audit plan that focuses on the scope of the audit based on risk assessments. The audit committee then evaluates and approves the audit scope.  At this time, potential audit issues and any outstanding audit issues are also tabled by the auditors. Hence, the audit committee is alerted at an early stage to possible issues that may result in disputes between the auditors and management and that may need committee involvement before they are resolved. This is illustrated by the following assertion from one participant:

“The audit committee is aware of all possible accounting issues, because, when the auditors table their audit scope and audit planning, all possible issues are raised and discussed.” (Accounting Manager - Company C).

Participants emphasized that audit committees are perceived to be effective because the committees monitor the audit process, approve the audit scope and are aware of potential audit issues. This is evident from the following statements made by the interviewees:  

“We are not actually involved in the auditing at all but we actually do monitoring… so we approve the audit plan, the audit scope and all that… we also approve the fees.”   (Audit Committee Chairman - Company C). 

 “In the actual auditing… our involvement is through external auditors and also our internal audit staff. All the decisions by these two parties will have to come to the audit committee first. Our involvement is to give our approval and to raise queries with them.” (Audit Committee Chairman - Company B).
Consistent with Gendron and Bédard’s (2006) Canadian study, the interviews indicate that, before the auditors finalise the audit report, all audit findings and proposed audit adjustments are tabled in the audit committee meeting.  The audit committee reviews the findings and raises questions on any issues with which they have concern.  The following statements are evidence of this:

“…after that, any findings… they have got to come back to us [the audit committee] first… then we discuss the findings… if we find that the findings are clear, correct, accurate and all that... then we only present that to board.”  (Audit Committee Chairman - Company C).

 “…they [audit committee members] take a very active role to make sure that any judgment that we [external auditors and management] make is properly supported.” (External Auditor – Company B).

“…normally the issues brought up by the external auditor… the deliberations are normally between management and the external auditor. The audit committee will listen to their arguments – and the management will also be around to give their view - whether the external auditor’s proposal is logical or not, or whether it complies with the accounting standard or not, whether it is prudent or not, whether it is in the best interest of the company or not… all these points are questioned.” (Audit Committee Chairman - Company A).

The questioning and reviewing of findings is an important step in resolving disputes over accounting issues.  Both the auditors and management know that the audit committee will ask probing questions and will require them to justify and support their respective positions.  This, again, adds strength to the mediating role of the audit committee in resolving disputes.  

Further strengthening of the mediating role of audit committees stems from the expertise of committee members. As suggested by DeZoort and Salterio (2001), experience and knowledge in accounting and auditing are considered essential for audit committee members to bring systematic judgments about accounting disputes between auditors and management. The following statement is consistent with this view: 

 “The committee chairman is an accounting practitioner. He understands the accounting standards very well. So he used his professional judgment on that matter and he advised us how to resolve it. Referring to our previous example the impairment of assets, during the first meeting with the auditor, the audit committee asked us to gather all information relating to assets belonging to the particular subsidiary as well as a detailed listing of the assets. The audit committee asked us to do the valuation based on the information that we have.” (Accounting Manager - Company C).    

The audit committee interviewees also stressed the importance of having a sound knowledge of the business as well as possessing accounting expertise.  This is evident in the following statement made by one of the participants:

“Normally, like debtors. External auditors and internal auditors might not know everything about it. We have our own information regarding our customers’ standing and we really go in deep just to show a fair figure. [Another example is] the market value of the plantation, the board, the committee members are knowledgeable about that so we may propose our own view, our [audit committee and board of directors] own decision on the matter.” (Audit Committee Chairman - Company B).

Mediation techniques 

The study suggests that audit committees play a mediating role in resolving disputed accounting issues between management and auditors, using a number of techniques from mediation theory (Wall et al. 2001). For example, audit committees control the agenda by inviting auditors and management to audit committee meetings to resolve disputes and discuss the financial reporting results. The following statements are evidence of this: 

“During the audit committee meeting, we call them [auditors and management], then we discuss with them.” (Audit Committee Chairman - Company C).

“[We have] at least three hours of discussions. Management and auditors are called to present evidence and facts for disputed issues. The issues are resolved during the meeting.” (Audit Committee Chairman - Company B).

Another mediation technique used is information gathering. The audit committee gathers information on the disputed issues from both management and the external auditors. This is illustrated by the following statements:

“The audit committee normally asks us to gather all the information and rectify any issues, and investigate whether all issues are genuine.” Accounting Manager - Company C) 

“The audit committee considers the arguments from the management and the auditors and makes a stand based on the points raised.” (External Auditor - Company C)

Besides playing an information gathering role, audit committees also act as advisors.  This is illustrated by the following statement:  

“Normally we advise the management to concur with external auditors. Whatever matters raised up should have supporting evidence.” (Audit Committee Chairman - Company B). 

Additionally, our interviews indicate that audit committees suggest solutions for disputes on accounting issues. Consequently, the committees go beyond their traditional oversight role to make recommendations to the auditor and management to resolve matters under dispute. This is consistent with the problem solving concept of mediation (Wall et al., 2001). For example, participants commented: 

“The audit committee will be able to solve the problem with the external auditor and management. With our own experience, capabilities, and supporting documents available we can solve the matters that are brought to the committee.” (Audit Committee Chairman - Company B)

“They [audit committee members] take all the issues that we have highlighted seriously and they proactively suggest solutions and make recommendations to all the issues.”  (External Auditor - Company B). 

“The audit committee will listen to their [external auditor] arguments and the management will also be around to give their view....  at this stage the audit committee has to make a recommendation.” (Audit Committee Chairman - Company A). 
Audit committee position - taking sides
Another technique available to mediators is to take sides with one party (Laskewitz et al., 1994; Wall et al., 2001). Hence, an interesting issue is whether the audit committee tends to side with management or with the external auditors. The results on this issue were mixed. In one case, the audit committee chair indicated that the committee sided with the auditors rather than management:

“We sided with external auditors. We work together hand in hand with them. We don’t side with the management. And that is the requirement of securities commission.” (Audit Committee Chairman – Company B) 

However, in another case, the audit committee appeared to side with management. The dispute involved the provision of an impairment loss for a discontinued subsidiary company. The interviewees explained that both management and the audit committee agreed with the auditor that they have to provide for a loss on impairment of assets; however they disagreed with the amount proposed by the auditor. 

 “At the end of the day we have got to do impairment, no problem. We abide with the principle but the valuation was actually the thing we contested.”  (Audit Committee Chairman - Company C). 

“Management and the audit committee did not agree with the amount proposed.” (Accounting Manager – Company C).
In this case, it was clear that management had sought the advice and support of the audit committee on how to resolve this issue, as evidenced from the following statements:
“Audit committee influence also helps us to resolve the issue because he [audit committee chairman] is an expert and knowledgeable in this industry and accounting. So that was why… we reached a compromise position in the end. (Accounting Manager - Company C).

“The calculation and impairment, the company actually did it, and then the auditors recommended something else, that’s why it was brought in as an issue for [discussion with] the audit committee. Definitely they need a decision so that’s why we [the audit committee] come in. We want to make sure that whatever the company is doing, the company is actually reporting the real thing.” (Audit Committee Chairman - Company C).

The above quotations show that, while the audit committee perspective lent towards that of management in this particular case, it appears that the committee was primarily concerned that the financial statements presented a true and fair view and that standards had been complied with. This concern was supported by other interviewees:

“We used to be conflicting in views but we have to thrash it out… for the purpose of trying to give a true and fair figure.” (Audit Committee Chairman - Company B).

 “Audit committee members, they are independent from the management, which means whoever are appointed should be independent directors. So normally they will see the impact to the financial statement first. What is the impact? And then what is the standard requirement? And based on those, they will make their judgment.” (External Auditor - Company B).

Hence, regardless of opposing preferences between parties, the audit committee endeavours to ensure that the resolution of the issue results in a fair presentation in the financial statements. This commitment should enable the committee to act without bias and hence play a mediating role in resolving the dispute. 
4.3. Accounting outcome
4.3.1. The nature of the outcome

With one exception, all of the interviewees suggest that the outcome from the interaction is a simple compromise. This is consistent with prior research indicating that auditors are willing to discuss and compromise on interpretations of imprecise rules (Nelson et al. (2002).  As is evident from the following comments, management and the audit committee concur that they reach a compromise outcome when resolving disputes on accounting issues:  

“A compromise position was reached. Because at the end of the day the amount proposed for the provision of impairment loss was reduced to RM9 million. The amount was still huge to the company but at least we were in a better position compared to RM19 million that was initially proposed for the impairment loss.”  (Accounting Manager - Company C).  
“Although we actually put papers and they actually put their papers, at the end of the day we agree to get off the contentions and the resolutions are actually a group decision. It's not the audit committee pushing or the auditor pushing… no.”  (Audit Committee Chairman - Company C).

“The external auditor will have their own view, management have their view, but normally, after listening to this... most of the time, we compromise.” (Audit Committee Chairman - Company A). 

The exception noted above relates to one auditor who perceived that the resolution from accounting disputes is more of a win-win agreement. This view was professed by the auditor because the interviewee believed in the fairness of the decision. Given the fact that the issues are subjective and judgmental, the fairness of the decision is important in reaching agreement between the auditor and management. The following statement illustrates this:   

“…we try to resolve in a win-win situation… meaning… certain issue… it is purely judgment. And as there is no definite answer to the issue, the tendency is for the issue to be resolved more on the company side. But at the same time, we are the auditor, we have to take care of our professionalism and our ethics… so based on that we will come out with the judgment that won’t affect our professional ethic and also the financial result of the company.” (External Auditor - Company B). 

It should be noted that, even though the auditor described this outcome as a win-win agreement, it could be argued that it nonetheless seems to suggest that a compromise solution is reached. 
4.3.2. The role of the audit committee 

The final outcome from the interaction between auditors, management and the audit committee is the set of audited financial statements that are presented to the board of directors. The audit committee is concerned that management and auditors are in agreement with the final outcome:
“We [audit committee] always make sure that both sides agree to the recommendations that we want to make to the board.”  (Audit Committee Chairman - Company C).
The significance of board acceptance of the financial statements is evident from the following statements from audit committee chairs:

 “The audit committee has to make a recommendation to the main board because normally when we have quarterly result meetings, the accounts must be endorsed by the board. So when we go to the main board, these accounts are presented quite fully. At that point the external auditor will still be present, the management of course will be present, all the audit committee members are also present because they are on the full board. So at that point, we will go through the whole thing and then I will say ‘OK, the view of the audit committee is like this’ so it is then up to the main board to adopt or not. Normally [the board] adopts [the recommendation].” (Audit Committee Chairman - Company A).

 “So far there's been no overruling from the board. Whatever we recommend, so far they have adopted it.” (Audit Committee Chairman - Company C).

5. Conclusion 
This paper reports the results of a series of structured interviews undertaken with the CFO, the external auditor and the audit committee chair of three listed companies in Malaysia. The study suggests that auditors and management frequently engage in negotiation over contentious accounting issues that lack authoritative guidance from accounting standards and hence require professional judgment. When these issues are material and cannot be resolved, they are raised with the audit committee. The audit committee then uses a variety of mediating techniques to reach a consensus agreement. The audit committee’s role as a mediator is strengthened by (i) the power and authority given to the committee by the board and by regulation; (ii) the committee’s understanding of possible issues due to its oversight and monitoring role; (iii) the committee members’ accounting and auditing expertise and knowledge of the business; and (iv) the committee’s commitment to ensuring that the financial statements present a true and fair view. In general, the outcome from the negotiation and mediation process is a compromise solution that results in fairly presented financial statements which satisfy the auditors without being unduly conservative. 
We contribute to the existing literature on auditor-client negotiations by including the role of the audit committee as a mediator in these negotiations. While prior research has suggested limited involvement of audit committees (Gibbins et al., 2001 and 2005a), these studies were undertaken prior to the more recent global emphasis on strengthening the role of audit committees.  Hence, while our study suffers from the normal generalizability limitations of case study research, our finding that audit committees do play a significant role in resolving material disputes between auditors and management makes an important contribution to the literature. Future research should be undertaken to test the generalizability of this finding to larger samples of companies and other jurisdictions. 
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� Cohen et al. (2002), Turley and Zaman (2004) and DeZoort et al. (2002) provide excellent summaries of this literature.


� They mailed the questionnaires in mid-2002 which was several weeks before the Sarbanes-Oxley Act was passed into law. 


� This refers to a strategy that can be used to resolve a conflict.


� They defined the methods as “a role-playing intervention-assuming the client's position in a mock negotiation; a passive intervention-explicitly considering the client's interests and options; and a practice intervention-engaging in a mock negotiation prior to the client negotiation” Trotman et al. (2005:349). 


� This is consistent with Gibbins et al. (2001).


� Direct quotes from interviews are generally given verbatim and hence English expression is not always grammatically sound. 


� 	This company has only an accounting manager who assumes the role of CFO


� The interviewee is a Senior Manager. Although he is a Senior Manager, he is involved in the field as well as meeting with the Audit Committee. Hence he has experience resolving disputes on accounting issues with management and the audit committee.   
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