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ABSTRACT

An experiment was conducted to  examine th e  de term inan ts  

and co n se q u en ces  o f  a u d i t o r s 1 p e r c e p t i o n  o f  management. 

Based on a t h e o r y  o f  a t t r i b u t i o n ?  t h r e e  h y p o th e s e s  were 

f o r m u l a t e d :  (1) s u b j e c t s  a r e  m os t  l i k e l y  t o  make a

d i s p o s i t i o n a l  in fe re n c e  about management when a t r a n s a c t io n  

i s  p e rc e iv e d  to  be u n d e s i ra b le  and made under c o n d i t io n s  of 

h i g h  c h o i c e ?  (2) s u b j e c t s  a r e  more l i k e l y  t o  make a 

d i s p o s i t i o n a l  i n f e r e n c e  abou t  t h e  management o f  a new 

c l i e n t  than t h a t  o f  a continu ing  one? and (3) d i s p o s i t i o n a l  

i n f e r e n c e s  a b o u t  m anagement w i l l  a f f e c t  s u b j e c t s '  

subsequent a u d i t  judgments.

S u b j e c t s  were s e n i o r  a u d i t o r s  o f  an i n t e r n a t i o n a l  

p u b l i c  a c c o u n t in g  f i rm .  They were f i r s t  asked t o  r e ad  a 

sce n a r io  d e s c r ib in g  a t r a n s a c t io n  t h a t  occurred dur ing  the  

a u d i t  p e r i o d  o f  a g iv e n  c l i e n t .  S u b seq u en t ly ?  s u b j e c t s  

were r e q u e s t e d  t o  make (1) an a t t r i b u t i o n  about  t h e  cau se  

o f  t h e  d e s c r i b e d  t r a n s a c t i o n ?  and (2) two j u d g m e n t s  

concerning an accounting d i s c lo s u r e  is su e .  The two a u d i t  

j u d g m e n t s  c o n s i s t e d  o f  i n d i c a t i n g  t h e  i m p o r t a n c e  o f  

d i s c l o s u r e  o f  a g i v e n  item? and s p e c i f y i n g  a m a t e r i a l i t y  

th r e s h o ld .

• * • i n
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R e s u l t s  o f  t h e  d a t a  a n a l y s i s  r e v e a l e d  t h e  f o l l o w i n g .  

C ons is ten t  with th e  f i r s t  hypothes is ,  s u b je c t s '  in fe rences  

were most d i s p o s i t i o n a l  when the  t r a n s a c t io n  was pe rce ived  

to  be u n d es i ra b le  and made under c o n d i t io n s  o f  high choice .  

Contrary to  the  second hypothes is ,  s u b j e c t s '  d i s p o s i t i o n a l  

i n f e r e n c e s  abou t  management d id  n o t  d i f f e r  s i g n i f i c a n t l y  

b e tw e e n  t h e  c o n t i n u i n g  c l i e n t  and t h e  new c l i e n t  

c o n d i t ion s .  F i n a l l y ,  with respec t  to  th e  t h i r d  hypo thes is ,  

m a t e r i a l i t y  t h r e s h o l d  was found t o  be s i g n i f i c a n t l y  

c o r r e l a t e d  w i th  c a u s a l  i n f e r e n c e s .  S p e c i f i c a l l y ,  low er  

m a t e r i a l i t y  t h r e s h o l d s  w ere  a s s o c i a t e d  w i t h  more 

d i s p o s i t i o n a l  i n f e r e n c e s  about  management. However, t h e  

importance of  d i s c l o s u r e  was not found to  be s i g n i f i c a n t l y  

c o r r e l a t e d  with causa l  in fe ren ces .
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CHAPTER I

INTRODUCTION

Purpose qL th e  s tu dy  

An i m p l i c i t  and y e t  i n t e g r a l  p a r t  o f  t h e  in d ep en d e n t  

a u d i t o r ' s  t a s k  i n v o l v e s  t h e  a s s e s s m e n t  o f  management's  

d i s p o s i t i o n s  ( a t t i t u d e s ,  t r a i t s ,  e t c . ) .  The a u d i t o r ' s  

p e rcep t io n  of  management's d i s p o s i t i o n s  i s  important s in ce  

i t  presumably i n f lu e n c e s  subsequent a u d i t  judgments. For 

example, th e  scope of th e  independent a u d i to r ' s  examination 

would be a f f e c t e d  by c i r c u m s ta n c e s  t h a t  r a i s e  q u e s t i o n s  

c o n c e rn in g  t h e  i n t e g r i t y  o f  management [AICPA 1984, AU 

327.06],

The a s s e s s m e n t  o f  m a n a g e m e n t ' s  d i s p o s i t i o n s  i s  

p a r t i c u l a r l y  i m p o r t a n t  in  l i g h t  o f  t h e  i n d e p e n d e n t  

a u d i to r ' s  r e s p o n s i b i l i t y  fo r  d e te c t in g  fraud. Lea [1981] 

notes t h a t  w h ile  th e  p u b l i c  accounting p ro fe s s io n 's  p re se n t  

s t a n d a r d s  r e f l e c t  most o f  t h e  recommendations of  t h e  

Commission on A u d i t o r s '  R e s p o n s i b i l i t i e s  [CAR 1 9 7 8 ] ,

permission of the copyright owner. Further reproduction prohibited without permission.
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s e v e r a l  i s s u e s  such as  t h e  e f f e c t i v e n e s s  o f  a u d i t i n g  

p r o c e d u r e s  in  d e t e c t i n g  f r a u d  remain t o  be a d d r e s s e d  (p. 

56).  O th e rs  (e .g . ,  A l b r e c h t  and Roraney [19 80 ]) ,  s u g g e s t  

t h e  e x a m i n a t i o n  o f  m a n a g e r s '  a n d  e x e c u t i v e s '  

c h a r a c t e r i s t i c s  as one means fo r  enhancing the  l i k e l ih o o d  

o f  d e t e c t i n g  f r a u d .  G iven t h e  l a c k  o f  a " c r i m i n a l  ty pe"  

p r o f i l e ,  t h e y  s p e c i f i c a l l y  p ro p o se  t h e  s tu d y  o f  t h e  

fo l lo w in g  p e r so n a l  c h a r a c t e r i s t i c  red f l a g s  (p. 13);

(1) A person with low moral c h a ra c te r  (possessing 
d e c e p t i v e  o r  d i s h o n e s t  t e n d e n c i e s ,  f o r  
example).

(2) A person who r a t i o n a l i z e s  h i s  c o n t ra d ic to ry
behav io r .

(3) A p e r s o n  w i th o u t  a s t r o n g  code o f  p e r s o n a l
e t h i c s .

(4) A person who i s  a "wheeler d e a le r "  (someone
who has  a d e s i r e  f o r  power, i n f l u e n c e ,  o r  
s o c i a l  s t a t u s ) .

(5) A p e r s o n  who l a c k s  s t a b i l i t y  (employment
h i s t o r y ,  e t c . ) .

(6) A p e r s o n  w i th  a s t r o n g  d e s i r e  t o  b e a t  t h e
system.

(7) A p e r s o n  w i th  a c r i m i n a l  o r  q u e s t i o n a b l e
background.

(8) A p e r s o n  w i t h  p o o r  c r e d i t  r a t i n g  and
f i n a n c i a l  s t a t u s .

O th e r  d i s p o s i t i o n s  o f  m anagem ent a r e  s i m i l a r l y  

im p o r ta n t  in  a f f e c t i n g  a u d i t o r s '  judgm ents  and d e c i s i o n s .  

For exam ple ,  an a u d i t o r ' s  p e r c e p t i o n  o f  management's  

a t t i t u d e  toward i n t e r n a l  c o n t ro l  i s  l i k e l y  to  in f lu e n c e  the

Reproduced with permission of the copyright owner. Further reproduction prohibited without permission.
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n a tu re ,  t im ing  and e x te n t  o f  a u d i t  p rocedures .  Kaplan and 

Reckers [1984] found t h a t  th e  c o n t ro l  consciousness of  an 

o r g a n i z a t i o n  s i g n i f i c a n t l y  im p a c t e d  t h e  p r e l i m i n a r y  

e v a lu a t io n s  of  i n t e r n a l  accounting c o n t r o l  e f f e c t i v e n e s s  by 

a u d i t  s e n io r s .

The m a jo r  p u r p o s e  o f  t h i s  s t u d y  was t o  ex am in e  

auditors*  p e rcep t io n  o f  management's d i s p o s i t i o n s  using the  

theory  of correspondent in fe ren ces  [Jones and Davis ,  1965] 

as a framework. S p e c i f i c a l l y ,  th e  fo l lo w ing  two is su es  

were addressed:

(1) W hat  f a c t o r s  i n f l u e n c e  a u d i t o r s '  
p e rc e p t io n s  (impressions) o f  management?

(2) How do a u d i t o r s '  p e r c e p t i o n s  o f  
m anagem ent  a f f e c t  a u d i t  d e c i s i o n s  and 
judgments?

Scope of  th e  Study

T h is  s tu d y  was r e s t r i c t e d  t o  o n l y  one ty p e  o f  a u d i t  

judgment. Audito rs '  m a t e r i a l i t y  judgment was s e l e c t e d  for 

i n v e s t i g a t i o n  s i n c e  i t  has  been and c o n t i n u e s  t o  be a 

c o n t r o v e r s i a l  i s s u e  among a c a d e m ic ia n s  and p r a c t i t i o n e r s  

(see Chapter I I ) .  This s tudy examined:

(1) f a c t o r s  t h a t  a f f e c t  a u d i t o r s '  p e r c e p t i o n  of  
management, and

(2) whether a u d i to r s '  m a t e r i a l i t y  judgments were 
in f lu en ce d  by t h e i r  p e rcep t io n  of management.

No a t t e m p t  was made t o  m a n ip u la t e  a u d i t o r s '  p e r c e p t i o n  o f

any s p e c i f i c  d i s p o s i t i o n  o f  management such as  i n t e g r i t y .

with permission of the copyright owner. Further reproduction prohibited without permission
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Rather,  a u d i t o r s '  impression o f  management was examined in  

te rm s  o f  t h e i r  c a u s a l  i n f e r e n c e s  f o l l o w i n g  a t r a n s a c t i o n  

made by management (see d isc u ss io n  in  Chapter I I I ) .

S ignif icance,  of. th e  Study 

This s tudy  i?as an a t tem pt to  c o n t r ib u te  to  the  re se a rc h  

l i t e r a t u r e  in  a u d i t in g .  P e l i x  and Kinney [1982] have noted  

t h e  need f o r  s t u d i e s  on t h e  a u d i t o r ' s  o p in io n  f o r m u l a t i o n  

process  (see Chapter I I ) .  On a g e n e ra l  l e v e l ,  the  p re se n t  

s tu d y  i s  hoped t o  add t o  t h e  c u r r e n t l y  l i m i t e d  knowledge 

about a u d i t o r s '  judgments.

In a d d i t i o n ,  t h i s  s tudy  employed a v a l i d a t e d  theo ry  as 

a framework f o r  p r e d i c t i n g  a u d i t o r s '  judgm en ts .  The 

f in d in g s  of  the  c u r r e n t  re sea rch  sugges t  t h a t  th e  model can 

be u t i l i z e d  f o r  i n v e s t i g a t i n g  o t h e r  i s s u e s  r e l a t i n g  t o  

a u d i t o r  jud gm en ts .  I m p l i c a t i o n s  f o r  f u t u r e  r e s e a r c h  a r e  

d iscussed  in  Chapter VI.

On a more s p e c i f i c  l e v e l ,  t h i s  s tu d y  p r o v i d e s  some 

i n s i g h t s  i n t o  a u d i t o r s '  m a t e r i a l i t y  judgm ent.  In  t h e i r  

review of  em p i r ic a l  re sea rch  on m a t e r i a l i t y ,  Holstrum and 

Messier [1982] no te  two major im p l i c a t io n s  r e s u l t i n g  .from 

the  lack  of  a g e n e ra l i z e d  s tandard  or  s e t  o f  s tandards  fo r  

m a t e r i a l i t y :  (1) g u id a n c e  and s u p p o r t  f o r  i n d i v i d u a l

m a t e r i a l i t y  j u d g m e n t s  must^ come f ro m  o t h e r  ( n o n -  

a u t h o r i t a t i v e )  s o u r c e s  such  a s  e m p i r i c a l  r e s e a r c h  on 

m a t e r i a l i t y  judgments of  u s e r s ,  p roducers ,  and a u d i to r s  of
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f i n a n c i a l  accounting  in fo rm ation ;  and (2) p u b l i c  accounting

f i r m s  t h a t  a r e  con ce rn ed  a b o u t  s i g n i f i c a n t  d i s c r e p a n c i e s

among m a t e r i a l i t y  judgments o f  t h e i r  i n d i v id u a l  a u d i to r s

cannot r e l y  upon a u t h o r i t a t i v e  g u id e l in e s  e i t h e r  to  reduce

such  d i f f e r e n c e s  o r  t o  p r o v i d e  s u p p o r t  f o r  i n d i v i d u a l

judgments in  p a r t i c u l a r  c i rcum stances  when q u es t ion s  a r i s e

as t o  t h e i r  a p p ro p r ia ten es s  (p. 49). The au th o rs  t h e r e f o r e

c a l l  f o r  more em p ir ica l  re se a rc h  on m a t e r i a l i t y  and d is c u s s  
0

s e v e r a l  i m p l i c a t i o n s  f o r  f u t u r e  s t u d i e s .  In  p a r t i c u l a r ?  

g i v e n  t h e  d i v e r s i t y  o f  e v e n t s  t h a t  h av e  been used  t o  

e x a m in e  m a t e r i a l i t y  j u d g m e n t s ?  t h e y  s u g g e s t  t h e  

c l a s s i f i c a t i o n  o f those  e v e n ts  i n to  c a te g o r i e s  (e.g.? r i sk )  

so a s  t o  e n a b l e  a t e s t  o f  t h e  im p o r ta n c e  o f  f i n a n c i a l  and 

n o n f i n a n c i a l  v a r i a b l e s  (p. 60).  In  o t h e r  words? t h e

q u a l i t a t i v e  c h a r a c t e r i s t i c s  o f  e v e n ts  must a l s o  be examined 

as  t h e y  i n f l u e n c e  m a t e r i a l i t y  judgm en ts .  T h is  s tu d y  

p ro v id e s  i n s i g h t s  in to  the  e f f e c t  of s e l e c t e d  q u a l i t a t i v e  

f a c t o r s  on such judgments.

O rgan iza t ion  of  th e  Study 

T h i s  s t u d y  i s  o r g a n i z e d  a s  f o l l o w s .  C h a p t e r  I I  

c o n s i s t s  o f  a r e v ie w  o f  t h e  l i t e r a t u r e  which i s  d i v i d e d  

in to  two p a r t s .  The f i r s t  s e c t io n  examines re sea rch  in  the  

a r e a  o f  a u d i t  judgment and em ph as ize s  t h e  need f o r  more 

d e s c r i p t i v e  approaches to  such i n v e s t i g a t i o n s .  The second 

p a r t  reviews l i t e r a t u r e  on m a t e r i a l i t y  judgments and no tes
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the  need fo r  s tudy ing  th e  e f f e c t  of q u a l i t a t i v e  f a c t o r s  on 

such judgments.

C h ap te r  I I I  p r e s e n t s  t h e  t h e o r y  o f  c o r r e s p o n d e n t  

i n f e r e n c e s  [Jo n es  and D a v i s r 1965] and d i s c u s s e s  i t s  

re levance  to  t h i s  study. Hypotheses a re  then  developed as 

they  p e r t a in  to  auditors*  judgments.

Chapter IV examines the  re sea rch  design  and method used 

in  t h i s  i n v e s t i g a t i o n .  The r e s u l t s  o f  t h e  s tu d y  a r e  th e n  

reported  in  Chapter V.

A summary o f  t h e  s t u d y  and i t s  i m p l i c a t i o n s  a r e  

p r e s e n t e d  in  C h a p te r  VI. L i m i t a t i o n s  o f  t h e  s tu d y  a r e  

d iscussed  and sugges t ions  are  made fo r  f u tu re  re se a rc h .
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CHAPTER II

LITERATURE REVIEW

This s e c t io n  i s  d iv ided  in to  two p a r t s .  The f i r s t  p a r t  

r e v i e w s  r e l e v a n t  l i t e r a t u r e  r e l a t e d  t o  r e s e a r c h  on 

a u d i to r s '  judgment. I t  emphasizes th e  lack  of and need fo r  

such  r e s e a r c h ,  and examines r e c e n t  d e v e lo p m e n ts  in  t h a t  

a r e a .  The second  p a r t  r e v ie w s  p e r t i n e n t  l i t e r a t u r e  on 

m a t e r i a l i t y .  I t  p ro v id es  the  b a s i s  fo r  the  p re se n t  study.

Research on Auditors ' .  Judgment 

The need f o r  re search  on a u d i to r s '  judgment i s  perhaps 

made most e x p l i c i t  by P e l ix  and Kinney [1982]. The au thors  

f i r s t  d e v e lo p  a framework f o r  c l a s s i f y i n g  such  r e s e a r c h  

a lo n g  two d im e n s io n s .  S p e c i f i c a l l y ,  r e s e a r c h  on t h e  

a u d i to r ' s  opinion fo rm ula t ion  p rocess  i s  grouped according 

t o  (1) t h e  a u d i t  s t a g e  ( i . e . ,  o r i e n t a t i o n ,  form ing  p r i o r s  

and p lann ing ;  systems e v a lu a t io n  and t e s t i n g ;  s u b s ta n t iv e  

t e s t i n g ;  or ev idence  aggregation and opinion fo rm u la t io n ) ,  

and (2) the  s tag e  of knowledge or theo ry  development ( i .e . ,
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s t a t e  d e s c r ip t i o n s ;  m odel/ theory  development; or hypothes is  

t e s t s ) .  An examination of  th e  c l a s s i f i c a t i o n  r e v e a l s  t h a t  

re sea rch  on a u d i t o r s '  judgment i s  l im i t e d .  In p a r t i c u l a r ,  

P e l i x  and Kinney n o t e  t h a t  s t u d i e s  i n v o l v i n g  s p e c i f i c  

hypothes is  t e s t i n g  a re  v i r t u a l l y  n o n ex is ten t  in  a l l  of the  

a u d i t  s t a g e s .  T h i s  i s  a p p a r e n t l y  due  t o  a l a c k  o f  

a p p r o p r i a t e  m odels  and t h e o r i e s .  The a u t h o r s  a l s o  n o te  

t h a t  l i t t l e  r e s e a r c h  has  been done on t h e  f o r m u l a t i o n  o f  

p r i o r  p r o b a b i l i t y  a s s e s s m e n t s  a t  t h e  s t a r t  o f  t h e  a u d i t .  

F u r th e rm o re ,  knowledge i s  l i m i t e d  w i th  r e s p e c t  t o  how 

a u d i t o r s  p r o c e s s  o b j e c t i v e  i n f o r m a t i o n  o b t a i n e d  from 

c o m p l ia n c e  and s u b s t a n t i v e  t e s t s ,  and i n t e g r a t e  i t  w i th  

o t h e r  i n f o r m a t i o n ,  o r  how i t  s h o u ld  be done (pp. 267-268) .  

Hence, the  major co nc lu s io n  i s  t h a t  a s i g n i f i c a n t  amount of 

p o t e n t i a l l y  important re sea rch  has not been conducted.

Joyce  and L ibby (1982] s i m i l a r l y  r e v ie w  r e s e a r c h  on 

a u d i t o r s '  judgm ent.  S t u d i e s  o f  a u d i t  d e c i s i o n  making a r e  

c l a s s i f i e d  a c c o r d in g  t o  one o f  t h r e e  p a ra d ig m s :  (1) t h e  

p o l i c y -c a p tu r in g  paradigm, (2) the  p r o b a b i l i s t i c  judgment 

paradigm, and (3) th e  p r e d e c i s io n a l  behav io r  paradigm. The 

p u r p o s e  o f  p o l i c y - c a p t u r i n g  r e s e a r c h  ( e . g . ,  A sh to n  

[1 9 7 4 ]) ,  i s  t o  b u i l d  m a th e m a t i c a l  m odels  o f  a u d i t o r s '  

judgment p o l i c i e s .  P r o b a b i l i s t i c  judgment re sea rch  (e.g., 

Joyce  and B id d le  [1981a and 1981b],  i s  co n c e rn ed  w i th  t h e  

e x ten t  to  which a u d i t o r s '  r e v i s io n s  o f  s u b j e c t i v e  b e l i e f s
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a r e  c o n s i s t e n t  w i th  n o r m a t i v e  p r i n c i p l e s  o f  d e c i s i o n  

making. The fo c u s  i s  on t h e  a u d i t o r s '  u se  o f  h e u r i s t i c s  

and b i a s e s .  P r e d e c i s i o n a l  b e h a v i o r  r e s e a r c h  ( e .g .# Biggs 

and Mock [1 9 8 3 ] ) ,  a t t e m p t s  t o  p r o v i d e  i n s i g h t s  i n t o  a u d i t  

judgm ent p r o c e s s e s  by exam ining  a u d i t o r s '  b e h a v i o r  a t  

v a r i o u s  s t a g e s  p r i o r  t o  t h e  f i n a l  judgm ent ,  ( see  Libby 

[1 9 8 1 ]  f o r  a more d e t a i l e d  d i s c u s s i o n  o f  t h e  t h r e e  

p a r a d ig m s ) .  A f t e r  an e v a l u a t i o n  o f  t h e  s t r e n g t h s  and 

weaknesses of  th e  m ethodologies used w i th in  each paradigm, 

t h e  a u t h o r s  d i s c u s s  t h e  i m p l i c a t i o n s  f o r  a u d i t  p r a c t i c e ,  

and sugges t ions  fo r  f u t u r e  re sea rch .  C o n s is te n t  with  P e l ix  

and Kinney [1 98 2 ] ,  Jo y c e  and Libby [1982] c o n c lu d e  t h a t ,  

" t h e r e  i s  no s h o r t a g e  o f  a u d i t o r  judgment p ro b le m s  t o  

e x p l o r e "  (p. 118).  S p e c i f i c  a r e a s  s u g g e s t e d  f o r  f u t u r e  

re sea rch  in c lu d e  l e a r n in g ,  d e c is io n  framing and t r a i n i n g  as 

th ey  r e l a t e  t o  a u d i t  judgment.

In  a d d i t i o n  t o  i d e n t i f y i n g  a u d i t  a r e a s  where r e s e a r c h  

i s  l a c k i n g  and n ee d ed ,  i t  i s  i m p o r t a n t  t o  examine and 

e v a l u a t e  t h e  a p p r o a c h e s  used  t o  co n d u c t  such  r e s e a r c h .  

E a r l y  s t u d i e s  on a u d i t o r s '  judgment hav e  i n  g e n e r a l  been 

p r i m a r i l y  d e s c r i p t i v e .  For example, Ashton [1974] used the  

l e n s  parad igm  t o  model a u d i t o r s '  e v a l u a t i o n  o f  i n t e r n a l  

c o n t r o l .  S p e c i f i c a l l y ,  a u d i t o r - s u b j e c t s  were asked  to  

a s s e s s  t h e  s t r e n g t h  o f  32 h y p o t h e t i c a l  p a y r o l l  i n t e r n a l  

c o n t r o l  c a s e s ,  each  c o n t a i n i n g  s i x  p r e - a n s w e r e d  i n t e r n a l
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c o n t ro l  q u es t io ns .  They subsequen t ly  ra ted  the  importance 

o f  each ques t ion  t o  t h e i r  judgments. F u r th e r ,  in  order to  

examine t h e  c o n s i s t e n c y  o f  judgment o v e r  t im e ,  t h e  e n t i r e  

ex p e r im en t  was r e p e a t e d  betw een  s i x  and t h i r t e e n  weeks 

a f t e r  t h e  f i r s t  a d m i n i s t r a t i o n .  The r e s u l t s  i n d i c a t e d  a 

f a i r l y  h ig h  l e v e l  o f  c o n s i s t e n c y  b o th  a c r o s s  s u b j e c t s  

(consensus) and o ver  time ( s t a b i l i t y ) .

Ashtora's [1974] s tu d y  has  s i n c e  th e n  been  r e p l i c a t e d  

and ex tended  ( e .g . ,  Ashton and Brown [1980] ,  and Joyce 

[1976]) .  The m ajo r  o b j e c t i v e  o f  t h o s e  and o t h e r  s i m i l a r  

s t u d i e s  has  been t o  d e m o n s t r a t e  t h e  d eg ree  o f  c o n s i s t e n c y  

a c r o s s  a u d i t o r s ,  o v e r  t im e  a n d / o r  a c r o s s  t a s k s .  While 

cons is tency  i s  a d e s i r a b l e  c h a r a c t e r i s t i c  of  p ro f e s s io n a l  

judgment,  Dopuch [1982] n o t e s  t h a t  more im p o r t a n t  i s  th e  

i d e n t i f i c a t i o n  o f  a " c r i t e r i o n  v a r i a b l e "  t h a t  can be used 

t o  a s s e s s  t h e  a c c u r a c y  o f  a u d i t o r s *  judgm ents .  In  o th e r  

words, t h e r e  i s  a need f o r  d e v e l o p i n g  n o rm a t iv e  t h e o r i e s  

and models  t h a t  w i l l  a l l o w  t h e  q u a l i t y  o f  a u d i t o r s '  

d ec is io n s  and judgments to  be e v a lu a te d  [Dopuch, 1984].

Joyce and B i d d le  [1981a, and 1981b] co n d u c te d  two 

s e r i e s  of experiments to  a s se s s  whether a u d i to r s  form ulate  

judgments according to  normative p r i n c i p l e s .  The f i r s t  s e t  

o f  s t u d i e s  [ J o y c e  and B i d d l e ,  1981a]  t e s t e d  f o r  t h e  

e x i s t e n c e  o f  t h e  a n c h o r in g  and a d ju s tm e n t  h e u r i s t i c  (see 

Tversky and Kahneman [1974]) in  a u d i t i n g - r e l a t e d  in ference
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t a s k s .  The r e s u l t s  showed t h a t  a l t h o u g h  a u d i t o r s  do no t  

always ac t  in  accordance with normative p r i n c i p l e s ,  i t  i s  

u n l i k e l y  t h a t  t h e  o b s e rv e d  b e h a v i o r  can be a t t r i b u t e d  

e n t i r e l y  t o  t h e  use o f  such  a h e u r i s t i c .  M oreover ,  t h e  

au tho rs  found t h a t  anchoring and adjustment could account 

fo r  s u b je c t s '  responses o n ly  fo r  t a s k s  with which they  were 

r e l a t i v e l y  u n fa m i l ia r .

The second  s e r i e s  o f  e x p e r im e n ts  [Joyce and B i d d l e ,  

1981b] t e s t e d  f o r  t h e  u s e  o f  t h e  r e p r e s e n t a t i v e n e s s  

h e u r i s t i c  (see  T v ersky  and Kahneman [1974]) by a u d i t o r s .  

The examination was l im i te d  to  two of  the  b ia se s  a s so c ia te d  

w i th  t h e  h e u r i s t i c :  (1) n e g l e c t  o f  b ase  r a t e s ,  and (2)

i n s e n s i t i v i t y  t o  r e l i a b i l i t y  and p r e d i c t a b i l i t y .  The 

r e s u l t s  in d ica ted  t h a t  w h i le  a u d i to r s  appear to  be aware of 

th e  re le v an ce  of base r a t e  in form ation  and th e  a p p ro p r ia te  

d i r e c t i o n  o f  i t s  im p ac t ,  t h e  m agn i tude  o f  t h e  o b s e rv e d  

e f f e c t  on t h e i r  judgment was i n s u f f i c i e n t  a c c o rd in g  to  

n o rm a t iv e  p r i n c i p l e s .  F u r t h e r ,  a u d i t o r s  made s o u rc e  

r e l i a b i l i t y  d i s c r im in a t io n s ,  and judgments c o n s i s t e n t  with 

n o rm a t iv e  p r i n c i p l e s  o n l y  in  t h e  w i t h i n - s u b j e c t s  d e s ig n .  

I n d i v i d u a l s  in  t h e  b e t w e e n - s u b j e c t s  d e s ig n  a p p a r e n t l y  

ignored the  source r e l i a b i l i t y .  Joyce and B iddle  conclude 

t h a t  i f  t h e  f i n d i n g s  o f  t h e i r  e x p e r i m e n t s  ca n  be 

g e n e r a l i z e d  t o  a u d i t o r s '  j u d g m e n t s  on a c t u a l  a u d i t  

engagements, c o r r e c t i v e  a c t io n  should be taken to  improve
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the  q u a l i t y  of  such judgments.

However, Dopuch [1982] cau t io n s  re se a rc h e rs  on th e  use 

o f  n o r m a t iv e  r u l e s  such  as  t h o s e  used  by Joyce and B i d d le  

[1981a, and 1981b]. S p e c i f i c a l l y ,  he no tes  t h a t  fo l lo w in g  

normative p r i n c i p l e s  does not n e c e s s a r i l y  ensure op tim al  

judgments. In s tea d ,  inform ation  p ro cess ing  using h e u r i s t i c s  

and o th e r  s im p l i f i e d  d ec is io n  r u l e s  may be more a p p ro p r ia te  

g iv e n  t h e  dynamic n a t u r e  o f  t h e  a u d i t i n g  en v i ro n m e n t .  

T herefo re ,  one should f i r s t  determine whether the  normative 

r u l e s  a p p l y  t o  t h e  p a r t i c u l a r  s e t t i n g  b e f o r e  t r y i n g  t o  

t r a i n  i n d i v id u a l s  to  use those  r u l e s  (pp. 190-191).

W a l le r  and Jiambalvo [1984] s i m i l a r l y  examine th e  use 

o f  n o r m a t iv e  models  in  human in f o r m a t io n  p r o c e s s i n g  

re se a rc h  in  accounting (HIPA). B e n e f i t s  and co s ts  of us ing  

such m odels  in  HIPA a r e  d i s c u s s e d .  The a u th o r s  n o te  t h a t  

no o v e r a l l  c o n c lu s i o n  can be drawn w i th  r e s p e c t  t o  t h e  

u t i l i z a t i o n  o f  n o rm a t iv e  m o d e ls ,  and t h u s ,  recommend 

multimethod approaches fo r  conducting research  in  HIPA (p. 

215).

Rather than  adopting a normative approach, o th e r s  have 

emphasized the  importance of  d e s c r i p t i v e  models to  p ro v id e  

i n s i g h t s  i n t o  a u d i to r s *  judgment p r o c e s s e s .  For ex am p le ,  

Gibbins [1984] uses no tions  from c o g n i t iv e  psychology and 

f in d in g s  from in te rv iew s  with p u b l i c  accountants  to  dev e lop  

a number of p ro p o s i t io n s  about the  p rocess  of p ro f e s s io n a l
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judgment in  p u b l i c  a c c o u n t in g .  T hese  p o s t u l a t e s  a r e  

fo rm ula ted  with re sp e c t  to  the  major components of g en e ra l  

l e a r n in g  models (i.e.? th e  judge’s ex pe r ience ,  the  s t im u lu s  

e v e n t ,  t h e  s t im u lu s  environment, th e  judgment p ro cess ,  and 

th e  response a c t io n ) ,  and emphasize t h e  i n t e r a c t i o n  between 

t h e  j u d g e ’s ( p u b l i c  a c c o u n t a n t ' s )  p sy c h o lo g ic a l  p ro cesses  

and t h e  p a r t i c u l a r  t a s k  e n v i ro n m e n t  e x p e r i e n c e d  by t h e  

ju dg e .  A t e s t  o f  t h e  s e t  o f  p r o p o s i t i o n s  i s  hoped t o  l e a d  

t o  t h e  d e v e l o p m e n t  o f  a " n a t u r a l  s c i e n c e "  t h e o r y  o f  

p r o f e s s io n a l  judgment in  p u b l ic  accounting .

S i m i l a r l y ,  W a l l e r  and P e l i x  [1984]  s u g g e s t  a 

d e s c r i p t i v e  and c o g n i t i v e  model o f  t h e  a u d i t o r ' s  o p in io n  

fo rm u la t io n  p rocess  with a view to  guide fu tu re  e m p ir ic a l  

r e s e a r c h .  Two m a jo r  c o n c e p t s  u n d e r l i e  t h e  p r o p o s e d  

framework. F i r s t ,  a u d i t  evidence i s  presumed to  reduce two 

a sp e c ts  of th e  a u d i t o r ' s  u n c e r ta in ty :

(1) a " f i r s t - o r d e r "  u n c e r t a i n t y  ab o u t  whether  
th e  c l i e n t ' s  f i n a n c i a l  s ta tem en ts  con ta in  a 
m a te r i a l  e r r o r ,  and

(2) a "second-order" u n c e r t a in ty  about whether 
a s e t  o f  a u d i t  e v id e n c e  p r o v i d e s  ad e q u a te  
s u p p o r t  f o r  a c o n c l u s i o n  a b o u t  t h e  " f i r s t -  
o r d e r "  u n c e r t a i n t y  (p. 27).

Second, t h e  a u d i t o r ' s  knowledge s t r u c t u r e s  in  memory a r e

r e l a t e d  t o  c u r re n t  a u d i t  evidence in  a t  l e a s t  two ways:

(1) t h e  a u d i t o r ' s  knowledge s t r u c t u r e s  c o n t ro l  
t h e  s e a r c h  f o r  and a s s i m i l a t i o n  o f  c u r r e n t  
a u d i t  ev idence ,  and

L » .  . .
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(2) t h e  a u d i t o r s  knowledge s t r u c t u r e s  in  a 
sense a re  c u r r e n t  a u d i t  ev idence (p. 27).

Based on t h e  fo re g o in g ?  W a l l e r  and F e l i x  p ro p o se  a 

d e s c r i p t i v e  m odel  o f  t h e  a u d i t o r ' s  s e a r c h  f o r  and 

a s s i m i l a t i o n  o f  c u r r e n t  a u d i t  e v i d e n c e .  The fo c u s  i s  on 

t h e  a u d i t o r ' s  s c h e m a t ic  i n f o r m a t i o n  p r o c e s s i n g  ( i .e .?  t h e  

i n t e r a c t i o n  of two types  of  knowledge s t r u c t u r e s ,  t e m p la te -  

schemata and p rocedura l-schem ata) .  Im p l ic a t io n s  fo r  fu tu r e  

r e s e a r c h  a r e  t h e n  d i s c u s s e d  w i th  r e s p e c t  t o  fo u r  m ajor  

s t a g e s  o f  th e  opinion fo rm u la t io n  process? (1) decid ing  to  

p e r fo rm  t h e  a u d i t ;  (2) g a i n i n g  an u n d e r s t a n d in g  o f  t h e  

c l i e n t  and i t s  en v iro n m en t?  (3) p l a n n i n g  and e x e c u t io n  o f  

a u d i t  a c t i v i t i e s ;  and (4) forming an opinion.

In summary, th e  fo l lo w in g  co nc lu s ion s  can be drawn from 

t h e  p r e c e d i n g  re v ie w  o f  t h e  l i t e r a t u r e .  F i r s t ,  c u r r e n t  

knowledge about th e  a u d i t o r ' s  opinion fo rm u la t io n  process  

i s  l i m i t e d .  F e l i x  and Kinney [1982] ,  and Jo y ce  and Libby 

[1982] have  p o i n t e d  o u t  s p e c i f i c  a r e a s  where r e s e a r c h  on 

a u d i t o r s '  judgment i s  l a c k i n g  and needed .  Second, w h i l e  

norm ative  models a re  e s s e n t i a l  fo r  e v a lu a t in g  the  accuracy 

(or "qua li ty " )  of a u d i t  judgments, d e s c r i p t i v e  frameworks 

a re  e q u a l l y  important  in  p ro v id in g  a b e t t e r  understanding  

o f  a u d i t o r s '  d e c is io n  making p ro cesses .  The framework and 

s tudy p re sen ted  in  t h i s  paper a re  an a t tem pt t o  c o n t r ib u te  

to  th e  c u r r e n t l y  l im i t e d  knowledge about a u d i to r s '  judgment, 

and a re  p r im a r i l y  d e s c r i p t i v e .
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M a te r i a l i t y

The h y p o th e s e s  d e v e lo p e d  in  t h e  n ex t  s e c t i o n  were 

t e s t e d  in  t h e  c o n t e x t  o f  a s p e c i f i c  a u d i t  d e c i s i o n .  The 

m a t e r i a l i t y  judgment was examined. The fo l lo w in g  provided 

the  b a s i s  fo r  the  p re se n t  re search .

The C o n c e p t

M a t e r i a l i t y  judgments pervade th e  f i n a n c i a l  accounting

and r e p o r t i n g  p r o c e s s .

I t  i n f lu e n c e s  d e c is io n s  regard ing  the  c o l l e c t i o n ,  
c l a s s i f i c a t i o n ,  measurement, and summarization of 
d a t a  c o n c e rn in g  th e  r e s u l t s  o f  an e n t e r p r i s e ' s  
economic a c t i v i t i e s .  I t  a l s o  b e a r s  on d e c i s i o n s  
concerning th e  p r e s e n t a t io n  of t h a t  da ta  and
th e  r e l a t e d  d i s c l o s u r e s  in  f i n a n c i a l  s ta tem en ts ,
[PASB 1975, p. 3 ] ,

M a t e r i a l i t y  has  s i g n i f i c a n c e  t o  bo th  a c c o u n t in g  and

au d i t in g .  According to  Holstrum and Messier [1982],

The accounting concept of m a t e r i a l i t y  i s  r e l a t e d  
to  th e  minimum amount o f  omission or missta tement 
t h a t  would in f lu e n c e  th e  judgment of a reasonab le  
u s e r  o f  f i n a n c i a l  i n f o r m a t i o n .  The c o n c ep t  of 
m a t e r i a l i t y  i s  important in  au d i t in g  because i t  i s  
a major determinant o f  the  scope of the  a u d i t  (and 
t h e  e x t e n t  o f  a u d i t  t e s t s )  and i s  i n h e r e n t  in  t h e  
a u d i t o r ' s  s tandard  opin ion  (p. 46).

However, as L e s l i e  [1984] n o te s ,  t h i s  i s  not to  imply t h a t

t h e r e  a r e  two m a t e r i a l i t i e s .  R a th e r ,  t h e  "amount" i s  t h e

same w h i l e  t h e  c o n t e x t  o f  t h e  u s e s  may d i f f e r  (Chapter  2,

p .  2 ) .  The p r e s e n t  s t u d y  ex a m in ed  an  a c c o u n t i n g

m a t e r i a l i t y  i s su e .
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B o th  q u a l i t a t i v e  and q u a n t i t a t i v e  f a c t o r s  must  

presumably be considered in  making m a t e r i a l i t y  judgments. 

For e x a m p le r " m a t e r i a l i t y  judgm ents  a r e  made in  l i g h t  o f  

s u r r o u n d in g  c i r c u m s ta n c e s  and n e c e s s a r i l y  i n v o l v e  bo th  

q u a n t i t a t i v e  and q u a l i t a t i v e  c o n s id e r a t io n s ” [AICPA 1984? 

AD 312]. P re sen t ly ?  the  a u t h o r i t a t i v e  l i t e r a t u r e  p ro v id es  

l i t t l e  guidance fo r  determining m a t e r i a l i t y .  The F in an c ia l  

Accounting Standards Board (FASB) has concluded t h a t  based 

on the  r e p re s e n ta t io n s  made to  th e  Board in  response to  the  

D iscuss ion  Memorandum? C r i t e r i a  fo r  Determining M a t e r i a l i t y  

[FASB 1975]:

The predominant view i s  t h a t  m a t e r i a l i t y  judgments 
can  p r o p e r l y  be made o n l y  by t h o s e  who hav e  a l l  
t h e  f a c t s .  The B o ard 's  p r e s e n t  p o s i t i o n  i s  t h a t  
no g e n e r a l  s t a n d a r d s  of  m a t e r i a l i t y  c o u ld  be 
f o r m u l a t e d  t o  t a k e  i n t o  a c c o u n t  a l l  t h e  
c o n s i d e r a t i o n s  t h a t  e n t e r  i n t o  an e x p e r i e n c e d  
human judgment [FASB 1980? AC 1220.131].

N eve r the less?  the  a u t h o r i t a t i v e  accounting l i t e r a t u r e  does

con ta in  s p e c i f i c  q u a n t i t a t i v e  m a t e r i a l i t y  g u id e l in e s  fo r

c e r t a i n  f i n a n c i a l  d i s c l o s u r e s .  For example? A ccounting

P r i n c i p l e s  Board (APB) O pin ion  No. 15 s t a t e s  t h a t  i f  t h e

r e d u c t i o n  in  e a r n i n g s  p e r  s h a re  (EPS) i s  l e s s  t h a n  3

p e rcen t  in  the  aggregate? th e  d i s c lo s u r e  o f  f u l l y  d i l u t e d

EPS i s  n o t  r e q u i r e d .  S i m i l a r l y ?  S ta te m e n t  o f  F i n a n c i a l

Accounting Standards (SFAS) No. 14 s t a t e s  t h a t  a segment of

a b u s i n e s s  becomes r e p o r t a b l e  i f  i t s  r e v e n u e  e q u a l s  o r
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e x c e e d s  10 p e r c e n t  o f  t h e  com bined  r e v e n u e s .  O th e r  

q u a n t i t a t i v e  g u i d e l i n e s ,  though  n o t  p r e s c r i b e d  by t h e  

a u t h o r i t a t i v e  l i t e r a t u r e ,  a r e  commonly u s e d  i n  t h e  

a c c o u n t in g  p r o f e s s i o n .  These i n c l u d e  5% t o  10% o f  income 

b e f o r e  t a x ,  1/2% o f  a s s e t s ,  1% o f  e q u i t y ,  and 1/2% o f  

reven ue  ( e .g . ,  L e s l i e  [1984] ,  C h ap te r  4 ) .

As noted e a r l i e r ,  in  a d d i t io n  to  q u a n t i t a t i v e  f a c t o r s ,  

q u a l i t a t i v e  v a r i a b l e s  must a l s o  be c o n s i d e r e d .  The 

D i s c u s s i o n  M em orandum , C r i t e r i a  f o r  D e t e r m i n i n g  

M a t e r i a l i t y ,  i d e n t i f i e d  s e v e r a l  n o n q u a n t i t a t i v e  f a c t o r s  

t h a t  p re su m a b ly  a f f e c t  m a t e r i a l i t y  jud gm en ts .  These 

inc lud e  environm ental  f a c t o r s ,  e n t e r p r i s e  r e l a t e d  f a c t o r s ,  

a c c o u n t i n g  p o l i c i e s ,  u n c e r t a i n t y ,  and  c i r c u m s t a n c e s  

s u r ro u n d in g  a m a t t e r  and i t s  c h a r a c t e r i s t i c s  [FASB 1975, 

C h ap te r  IV ] .  However, t h e  a u t h o r i t a t i v e  l i t e r a t u r e  does 

n o t  p r e s c r i b e  any s p e c i f i c  q u a l i t a t i v e  g u i d e l i n e s  f o r  

determining m a t e r i a l i t y .

Empirical Research

Numerous s t u d i e s  h a v e  b ee n  c o n d u c t e d  t o  e x a m in e  

m a t e r i a l i t y  judgments. Holstrum and M essier [1982] p rov ide  

a r e v ie w  and i n t e g r a t i o n  o f  r e s e a r c h  on m a t e r i a l i t y .  The 

a u t h o r s  c l a s s i f y  t h e  e m p i r i c a l  r e s e a r c h  a l o n g  two 

d im ens ions?  (1) t h e  g e n e r a l  t y p e  o f  r e s e a r c h  method 

employed ( a r c h i v a l ,  s u r v e y  q u e s t i o n n a i r e ,  o r  judgm ent-  

c a p t u r i n g  expe r im en t)  and (2) t h e  t y p e  o f  group b e in g
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i n v e s t i g a t e d  ( u s e r s ,  a u d i t o r s ,  o r  c o m p a r a t iv e  s t u d i e s  of  

u s e r s ,  a u d i t o r s ,  and p r e p a r e r s ) .

Two major co n c lu s io n s  fo l lo w in g  th e  i n t e g r a t i o n  o f  th e  

re sea rch  f in d in g s  a re  o f  p a r t i c u l a r  i n t e r e s t  t o  the  p re s e n t  

s tudy.  F i r s t ,  Holstrum and Messier observe  t h a t  em p i r ic a l  

i n v e s t i g a t i o n s  ( e .g . ,  F i r t h  [1979] ,  and M o r i a r i t y  and 

Barron [1976]) t h a t  have t e s t e d  the  r e l a t i v e  importance of 

v a r io u s  f a c t o r s  in  m a t e r i a l i t y  judgment foiund t h a t  th e  most 

important f a c t o r  was th e  percentage  e f f e c t  on income. They 

add ,  "A d i s t a n t  second  i n  im por tance  was t h e  ‘e f f e c t  on 

e a r n i n g s  t r e n d , ' "  (p. 58).  In  l i g h t  o f  su ch  f i n d i n g s ,  t h e  

p r e s e n t  s t u d y  used  " p e r c e n t a g e  o f  income" a s  a m easure  o f  

m a t e r i a l i t y  t h r e s h o ld .  Second, with r e s p e c t  to  comparative 

s t u d i e s ,  t h e  a u t h o r s  s t a t e  t h a t  t h e  r e s u l t s  a r e  somewhat 

mixed with r e sp e c t  to  th e  conservat ism  o f  a u d i to r s  r e l a t i v e  

to  u se rs  of  f i n a n c i a l  s ta tem en ts .  In o th e r  words, a u d i to r s  

a re  not always c o n s i s t e n t l y  more or l e s s  c o n s e r v a t iv e  than  

f i n a n c i a l  s t a t e m e n t  u s e r s .  The framework used  in  t h i s  

s t u d y  p r o v i d e s  a m e a n s  o f  i n v e s t i g a t i n g  s u c h  

i n c o n s i s t e n c i e s  i n  judgment between u s e r s  and a u d i t o r s .  

This i s  d iscu ssed  in  Chapter VI.

L i t t l e  r e s e a r c h  has  been co n d u c te d  t o  examine t h e  

e f f e c t  o f  q u a l i t a t i v e  f a c t o r s  on m a t e r i a l i t y  judgm en ts .  

R e c e n t l y ,  K ro g s ta d ,  E t t e n s o n  and S h a n te a u  [1984] s t u d i e d  

t h e  im p a c t  o f  n o n f i n a n c i a l  c u e s  on t h e  p e r c e i v e d
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m a t e r i a l i t y  of  a proposed a d ju s t in g  en try .  Sub jec ts  were 

a u d i t  p a r t n e r s  and s e n i o r s ,  and a u d i t i n g  s t u d e n t s .  F iv e  

n o n f in a n c ia l  cues were examined and each was v a r ie d  ac ross  

two l e v e l s  as  fo l low s:

(1) a d i v e r s i f i e d  f i r m  in  an expand ing  i n d u s t r y  
v s .  a n o n d i v e r s i f i e d  f i r m  in  a d e c l i n i n g  
indus try?

(2) a c l o s e l y  h e l d  p r i v a t e  c o r p o r a t i o n  w i th  
c r e d i t o r s  b e i n g  t h e  p r i m a r y  u s e r s  o f  
f i n a n c i a l  s t a t e m e n t s  v s .  a p u b l i c l y  h e l d  
c o r p o r a t i o n  w i t h  s t o c k h o l d e r s  b e i n g  t h e  
primary u se rs  of  th e  f i n a n c i a l  s ta tem en ts ;

(3) a management which i s  com ple te ly  c o o p e ra t iv e  
and open in  a i l  d e a l in g s  with th e  a u d i t  f irm 
v s .  a m a n a g e m e n t  w h i c h  i s  l e s s  t h a n  
c o m p l e t e l y  c o o p e r a t i v e  and o pen  i n  a l l  
d e a l in g s  with  th e  a u d i t  f irm ;

(4) a m anagem ent  t h a t  f o l l o w s  c o n s e r v a t i v e  
a c c o u n t in g  p o l i c i e s  v s .  a management t h a t  
fo l lo w s  u n co n se rv a t iv e  accounting p o l i c i e s ;

(5) t h e  p r e s e n c e  o f  s t r o n g  i n t e r n a l  c o n t r o l  
p r o c e d u r e s  v s .  t h e  p r e s e n c e  o f  in a d e q u a te  
i n t e r n a l  c o n t ro l  procedures .

In a d d i t io n ,  t h re e  f i n a n c i a l  cues in c lu d in g  " e f f e c t  on n e t

income” were s tu d ied .  The r e s u l t s  in d ica ted  t h a t  w hile  the

practitioners (audit partners and seniors) focused on
" e f f e c t  on n e t  income,"  th e y  a l s o  used t h e  n o n f i n a n c i a l

i n f o r m a t i o n  t o  f i n e - t u n e  t h e i r  judgm en ts .  P a r t n e r s  were

o b s e rv e d  t o  r e l y  more th a n  s e n i o r s  on cu e s  r e l a t i n g  t o

" p r i m a r y  u s e r s , "  " a c c o u n t i n g  p o l i c i e s , "  and " i n t e r n a l

c o n t ro l . "  S en io rs ,  on the  o the r  hand, focused more on the

" i n d u s t r y  t r e n d ” cue .  F i n a l l y ,  s t u d e n t s  r e l i e d  more th a n
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the  p r a c t i t i o n e r s  on th e  n o n f in a n c ia l  in form ation .

The p re se n t  re search  s i m i l a r l y  p ro v id es  in s ig h t s  in to  

the  e f f e c t  of s e l e c te d  q u a l i t a t i v e  f a c to r s  on m a t e r i a l i t y  

judgments. In p a r t i c u l a r ,  t h i s  s tudy  demonstrates t h a t  th e  

use  o f  commonly u t i l i z e d  q u a n t i t a t i v e  g u i d e l i n e s  i s  

i n f l u e n c e d  by q u a l i t a t i v e  f a c t o r s  r e l a t i n g  to the 
management of the  a u d i t  c l i e n t .

HE?" ■ ' _
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CHAPTER III

THEORETICAL FRAMEWORK AND HYPOTHESES

T h is  s e c t i o n  p r e s e n t s  t h e  t h e o r y  o f  c o r r e s p o n d e n t  

i n f e r e n c e s  p r o p o s e d  by J o n e s  and  D a v i s  [ 1 9 6 5 ] ,  and 

d i s c u s s e s  i t s  r e l e v a n c e  t o  t h e  i n v e s t i g a t i o n  o f  t h e  

i n d e p e n d e n t  a u d i t o r ’s a s s e s s m e n t  o f  m a n a g e m e n t ' s  

d i s p o s i t i o n .  Hypotheses a re  then developed with re sp e c t  to  

b o t h  t h e  d e t e r m i n a n t s  o f  a u d i t o r s '  p e r c e p t i o n  o f  

management's a t t r i b u t e s ,  and i t s  impact on subsequent a u d i t  

d e c is io n s .

The Theory of Correspondent In fe rences  

The t h e o r y  o f  c o r r e s p o n d e n t  i n f e r e n c e s  [ Jones  and 

Davis ,  1965] i s  concerned  w i th  i n d i v i d u a l s '  a t t e m p t s  t o  

make i n f e r e n c e s  abou t  t h e  d i s p o s i t i o n s  o f  o t h e r s  from 

observ ing  t h e i r  behavior .  "Correspondence", which i s  the  

main co n cep t  o f  t h e  t h e o r y ,  r e f e r s  t o  t h e  c l a r i t y  o r  

d i r e c tn e s s  o f  the  r e l a t i o n  between the  in f e r r e d  d i s p o s i t i o n  

and t h e  o b s e rv e d  b e h a v io r .  C o rre spondence  i s  s a i d  t o  be
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h ig h  i f  an o b s e r v e r  p e r c e i v e s  t h a t  a g iv e n  a c t i o n  can be 

due to  on ly  one d i s p o s i t i o n .  C onverse ly ,  i f  the  a c t io n  can 

be a t t r i b u t e d  t o  s e v e r a l  f a c t o r s  o r  d i s p o s i t i o n s ,  

c o r re s p o n d e n c e  i s  low [West and W ick lund ,  1980, p .  117].  

T h is  s tu d y  examined in d e p e n d e n t  a u d i t o r s '  c o r r e s p o n d e n t  

( d i s p o s i t io n a l )  in fe ren ces  about management from observ ing  

i t s  behav ior .

Throughout the  remainder of  t h i s  paper ,  no a t tem pt was

made t o  d i s t i n g u i s h  among t h e  d i f f e r e n t  d i s p o s i t i o n s  o f

management. In a d d i t io n  to  i n t e g r i t y ,  o the r  a t t r i b u t e s  of

m a n a g e m e n t  m u s t  be  c o n s i d e r e d  i n  l i g h t  o f  i t s

r e s p o n s i b i l i t y  as de f ined  by th e  p r o f e s s io n a l  s tand ards :

Management has  t h e  r e s p o n s i b i l i t y  f o r  a d o p t in g  
sound a c c o u n t in g  p o l i c i e s ,  f o r  m a i n t a i n i n g  an 
adequate and e f f e c t i v e  system of accounts ,  fo r  th e  
safeguard ing  of  a s s e t s ,  and fo r  d e v is in g  a system 
of  i n t e r n a l  c o n t r o l  t h a t  w i l l ,  among o th e r  t h in g s ,  
h e l p  a s s u r e  t h e  p r o d u c t i o n  o f  p r o p e r  f i n a n c i a l  
s ta tem en ts ,  [AICPA 1984, AU 110.02].

Thus, fo r  example, management's a t t i t u d e  toward c o n t ro l  

i s  a l s o  an e s s e n t i a l  de term inan t  of i t s  a b i l i t y  to  f u l f i l l  

i t s  s tew ardship  fu n c t io n .  Rather than examining s p e c i f i c  

c h a r a c t e r i s t i c s ,  t h i s  s t u d y  f o c u s e d  on t h e  g e n e r a l  

d i s p o s i t i o n  o f  management which was a s s e s s e d  a g a i n s t  i t s  

s t a t e d  r e s p o n s i b i l i t y .  In  p a r t i c u l a r ,  i n d e p e n d e n t  

auditors® a b i l i t y  to  d i s t i n g u i s h  between even ts  r e s u l t i n g  

from management's  d i s p o s i t i o n  and t h o s e  due t o  o t h e r  

f a c t o r s  was examined. The s tudy  of  s p e c i f i c  d i s p o s i t i o n a l
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i n f e r e n c e s  a p p e a r s  t o  be a l o g i c a l  s u b j e c t  f o r  f u t u r e  

re se a rc h .

Des i r a bi l i t y  and Ciioice

In  o r d e r  t o  i n f e r  d i s p o s i t i o n s  from a c t i o n s ,  two 

p re c o n d i t io n s  must be met. The p e r c e iv e r  must b e l i e v e  t h a t  

(1) t h e  a c t o r  was aware t h a t  h i s  a c t i o n s  would have  t h e  

o b s e rv e d  e f f e c t s ,  and (2) t h e  a c t o r  had t h e  a b i l i t y  t o  

b r i n g  a b o u t  t h e  o b s e r v e d  e f f e c t s  [ Jon es  and D a v is ,  1965, 

pp. 220-221]. In  th e  a u d i t in g  c o n te x t ,  both  p r e r e q u i s i t e s  

a p p e a r  t o  be s a t i s f i e d .  S p e c i f i c a l l y ,  t h e  a u d i t o r  may 

r e a s o n a b l y  a ssum e  t h a t  m an ag e m e n t ,  by v i r t u e  o f  i t s  

r e s p o n s i b i l i t y ,  (1) i s  aware o f  t h e  con seq u en ces  o f  i t s  

a c t i o n s  (or d e c i s i o n s ) ,  and (2) h as  t h e  c a p a c i t y  t o  t a k e  

such  a c t i o n s .  Once t h e  two p r e c o n d i t i o n s  a r e  met, t h e  

o b se rv e r  w i l l  cons ider  th e  d e s i r a b i l i t y  o f  th e  behav io r ,  as 

w e l l  a s  t h e  a c t o r ' s  d e g re e  o f  c h o ic e  in  p e r fo rm in g  t h e  

behav io r  in  o rder  to  make an in fe ren ce .

D e s i r a b i l i t y  r e f e r s  t o  th e  o b s e r v e r ' s  p e rcep t io n  of  th e  

l i k e l i h o o d  t h a t  th e  average  person  would perform th e  same 

b e h a v i o r  un d er  s i m i l a r  c i r c u m s t a n c e s  [West and W ick lund ,  

1 9 8 0 ,  p .  1 1 8 ] .  F o r  e x a m p l e ,  a t r a n s a c t i o n  made by 

management w i l l  be p e rc e iv e d  by th e  independent a u d i to r  to  

be d e s i r a b l e  i f  he b e l i e v e s  t h a t  o th e rs  would engage in  th e  

t r a n s a c t i o n  under  t h e  same c i r c u m s t a n c e s .  D e s i r a b l e  

a c t io n s  a re  u n in fo rm at ive  and do not a l l o w  the  observe r  to
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make a d i s p o s i t i o n a l  i n f e r e n c e  a b o u t  t h e  a c t o r .  

C onverse ly ,  behav io rs  t h a t  a re  u n d es i ra b le  (or unusual) are  

more l i k e l y  to  l e a d  t h e  p e r c e i v e r  t o  make an i n f e r e n c e  

about th e  d i s p o s i t io n  of  th e  a c to r .

Jones and M cG il l is  [1976] e x p la in  d e s i r a b i l i t y  in  terms 

of d e v i a t i o n  from ex pec tan c ie s ,  A behavior  i s  d e s i r a b l e  to  

the  e x te n t  t h a t  i t  f i t s  th e  p e r c e iv e r ' s  p r i o r  expec ta t ions  

a b o u t  t h e  a c t o r .  They  f u r t h e r  d i s t i n g u i s h  b e tw e e n  

ca tegory-based  expec tanc ies  and t a r g e t - b a s e d  e x p e c t a n c i e s  

(pp. 393 -3 94 ) .

Category-based exp ec tan c ie s  d e r iv e  from t h e  p e r c e iv e r ' s  

k n o w le d g e  t h a t  t h e  t a r g e t  p e r s o n  i s  a member o f  a 

p a r t i c u l a r  c l a s s ,  ca tego ry  or re fe rence  group. I f  an ac to r  

i s  a member of a g i v e n  c a t e g o r y ,  one would ex p e c t  t o  

observe  behavior  t h a t  i s  c o n s i s t e n t  with th e  modal behavior 

o f  t h e  c a te g o r y .  A c t io n s  t h a t  d e p a r t  from t h e  modal 

b ehav io r  expec tanc ies  w i l l  be p erce ived  as u n d e s i ra b le .

Targe t-based  exp ec tan c ie s  d e r iv e  from p r i o r  information 

a b o u t  t h e  s p e c i f i c  i n d i v i d u a l  a c t o r .  These e x p e c t a t i o n s  

can  be  i n f e r r e d  f ro m  p r e v i o u s  o b s e r v a t i o n s  o f  t h e  

co n s is ten cy  of th e  a c t o r ' s  behavior  over  time and modality .  

As i n  t h e  ca se  o f  c a t e g o r y - b a s e d  e x p e c t a n c i e s ,  b e h a v io r  

which d e v i a t e s  from t a r g e t - b a s e d  e x p e c t a n c i e s  w i l l  be 

p e rc e iv e d  as u n d e s i ra b le .

In  t h e  p r e s e n t  c o n t e x t ,  th e  in d e p e n d e n t  a u d i t o r ' s

L,
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e x p e c t a n c i e s  a b o u t  m anagem ent a r e  d e f i n e d  by t h e  

p r o f e s s i o n a l  a u d i t i n g  s t a n d a r d s  i n  t e r m s  o f  i t s  

(management's) r e s p o n s i b i l i t i e s  (e .g . ,  AICPA [1984] ,  AD 

110.02).  Such c a t e g o r y - b a s e d  e x p e c t a n c i e s  t h e r e f o r e ,  

p r o v i d e  a b a s i s  f o r  d e t e r m in in g  t h e  d e s i r a b i l i t y  o f  

management's a c t io n s .  Accordingly ,  one may p o s t u l a t e  t h a t  

an o b s e r v e r  i s  more l i k e l y  t o  make a d i s p o s i t i o n a l  

in fe rence  about management when i t  engages in  a t r a n s a c t io n  

t h a t  i s  i n c o n s i s t e n t  w i th  i t s  r e s p o n s i b i l i t i e s  (e .g . ,  a 

t r a n s a c t i o n  t h a t  i s  n o t  i n  t h e  b e s t  i n t e r e s t  o f  t h e  

company's s t o c k h o l d e r s ) .

The independent a u d i to r  may s i m i l a r l y  have ta rg e t -b a s e d  

expec tanc ies  a g a in s t  which to  a ssess  the  d e s i r a b i l i t y  of a 

g iven a c t io n  by management. These ex p e c ta t io n s  may d e r iv e  

from p r e v i o u s  o b s e r v a t i o n s  o f  management's  b e h a v io r  in  

s i m i l a r  s i t u a t i o n s .  Jo n es  and M c G i l l i s  [1976] n o t e ,  

however, t h a t  th e re  appears  to  be no sys tem atic  d i f f e re n c e s  

between th e  e f f e c t  of d e v i a t i n g  from ca tegory-based  versus  

t a r g e t - b a s e d  expec tanc ies  (p. 398).

A second f a c to r  which determines th e  l i k e l i h o o d  t h a t  an 

o b s e r v e r  w i l l  make a d i s p o s i t i o n a l  i n f e r e n c e  abou t  an 

a c t o r  i s  t h e  p e r c e i v e d  d e g re e  o f  c h o ic e  in  p e r fo rm in g  th e  

b e h a v i o r .  The more b e h a v i o r a l  f r e e d o m  an a c t o r  i s  

p e r c e i v e d  t o  have  in  en g ag in g  in  an a c t i o n ,  t h e  more 

co n f id en t  th e  observe r  w i l l  be t h a t  the  a c t io n  r e f l e c t s  an
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under ly ing  d i s p o s i t io n .  On the  o the r  hand, i f  th e  behav ior  

i s  p e r c e i v e d  t o  have  been pe r fo rm ed  i n  t h e  p r e s e n c e  of 

e n v i ro n m e n ta l  p r e s s u r e s ,  i t  w i l l  be u n c l e a r  w hether  t h e  

behavior  was caused by s i t u a t i o n a l  or d i s p o s i t i o n a l  f a c to r s  

[West and Wicklund, 1980, p. 119].

In  summary? a c c o rd in g  t o  t h e  t h e o r y  o f  c o r r e s p o n d e n t  

i n f e r e n c e s ,  an o b s e r v e r  i s  most l i k e l y  t o  i n f e r  t h a t  a 

g iv e n  a c t i o n  r e f l e c t s  an u n d e r l y i n g  d i s p o s i t i o n  o f  t h e  

ac to r  when the  l a t t e r  i s  p e rce iv ed  to  have ac ted  f r e e l y  and 

when t h e  b e h a v io r  i s  i n c o n s i s t e n t  w i th  t h e  p e r c e i v e r ' s  

p r i o r  e x p e c t a t i o n s  c o n c e r n i n g  t h e  p a r t i c u l a r  a c t o r .  

F u r th e r ,  i f  th e  p e rce iv ed  d e s i r a b i l i t y  i s  h igh, and/or  the  

p e rce iv ed  degree of  choice i s  low, correspondence w i l l  be 

t r i v i a l  a n d /o r  ambiguous [ Jo n es  and D a v is ,  1965, p .  229] .  

These p r e d ic t io n s  have been t e s t e d  and supported in  s o c i a l  

p sy c h o lo g y  (see  f o r  exam ple ,  J o n e s  and H a r r i s  [19 6 7 ] ,  and 

Jones, Worchel, Goethals  and Grumet [1971]).

Based on th e  fo rego ing ,  th e  f i r s t  hypothes is  i s  s t a t e d  

as fo l lo w s :

HI: S ub jec ts  a re  most l i k e l y  to  make a d i s p o s i t i o n a l  
in fe rence  about management when a t r a n s a c t io n  i s  
p e r c e i v e d  t o  be u n d e s i r a b l e  and made under  
con d i t ion s  of  high choice.

Knowledge About the. Tayrggt.

In  e x a m in in g  t h e  im p a c t  o f  p e r c e i v e d  c h o i c e  and 

d e s i r a b i l i t y  on t h e  o b s e r v e r ' s  l i k e l i h o o d  of  making a
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d i s p o s i t i o n a l  i n f e r e n c e ,  one roust c o n s i d e r  t h e  e x t e n t  of 

t h e  o b s e r v e r ' s  knowledge a b o u t  t h e  a c t o r .  J o n e s  and 

M cG il l i s  [1976] note t h a t ,  " I f  a p e r c e iv e r  has f i rm  p r i o r  

knowledge about th e  t a r g e t  person  and the  l a t t e r  behaves in  

a h i g h l y  u n ex p e c ted  way, t h e  p e r c e i v e r  may a t t r i b u t e  h i s  

behav io r  t o  th e  s i t u a t i o n  r a t h e r  than change h i s  conception  

o f  t h e  p e r s o n .  I f  e x p e c t a t i o n s  abou t  t h e  s i t u a t i o n  a r e  

f i rm er than  those  about th e  a c to r ,  th e re  should be a change 

i n  p e r s o n  a t t r i b u t i o n , ” (p. 4 0 0 ) .  Such a b o u n d a r y

c o n d i t i o n  a p p e a r s  t o  be r e l e v a n t  f o r  i n v e s t i g a t i n g  th e  

a u d i t o r - c l i e n t  a s s o c ia t io n  i s s u e  (note 1). S p e c i f i c a l l y ,  

d i f f e r e n c e s  in  a u d i t  judgments between a new c l i e n t  and an 

e s t a b l i s h e d  c l i e n t  may be a t t r i b u t e d  t o  t h e  a u d i t o r ' s  

d i f f e r e n t i a l  knowledge about th e  two c l i e n t s  assuming t h a t  

c a u s a l  i n f e r e n c e s  i n f l u e n c e  s u b s e q u e n t  judgm ents  (see 

consequences o f  d i s p o s i t i o n a l  in fe ren ces ) .  The independent 

a u d i to r  presumably has f i rm  knowledge about the  management 

of an e s t a b l i s h e d  c l i e n t  whereas he has r e l a t i v e l y  l i t t l e  

k n o w le d g e  a b o u t  t h e  m anagem ent  o f  a new c l i e n t .  

Furthermore, the  a u d i t o r ' s  p e rcep t io n  o f  management must 

be a t  l e a s t  r e a s o n a b l y  f a v o r a b l e  o th e r w is e  he would 

w i thd raw  from t h e  engagem ent.  A c c o rd in g ly ,  t h e  second 

hypo thes is  i s :

H2: S u b jec ts  a re  more l i k e l y  t o  make a d i s p o s i t i o n a l  
i n f e r e n c e  abo u t  t h e  management o f  a new c l i e n t  
than  t h a t  of a con t inu ing  one.
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Consequences q£. Q4gP.9.sjlfr.A9.agI Ip f  exeQSSg.

The hypotheses developed  thus  f a r  have d e a l t  w ith  only  

t h e  d e t e r m i n a n t s  o f  a u d i t o r s '  p e r c e p t i o n  o f  management's 

d i s p o s i t i o n s .  The f o l l o w i n g  s e c t i o n  d i s c u s s e s  t h e  

c o n se q u e n c e s  o f  making d i s p o s i t i o n a l  i n f e r e n c e s  abou t  

management•

Research in  a t t r i b u t i o n  th eo ry  has in  g en e ra l  p rov ided  

r e l a t i v e l y  weak support  f o r  th e  l i n k  between a t t r i b u t i o n s  

and co n se q u en ces  ( see  f o r  exam ple ,  M i t c h e l l  [1 98 2 ] ,  and 

K e l l e y  and M ic h e la  [1 9 8 0 ] ) .  In t h e  a u d i t i n g  c o n t e x t ,  

however, i t  i s  recognized t h a t  th e  independent a u d i to r  roust
m

con s ide r  the  d i s p o s i t i o n s  of management during  th e  course 

o f  t h e  e x a m in a t io n .  For exam ple ,  " . . .  t h e  a u d i t o r  s h o u ld  

be aware of the  importance of  management's i n t e g r i t y  to  the  

e f f e c t i v e  o p e r a t i o n  o f  i n t e r n a l  c o n t r o l  p r o c e d u r e s  and 

should  cons ide r  whether th e r e  a re  c ircum stances  t h a t  might 

p r e d i s p o s e  management t o  m i s s t a t e  f i n a n c i a l  s t a t e m e n t s , "  

[AICPA, 1984, AU 327.09]. Thus, a ca u sa l  in fe ren ce  made by 

th e  independent a u d i to r  should  in f lu e n c e  subsequent a u d i t  

judgments to  the  ex te n t  t h a t  i t  i s  d i s p o s i t i o n a l .  Of major 

c o n c e rn  i s  t h e  i d e n t i f i c a t i o n  o f  u n d e s i r a b l e  management 

a t t r i b u t e s .

D i s p o s i t io n a l  in fe ren ces  about management may in f lu e n c e  

th e  a u d i t o r ' s  judgments and d e c is io n s  in  s e v e r a l  ways. For 

exam ple ,  as  m en t ioned  e a r l i e r ,  t h e  scope  o f  t h e  a u d i t o r ' s
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examination would be a f f e c te d  by circumstances t h a t  r a i s e  

q u e s t i o n s  c o n c e rn in g  th e  i n t e g r i t y  o f  management [AICPA, 

1 9 84 ,  AO 3 2 7 .0 6 ] ,  The p e r c e p t i o n  o f  an u n d e s i r a b l e  

management a t t r i b u t e  should presumably lead  one to  expect a 

g r e a t e r  l i k e l i h o o d  o f  m a t e r i a l  e r r o r s  or  i r r e g u l a r i t i e s .  

The a u d i t  p r o c e d u r e s  w o u ld  t h e r e f o r e  be m o d i f i e d  

acco rd ing ly .

I n f e r e n c e s  ab o u t  management's  d i s p o s i t i o n s  may a l s o  

i n f lu e n c e  o th e r  types  of d e c is io n s  such as those  r e l a t i n g  

to  d i s c l o s u r e  i s s u e s .  For example, the  independent a u d i to r  

may ju d g e  i t  more im p o r ta n t  t o  d i s c l o s e  an u n d e s i r a b l e  

t r a n s a c t i o n  a c c o r d i n g  t o  g e n e r a l l y  a c c e p te d  a c c o u n t in g  

p r i n c i p l e s  i f  t h a t  t r a n s a c t i o n  i s  a t t r i b u t e d  t o  a 

management d i s p o s i t i o n  th a n  i f  i t  i s  p e r c e i v e d  t o  have  

b ee n  c a u s e d  by s i t u a t i o n a l  f a c t o r s  t h a t  a r e  beyond  

management's c o n t ro l .

The foregoing examples i l l u s t r a t e  how in fe re n c e s  about 

management's  d i s p o s i t i o n s  may a f f e c t  a u d i t  d e c i s i o n s .  

Since th e  consequences of making a d i s p o s i t i o n a l  in fe rence  

depend on t h e  n a t u r e  of  t h e  d e c i s i o n  i n v o l v e d ,  t h e  t h i r d  

hypo thes is  i s  s t a t e d  as f o l lo w s :

H3: D is p o s i t io n a l  in fe ren ces  about management w i l l  
a f f e c t  s u b je c t s '  subsequent a u d i t  judgments 
( d e c i s io n s ) .
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I n s t i g a t i o n  aJL A t t r i b u t io n  P ro.ce_sses.

A major assumption u nd er ly in g  research  in  a t t r i b u t i o n  

t h e o r y  i s  t h a t  i n d i v i d u a l s  s p o n t a n e o u s l y  and n a t u r a l l y  

engage in  a t t r i b u t i o n  p r o c e s s e s .  T h is  c l a i m  has  been 

ch a l len g e d  in  recen t  years .  Enzle and Schopflocher [1978] 

con du c ted  a s tu d y  t o  d e te rm in e  t h e  e f f e c t  o f  answ er ing  

a t t r i b u t i o n  qu es t io n s  on a t t r i b u t i o n  p rocesses .  Sub jec ts  

re ce iv ed  h e lp  from a con federa te  who e i t h e r  was or was not 

s i t u a t i o n a l l y  f a c i l i t a t e d .  H a lf  o f  the  su b je c t s  were then 

a s k e d  t o  make d i s p o s i t i o n a l  i n f e r e n c e s  a b o u t  t h e  

c o n f e d e r a t e .  A l l  s u b j e c t s  s u b s e q u e n t l y  r a t e d  t h e  

co n fed e ra te 's  a t t r a c t i v e n e s s .  The r e s u l t s  were found to  be 

c o n s i s t e n t  w i th  t h e  d i s c o u n t i n g  p r i n c i p l e  [ K e l l e y ,  1971] 

o n l y  f o r  s u b j e c t s  who had been asked  t h e  a t t r i b u t i o n  

q u e s t i o n s .  The a u t h o r s  t h e r e f o r e  c l a i m  t h a t  a s k i n g  

a t t r i b u t i o n  ques t ions  may i n s t i g a t e  a t t r i b u t i o n  p rocesses  

t h a t  would o therwise  not occur.

More r e c e n t l y ,  Wong and Weiner [1981] conduc ted  f i v e  

e x p e r im e n ts  u s in g  a s e l f - p r o b e  m ethodology  to  examine 

w hether  i n d i v i d u a l s  engage in  sp o n tan eo u s  a t t r i b u t i o n a l  

a c t i v i t i e s .  The approach c o n s is te d  of  reques t ing  s u b je c t s  

to  re p o r t  any q u es t ion s  they  would ask them selves  fo l lo w in g  

a g iv e n  outcome. Based on th e  p redom inance o f  c a u s a l  

q u e s t i o n s  ( i . e . ,  "why" q u e s t i o n s ) ,  t h e  a u t h o r s  c o n c lu d e  

t h a t  i n d i v i d u a l s  do engage in  sp o n tan eo u s  a t t r i b u t i o n
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p r o c e s s e s .  F u r t h e r ,  t h e i r  r e s u l t s  i n d i c a t e  t h a t  

a t t r i b u t i o n a l  search  i s  most l i k e l y  when the  outcome of  an 

e v e n t  i s  n e g a t i v e  o r  u n e x p e c te d .  T h is  l a t t e r  f i n d i n g  i s  

c o n s i s t e n t  w i th  t h a t  o f  a s tu d y  done by P y sz c z y n sk i  and 

Greenberg [1981]. Using y e t  another approach (a v a r i a t i o n  

o f  t h e  i n f o r m a t i o n - s e a r c h  t e c h n i q u e ,  C a r r o l l  and Payne 

[1 9 7 6 ] ) ,  t h e s e  a u t h o r s  found t h a t  i n d i v i d u a l s  were more 

l i k e l y  t o  engage in  a t t r i b u t i o n a l  s e a r c h  when a g i v e n  

observed behav io r  d e v ia te d  from expec tanc ies  than when i t  

conformed to  expec tanc ies .

Thus, w h i le  the  p r o f e s s io n a l  a u d i t in g  s tandards  do not 

e x p l i c i t l y  r e q u i r e  in d e p e n d e n t  a u d i t o r s  t o  i n f e r  t h e  

d i s p o s i t i o n s  of management according to  th e  p r i n c i p l e s  of  

c o r r e s p o n d e n t  i n f e r e n c e  t h e o r y ,  i t  seems r e a s o n a b l e  t o  

assume t h a t  t h e  o b s e r v a t i o n  o f  an u n e x p e c te d  e v e n t  o r  

t r a n s a c t i o n  w i l l  i n s t i g a t e  the  a t t r i b u t i o n  p rocess .  Such 

an assumption must n e v e r t h e l e s s  be t e s t e d  s in c e  the  lack  of 

e v i d e n c e  t o  s u p p o r t  i t  may have  m ajor  i m p l i c a t i o n s .  In  

p a r t i c u l a r ,  i f  a u d i t o r s  do n o t  s p o n t a n e o u s l y  engage in  

a t t r i b u t i o n a l  p rocesses  a t  l e a s t  fo l lo w in g  th e  examination 

of  an unexpected t r a n s a c t i o n ,  th e  impact o f  i n s t i g a t i n g  the  

p rocess  on t h e i r  subsequent judgments should  be assessed .  

For ex am p le ,  e l i c i t i n g  a t t r i b u t i o n a l  s e a r c h  may l e a d  t o  

h igher  consensus among a u d i to r s .  C l e a r l y ,  such a f in d in g  

would have important im p l i c a t io n s  fo r  a u d i t in g  p r a c t i c e  and
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re se a rc h .

The s tu d y  d e s c r i b e d  in  t h e  f o l l o w i n g  c h a p t e r  was 

designed so as  to  a l lo w  th e  above-mentioned assumption to  

be t e s t e d .  The approach was s i m i l a r  to  t h a t  used by Enzle 

and S c h o p f lo c h e r  [1978] .  S p e c i f i c a l l y ,  h a l f  o f  th e  

s u b j e c t s  were asked  t o  answer t h e  a t t r i b u t i o n  q u e s t i o n s  

be fo re  making a u d i t  d e c is io n s .  The o ther  h a l f  responded to  

th e  same qu es t io n s  in  th e  re v e r s e  o rder .
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CHAPTER IV

RESEARCH METHOD

T h is  s tu d y  examined t h e  d e t e r m i n a n t s  o f  s u b j e c t s *  

p e r c e p t i o n  o f  m anagem en ts  d i s p o s i t i o n s  and i t s  im pac t  on 

t h e i r  subsequent judgment regard ing  a s p e c i f i c  accounting 

d i s c l o s u r e  i s s u e .  The th re e  f a c t o r s  (choicer d e s i r a b i l i t y  

and knowledge a b o u t  t a r g e t )  were each m a n ip u la t e d  a t  two 

l e v e l s :  c h o i c e  v s .  no c h o i c e ,  d e s i r a b l e  v s .  u n d e s i r a b l e ,  

and h ig h  v s .  low knowledge ab o u t  t a r g e t  ( i . e . ,  c o n t i n u i n g  

v s .  new c l i e n t ) .  These f a c t o r s  were c o m p l e t e l y  c r o s s e d  

in to  a 2 x 2 x 2 f a c t o r i a l  des ign  (see T ab le  1).

S u b j e c t s  were random ly  s e l e c t e d  t o  each  r e c e i v e  one 

case d e s c r ip t io n  r e f l e c t i n g  one of  th e  e ig h t  combinations 

of  th e  t h r e e  primary independent v a r i a b l e s .  They were then 

a s k e d  t o  (1) make an i n f e r e n c e  a b o u t  t h e  c a u s e  

( d i s p o s i t io n a l  vs .  s i t u a t i o n a l )  of the  t r a n s a c t io n ,  and (2) 

make d e c is io n s  r e l a t i n g  to  th e  g iven  d i s c l o s u r e  i s s u e .  The 

h y p o t h e s e s  d e v e l o p e d  i n  t h e  p r e v i o u s  c h a p t e r  were
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H

NEW FIRM CONTINUING FIRM

CHOICE NO CHOICE CHOICE NO CHOICE

DESIRABLE

UNDESIRABLE

Table 1: Research Design

su bsequen t ly  t e s t e d  using a n a l y s i s  of  v a r ia n ce  (ANOVA) and 

c o r r e l a t i o n a l  a n a ly s i s .

Subj e c t s

A t o t a l  o f  117 a u d i t o r s  from a l a r g e  i n t e r n a t i o n a l  

p u b l i c  accounting f irm  p a r t i c i p a t e d  in  the  experiment. The 

q u e s t i o n n a i r e s  were a d m i n i s t e r e d  on two s e p a r a t e  d a t e s  

during  two o f  the  f i rm 's  advanced in -charge  a u d i t  seminars. 

There i s  no reason to  b e l i e v e  t h a t  th e re  was communication 

about the  experiment between th e  two groups s ince  s u b je c t s  

were n o t  aware o f  t h e i r  i n v o lv e m e n t  in  t h e  s tu d y  u n t i l  

i m m e d i a t e l y  b e f o r e  t h e  a d m i n i s t r a t i o n  o f  t h e  

q u e s t i o n n a i r e s .

Only 110 responses were u sab le .  7 q u e s t io n n a i re s  were 

d i s c a r d e d  due to  in c o m p le te  answ ers .  T a b le  2 p r e s e n t s  

dem ographic  d a t a  r e l a t i n g  t o  t h e  rem a in ing  s u b j e c t s .  In
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order  to  v e r i f y  s u b je c t s '  f a m i l i a r i t y  with the  experimenta l  

t a s k ,  t h e y  were asked  t o  i n d i c a t e  on a 7 - p o i n t  s c a l e  t h e  

ex ten t  to  which i t  was common f o r  them to  make m a t e r i a l i t y  

judgments when conducting an a u d i t .  The s c a l e  was l a b e l e d  

from "I" (common) t o  "7" (uncommon). 101 s u b j e c t s  (91%) 

in d ica ted  a t  l e a s t  a "4" showing t h a t  they were reasonab ly  

f a m i l i a r  w i th  m a t e r i a l i t y  judgm en ts .  M oreover ,  on th e  

r o l e - p l a y i n g  s c a l e  l a b e l e d  f ro m  Bl "  ( e a s y )  t o  "7" 

( d i f f i c u l t ) ,  84 s u b j e c t s  (76%) i n d i c a t e d  a t  l e a s t  a "4". 

Only 1 s u b je c t  marked t h a t  i t  was d i f f i c u l t  to  r o l e - p l a y .

Research Instrument 

The r e s e a r c h  in s t ru m e n t  ( see  Appendix A) c o n s i s t e d  of  

s e v e n  p a r t s :  (1) g e n e r a l  i n s t r u c t i o n s ;  (2) background

inform ation  about th e  company and i t s  f i n a n c i a l  s ta tem en ts ;

(3) a t r a n s a c t i o n  (even t)  t h a t  o c c u r r e d  d u r in g  t h e  p e r i o d  

under  a u d i t ;  (4) t h e  c a u s a l  i n f e r e n c e  q u e s t i o n s ;  (5) t h e  

a u d i t  d e c i s i o n s ;  (6) m a n i p u l a t i o n  c h e c k s ;  and (7) a 

q u e s t io n n a i re  reques t ing  demographic inform ation  about the  

s u b je c t s .

The g en e ra l  i n s t r u c t i o n s  asked the  s u b je c t s  t o  assume 

t h e  r o l e  o f  i n - c h a r g e  in d e p e n d e n t  a u d i t o r s  who were t o  

examine an a c c o u n t in g  d i s c l o s u r e  i s s u e  r e s u l t i n g  from a 

t r a n s a c t i o n  t h a t  o c c u r re d  d u r in g  t h e  a u d i t  p e r io d  o f  an 

a u d i t  c l i e n t .  In ad d i t io n ,  s u b j e c t s  were i n s t r u c t e d  as to
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FREQUENCY PERCENTAGE

GENDER
Female 44 40%
Male 66 60%

110 100%

AGE
Less than  25 21 18%
25 t o  30 81 75%
More than  30 8 7%

110 100%
■ ■ '

AREA OF SPECIALIZATION 
Audit 107 97%
P r i v a t e  Business Advisory 
S e rv ices 3 3%

110 100%

RANK
Superv is ing  Senior 107 97%
Manager 3 3%

110 100%
' — —-

HIGHEST ACADEMIC DEGREE 
B ach e lo r 's 96 87%
M as te r 's 14 13%

110 100%

WORK EXPERIENCE
Less than  3 yea rs 12 8%
3 to  6 yea rs 97 91%
More than  6 yea rs 1 1%

110 100%

Table 2: Demographic Data
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t h e  manner in  which t o  p ro c e e d  w i th  t h e  rem a in d e r  o f  t h e  

r e se a rc h  ins trum ent .

The second p a r t  c o n s i s t e d  o f  background i n f o r m a t io n  

a b o u t  a h y p o t h e t i c a l  f i r m .  S u b j e c t s  w e re  in f o r m e d  

s p e c i f i c a l l y  t h a t  t h e  a u d i t  c l i e n t  was a SEC f i r m .  

F u r t h e r ,  t h e y  were a sk e d  t o  assume t h a t  t h e  c l i e n t  was 

e i t h e r  a c o n t i n u i n g  o r  a new one. T husr t h i s  s e c t i o n  

e n a b le d  c o n t r o l  o v e r  t h e  l e v e l  o f  knowledge about  t h e  

t a r g e t  (h igh  v s .  low ) .  The i n f o r m a t i o n  p r o v i d e d  i n  t h i s  

s e c t i o n  a l s o  i n c l u d e d  t h e  p r i o r  y e a r ' s  a u d i t e d  and th e  

c u r r e n t  y e a r ' s  u n a u d i t e d  f i n a n c i a l  s t a t e m e n t s  (b a la n c e  

s h e e t  and income s t a t e m e n t  o n l y ) .  These r e f l e c t e d  a 

g e n e r a l  d e t e r i o r a t i o n  o f  t h e  f i r m ' s  f i n a n c i a l  p o s i t i o n .  

This in form ation  was i d e n t i c a l  in  a l l  cases .

The next p a r t  d e sc r ib ed  a s p e c i f i c  even t  t h a t  occurred 

d u r in g  t h e  a u d i t  p e r i o d .  W hile  t h e  same t r a n s a c t i o n  ( th e  

withdrawal of  a p roduc t  r e s u l t i n g  in  th e  s a l e  of machinery 

and e q u ip m e n t )  was p r e s e n t e d  t o  a l l  s u b j e c t s ,  e a c h  

d e s c r i p t i o n  r e f l e c t e d  one o f  fo u r  c o m b in a t io n s  o f  t h e  

choice and d e s i r a b i l i t y  f a c t o r  l e v e l s .

P a r t  four  of th e  re sea rch  ins trum ent co n s is te d  of two 

q ues t io ns  aimed a t  de term in ing  th e  type of c a u s a l  in fe ren ce  

( d i s p o s i t i o n a l  v s .  s i t u a t i o n a l )  made by t h e  s u b j e c t s .  

S p e c i f i c a l l y /  t h e y  were asked  t o  i n d i c a t e  t h e  e x t e n t  t o  

w h ich  t h e  d e s c r i b e d  t r a n s a c t i o n  r e s u l t e d  f rom  (1)
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s i t u a t i o n a l  f a c t o r s ,  and (2) m anagem ents  d i s p o s i t i o n s .  

T h i s  s e c t i o n  o f  t h e  i n s t r u m e n t  and p a r t  f i v e  were  

a l t e r n a t e d  i n  o r d e r  t o  d e t e r m i n e  w h e th e r  t h e  a c t  o f  

m e a su r in g  c a u s a l  p e r c e p t i o n s  i n s t i g a t e s  t h e  a t t r i b u t i o n  

p rocess  (see d iscu ss io n  in  th e  p re v io u s  chap te r ) .

The f i f t h  p a r t  of th e  ins trum ent  b r i e f l y  descr ibed  th e  

n a t u r e  o f  t h e  a c c o u n t in g  d i s c l o s u r e  i s s u e  i n v o l v e d .  

S u b j e c t s  were t h e n  asked  t o  make two d e c i s i o n s  f o r  t h e  

p u rp o s e  o f  d e te rm in in g  w h e th e r  t h e  d i s c l o s u r e  o f  a g iv e n  

item should  be made in accordance with g e n e r a l l y  accepted 

acco u n t in g  p r i n c i p l e s .

P a r t  s i x  c o n s i s t e d  o f  a check  o f  t h e  d e s i r a b i l i t y  and 

choice  m an ipu la t ions .  S u b jec ts  were asked to  i n d ic a te  on 

s e p a ra te  7 -p o in t  s c a le s  th e  e x te n t  to  which th e  described  

t r a n s a c t i o n  was (1) made under co n d i t ion s  o f  choice  or not 

c h o i c e ,  and (2) d e s i r a b l e  o r  u n d e s i r a b l e  b a se d  on t h e  

c r i t e r i a  o f  co n s is ten cy ,  consensus and normativeness.

The l a s t  p a r t  o f  t h e  i n s t r u m e n t  i n q u i r e d  demographic  

i n f o r m a t i o n  a b o u t  th e  s u b j e c t s .  Such d a t a  i n c l u d e d  t h e  

s u b j e c t s '  age ,  g en d e r ,  e d u c a t i o n a l  background ,  and work 

exper ience  (see Table 2). This  enabled a reasonab le  check 

o f  t h e  homogeneity of th e  exper im enta l  groups.

Independent V ar iab les  

T hree  in d ep en d e n t  v a r i a b l e s  were s t u d i e d  in  t h i s  

experiment:  choice ;  d e s i r a b i l i t y ;  and knowledge about the
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t a r g e t .  Each was manipulated a t  two l e v e l s  (high vs .  low). 

As noted e a r l i e r r knowledge about th e  t a r g e t  was c o n t r o l l e d  

by informing s u b je c t s  t h a t  th e  a u d i t  c l i e n t  was con tinu ing  

or new.

B o th  t h e  c h o i c e  and d e s i r a b i l i t y  f a c t o r s  w ere  

m a n ip u la t e d  in  t h e  d e s c r i p t i o n  o f  t h e  t r a n s a c t i o n .  The 

h i g h - c h o i c e  c a s e s  s p e c i f i c a l l y  s t a t e d  t h a t  management 

" v o l u n t a r i l y  chose"  t o  engage in  t h e  g iv e n  t r a n s a c t i o n ,  

whereas  t h e  low (or n o ) - c h o ic e  c a s e s  i n d i c a t e d  t h a t  t h e  

t r a n s a c t i o n  r e s u l t e d  f ro m  e x t e r n a l  f a c t o r s  ( e . g . ,  

government a u th o r i ty ) .

The d e s i r a b i l i t y  f a c t o r  was m a n ip u la t e d  by a l l o w i n g  

s u b je c t s  to  compare the  given t r a n s a c t io n  to  both ca tego ry -  

b a s e d  and t a r g e t - b a s e d  e x p e c t a n c i e s .  C a te g o ry -b a s e d  

e x p e c t a n c i e s  were c r e a t e d  by i n d i c a t i n g :  (1) t h e  b e h a v io r  

o f  management o f  " o th e r  f i r m s  in  t h i s  (same) i n d u s t r y "  in  

s i m i l a r  s i t u a t i o n s  ( c o n se n s u s ) ,  and (2) t h a t  t h e  b e h a v io r  

was " j u s t i f i a b l e  and in  th e  b es t  i n t e r e s t  o f  the  companies" 

( n o r m a t i v e n e s s ) .  W i th  r e s p e c t  t o  t a r g e t - b a s e d  

e x p e c t a n c i e s ,  t h e  c a s e s  p r o v i d e d  i n f o r m a t i o n  a b o u t  

management's  b e h a v io r  "In  s i m i l a r  c a s e s  in  t h e  p a s t "  

( c o n s i s t e n c y ) .  The t r a n s a c t i o n  d e s c r i b e d  s u b s e q u e n t l y  

e i t h e r  conformed t o  ( i . e . ,  d e s i r a b l e )  o r  d e v i a t e d  from 

( i .e . ,  u nd es i rab le )  the  expec tanc ies .  The e f f e c t i v e n e s s  of 

t h e  m a n i p u l a t i o n s  w ere  c h e c k e d  ( s e e  p a r t  s i x  o f  t h e

w tffr .’ • .
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i n s t r u m e n t ) .  Appendix A p r e s e n t s  f o u r  c a s e  d e s c r i p t i o n s  

each  r e f l e c t i n g  one o f  t h e  fo u r  p o s s i b l e  co m b in a t io n s  o f  

d e s i r a b i l i t y  and c h o ic e .  A l l  c a s e s  were t h o r o u g h l y  

p r e t e s t e d  in  a p i l o t  s tu d y  u s in g  a u d i t  s e n i o r s  o f  a l a r g e  

i n t e r n a t i o n a l  p u b l i c  a c c o u n t in g  f i r m  o t h e r  th a n  t h e  one 

used fo r  th e  a c tu a l  experiment.

Dependent Variables .

The f i r s t  d ep en d en t  v a r i a b l e  m easured  th e  e x t e n t  t o  

which th e  cause i n f e r r e d  by the  s u b je c t s  was d i s p o s i t i o n a l .  

To t h i s  e n d ,  s u b j e c t s  were a s k e d  t o  i n d i c a t e  on two 

s e p a r a t e  7 - p o i n t  s c a l e s  th e  d e g re e  t o  which th e  o b s e rv e d  

e v e n t  ( i . e . ,  t r a n s a c t i o n )  was d u e  t o  (1) s i t u a t i o n a l  

f a c t o r s ,  and (2) management's d i s p o s i t i o n s .  The s c a l e s  

ranged  from "no t  a t  a l l "  (1) t o  " to  a g r e a t  e x t e n t "  (7). 

The measure of  ne t  d i s p o s i t i o n a l  in fe re n c e  was computed as 

th e  d i f f e r e n c e  between the  two sco re s  and was used to  t e s t  

the  f i r s t  two hypotheses.

Two dependent v a r i a b l e s  were measured in  o rde r  to  t e s t  

t h e  t h i r d  h y p o t h e s i s .  Of p r im a ry  i n t e r e s t  in  t h i s  s tu d y  

was t h e  e x a m in a t io n  o f  th e  e f f e c t  o f  q u a l i t a t i v e  f a c t o r s  

(e.g., c a u sa l  in fe ren ce  type) on m a t e r i a l i t y  judgments. I t  

was n o t  t h e  i n t e n t  o f  t h i s  r e s e a r c h  t o  i d e n t i f y  new o r  

c u r r e n t l y  used q u a n t i t a t i v e  m a t e r i a l i t y  g u id e l in e s  nor to  

q u es t io n  t h e i r  ap p rop r ia teness .  In s t e a d ,  the  p re se n t  s tudy 

u t i l i z e d  d e p e n d e n t  m e a s u r e s  b a s e d  on commonly u s e d
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g u i d e l i n e s  in  an a t t e m p t  t o  i n v e s t i g a t e  t h e  e f f e c t  o f  

s e l e c t e d  q u a l i t a t i v e  f a c t o r s  on m a t e r i a l i t y  judgments.

Two a p p r o a c h e s  w ere  u s e d  t o  m e a s u r e  m a t e r i a l i t y  

judgments. Under th e  f i r s t  approachr th e  d o l l a r  amount of  

t h e  g i v e n  i t e m  ( g a in )  was p r o v i d e d  t o  t h e  s u b j e c t s .  

F u r t h e r ,  t h e y  were in form ed  t h a t  t h e  g i v e n  amount o f  t h e  

gain was approx im ate ly  (1) 7*5% of  income before  t a x e s ,  (2) 

1.0% o f  t o t a l  r e v e n u e s ,  and (3) 1.5% o f  t o t a l  a s s e t s .  

These p e r c e n t a g e s  a r e  w i t h i n  t h e  r a n g e  o f  commonly used  

q u a n t i t a t i v e  g u i d e l i n e s  f o r  d e t e r m i n i n g  m a t e r i a l i t y  (see 

f o r  ex am p le ,  G a f fo rd  and C a rm ic h a e l  [1984] ,  p .  112).
m

S ubjec ts  were sub seq u en t ly  asked to  i n d i c a t e  the  importance 

of  d i s c l o s i n g  t h e  g iv e n  i te m  a c c o r d i n g  t o  g e n e r a l l y  

accepted accounting  p r i n c i p l e s .  A 7 -p o in t  s c a l e  was used 

t o  t h a t  end.

The second  ap p ro ach  c o n s i s t e d  o f  a s k in g  s u b j e c t s  t o  

i n d i c a t e  t h e  amount o f  th e  g i v e n  i t e m  ( i . e . ,  g a in )  t h a t  

t h e y  c o n s i d e r e d  m a t e r i a l  f o r  t h e  p u rp o se  o f  d e c id i n g  

w hethe r  d i s c l o s u r e  s h o u ld  be made a c c o r d in g  t o  g e n e r a l l y  

accepted accounting  p r i n c i p l e s .  Rather than re q ues t in g  fo r  

the  s p e c i f i c  d o l l a r  v a lu e ,  s u b j e c t s  were asked to  express  

the  m a t e r i a l i t y  th r e s h o ld  as a pe rcen tag e  of income be fo re  

t a x e s  (no te  2) .  Given th e  w i d e l y  used  r u l e  o f  thumb 

( i . e . ,  5-10% o f  incom e b e f o r e  t a x e s )  f o r  d e t e r m i n i n g  

m a t e r i a l i t y  (see  f o r  exam ple ,  L e s l i e  [1984] ,  c h a p t e r  4;
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G a ffo rd  and C a rm ich ae l  [19341, p .  112) ,  s u b j e c t s  were 

e x p l i c i t l y  r e q u e s t e d  t o  i n d i c a t e  a s p e c i f i c  p e r c e n t a g e  

r a th e r  than a range.

i» rV ’ • .
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CHAPTER V

DATA ANALYSIS

This chap te r  p re s e n t s  th e  r e s u l t s  of th e  da ta  a n a ly s i s .  

I t  i s  d i v i d e d  i n t o  t h r e e  m ajor  s e c t i o n s !  p r e l i m i n a r y  

a n a ly s e s ,  main a n a ly s e s ,  and supplem ental  an a ly se s .

P re l im in a ry  Ana l yses 

The f o l l o w i n g  a n a l y s e s  were pe r fo rm ed  p r i o r  t o  t h e  

t e s t i n g  of  the  main hypotheses .

R andom iza t ion  Check

I n  o r d e r  t o  v e r i f y  t h e  e f f e c t i v e n e s s  o f  t h e  

randomization p ro c ess ,  th e  demographic d a ta  were compared 

a c r o s s  e x p e r im e n ta l  g ro u p s .  The v a r i a b l e s  examined were 

a g e ,  g e n d e r ,  a r e a  o f  s p e c i a l i z a t i o n ,  r a n k ,  a u d i t  

e x p e r i e n c e ,  h i g h e s t  a c a d e m ic  d e g r e e ,  commonness o f  

making m a t e r i a l i t y  ju d g m en ts ,  a b i l i t y  t o  r o l e - p l a y ,  and 

t i m e  r e q u i r e d  t o  c o m p l e t e  t h e  q u e s t i o n n a i r e .  Age, 

commonness o f  making m a t e r i a l i t y  judgm en ts ,  and academic 

d e g re e  were found t o  d i f f e r  a c r o s s  g ro u p s .  However, a
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s u b s e q u e n t  c o v a r i a t e  a n a l y s i s  (see below) i n d i c a t e d  t h a t  

none o f  t h o s e  f a c t o r s  were s i g n i f i c a n t  in  e x p l a i n i n g  

v a r i a t i o n s  in  the dependent v a r i a b l e s .

An a n a l y s i s  o f  c o v a r i a n c e  was p e r fo rm ed  w i th  a l l  

v a r i a b l e s  o t h e r  t h a n  t h e  i n d e p e n d e n t  v a r i a b l e s  a s  

c o v a r i a t e s .  T h e s e  w e r e  a g e r g e n d e r ,  a r e a  o f  

s p e c i a l i z a t i o n ,  rank, amount of aud i t  expe r ience ,  h ighes t  

a c a d e m ic  d e g r e e ,  commonness o f  m ak ing  m a t e r i a l i t y  

judgments, a b i l i t y  to  r o l e - p l a y ,  and time t o  complete the  

q u e s t i o n n a i r e .  The p u rp o s e  was to  i d e n t i f y  f a c t o r s  t h a t  

cou ld  c o n t r ib u te  to  v a r i a t i o n s  in  the  dependent measures. 

Only th e  a b i l i t y  to  r o l e - p l a y  was found to  be a s i g n i f i c a n t  

c o v a r i a t e  on s u b je c t s '  p e rce iv ed  importance of  d i s c lo s in g  

t h e  g a in  i tem  a c c o rd in g  t o  GAAP, (F ( l ,8 5 )= 4 .0 1 ,  p<0.0483). 

None o f  t h e  f a c t o r s  were s i g n i f i c a n t  c o v a r i a t e s  oh t h e  

o th e r  two dependent v a r i a b l e s  (net d i s p o s i t i o n a l  score and 

m a t e r i a l i t y  th re sh o ld ) .

B a tc h D i f f e r e n c e s

S i n c e  t h e  d a t a  w ere  c o l l e c t e d  i n  two b a t c h e s  on 

s e p a r a t e  d a t e s ,  an a n a l y s i s  was pe r fo rm ed  t o  d e t e c t  any 

d i f f e r e n c e s  between b a t c h e s  ( d a te s ) .  Gender,  amount o f  

exper ience ,  and r o l e - p l a y in g  a b i l i t y  were found to  d i f f e r  

between b a tc h e s .  However, as  n o ted  i n  t h e  c o v a r i a t e  

a n a l y s i s ,  excep t  f o r  t h e  a b i l i t y  t o  r o l e - p l a y ,  none o f
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these  were s i g n i f i c a n t  c o v a r i a t e s  on any of  the  dependent 

v a r ia b le s .

Order E f f e c t

S u b j e c t s  re sponded  t o  t h e  q u e s t i o n n a i r e  in  one o f  two 

orderss c a u s a l  in fe rence  fo l lo w ed  by m a t e r i a l i t y  judgments 

o r  v i c e  v e r s a .  No o r d e r  e f f e c t  was o b t a i n e d  w i th  th e  

dependent v a r i a b l e  net  d i s p o s i t i o n a l  score .  Table  3 shows 

however,  t h a t  o rd e r  i n t e r a c t e d  s i g n i f i c a n t l y  w i th  th e  

independent v a r i a b l e s  on the  response v a r i a b l e s  m a t e r i a l i t y  

t h r e s h o l d  and im p or tan ce  o f  d i s c l o s u r e .  T h e r e f o r e ,  each 

o rd e r  was examined s e p a r a t e l y  t o  d e te rm in e  t h e  e f f e c t  o f  

the  independent v a r i a b le s  on th e s e  two dependent measures. 

Th is  i s  d i s c u s s e d  f u r t h e r  in  t h e  S u p p le m e n ta l  A n a ly se s  

s e c t io n .

INTERACTION * DP P P—VALUE

MATERIALITY
CL x  D x  0 1, 94 10.85 0.0014
CH x  D x  0 1, 94 4.07 0.0464

IMPORTANCE
CL X D x  0 1, 94 5.02 0.0275
CH x  D x  0 1, 94 4.40 0.0386

Table 3: Order I n t e r a c t i o n s

* CL: C l ie n t  CH: Choice
D : D e s i r a b i l i t y  0 s Order
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M anipu la t ion  Checks

I n  o r d e r  t o  v e r i f y  t h e  e f f e c t i v e n e s s  o f  t h e  

m a n i p u l a t i o n  o f  t h e  c h o i c e  and d e s i r a b i l i t y  f a c t o r s ,  

s u b j e c t s  were asked  fo u r  q u e s t i o n s  a f t e r  making t h e  a u d i t  

ju d g m en ts .  F i r s t r t h e y  were a sk ed  t o  i n d i c a t e  t h e  e x t e n t  

t o  which th e y  f e l t  t h a t  management had a c h o ic e  i n  eng ag in g  

in  t h e  g i v e n  t r a n s a c t i o n .  The r e s p o n s e s  were s c o r e d  on a 

7 - p o i n t  s c a l e  l a b e l e d  from "I"  (no t  a t  a l l )  t o  ”7" ( to  a 

g r e a t  e x t e n t ) .  A one-way ANOVA i n d i c a t e d  t h a t  t h e  c h o ic e  

m an ipu la t ion  was s u c c e s s fu l  (see Table  4). The mean sco res  

f o r  t h e  c h o ic e  and no c h o i c e  c o n d i t i o n s  were 4.4827 and 

3.4615 r e s p e c t i v e l y .

MANIPULATION DP P P-VALUE

CHOICE 1, 108 7.66 0.0066

DESIRABILITY

Consistency 1, 108 46.64 0.0000
Consensus 1, 108 39.22 0.0000
Normativeness 1, 108 16.14 0.0001

Table 4: Manipulation Checks

The d e s i r a b i l i t y  f a c t o r  was o p e r a t i o n a l i z e d  in  t h r e e  

ways. S p e c i f i c a l l y ,  s u b j e c t s  were p r o v i d e d  i n f o r m a t i o n  

t h a t  i n d i c a t e d  w h e t h e r  o r  n o t  m a n a g e m e n t ' s  b e h a v i o r  

( t r a n s a c t i o n )  was (1) c o n s i s t e n t  w i th  i t s  b e h a v i o r  in  t h e  

p a s t  ( c o n s i s t e n c y ) ,  (2) c o n s i s t e n t  w i th  t h e  b e h a v io r  o f
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management o f  o t h e r  f i rm s  ( c o n s e n s u s ) , and (3) in  t h e  b e s t  

i n t e r e s t  o f  t h e  company's s t o c k h o l d e r s  ( n o r m a t iv e n e s s ) .  

Accordingly ,  th e  e f f e c t i v e n e s s  of  each o p e r a t i o n a l i z a t io n  

was checked  by a s k in g  s u b j e c t s  t o  i n d i c a t e  t h e  e x t e n t  t o  

w h ich  m a n a g e m e n t ' s  b e h a v i o r  r e f l e c t e d  c o n s i s t e n c y ,  

co n se n su s  and n o r m a t iv e n e s s  u s i n g  th e  above c r i t e r i a .  

Three  s e p a r a t e  7 - p o i n t  s c a l e s  were used t o  t h a t  end and 

each  was l a b e l e d  from "1" (no t  a t  a l l )  t o  "7" ( to  a g r e a t  

e x t e n t ) .  T a b le  4 shows t h a t  a l l  t h r e e  m a n i p u l a t i o n s  o f  

d e s i r a b i l i t y  were s u c c e s s f u l .  The mean s c o r e s  f o r  each  

l e v e l  o f  th e  d e s i r a b i l i t y  f a c t o r  a re  given in  Table 5.

DESIRABLE UNDESIRABLE

CONSISTENCY 5.6875 3.9814

CONSENSUS 5.6517 4.0185

NORMATIVENESS 6.0267 5.0555

Table 5: Mean Scores on D e s i r a b i l i t y  Manipulations

Main Aa al,yse.s.

This s e c t io n  p re se n t s  th e  r e s u l t s  o f  th e  t e s t s  of the  

main hypotheses of  t h i s  s tudy.

H y p o th e s i s  1

The f i r s t  hypothes is  p o s t u l a t e d  t h a t  t h e re  would be an 

i n t e r a c t i o n  e f f e c t  between t h e  c h o ic e  and d e s i r a b i l i t y  

f a c t o r s .  S p e c i f i c a l l y ,
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His Sub jec ts  a re  most l i k e l y  t o  make a d i s p o s i t i o n a l  
in fe re n c e  about management when a t r a n s a c t io n  i s  
p e r c e i v e d  t o  be u n d e s i r a b l e  and made u n d e r  
c o n d i t io n s  of high choice .

The n e t  d i s p o s i t i o n a l  a t t r i b u t i o n  score  was computed as 

t h e  d i f f e r e n c e  between th e  d i s p o s i t i o n a l  and s i t u a t i o n a l  

i n f e r e n c e  s c o r e s .  As n o ted  e a r l i e r ,  no o r d e r  e f f e c t  was 

o b t a i n e d  on t h i s  dependen t  v a r i a b l e .  The o r d e r s  were 

t h e r e f o r e  com bined  and a 2x2x2 ( c l i e n t  x c h o i c e  x 

d e s i r a b i l i t y )  ANOVA was c o n d u c t e d  w i t h  t h e  n e t  

d i s p o s i t i o n a l  score  as the  dependent v a r i a b l e .

The r e s u l t s  p resen ted  in  Table 6 in d i c a t e  a s i g n i f i c a n t  

choice x d e s i r a b i l i t y  i n t e r a c t i o n  e f f e c t .  Figure 1 shows

g r a p h i c a l r e p r e s e n t a t i o n s  o f  t h e i n t e r a c t i o n . The c e l l

SOURCE SUM OF SQUARES DF F P-VALUE

CLIENT(CL) 11.7465 1 1.76 0.1882

CHOICE(CH) 39.1961 1 5.86 0.0173

DESIRABILITY(D) 00.0520 1 0.01 0.9299

CL X CH 02.8015 1 0.42 0.5191

CL x  D 01.5362 1 0.23 0.6329

CH x  D 38.7690 1 5.79 0.0179

CL X CH x  D 00.3367 1 0.05 . 0.8230

ERROR 682.6694 102

Table 6: ANOVA on Net D i s p o s i t io n a l  Score
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Choice1 .0

UndesirableDesirable,Net
Dispositional 0.0 

Score

•1 .0

No Choice

1.0

No ChoiceChoiceNet
Dispositional 0.0 

Score
Desirable

1.0

Undesirable

Figure Is  Choice  x D e s i r a b i l i t y  I n t e r a c t i o n  on th e  Net 
D i s p o s i t io n a l  Score
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means are  g iven  in  Table  7. The h igher th e  score ,  th e  more 

d i s p o s i t i o n a l  t h e  i n f e r e n c e  i s .  R e s u l t s  o f  t h e  t e s t  o f

CHOICE NO CHOICE

DESIRABLE -0.1897 -0.2778
n=29 n=29

UNDESIRABLE 1.034 -1.340
n=27 n=25

Table It  C e l l  Means f o r  Choice x D e s i r a b i l i t y  I n t e r a c t i o n  
on Net D i s p o s i t io n a l  Score

m u l t ip l e  comparisons among the  means a r e  shown in F igure  2. 

S c h e f f e ' s  p r o c e d u r e  was used .  I t  i s  a p p r o p r i a t e  f o r  

e v a lu a t in g  a l l  a p o s t e r i o r i  c o n t r a s t s  among means when th e  

o v e r a l l  F s t a t i s t i c  i s  s i g n i f i c a n t .  In a d d i t io n ,  i t  a l lo w s  

c o n t ro l  over th e  experimentwise e r r o r  r a t e  and can be used 

with unequal c e l l  s i z e s  [Kirk 1982, p .121]. While th e  n e t  

d i s p o s i t i o n a l  s c o r e  w as  h i g h e s t  u n d e r  t h e  

c h o i c e / u n d e s i r a b l e  c o n d i t i o n  as  p r e d i c t e d ,  i t  was n o t  

s i g n i f i c a n t l y  d i f f e r e n t  from th e  n e t  d i s p o s i t i o n a l  sco re s  

f o r  t h e  c h o i c e / d e s i r a b l e  and no c h o i c e / d e s i r a b l e  

co n d i t io n s .

NO CHOICE NO CHOICE CHOICE CHOICE
UNDESIRABLE DESIRABLE DESIRABLE UNDESIRABLE

* _    *    *

Figure 2s Tost of M u l t ip l e  Comparisons Among Means ( l e v e l  
of s ig n i f i c a n c e  = 0.05)
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An a d d i t i o n a l  t e s t  was performed to  compare t h e  mean 

(1.034) f o r  th e  c h o i c e / u n d e s i r a b l e  c o n d i t i o n  and th e  

a v e r a g e  ( -0 .5 7 4 )  o f  t h e  means f o r  t h e  o t h e r  t h r e e  

co n d i t io n s .  Using S ch e f fe ’s procedure, the d i f f e r e n c e  was 

found to  be s i g n i f i c a n t  a t  a 0.05 l e v e l .

H y p o th es is  2

The second hypothes is  p red ic ted  a c l i e n t  main e f f e c t  on

the n e t  d i s p o s i t i o n a l  score .  S p e c i f i c a l l y ,

H2: Subjects  a re  more l i k e l y  to make a d i s p o s i t i o n a l
in f e r e n c e  ab o u t  t h e  management o f  a new c l i e n t  
than th a t  o f  a continu ing  one.

T a b le  6 i n d i c a t e s  t h a t  t h e  c l i e n t  main e f f e c t  was not 

s t a t i s t i c a l l y  s i g n i f i c a n t .  An ex a m in a t io n  of  t h e  c e l l  

means r e v e a l s  t h a t  a s  p r e d i c t e d ,  t h e  d i s p o s i t i o n a l  s c o re  

for  th e  new c l i e n t  co n d i t io n  (0.1574) was h igher than th a t  

fo r  th e  continuing one (-0.4464). In  o ther  words, su b jec ts  

made more d i s p o s i t i o n a l  i n f e r e n c e s  abou t  t h e  new c l i e n t  

than about the con t inu ing  one. However, the  d i f f e re n c e  was 

n o t  s t a t i s t i c a l l y  s i g n i f i c a n t .  The m agnitude o f  th e  

d i f f e r e n c e  was assessed  by computing the  e f f e c t  s iz e  [Cohen 

1969, pp. 18-25 ] .  T h is  was d e te rm ined  to  be 0.2264 ( i . e . ,  

a s m a l l  e f f e c t  s i z e ) .  Assuming a 0 .05 l e v e l  o f  

s i g n i f i c a n c e  and a power o f  0.80, a sam ple  s i z e  o f  121 

would be required to  d e te c t  a d i f fe re n c e  o f  t h i s  magnitude.
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H y p o th e s i s  3

The t h i r d  h y p o t h e s i s  p e r t a i n e d  t o  t h e  r e l a t i o n s h i p  

between d i s p o s i t i o n a l  i n f e r e n c e  and s u b s e q u e n t  judgment. 

S p e c i f i c a l l y ,

H3s D i s p o s i t i o n a l  i n f e r e n c e s  abou t  management w i l l  
a f f e c t  s u b je c t s '  subsequent au d i t  judgments.

C o r r e l a t i o n a l  a n a l y s i s  has  been used t o  t e s t  t h e  l i n k  

between ca u sa l  a t t r i b u t i o n  and subsequent behavior  in  both 

a c c o u n t in g  and n o n a c c o u n t in g  c o n t e x t s  ( e .g . ,  K aplan  & 

R eckers  [1985] and M i t c h e l l  & Wood [1 9 8 0 ] ) .  P e a r s o n ' s  

s t a t i s t i c  was d e te rm in e d  t o  be i n a p p r o p r i a t e  s i n c e  t h e  

d i s t r i b u t i o n  o f  b o th  m a t e r i a l i t y  and im p o r tan ce  d id  n o t  

s a t i s f y  t h e  n o r m a l i t y  a s su m p t io n  (see  F i g u r e s  3 & 4).

M a te r i a l i t y  
1 9 . 5  + ******

++ +

4+4
4+4

* * * * * * * * * * * * * * *  
4 + 44+4 

4+4*
4 + 4 * 

* * * * * * * * * * * * * * * * *
* + 4 +

* * * * * * *  +  4 +
*  4 + 4* 4 + 4

0.5+ 44 +

4 + 4

 * +  + -  + .
- 2  -1  0

-+—- 4 -  —-4 — -4 
+2

Standard Devia tions

F igure  3s Normal P r o b a b i l i t y  P l o t  f o r  M a t e r i a l i t y  
Threshold

Reproduced with permission of the copyright owner. Further reproduction prohibited without permission.



www.manaraa.com

53

Importance

7.25+ *****************
* * ♦

* * * * * * * * * * *
*  +4  +

******444+
44 +

* * + +
+ *  +

+ *  * * *
4 + 44 

* * * * * * * * * *
4 + 4

0.75
♦ — — +■ 

- 2
■*■ +

- 1  0  +1 

Standard Deviations
♦2

Figure  4: Normal P r o b a b i l i t y  P lo t  fo r  Importance of
D isc losu re

T a b le  8 shows th e  r e s u l t s  o f  t h e  c o r r e l a t i o n a l

I a n a l y s i s  b e tw e e n  t h e  n e t  d i s p o s i t i o n a l  s c o r e  and

m a t e r i a l i t y  th r e s h o ld ,  and the  ne t  d i s p o s i t i o n a l  score and 

importance of d i s c lo s u r e .  Dsing the  Kendall  Tau B approach 

which i s  a d j u s t e d  f o r  t i e s ,  n e t  d i s p o s i t i o n a l  s c o re  was 

found to  be s i g n i f i c a n t l y  and n e g a t iv e ly  c o r r e l a t e d  with 

m a t e r i a l i t y  t h r e s h o l d ,  b u t  n o t  w i t h  i m p o r t a n c e  o f  

d i s c l o s u r e .  The same r e s u l t s  w ere  o b t a i n e d  u s i n g  

Spearman 's  method.

Table 9 shows th e  c o r r e l a t i o n  c o e f f i c i e n t  w ith in  each 

c e l l  u s in g  th e  K e n d a l l  Tau B p ro c e d u re .  As e x p e c te d ,  t h e  

c o r r e l a t i o n  w ith in  the  c h o ic e /u n d e s i r a b le  case was h igh es t .

as* - •. ■
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However, u s in g  a method p roposed  by F i s h e r  (see  McNemar

[1 9 6 9 ] ) ,  t h e  c o r r e l a t i o n  f o r  t h a t  c a se  d i d  n o t  d i f f e r  

s i g n i f i c a n t l y  from t h e  a v e r a g e  c o r r e l a t i o n  o f  t h e  o t h e r  

th r e e  cond i t ions .

IMPORTANCE MATERIALITY

KENDALL TAU B CORRELATION

C o e f f ic ie n t -0.0055 -0.1697
p-va lue 0.9397 0.0286

SPEARMAN CORRELATION

C o e f f ic ie n t -0.0130 -0.1987
p-va lue 0.8927 0.0374

Table 8: C o r re la t io n  Between Net D i s p o s i t io n a l  Score and
M a t e r i a l i t y  Judgments

CHOICE NO CHOICE

0.0032 -0.0817
DESIRABLE (0.9835) (0.6171)

-0.2307 -0.1723
UNDESIRABLE (0.1369) (0.3060)

Table 9: W i t h i n  C e l l  C o r r e l a t i o n s  B etw een  Net
D i s p o s i t i o n a l  Score and M a t e r i a l i t y  (p- 
v a lu e s  a re  between petrentheses)

Supplemental Analyses 

The f o l l o w i n g  a d d i t i o n a l  a n a l y s e s  were pe r fo rm ed  t o  

examine: (1) the mediating r o l e  of causa l  in fe re n c e s  on the
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e f f e c t  o f  th e  p r im ary  in d ep en d en t  v a r i a b l e s  on a u d i t o r s 1 

judgmentSr and (2) t h e  s i g n i f i c a n t  e f f e c t s  on m a t e r i a l i t y  

th re sh o ld  and importance of  d i s c lo s u re  judgments f o r  each 

o rde r .

M edia t ion  Analysis

The framework used  in  t h i s  s tu d y  assumed t h a t  th e  

e f f e c t  of t h e  p r im a ry  independen t  v a r i a b l e s  ( c l i e n t ,  

c h o ic e ,  and d e s i r a b i l i t y )  on a u d i t o r s ’ judgm ents  would be 

m edia ted  by t h e i r  ( a u d i t o r s ' )  c a u s a l  i n f e r e n c e s  abou t  

management. In  o rd e r  t o  a s s e s s  t h i s  m e d ia t io n  e f f e c t ,  a 

v a r i a n t  o f  p a t h  a n a l y s i s  which compares two m u l t i p l e  

r e g r e s s i o n  a n a l y s e s  was conducted  (Pasahow [1980] and 

Batson  [1975]) .  In  t h e  f i r s t  one, t h e  n e t  d i s p o s i t i o n a l  

score  was entered  on s te p  1. Then, a l l  of the  independent 

v a r i a b le s  were entered  as a group on s tep  2. In the  second 

a n a ly s i s ,  a l l  independent v a r ia b le s  were en te red  on s te p  1, 

and t h e  a t t r i b u t i o n  measure was e n t e r e d  on s t e p  2. Thus, 

t h e  m ed ia t in g  r o l e  o f  a u d i t o r s '  c a u s a l  i n f e r e n c e  on t h e i r  

judgments could be examined by comparing th e  mean square of 

each p re d ic to r  term ac ross  the  two a n a ly se s .  Mediation can 

be in fe r re d  i f  th e re  i s  a s i g n i f i c a n t  reduc t ion  in the  mean 

square v a lu es  as a r e s u l t  o f  en te r in g  the  n e t  d i s p o s i t i o n a l  

score f i r s t  in  the  reg ress io n  model.

The r e s u l t s  o f  t h e  m u l t i p l e  r e g r e s s i o n  a n a l y s e s  on 

m a t e r i a l i t y  th re sh o ld  a re  shown in Appendix B. No a n a ly s i s
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was p e r fo rm e d  on t h e  im p o r ta n c e  o f  d i s c l o s u r e  g iv e n  t h a t  

i t s  c o r r e l a t i o n  w i th  t h e  n e t  d i s p o s i t i o n a l  s c o r e  was n o t  

s i g n i f i c a n t .  S in ce  an o r d e r  e f f e c t  (see  P r e l i m i n a r y  

A n a ly s e s  s e c t i o n )  was o b t a i n e d  on m a t e r i a l i t y  t h r e s h o l d ,  

t h e  m u l t i p l e  r e g r e s s i o n  a n a l y s e s  were p e r fo rm ed  f o r  each  

o rde r  s e p a r a t e l y .  As can be seen ,  f o r  e i t h e r  o rd e r ,  th e re  

was no s i g n i f i c a n t  r e d u c t i o n  in  t h e  mean s q u a re  v a l u e  o f  

t h e  p r e d i c t o r  v a r i a b l e s  a s  a r e s u l t  o f  e n t e r i n g  t h e  n e t  

d i s p o s i t i o n a l  s c o r e  on s t e p  1 in  t h e  r e g r e s s i o n  model.  

S i m i l a r  r e s u l t s  w ere  o b t a i n e d  u s i n g  a l o g a r i t h m i c  

t r a n s f o r m a t i o n  on t h e  d ep e n d en t  v a r i a b l e .  Hence, c a u s a l  

in fe re n c e s  d id  not s i g n i f i c a n t l y  mediate the  e f f e c t  of th e  

independent v a r i a b l e s  on a u d i t o r s '  judgments.

A n a ly s is  of S ig n i f i c a n t  E f f e c t s  Within Order

As noted e a r l i e r  in  the  P re l im in a ry  Analyses S ec t ion ,  

t h e  o r d e r  o f  t h e  q u e s t i o n s  ( c a u s a l  i n f e r e n c e s  and a u d i t  

judgm ents)  i n t e r a c t e d  s i g n i f i c a n t l y  w i th  t h e  in d e p e n d e n t  

v a r i a b l e s .  A p pen d ix  C shows s e p a r a t e  ANOVA's on 

m a t e r i a l i t y  th r e s h o ld  and s e p a ra te  AKCOVA's on importance 

f o r  each  o r d e r .  The c o v a r i a t e  was t h e  a b i l i t y  t o  r o l e -  

p l a y .  The s i g n i f i c a n t  m&in e f f e c t s  and r e s u l t s  o f  simple 

main e f f e c t  t e s t s  fo r  the  i n t e r a c t i o n s  a re  repo r ted  below. 

Or d e r  1. T a b l e  10 shows t h e  s i g n i f i c a n t  e f f e c t s  on 

m a t e r i a l i t y  and im p o r ta n c e  f o r  s u b j e c t s  who answered  th e  

c a u s a l  i n f e r e n c e  q u e s t i o n s  p r i o r  t o  making t h e  a u d i t
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judgments. The c o e f f i c i e n t  of de te rm ina t ion  (r-square)  fo r  

the  l i n e a r  models fo r  m a t e r i a l i t y  th re s h o ld  and importance 

of d i s c lo s u r e  were 0.2498 and 0.1327 r e s p e c t iv e ly .

SOURCE DF F P-VALUE

MATERIALITY
CH 1 ,  49 5.49 0 .0233
CL X D 1 ,  49 8 .72 0 .0048

IMPORTANCE 
CL X CH 1 ,  48 3.73 0 .0593

Table 10 j S ig n i f i c a n t  E f f e c t s  fo r  Order 1

The c e l l  means fo r  the  choice  main e f f e c t  a re  g iven  in  

Table 11. The mean m a t e r i a l i t y  th re s h o ld  was lower fo r  the  

choice than  th e  no choice co n d i t io n .

CHOICE NO CHOICE

MATERIALITY THRESHOLD 6.242 7.769

Table 11: C e l l  Means fo r  Choice Main E f fec t  on M a t e r i a l i t y

T a b l e  12 shows t h e  c e l l  means f o r  t h e  c l i e n t  x 

d e s i r a b i l i t y  i n t e r a c t i o n  on m a t e r i a l i t y .  T e s t s  o f  t h e  

s im p le  main e f f e c t s  i n d i c a t e d  t h e  f o l l o w i n g .  For t h e  

c o n t i n u i n g  c l i e n t  c o n d i t i o n ,  t h e r e  was no s i g n i f i c a n t  

d i f f e r e n c e  in  mean m a t e r i a l i t y  between d e s i r a b i l i t y  f a c to r  

l e v e l s ,  (F (1, 49) = 1.14, p = 0 .2911).  However, f o r  th e
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new c l i e n t  c o n d i t i o n ?  t h e  mean m a t e r i a l i t y  t h r e s h o l d  f o r  

th e  u n d e s i ra b le  l e v e l  was s i g n i f i c a n t l y  lower than fo r  th e  

d e s i r a b l e  l e v e l ?  (F(l? 49) = 9,37? p « .0037).  F u r t h e r ,  

fo r  th e  u n d e s i ra b le  l e v e l ?  m a t e r i a l i t y  th re s h o ld  d id  not 

d i f f e r  s i g n i f i c a n t l y  between c l i e n t  type ,  (F(l,  49) « 1.27? 

p = 0.2652).  On t h e  o t h e r  hand? f o r  t h e  d e s i r a b l e  l e v e l ?  

th e  mean m a t e r i a l i t y  was s i g n i f i c a n t l y  low er  f o r  t h e  

c o n t i n u i n g  c l i e n t  t h a n  f o r  t h e  new c l i e n t ?  (F(l? 49) * 

9.30? p = 0.0037).

CONTINUING NEW
CLIENT CLIENT

DESIRABLE 6.031 9.000

UNDESIRABLE 7.071 5.929

Table 12: C e l l  Means for C l i e n t  x D e s i r a b i l i t y
In t e r a c t io n  on M a t e r i a l i t y

T a b le  13 shows t h e  c e l l  means f o r  t h e  c l i e n t  x c h o ic e  

i n t e r a c t i o n  on im po r tan ce  o f  d i s c l o s u r e .  An a n a l y s i s  o f  

th e  s imple main e f f e c t s  in d ic a te s  t h a t  fo r  the  con tinu ing  

c l i e n t  th e  importance of d i s c l o s u r e  was s i g n i f i c a n t l y  l e s s  

under t h e  no c h o ic e  th a n  under  t h e  c h o ic e  c o n d i t i o n  (F(l? 

48) = 3.88? p=0.0547). However? f o r  t h e  new c l i e n t  case?  

t h e  i m p o r t a n c e  of d i s c l o s u r e  was n o t  s i g n i f i c a n t l y  

d i f f e r e n t  between th e  two l e v e l s  of choice f a c to r  (F(l? 48) 

= 0.66, p=0.4210). F u r th e rm o re ,  f o r  t h e  c h o ic e  c o n d i t i o n ?
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th e  importance of  d i s c lo s u r e  was s i g n i f i c a n t l y  h igher  f o r  

t h e  c o n t i n u i n g  c l i e n t  t h a n  f o r  t h e  new one (F ( l ,  48) = 

4 .4 3 r p = C.04Q5). No s i g n i f i c a n t  d i f f e r e n c e  was found 

between c l i e n t  type under th e  no choice  co nd i t io n  (F(l ,  48) 

= 0 .48, p = 0.4934).

CONTINUING
CLIENT

NEW
CLIENT

CHOICE 5.812 4.733

NO CHOICE 4.714 5.250

Table 13: C e l l  Means f o r  C l i e n t  x Choice  I n t e r a c t i o n  on
Importance

O rd e r  2„ T a b l e  14 shows t h e  s i g n i f i c a n t  e f f e c t s  on 

m a t e r i a l i t y  and importance f o r  s u b je c t s  who made the  a u d i t  

judgments befo re  answering th e  c a u s a l  in fe ren ce  q ues t io n s .  

The i n t e r a c t i o n  e f f e c t s  on m a t e r i a l i t y  were only  m a rg in a l ly  

s i g n i f i c a n t .  The r - sq u a re  v a lu e s  fo r  the  l i n e a r  models fo r  

m a t e r i a l i t y  t h r e s h o l d  and im p o r ta n c e  o f  d i s c l o s u r e  were 

0.2309 and 0.3358 r e s p e c t i v e l y .

The c e l l  means f o r  t h e  c l i e n t  x d e s i r a b i l i t y  

i n t e r a c t i o n  a r e  g i v e n  i n  T a b l e  15. The m a t e r i a l i t y  

t h r e s h o l d  f o r  t h e  c o n t i n u i n g  c l i e n t  c a s e  was found t o  be 

s i g n i f i c a n t l y  l o w e r  i n  t h e  u n d e s i r a b l e  t h a n  i n  t h e  

d e s i r a b l e  c o n d i t i o n  ( F ( l ,  45) * 7 .28 ,  p = 0 .0098).  No 

s i g n i f i c a n t  d i f f e re n c e  was found between d e s i r a b l i t y  l e v e l s
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SOURCE DF F P“VALUE

MATERIALITY
CL x D 1, 45 3.29 0.0765
CH x D 1, 45 3.64 0•0629

IMPORTANCE
CL x D 1, 44 8.51 0.0055
CH x D 1 A A E  Q Qmf e w 0,0185

Table 14: S ig n i f i c a n t  E f f e c t s  fo r  Order 2

f o r  t h e  new c l i e n t  c a s e  ( F ( l r 45) = 0 .03 ,  p = 0.8719).  In  

a d d i t i o n ,  when t h e  t r a n s a c t i o n  was p e r c e i v e d  t o  be 

d e s i r a b l e ,  t h e  mean m a t e r i a l i t y  t h r e s h o ld  was s i g n i f i c a n t l y  

lower fo r  th e  new c l i e n t  than f o r  th e  con t in u in g  one (F(l ,  

45) = 3.71, p = 0 .0603).  No s i g n i f i c a n t  d i f f e r e n c e  was 

found between c l i e n t  type  fo r  th e  u n d e s i r a b le  t r a n s a c t io n  

(F(1, 45) = 0 .42 ,  p = 0 .5196).

CONTINUING NEW
CLIENT CLIENT

DESIRABLE 8.962 6.429

UNDESIRABLE 5.269 6.077

Table 15: C e l l  Means fo r  C l i e n t  x D e s i r a b i l i t y  I n t e r a c t i o n
on M a t e r i a l i t y

T a b l e  16 shows t h e  c e l l  m eans f o r  t h e  c h o i c e  x 

d e s i r a b i l i t y  i n t e r a c t i o n  on m a t e r i a l i t y .  The mean 

m a t e r i a l i t y  t h r e s h o l d  was s i g n i f i c a n t l y  low er  f o r  t h e
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u n d e s i ra b le  t r a n s a c t io n  than fo r  th e  d e s i r a b l e  t r a n s a c t io n  

under  t h e  c h o ic e  c o n d i t i o n  (F ( l ,  45) -  7 .95 ,  p = 0.0071).  

H ow ever ,  t h e  was no s i g n i f i c a n t  d i f f e r e n c e  b e tw e e n  

d e s i r a b l i t y  l e v e l s  under th e  no choice co n d i t io n  (F(l ,  45) 

= 0 .0 1 ,  p = 0 .9 2 6 5 ) .  F u r t h e r m o r e ,  f o r  t h e  d e s i r a b l e  

t r a n s a c t i o n  t h e r e  was no d i f f e r e n c e  i n  m a t e r i a l i t y  

t h r e s h o l d  betw een  t h e  c h o i c e  f a c t o r  l e v e l s  (F ( l ,  45) = 

C.47, p = 0 .4972).  For t h e  u n d e s i r a b l e  c a s e ,  t h e  mean 

m a t e r i a l i t y  was s i g n i f i c a n t l y  lower fo r  th e  choice than  fo r  

t h e  no c h o ic e  c o n d i t i o n  ( F ( l ,  45) = 4.00, p = 0.0515).

CHOICE NO CHOICE

DESIRABLE 8.077 7.250

UNDESIRABLE 4.429 7.125

T a b le  16: C e l l  Means f o r  Choice x D e s i r a b i l i t y
I n t e r a c t i o n  on M a t e r i a l i t y

The c e l l  means f o r  t h e  c l i e n t  x d e s i r a b i l i t y  

i n t e r a c t i o n  on importance of  d i s c l o s u r e  a re  g iven  in  Table 

17. For t h e  d e s i r a b l e  c a s e ,  t h e  im p o r ta n c e  o f  d i s c l o s u r e  

was s i g n i f i c a n t l y  h i g h e r  f o r  t h e  new c l i e n t  th a n  f o r  t h e  

c o n t i n u i n g  one ( F ( l ,  44) -  1 3 .7 1 ,  p =*0.0006). No

s i g n i f i c a n t  d i f f e r e n c e  was found between c l i e n t  ty p e  f o r  

t h e  u n d e s i r a b l e  t r a n s a c t i o n  ( F ( l ,  44) -  0 .22, p = 0.6410). 

For th e  con t inu ing  c l i e n t ,  the  importance of d i s c lo s u r e  was 

s i g n i f i c a n t l y  h igher  fo r  th e  u n d e s i ra b le  case than fo r  the
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d e s i r a b l e  c a s e  (F ( l ,  44) = 9.78, p = 0.0031).  However, 

t h e r e  was no s i g n i f i c a n t  d i f f e r e n c e  between d e s i r a b i l i t y

l e v e l s

0.3276)

f o r  t h e  new

•

c l i e n t  c o n d i t i o n  (F(1, 44) = 0 .98, p =

CONTINUING. NEW
CLIENT CLIENT

DESIFABLE 4.423 6.107

UNDESIRABLE 5.846 5.731

Table 17: C e l l  Means fo r  C l i e n t  x D e s i r a b i l i t y  I n t e r a c t i o n
on Importance

T a b l e  18 shows t h e  c e l l  means f o r  t h e  c h o i c e  x 

d e s i r a b i l i t y  i n t e r a c t i o n  on importance. For the  d e s i r a b l e  

t r a n s a c t io n ,  the  importance of d i s c lo s u r e  was s i g n i f i c a n t l y  

h ig h e r  f o r  t h e  no c h o ic e  th a n  f o r  t h e  c h o ic e  c o n d i t i o n  

(F (1, 44) = 6 .38 ,  p = 0.0152).  No s i g n i f i c a n t  d i f f e r e n c e  

was fo u n d  b e tw e e n  t h e  c h o i c e  f a c t o r  l e v e l s  f o r  t h e  

u n d e s i r a b l e  t r a n s a c t i o n  ( F ( l ,  44) = 0 .93 ,  p = 0.03406).  

Furthermore, w ith in  the  choice con d i t ion ,  th e  importance of

CHOICE NO CHOICE

DESIRABLE 4.731 5.821

UNDESIRABLE 5.929 5.625

Table 18: C e l l  Means fo r  Choice x D e s i r a b i l i t y  I n t e r a c t i o n
on Importance
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d i s c l o s u r e  was s i g n i f i c a n t l y  h i g h e r  f o r  t h e  u n d e s i r a b l e  

c a s e  th a n  f o r  t h e  d e s i r a b l e  c a s e  (F ( l ,  44) = 8 .15 ,  p = 

0.0065). However, no s i g n i f i c a n t  d i f f e r e n c e  was found 

between d e s i r a b i l i t y  l e v e l s  f o r  t h e  no c h o ic e  c o n d i t i o n  

(F(1, 44) = 0.42, p = 0.3406).
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CHAPTER VI

SUMMARY AND CONCLUSIONS

T h is  c h a p t e r  summarizes and d i s c u s s e s  t h e  r e s u l t s  o f  

th e  s t u d y .  I m p l i c a t i o n s  f o r  f u t u r e  r e s e a r c h  a r e  t h e n  

p re sen ted  followed by the  s t u d y ' s  l i m i t a t i o n s .

Research R esu l ts  and Discussion 

T h is  s t u d y  examined f a c t o r s  i n f l u e n c i n g  a u d i t o r s '  

p e r c e p t i o n s  o f  m anag em en t ,  and  t h e  e f f e c t  o f  t h o s e  

p e r c e p t i o n s  on a u d i t  ju d g m en ts .  Based on t h e  t h e o r y  of  

c o r r e s p o n d e n t  i n f e r e n c e s  [ Jo n e s  and D a v is ,  1 965] ,  t h r e e  

hypotheses were fo rm ula ted :  (1) su b jec t s  a re  most l i k e l y

to  make a d i s p o s i t i o n a l  in fe re n c e  about management when a 

t r a n s a c t io n  i s  p e rce iv ed  to  be u n d es i ra b le  and made under 

co n d i t io n s  o f  h igh choice ;  (2) su b je c t s  a re  more l i k e l y  to  

make a d i s p o s i t i o n a l  i n f e r e n c e  abou t  t h e  management o f  a 

new c l i e n t  t h a n  t h a t  o f  a c o n t i n u i n g  o n e ;  and (3) 

d i s p o s i t i o n a l  i n f e r e n c e s  a b o u t  management w i l l  a f f e c t  

s u b je c t s '  subsequent a u d i t  judgments.
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S u b j e c t s  were s e n i o r  a u d i t o r s  o f  an i n t e r n a t i o n a l  

p u b l i c  a c c o u n t i n g  firm* They were f i r s t  a sked  t o  r e ad  a 

scen a r io  d e s c r ib in g  a t r a n s a c t i o n  t h a t  occurred during  the  

a u d i t  p e r i o d  o f  a g i v e n  c l i e n t .  S u b s e q u e n t ly ,  s u b j e c t s  

were r e q u e s t e d  t o  make (1) an a t t r i b u t i o n  ab o u t  t h e  cau se  

o f  t h e  d e s c r i b e d  t r a n s a c t i o n ,  and (2) two ju d g m e n t s  

concerning an accounting  d i s c l o s u r e  i s s u e .  The two a u d i t  

j u d g m e n t s  c o n s i s t e d  o f  i n d i c a t i n g  t h e  i m p o r t a n c e  o f  

d i s c l o s u r e  o f  a g i v e n  i t e m ,  and s p e c i f y i n g  a m a t e r i a l i t y  

th r e s h o ld .

The r e s u l t s  support  th e  f i r s t  hypothes is  t h a t  auditors*  

i n f e r e n c e s  a b o u t  t h e  c a u s e  o f  a t r a n s a c t i o n  would be most 

d i s p o s i t i o n a l  when t h e  t r a n s a c t i o n  i s  p e r c e i v e d  t o  be 

u n d e s i r a b l e  and made by management under  c o n d i t i o n s  o f  

c h o i c e .  T h is  i s  c o n s i s t e n t  w i th  s t u d i e s  by Jo n es  and 

H a r r i s  [1 9 6 7 ] ,  and J o n e s ,  W orche l ,  G o e th a l s  and Grumet 

[1971].

C o n t r a r y  t o  t h e  s e c o n d  h y p o t h e s i s ,  t h e r e  was no 

s i g n i f i c a n t  d i f f e r e n c e  i n  c a u s a l  i n f e r e n c e s  be tw een  t h e  

co n t inu in g  and new c l i e n t s .  I t  appears  t h a t  d i s p o s i t i o n a l  

in fe re n c e s  about management were made independent of l e n g th  

o f  a f f i l i a t i o n  w i th  t h e  c l i e n t .  Given t h e  s i g n i f i c a n t  

c o r r e l a t i o n  between c a u s a l  i n f e r e n c e  and m a t e r i a l i t y  

th re s h o ld  ( see  t h i r d  h y p o t h e s i s ) ,  one may c a u t i o u s l y  

su rm is e  t h a t  m a t e r i a l i t y  judgm ents  a r e  n o t  i n f l u e n c e d  by
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l e n g th  of a f f i l i a t i o n  with c l i e n t .  This i s  not c o n s i s t e n t  

w i th  t h e  s t u d y  by B a te s ,  Ingram and R eckers  [1982] (see  

note  1 ) .

The t h i r d  h y p o t h e s i s  p r e d i c t e d  t h a t  d i s p o s i t i o n a l  

in fe re n c e s  about management would a f f e c t  a u d i t  judgments. 

T h i s  was s u p p o r t e d  o n l y  i n  t h e  c a s e  o f  m a t e r i a l i t y  

t h r e s h o l d  judgm en ts .  Lower m a t e r i a l i t y  t h r e s h o l d s  were 

found to  be a s s o c ia te d  with more d i s p o s i t i o n a l  in fe ren ces  

a b o u t  management. However, t h e  im p o r tan ce  o f  d i s c l o s u r e  

was not s i g n i f i c a n t l y  c o r r e l a t e d  with causa l  in fe r e n c e s .

The p u rp o s e  o f  a l t e r n a t i n g  t h e  o r d e r  o f  t h e  c a u s a l  

i n f e r e n c e  q u e s t i o n s  and t h e  a u d i t  judgm ents  ( m a t e r i a l i t y  

and i m p o r t a n c e )  was t o  d e t e r m i n e  w h e t h e r  a u d i t o r s  

s p o n t a n e o u s l y  engage in  a t t r i b u t i o n a l  p r o c e s s e s .  The 

s i g n i f i c a n t  i n t e r a c t i o n s  o f  "o rd e r"  w i th  t h e  p r im a ry  

in d e p e n d e n t  v a r i a b l e s  p r o v i d e  e v id e n c e  t h a t  f a i l s  t o  

i n v a l i d a t e  th e  assumption t h a t  i n d i v id u a l s  engage in  causa l  

in fe ren ce  p ro cesses  a u to m a t ic a l ly .

Im p l ica t ions  fo r  F u tu re  Research 

The r e s u l t s  o f  t h i s  s tudy have s e v e r a l  im p l ic a t io n s  fo r  

f u t u r e  r e s e a r c h .  F i r s t ,  t h e  f i n d i n g s  s u g g e s t  t h a t  t h e  

t h e o r e t i c a l  framework used  i n  t h i s  s tu d y  can p r o v i d e  a 

b a s i s  fo r  i n v e s t i g a t i n g  o th e r  types  of a u d i t  judgments and 

t a s k s .  T h i s  s t u d y  e x a m in ed  t h e  e f f e c t  o f  a u d i t o r s '  

p e rc e p t io n s  of management on m a t e r i a l i t y  judgments. Future
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s t u d i e s  s h o u ld  i n v e s t i g a t e  how t h e s e  im p re s s io n s  o f  

management i n f l u e n c e  o t h e r  a u d i t  d e c i s i o n s  such  as t h e  

e v a lu a t io n  of i n t e r n a l  c o n t r o l , and th e  n a tu re r t iming and 

e x t e n t  o f  a u d i t  p r o c e d u r e s .  In  a d d i t i o n  t o  p r o v i d i n g  

i n s i g h t s  i n t o  t h e s e  j u d g m e n t s ,  t h e  r e s u l t s  o f  t h o s e  

examinations would enab le  one to  e s t a b l i s h  the  v a l i d i t y  of 

the  framework in  th e  au d i t in g  c o n tex t .

A no ther  p o t e n t i a l  u se  o f  t h e  model p r e s e n t e d  in  t h i s  

s tudy  i s  f o r  conducting comparative s tu d ie s .  For example, 

t h e  a p p a r e n t  gap t h a t  e x i s t s  between t h e  p e r fo rm a n c e  of 

a u d i t o r s  and t h e  e x p e c t a t i o n s  o f  u s e r s  o f  f i n a n c i a l  

s t a t e m e n t s  [CAR, 1978] can  be i n v e s t i g a t e d  u s in g  such  a 

framework. A r r i n g t o n ,  H i l l i s o n  and W i l l i a m s  [1983] ,  and 

A rr ing ton ,  B a i ley  and Hopwood [1985] examined d i f f e r e n c e s  

in  a t t r i b u t i o n s  o f  a u d i t  r e s p o n s i b i l i t y  ( f a i l u r e )  a s  a 

means t o  s t u d y  t h e  i s s u e  o f  e x p e c t a t i o n s  g ap .  The 

p r e s e n t  a t t r i b u t i o n  m odel  can  s i m i l a r l y  be  u s e d  t o  

d e te rm in e  w hethe r  t h e  e x p e c t a t i o n s  gap i s  a r e s u l t  o f  

d i v e r g e n t  c a u s a l  i n f e r e n c e s  abo u t  management between 

f i n a n c ia l  s ta tem en t  users  and a u d i to r s .

With re sp e c t  to  m a t e r i a l i t y  judgments, th e  r e s u l t s  of 

t h i s  s tudy  in d i c a t e  t h a t  ca u sa l  in fe ren ces  about management 

a r e  c o r r e l a t e d  w i th  m a t e r i a l i t y  t h r e s h o l d .  M anagem ents  

d i s p o s i t i o n s  a re  but one of many q u a l i t a t i v e  (nonfinanc ia l)  

f a c t o r s  t h a t  may a f f e c t  m a t e r i a l i t y  judgm ents .  F u tu re
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s tu d ie s  should  examine the importance of o the r  n o n f in a n c ia l  

v a r ia b le s  on such judgments.

L-im £.afc_i,Q-ns.

A major l i m i t a t i o n  r e l a t e s  to  th e  case approach used in  

t h i s  s tu d y .  S u b j e c t s  were p r o v i d e d  w i th  o n l y  a l i m i t e d  

amount o f  i n f o r m a t i o n  p r i m a r i l y  i n t e n d e d  f o r  t h e  

m anipu la t ion  o f  th e  independent v a r i a b l e s .  In the  n a t u r a l  

s e t t i n g r o t h e r  i n f o r m a t io n  would be a v a i l a b l e  t h a t  may 

i n f l u e n c e  a u d i t o r s '  judgm ents .  Thus,  a l t h o u g h  th e  c a s e  

app roach  p r o v i d e d  an e f f e c t i v e  means o f  c o n t r o l l i n g  t h e  

independent v a r i a b l e s  of i n t e r e s t ,  th e re  i s  th e  i n e v i t a b l e  

r i s k  t h a t  some o t h e r  s i g n i f i c a n t  f a c t o r s  m igh t  have been 

om itted .

A f u r t h e r  p ro b lem  p e r t a i n s  t o  t h e  s t u d y ' s  l i m i t e d  

e x te r n a l  v a l i d i t y .  While the  hypotheses developed  in  t h i s  

p ap e r  were n o t  meant t o  be c o n t e x t  o r  t a s k  s p e c i f i c ,  in  

t h i s  e x p e r i m e n t  t h e y  were t e s t e d  w i t h  r e s p e c t  t o  a 

p a r t i c u l a r  a u d i t  d ec is io n  ( m a t e r i a l i t y  judgment), one type 

o f  t r a n s a c t i o n  ( s a l e  o f  a s s e t s ) ,  and a s p e c i f i c  a u d i t  

c l i e n t  (a SBC f i r m  w i t h  a d e t e r i o r a t i n g  f i n a n c i a l  

p o s i t io n ) .  Moreover, su b jec ts  were m ostly  s en io r  a u d i to r s  

o f  a s i n g l e  p u b l i c  a c c o u n t in g  f i rm .  A c c o r d in g ly ,  any 

g e n e r a l i z a t io n s  must be made with  care .
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Bates ,  Ingrain and Reckers [1982] r e c e n t l y  i n v e s t i g a t e d  
the. i s s u e  o f  a u d i t o r - e l i e n t  a f f i l i a t i o n .  They found 
t h a t  a u d i t o r s 1 independence in  a t t i t u d e  may be reduced 
by l e n g t h y  a f f i l i a t i o n  w i th  a c l i e n t .  F u r t h e r ,  t h e  
r e s u l t s  s u g g e s t  t h a t  t h e  r o t a t i o n  o f  e m p l o y e e s  
(partners)  w i th in  an a u d i t  f i rm  may be as e f f e c t i v e  as 
r o t a t i n g  th e  a u d i t  f i rm  in  e l im in a t in g  the  reduc t ion  
i n  in d ep en d e n ce  ca u sed  by l o n g - t e r m  a u d i t o r - c l i e n t  
a s s o c i a t i o n .  T h e i r  f i n d i n g s  ap p e a r  t o  be c o n s i s t e n t  
w i th  t h e  c l a i m  made by Jo nes  and M c G i l l i s  [1976] 
assuming t h a t  a u d i t  judgm ents  a r e  i n f l u e n c e d  by 
d i s p o s i t i o n a l  in fe re n c e s  about management.

H o ls t ru m  and M e s s ie r  [1982] n o t e  t h a t ,  " A l l  o f  t h e  
s tu d ie s  t h a t  t e s t e d  th e  r e l a t i v e  importance o f  v a r io u s  
f a c t o r s  in  t h e  m a t e r i a l i t y  judgment found t h a t  t h e  
most im p o r t a n t  f a c t o r  was t h e  p e r c e n t a g e  e f f e c t  on 
in c o m e ,"  (p .  5 8 ) .  F u r t h e r ,  t h e  commonly u s e d
g u id e l in e  o f  5-10% was hoped to  p ro v id e  s u b je c t s  with 
a s u f f i c i e n t l y  wide range to  e x e rc i s e  t h e i r  judgment.
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S e c t i o n s  o f  t h e  r e s e a r c h  i n s t r u m e n t  a r e  p r e s e n t e d  in  t h e  
next  pages in  th e  following o rd e r :

1. Background inform ation  about CONTINUING CLIENT;

2. Background in form ation  about N E W  CLIENT?

3. T ransac t ion  r e f l e c t i n g  CHOICE and DESIRABLE l e v e l s ;

4. T ransac t ion  r e f l e c t i n g  CHOICE and UNDESIRABLE lev e ls?

5. T ran sac t io n  r e f l e c t i n g  NO CHOICE and DESIRABLE l e v e l s ;

6. T r a n s a c t i o n  r e f l e c t i n g  NO CHOICE and UNDESIRABLE 
le v e ls?

7. M a t e r i a l i t y  judgments?

8. Manipulation checks;

9. Demographic q u e s t io n n a i re .
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Assum e t h a t  y o u  a t e  t h e  i n - c h a r o e  extecaal auuiiLOJ: on  t h e  Apex 
Company, I n c .  e n g a g e m e n t  f o r  1 9 8 4 .  F u r t h e r ,  a s s u m e  t h a t  y o u  
h a v e  h e l d  t h i s  p o s i t i o n  f o r  t h e  l a s t  f o u r  y e a r s .  D ur ing  e a c h  o f  
t h e s e  y e a r s ,  t h e  Company h a s  b e e n  i s s u e d  an u n q u a l i f i e d  a u d i t o r s '  
r e p o r t .

Apex Company, I n c .  ( c u r r e n t l y  a  SEC c l i e n t )  was fo u nd ed  i n  
San  F r a n c i s c o ,  C a l i f o r n i a ,  i n  1 9 S 5 .  T he  Company m a n u f a c t u r e s  
h o u s e h o l d  c o n s u m e r  p r o d u c t s  a n d  m a r k e t s  th e m  t h r o u g h  g r o c e r y  
s t o r e s  and  o t h e r  l a r g e  r e t a i l  o u t l e t s .  R e s e a r c h  and  d e v e lo p m e n t  
w o rk  i s  d o n e  i n t e r n a l l y .  T he  f o l l o w i n g  a r e  t h e  C om p any 's  
co n d ensed  Income S t a t e m e n t  and  S a l a n c e  S h e e t :

Income S ta t e m e n t  
( i n  th o u s a n d s )

T e a r s  ended  December 31 1984.
( u n a u d i t e d )

1983
( a u d i t e d )

T o t a l  Revenues S 815 ,13 3 $ 9 1 8 ,9 0 9
C o s t s  and E x p en se s 7 0 6 ,4 9 7 79 5 ,2 50

Income b e f o r e  T axes 1 0 8 ,6 3 6 1 2 3 ,6 5 9
P r o v i s i o n  f o r  Income T axes 5 5 ,01 6 6 0 ,1 3 2

S e t  Income $ 52 ,620 $ 6 3 ,3 2 7

B a la n c e  S h e e t  
( i n  t h o u s a n d s )

December 31 1984 1983
( u n a u d i t e d )  ( a u d i te d )

ASSETS

C u r r e n t  A s s e t s  $ 2 3 2 ,1 1 3  $ 2 9 0 ,04 6
P r o p e r t y ,  P l a n t  and  E q u ipm en t— S e t  1 6 3 ,9 0 7  168 ,330
O th e r  A s s e t s  1 4 3 ,6 1 3  1 4 4 ,3 8 8

T o t a l  $ 5 4 1 ,6 3 5  ? 6 02 ,7 8 4

LIABILITIES and  SHAREHOLDERS' EQOITY

C u r r e n t  L i a b i l i t i e s  $ 1 3 8 ,3 4 3  $ 1 72 ,7 12
L o n g - te rm  D eb t  9 7 ,4 0 2  7 5 ,5 0 7
D e f e r r e d  Income T ax es  2 2 ,5 7 2  3 1 ,3 6 7
S h a r e h o l d e r s ’ E q u i t y  2 8 3 ,3 1 6  3 2 3 ,09 8

T o t a l  5 5 4 1 ,6 3 5  5 6 0 2 ,7 8 4
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A ssum e t h a t  y o u  a r e  t h e  i n - g h a r a e  e x t e r n a l  a u d i t o r  on  t h e  Apex 
Companyr Inc .  e n g ag em en t  f o r  19 8 4 .  Apex h a s  a  p o l i c y  o f  r o t a t i n g  
t h e i r  a u d i t  f i r m  e v e r y  f i v e  y e a r s .  T he  p r e v i o u s  f i r m  h a v i n g  
f u l f i l l e d  i t s  f u l l  t e rm /  d u r i n g  w h ic h  t h e  Company ha3  b e e n  i s s u e d  
a n  u n q u a l i f i e d  a u d i t o r s '  r e p o r t  e a c h  y e a r ,  y o u r  f i r m  h a s  b e e n  
s e l e c t e d  t o  p e r f o r m  t h e  a u d i t  t a s k  f o r  t h e  n e x t  f i v e  y e a r s .  
T h u s ,  Apex Company i s  a  af ia  c l i e n t .

Apex Company, I n c .  ( c u r r e n t l y  a  SEC c l i e n t )  was f o u n d e d  in  
S an  F r a n c i s c o ,  C a l i f o r n i a ,  i n  1 9 5 5 .  T he  Company m a n u f a c t u r e s  
h o u s e h o l d  c o n s u m e r  p r o d u c t s  a n d  m a r k e t s  th e m  t h r o u g h  g r o c e r y  
s t o r e s  and o t h e r  l a r g e  r e t a i l  o u t l e t s .  R e s e a r c h  and d e v e lo p m e n t  
w ork  i s  d o n e  i n t e r n a l l y .  T h e  f o l l o w i n g  a r e  t h e  C o m p a n y 's  
co n d en se d  Income S t a t e m e n t  an d  B a l a n c e  S h e e t :

Incom e S t a t e m e n t  
( i n  t h o u s a n d s )

y e a r s  ended December 31

T o t a l  Revenues 
C o s t s  and E xpenses

Income b e f o r e  T ax es  
P r o v i s i o n  f o r  Income T ax es

N et Income

1984
( u n a u d i t e d )

5 8 1 5 ,1 3 3  
7 0 6 ,4 9 7

1 0 8 ,6 3 6
5 6 ,0 1 6

1983
( a u d i t e d )

$ 9 1 8 ,9 0 9  
7 9 5 ,2 5 0

1 2 3 ,5 5 9
6 0 ,1 3 2

$ 5 2 ,6 2 0  S 5 3 ,5 2 7

B a l a n c e  S h e e t  
( i n  t h o u s a n d s )

December 31 1984 1983
( u n a u d i t e d )  ( a u d i t e d )

ASSETS

C u r r e n t  A s s e t s  $ 2 3 2 ,1 1 3  $ 2 9 0 ,0 4 6
P r o p e r t y ,  P l a n t  an d  E q u ip m en t— N et ' 1 5 5 ,9 0 7  1 5 8 ,3 5 0
O th e r  A sse t s  1 4 3 ,5 1 5  1 4 4 ,3 8 8

T o t a l  S 5 4 1 ,6 3 5  S 6 0 2 ,7 3 4

LIABILITIES and SHAREHOLDERS’ EQUITY

C u r r e n t  L i a b i l i t i e s  $ 1 3 3 ,3 4 5  $ 1 7 2 ,7 1 2
L on g-te rm  Debt 9 7 ,4 0 2  7 5 ,6 0 7
D e f e r r e d  Income T a x e s  2 2 ,5 7 2  3 1 ,3 6 7
S h a r e h o l d e r s ' E q u i t y  2 8 3 ,3 1 6  3 2 3 ,0 9 8

T o t a l  $ 5 4 1 ,5 3 5  S 6 0 2 ,7 8 4
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D u rin g  t h e  c u r r e n t  y e a r ,  t h e  s a f e t y  o f  one  o f  Apex Company's 
p r o d u c t s  was q u e s t i o n e d .  S u ch  an  o c c u r r e n c e  i s  n o t  i n f r e q u e n t  i n  
t h i s  i n d u s t r y .  R e s e a r c h  d o n e  by  t h e  Company a n d  o t h e r  f i r m s  a s  
o f  t h a t  t i m e  i n d i c a t e d  t h a t  t h e  p r o d u c t  w as  m o s t  l i k e l y  t o  b e  
u n s a f e .  I n  s i m i l a r  c a s e s  i n  t h e  p a s t ,  A pex  a n d  o t h e r  f i r m s  i n  
t h i s  i n d u s t r y  h a v e  s t o p p e d  m a n u f a c t u r i n g  a n d  m a r k e t i n g  t h e  
p r o d u c t .  T h e s e  d e c i s i o ' n s  h a v e  a l m o s t  a l w a y s  p r o v e n  t o  b e  
j u s t i f i a b l e  and i n  t h e  b e s t  i n t e r e s t  o f  t h e  c o m p a n ie s .

S h o r t l y  a f t e r  t h e  p r o d u c t ' s  s a f e t y  w a s  q u e s t i o n e d ,  
t h e  management o f  Apex v o l u n t a r i l y  c h o s e  t o  c e a s e  m a n u f a c t u r i n g  
t h e  p r o d u c t ,  a n d  w i t h d r e w  i t  f r o m  t h e  m a r k e t .  As a  r e s u l t  o f  
m a n a g e m e n t ' s  d e c i s i o n  t o  r e m o v e  t h e  p r o d u c t  f r o m  t h e  m a r k e t ,  
m a c h in e ry  and eq u ip m e n t  o r i g i n a l l y  p u r c h a s e d  f o r  m a n u f a c t u r i n g  
t h e  now a b a n d o n e d  p r o d u c t  w e r e  r e n d e r e d  i d l e .  T h e s e  w e r e  s o l d  
f o r  a g a i n .

To w h a t  e x t e n t  do  y o u  f e e l  t h a t  t h e  w i t h d r a w a l  o f  t h e  p r o d u c t  
w h i c h  r e s u l t e d  i n  t h e  s a l e  t r a n s a c t i o n  w as  d u e  t o  s i t u a t i o n a l  
( i . e . ,  e n v i r o n m e n t a l )  f a c t o r s  b e y o n d  m a n a g e m e n t ' s  c o n t r o l ?  
P l e a s e  c i r c l e  one  number o n l y .

n o t  a t  t o  a  g r e a t
a l l  e x t e n t

To w h a t  e x t e n t  do  y o u  f e e l  t h a t  t h e  w i t h d r a w a l  o f  t h e  p r o d u c t  
w h ic h  r e s u l t e d  i n  t h e  s a l e  t r a n s a c t i o n  w as  d u e  t o  m a n a g e m e n t ' s  
c h a r a c t e r i s t i c s  ( i . e . ,  a t t r i b u t e s  o f  m a n a g e m e n t  s u c h  a s  
i n t e g r i t y ,  a t t i t u d e s ,  t r a i t s ,  p e r s o n a l i t y ,  e t c . ) ?  P l e a s e  c i r c l e  
o n e  number o n l y .

n o t  a t  t o  a  g r e a t
a l l  e x t e n t

■ B a r - .
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D u rin g  t h e  c u r r e n t  y e a r ,  t h e  s a f e t y  o f  on e  o f  Apex Company's 
p r o d u c t s  was q u e s t i o n e d .  Such a n  o c c u r r e n c e  i s  n o t  i n f r e q u e n t  i n  
t h i s  i n d u s t r y .  R e s e a r c h  d o n e  b y  t h e  Company a n d  o t h e r  f i r m s  a s  
o f  t h a t  t i m e  i n d i c a t e d  t h a t  t h e  p r o d u c t  w as  m o s t  l i k e l y  t o  b e  
3 a f e .  I n  s i m i l a r  c a s e s  i n  t h e  p a s t .  Apex and  o t h e r  f i r m s  i n  t h i s  
i n d u s t r y  h a v e  c o n t i n u e d  m a n u f a c t u r i n g  and m a r k e t i n g  t h e  p r o d u c t .  
T h ese  d e c i s i o n s  h a v e  a lm o s t  a l w a y s  p ro v e n  t o  b e  j u s t i f i a b l e  a n d  
i n  t h e  b e s t  i n t e r e s t  o f  t h e  c o m p a n ie s .

S h o r t l y  a f t e r  t h e  p r o d u c t ' s  s a f e t y  w a s  q u e s t i o n e d ,  
t h e  management o f  Apex v o l u n t a r i l y  ch o se  t o  c e a s e  m a n u f a c tu r in g  
t h e  p r o d u c t ,  a n d  w i t h d r e w  i t  f r o m  t h e  m a r k e t .  As a r e s u l t  o f  
m a n a g e m e n t ' s  d e c i s i o n  t o  r e m o v e  - t h e  p r o d u c t  f r o m  t h e  m a r k e t ,  
m a c h in e ry  and e q u ip m e n t  o r i g i n a l l y  p u r c h a s e d  f o r  m a n u f a c t u r i n g  
t h e  now a b a n d o n e d ' p r o d u c t  w e r e  r e n d e r e d  ' i d l e .  T h e s e  w e re  s o l d  
f o r  a g a i n .

To w h a t  e x t e n t  d o  y o u  f e e l  t h a t  t h e  w i t h d r a w a l  o f  t h e  p r o d u c t  
w h ic h  r e s u l t e d  i n  t h e  s a l e  t r a n s a c t i o n  was d u e  t o  s i t u a t i o n a l  
( i . e . ,  e n v i r o n m e n t a l )  f a c t o r s  b e y o n d  m a n a g e m e n t ' s  c o n t r o l ?  
P l e a s e  c i r c l e  o n e  number o n ly .

n o t  a t  t o  a g r e a t
a l l  e x t e n t

To w h a t  e x t e n t  d o  y o u  f e e l  t h a t  t h e  w i t h d r a w a l  o f  t h e  p r o d u c t  
w h ic h  r e s u l t e d  i n  t h e  s a l e  t r a n s a c t i o n  w as d u e  t o  m a n a g e m e n t ' s  
c h a r a c t e r i s t i c s  ( i . e . ,  a t t r i b u t e s  o f  m a n a g e m e n t  s u c h  a s  
i n t e g r i t y ,  a t t i t u d e s ,  t r a i t s ,  p e r s o n a l i t y ,  e t c . ) ?  P l e a s e  c i r c l e  
one  number o n l y .

— 2-

n o t  a t  t o  a  g r e a t
a l l  e x t e n t
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D u rin g  t h e  c u r r e n t  y e a r ,  t h e  s a f e t y  o f  one  o f  Apex Company’s  
p r o d u c t s  was q u e s t i o n e d .  S u c h  an  o c c u r r e n c e  i s  n o t  i n f r e q u e n t  i n  
t h i s  i n d u s t r y .  R e s e a r c h  d o n e  by t h e  Company an d  o t h e r  f i r m s  a s  
o f  t h a t  t i m e  i n d i c a t e d  t h a t  t h e  p r o d u c t  w as m o s t  l i k e l y  t o  b e  
u n s a f e .  I n  s i m i l a r  c a s e s  i n  t h e  p a s t ,  Apex an d  o t h e r  f i r m s  i n  
t h i s  i n d u s t r y  h a v e  s t o p p e d  m a n u f a c t u r i n g  and  m a r k e t i n g  t h e  
p r o d u c t .  T h e s e  d e c i s i o n s  h a v e  a l m o s t  a l w a y s  p r o v e n  t o  b e  
j u s t i f i a b l e  and  in  t h e  b e s t  i n t e r e s t  o f  t h e  co m pan ies .

B e f o r e  t h e  m a n a g e m e n t  o f  A p e x  c o u l d  m ake  a d e c i s i o n  
r e g a r d i n g  t h e  p o s s i b l e  w i t h d r a w a l  o f  t h e  p r o d u c t ,  t h e  Company and 
o t h e r  c o m p e t i t o r - r i r m s  w e re  r e q u i r e d  by a g o v e rn m e n t  a u t h o r i t y  to  
rem ove  t h e  p r o d u c t  from  t h e  m a r k e t  and  s t o p  i t s  p r o d u c t i o n .  As a 
r e s u l t  o f  t h e  r e q u i r e d  w i t h d r a w a l  o f  t b s  p r o d u c t  f rom  t h e  m a r k e t ,  
m a c h i n e r y  a n d  e q u ip m e n t  o r i g i n a l l y  p u r c h a s e d  f d r  m a n u f a c t u r i n g  
t h e  now a b a n d o n e 'd  p r o d u c t  w e r e  r e n d e r e d  i d l e .  T h e s e  w e r e  s o l d  
f o r  a  g a i n .

To w h a t  e x t e n t  do y ou  f e e l  t h a t  t h e  w i t h d r a w a l  o f  t h e  p r o d u c t  
w h i c h  r e s u l t e d  i n  t h e  s a l e  t r a n s a c t i o n  w as d u e  t o  s i t u a t i o n a l  
( i . e . ,  e n v i r o n m e n t a l )  f a c t o r s  b e y o n d  m a n a g e m e n t ' s  c o n t r o l ?  
P l e a s e  c i r c l e  one  number o n l y .

n o t  a t  t o  a  g r e a t
a l l  e x t e n t

To w h a t  e x t e n t  do y ou  f e e l  t h a t  t h e  w i t h d r a w a l  o f  t h e  p r o d u c t  
w h i c h  r e s u l t e d  i n  t h e  s a l e  t r a n s a c t i o n  w as  d u e  t o  m a n a g e m e n t ' s  
c h a r a c t e r i s t i c s  ( i . e . ,  a t t r i b u t e s  o f  m a n a g e m e n t  s u c h  a s  
i n t e g r i t y ,  a t t i t u d e s ,  t r a i t s ,  p e r s o n a l i t y ,  e t c . ) ?  P l e a s e  c i r c l e  
o n e  number o n l y .

n o t  a t  t o  a  g r e a t
a l l  e x t e n t
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D u rin g  th e  c u r r e n t  y e a r ,  t h e  s a f e t y  o f  one  o f  Apex Company's 
p r o d u c t s  was q u e s t i o n e d .  Such an  o c c u r r e n c e  i s  n o t  i n f r e q u e n t  i n  
t h i s  i n d u s t r y .  R e s e a r c h  d o n e  by  t h e  Company a n d  o t h e r  f i r m s  a s  
o f  t h a t  t i m e  i n d i c a t e d  t h a t  t h e  p r o d u c t  w as  m o s t  l i k e l y  t o  b e  
s a f e .  In  s i m i l a r  c a s e s  i n  t h e  p a s t ,  Apex and  o t h e r  f i r m s  i n  t h i s  
i n d u s t r y  h a v e  c o n t i n u e d  m a n u f a c t u r i n g  and m a r k e t i n g  t h e  p r o d u c t .  
T h e s e  d e c i s i o n s  h a v e  a lm o s t  a l w a y s  p r o v e n  t o  be  j u s t i f i a b l e  a nd  
i n  t h e  b e s t  i n t e r e s t  o f  t h e  c o m p a n ie s .

B e f o r e  t h e  m a n a g e m e n t  o f  A p e x  c o u l d  m a k e  a  d e c i s i o n  
r e g a r d i n g  t h e  p o s s i b l e  w i t h d r a w a l  o f  t h e  p r o d u c t ,  t h e  Company and  
o t h e r  c o m p e t i t o r - f i r m s  w ere  r e q u i r e d  by a g o v e rn m e n t  a u t h o r i t y  t o  
r em o v e  t h e  p r o d u c t  from  t h e  m a r k e t  a n d  s t o p  i t s  p r o d u c t i o n .  As 
a  r e s u l t  o f  t h e  r e q u i r e d  w i t h d r a w a l  o f  t h e  p r o d u c t  f r o m  t h e  
m a r k e t ,  m a c h i n e r y  a n d  e q u i p m e n t  o r i g i n a l l y  p u r c h a s e d  f o r  
m a n u f a c t u r i n g  t h e  now a b a n d o n e d  p r o d u c t  w e r e  r e n d e r e d  i d l e .  
T h e s e  w ere  s o l d  f o r  a  g a in .

To w h a t  e x t e n t  do y o u  f e e l  t h a t  t h e  w i t h d r a w a l  o f  t h e  p r o d u c t  
w h i c h  r e s u l t e d  i n  t h e  s a l e  t r a n s a c t i o n  w as  d u e  t o  s i t u a t i o n a l  
{ i . e . ,  e n v i r o n m e n t a l )  f a c t o r s  b e y o n d  m a n a g e m e n t ' s  c o n t r o l ?  
P l e a s e  c i r c l e  one  number o n l y .

n o t  a t  t o  a  g r e a t
a l l  e x t e n t

To w h a t  e x t e n t  do y o u  f e e l  t h a t  t h e  w i t h d r a w a l  o f  t h e  p r o d u c t  
w h i c h  r e s u l t e d  i n  t h e  s a l e  t r a n s a c t i o n  w as  d u e  t o  m a n a g e m e n t ’s 
c h a r a c t e r i s t i c s  ( i . e . ,  a t t r i b u t e s  o f  m a n a g e m e n t  s u c h  a s  
i n t e g r i t y ,  a t t i t u d e s ,  t r a i t s ,  p e r s o n a l i t y ,  e t c . ) ?  P l e a s e  c i r c l e  
o ne  number o n ly .

n o t  a t  t o  a  g r e a t
a l l  e x t e n t
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Management w is h e s  t o  co m b in e  t h e  r e s u l t i n g  g a i n  w i t h  o t h e r  
i t e m s  i n  t h e  i n c o m e  s t a t e m e n t .  G e n e r a l l y  a c c e p t e d  a c c o u n t i n g  
p r i n c i p l e s  r e q u i r e  s u c h  an  u n u s u a l ,  b u t  n o t  i n f r e q u e n t  i t e m  t o  be 
d i s c l o s e d  s e p a r a t e l y  i f  i t  i s  d e t e r m i n e d  t o  b e  m a t e r i a l  t o  
f i n a n c i a l  s t a t e m e n t  u s e r s '  d e c i s i o n s .  A c c o r d in g  t o  t h e  F i n a n c i a l  
A c c o u n t in g  S t a n d a r d s  B oard  (FAS3),

"The o m i s s i o n  o r  m i s s t a t e m e n t  o f  a n  i t e m  i n  a  f i n a n c i a l  
r e p o r t  i s  m a t e r i a l  i f ,  i n  t h e  l i g h t  o f  s u r r o u n d i n g  
c i r c u m s t a n c e s ,  t h e  m a g n i tu d e  o f  t h e  i t e m  i s  s u c h  t h a t  i t  i s  
p r o b a b l e  t h a t  t h e  j u d g m e n t  o f  a r e a s o n a b l e  p e r s o n  r e l y i n g  
upon t h e  r e p o r t  w o u ld  h a v e  b e e n  c h a n g e d  o r  i n f l u e n c e d  by t h e  
i n c l u s i o n  o r  c o r r e c t i o n  o f  t h e  i t e m "  (FAS3, 1 9 8 0 ) .

A ssu m e  t h a t  t h e  GAIN w as S 8 .1  m i l l i o n  ( b e f o r e  t a r e s ] .  T h a t  
am o un t  r e p r e s e n t s  a p p r o x i m a t e l y ,

1.0% o f  TOTAL REVENUES,

1.5% Of TOTAL ASSETS,

an d  7.5% o f  INCOME 3EF0RE TAXES.

How i m p o r t a n t  w o u ld  i t  b e  t o  d i s c l o s e  t h e  GAIN s e p a r a t e l y  on t h e  ' 
I n c o m e  S t a t e m e n t  ( i . e . ,  a c c o r d i n g  t o  g e n e r a l l y  a c c e p t e d  
a c c o u n t i n g  p r i n c i p l e s } ?  P l e a s e  c i r c l e  o n e  number o n l y .

1------------2------------3-------------4------------5------------ 6------------ 7

n o t  v e r y
i m p o r t a n t  i m p o r t a n t

W hat  p e r c e n t a g e  o f  INCOME BEFORE TAXES w o u l d  y o u  c o n s i d e r  
m a t e r i a l  f o r  t h e  p u r p o s e  o f  d e t e r m i n i n g  w h e th e r  t o  d i s c l o s e  t h e  
GAIN s e p a r a t e l y  o n  t h e  I n c o m e  S t a t e m e n t  ( i . e . ,  a c c o r d i n g  t o  
g e n e r a l l y  a c c e p t e d  a c c o u n t i n g  p r i n c i p l e s ) ?  P l e a s e  I n d i c a t e  a 
s p e c i f i c  p e r c e n t a g e . .  J12£. i  s a n g e .

_______ % o f  INCOME BEFORE TAXES.
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G iv e n  t h e  c i r c u m s t a n c e s  d e s c r i b e d  i n  t h e  c a s e ,  t o  w hat  e x t e n t  do 
you  f e e i  t h a t  management h a d  a c h o i c e  i n  s t o p p i n g  t h e  m a n u f a c tu r e  
o f  t h e  p r o d u c t  and  w i th d r a w i n g  i t  f ro m  t h e  m a rk e t?  P l e a s e  c i r c l e  
one  number o n l y .

n o t  a t  t o  a  g r e a t
a l l  e x t e n t

G iv e n  t h e  c i r c u m s t a n c e s  d e s c r i b e d  i n  t h e  c a s e ,  t o  w h a t  e x t a n t  do 
y o u  f e e l  t h a t  t h e  w i t h d r a w a l  o f  t h e  p r o d u c t  f ro m  t h e  m a r k e t  i s  
c o n s i s t e n t  w i th  d e c i s i o n s  made by t h e  management o f  Apex Company 
i n  s i m i l a r  s i t u a t i o n s  i n  t h e  p a s t ?  P l e a s e  c i r c l e  o n e  num ber 
o n l y .

I —  -------2------------3------------ 4------------ 3------------ S------------7 ■

n o t  a t  t o  a  g r e a t
a l l  e x t e n t

G iv e n  t h e  c i r c u m s t a n c e s  d e s c r i b e d  i n  t h e  c a s e ,  t o  w h a t  e x t e n t  do 
y o u  f e e l  t h a t  t h e  w i t h d r a w a l  o f  t h e  p r o d u c t  f r o m  t h e  m a r k e t  i s  
c o n s i s t e n t  w i t h  d e c i s i o n s  made by t h e  management o f  o t h e r  f i r m s  
i n  t h e  sam e  i n d u s t r y  i n  s i m i l a r  c a s e s  i n  t h e  p a s t ?  P l e a s e  
c i r c l e  o n e  number o n l y .

n o t  a t  t o  a  g r e a t
a l l  e x t e n t

G iv en  t h e  c i r c u m s t a n c e s  d e s c r i b e d  i n  t h e  c a s e ,  t o  w h a t  e x t e n t  do 
y o u  f e e l  t h a t  t h e  w i t h d r a w a l  o f  t h e  p r o d u c t  f ro m  t h e  m a r k e t  w as  
i n  t h e  b e s t  i n t e r e s t  o f  A pex  C o m p a n y ’3 s t o c k h o l d e r s ?  P l e a s e  
c i r c l e  on e  number o n l y .

n o t  a t  t o  a  g r e a t
a l l  e x t e n t
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L i s t e d  be lo w  a r e  a  number o f  g e n e r a l  i n f o r m a t i o n  q u e s t i o n s  u s e d  
f o r  t h e  p u r p o s e  o f  g r o u p i n g  s t u d y  r e s u l t s .  R e a d  e a c h  i t e m  a n d  
r e s p o n d  l a  i s .  p e r t a i n s  £ 2 . y a u  p e r s o n a l l y .

What i s  y o u r  age?  __________  G e n d e r?  _ _  f e m a le  - s a l e

What i s  y o u r  c u r r e n t  a r e a  o f  s p e c i a l i z a t i o n ?

  A u d i t    M .A .S .   Tax

  O th e r ,  p l e a s e  s p e c i f y  _____________________

What i s  yo u r  ran k?

How many y e a r s  o f  A u d i t  e x p e r i e n c e  do  you h a v e ?

What i s  y o u r  h i g h e s t  a c ad em ic  d e g r e e ?

  B . S . / 3 . A .  ___  M .S . /M .S .A .  ___  P h . D . /D .3 .A .

 O t h e r ,  p l e a s e  s p e c i f y  _ _ _ _ _ _ _ _ _ _ _ _ _ _

I s  i t  common o r  uncommon f o r  y o u  t o  make s a t e r i a l i t y  j u d g m e n t s  
when c o n d u c t in g  an  a u d i t ?

Common Uncommon

I s  i t  common o r  uncommon f o r  you t o  make d e c i s i o n s  i n v o l v i n g  l o s s  
c o n t i n g e n c i e s  when c o n d u c t i n g  an  a u d i t ?

X------------2 -------------3-------------4---------- " 3 -------------6-------------7
Common Uncommon

P l e a s e  r a t e  y o u r  a b i l i t y  t o  r o l e  p l a y  u s in g  t h e  f o l l o w i n g  s c a l e .

Easy 2 " D i f f i c u l t

A p p r o x i m a t e l y  bow  l o n g  d i d  i t  t a k e  y o u  t o  c o m p l e t e  t h i s  
q u e s t i o n n a i r e ?

m in u te s
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APPENDIX B

MULTIPLE REGRESSION ANALYSES OP CAUSAL INFERENCES AS 

MEDIATOR BETWEEN PRIMARY PREDICTORS AND AUDIT JUDGMENT

i ' . ' '  .
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ORDER OF ENTRY OF NET DISPOSITIONAL 

SCORE INTO REGRESSION EQUATION

SOURCE AFTER PRIMARY BEFORE PRIMARY
PREDICTORS PREDICTORS

DF MS F DF MS F

CL 1 11.274 1.34 1 12.132 1.44

CB 1 33.865 4.01 1 30.497 3.61

D 1 12.483 1.48 1 11.908 1.41

CL x CH 1 0.571 0.07 1 0.527 0.06

CL X D 1 69.713 8.26 1 70.406 8.34

CH X D 1 5.402 0.64 1 8.005 0.95

CL X CH x D 1 3.118 0.37 1 3.568 0.42

NET 1 4.542 0.54 1 3.926 0.47

A. ORDER 1 
DEPENDENT VARIABLES MATERIALITY
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ORDER OF ENTRY OF NET DISPOSITIONAL 

SCORE INTO REGRESSION EQUATION

SOURCE AFTER PRIMARY BEFORE PRIMARY 
PREDICTORS PREDICTORS

DF MS F DF MS F

5.068 0.43

5.386 0.46

52.102 4.42

0.664 0.06

35.169 2.98

38.274 3.25

6.788 0.58

25.036 2.12

B. ORDER 2 
DEPENDENT VARIABLE: MATERIALITY

Reproduced with permission of the copyright owner. Further reproduction prohibited without permission.

CL

CH

D

CL x  CH 

CL x  D 

CH x  D 

CL X CH x  D 

NET

9.708 0.82

13.019 1.10

49.726 4.22

0.011 0.00

36.394 3.09

43.389 3.68

6.445 0.55

9.794 0.83
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APPENDIX C

ANOVA'S AND ANCOVA' S 

FOR ORDER 1 AND ORDER 2
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SOURCE SUM OF SQUARES DF F P-VALUE

CL 15.3900 1 1.84 0.1810

CH 45.8746 1 5.49 0.0233

D 18.5382 1 2.22 0.1428

CL x CH 1.3110 1 0.16 0.6938

CL x D 72.8693 1 8.72 0.0048

CH x D 5.8849 1 0.70 0.4055

CL x  CH X D 3.1189 1 0.37 0.5441

ERROR 409.6056 49

A. ANOVA FOR ORDER 1 
ON MATERIALITY
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SOURCE SUM OF SQUARES DF F P-VALUE

CL 2.2360 1 0.84 0.3635

CH 1.5272 1 0.57 0.4521

D 0.2845D-04 1 0.00 0.9974

CL x CH 9.9146 1 3.73 0.0593

CL x D 2.7350 1 1.03 0.3154

CH x D 2.9667 1 1.12 0.2959

CL x  CH X D 6.3656 1 2.40 0.1282

COVARIATE 5.4956 1 2.07 0.1569

ERROR 127.5258 48

B. ANCOVA FOR ORDER 1 
ON IMPORTANCE 

COVARIATEs ROLE-PLAYING ABILITY
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SOURCE SUM OF SQUARES DF F P-VALUE

CL 9.2158 1 0.78 0.3804

CH 10.5743 1 0.90 0.3477

D 48.8573 1 4.16 0.0473

CL x CH 0.4062 1 0.03 0.8533

CL x D 38.5884 1 3.29 0.0765

CH x D 42.7200 1 3.64 0.0629

CL x CH x D 6.4454 1 0.55 0.4626

ERROR 528.3511 45

C. ANOVA FOR ORDER 2 
ON MATERIALITY
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SOURCE SUM OF SQUARES DF F P-VALUE

CL 7.4723 1 5.01 0.0303

CH 1.6787 1 1.13 0.2946

D 3.5201 1 2.36 0.1317

CL x CH 0.6322 1 0.42 0.5184

CL x D 12.6956 1 8.51 0.0055

CH x D 8.9222 1 5.98 0.0185

CL x CH x D 3.5762 1 2.40 0.1287

COVARIATE 5.3740 1 3.60 0.0643

ERROR 65.6378 44

D. ANCOVA FOR ORDER 2 
ON IMPORTANCE 

COVARIATE: ROLE-PLAYING ABILITY
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