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* CHAPTER I
INTRODUCTION AND PROBLEM STATEMENT

Introduction

A controversial toﬁﬁc of current interest is the
extenQion'of the fndependént auditor's attest function to
include the client company's system of internal accounting
control. Expansion'of the present auditor's report and/or
inclusion in annual financial statements of supplemental
reports on internal control would explicitly increase
auditor responsibility (Uecker, 1977).

Of particular interest, and the subject of this study,
is the recommendation to publish auditors’ reports on

internal control. This recommendation was made initially

in the Report of Tentative Conclusions, by the Commission
on Auditors' Responsihilities (CAR) and again in that

group's final document, Repgrt,,COncTusions,‘and

Recommendations (AICPA, 1977; 1978).

Requésts for accounting-related data expansion are
not a new phenomenon. The view of more data being better
than Tess is held by both accountants and accounting
information users and supports the events theory of

accounting espoused by Sorter (1969) and others.




At yarious times users of financial statements have
called for publication of different'types of accounting
information and even an extension of the auditor's attest
function to cover the information requested. Financial
forecasts, replacement cost data, price level adjusted
financial statements, and social responsibilities are
examples of recent requests for data expansion.

The underlying assumption of recommendations
requesting more data and/or disclosure is that the increase
in data is cost effective. That is, more benefit than cost
wi1L result from data expansion. If this assumption is
erroneous, considerable resources for data production might
be misapplied. Costs are typically far easier to determine
than are benefits, which are frequentTy a matter of
subjective estimate. The proposed research will not
address cost issues but rather will attempt to assess the
more elusive issue of benefit. Inferences regarding the
benefits of proposed data expansion will be made based upon
the Tﬁpact this expansion has on expressed levels of

confidence.

Purpose of the Research

The purpose of this research, therefore, is to
determine whether the inclusion of either management's
report on internal control or management's report on

internal control and the independent auditor's opinion on




that report affects an individual's evaluation of a company
as expressed by chénges'in levels of confidence in
management's ffnanciaT'representations. That is, would the
inclusion of reports on internal control with the
traditional financial information and auditor's opinion
cause individuals to make different judgments about a
company than they Qod]d make based only upon their
examination of the usual auditor's short form report and
the company's financial statements?

The study will approach this question through an
experiment which uses fnvestment”anaTysts as thé subject
group. These individuals have been chosen primarily
because of their sophistication in accounting information
utilization vis-a-vis other user groups, their substantial
reliance on accountfng information, and the influential
role they play in economic resource allocation via their

recommended investment decisions.

'Impoftancé:Of'theVISSﬁe

The issue of publishing reperts on internal control
has received considerable attention recently in the
proféssionalkaccounting literature. The Commission on
A.uditorsl RespdﬁsibiTities (CAR) has stated:

There is a growing body of thought that users

have a need to be informed, as part of adequate

disclosure, about the condition of the internal

controls. . . (American Institute of Certified
Public Accountants [AICPAl, 1977, p. 147)




In an attempt to inform financial statement users better,
CAR suggested that both management and the external auditor
should issue reports stating conclusions as to whether the
accounting system and the accounting controls provide
reasonable assurange that transactions have been authorized,
assets are safeguarded, and the financial records are
reliable for the preparation of financial statements.
Justification for CAR's conclusions was based largely
on a limited te]ephone survey conducted by M. V. Brownw
(1977) that provides 1ittle empirical support for CAR's
position. In her paper to CAR, Brown stated that only two
of 27 interviewees had on occasion gained access to an
auditor's management letter and therefore to comments on
internal control. Also, many other interviewees displayed
a very limited know]edgé of the contents of the auditor's
management letter. As Lea (1977, p. 5) points out, these
results tend to refute rather than support'CAR“s position,
since
. it is difficult to understand how interviewees
could have a strong need and demand for this
information when they know very little about it 1in
terms of its meaning, format and content.
A question might also be posed regarding the propriety of
making recommendations for significant auditing reforms on

the basis of the results of such surveys.




Lea's contention supports the American InStfote of
Certified Public Accountants (AICPA) position regarding
published reports on internal control. ‘Until recently, the
AICPA opposed the issuance of reports on internal control
to the public. The AICPA (1977a,'pl 352) claimed:

. . an audltor s report on his evaluation of
1nterna1 accounting control would not provide
any additional credibility to aud1ted financial
statements.
The AICPA has a]so'questfonéd the "usefulness" of

pub11shed reports on internal confro] to the genera1 pub11c

In its pub11cat10n, Statements on Aud1t1ng Standards No 1

(1977a, p. 350, section 640.03), the AICPA indicated that:
Because of the technical nature and complexity of
internal accounting control and the consequent

problem of understand1ng reports thereon, questions

have been raised as to whether such reports serve a

useful purpose for all persons for whom they might

be issued. The usefulness of such reports depends
.on the understand1ng of the reports and on the

action that can be taken by those to whom the

reports are issued. '

ATthough not prohibiting the issuance of reports on
internal control with audited financial statements, the
AICPA has suggésted tﬁat manageﬁent ahd regulatory agehcies
having jurisdiction bear the responsibility of determining
the "usefulness" of such reports on a case by case basis:
The issuance of an auditor's report on internal control
with unaudited financial statements is prohibited under the
aséumbtion that such reports might result in unwarranted

reliance on the unaudited statements. "Usefulness,"




however, has been identified as a user-related
characteristic of 1hf0rmétion by several accounting
research studies (see, for‘examp1e, Mbck, 1976; and
American Accounting Association [AAAl, 1966). AICPA
standards imply that the preparer of information is in a
better position to determine its usefulness than is the
user. Although this is a realistic position from a
pragmatic viewpoint, there is a growing body of literature
and sentiment that 5ug§ests a need for higher levels of
response to users’ percepfions of their ihformatfon
requiréments.

The long-held AICPA position appeared to be somewhat
conservative in light of recent résearch studies and
undoubtedly contributed to the increased criticism aimed at
the accounting pkofessioh and to intervention of govern-
mental agencfes-donéernéd with the public's protection.
The AICPA has resbohded to these increased demands and has
deve1oﬁed standards for fevfews and repbrts on internatl

control (see pages 11 and 12).

Recent Professional Pronouncements

During 1977 the AICPA issued several Statements on

Auditing'Standards (SAS) pertinent to the auditor's

ékpahded role in the system of corborate'accountability,
indicating greater perception of the changing environment
the auditor faces. The first such SAS to be issued in that
year was No. 16, "The Independent Auditor's Responsibility

6




for the Detection of Errors and Irregularities." This
Statement provides guidelines on the auditor's
responsibility for detecting errors or irregularities when
examining financial statements.

Issued in the same month as SAS No. 16, SAS No. 17,

“I1legal Acts by Clients," provides guidance for an auditor
when client acts that appear to be illegal come to the
auditor's attention.

iclient Representations,” SAS No. 19, establishes a

requirement that the auditor obtain certain written
representations from management as a part of the
examination of financial statements.

The importance of communicating weakness in internal
control to senior management was explicitly addressed in

SAS No. 20, "Required Communication of Material Weaknesses

in Internal Control." This Statement estahlishes a
requirement that the auditor communicate any material
weakness ‘in internal accounting control directly to senior
management and the &oard of directors of the client
combany, or to the audit committee.

Identifying the boundaries of the audit function has
plagued the pub]ic accounting profession for some time.
Questions regarding the degree of responsibility auditors
should take with respect to such issues as interim
financial statements and management forecasts of earnings
have been approached in isolation, and solutions have been

7




arrived at on an'ad'hbc‘hasis rather than by the
examination of an issue's relationship to the reporting
proce#s and the auditor's responsibilities toward it
(AICPA, 1978, p.~5§), This practice has obviously retarded
the expansion of the independent auditor's role 1in
reporting on internal accounting control,

The American Accounting Association's Committee on
Basic Auditing Concepts has stated:

In the final analysis, any definition of the subject

matter to which the auditing process might be

applied is arbitrary and artificial. It is mostly
tradition that has led us to the "economics" focus
of auditing. In practice, the auditor's competence
and the existence of operational criteria dictate
the boundaries of the subject matter to be

investigated. . . (1973, p. 5)

Others within the public accounting profession have
also expressed concern for the needs of financial statement
users to be provided with information on internal
accounting controls. As early as 1961, Mautz and Sharaf
stated that:

It appears entirely within reason to recommend that

an independent auditor disclose to all concerned

any weaknesses in internal control which in his

opinion are sufficiently important to influence the

judgment of one reading and acting on the financial

statements. (p. 153)

The AICPA's Commission on Auditors’ Responsibi]ifies
has given considerable attention to the responsibility of
the public aécounting profession to respond more fully to
the demands of the business and investment communities.

The Commission suggested that a significant step would be




to extend the boundaries of the audit function beyond the
tradffidnal financial statements by including an auditor’s
report on management's description of thé internal
accounting control system. The Commission recommended that
management remain responsible as "originator and
interpreter" of information while auditors should continue
to provide objective evaluation of management's reporting
obligations (AICPA, 1978, pp. 56-57).

This suggested division of responsibility between
management and the auditor was underscored in a ruling by
the Securities Exchange Commission (SEC) which dealt more
generally with the responsibilities of management and the
auditor:

The fundamental and primary responsibility for the

accuracy of information filed with the Commission

and disseminated among the investors rests upon

management. Management does not discharge its

obligations in this respect by employment of

independent pub]ic accountants, however reputable.
. [an auditor's op1n1on is] required not as a

subst1tute for management's accounting of its

stewardship, but as a check upon that accounting.
(Secur1t1es Exchange Comm1ss1on [SEC], 1947)

Current Reporting Environment

More recently, the United States Congress, prompted by
illegal acts on the part of seyera] company managements, |
adopted the Foreign Corrupt Practices Act of 1977 (FCPA),
now Section 13(b) of the Securities Exchange Act of 1934.
1The FtPA, in Section 13(b)(2),;deais directly with the

issue of record keeping and internal accounting control.




Although not establishing new standards, the FCPA has
provided impetus to the development of standards in this
area by the public accounting profession.

In brief, the accounting provisions of the FCPA
require that issuers of financial statements under the
Securities and Exchange Act of 1934 must:

(A) make and keep books, records, and accounts,
which, in reasonable detail, accurately and fairly
reflect the transactions and dispositions of the
assets of the issuer; and

(B) devise and maintain a system of internal
accounting controls sufficient to provide
reasonable assurances that--

(i) transactions are executed in accordance with
management's general or specific authorization;

(i1) transactions are recorded as necessary (I) to
permit preparation of financial statements in
conformity with generally accepted accounting
principles or any other criteria applicable to such
statements, and (II) to maintain accountability for
assets;

(i1i1) access to assets is permitted only in
accordance with management's general or specific
authorization; and

(iv) the recorded accountability for assets is
compared with the existing assets at reasonable
intervals and appropriate action is taken with
respect to any differences. (n.p.)

To enforce the FCPA, the SEC issued Release

No. 34-15772 on April 30, 1979. This Release proposed

rules for inclusion of a statement by management on
internal accounting controls in certain filings with the

SEC and in annual reports to stockholders. The Release

10




also stated that independent auditors would be fequiréd to
report on management!s statements.

The SEC's rule proposals met with substantial
opposition from both.managément and independent
accountants. Many believed that the Release had the effect
of requiring a report on compliance with the law (the FCPA)
rather than‘pfovidihg a medium for”meaningful disclosure to
1nve§tors. Complaints relating to the cost of compliance
'and the scope and content of the proposed management
statement were also expréssed. Still others pointed to the
significant voluntary and private sector initiatives which
were under way concerning internal control reporting.

One such initiative wés”Statemént‘on Additihg

Standards No. 30, "Reporting bn Internal Accounting
Control," issued fn‘JUTyvdf 1980.. - This Statement super-
seded SAS No. 1, Sectiohé’640,gﬁRéports on Internal
Control," and 641, "Réports On‘Ihterna11Contro1 Based on
Criteria Established by Governmental Agencies."”

SAS No.'30>represenfed>a significant modification of

the position promulgated in SAS No. 1. SAS No. 30 provided

guidance for independent accountants engaged to express an
opinion on an entity's system of internal accounting
control and for indepehdent accountants who are reporting

on intefna1>éccounting cdntkoi based solely on a study and

evaluation made as part of an audit. SAS No. ‘30,

11




importantly, did not reflect the distfﬁbutioh of the
reports as did SAS No. 1.

On June 6, 1980, the SEC bowed, at least temporarily,
to the pressures exerted by groups and individuals opposing
its position. On the fear that it (the SEC) might preempt
continued vo1untary private-sector-initiatives by
promulgating formal 1ega1°rEdu1remehts, the Commission

issued Release No. 34-16877. The Release suspends the

proposals to reQuTre reporting on internal accounting
control untiT the SEC has had an opportunity to monitor
continued vo]untary, private-sector response throhgh the
Spring of 1982.

Recommendations to publish reports on internal control
have been subjected to criticism by both academicians and
professional accountants. Lea (1977, p. 6) criticized
CAR's recommendations to pubTish reports on internal
control, citing what he refer?ed to as three major
deficiencies:

1. The recommended comprehensive review of internal
control by the audftob would SignjfTCantly ihcrease cost
without a proven benefit to the user.

2. The precise nature and measurement standards of
the auditor's comprehensive review have not yet been

defined.

12




3. The recommended report does not appear to contain
information useful to the:éxterhal users of financial
information.

Clearly, pﬁb]icafibn of auditors' reports on intefhaT
control is ah‘eﬁerg{ng area of concern for preparers,
attesters, and users of financial informafion. The
question of whether, in fact, these reports are of benefit
to external users of f{hancia1 infofmatibn'kemafns
uﬁreso1Ved. A solution, in part, is approached by the
expefiment in this study that isolates éffécts of pub]ished
reports on internal control on users® levels of confidence
in the reporting company‘s finantia1'statements. The
benefit of conduéting such research priof to imp1ementing
policy decisfions affectfﬁg financial reporting requirements
should be obvious and has in fact been addressed in several
recent papers (see, for éXghpTe;”Arand, 1976; and May &
Sundem, 1976). Df@mond (J978)Né1so pointed out the
pkoé]ivity of the SEC to.issue.rETéases without ex-ante
research upon which to base its accounting policy decisions.

This study directly tests the SEC"s claim that

. information about the effectiveness of
internal accounting control would enable
investors to evaluate better the reliability

of financial statements. . . as well as .

management"s performance of its responsibilities

to control the assets and transactions of the
business. (SEC, 1980, p. 8606-2.266)

13




Organization of the Dissertation

This chapter has discussed events that led to the
SEC's recommending requirements for publishing reports on
internal control, and the need for empirical research in
this area. Chapter Il presents a model of information
processing and reviews the literature related to the issues
discussed in this study. A research methodology and
operational hypotheses are presented in Chapter III.
Chapter IV provides ah analysis of the data from the
experiment, while Chapter V discusses the results, draws

inferences and offers suggestions for future research.

14




- CHAPTER IT

THEQRETICAL DEVELOPMENT AND
LITERATURE REVIEW

Several models that specify the nature of human
information processing (HIPS) have been suggested in both
accounting and Behavioral science Titerature. Driscoll
and Mock (1976) outline a hierarchy of HIPS models,
Aclassifying them -as either normative or descriptive in
nature. The authors indicate, however, that the
ciassificaffon chafacteristicst(ite,, normality or
descriptivity) is not intrinsic to the models themselves
but isvhased on "the manner in which the particular model
is applied” (Driscoll & Mock, 1976, p. 7).

One such model that has proven useful in behavioral
research and, more recently, in accounting research, is
Bayes's theorem. The Bayesian Paradigm is based on a
subjective or personaiistic view of probability.
Statistical inference is modification of an individual's
opinions in 1ight of new evidence, and Bayes's theorem
specifies how such modifications should be made. Simply

stated, Bayes's theorem provides a set of techniques for

orderly expression and revision of opinions. The approach

15




provides a framework for explicitly working with payoffs of
alternative courses of action, the prior knowledge of the
decision maker, and formal modification of this knowledge
as additional information becomes available.

A subjective interpretation of probability is the
main distinctive feature of Bayesian statistics.
Probability estimates elicited from individuals measure the
confidence that an individual has in the truth of a
particular proposition. The necessary and sufficient
conditions for consistency in suﬁjective’probabi]fty
estimation may be expressed as follows:

0 < P(A) < P(S) = 1

P(AUB) = P(A) + P(B), (1)
where S is the universal event, A and B are any two
mutually exclusive events, and P(-) is a subjective
probability estimate. AUB represents the "union™ of the
eyvents A and B and indicates the probability of either A
or B 6ccurring.

The Bayesian approach is distinctive in that
subjective probabilities are not considered the "true"
probabilities. Therefore, from this point of view, a
probabi1fty aéséssment cannot be wrong, and all assessments
are admissible as long as the individual believes that they

correspond with his/her judgments,

16




Bayes's theorem has been used to compute conditional

probabilities since 1763,.when Reverend Thomas Bayes

published his Essay Towards Solying a Problem in ‘the

Doctrine of Chance. The theorem now has a prominent place

in modern statistical decision theory.
Bayes's theorem is of the form;:

. \\pccnajx "‘P(CLEij(Ej) .
PLESIC) = —prey™— = JPUCTETPIEY (2)

where P = a subjective probability estimate

E. = the occurrence of a particular event
J identified by the subscript j

| = given
C = a particular piece of information

N = the intersection--two or more occurrences
happening together

summation

)

Two types of subjective probabilities exist in the above

formula: marginal and conditional. Marginal or prior

"|probabilities are a set of mutually exclusive and

collectively exhaustive events. They are probabilities
that exist before any additional information is provided
to a decision-maker.

The events Ej form a partition of a sample space;
therefore, the sum of the probabilities of their occurrence

will always equal 1.00, That is,

P(E.) = 1.00. (3)
A

e~

J
17




Conditional probabilities, P(ClEj), include the
probabilities of receiving a particular piece of
information (C), given that éventkEj has occurred. The
solution to a Bayesian problem is also expressed as a

conditional probabi]ity (a1so known as a posterior

probability because it represents a probability assessment

which has been revised based upon the receipt of later
information)(Ewart, Ford & Lin, 1974, p. 74).
Peterson, Schneider and Miller (1965, p. 522) present

what is known as the odds form of Bayes's theorem as

follows:
P(H_ID)  P(DIH_)P(H,)
PTH,TD) B P(DTH JP(H, )" (4)
or, more simply,
2 = L&y, (5)

it

where Ha and HB two different hypotheses

D = a relevant datum which occurs

QO = the ratio of the prior probabilities
of H, to H
a b
2, = the ratio of the posterior
probabilities of Ha to Hb

L = a 1ikelihood which is the conditional
probability of D given Ha divided by
the conditional
probability of D given Hb

Edwards, Lindman and Savage (1963) provide a detailed

discussion of these equations.

18




The order in which daté are processed in an attempt to
measure the impact of sequentially presented information
makes no difference to the impact these data have on
posterior probabilities. Slovic and Lichtenstein
(1971, p. 667) have stated:

The degree to which the prior odds change,
upon receipt of new datum, is dependent upon the
l1ikelihood ratio for that datum. Thus, the
likelihood ratio is an index of data
diagnosticity or importance.

Subjects in an experiment using Bayes's theorem are

generally requested to estimate prior and posterior

probabilities.

ratio is determined and compared with a likelihood ratio

specified by Bayes's theorem. In this way, the normative

Bayesian model
human decision
Libby and

the

assessing
variables

the responses from optimality.

Kennedy (1975) employed Bayes's theorem to determine
the usefulness of financial ratios to bankers in
predicting bankruptcy. The study underscores the
usefulness of Bayes's theorem in measuring cue usage. In
his research, Kennedy indicated that‘the likelihood ratio
for an item of information provides a dual measure of

usefulness: (a) the impact of the information in terms of

From these probabilities, a likelihood

can be used as a descriptive theory of
making behavior.

Lewis (1977, p. 254) point out that:
technique is particularly useful in

the impact of information set
on cue usage and the deviations of

19




magnitude on prior probabi]ities, and (b) the accuracy of

the direction of the impact.

Literature Review of the Use of Bayes's Theorem
in Psychological and Accounting Research

Much of the descriptive research undertaken in
Bayesian applications has.taken,plate in psychological
studies and consists of comparing an individual's actual
behavior with the normative model of Bayes's theorem.
Typically, experiments on descriptive models provide a
sample of data and ask subjects to estimate the proportion,
mean, variance, etc. The difference between the estimates
and the calculated statistics provide the measure of
accuracy. The ultimate goal of this research is to
develop a theory about human behavior in an uncertain
environment (Peterson & Beach, 1967).

Research in accounting which has utilized Bayes's
theorem has primarily approached the questions of
information presentation, contextual effects, and
characteristics of decision makers based upon the quality
of their judgments. Quality is, again, determined by the
difference between the outcome of a decision by a decision
maker and that outcome obtained by the normative Bayesian
rule (optimality) (Libby & Lewis, 1977, p. 255).

Several studies .in behavioral decision theory have
implied that Bayes's theorem is a reasonably good
descriptive model of how people revise their subjective
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probabilities based upon sample information. Peterson and
Beach (1967, pp. 42-43) concliude that:

Experiments that have compared human inferences

with those of statistical man show that the

normative model provides a good first

approximation for a psychological theory of

inference. Inferences made by subjects are

influenced by appropriate variables. and.in

appropriate directions. '
Although there is some evidence that man is not Bayesian
in nature (Kahneman & Tversky, 1974, p. 450; Slovic &
Lichtenstein, 1971, p. 714), people do appear to make
decisions using rules simi]érrto'statistica1 rules such as
unions and intersections in combining simple events
(Chesley, 1975, p. 327). Several researchers (Root, 1975;
Sanders, 1975) héve found that subjective probability
judgments tend to be better than actuarial probabilities
for a number of different events.

Edwards (1968) and -others have shown that although
sybje;ts revise their probabilities similarly to Bayes's
‘theorem, they &o not revise them to the same extent.
Revisions by subjects tend to be more conservative,
indicating that less than the optimal amount of
information is extracted from a given datum. Several
reasons have been suggested for these less optimal
revisions. Peterson and Beach (1967) suggest that
research: into the causes of conservatism is important
because this suboptimal behavior is systematic. This

implies that if the reasons for conservatism can be found,
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conservatism in responses may be eliminated, or at least
the differences;from optimum can be predicted.

Peterson, Schneider and Miller (1965) examined
accuracy of datg processing using Bayes's theorem. Their
experfment.measured the accuracy of subjective probability
revisions as a function of sample size. Their results
indiéated that acéuracyiof bfocessing decreases as sample
size increases. Peterson and Swensson (1968) also
concluded that when there are large amounts of data to be
processed, subjects have difficulty in aggregating these
data.

Many studies have attempted to determine whether the
sequential order of data presentation: adds to conservatism.
Although the posterior probabilities computed with the
normative Bayesian model are not affected by the order of
sequential data presentation, Peterson and DuCharme (1967)
and Phillips, Hays and Edwards (1966) suggest that the
order does have an impact on subjects' probability
revisions.

Studies have questioned whether information presented
to subjects early or late in a sequence has greater impact.
The resu?fs appear to be inconclusive. Peterson and
DuCharme (1967) discovered a "primacy effect." That is,
they determined that information presented early in a
sequence had greater influence on probability revisions.
Pitz and Reinhold (1968), on the other hand, have found a
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"recency effect." A "recency effect" is said to exiét when

data presented later in the sequence are more influential.
Because conservatism has persisted in spite of

variations in procedure, Peterson and Beach (1967, p. 33)

have been inspired to state that:

[Conservatism]l]. . . has its roots in the
fundamental aspects of subjects' understanding
and use of information. . . subjects have an

inaccurate understanding of sampling
distributions.

Generally, three hypotheses as to the causes of
conservatism are expounded and are the topic of much
debate:

1. People misperceive the data's impact and
therefore do not use correct likelihood ratios
(Beach, 1966; Pitz & Downing, 1967).

2. People fail to aggregate likelihood ratios
properly. That is, people have difficulty in putting
together different pieces of data to arrive at a single
response (Phillips & Edwards, 1966; Peterson & DuCharme,
1967; Peterson & Swensson, 1968). Edwards (1968) has
suggested that, rather than estimating posterior
probabilities, subjects should estimate likelihood ratios.
A computer could then aggregate the P(D/H) estimates
(Probabi]jty of a Datum given a Hypothesis) and compute the
posterior probabi]ity. Edwards suggests that computer
aggregation would provide revisions more closely
approximatiﬁg the normative Bayesian model. This type of
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system is referred to as a Probabilistic Information
Processing System (PIP);

3. An artificial or response bias effect has been
suggested by DuCharme (1970). This hypothesis states that
" Ipeople, although capable and optimal while dealing within
rather narrow limits of odds estimation, become
conservative when forced to respond outside these ranges.
People simply aré unwilling to make extreme probability
estimates.

Some evidence exists of a so-called "inertia effect"”
where subjects become increasingly resistant to change as
the amount of information increases (Pitz & Reinhold,
1968). These authors found that subjects revised their
posterior probabilities much less when evidence contra-",
dictory to their currently favored hypothesis was presented
|than they did'when evidence was presented that supported
their current beliefs.

Several examples of applications of the Bayesian
model exist in accounting and related literature. Libby
and Lewis (1977), in a review of the human information
processing (HIP) literature, point out the frequency with
which accountants have used the Bayesian paradigm to
research problems in this area.

The potential of Bayesian statistical sampling
procedures and their application to auditing has been well
explored. The procedures have been approached by several
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authors in attempts to demonstrate how audit efficiency
can be increased by decreasing sample size to achieve a
specified level of reliability (Ward, 1975; Corless, 1972,
1975; Knoblett, 1970; Smith, 1972; Tracy, 1969; and
Sorenson, 1969). Blocher and Robertson (1976) have
designed a computer-assisted instructional program to aid
auditing instructors in teaching Bayesian statistical
procedures.

Bierman (1975) applies Bayes'é theorem to an audit
choice problem to demonstrate how the optimal choice
between auditing and not auditing a particular transaction
could be obtained.

Scott (197@) examined the application of Bayesian
decision theory to the problem of asset valuation and
audit design and developed a normative model for auditors
to address this problem. Scott (1977) also addressed a
problem in auditing by using the Bayesian point estimation
model, to deal with conditions of Arrow's Possibility
theorem of group preference orderings. The overall
conclusion of this work was that the model (because of its
single peakedness) seems to be promising as a way to
approach the many-user problem in accounting.

Felix (1976) asked auditors to assess their prior
probabilities using techniques previously presented by
Corless (1972) and Winkler (1967) in an attempt to ‘evaluate
the usefulness of these methodologies as probability
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assessment methods. Felix conciuded that sfatistica]
training was of considerable importance for individual
|auditors in their ability to assess their prior
probabilities and also impacted on thertechniques they
employed. These results are consistent with those obtained
by Schaefer'and.Borcheoding (1973).

cher studies (Peterson, DuCharme & Edwards, 1968)
have concluded that subjects perform better (less
conservatively) -after training. This was hypothesized as
a function of learning about the kinds of samples to
expect from given populations.

Bayesian statistical techniques have been applied to
stock and reorder deciéions affecting inventory levels in
many situations (Phillips & Dawson, 1975; Tsao, 1975).
Typically these studies employ Bayesian point and/or
interval estimation procedures to provide a basis on which
these stocking decisions can be made.

Kennedy's study (1975) is one of the better examples
in the accounting literature of an application of Bayes's
theorem. This research demonstrates how the Bayesian
paradigm can be used to determine the relative importance
of information cues in the prediction of bankruptcy.

Barefield (1972), referring to the psychological
]iteraturé on data presentation, hypothesized that better
accounting decisions would be made if aggregated data
rather than disaggregated data were presented. Barefield's
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study concluded, howeVer, that there was no significant
effect of aggregation. Also, his analysis failed to show
any significant effect of data redundancy on decision
making success.

Dickhaut (1973) investigated the effects of single
and joint information systems, hypothesizing that the
single information system would provide better results
because of the difficult task of data reduction associated
with the joint system. Bayes's theorem was used to
vvcalcu1ate the results. The results indicated that the
Single information system did allow decision makers to
perform better. AThe measure of performance that was
employed was the average abso]gte difference between the
subjecté' probébi]ity eétimates and the Bayesian

probability estimate.

Information Load

For some time, psychologists and organizational
behavioralists have recognized the potentially undesirable
effects of increasing quantities of information in
decision-making settings (Cyert & March, 1963; Katz & Kahn,
1966; Ackoff, 1967). Early tests on information load
(Hoffman & Blanchard, 1961; Hayes, 1964; Golden, 1964;

Hunt & Walker, 1966; Soskin, 1965) indicated little
relationship between information load increases and

predictive accuracy.
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More recently, studies have found that increasing
information load decreases decision quality, increases
response variability, and increases decision-maker
confidence (Einhorn,>1971; Hogarth, 1975; Jacoby, 1975;
Payne, 1976). Schroder, Driver and Streufert (1967)
attempted to relate information load and the complexity of
information processing. Revsine (1970) referenced this
theory to suggest the possibility of overload resu1ting
from data expansion as‘proposed by "events'" theorists and
suggested that user decision models were necessary to
identify information needs. Birnberg (1975) suggested
that increasing information load is not necessarily the
appropriate response to user needs.

\ Several accounting studies have emphasized the need to
consider environmental, behavioral and task variables
before recommending specific information loads (see, for

example, Dermer, 1973; Miller & Gordon, 1975; Barefield,
1972; Driver & Mock, 1975). Studies on information load
generally do not rigorously define the term; therefore,
what constitutes high or low levels is a decision left to
the researcher.

Clearly, the literature indicates that at some point,
increasing the quantity of information becomes

dysfunctional to the decision process (information

overload). Therefore, requiring the issuance of reports
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on- internal control may not be a desirable course of

action.

Summary

This chapter has reviewed a number of relevant studies
that serve as a point of departure for this research. The
use of the Bayesian information processing model in both
accounting and psychology was the major area of literature
surveyed. A number of studies discussed the
appropriateness of the Bayesian model in both a normative
and a descriptive sense. The most relevant conclusion that
can be drawn from these studies is that people do process
information in a manner similar to that of Bayes's theorem
and that the model has proven very useful in determining
the degree of cue usage in the decision process. This
model was used in this study to determine the degree to
which security analysts changed their levels of cohfidence

in financial statements.
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CHAPTER II1

RESEARCH DESIGN AND HYPOTHESES

Overview
fhis study is a field experiment in which financial
“lanalysts were asked to make a series of assessments based
on five years' financial statements of a selected company.
The financial analysts were raﬁdom]y assigned to three

treatmeht_groups.

Research Approach

The most promising research approach to the questions
posited by this study appeared to be a field experiment.
Kerlinger (1973, p. 401) indicates:

A field experiment is a research study

1n a realistic situation in which one or more

independent variables are manipulated by the

experimenter under as carefully controlled

conditions as the situation will permit,

The field experiment provides several conceptual
advantages and is especially well-suited to the proposed
study because of the pragmatic nature of the research
questions. Kerlinger (1973, p. 402) states, "The effects of
a field experiment are often strong enough to penetrate the
distractions of experimental situations." Most notable is

the restrictive and artificial environment typically found
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in laboratory settings. Kerlinger continues, "the
principle is, the more realistic the research situation,
the stronger the variables."

Kerlinger (1973, pp. 402-403) outlines the strengths
of the field experiment as follows:

1. Pfovides relatively strong control of extraneous
variabtles.

2. Allows for (a)>manipu1ation of independent
variables, and (b) use of randomization techniques.

3. Provides greater realism of the field situation
and creates a stronger impact by the independent variables
on the aependent variable.

4. Is well-suited to both testing theory and the
soTﬁtion of practical problems.

The major weaknesses of field experiments appear to be
operational in nature. That is, although theoretically
variable manipulation and randomization can be achieved,
practically they may not be feasible. Also, full
cooperation from and motivation of subjects might be
difficult to achieve; thus, the experiment results might
be biased.

Ex post facto research methodologies, such as case or

field studies, correlational, and causal-comparative
research designs, were not appropriate alternatives because

of the Tack of published internal control reports. Survey
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methodoiogy, although a promising alternative, would not
provide’an-unbiésed measure of the impact of published
reports on internal control--the objective of this study.
A faboratory experiment could have been utilized to address
the research, probably with increased control. However,
this approach was rejected in favor of the increased
external validity provided by the field experiment. The
difference between laboratory experiments and fiela
experiments is not in fadtralways clear and -is frequently
determined by the degree of control achieved over the
independent variables.

Clearly, other research designs can make valuable
contributions. In fact, the strengths of one design often
counterbalance the weaknesses of another. Several research
designs might have to be employed in future research before
definitive conclusions are reached regarding the impact of

published.reports on internal control.

Research Design

The experimental design chosen to address the study's
research hypotheses is referred to by Kerlinger
(1973, p. 331) as an "Experimental group - Control group
design with randomized subjects." This is a repeated
measure design which provides control of independent
variables and satisfies many internal validity claims. The

design takes the form:
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Treatment

- X3 Y, Xo (Exper1menta1])
X3 Yy X, + Xj Y, (Experimenta]z)
X, Yy Xy Y, (Control)

where the capital R enclosed in a box indicates that the
subjects have been randomly assigned to the two experimenté]
groups (top lines) and to the control group1 (bottom line).
To reduce further the possibility of extraneous, systematic
variance, the experimental treatment was assigned to the

groups randomly. This further increased internal validity.

Independent Variables

The symbols X], XZ’ X3, and X4 refer to manipulated
independent variab]és. In this study, X1 represents a
five-year summary of operations, a five-year summary of
changes in financial position, and a balance sheet for the
last two years. In addition, the auditor's standard
short-form report on the last two years was presented. The
financial statements are those which are usually typical of
those presented in annual reports to stockholders.

X2 refers to management's report on internal control,
and X3 symbolizes the auditor's opinion on management's

report on internal control.

IThis group may alternatively be referred to as an
experimental group because of the placebo treatment.
However, the purpose of this group is the contro1 of the
general information effect.

33




'X.4 syﬁbo]izes a manipulatable variable, which was used
to isolate and reduce between-groups variance due
principally to general information effects. More
specifically, X4 represents "empty" information; that is,
information which had no relevance to firm evaluation but
was provided to control for general information effects. A
short discussion of the differences between inferential and
descriptive statistics was presented to provide the desired
p]acebo effect.

The financial statements presented to each group in
thg experiment (X]) were those of a "Fortune's Five Hundred
Company"” whose annual report was chosen because of
characteristics of presentation which provided greater
clarity of form. Also, no strong trends in operating
results were present. The Company's name was masked in the
experiment to eliminate any preconceptions on the part of
subjects with respect to the Companyfs operations,

management, and, most importantly, internal controls.

The Dependent Variables

Y] represenfs a series of seven questions adapted from
a study conducted by Mautz (J97]) regarding the criteria
used by financial analysts to evaluate a company's
performance. Although many of the specific criteria
suggested by the Mautz study were not included in the seven

questions representing Y], the Mautz conclusions were used
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to help structure the questions in Y1 regarding financial
position and results of operations.

As mentioned earlier, this study uses a repeated
measure design. Y] represents the before treatment test;
Y2 represents the after treatment test.

Using Bayesian terminology, the prior probabilities
are solicited with Y] and the posterior probabilities are
solicited with Y2. Therefore, Y2_consists of the same
series of seven questions as Y]. The differences between
these measures will indicate the impact a particular

treatment had on subject response.

Operational Hypotheses

The information load literature reviewed in Chapter II
providés a basis for conc1Udiﬁg that increased information
load will increase user confidence levels. Therefore, the
following hypotheses were developed to test whether reports
onrinternal control issued by either management or
management and the independent auditors increase confidence
in management's financial statements:

H01: There is no difference in the level of

coﬁfidence expressed on the financial statements

among the three groups based on the pretreatment

scores.
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02°

03"

04°

05°

There is no difference in the 1evé1 of
confidence expressed on the financial statements
among the three groups as a result of the
reports on internal control based on the

posttreatment scores.

There is no difference in the degree of revision
of confidence levels expressed among the three
groups as a result of the receipt of the reports
on internal éccounting control as measured by
pretreatment.and posttreatment difference

scores.

There is no difference in the degree of revision
of confidence levels expressed within the three
groups as a result of the reports on internal

control.

There is no difference in the consistency of
confidence level revisions expressed among the

three‘grdups as a result of the receipt of the

‘reports on internal control.

Within each of these general hypotheses, the study

addressed differences between and within groups as to

confidence in specific estimates of profitabi]ity and

financial condition.
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The Task

The experiment began by providing the subjects in each
group with an identical set of instructions. The stimulus
material ébnsisted of XI’ described previously. The
financial statements did not disclose strong trends and
therefore should have maximized the impact of additional
information.

Aftér ahaﬁyziﬁg the information presented to them,
each group responded to a questionnaire;sd that levels of
confidence in the financial statements could be measured.
These measurements were employed to compare with subsequent
measures on the same variables to determine changes 1in
levels of confidence that took place as a result of new
information.

The experiment continued by providing Experimental
Group 1 with an unqualified management report on internal
lcontrol. The report form chosen was that form suggested by
Ernst & Whinney (1979, p. 6). This report is presented in
Appendix B. No form for management's report on internal
control has as yet been recommended by the SEC. The
report's content is at issue as well. The SEC has
solicited comments regarding such questions as: Should
management's report on internal control‘be signed and by
whom? Should the report include (1) a discussion of the
concept of reasonable assurance, and (2) disclosure of the

37




basis for the management opinion and a description of the
evaluation approach?

In addition, the SEC is considering recommendations
made by the Commission on Auditors"” Responsibilities, the
Financial Executives Institute, and the AICPA, such as:
Should the reports include:

- A statement of management's responsibility for the
financial statements, including the judgments and
estimates involved and the selection of appropriate

~generally accépted accounting principles?

* A description of the work of the company's audit

committee and internal auditors?

-

.A discussion of the role of the company's
independent auditors?

Each change in format and/or content could,
theoretiéa11y,?provide a different signal to the user of
finan;ial {nformation and might therefore be the subject of
a sépérate research study. The information provided to
Experimental Group 2 consisted of X, and the auditor's
unqualified, short form report on internal control (X3)m
Again, since form and content have not yet been
authoritatively established, the shorter, unqua]ified
auditor's report was utilized for reasons identical to
those that led to the selection of the short form,

unqualified management report on internal control--to
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increase the impact of experimental differences. The

report is presented in Appendix B.

Subject Selection

As mentioned in Chapter I, investment analysts were
selected as the subjects in the experiment. Tradeoffs are
often encountered in the selection of subjects, and this
study provides no exception. The professional Titerature
on internal control generally supports the philosophy that
the average investor does not possess the ability to
understand internal control and its relationship to audited
financial statements. For this reason, subjects with |
significantly more experience and expertise in the
evaluation of financial statements and related information
provided considerably more insight into the conclusions of
the study. Certainly, the use of financial analysts
increases the external validity of the research results.

A less acceptable alternative would have been to use
larger numbers of less sophisticated subjects. Students,
an often-selected group, are typically available in large
nhumbers, but their lack of sophistication brings the
resultant external validity into question.

The research questions at hand are pragmatic and were
asked of those in a position best suited to respond to

them--individuals who are capable of understanding the
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questions and the task and those most 1ikely to use the

information in a "real-world" setting.

Sample Selection

Generally, there are two alternative approaches that
could be employed in the selection of subjects to take part
in a research study. Specifically, a random sample of
financial analysts who are members of the Financial
Analysts Federation, the nation-wide association of
1financial analysts, could be selected. The selected sample
of financial analysts would then be mailed questionnaires.
There are, however, several problems associated with this
approach which make it unattractive,

There is a general loss of experimental control from
selecting a blind sample, especially one with large
geographical dispersion, as would be the case in a truly
random sample of the Financial Analysts Federation., In
many cases, dependent on task complexity and other factors,
subjects Tack motivation in completing the task. This
tends to increase the inherently low response rates and
non-response bias frequently encountered in blind samples.
Financial analysts are regarded, as a group, to be
notoriously poor at responding to mail surveys. This view
was supported in a pilot study conducted to test the

questionnaire.
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A question now arises as to what population(s) will be
sampled. Generally the population to be sampled 1is
finaqcial'ana]ysts in Southern California. Each of the
three treatment groups is a sample of all potential
subjects given that treatment. AHays (1973, p. 402) states,
"Each treatment group is a sample from a potential
population of observations made under that treatment." He
continues:

The sample space is conceived as the set of all

possible treatment-subject combinations, and the

statistical .relationship itself is defined in

terms of ‘this sample space. {(p. 413)

Therefore, sfatistiCS'app1ied fo the three samples are
done so in an attempt to estimate the characteristics of
'“potential” popu]atioﬁs. |

For the reasons mentioned above, the blind sample
approach was rejected in favor of a more direct
solicitation of local Societies of the Federation of
Financial Analysts and securities research firms.

Two methods were used to obtain the desired levels of
cooperation from financial analysts. Three local chapters
of the Financial Analysts Federation were contacted to
sponsor participation of their respective memberships in
the study. One chapter, the Financial Analysts Society of
San Diego, agreed to allow distribution of the

questionnaires at one of their meetings. Response rates

from this group are shown in Table 1. Six major California
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Table 1
Questionnaire Distribution and Collection.

By Participating Organization

A Number Number Percentage
Organjzation’ Distributed Returned Returned

The Financial Analysts

Society of San Djego 30 11 36.67
Firm 1 13 11 84.62
Firm 2 8 4 50.00
Firm 3 17 14 82.35
Firm 4 8 7 87.50
Firm 5 14 12 85.71
Firm 6 12 10 83.33
Totals 102 69 67.65




investment banking houses employing eight or more financial
analysts also agreed to participate in the study. Although
those firms participating wish to remain anonymous, they
were located in the Los Angeles area. Most of the research
directors of the firms participating agreed to distribute
the questionnaires in their interoffice mail with a letter
sanctioning the study and requesting participation of the
individual financial analyst. As a result, the response
rate for these firms was very high (see Table 1).
Approximately 67.65% of the questionnaires were
returned. A higher return rate was experienced in those
firms participating in the study than in the Financial
Analysts Society of San Diego, presumably because of the
follow-up opportunities for the directors of research in
those organizations. Table 2 shows the return rate on a

group basis.

The Questionnaire

Three sets of questionnaires were used in the study:
a different questionnaire for each of the two experimental
groups and one for the control group (see Appendix A for a
copy of eéch of the questionnaires). The questionnaires
were idenfica] in all respects except that one experimental
group received as additional informaticon, management's
statement of its résponsibi]ity for internal accounting

control, while the second experimenta1 group received
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Table 2
. Questionnaire Distribution and Collection

By Treathent Group

Number Number
Group Distributed Returned
Experimental Group 1:
Management's Report
on Internal Control 40 23
Experimental Group 2:
Management's Report
on Internal Control
and the Independent
Accountant's Report 31 24
Control Group:
Unrelated Additional
Information 31 22
Totals 102 69

|
|

VA%

Percentage
Returned

57.5

77.42
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management's statement and é report by the independent
Certified Public Accountants indicating the adequacy of
the client company's management system of internal
controls. The control group received additional
information unrelated to the task, in order to control for
,genera]linformation effects.
Each questionnaire consisted of a cover letter
'explaining.in general terms that the study was an attempt
to measure the importance of accounting information in
decision-making, an introduction to the task, the
experimental task, and a set of background questions.

A set of background questions was developed to test
for possible differences between treatment groups on such
demographic variables as age, level of education, work

experience, and degree of investment research undertaken.

Data;Collectfon

Informationlgqined in the pilot study indicated that a
much higher response rate would probably be attained if the
questionnaires were distributed through cooperating
research directors than through the use of a blind mail
sample. The cooperating firms agreed to distribute the
questionnaires. For fiye of the participating firms, in
order to maintain the anonymity of the individual financial
analysts pafticipating in the study, the questionnaires

were returned directly to the researcheyr. A
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self-addressed, stamped envelope was distributed with each
questionnaire. The research director in the sixth firm
insisted on both distributing and collecting the
questionnaires, which were all returned to the researcher.
Each of the organizations participating was given all three
sets of questionnaires, and these were assigned randomly to
the financial analysts.

A11 of the questionnaires were distributed early in

June, 1980, and returned by late July, 1980.

Pilot Study Results

Abpilot study was conducted to test the questionnaires
and to determine the adequacy of the independent vériab]es.
The results of the pilot study indicated the method of
distribution most appropriate to ensure a reasonable
response would be directly through the research director
of cooperating firms. Also, the participants suggested the
clarification of two questions and the addition of one
background question related to degree of research
involvement. The pilot study did indicate that the
questions were appropriate and the questionnaire adequately

designed.

Summary
This chapter discussed the research methodology
developed for this study. A field experiment was employed
in which financial analysts participated. The experimental
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design consisted of a repeated measure, experimental-
control group design with randomized subjects.
Independeﬁt and dependent variables were selected an
submitted to a pilot test. Appropriate changes were made
A set of research hypotheses was developed that were used

to test the major questions addressed by this study.

d
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CHAPTER 1V

DATA ANALYSIS AND RESULTS

The primary purpose of Chapter IV is to analyze the
results of the field experiment. As noted in previous
chapters, the objective of the analysis is to determine the
impact, if any, of additional information on internal
control on the confidence levels financial analysts express
in traditional financial statements. This chapter consists
of four sections. The first section analyzes the results
of the field experiment using the odds form of Bayes's
theorem, while the second section approaches the analysis
using the more traditional classical approach. Section
three provides an analysis of demographic variables to
determine whether any important differences exist in these
variables betkeen_treatment groups. The fourth section
compares the results of both Bayesian and classical

analyses and presents a summary of the chapter.

Hypotheses
The general aggregate hypotheses presented in

Chapter III and being treated here follow.
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Tests of Means

Pretreatment,Scores:z

H There is no difference in the level of

01’
confidence expressed on the financial
statements among the three groups based
on the pretreatment scores.

" Posttreatment Sc0res:2

H Therevis no difference in the level of

02°
confidence expressed on the financial
statements among the three groups as a
result of the reports on internal control
based on the posttreatment scores.

Difference Scores:

H There: is no difference in the degree of

03°
revision of confidence levels expressed
among the three groups as a result of the
receipt of the reports on internal
accounting control as measured by pre-

treatment and posttreatment difference

scores.

2Pretreatment scores are confidence level measures
before the treatment and posttreatment scores are identical
measures after the treatment.
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0s: There is no difference in the degree of
revision of confidence Tevels expressed
within the three groups as a result of the

reports on internal control.

Tests of Variance

H There is no difference in the consistency of

05°
confidence Tleyel revisions expressed among the
three groups as a result of the receipt of the
reports on internal control.

To test these general assertions, each of the seven
questions regarding the levels of confidence of financial
analysts was examined independently as a separate detailed
hypothesis. Therefore, the aggregate null hypotheses,
direct]y addressed by,qugstion one of the study, were
reéxaminéd in questions two through seven by assessing a
more specific impact on measures of profitability, financial
condition, and certatn management responsibilities
igenerally associated w{th the objectives of internal
control. These corollary hypotheses for all seven
questions are presented in Table 3 for the pretest between-
|groups test of means, Table 4 for the posttest between-
lgroups test of means, Table 5 for the between}groups test
of mean differences, Tabhle 6 for the between-groups
variance analysis, and Table 7 for the within-groups test

of mean differences.
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Question
Number

LG

1

Table 3

Between-Groups Corollary Hypotheses: Tests of Pretreatment Means

Corollary Null Hypotheses, H01:
There is no difference in the levels of confidence expressed by the
experimental groups and the control group as to fair presentation of the
financial statements.

There is no difference in the levels of confidence expressed by the
experimental groups and the control group as to the income statement fairly
reporting the results of operations.

There is no difference in the levels of confidence expressed by the
experimental groups and the control group as to the income statement
presenting a realistic representation of management's ability to utilize
resources effectively. '

There is no difference in the Tevels of confidence expressed by the
experimental groups and the control group as to the balance sheet fairly
reporting financial position.

There is no difference in the level of confidence expressed by the

experimental groups and the control group as to the balance sheet representing

how well management safeguarded assets.

There is no difference in the level of confidence expressed by the

experimental groups and the control group as to whether management maintained

an adequate system of internal control.

There is no difference as to the willingness to invest between the
experimental groups and the control group.




Question
Number

S

1

Table 4

Between-Groups Corollary Hypotheses: Tests of Posttreatment Means

Corollary Null Hypotheses, HOZ:

There is no difference in the levels of confidence expressed by the
experimental groups and the control group as to fair 'presentation of the
financial statements.

There is no difference in the levels of confidence expressed by the
experimental groups and the control group as to the income statement fairly

‘reporting the results of operations,

There is no difference in the levels of confidence expressed by the
experimental groups and the control group as to the income statement
presenting a realistic representation of management's ability to utilize
resources effectively.

There is no difference in the levels of confidence expressed by the
experimental groups and the control group as to the balance sheet fairly
reporting financial position.

There is no difference in the Tevel of confidence expressed by the
experimental groups and the control group as to the balance sheet
representing how well management safeguarded assets.

There is no difference in the level of confidence expressed by the
experimental groups and the control group as to whether management maintained
an adequate system of internal control,

There is no difference as to the willingness to invest between the
experimental groups and the control group.
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Number

€s

1

Table 5

Between-Groups Corollary Hypotheses: Tests of Mean Differences

Corollary Null Hypotheses, HO3{

There is no difference in the levels of confidence expressed by the
experimental groups and the control group as to fair presentation of the
financial statements,

There is no difference in the levels of confidence expressed by the.
experimental groups and the control group as to the income statement fairly
reporting the results of operations.

There is no difference in the levels of confidence expressed by the
experimental groups and the control group as to the income statement
presenting a realistic representation of management's ability to utilize
resources effectively.

There is no difference in the levels of confidence expressed by the
experimental groups and the control group as to the balance sheet fairly
reporting financial position.

There is no difference in the level of confidence expressed by the
experimental groups and the control group as to the balance sheet representing
how well management safeguarded assets.

There is no difference in the level of confidence expressed by the
experimental groups and the control group as to whether management maintained
an adequate system of internal control,

There is no difference as to the willingness to invest between the
experimental groups and the control group.
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Number

G

1

Table 6

Within-Groups Corollary Hypotheses: Tests of Mean Differences

Corollary Nu]l,Hypotheses,.HO4:

There is no difference in the revision of confidence expressed by the
experimental groups and the control group as to fair presentat1on of the
financial statements.

There 1is no difference in the revision of confidence expressed by the
experimental groups and the control group as to the income statement fairly
reporting the results of operations.

There is no difference in the revision of confidence expressed by the
experimental groups and the control group as to the income statement
presenting a realistic representation of management"s ability to utilize
resources effectively.

There is no difference in the revision of confidence expressed by the
experimental groups and the control group as to the balance sheet fairly
report1ng financial position.

There is no difference in the revision of confidence expressed by the
experimental groups and the control group as to the balance sheet representing

“how well management safeguarded assets.

There is no difference in the reyision of confidence expressed by the
experimental groups and the control group as to whether management maintained
an adequate system of internal control.

There is no difference in the revision of confidence expressed by the
experimental groups and the control group as to their willingness to invest.




Question

Number

1

G§

Table 7

Between-Groups Corollary Hypotheses: Analysis of Variance

Corollary Null Hypotheses, H05:

There is no difference between the experimental groups and the control groups
in the consistency with which levels of confidence were revised as to fair
presentation of the financial statements.

There is no difference between the experimental groups and the control groups
in the consistency with which levels of confidence were revised as to the
income statement fairly reporting the results of operations.

There is no difference between the experimental groups and the control groups
in the consistency with which levels of confidence were revised as to the
income statement presenting a realistic representation of management's ability
to utilize resources effectively.

There is no difference between the experimental groups and the control groups
in the consistency with which levels of confidence were revised as to the
balance sheet fairly reporting financial position.

There is no difference between the experimental groups and the control groups
in the consistency with which levels of confidence were revised as to the
balance sheet representing how well management safeguarded assets.

There is no difference between the experimental groups and the control groups
in the consistency with which levels of confidence were revised as to whether
management maintained an adequate system of internal control.

There is no difference between the experimental groups and the control groups
in the consistency with which levels of confidence were revised as to their
willingness to invest.




Bayesian Approach

The classical Bayesian model presented in Chapter II
is repeated here.

P(CNES)  P(CIE;)P(E,)
PICT = JPICIE;IP(E;)"

P(Ej[C) =

This model has been used in both normative and descriptive
|research studies to calculate a posterior or revised
subjective probability. This is accomplished by soliciting
both prior and conditional probabilities from subjects and
calculating the posterior probabilities. These calculated
probabilities are then compared to a solicited posterior
probability to determine whether the decision model used by
the subject was Bayesian. That conclusion could be drawn
if there was no significant difference between the
calculated and solicited posterior probabilities.

éeseafch studies in both psychology and accounting
(see Chapter II) have also used the odds form of Bayes's
theorem in which both the prior and posterior probabilities
are solicited and a likelihood ratio is computed. The odds
form of Bayes's theorem (from Chapter II) is expressed:

Q] = LQ

0
where Q] is the posterior probability, L is the likelihood
ratio and.sz0 is the prior probability.

An example might help exp1afn the mathematics. Assume

that we solicit a subjective estimate of the degree of

confidence an individual has that a particular income
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statement fairly presents the operating results of the
| company for which it was issued. If this measure of
confidence is solicited as a subjective probability that is
expressed as a value from O to 1.0, we have obtained an
assessment of a “prior" probability. Assume the level of
confidence expressed by our hypothetical subject is .70.
Our subject is now exposed to additional information
that may or may not, in the subject's opinion, have an
effect on the subject's original assessment of confidence
in the financial statement previously presented. Let's ask
the subject what that impact of the additional information
was. This is not done directly, but is accomplished,
rather, by asking the subject to reassess the original
(prior) estimate of the level of confidence. Let us assume,
further, that the subject's reassessment indicated that the
confidence level had changed; it had increased to .80.
This is known as the subject's "posterior" probability.
From the prior and posterior probabilities just
obtained from our subject, we can compute the Tikelihood
ratio as fo]iows:

Q, = LQ

1 0-

In our example:

.80 = L.70, or

L = f%%. Therefore,

1.142857.

—
il
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The impact of the additional information is determined
by fhe difference bétween the-value of fts likelihood ratio
(in this case, 1.142857) and one. If the Tikelihood ratio
equaled one, the item of information had no impact on prior
odds. With prior probabilities stated, say, in favor of
H1,‘the likelihood ratio for an item of information (a
particular report on internal control) is greater than one,
when the item is more probable given H] is true. The
larger the value of the 1ikelihood ratio, the greater is
the impact of the item of information. When an item of
information is more probable given HZ’ the likelihood ratio

is positive and less than one.

Between-Group Differences

In the analysis that follows, a 1ike1fhood ratio was
computed for seven questions (dependent variables) in each
of the three groups in the study. This provided a measure
of the between-groups differences attributed principally to
the effect of the treatment (XZ,.Xa, or Xgz).

The 11kelihood ratio was computed by dividing the
aftertreatment measure of confidence for each question
(expressed as variables V¥8 through V14) by the
corregponding beforetreatment measure (expressed as
variables V1 through V7). This was done for each of the
thréefgkoups on a subject by subject basis. The means of
each of these new variables (expressed as L1 through L7)

were then compared between'groups.
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Statistical Tests on H03 - Bayesian

Hypotheses Hos (Table 5) were tested using a t test of
differences between means. The analysis was done with the

aid of SPSS-Statistical Package for the Social Sciences

(SPSS) t-test programs (Nie, et al., 1975, pp. 267-275).
As Hays (1973, pp. 409-410) notes, two statistical
assumptions are generally made to justify the use of the
t distribution. They are that: (1) the populations
sampled are normal, and (2) the population variances are
homogeneous. Hays indicates, however, that "in practical
situations, these assumptions are sometimes violated with
rather small effect on the conclusions” (p. 410). With
regard to the assumption of normality, Hays states (p. 410),
"This assumption may be violated almost with impunity,
provided the sample size is not extremely small." Although
the assumption of homogeneity of variance appears to be
more important, Hays concludes (p. 410) that, “for samples
of equal size, relatively big differences in the population
variances seem to have relatively small consequences for
the conclusions derived from the t test." Samples of
unequal size do, however, present a problem. A correction
is suggested by an adjustment to the degrees of freedom.
The adjystment,is also used when equal population variances
"cannot be assumed. This adjustment process was
1ncorporated into the SPSS t-test programs. Although
different sample sizes were obtained in the three groups
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tested in this study, the saﬁp]e size differences are not
considered Targe enocugh to have a serious effect on the
conclusions of the t tests.
The t statistics used were computed by SPSS, using the
following formulas:
1. Populations with Unequal Variances:
(X = B0 - (g - uy,)

t = . (6)
= 2 2

This statistic is not distributed as Student's t, but can
be approximated by adjusting the degrees of freedom as

follows:

2 2 \
;. [(S77/nq) + (S,7/ny)] o)
T 2 g - T * 18,5 0,08 (ny - 1T

2. Populations with Equal Variances:

(X; - X,)
ta.= __wlg___ji_ (8)

d
with (n_-I + nzi- 2) degrees of freedom.
The SPSS program estimated the population variances,
and based on the significance of the F statistic, either of

the above formulas was used to compute t.

Test Results

The results of the between-groups differences are
summarized in Tables 8, 9, and 10. As can be seen, in all
but one case it is impossible to reject the null hypotheses
at any conventional level of significance (for example,
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Variable
_Number

L9

L

RY

L3

L4
L5
L6

L7

Table 8

T Tests of Likelihood Ratios:

Experimental Group 1

(Management's Report on Internal Control) and the Control Group

Variable Nawme

Financial statements are fairly
presented.

The income statement fairly reports
the results of operations.

The income statement is a realistic
representation of management's ability
to use resources effectively.

The balance sheet fairly reports
financial position.

The balance sheet represents how well
management safequarded assets.

Managument maintained an adequate
system of internal control.

Willingness to invest,

Group 1 Control Group
Standard Standard I

Mean Deviation Mean  Deviation Value Significan
1.0445 .180 .9842 .164 -1.17 247
1.1040 .260 1.0170 .183 -1.29 .203
1.1960 L3708 .9095 .294 -2.87 0066
1.1393 .232 1.0315 173 -1.76 .08%

S 11377 .262 .9988 k! -1.57 124
1.5393 1.825 1.1369 .571 -1.01 .323
1.0368 .486 .8464 .385% -1.45 154
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T Tests of Likelihood Ratios:

Table 9

Experimental Group 2 (Management's Report

on Internal Control and the Independent Accountant's Report) and Contro1lGroup

Variable
_Number
L1
L2

L3

L4

L5

L6

L7

Variable Name

Financial statements are fairly
presented.

The income statement fairly reports‘
the results of operations.

The income statement is a realistic
representation of management's ability
to use resources effectively.

The balance sheet fairly reports
financial position.

The balance sheet represents how well
management safequarded assets.

Hanagement maintained an adequate
system of internal control.

Willingness to invest.

Control Group

Group 2
Standard Standard I
Mean Deviation Mean Deviation Yalue  Significance
1.0132 .160 9842 164 - .6 547
1.0964 .263 .0170 .183 -1.18 245
1.1786 497 .9095 294 2221 033
1.0274 . 244 .0315 .1173 .06 .949
1.4826 1.279 . 9985 331 -1.79 . 085
1.4383 1.508 1369 571 - .9 .370
1.1055 1.073 .8464 .385 -1.11 277




T Tests of Likelihood Ratios:

Variable

L3

L4

LS

L6

L7

€9

Variable Name

Financial statements are fairly
presented.

The income statement fairly reports
the results of cperations.

The income statement is a realistic
representation of management's ability
to use resources effectively,

The balance sheet tairly reports
financial position.

The balance sheet represents how well
management safeguarded assets.

Managenent maintained an adequate
system of internal control.

Willingness to invest.

Table 10

Experimenta]rGroup 1 and Experimental Group 2

Group 1 Group, 2
Standard Standard T
Mean Deviation Mean Deviation vaTue Significance
1.0445 .180 1.0132 .160 .63 .532
1.040 . 260 1.0964 .263 .10 .921
1.1960 .370 1.1786 .497 .14 .892
1.1393 .232 1.0274 .244 1.61 115
1.1377 .262 1.4826 1.279 -1.29 .208
1.5393 1.825 1.4383 1.508 .21 .837
1.0368 .486 1.1055 1.673 - .28 .178




a = .01). In the t test between Experimental Group 1 and
the control group for.Variab1e L3, "confidence that the
income statement is a realistic representation of
management's ability to use resources effectively," a t
statistic of -2.87 with an o of .006 was obtained. This
would suggest that the subjects in Experimental Group 1
were impacted, at least se]ect{vely,~by the addition of
management's report on internal control. Interestingly,
the statistically significant difference was noted on a
question associating internal control with the income
statement implying a belief, perhaps, that the primary
effect of adequate internal controls was to provide
management with a better opportunity to use resources at

their disposal effectively to produce profits.

StatisticallTests on.H05

This hypothesis and the corollary hypotheses listed
Table«7 relate to the consistency with which individuals
revised their.conffdence level estimates based upon the
additional information.

Several statiséfca1 tests are available to test the
variance of the confidence level revisions made by the
three groups. This study uses a test suggested by Hays
(1973, p. 450). The hypotheses are tested using the

following statistic:

in
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52 larger

F =2 .
' ST smaller

These tests were conducted with the SPSS programs

(Nie, et al., p. 270); One poséible difficulty associated
with interpreting the results of the F test is the normal
distribution assumption associated with inferences about

. population variances. The F test cannot be safely used for
variéncé hypqtheses “. . . unless the population
distribution is normal or the sample sizes are quite large"
(Hays, 1973, p. 451).

The obvious implication of this notion is that the
samples in this study were drawn from three populations of
financial analysts that were normally distributed as to
their understanding of the concept of internal control.
Kerlinger and Pedhauzer (1973, p. 47) indicate, however,
that:

It has convincingly been shown that F and T

tests are strong or robust statistics which

means that they resist yiolations of the

assumptions.

Since random sampling techniques were not employed, the
assumptions take on relatively less importance. However,

this researcher believes the assumption of normality in the

parent populations in this study is reasonable.
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Test Results

Tables 11, 12, and 13 display the results of the tests
of variance. Notice that the tests indicated that six
different F tests were significant at the o = .01 level.
Interestingly, the only variables affected were L5, L6, and
L7. On the test between Experimental Group 1 and the
control group, L6, "confidence that management maintains an
adequate system of internal control," provided an F
statistic of 10.21 and significance beyond .001. The added
information provided Experimental Group 1 seems to have
increased the variabiTity of the responses to that guestion.
(The 1ikelihood-ratio tests of means between these two
groups for this question did not produce a significant
t statistic.) This result implies confusion or at least a
great lack of consensus on the part of the members of
Experimental Group 1 as a result of being provided with
management's statement on their responsibility for internal
control. The group subjects clearly were not able to
interpret the implication of this additional information.

When compared with the control group, Experimental
Group 2 displayed significant differences on three
variables. Variables L5, L6, and L7 each displayed
significance beyond the o = .001 Tevel with F statistics of
14.93, 6.97, and 7.77, respectively. 'Apparently, the
impact of the addition of the independent accountant's
report to management's report on internal control added to
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Variable

_'Number

L1
L2

L3

L4
L5
L6

L7

L9

Table 11

Test of Variance: Experimental Group 1 and Control Group

Variable Name

Financial statements are fairly
presented.

The income statement fairly reports
the results of operations.

The income statement is a realistic
representation of management's ability
to use resources effectively.

The balance sheet fairly reports
financial position.

The balance sheet represents how well
management safeguarded assets.

Management maintained an adequate
system of internal control.

Willingness to invest.

Degrees of F
Freedom Value Significance
22, 21 1.20 .673
22, 21 2.04 .108
22, 21 1.58 .297
22, 21 1.79 187
22, 21 1.60 .284
22, 21 10.21 .000
22, 21 1.60 .288




Variable
.Number

L1

L2

L3

L4

L5

L6

L7

89

Table 12

Test of Variance: Experimental Group 2 and the Control Group

Yariable Name

Financial statements are fairly
presented.

The income statement fairly reports
the results of operations.

The income statement is a realistic
representation of management"s ability
to use resources effectively.

The balance sheet fairly reports
financial position.

The balance sheet represents how well
management safeguarded assets.

Management maintained an adequate

system of internal control.-

Willingness to invest.

Degrees of "F
 _Freedom _ Value Significarce
23, 21 1.04 915
23, 21 2.08 .096
23, 21 2.86 ,018
23, 21 1.99 119
23, 21 14,93 .000
23, 21 6.97 .000
23, 21 7.77 .000




Table 13

Test of Variance: Experimental Group 1 and Experimentd] Group 2

Variable Degrees of F
Number Variable Name _Freedom " Value Significance
L1 Financial statements are fairly
presented. 22, 23 1.26 .589
L2 The income statement fairly reports
‘the results of operations. 22, 23 1.02 .961
L3 The income statement is a realistic
representation of management's ability
to utilize resources effectively, 22, 23 1.81 171
L4 ‘The balance sheet fairly reports
financial position. 22, 23 1.11 .811
L5 The balance sheet represents how well
management safeguarded assets. 22, 23 23.81 0000
L6 Management maintained an adequate
system of internal control. 22, 23 1.46 .370
L7 Willingness to invest. 22, 23 4,86 .0000
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the confusion or a lack of consensus on two additional
variables. Of even greater interest is the results of the
F tests between the two experimenta1 groups. These tests
disclosed two differences significant at an o greater than
.001. The F statistic for L5 was 23.81 and for L7, 4.86.
The implication of these results is clear: The independent
accountant's report on internal control further increased
the variability of the confidence estimates. The
accountant's report also further increased the difficulty
of assessing the impact of the additional information on
internal accounting control.

Contrary to the SEC's assertion of the need by the-
public for information on internal control, the resu]is
from this section of the experiment indicate that
presentation of internal control reports did not cause
subjects to report greater confidence in the financial
statements presented. However, the reports on internal
control did cause greater variability in subject responses.
There are seyveral possible reasons for this increased
variability, and their exploration is the subject of

Chapter V of this study.

"|The Classical Approach

Both between-group and within-group differences were

/tested using more traditional analysis techniques.
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Between-Group Differences: &01’ HQ2

T tests were performed on each the pretreatment and
posttreatment scores as between groups. The results of the
t tests for the pretreatment scores are presented in
Tables 14, 15, and 16, and the results of the t tests of
posttreatment scores may be found in Tables 17, 18, and 19.

The t tests of the posttreatment scores indicated
several significant differences between groups. More
specifically, variables V3, V4, V5, V6, and V7 for
differences between Experimental Group 1 and the control
group (see Table 17) and variables V5, V6, and V7 for
differences between Experimental Group 2 and the control
lgroup (see Table 18).

These differences would be quite significant if one
could be assureq that they were caused as a result of the
treatment. However, by using only posttreatment scores for
the analysis, one is unable to determine whether the
differences exist as a result of the treatment or as a
result of some other confounding factor.

One possible confounding factor is differences that
existed as a matter of chance between the participants in
each. of the three groups. If we review the pretreatment
scores and significant differences that exist on the same
variables, it may be safe to conclude that posttreatment
differences existed in the pretreatment scores and were

therefore not a result of the treatment.
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Variable

_Number

i

V2

V3

va

V5

V6

V7

Table 14

T Test of Pretreatment Scores:

(Management's’Repbrt on-Internal Control) and the Control Group

Variable Names

Confidence that financial
statements are fairly
presented.

Confidence that the income
statement fairly reports
the results of operations..

Confidence that the income
statement represents
management's ability to
use resources effectively.

tonfidence that the balance
cheet fairly reports
timancial position.

‘Confidence that the balance

sheet represents how well

management safequarded assets.

Confidence that management
maintained an adequate system
of internal control. :

Willingness to invest.

Group 1

Standard
Mean Deviation
L7452 .165
L7196 .187
.5991 77
.6930 .145
.6443 AN
.6665 .198
.4591 .267

Experimental Group 1

Group 2

Standard
Mean Deviation
.6432 .153
.6295 .186
.4750 .236
.5932 .146
.4009 .190
L4591 .203
.1486 .166

Va}ue Significance
-2.15 +.037
-1.62 113
-2.00 ,052
-2.31 .026
-4.53 .000
-3.46 .001
-4.66 .000
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T Test of Pretreatment Scores:

Table 15

Experimental Group 2 (Management's Report

on Internal Control and the Independent Accountant*s Report) and the Control Group

Variable
Number _

Vi

v3

V4

V5

V6

v

Variable Names

Confidence that financial
statements are fairly
presented.

Confidence that the income
statement fairly reports
the results of operations.

Confidence that the income
statement represents
management's ability to
use resources effectively.

Confidence that the balance
sheet fairly reports
financial position.

Confidence that the balance
sheet represents how well

management safeguarded assets.

Confidence that mapagement
maintained an adequate system
of internal control.

Willingness to invest,

Group 2 Controi Group
Standard Standard T
Mean Deviation Mean Deviation Value Significance
WAKY) .156 .6432 .153 -1.54 .130
L6912 .166 .6295 .186 -1.19 .24
.5929 .228 L4750 .236 -1.72 ;093
L7196 .162 .5932 .146 -2.78 .008
.5912 .223 .4009 .190 -3.10 .003
.572% ,278 .4591 .203 -1.87 .124
.3187 .166 . 1486 .275 -2.51 .016
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T Test of Pretreatment Scores:

Variable
Number

Vi

V4

VS5

Vé

v7

Variable Names

Confidence that financial
statements are fairly
presented.

Confidence that the income
statement fairly reports
the results of operations.

Confidence that the income
statement represents
management's ability to
use resources effectively.

Confidence that the balance
sheet fairly reports
financial position.

Confidence that the balance
sheet represents how well
management safeguarded assets.

Confidence that management
maintained an adequate system
of internal control.

Willingness to invest.

Table 16

Experimental Group 1 and Experimental Group 2

Group 1 Group 2
Standard Standard T

Mean Deviation Mean Deviation VaTue
L7452 165 L7137 .156 .67
.7196 .187 .6912 . .166 .55
.599 77 .5929 .228 .10
".6930 . 145 L7196 .162 - .59
.6443 L7 .5912 .223 .91
.6665 .198 L5725 .278 1.33
L4591 2.67 .3187 .215 1.77

505

.586

.918

.367

.190
.083
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Table 17

T Test of Posttreatment Scores: Experimental Grouwp 1 (Management’s Report

Variable
_Number

Vi

V2

V3

V4

Ve

on Internal

Variable Naumes

Confidence that financial
statements are fairly
presented.

Confidence that the income
statement fairly reports
the results of operations.

Confidence that the income
statement represents
management's ability to
use resources effectively.

Confidence that the balance
sheet fairly reports
financial poesition.

Confidence that the balance
sheet represents how well

management safeguarded assets.

Confidence that management
maintained an adequate system
of internal control.

Willingness to invest.

Control) and ‘the Control Group

Group 1 Contral Group
) Standard- Standard T
. Mean Daviation Mean Deviation VaTue
.7661 .161 .6373 .183 -2.51
L7687 .161 .6364 197 -2.48
.6948 . 201 .4636 .288 -3.13
L7678 .120 .6045 .164 -3.82
L7191 .185 .394) .207 ~-5.56
.7839 .142 L4705 .220 -5.71
.4787 .259 .1582 .202 -4.61

significance
.016

.017

.003
.000
.000

.000

.000
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Table 18

T Test of Posttreatment Scores: Experimental Group 2 (Management's Report

on Internal Control and the Independent‘Accountanf”s Report) and the Control Group

Variable

_Number

vl

Ve

V3

Vi

V5

V6

V7

Variable Naues

Confidence that financial
statements are fairly
presented.

Confidence that the income
statement fairly reports
the results of opevations,

Confidence that the income
statement represents
management's ability to
use resources effectively.

Confidence that the balance
sheet fairly reports
financial position,

Confidence that the balance
sheet represents how well
management safeguarded assets,

Confidence .that management
maintained an adequate system
of internal control.

Willingness to invest.

Standard Standard T
Mean Deviation Mean Deviation Value
.7158 . 166 .6373 .183 -1.53
.7342 .168 .6364 2197 -1.87
.6404 .257 .46367 .288 ~2.20
721 .188 .6045 .164 2.34
L7012 181 .3941 .207 -5.37
L1521 173 L4705 .220 -4.85
.3758 .304 .1582 .202 -2.83

Significance
.134

.068

.033

.024

.000

. 000

. 007
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T Test of Posttreatment Scores:

Variable

Number

Vi

V2

K]

V4

V5

Ve

V7

Variable Names

Confidence that financial
statements are fairly
presented.

Confidence that the income
statement fairly reports
the results of operations.

Confidence that the income
statement represents
management®'s ability to
use resources effectively.

Confidence that the balance
sheet fairly reports
financial position.

Confidence thét the balance
sheet represents how well

management safequarded assets,

Confidence that management
maintained an adequate system
of internal control,

Willingness to invest.

Table 19

Experimental Group 1 and Experimental Group 2

Group 1 Group 2
Standard Standard T
Mean Deviation Mean Deviation VaTue
.7661 161 7158 166 1.05
.7687 161 7342 .158 .14
.6948 .201 .64014 . 257 .8
.7678 . 120 L1271 .188 .88
L7191 .185 .7012 . 181 .34
.7839 142 L1521 173 .69
L4787 L2589 L3758 . 304 1.24

Significance

.298

.461

.425

.384

.739

.495
.220




The repeated measures design provides controls that
were not invoked in testing HO1 and Hoo The t tests of

H that follow incorporate these added controls by

03
allowing each group‘'s pretreatment score to act as a.
control over its posttreatment scores, thereby isolating

the treatment effect.

Between-Group Differences: ‘HO3

A t test was performed on the difference scores of the
pretest and posttest means for each dependent variable on a
| group-by-group basis to test Hy, again (see Tabte 5). The
results are presented in Tables 20, 21, and 22. The
dtfference scores are a far better measure of the impact of
the additional information than are the mean differences of
the posttest scores alone, The difference scores indicate
the degree to which confidence levels wererchanged by the
additional information, while posttest scores between
| groups might disclose significant differences simply
because of differences in pretest scores or starting
confidence 1gye]s& Therefore this test provides added
controls to isolate the treatment effect.

The results of the t tests‘indicate that the null
'hypotheses suggested in Table 5, that is, Hos and corollary
hypothgses, cannot be rejected. No signtffcant differences

occurred as a result of the different research treatments.
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Variable
Number

b/

D1
D2

b3

04
D5
D6

D7

Table

20

on.Internal Control) and the Control Group

Variable Name

Financial statements are fairly
presented.

The income statement fairly reports
the results of operations.

The income statement is a realistic
representation of management's ability
to use resources effectively.

The balance sheet fairly reports
financial position.

The balance sheet represents how well
management safequarded assets.

Management maintained an adequate
system of internal control.

Willingness to invest.

T Test of Difference Scores: Experinental Group 1 (Management's Report

Group 1 Control Group
Standard Standard T
Mean Deviation Mean Deviation VaTue Significance
.0209 .120 -.0059 .088 - .85 .399
.0491 127 .0068 .079 -1.33 .190
. 0957 .169 -.0114 .092 -2.65 012
.0748 .090 L0114 .082 -2.47 017
.0748 .125 -.,0068 .144 -2.03 .049
L1174 .222 L0114 .182 -1.76 .086
L0196 .159 L0095 .043 - .29 773




Number

08

on Internal

Variable

D1

D2

D3

D4

D5

D6

07

T Test of Difference Scores:

Variable Name

Financial statements are fairly
presented.

The income statement fairly reports
the results of operations.

The income statement is a realistic

representation of management's ability

to use resources effectively.

The balance sheet fairly reports
financial position.

The balance sheet represents how well

management safeguarded assets.

Management maintained an adequate
system of internal control.

Willingness to invest,

Table 21

Experimental Group 2 (Management's Report

Control and the Independent Accountant's Report) and the Control Group

Group 1 Control Group
Standard Standard T
Mean feviation Mean Deviation Value Significance
.002] .101 L0059 .088 228 777
.0429 137 .0068 .079 -1.08 .287
L0475 212 L0114 .092 -1.24 .225
.0075 .148 L0114 . 082 Y CL912
1100 .203 .0068 144 -2.33 .03}
L1796 .262 L0114 .182 -2.55 .015
L0571 .14 .0095 .043 -1.90 .067




T Test of Difference Scores:

Table 22

Experimental Group 1 and Experimental Group 2

Variable

Number

L8

01

B3

L]

1})

D6

b7

Variable Name

Financial statements are fairly
presented.

The income statement fairly reports
the results of operations.

The income statement is a realistic
representation of management's ability
to use resources effectively.

The balance sheet fairly reports
financial position.

The balance sheet represents how well
management safeguarded assets.

Management maintained an adequate
system of internal control.

Willingness to invest.

Group 1 Group 2
Standard Standard T
Mean Deviation Mean Deviation Value Significance
.0209 .120 L0021 101 - .58 .564
.049] 127 .0428 .137 - .16 .873
.0957 .169 .0475 .212 - .86 .395
.0748 .090 .0075 .148 -1.87 .068
.0748 .125 .1100 .203 A .479
L1174 .222 L1796 .262 .88 .. 386
.0196 .159 .0571 114 .92 .361




Within-Group Difference

To determine whether subjects (within different
treatment groups) revised their estimates of confidence to
any significant degree as a result of the treatment, a
paired samples t test was used. The t statistic used was

computed by the following formula:

t - &8 (9)
d
where:
d = the sample mean of the difference scores
§ = the mean of normally distributed variable D
D = X] - X2
X1 = a measurement before treatment
X2 = a measurement after treatment
Sg =/ 5,2+ 5,° - 2IXy 51 4y
n - 1
32 = sample variance

The purpose of pairing is to reduce the effect of
subject to subject variability; that is, extraneous
inf]uences on the variab]ekbeing measured
(Nie, et al., 1975, p. 270).

The hypotheses tested here are referred to collectively
as H04 (see Table 6). As noted in Tables 23, 24, and 25,
there were some significant differences on some of the
variables tested, notably in Experimental Group 1 and 2.
Although there were revisions of confidence levels in the
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Variable

Number

Vl, v8

V2, V9

V3, V10

vd, V11

V5, Vi2

V6, VI3

V7, V17

€8

Table 23

T Tests of Within-Group Differences:

Variable Name

Confidence that financial

statements are fairly presented.

Confidence that the income
statement fairly reports the
results of operations.

Confidence that the income
statement represents
management's ability to use
resources effectively.

Confidence that the balance

sheet fairly reports financial

position.

Confidence that the balance
sheet represents how well
management safeguarded assets.

Confidence that management
maintained an adequate system
of internal control.

WilTingness to invest.

Experimental Group 1

Before After T

Treatment Treatment Value - Significance
.7452 .7661 - .84 .413
.7196 .7687 -1.85 .078
.5991 .6948 -2.72 .013
.6930 .7678 -3.97 .001
.6443 L7191 -2.88 .009
.6665 .7839 -2.54 .019
4591 .4787 - .59 .561




Variable

Number

Vi,

V2,

V3,

va,

V5,

Ve,

V7,

143]

V8

V9

V1o

Vi1

V12

V13

V17

Table 24 -

1 Tests of Within-Group Differences:

Variable Name

Confidence that financial

statements are fairly presented.

Confidence that the income

statement fairly reports the .

results of operations.

Confidence that the income
statement represents
management's ability to use
resources effectively.

Confidence that the balance
sheet fairly reports financial
position,

Confidence that the balance
sheet represents how well
management safeguarded assets.

Confidence that management
maintained an adequate system
of internal control.

Willingness to invest.

Experimental Group 2

Before After
Treatment Treatment Value Significance
7137 .7158 - .10 .921
6912 7342 -1.53 140
.5929 .6404 -1.10 .284
.7196 L7271 - .25 .806
.5912 .7012 -2.66 .014
.5725 .7521 -3.36 .003
.3187 .3758 ~-2.45 .023




Variable

Number

vl, v8

V2, V9

V3, V10

va, V11
V5, Vi2
V6, V13

V7, V17

G8

Table 25

T Tests of Within-Group Differences:

Control Group

Before After
Treatment  Treatment T
Variable Names __Mean Mean Value Significance

Confidence that financial
statements are fairly presented. .6432 .6373 .32 .756
Confidence that the income
statement fairly reports the
results of operations. .6295 .6364 - .40 .690
Confidence that the income
statement represents
management's ability to use :
resources effectively. .4750 .4636 .58 .571
Confidence that the halance
sheet fairly reports
financial position. .5932 .6045 - .65 .520
Confidence that the balance
sheet represents how well
management safeguarded assets. .4009 .3941 .22 .827
Confidence that management
maintained an adequate system
of internal control. 4591 L4705 - .29 772
Willingness to invest. .1486 .1582 -1.05 .306




control group, none was determined to be significant.
Experimental Group‘2'disp1ayed a significant revision at
the a = fOl level on variable V6, "confidence that
management maintained an adequate system of internal
control." Experimental Group 1 had significant revisions
for V4 (o = .001) and V5 (a = .009). Both of these
variables are balance sheet oriented, implying perhaps a
belief of stronger association of internal controls with
that financial statement.

Although both of the experimental groups increased
their confidence levels on selected variables, only one of
the differences was significant enough to cause a between-
group difference reported prevfousTy in this chapter.
Apparently then,'each treatment group revised its
confidence estimates to some degree; the revisions
generally, however, were not great enough to cause

differences between the treatment groups.

Background Data

The questionnaires contained four background
questions. These demographic variables included questions
about fhe participant's age, level of education, work
experience, and number of years_emb]oyed as a financial
analyst. The background variables were included in the
study to test for differences between treatment groups on
demographic variables that may have affected the

experimental results.
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The results of the t tests performed between groups on
these variables are presented in Tables 26 through 28. As
can be seen, there were no significant differences on these

demographic variables.

Summary

In this chapter, the data from the field experiment
were analyzed using both Bayes{an and Classical approaches.
Neither approach disc1osed differences in the means, either
on a within-groups or on a between-groups basis.
Differences wgre‘noted, however, in the variability of
scores betweeﬁ groups, Tndicating a lack of consensus as to
the meaning of the reports on internal control.

Background variaﬁ]eé were investigated, and this
regearcherAconE1udgd that the individuals who participated
in tﬁﬁs study“were'experfeﬁced financial ana]ysts with high
levels of education. Although there was a high degree of
diversity in the backgrounds of the participants, no

significant differences between treatments developed.
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Variable
Number

88

Background Vériab]es:

Variable Name
Age

Number of Companies
Investigated

Years Employed

Table 26-

Experimental Group 1 and Control Group

Experimental .
Group One . - Control Group
Minimum Ma ximum Mean Minimum Maximum Mean Va}ue Significance
22 62 40.087 25 56 42.636 .84 .403
0 1,200 263.609 3. 1,000 292.591 .27 .786
1 30 11.783 1 25 12.091 .12 .903




Variable

Number

Vis
V17

Vi3

63

Table 27

Béckground Variables: Experimental Group 2 and Control Group

Variable Name

Age

Number of Companies
Investigated

Years Employed

Experimental
Group Two Control Group
Minimum Maximum Mean Mean Va{ue Significance
23 64 41.958 42.636 - .23 .820
1 850 108.565 292.591 -2.04 .06
.25 30 13.75 12.091 .66 .515




06

Variable
_Number

V15
V17

vig

Background Variables:

Variable Name
Age

Number of Cowmpanies
Investigated

Years tmployed

Table 28

Experimental Group 1 and EXperiménta] Group 2

Experimental Experimental
Group One Group Two
Minimun Maxinum Mean Minimum Maximum Mean Va}ue Significance
22 62 40.087 23 - 64 . 41.9583 .58 .566
0 1,200 263.6087 3 1,000 108.5652 -1.95 .059
1 30 11.7826 .25 30 13.75 7 445




CHAPTER V

DISCUSSION, LIMITATIONS AND CONCLUSIONS

This chépter contains three sections. In the first
section, the results and implications of the field
experiment are discussed. The second section discusses
the 1imitations of the study and the final section deals
with possible areas of ﬁutufe research.,

One of the primary events leading to the passage of
the FCPA was %he disclosure on the part of several hundred
U.S. corporations of questionable overseas payments. These
questionable overseas payments were often not properly
recorded or reported by the accounting systems. As a
result, investors and the U.S. Congress were concerned that
the integrity of corporate financial statements had been
compromised. The accounting provisions of the FCPA were
therefore intended to prevent the recurrence of failures
in internal accounting controls.

A significant motive for the legislation (FCPA) was
then to reassure investors that management had cqntro] of
all company operations and that financial statements were

indeed credible (Sorter et al., 1978).
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The Securities Exchange Commission attempfed to
enforce the FCPA by requiring company managements and
independent accountants to issue reports on internal
accounting control. The SEC indicated it believed that the
benefits of such information exceeded its costs and that
the information would enable investors to evaluate better
the reliability of the financial statements and -
management's performance. These remarks were not, however,
based upon empiricé] evidence but rather on subjective
perceptions of user needs.

The results of this research provide empirical
evidence contrary to the SEC's position. Neither the
additional information of management's report on internal
accounting control and the independent accountant's report
nor simply management's report alone had any statistically
significant effect on changes in confidence levels about

financial statement reliability.

“Potential Interpretations of the Results

Acceptance of this study's research hypotheses
regarding mean_géoup differences in confidence levels might
suggest that the SEC employ an alternative approach to
enforce the FCPA. This research found that confidence in
management's finéncia] representations was not increased by
issuing reports on internal control; therefore, one may

conclude that the suggested reaffirmation of investor
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confidence in the credibility of financial statements has
not been achieved in this study as a result of issuing
reports on interna{ éccounting control. In fact, results
obtained from examinétionwof posttreatment variances imply
that the report; on internal Eontroi did more to confuse
than to enlighten the subjects.

Although the term "confusion" migﬁt not be appropriate,
one may safely conclude that the variance of Experimental
Group 1 was significantly larger, from a statistical
perspective, than was the variance of the Control Group
for variable L6. The subjects in Experimental Group 1
could not reach consensus on the impact of the additional
information. The question represented by variable L6 is
“How confident are you that management maintains an
adequate system of internal control?"

The tests of variance between Experimental Group 2
(independent accountant's report along with management's
report) revealed an even greater lack of consensus.
Differences between variahles L5 and L7 in addition to L6
proved to be statistically.signfficant% These re$u1ts
indicate that addition of the independent accountant’s
'repbrt increased the variability of the responses.

The variances of the two experimental groups proved to
be statistically different as well for variables L5 and L7.
The variances of Experimental Group 2 were significantly

larger, indicating that when the independent accountant's
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report was provided in addition to management's report,
subjects were not able to concur on the impact of this
report on their levels of confidence regarding the
financial statements.

Clearly, one may conclude that both management's
report on internal control and the independent
accountant's report have some information content.
Subjects could not agree however how this added information
impacted their personal‘ébnffdence in the financial
statements.

There are several possible explanations for the
significant variance differences. Behavioral studies have
shown (Driscoll & Mock, 1976, pp. 39-40) that individuals
are impacted differently by information because of
different decision models and different perceptions and
degrees of understanding regarding the additional
information. Also, the task, evaluation of reports on
internal control, was unfamiliar to the subjects.
Increased familiarity with the relationship between
internal accounting control and the financial statements
might result in very different conclusions regarding the
impact of such reports.

Financial analysts may already be considering the
impact of internal accounting control on the financial

statements. These investors may believe that the auditor's
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unqualified report implies a strong system of internal
accounting control exists and is operating effectively.

Another possible explanation of the results may be
that requirements to publish reports on internal
accounting control are too recent and tentative. Financial
analysts have not yet had an opportunity to learn of the
relationship between different forms of the auditor's
report, financial statements, and internal accounting
control.

The possibility of information overload should also
be considered when interpreting the results of this study.
There are Timits to the amounts of information that
individuals can process effectively. When these 1imits are
reached, information beyond this pdint creates an
1nf6rma£ion overload condition. .

Information.procéssors deal Qith this condition
differently. Individuals may choose to ignore some
information and aeé] only with that information with which
they feel more comfortable. Driscoll and Mock (1976,
pp. 39-40) refer to this as a frame of reference phenomenon
wherein an individual's implicit decision model will be
used to determine which information is relevant and
irrelevant for a particular judgment

A number of psychological studies have indicated that
humans are not efficient information processors (see

Chapter IIIl). Therefore, time may be required to respond
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to additional accounting information. Ashton (197@, p. 16)
has found some indication of functional fixation in
accounting contexts, indicating that considerable time may
be necessary for individuals to react effectively to
additional information.

The study has implications for accounting policy
formulation and points to the need for ex-ante research
| prior to decisions relating to the cost vs. benefit of
additional disclosures. The benefit of the additional
information in this study is doubtful, since subjects did
not change their confidence in the financial statements.
Assumingly therefore the resource allocation process
would not have been impacted by the additional disclosures.
Although the cost issue was not addressed, reactions from
management and independent accountants indicate that it
will be significant. If other studies find similar
relationships existing between costs and benefits, the
SEC's position regarding the required disclosures should be

reconsidered.

Limitations

Issues regarding internal and external validity of
statistical results often create tradeoffs. Research
methodologies are examined and selected based upon
compromiées to coénditions specific to the research question

and setting. Such tradeoffs had to be made in this study.
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External validity Timitations exist because the
selection of subjects was not accomplished using random
sampling techniques. The_entire population of financial
analysts was not used aé a base from which to choose
participants. Therefore the degree to which the results of
this study may be generalized to other sampTes of financial
analysts is limited.

Internal validity may also be questioned because of
the experimental task. Although the task was constructed
to be as realistic as possible, duplication of analysis
and decision setting is impossible in a study such as this.
Consequently, the results in a real-world setting with its
increased complexities may very well be different from
those found in this study.

As financial analysts become more familiar with
internal accounting controls, their reactions to reports
thereon may change. The lack of knowledge regarding
internal accounting controls on the impact of the
participants therefore may also have led to lTimitations in
the internal validity of the study. As the education
process continues, subsequent replications of this study
could provide different results.

There are several areas of future research which are
suggested by this dissertation. The most obvious would be
a replication of this study using different subject groups;

bank loan officers, financial executives or other, less
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sophisticated investors might proVide insight into how
differently these groups respond to reports on internal
accounting control.

Preliminary research findings have indicated that the
content of auditors' reports impact on security prices
(Firth, 1978) and affect bank lending officer decisions
(Libby, 1979). Content issues re1atiye1to reports on
internal control are important, especially as they impact
user percepfions in éqmbinatibn with various forms of
auditor report§% Also, research identifying user
percepfiohsldf attributes that result in strong systems of
1nterna1<accountingicontro1 might provide answers to both
form and conte;t issues.

Finally, research as tp whether and how the investment
decision process might be impacted by reports on interna]
accounting control would allow accounting policy makers to
better assess the relative social benefits of required

disclosures of this information.
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APPENDIX A

EXPERIMENTAL GROUP 1 QUESTIONNAIRE:
MANAGEMENT'S REPORT ON INTERNAL CONTROL




UNIVERSITY OF SOUTHERN CALIFORNIA
SCHOOL OF BUSINESS ADMINISTRATION
UNIVERSITY PARK
LO8 ANGELES, CALIFORNIA 20007

BCHOOL OF ACCOUNTING

Thank you in advance for taking part in our study. We are con-
ducting a research project at the School of Accounting of the
University of Southern California to study the relationship
between accounting data and decision making. As a member of a
very select group of decision makers, your input is very valuable
in our research.

The task you are about to undertake is an experiment in decision
making. The experiment is expected to take about 25 minutes to
complete. Assume that the financial statements presented are
those of a company you are considering as an investment. Analyze
the information presented to you just as you do when making an
investment decision. Please feel free to utilize calculators in
- your analysis.

Your responses will be held in the strictest confidence. All
questionnaires will be handled on an anonymous basis and indi-
vidual results will not be reported in the research findings.
Thank you once again for your participation.

Sincerely,

Doyle Z. Williams
Professor and Dean

Ralph B. Williams
Lecturer
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INTRODUCTION

The experiment has two parts: Part A and Part B. Do not review the
gquestions in Part A until you have completed the analysis of the financial
statements presented in that part. When all questions have been answered
in Part A, go on to Part B. In order to answer the questions in Part B,
you may refer to the information in Part A. However, do not change any of
your responses to the questions in Part A.

Some of the questions in.Parts A and B are subjective in nature, That is,
they do not have right or wrong answers. Most of these questions require
that your response be registered on a scale similar to the one reproduced
below. When responding to such questions, please indicate your response
by drawing an arrow to the number you wish to select. In addition to the
scale, there is a space to allow you to write in the exact number you
chose. :

No A Great Deal
Confidence ' _of Confidence
[uteutuafunoingan g o pnagusgaafusgojugimgaaun|]
a0 Jd 3 3 A E L] 1 8 » 10
Ans. _ 0.72

The following questions ask you to express a degree of confidence as a
number between 0 and 1. For example, one might respond that he is 0.72
confident of the existence of a condition or the occurrence of an event.
This statement might be interpreted as meaning that he is 72% certain.

Please begin to analyze the information in Part A.
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PART A

REPORT OF INDEPENDENT PUBLIC ACCOUNTANTS

"To the Stockholders:

. We have examined the consolidated balance sheets of
The Rupel Company and Subsidiaries as of December 31, 1979,
and December 31, 1978, and the consolidated statements of
operations, paid-in capital, retained earnings and changes
in financial position for the five years ended
December 31, 1979. Qur examination was made in accordance
with generally accepted auditing standards, and accordingly
included such tests of the accounting records and such
other auditing procedures as we considered necessary in the
“circumstances. i

. In our opinion, the financial statements referred to
above present fairly the financial position of The Rupel
Company and Subsidiaries as of December 31, 1979, and
December 31, 1978, and the results of their operations and
changes in financial position for the five years ended
December 31, 1979, in conformity with generally accepted
accougting principles consistently applied during the
periods.

ARTHUR AUDITOR & CO.

Westfield, I1linois,
April 30, 1980
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THE RUPEL COMPANY AND SUBSIDIARIES

CONSOLIDATED BALANCE SHEETS
Decgmber 31, 1979 and December 31, 1978

ASSETS
{In t.housa_nds)
1979 1978
Current Assets: .
Cash P e e 3 8,457 $ 9,298
Marketable securities, less allowance for market decline of $52,000 .
in 1979 and $326,000 in 1978 e 456 1,104
Accounts receivable, less allowance for doubtful accounts of $864,000
in 1979 and $871,000in 1978 ... oiiieean 26,440 24,663
Inventories, principally ingredients and wrapping supplics
S O 19,921 19,008
Future tax benefits e Ceeraaeses 330 115
Prepaid expenses and deposits ... .. ... .. i it iiieiiiiiiiannn 737 © 1,057
Total CUITENT ASSELS . o vve e e s es s o eee s eaennneens $ 56,341 $ 55,245
TORET ASSEIS it aa e $ 1428 $ 1,319
Plant and Equipment, including rights to leased property
at cost:
Land .......ieiiiinniinnn. e $ 3,328 $ 3311
Buildings and improvements .......... . 0 ieiiiieii i eaas - 35,659 33,425
Machinery and cquipment ...... e 73,812 69.424
Delivery equipment ... ... .vriiiiniinveiernrnonrronnannann 21,307 22,176
Construction in ProOgress ... ...uvier v inesantsonanarnnenons - 1,268 1,778
$135,374 $130,114
Less——Accumulated depreciation, amortization and provisions for
plant closings and idle equipment ... ..., 83,639. 81,569
$ 51,735 $ 48,545
See notes to financial statements.
$109,504 $105,109




THE RUPEL COMPANY AND SUBSIDIARIES

CONSOLIDATED BALANCE SHEETS
December 31, 1979 and December 31, 1978

LIABILITIES AND STOCKHOLDERS’ EQUITY

Current Liabilities:
Notes payable (mcludmg $1,625,000 in 1979 and $2,200,000 in 1978
payable to banks) (Note 2) -«---ovverniiiiiiniiitiines
Current maturities of long-term debt (Note3) ...................
Accounts payable .. .. .iciiieiieiii et
Accrued liabilities 00000 e
Accrued taxes on income ............ e ettt
Dividends payable ..... ... .cooi i
Total current liabilities ..................... e
Long-Term Liabilities, less current maturities — .......
-Deferred Income Taxes (Note1) .. ... ... ...............
Contingencies and Commitments
Stockholders® Equity
Cumulative prior preferred stock—
authorized 200,000 shares—

$1.80 scries, stated at liquidating value of $35 per share; outstand-
ing 65,116 shares in 1979 and 69,817 shares in 1978 ........
$1.80 convertible series, stated at par value of $25 per share; out-
standing 90,000 shares in 1975 and 95,000 shares in 1978 ....
5% cumulative convertible preferred stock, $100 par value; authorized
140,000 shares; outstanding 35,476 shares in 1973 and 37,609 shares
1978 i e e e .
Common stock, no par value; authorized 5,000,000 shares; issued
2,087,464 shares in 1978 and 1978 . ......... ...,
Paid-in capital ........ e e
Retained earnings ... e beeat e iaeas

Less—Common stock held in treasury, at cost; 424,718 sharcs in 1978 ..
and 484,238 shares in 1978 ... .iiiaieeiidan s .

(In thoosands)

1979 1978
$ 2,863 $ 2,200
3,459 3,491
23,632 31,041
10,887 7,633
2,811 180
449 204
$ 44,101 $ 44,749
$ 20,299 $ 19,246
$ 1,406 $ 1,954
$ 2279 $ 2,444
2,250 2,375
3,548 3,761
9,087 9,087
940 1,147
27,208 22,680
$ 45,312 $ 41,494
1,614 2,334
$ 43,698 $ 39,160
$109,504 $105,109

See nntes to financial statements:
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THE RUPEL COMPANY AND SUBSIDIARIES-

- CONSOLIDATED STATEMENTS OF OPERATIONS
For the Pive Years Ended December 31, 1979

(Ia thousands, except per share data)

T1979 Tai978 1977 1976 1975
Netsales .. ...ovintiiineinnnanen ;. $417,243 $398,550 $345,574 $331,358 $330,099
Costs and expenses: ) : :
Cost of products sold (Note 1) . . ... $239,145 .$239,121 $197,980 $182,096 $183,433
Selling, delivery, general and administra-
tive eXpenses . ........ . ..inien.an 161,240 153,023 143,681 140,880 138,973
Depreciation and amortization 7,312 7,280 7,114 6,745 7,026
Interest expense .. ................. 1,826 2,001 1,566 1,052 847

$409.523 $401.425 $350,341 $330,773 $330,279

Eamings (loss) before in-
come taxes and extraordi-

) " paryitems ............ $ 7,720 $ (2,875) $ (4,767) $ 585 $ (180)
" Income taxes. . : .

CUITENE oo ivtee i ie i ienierinrannns $ 4,764 '$ 323 § (1,536) § 234 § 262

Deferred ....ovviieiiiinnnann, {(763) (1,500) (627) 178 (171)

Investment credit realized ............ (2,020) — (585) -— —
- ' $ 1,981 $ (1,177) $ (2,748) $ 412 § 91

Earnings (loss) before ex;

traordinary-items ......... $ 5,739 $ (1,698) $ (2,019) § 173 §& (271)
Extraordinary items, net of tax — — — 2621 (1,717)
Net earnings (loss) ....... $ 5739 § (1,698) § (2,019) § 2,794 §$ (2,048)
Dividends declared on preferred stock . ... (473) (506) (535) (588) (698)
Net earnings (loss) applicable to common
stock ............ et iarana, $ 5266 $ (2,204) $ (2,554) § 2206 § (2,746)
Weighted average common shares outstand- :
ing - e 1,622 1,967 2,001 2,061 2,065

Earnings (loss) per common share

Assuming no dilution—

Before extraordinary items ......... $ 325 $ (112)$ (128) $§ (20) §  (47)
Extraordinary items, net of tax ..... — — C - 1.27 (.86)
Net earnings (loss) ....... $ 325 § (1.12) $ (1.28) $ 107 § (1.33)

Assuming full dilution— .
Before extraordinary items ......... $ 272 0§ (L12) 8 (1.28) 8 (.20) § (4T
Extraordinary itcms, net of tax ... ... — — — 1.07 (.86)
Net carnings (loss) ....... § 2.72 § (1.12) $ (1.28) $ .87 §  (1.33)

Sec notes to finencial statements.,
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THE RUPEL COMPANY AND SUBSIDIARIES

CONSOLIDATED STATEMENTS OF CHANGES
IN FINANCIAL POSITION

For the Five Years Ended Deccmsct 51, 1979

{In Thousands)

1979 1978 1977 1976 1975
Sources of Working Capital:
Net eamnings (loss) before extruordinary items ....... $ 573 $¢1,698) $(2,019) §$ 173 $ (211)
Add (Deduct) items not affecting working capital— )
Depreciation and amortization . 7312 7,280 7,114 6,745 7,026
Deferred income taxes . e (763) (1,500) (1,135) - 373 13
Provisions for closed plants and idle equipment . .. 789 1,315 372 — —
Working capital provided from operations,
exclusive of extraordinary items ........ $13,077 $ 5,397 $ 4332 - $ 7291 $ 6,768
Property dispositions, including- in 1977 extraordinary
gain on sale of four plants ........... PN 976 1,431 2,023 ' 7,07 256
Proceeds from stock options exercised ............... 376 — — _ 162
Additions to long-term liabilities . 6,488 4,502 2,200 10,099 1,500
$20,917 $11,330 § 8,355 $24,497 $ 8,686
Applications of Working Capital:
Goodwill resulting from acquisition ............ P $ — $ — $ i $ 664
Reduction of long-term debt ............. Caeasanian 5,435 4,474 1,411 3,451 1,857
Additions to plant and equipment . ................. 11,778 8,945 6,461 9,251 5,686
Dividends declared .......... ... iieiiiiiiiinens 1,211 883 934 999 L112
Purchase of stock, since retired ’
Cumulative prior preferred, $1.80 series ........... 91 79 103 [ 85
5% cumulative convertible preferred . ..., .. ..., 150 342 451 1,686 285
Purchase of common stock for the treasury —_ 1,176 642 303 -—
Redemption of cumulative prior preferred, $1.80 con-
vertible series ... ..l e e 125 125 — — —
Charges incurred relating to closed plants ... ....... 489 1,010 1,164 2,212 707
Setdement of antitrust litigation e —_ —_ —_ 400 50
Other items, 1 S Lesevssmeraniesen (106) 1,039 891 78 (57)
. ' $15.173 $18,073 $12,057 $18,788 $10,389
Increase (Decrease) in Working Capital ............... $ 1,744 $(6,743)  $(3,502) § 5,709 $(1,703)
Working Capital:
" Beginning of year ......... M etereienseiaaaraaaaes 10,496 17,239 20,741 15,032 16,735
End of year suvuvniinnr i e it i it i 512!240 - $10,496 $17.239 $20.741 $15,032
Increase (Decrease) in Components of Workiog Capital:
............ heinnnenratreccasnanassnsaaee $ (B41) 8 3,765 $ 7183 s 778 S 9
Marketable securities .. ..ooiiiiennaan e {648) (921) 427 {166) (4,826)
Notes receivable . .s . — L — €6,200) 6,200 —
Accouants reccivable ....... . 1,777 1,111 (1,222) 4,263 956
INVentOTIeS .. oo viiiencnrninensnanaranansssnrronns 913 6,666 2,444 2,126 1,596
Future tax bencfits ........ccivvienevenes eeavenans 218 (1,906) 1,028 (981) 1,974
Prepaid expenses and deposits ... ..... .., .cnua.. T, (320) (6) 175 120 {136}
Notes payable ond current maturities of long-term debt (631) (2,338) (2,406) 916 12
Accounts payable ............ et 7,409 (13,844) (794) (5,455) (1,343}
-Accrued linbilities .......covvennn. Ceerararaeeaens (3,254) 885 1,546 (1,487) (536) -
Dividends payable ............cc.iiiiiiiauen beees (245) 25 12 32 .14
Accrued toxes O INCOME L uiuvivinreonsennonnnnnns (2,631) (180) 735 (637) 494
$(1,703)

$ 1,744 $(6,743) $(3,502) § 5,709

See notes to financial statements.

118




THE RUPLL COMPANY AND SUBSIDI/RIES

CONSOLIDATED STATEMENTS OF PAIDIN CAPITAL
AND RETAINED EARNINGS

For the Five \-’eaxs Ended ul)ec-embe.r—.';i,‘ia'ié

Paid-in Capiial
Beginning of year ................
Excess of cost (first-in, first-out basis)

over proceeds of common stock op-
tionsexercised .............. ...

Excess of the par value over the cost
of preferred stock (in treasury) re-
tired ... ..., .-

Endofycar.................ﬂ...

" Retained Earnings
Beginning of year ................
Net earnings (loss) for the year ...
Dividends declared—
Cumulative prior preferred
stock—
$1.80 serics ($1.80 per share)
$1.80 convertible series (51.80
per share) .. R
5% cumulative convertible pre-
ferred stock (35 per share) ..

Common stock ($.20 per share in
1975, 1976, 1977, and 1978
and $.45 per sharc in 1979) ..

End of year ......... ... .. .o

(In thousands)

"1979 1978 Ti977 1976 1975
$ 1,147 $ 989 $ 814 $ 236 s 5

(344) — —_ — —
137 158 175 578 231
$§ 940 $ 1,147 $ 989 $ 814 $ 236
$22,680 $25,261 $28,214 $26,419 $29,579
5,739 (1,698) (2,019) 2,794 (2,048)
(120) (128) (136) (142) (148)
(171) (180) (180) (180) (180)
(182) (198) (219) (266) (370)
(738) (377) (399) (411) (414)
$27,208  $22,680 $25,261 $28,214 $26,419

See notes to financial statements.
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THE RUPEL COMPANY

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

»

NOTE (1) Summary of Accounting Policics

Principles of Consolidation
The accompanying consolidated financial statements include all operating
subsidiaries of the Rupel Company. Intercompany accounts and

transactions have been eliminated in consolidation.

- Marketable Securities

Marketable securities are included in the accompanying consolidated
. balance sheets at the lower of cost or market.

Intangible Assets

The excess of the company's investment over the underlying book value of
net assets of subsidiaries purchased is being amortized over forty years.
The amounts are included in other assets.

- Investment Tax Credit

The company utilizes the flow-through method of recognizing investment
tax credits in income in the year realized for tax purposes.

Inventories
All inventories are determined by physical count and are priced at the
lower first-in, first-out cost or market. Finished goods inventory

includes material, labor, and manufactured overhead.

Depreciation and Amortization

Depreciation provisions, based on estimatcd useful lives from the dates of
acquisition, are computed on the straight-line method for financial
reporting purposes. Leaschold improvements are heing amortized over the
lives of the respective leases.

For tax purposes, the company uses accelerated depreciation methods;
resulting deferred federal income taxes are reflected as such in the
financial statements.

NOTE (2) Notes Payable to Bank

The company has an informal compensating balance agreement with one of its
banks and is expected to maintain average compensating balances of 10% of
the line of credit ($1,500,000).

NOTE (3) Long-term Liabilities

Annual maturities on indebtedness for the next four years are:
© $3,459,000; $3,237,000; $3,024,000; $2,512,000.
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NOTE (4) Contingencies

The company is a defendant in several actions arising out of its business.
Such suits are not uncommon. These suits typically seek large amounts in
damages. Management believes that the company has meritorious defenses,
is vigoursouly opposing each action, and in several cases has filed
counterclaims, but management is unable at this time to estimate the
vltimate aggregate liability of recovery, if any, of the company
therefrom. .

NOTE (5) Stock Options

Under the company's stock option plans, officers and key employegs may be
granted options to purchase the company's common stock at the fair market
valué at the date of grant. Options generally become exercisable six
months after date of grant and expire five years after date of grant.

QUESTIONS - PART A

1. In terms of their fair presentation, what degree of confidence do you
have in the financial statements presented?
No A Great Deal
Confidence

of Confidence

[ttt oo foguegn g moafunffgedgamgn|
2 3 A E ] 8 J 2 $ 10

(3 A
Ans.
2. What degree of confidence do you have that the income statements

fairly report the results of operations?

No A Great Deal
Confidence of Confidence
[t on g oo fe s e
a0 1 2 3 A A 2 2 A o 1b
Ans.
3. What degree of confidence do you have that the income statements

present a realistic representation of management's ability to
utilize resources effectively?

No A Great Deal
Confidence of Confidence
Bt s uados s uagun s uaguo i g
a0 1 3 3 A 3 ) 2 2 » 10
Ans.
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4. What degree of confidence do you have that the balance sheets fairly
report financial position?

No A Great Deal
‘Confidence of Confidence
[nuh|n]nnlnn]m||uu[unumlmllm||m|1m|lnn§|m]ln|]un§nn]unlmmml
a0 A 2 3 4 5 '} kj ¥ ] 9 10
Ans.
5. What degree of confidence do you have that the balance sheet is a

good representation of how management has safeguarded assets?

Mo A Great Deal
Confidence of Confidence
]nulnulnluim[unlnu|nu||m|nulmx}ms]nn|mn}nu]nnlunimnlun}nmlnu[
a0 R R S | 4 A 8 7 s g 10
Ans.
6. How confident are you that management maintained a system of internal

control adequate to prepare financial statements in accordance with
generally accepted accounting principles?

No . A Great Deal
Confidence of Confidence
fmban e eefeifuganugaopo pafagipiadon g paj|
o A 4 3 4 L L) 7 L h ] 10
Ans.
7. What is the likelihood that you would invest in this company?
- Neo A Great Deal
Confidence of Confidence
[l au g uspanfuaton o g ugafoia e
[ B 2 3 A 5 8 3 3 $ 10
Ans.
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Part B
ADDITIONAL TNFORMATION
Management's Responsibility for Financial Statements

The consolidated financial statecments presented in this report are the
responsibility of management and have been prepared to conform with
generally accepted accounting principles consistently applied. Statement
amounts include estimates resulting from management's analysis and
evaluation based upon current knowledge.

The responsibility of our independent auditors, Arthur Auditor & Company,
is limited to an expressed opinion on the fairness of the financial
statements. The auditor's evaluation procedures include a review of
systems and control procedures and testing deemed necessary to give
reasonable assurance that our financial statements are not materially
misleading or inaccurate. Other information included in this report is
the Rupel Company's responsibility and is believed to be consistent with
the financial representations.

To ensure that assets are safeguarded from loss due to unauthroized use or
disposition and that accounting information is reliable, we maintain a
system of accounting and corporate policies, procedures, and internal
controls. Managers are carefully selected and trained; and bigh standards
are maintained in accounting and administration and in formal policies and
procedures. To reflect changing business conditions and reporting
requirements, we continually modify and improve our policies, procedures
and controls. We believe our system provides reasonable assurance that
assets are safeguarded and that financial information is reliable.

Our board of directors discharges its responsibilties for adequate
internal controls and accurate financial information with the assistance
of an audit committee composed of nonmanagement board members. The
committee meets with the company's independent auditors to evaluate
management's performance in maintaining adequate accounting procedures
and reporting processes, as well as other matters. The independent
auditors have access to the audit committee and they meet (with and
without management being present) to discuss the results of their examina-
tions and to express opinions on internal controls and financial
reporting.

The company has also developed and is presently implementing "Guidelines
for Good Management Practices and Business Conduct.”" All employees are
expected to understand and comply with these guidelines and to conduct the
Rupel Company business throughout the world accordingly. We believe these
guidelines will help assure that operations are conducted in compliance
with laws and regulations and at the highest moral and ethical standards
in all parts of the world.

Clyde T. Billingshe
Vice President-Finance
The Rupel Company
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QUESTIONS - PART B

Based upon the financial statements in Part A and upon the additional
information you have just received, carefully reevaluate your responses

to the following questions. You may look back to Part A, but do not
change your original response.

1. In terms of their fair presentation, what degree of confidence do you
have in the financial statements presented?
No A Great Deal
Confidence of Confidence
Bpp s Jongajoap o funjugasg oo
ao A 2 2 A 5 2 a A 2 10
Ans.

What degree of confidence do you have that the income statements
fairly report the results of operations?

No A Great Deal
Confidence of Confidence
Bttt oo g o o
an 1 2 2 4 L] 4 7 ] » 10

Ans.

What degreé of confidence do you have that the income statements

present & realistic representation of management's ability to
effectively utilize resources?

No A Great Deal
Confidence of Confidence

D g s gssusaganbi fofon]

ap | 2 3 4 S 8 2 3 2 3.0

Ans.

What degree of confidence do you have that the balance sheets fairly
report financial porition?

No A Great Deal
Confidence of Confidence

]mllnmli'minnlnnluuImmm[nu]m;|m|]un]un||En[nuhnl]!mhm]nnlnnl

ao 3 2 3 A E L] k4 A .9 10

Ans.
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What degree of confidence do you have that the balance sheet is a
good representation of how management has safeguard assets? :

No ‘ A Great Deal
Confidence . .. . of Confidence
[t sttt s oo fumongno aatin|
a0 B} 2 3 4 3 ¥ 1 3 » 10
Ans.

How confident are you that management maintained a system of internal
control adequate to prepare financial statements in accordance with
generally accepted accounting principles?

No A Great Deal

Confidence . of Confidence
hunnuhnnuuhnﬂnnhuuunhnunuhuunnhnunuhnuunhuuuuhnnunl
00 a 32 3 4 3 2 2 3 ) 19
Ans.

What is the likelihood that you would invest in this company?

No A Great Deal
Confidence ) of Confidence
Inuhuﬂnuhnqunhnqnuhuﬂnuhuﬂnnhnﬂuuhndnuhuﬂunhnduuhuq
ab R 2 .3 4 5 8 2 8 2 10
Ans.

BACKGROUND QUESTIONS -

Age: . years

. Highest level of education:

High School
2 Years Gollege

4 Years College

1]

More than 4 years college

Approximately how many companies have you investigated during the
past year?

Companies

Number of years employed as a FA?

Years
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APPENDIX B

EXPERIMENTAL GROUP 2 QUESTIONNAIRE:

MANAGEMENT'S REPORT ON INTERNAL
CONTROL AND THE INDEPENDENT
ACCOUNTANT'S REPORT
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UNIVERSITY OF SOUTHERN CALIFORNIA
SCHOOL OF BUSINESS ADMINISTRATION
UNIVERSITY PARK
LOS ANGELES, CALIFORNIA 80007

BCHOOL OF ACCOUNTING

Thank you in advance for taking part in our study. We are con-
ducting a research project at the School of Accounting of the
University of  Southern California to study the relationship
between accounting data and decision making. As a member of a
very select group of decision makers, your input is very valuable
in our research.

The task you are about to undertake is an experiment in decision

making. The experiment is expected to take about 25 minutes to

complete. Assume that the financial statements presented are

those of a company you are considering as an investment. Analyze

the information presented to you just as you do when making an

investment decision. Please feel free to utilize calculators in
- your analysis.

Your responses will be held in the strictest confidence. A1l
questionnaires will be handled on an anonymous basis and indi-
vidual results will not be reported in the research findings.
Thank you once again for your participation.

Sincerely,

Doyle Z. Williams
Professor and Dean

Ralph B. Williams
Lecturer
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INTRODUCTION

The experiment has two parts: Part A and Part B. Do not review the
questions .in Part A until you have completed the analysis of the financial
statements presented in that part. When all questions have been answered
in Part A, 'go on to Part B. In order to answer the questions in Part B,
you may refer to the information in Part A. However, do not change any of
your responses to the questions in Part A,

Some of the questions in Parts A and B are subjective in nature, That is,
they do not have ‘right or wrong answers. Most of these questions require
that your response be registered on a scale similar to the one reproduced
below. When responding to such questions, please indicate your response
by drawing an arrow to the number you wish to select. In addition to the
scale, there is a space to allow you to write in the exact number you
chose. -

No A Great Deal
Confidence | . ] o of Confidence
Pt afunfus i panagfajtee o]
00 d 3 3 “ ) 8 7 2 2 1o
Ans. _0.72

The following questions ask you to express a degree of confidence as a

number between 0 and 1. For example, one might respond that he is 0.72

confident of the existence of a condition or the occurrence of an event,
This statement might be interpreted as meaning that he is 72% certain.

Please begin to analyze the information in Part A.
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PART A

REPORT OF INDEPENDENT PUBLIC ACCOUNTANTS

To the Stockholders:

. We have examined the consolidated balance sheets of
The Rupel Company and Subsidiaries as of December 31, 1979,
and December 31, 1978, and the consolidated statements of
operations, paid-in capital, retained earnings and changes
in financial position for the five years ended
December 31, 1979. OQur examination was made in accordance
with generally accepted auditing standards, and accordingly
included such tests of the accounting records and such
other auditing procedures as we considered necessary in the
circumstances.

- In our opinion, the financial statements referred. to
above present fairly the financial position of The Rupel
Company and Subsidiaries as of December 31, 1979, and
December 31, 1978, and the results of their operations and
changes in financial position for the five years ended
December 31, 1979, in conformity with generally accepted
accounting principles consistently applied during the
periods. “ ‘ o

ARTHUR AUDITOR & CO.

Westfield, 11linois,
April 30, 1980 .
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THE RUPEL CONPANY AND SUBSIDIARIES

CONSOLIDATED BALANCE SHEETS

December 31, 1979 and December 31, 1978 )

ASSETS
Current Assets:
Cash  eeeeeaeas e et ta et
Marketable securities, less allowance for market decline of $52,000
in 1979 and $326,000 in 1978 i et e
Accounts receivable, less allowance for doubtful accounts of $864,000
in 1979°and $871,000in 1978 .. ... ... Cereaee

Inventorics, principally ingredients and .wrapping supplics
Future tax benefits b esaeaeae st ranea
Prepaid expenses and deposits ... ... .. ...t

TOUal CUFTENT ASSELS ..\ ..o vnsvarsvevinansennnns
TOthEr ASSEIS it eeeer e e
Plant and Equipment, including rights to leased property
at cost:

Land ..... ... ...l S
Buildings and improvements ........., e e e eeeaaeen -

Machinery and equipment .. ... .. .. it ii e

Delivery equipment . ... ...ttt ittt iinitaeriroriaran

Construction in ProOgress . ......veeeernrororesnnonsanrsnnns

Less—Accumulated depreciation, amortization and provisions for
plant closings and idle equipment ...,

See notes to financial statements.

{In thousands)

1979 1978

$ 8,457 $ 9,208
456 1,104
26,440 24,663
19,921 19,008
330 115

737 1,057
$ 56,341 $ 55,245
$ 1428 $ 1,319
$ 3,328 $ 3,311
35,659 33,425
73,812 69.424
21,307 22,176
1,268 1,778
$135,374 $130,114
83,639 81,569
$ 51,735 $ 48,545
$109,504 $105;109
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THE RUPEL COMPANY AND SUBSIDIARIES

CONSOLIDATED BALANCE SHEETS
December 31, 1979 and December 31, 1978

LIABILITIES AND STOCKHOLDERS’® EQUITY

Current Liabilities:

Notes payable (including $1,625,000 in 1979 and $2,200,000 in 1978

payable to banks) (Note 2) oo iians S
Current maturities of long-term debt (Note 3) ...................
Accounts payable ...... ... ... i
Accrued liabilities 00 L.
Accrued taxes onincome ............ e e i
Dividends payable .. ... ..vueieicieniroriiiiiiiaioaaasiinnse

Total current liabilities .......... .. o inivirianan
Long-Term Liabilities, less current maturities (...
Deferred Income Taxes (Notel) . . ... ... ... ...
Contingencies and Commitments
Stockholders’ Equity
_ Cumulative prior preferred stock—
authorized 200,000 shares—
$1.80 scries, stated at liguidating value of $35 per share, outstand-
ing 65,116 shares in 1979 and 69,817 shares in 1978 .. ... ...
$1.80 convertible series, stated at par value of 325 per share; out-
. standing 90,000 shares in 1979 and 95,000 shares in 1978 ....
5% cumulative convertible preferred stock, $100 par value; authorized
140,000 shares; outstanding 35,476 shares in 1979 and 37,609 shares
L i 5 2
Common stock, no par value; authorized 5,000,000 shares; issued
2,087,464 shares in 1973 and 1978 ....... ... ountl. Ceeaes
Paid-in capital . ... ... .
Retained earnings U

Less—Common stock held in treasury, at cost; 424,718 shares in 1979 -
and 484,238 shares in 1978 ...l

{Xn thousands)
1979 1978
$ 2,863 $ 2,200

1,456 3,491
23,632 31,041
10,887 7,633
2,811 180
449 204

$ 44,101 $ 44,749
$ 20,299 $ 19,246
$ 1,406 $ 1,954
$ 2,279 $ 2,444
2,250 2,375
3,548 3,761
9,087 9,087
940 1,147
27,208 22,680
$ 45312 $ 41,494
1,614 2,334

$ 43,698 $ 39,160
$109,504 $105,109

See nntes to financial statementes.
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_THE RUPEL COMPANY AND SUBSID-IARI'ES-'

- CONSOLIDATED STATEMENTS OF OPERATIONS
For the Five Years Ended December 31, 1979

{In thousands, except per share data)

T1979 1978 1977 1976 1975
Netsales ....ovevnveeninninnn.s 1. $417,243 $398,550 $345574 $331,358 $330,099
Costs and expenses: :
Cost of products sold (Note 1) .., .. $239,145 $239,121 $197,980 $182,096 $183,433
Selling, delivery, general and administra-
tive EXPEnses ... . ...l 161,240 153,023 143,681 140,880 138,973
Depreciation and amortization 7,312 7,280 7,114 6,745 7,026
Interest expense .. ......... ... ... 1,826 2,001 1,566 - 1,052 847
326§523 $401,425 $350,341 $330,773 $330,279
Earnings (loss) before in- o
come taxes and extraordi-
pary items ............ $ 7,720 $ (2,875) $ (4,767) $ 585 §$ (180)
Income taxes .
CUITENT . .ottt ti e iie i inarianas $ 4,764 $ 323 0§ (1,536) § 234 3 262
Deferred . ................. U (763y  (1,500) (627) 178 (171}
Investment credit realized ............ (2,020) — (585) — —
$ 1,981 $ (1,177) $ (2,748) § 412 § 91
Earnings (loss) before ex-
traordinary items ... ...... $ 5739 $ (1,698) $ (2,019) § 173 & (271)
Extraordinary items, net of tax —_ - — 2,621 (1,777)
‘Net earnings (loss) ....... $ 5739 $ (1,698) § (2,019) $ 2,794 $ (2,048)
Dividends declared on preferred stock . ... (473) (506) (535) (588) (698)
Net earnings (loss) applicable to common
stock ... $ 5266 $ (2,204) § (2,554) § 2,206 $ (2,746)
Weighted average common shares outstand- ' :
ing e i 1,622 1,967 2,001 2,061 2,065
Earnings (loss) per common share
Assuming no dilution—
Before extraordinary items ......... $ 325 $ (1.12) 8 (128) % (200 % (47
Extraordinary items, net of tax ..... — — T 127 = (.86)
Net earnings (loss) ....... $§ 325 $ (1.12)y$ (1.28) 8 107 $ (1.33)
Assuming full dilution—
Before extraordinary items ......... $ 272§ (L12) § (1.28) $ (2008 (47
Extraordinary items, netof tax ...... — —_— — 1.07 {.86)
Net carnings (Joss) ....... $ 272 8 (1.12) 8 (1.28) 8 87 §  (1.33)

Sec notes to finencind

statements,
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THE RUPEL COMPANY AND SUBSIDIARIES

CONSOLIDATED STATEMENTS OF CHANGES
IN FINANCIAL POSITION

_For the Five Years Ended Deccmbet 31 1979

(In Thouiands)
1979 1978 1977 1976 1975
Sources of Working Capital:
Net earings (loss) before extruordinary jtems ....... $ 573 $(1,698) $(2,019) § 173 $ (211)
Add (Deduct) items not aflecting working capital-— .
Depreciation and smortization | . 7312 7,280 7,114 6,745 7,026
Deferred income taxes | eeeranan (763) (1,500) {1,135) 373 13
Provisions for closed plants and idle equipment ... 789 1,315 372 — -
Working capital provided from operations, .
exclusive of extraordinary items ........ $13,077 $ 5397 $ 4332 %7291 $ 6,768
Property dispositions, including in 1977 extraordinary
gain om sale of four plants _...............v.o0.. 976 1,431 2,023 T 7,107 256
Proceeds from stock options exercised ............... 376 — _— —_ 162
Additions to long-term liabilities faas 6,488 4,502 2,200 10,099 1,500

$20,917 $11,330 $ 8,555 $24.497 $ 8,686

Applications of Working Capital:

Goodwill resulting from acquisition . ......co.cven. .. | J— $ - $ — $ In $ 664
Reduction of long-term debt ... .. ... ciciiuin. .. 5,435 4,474 1,411 3,451 1,857
Additions to plant and equipment ...........c00.. ., 11,778 8,945 6,461 9,251 5,686
Dividends declared ............ e eieeeeariaeees 1,211 883 934 999 1,112
Purchase of stock, since retired ’ '

Cumulative prior preferred, $1.80 series . .......... 91 79 103 635 85

5% cumulative convertible preferred . ............. 150 342 451 1,686 285
Purchase of common stock for the treasury — 1,176 642 303 —_—

Redemption of cumulative prior preferred, $1.80 con-

vertible serfes ...l sisiaseasmrecanaay 123 125 — — -—
Charges incurred relating to closcd plants . .......... 489 1,010 1,164 2,212 707
Settlement of antitrust lLitigation e — —_— — 400 50
Other flems, et . ...oomiiiiiiireioioanaiannaeanes (106) 1.039 . 891 78 (57)
. $19,173 $18,073 $12,057 $18,788 $10,389
Increase {Decrease) in Working Capital ............... $ 1,744 $(6,743) $(3,502) § 5,709 $(1,703)
Working Capital:
" Beginning Of YEAT . i .iveriirenirivarireanenaions 10,496 17,239 20,741 15,032 16,735
Endofyear .. ....covverinnnnninnnes P $l2!240 $10,496 $17,239 - $20.741 $15,032
Increase (Decrease) in Components of Working Capital:

...... fiert i tereanriraeiiaiairesanaaenaae 3 (841) . $ 3,765 $ 753 5 778 5 92
Marketable securities . ...cviiiiiit it e e (648) (921) 427 (166) (4,826)
Notes receivable ... veneiannn. e ees —_ L — £6,200) 6,200 —
Accounts receivable ................. P 1,777 1,111 (1,222) 4,263 956
Inventories ............. .. e evereanns 913 6,666 2,444 2,126 1,596
Future tax benefits ........ooiiiiiiiiiiiinia.. 215 (1,906) 1,028 (981) 1,974
Prepaid expenses and deposits ..., ... . 0oL, (320) {6) 175 120 (136)
Notes payable nnd current maturities of long-term debt (631) (2,338) (2,406) 916 12
Accounts payable ........ .. i it i 7,409 (13,844) {794) (5,455) {1,343)
Accrued liobilities ................ e eaaeetranaen (3,254) 885 1,546 (1,487) (536) -
Dividends payable .........ccoiiiiiiananan [P . (245) 25 12 32 14
Accrued 1aXeS ON INCOME .. ierinnivnnennnnnnaesns (2,631) (180) 735 (637) 494

$ 1,744 §(6,743) $(3,502) § 5,709 $(1,703)

See notes to financial statements.
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THE LUPCL COMPANY AND SUBSIDI/ZRIES

CONSOLIDATED STATEMENTS OF PAID-IN CAPITAL

AND RETAINED EARNINGS
For the Five Years Ended December 31, 1979

(In thousands)
. 1979 1978 1977 1976 1975
. Paid-In Capital : '
Beginning of year .......... e $ 1,147 $ 989 $ 814 $ 236 $ 5
Excess of cost (first-in, first-out basis)
over proceeds of common stock op-
tionsexercised ...........oLlll (344) — _— —_ —_
Excess of the par value over the cost ’
of preferred stock (in treasury) re-
tired ...l .. 137 158 175 578 . 231
Endofyear .........coeiviianen $ 940 $ 1,147 $ 989 $ 814 $ 236
" Retained Earnings
Beginning of year ......... ... ... $22,680 $25,261 $28,214 $26,419 $29,579
Net earnings (loss) for the year ... 5,739 (1,698) (2,019) 2,794 (2,048)
Dividends declared—
Cumulative prior preferred
stock—
$1.80 series ($1.80 per share) (120) (128) (136) (142) (148)
$1.80 convertible series ($1.80 . :
per ghare) ...... Qa71) (180) (180) (180) (180)
5% cumulative convertible pre-
ferred stock (S5 per share) .. (182) (198) 219) (266) {370)
Common stock ($.20 per share in -
1975, 1976, 1977, and 1978
and $.45 per share in 1979) .. (738) 377) (399) 411) (4143
End of year ........cvvvuenin.., $27,208 $22,680 $25,261 $28,214 $26,419

See notes to financial statements.
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THE RUPEL COMPANY
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

NOTE (1) Summary of Accounting Policics

Principles of Consolidation
The accompanying consolidated fimancial statements include all operating
subsidiaries of the Rupel Company. Intercompany accounts and

transactions have been eliminated in consclidation.

Marketable Securities

Marketable securities are included in the accompanying consolidated
balance sheets at the lower of cost or market.

Intangible Assets

The excess of the company's investment over the underlying book value of
net assets of subsidiaries purchased is being amortized over forty years.
The amounts are included 1n other assets.

- Investment Tax Credit

The company utilizes the flow~through method of recognizing investment
tax credits in income in the year realized for tax purposes.

Inventories
All inventories are determined by physical count and are priced at the
lower first-in, first-out cost or market. Finished goods inventory

includes material, labor, and menufactured overhead.

Depreciation and Amortization

Depreciation provisions, based on estimated useful lives from the dates of
acquisition, are computed on the straight-line method for financial
reporting purposes. Leaschold improvements are heing amertized over the
lives of the respective leases.

For tax purposes, the company uses accelersted depreciation methods;
resulting deferred federal income taxes are reflected as such in the
financial statements.

NOTE (2) Notes Payable to Bank

The company has an informal compensating balance agreement with one of its
banks and is expected to maintain average compensating balances of 10% of
the line of credit (§1,500,000).

NOTE (3) Long-term Liabilities

Annual maturities on indebtedness for the next four years are:
© $3,459,000; $3,237,000; $3,024,000; $2,512,000.
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NOTE (4) Contingencies

The company is a defendant ir several actions arising out of its business.
Such suits are not uncommon. These suits typically seek large amounts in
damages. Management believes that the cumpany has meritorious defenses,
is vigoursouly opposing each action, and in several cases has filed
counterclaims, but management is unable at this time to estimate the
ultimate aggregate liability of recovery, if. any, of the company
therefrom. :

NOTE (5) Stock Options
Under the company's stock option plans, officers and key employe§s may be
granted options to purchase the company's common stock at the fair market

valué at -the date of grant. Options generally become exercisable six
months after date of grant and expire five years after date of grant.

QUESTIONS - PART A

1. In terms of their fair presentation; what degree of confidence do you
have in the financial statements presented?

Nb A Great Deal
Confidence of Confidence
st g e f g o]
a0 4 2 3 A 5 8 g 8 2 L0
Ans.
2. What degree of confidence do you have that the income statements

fairly report the results of operations?

No A Great Deal
Confidence of Confidence
[streimpunfnpuuagununun e aapeagnpgaugim|
@0 A 2 3 4 k. s 7 i o b
Ans.,
3. What degree of confidence do you have that the income statements

present a realistic representation of management's ability to
utilize resources effectively?

No A Great Deal
Confidence of Confidence
fovtesnefntgund o oo oo fuagaafugin |
a0 2 3 4 5 s 2 2 LI ¥
Ans,
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4. What degree of confidence do you have that the balance sheets fairly
report financial position?

No A Great Deal
Confidence of Confidence
g et e gun g o
a0 A 2 3 4 L) EJ 7 8 s .10
Ans .
5. What degree of'cdhfidence do you have that the balance sheet is a

good representation of how management has safeguarded assets?

No A Great Deal
Confidence of Confidence
[nuhmlnniunlunlnu]nnlnu||miu|||nnmmi:m[nnlulllm|]|u|iuu|un|m|]
ao R 2 3 4 L] 5 k] 8 L] 10
Ans.
6. How confident are you that management maintained a system of internal

control adequate to prepare financial statements in accordance with
generally accepted accounting principles?

No . A Great Deal
Confidence of Confidence
et annenagua o st fgrafsagangopgues g
a0 B _? -3 A k] P 7 P ] k] 10
Ans.

7. What is the likelihood that you would invest in this company?

: No A Great Deal
Confidence of Confidence
[ dua o fduagan e
[T Wq 2 3 A P ¥ ) 7 k 9 10
Ans.
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Part B
ADDITIONAL TNFORMATION
Management's Responsibility for Financial Statements

The consolidated financial statcments presented in this report are the
responsibility of management and have been prepared to conform with
generally accepted accounting principles consistently applied. Statement
amounts include estimates resulting from management's analysis and
evaluation based upon current-knowledge. .

The responsibility of our independent auditors, Arthur Auditor & Company,
is limited to an expressed opinion on the fairness of the finmancial
statements. The auditor's evaluation procedures include a review of
systems and control procedures and testing deemed necessary to give
reasonable assurance that our financial statements are not materially
misleading or inaccurate. Other information included in this report is
the Rupel Company's responsibility and is believed to be consistent with
the financial representations.

To ensure that assets are safeguarded from loss due to unauthroized use or
disposition and that accounting information is reliable, we maintain a
system of accounting and corporate policies, procedures, and internal
controls. Managers are carefully selected and trained;. and high standards
are maintained in accounting and administration and in formal policies and
procedures. To reflect changing business conditions and reporting
requirements, we continually modify and improve our policies, procedures
and controls. We believe our system provides reasonable assurance that
assets are safeguarded and that fipnancial information is reliable.

Our board of directors discharges its responsibilties for adequate
internal controls and accurate financial information with the assistance
of an audit committee composed of nonmanagement board members. The
committee meets with the company's independent auditors to evaluate
management's performance in maintaining adequate accounting procedures
and reporting processes, as well as other matters. The independent
auditors have access to the audit committee and they meet (with and
without management being present) to discuss the results of their examina-
tions and to express opinions on internal controls and' financial
reporting.

The company has also developed and is presently implementing "Guidelines
for Good Management Practices and Business Conduct." All employees are
expected to understand and comply with these guidelines and to conduct the
Rupel Company business throughout the world accordingly. We believe these
guidelines will help assure that operations are conducted in compliance
with laws and regulations and at the highest moral and ethical standards
in all parts of the world.

Clyde T. Billingshe
Vice President-Finance
The Rupel Company

138




ADDITIONAL INFORMATION

Independent Accountant's Report
on Internal Accounting Control

To the Board of Directors and
Shareholders of The Rupel Company:

We have made a study and evaluation of the system of
internal accounting control of The Rupel Company and
subsidiaries in effect at December 31, 1979. OQur study

-and evaluation was conducted in accordance with standards
established by the American Institute of Certified Public
Accountants. '

The management of The Rupel Company is responsible
for establishing and .maintaining a system of internal
accounting control. In fulfilling this responsibility,
estimates and judgments by management are required to
assess the expected benefits and related costs of control
procedures. The objectives of a system of internal
accounting control are to provide management with reasonable,
but not absolute, assurance that assets are safeguarded
against loss from unauthorized use or disposition and that
transactions are executed in accordance with management's
authorization and recorded properly to permit the
preparation of financial statements in accordance with
generally accepted accounting principles.

It should be recognized that, because of inherent
limitations in any system of internal accounting control,
errors or irregularities may occur and not be detected.

In addition, projection of any evaluation of the system

to future periods is subject to the risk that procedures
may become inadequate because of changes in conditions and
that the degree of compliance with the procedures may
deteriorate.

In our opinion, the system of internal accounting
control of The Rupel Company and subsidiaries in effect at
December 31, 1979, taken. as a whole, was sufficient to meet
the objectives stated above insofar as those objectives
pertain to the prevention or detection of errors or
irregularities in amounts that would be material in relation
to the consolidated financial statements.

Arthur Auditor & Co.
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QUESTIONS - PART B

Based upon the financial statements in Part A and upon the additional
information you have just received, carefully reevaluate your responses

to the following questions. You may look back to Part A, but do not
change your original response.

1. In terms of their fair presentation, what degree of confidence do you
have in the financial statements presented?
No A Great Deal
Confidence of Confidence
Pt nsgoa g o |
a0 R 2 2 A A s 3 ; | L 10
Aps.
2.

What degree of confidence do you have that the income statements
fairly report the results of operations?

No A Great Deal
Confidence of Confidence
fntennnusnfungrfdungusgon o aadon g o
oo © 1 2 A 4 3 - 8 2 8 kS 10
Ans.

3. What degreé of confidence do you have that the income statements
present a realistic representation of management's ability to
effectively utilize resources?

No A Great Deal
Confidence of Confidence
(oot e st v oo fun s o
an B | 2 .3 4 B f 2 E ] 9 10
Ans.
4.

What degree of confidence do you have that the balance sheets fairly
report financial position?

No A Great Deal
Confidence of Confidence

e R A O R e R T LY R L

o A 2 3 A 3 E ] 2 A » 10

Ans.
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What degree of confidence do you have that the balance sheet is a
good representation of how management has safeguard assets?

No A Great Deal
Confidence L . . .of Confidence
ettt neafodonne o st fensefuesa o oo s s
a0 g 2 E ] A 3 s 2 E ] 2 10
Ans.

How confident are you that management maintained a system of internal
control adequate to prepare financial statements in accordance with
generally accepted accounting principles?

No A Great Deal
Confidence of Confidence
‘ [unllunllmlmllim]nn]nnhm[nn]m||nu|un]nn}ml]nu)mllnnilmlmmml
o0 1 2 3 4 3 ] b B E 10
- Ans.

What is the likelihood that you would invest in this company?

No A Great Deal
Confidence ) ) . of Confidence
lnull|nlunlnn]mnlml|nnlnn]nnllm]mxlnu]mllln||n||lm|[|m|un||m]m|]
o .z 3 ] 4 E) F ] 2 5 2 .10
Ans.

BACKGROUND QUESTIONS -

_ Highest level of education:

High School
2 Years College

]

4 Years College

More than 4 years college

Approximately how many companies have you investigated during the
past year? ‘

Companies

Number of years employed as a8 FA?

Years
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APPENDIX C

CONTROL GROUP QUESTIONNAIRE:
UNRELATED ADDITIONAL INFORMATION
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UNIVERSITY OF SOUTHERN CALIFORNIA
SCHOOL OF BUSINESS ADMINISTRATION
UNIVERBITY PARK
LOS ANGELES, CALIFORNIA 0ODO7

BCHOOL OF ACCOUNTING

Thank you in advance for taking part in our study. We are con-
ducting a research project at the School of Accounting of the
University of Southern California to study the relationship
between accounting data and decision making. As a member of a
very select group of decision makers, your input is very valuable
in our research.

The task you are about to undertake is an experiment in decision

making. The experiment is expected to take about 25 minutes to

complete. Assume that the financial statements presented are

those of a company you are considering as an investment. Analyze

the information presented to you just as you do when making an

investment decision. Please feel free to utilize calculators in
- your analysis.

Your responses will be held in the strictest confidence. Al1l
questionnaires will be handled on an anonymous basis and indi-
vidual results will not be reported in the research findings.
Thank you once again for your participation.

Sincerely,

Doyle Z. Williams
Professor and Dean

Railph B. Williams
Lecturer
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INTRODUCTION

The experiment has two parts: Part A and Part B. Do not review the
questions in Part A until you have cowpleted the analysis of the financial
statements presented in that part. When all questions have been answered
in Part A, go on to Part B. In order to answer the questions in Part B,
you may refer to the information in Part A. However, do not change any of
your responses to the questions in Part A.

Some of the questions in Parts A and B are subjective in nature, That is,
they do not have right or wrong answers. Most of these questions require
that your response be registered on a scale similar to the one reproduced
below. When responding to such questions, please indicate your response
by drawing an arrow to the number you wish to select. In addition to the
scale, there is a space to allow you to write in the exact number you
chose. )

No A Great Deal
Confidence , of Confidence
fssten st b g o g nigun g |
o0 Jd 2 3 A k] F 1 R ] » 10

Ans. _0.72

The following questions ask you to express a degree of confidence as a
number between 0 and 1. For example, one might respond that he is 0.72
confident of the existence of a condition or the occurrence of an event.
This statement might be interpreted as meaning that he is 72% certain.

Please begin to analyze the information in Part A.

144




PART A

REPORT OF INDEPENDENT PUBLIC ACCOUNTANTS

To the Stockholders:

. We have examined the consolidated balance sheets of
The Rupel Company and Subsidiaries as of December 31, 1979,
and December 31, 1978, and the consolidated statements of
operations, paid-in capital, retained earnings and changes
in financial position for the five years ended
December 31, 1979. Qur examination was made in accordance
with generally accepted auditing standards, and accordingly
included such tests of the accounting records and such
other auditing procedures as we considered necessary in the
circumstances.

- In . our opinion, the financial statements referred to
above present fairly the financial position of The Rupel
Company and Subsidiaries as of December 31, 1979, and
December 31, 1978, and the results of their operations and
changes in financial position for the five years ended
December 31, 1979, in conformity with generally accepted
accounting principles consistently applied during the
periods.

ARTHUR AUDITOR & CO.

Westfield, I1linois,
April 30, 1980
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THE RUPEL COMPANY AND SUBSIDIARIES

'CONSOLIDATED BALANCE SHEETS
December 31, 1979 and Necember 31, 1978

ASSETS
{In thousands)
1979 1978
Current Assets: .
Cash P e $ 8,457 $ 9,298
Marketable securities, less allowance for market decline of $52,000 .
in 1979 and $326,000in 1978 et 456 1,104
Accounts receivable, less allowance for doubtful accounts of $864,000
in 1978 and $871,000in 1978 ...t ciii e 26,440 24,663
Inventorics, principally ingredients and wrapping supplics
, O 19,921 19,008
Future tax benefits e et i 330 115
Prepaid expénses and dePOSIS © .. .. .c..iiiianiten s 737 1,057
Total CUITEN ASSELS . . oo v eeeereees e vesrnannnrnees $ 56,34} $ 55,245
" Other Assets ' - JUU . $ 1,428 $ 1,319
Plant and Equipment, including rights to leased property
at cost: .
Land ... ..oty S S $ 3,328 $ 3,311
Buildings and improvements . ........ . et iieeiineiaaaeianene - 35,659 33,425
Machinery and equipment .. ... ... .ol e 73,812 69.424
Delivery equipment .......... e ena e Cereer e 21,307 22,176
Construction in PrOGress ... .cevveeeeinnreanaacaensnssnnees 1,268 1,778
_ $135,374 $130,114
Less—Accumulated depreciation, amortization and provisions for :
plant closings and idle equipment ...l 83,639 81,569
$ 51,735 $ 48,545
See notes to financial statements.
$10%,504 $105,109




THE RUPEL COMPANY AND SUCSIDIARIES

CONSOLIDATED BALANCE SHEETS
December 31, 1979 and December 31, 1978

LIABILITIES AND STOCKHOLDERS' EQUITY

(In thousands)
] 1979 1978
Current Liabilities:
Notes payable (including $1,625,000 in 1979 and $2,200,000 in 1978 .
payable to banks) (Note 2) -« vvvenerrnnninnni s ... $ 2,863 $ 2,200
Current maturities of Jong-term debt (Note 3} ................... 3,459 3,491
Accounts payable ............. . 00000 bt iee e e 23,632 31,041
Accrued liabilities i i 10,887 7,633
Accrued taxes onincome .._......... e e et 2,811 180
Dividends payable .. ........ccuvninetsnninoneeiannaeansnnnns 449 204
Total current Habiliies ... @ ...ovviennennnrnneraens $ 44,101 $ 44,749
Long-Term Liabilities, less current maturities  ....... $ 20,299 $ 19,246
Deferred Income Taxes (Notel) . ... .. .. ............. $ 1,406 $ 1,954
Contingencies and Commitments
Stockholders’ Equity
Cumulative prior preferred stock—
authorized 200,000 shares—-
$1.80 scries, stated at liquidating value of $35 per share; outstand-
ing 65,116 shares in 1973 and 69,817 shares in 1978 ........ $ 2,279 $ 2,444
$1.80 convertible series, stated at par value of $25 per share; out-
standing 90,000 shares in 1979 and 95,000 shares in 1978 .... 2,250 2,375
5% cumulative convertible preferred stock, $100 par value; authorized
140,000 shares; outstanding 35,476 shares in-1973 and 37,609 shares .
I 1978 oo it e e i e 3,548 3,761
Common stock, no par value; authorized 5,000,000 shares; issued
2,087,464 shares in 1978 and 1978 ...........ciiiiiiinn 9,087 9,087
cPaid-neapital L. 940 1,147
Retained earnings ..t 27,208 22,680
. ’ $ 45,312 $ 41,494
Less—Common stock held in treasury, at cost; 424,718 shares in 1979 -
and 484,238 sharcs in 1978 il 1,614 2,334
$ 43,698 $ 39,160
$109,504 $105,109

See nntes to financial statements.
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_THE RUPEL COMPANY AND SUBSIDIARIES

"CONSOLIDATED STATEMENTS OF OPERATIONS
For the Five Years Ended December 31, 1979

(In thousands, except per thare data)

T1979 1978 1977 1976 1975
Netsales .oov oo inaiinneennn +. $417,243 $398550 $345,574 $331,358 $330,099
Costs and expenses: ) i
Cost of products sold (Note1) ...... $239,145 $239,121 $197,980 $182,096 $183,433
Selling, delivery, general and administra-
tive expenses . ....... .. ..., 161,240 153,023 143,681 140,880 138,973
Depreciation and amortization 7,312 7,280 7,114 6,745 7,026
Interest expense . ............an ___)~¥l_22_6_ - 2,001 1,566 1,052 847
$409,523 $401,425 $350,341 $330,773 $330,279
Earnings (loss) before in- )
come taxes and extraordi-
nary items ............ $ 7,720 $ (2,875) § (4,767} § 585 § (180)
Income taxes . ' .
CUITENt .. et iisee s aaraenan $ 4764 ' $ 323 § (1,536) § 234 % 262
Deferred ... ..o, (763)  (1,500) (627) 178 (171)
Investment credit realized ............ {2,020) — (585) — -
) $ 1,981 $ (1,177) § (2,748) § 412 § 91
Earnings (loss) before ex- ,
traordinary-items ......... $ 5,739 § (1,698) $§ (2,019) § 173 8§ (271
Extraordinary items, net of tax — — _— 2,621 (1,777)
Net earnings (loss) ....... $ 5739 § (1,698) $ (2,019) $ 2,794 $ (2,048)
Dividends declared on preferred stock . ... (473) (506) (535) (588) (698)
Net earnings (loss) applicable to common
P2 S $ 5266 $ (2,204) $ (2,554) § 2206 § (2,746)
Weighted average common shares outstand- -
ing e e, ¢ 1,622 1,967 2,001 2,061 2,065 .
Earnings (loss) per common share
Assuming no dilution— .
Before extraordinary items ......... $ 325 $ (1.12) $ (1.28) § (20) 3 (47)
Extraordinary items, net of tax ..... — — - 1.27 (.86)
Net carnings (loss) ....... $ 325 $ (1.12) $ (1.28) § 107 § -(1.33)
Assuming full dilution— .
Before extraordinary items ......... $ 272 0§ (1.12) 8 (128) %8 (20) $ (47)
Extraordinary items, netof tax . ..... — — — 1.07 (.86)
Net earnings (loss) ....... $ 272 $ (112) 8 (1.28) $ .87 5 (1.33)

Sec notes to finencinl

statemonts.
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THE RUPEL COMPANY AND SUBSIDIARIES

CONSOLIDATED STATEMENTS OF CHANGES
IN FINANCIAL POSITION

For the Fivc Years Ended Deccmbcr 31, 1979

Sources of Working Capital:

Net earnings (loss) before extraordinary items .......
Add (Deduct) items not affecting working capital—
Depreciation and amortization | -~
Deferred income taxes )
Provisions for closed plants and idle equipment . ..
Working capital provided from operations,
exclusive of extraordinary items
Property dispositions, including in 1977 extraordinary
gain on sale of four plants
Proceeds from stock options exercised ... ovuvuvnn. s

Additions to long-term liabilities

Applications of Working Capital:
Goodwill resulting from acquisition .................
Reduction of long-term debt
Additions to plant and equipment ................ ..
Dividends declared . ...........c.vhiiiiriinnnnnns ..
Purchase of stock, since retired ’
Cumulative prior preferred, $1.80 series ...........
59% cumulative convertible preferred ..............
Purchase of common stock for the treasury

Redemption of cumulauve pnor preferred, $1.80 con-

vertible series ... iiiiiiii it it ie e
Charges incurred relating to closed plants ...........
Settlement of antitrust litigation
Other items, BEL ... covnrriinrncainnianannnsiaces

Increase (Decrease) in Working Capital ........... veen

Working Capital:
" Beginning of year ......... Neemcasanceseceeraraan
Endof year coovureverinrnonnnanes eere e

Increase (Decrease) iv Components of Working Capital:

Notes receivable .........c.00v..t. ereracrenianna
Accounts receivable ... iiiiiiiiiirenas [
INVEBIOTIES .uvevvvnrerannnnasnnernoccacans reaian
Future tax benefits ... .. .oiiiiiiiiiiiiiiiiiennnan
Prepaid expenses and deposits ... ... o iiii..
Notes payable and current maturities of long-term debt
Accounts payable ........... ... ..., eeierennaes
Accrued tinbilities
Dividends payable
Accrued taxes on income

(In Thousands)

‘1979 1978 1977 1976 1975
(8 8739 $(1,698) $(2,019) $ 173 3 (271)
7312 7,280 7114 6,745 7.026
(763)  (1.500)  (1,13%) 373 13
789 1,315 3712 —_ —
$13,077  $ 5397  $4332 - $ 7291 $6768
976 1,431 2,023 1,107 256
376 —_ — — 162
6.488 4,502 2,200 10,099 1,500
$20,917 11,330 § 8,555 524497 § 8686
$ — $ — $ — $ 3§ 664
5,435 4,474 1,411 3,451 1,857
11,778 8,945 6,461 9,251 5,686
1,211 883 934 999 1,112
91 7 103 65 8s
150 342 451 1,686 285
— 1,176 642 303 —_—
125 128 — — —_—
439 1,010 1,164 2,212 107
— _— — 400 50
(106) 1039 891 78 (57)
$19,173  S18,073  $12.057 $i8,788  §i0,389
$ 1,744  $(6,743) §(3,502) § 5709  $(1,703)
10,496 17,229 20,741 15,032 16,735
$12,240 $10.456 $17,239 $20.741 $15,032
$ (841). $3,765 § 753 s 778§ 92
(648) (921) 427 {166) (4,826)
— —_ (6,200) 6,200 -—
1,777 L1 (1.222) 4,263 956
913 6,666 2,444 2,126 1,596
218 (1,906) 1,028 (981) 1,974
(320) 6) 175 120 (136)
(631)  (2.338)  (2,406) 916 12
7409  (13,844) (794)  (5455)  (1,343)
(3,254) 885 . 1,546 (1,487) (536) -
(248) 25 12 32 14
(2,631) (180) 735 (637) . 494
$§1744 §(6,743) $(3,502) §5709 §(1.703)

See notes to financial

statements.
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THE NUPCL CCMPANY AND SUBSIDI/ARIES

CONSOLIDATED STATEMENTS OF PAID-IN CAPITAL

AND RETAINED EARNINGS
For the Five Years Ended December 31, 1979

(In thousands)
_ 1979 1978 CT1e7T 1976 1975
. Paid-In Capiral
Beginning of year ................ $ 1,147 $ 989 $ 814 $ 236 $ 5
Excess of cost (first-in, first-out basis)
over proceeds of common stock op-
tions exercisgd ................. (344) — —_— e —
Excess of the par value over the cost
of preferred stock {in treasury) re-
tired ... i 137 158 175 578 . 231
Endofyear ......cocvvivuinnnnns $ 940 $ 1,147 $ 989 $ 8i4 $ 236
Retained Earnings
Beginning of year . ............... $22,680 $25,261 $28,214 $26,419 $29,579
Net eamnings (loss) for the year . .. 5,739 (1,698) (2,019) 2,794 (2,048)
Dividends declared—
Cumulative prior preferred
stock— .
$1.80 series ($1.80 per share) (120) (128) (136) (142) (148)
$1.80 convertible scries ($1.80 :
pershare) .............. (171) (180) (180) (180) (180)
5% cumulative convertible pre-
ferred stock (85 per share) .. (182) (198) (219) (266) {370)
Common stock ($.20 per share in
1975, 1976, 1977, and 1978
and $.45 per share in 1973) .. (738) (377) (399) (411) (414)
CEnd of year ........ ...l $27,208 $22,680 $25,261 $28,214 $26,419

See notes to financial statements.
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THE RUPEL COMPANY
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
NOTE (1) Summary of Accounting Policies

Principles of Consolidation

" The accompanying consolidated financial statements include all operating
subsidiaries of the Rupel Company. Intercompany accounts and
transactions have been eliminated in consolidation.

Marketable Securities

Marketable securities are included in the accompanying consolidated
. balance sheets at the lower of cost or market.

Intangible Assets

The excess of the company's investment over the underlying book value of
net assets of subsidiaries purchased is being amortized over forty years.
The amounts are included in other assets.

- Investment Tax Credit

The company utilizes the flow-through method of recognizing investment
tax credits in income in the year realized for tax purposes.

Inventories
All inventories are determined by physical count and are priced at the
lower first-in, first-out cost or market. Finished goods inventory

includes material, labor, and manufactured overhead.

Depreciation and Amortization

Depreciation provisions, hased on estimatcd useful lives from the dates of
acquisition, are computed on the straight-line method for financial
reporting purposes. Leasehold improvements are heing amortized over the
lives of the respective leases.

For tax purposes, the company uses accelerated depreciation methods;
resulting deferred federal income taxes are reflected as such in the
financial statements.

NOTE (2) Notes Payable to Bank

The company has an informsl compensating balance agreement with one of its
banks and is expected to maintain average compensating balances of 10% of
the line of credit ($1,500,000).

NOTE (3) Long-term Liabilities

Annual maturities on indebtedness for the next four years are:
$3,459,000; 53,237,000; $3,024,000; $2,512,000.
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NOTE (4) Contingencies

The company is a defendant in several actions arising out of its business.
Such suits are not uncommon. These suits typically seek large amounts in
damages. Management believes that the cumpany has meritorious defenses,
is vigoursouly opposing each action, and in several cases has filed
counterclaims, but management is unable at this time to estimate the
ultimate aggregate liability of recovery, if any, of the company
therefrom. -

NOTE (5) Stock Options

Under the company's stock option plams, officers and key employees may be
granted options to purchase the company's common stock at the fair market
valué at the date of grant. Options generally become exercisable six
months after date of grant and expire five years after date of grant.

QUESTIONS - PART A

1. In terms of their fair presentation, what degree of confldence do you
‘have in the financial statements presented?

No A Great Deal
Confidence of Confidence
st stasfsnrase o g funfauain o |
oo B 2 3 A 3 £ J ] ] 10
Ans.
2. What degree of confidence do you have that the income statements

fairly report the results of operations?

No A Great Deal
Confidence of Confidence
frnte o ungu oo gue g eusgeo g oo
o0 2 2 3 A E E k) A 9 10
Ans.
3. What degree of confidence do you have that the income statements

present a realistic representation of management's ability to
utilize resources effectively?

No A Great Deal
Confidence of Confidence
[sdnafunsn e o gusfos o uign|
Qo 1 2 2 A A ) 2 8 9 10
Ans.
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4. What degree of confidence do you have that the balance sheets fairly
report financial position?

No A Great Deal
Confidence of Confidence
[t oo faninagnduegi|
a0 A 2 -3 4 s I 7 s ] 10
Ans.
5. What degree of confidence do you have that the balance sheet is a

good representation of how management has safeguarded assets?

" No A Great Deal
Confidence of Confidence
B g un oo o]
0o A 2 A 4 5 5 7 a 9 10
‘ Ans.
6. How confident are you that management maintained a system of internal

control adequate to prepare financial statements in accordance with
generally accepted accounting principles?

No A Great Deal
Confidence of Confidence
frtnjnap e gasgunfesque e |
ao X 2 3 4 A 2 k) 2 $ 10
Ans .,

7. What is the likelihood that you would invest in this company?

~ No A Great Deal
Confidence of Confidence
oot gnoung oo e
o0 1z 2 3 4 P f ] T 3 9 10
Ans.
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PART B
ADDITIONAL INFORMATION

Most research studies are conducted in order to answer
an underlying question. The research questian is typically
presented in the statement of purpose of the article,
“immediately following the review of the literature. To
answer the research question, data are collected and
analyzed with one or more statistical procedures. Thus,
the statistical analysis of the research study can be
thought of as a stepping stone which the researcher uses
in crossing a stream from one bank (the question) toc the
other bank (the answer).

Although there are hundreds of different statistical
techniques used to analyze data, they all can be classified
into one of two categories. Statistical procedures that do
nothing more than summarize large groups of numbers are
called descriptive statistics, since they are designed
so]g]y to describe the characteristics of a large group of
numbers.

The second category of statistical techniques involves
procedures that are called inferential statistics. By
using these techniques, the researcher can go beyond a
simple description of the numbers he obtains to more
generalized statements. The researcher obtains the numbers

he uses from a group of subjects which is called the sample.

The sample is thought of as having come from a larger group
which is called the population. Although thée researcher is
interested in the characteristics of the population, he
only has information (data) from the sample. With
inferential statistics, the researcher uses the sample data
to make scientific guesses (i.e., inferences) about the
population. '
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QUESTIONS - PART B

Based upon the financial statements in Part A and upon the additional
information you have just received, carefully reevaluate your responses

to the following questions. You may look back to Part A, but do not
change your original response.

1. In terms of their fair presentation, what degree of confidence do you
have in the financial statements presented?
No A Great Deal
Confidence of Confidence
[t jatanfunuagmaogunguaun gl oo
oo A 2 2 A 3 ) K E ] L 10
Ans.
2.  What degree of confidence do you have that the income statements

fairly report the results of operations?

No A Great Deal
Confidence of Confidence

[t fesduafuoofon s infigasujon |
] 1 2 b ] 4 L) ) 7 5 ) 10

Ans.

3. What degree of confidence do you have that the income statements
present a realistic representation of management's ability to
effectively utilize resources?

No A Great Deal
Confidence of Confidence
LRI [ R T T e T T R R R R Y AR T T T
o a 3 3 4 05 3 2 3 ] 10
Ans.
4. What degree of confidence do you have that the balance sheets fairly
report financial position?
No A Great Deal

Confidence of Confldence

]nnllm]nulnn]nn]uu]nnlnn]unlm|]xlulml|un||n1lnulm1]nuhm[nnhm|

Ans.
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What degree of confidence do yon have that the balance sheet is a
good representation of how management has safeguard assets?. ‘

No A Great Deal
Confidence o ... of Confidence
(st onfnsfnejensposs sl s oo oot i |
a0 J 32 3 A F) 8 2 k] 3 0
Ans.

How confident are you that management maintained a system of internal
control adequate to prepare fimancial statements in accordance with
generally accepted accounting principles?

~

No A‘Gfeat Deal
Confidence of Confidence
hnnnuhnﬂunhuunnhuuuuhnnnnhnqunhnﬂnuhnﬂnuhuﬂnnhnﬂnn]
a0 P | 2 3 4 3 L I B E ) 10
Ans,

What is the likelihood that you would invest in this company?

Nor A Great Deal
Confidence ) ) of Confidence
]nnhuﬂunhuﬂunhndnnhnqnnhnqnuUMdunhuﬂunhnﬂnnhn4nnhnq
as A 2 3 K] S F i 7 A 9 V)
An;.

BACKGROUND QUESTIONS

Age: _ years

_ Highest level of education:

High School -
2 Years College

4 Years College

More than 4 years college

i

Approximately how many companies have you investigated during the
past year? '

Companies

Number of years employed.as a FA?

Years -
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