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ABSTRACT

Proctor, Thomas Y. Ph.D. The University o f  Memphis. December, 2000. The 
Effects o f  Time Pressure and Accountability on Hypothesis Generation and Information 
Search Strategies: An Experimental Study o f Internal Revenue Agents. Major Professor: 
John M. Malloy.

The purpose of this research is to examine the effects o f time pressure and 

accountability on IRS agents in the Pre-Examination Analysis phase o f  a tax audit. The 

Pre-Examination Analysis phase consists o f two tasks: (1) the issue-selection task and;

(2) the audit-technique-selection task. In the issue-selection task, the effects o f time 

pressure and accountability were examined on two aspects o f performance—  

effectiveness and efficiency.

In the audit-technique-selection task, the effects of time pressure and 

accountability were examined within the framework of Klayman and Ha’s (1987,1989) 

model o f  hypothesis-testing, where audit techniques were identified as being associated 

with positive, negative, or combined testing strategies. The effects o f  time pressure and 

accountability were examined for each o f  these different testing strategies.

In the issue-selection task, the revenue agent-subjects exhibited significant effects 

from time pressure and accountability on effective performance. Specifically, time 

pressure was found to have a negative effect on effectiveness. Accountability was found 

to a positive effect on effectiveness in the presence o f time pressure and a negative effect 

in the absence o f time pressure. However, no significant main effects or interactions 

were found for efficiency.
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Ia the audit-technique-selection task, no significant main effects or interactions 

were found for time pressure or accountability for any o f  the three different testing 

strategies. These results were attributed to the lack o f  sensitivity in the data collected.
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CHAPTER 1

Introduction

Introduction

Over the past two decades, there has been extensive behavioral research in the 

domain o f  financial-statement auditing (Ashton & Ashton, 1995). Recent behavioral 

research in tax has only begun to emerge; however, this research has limited itself to 

taxpayers (e.g., Jackson & Milliron, 1986; Fischer et al., 1992) or tax preparers (Shields, 

Solomon, & Jackson, 1995). A  potentially rich area o f  research is the study o f  Internal 

Revenue Service (IRS) Agents.

Davis (1995) noted that IRS agents are clearly under-represented in tax judgment 

research. This lack of research is probably due to three reasons. The first is the newness 

of behavioral tax research as a whole; second, the general unfamiliarity with the tax 

auditing task; and third, the difficulty o f obtaining data from the IRS. At this time, there 

are only two studies examining the IRS tax auditing task. Roberts (1995) examined the 

influence o f taxpayer-specific factors (i.e., taxpayer’s education level, type o f 

representation, size o f adjustment, and number o f  years adjusted) on a  revenue agent’s 

judgment in assessing a taxpayer negligence penalty. Pentland and Carlile (1995) 

conducted a field study that described the tax auditing process and outlined research 

opportunities within the context of game theory. Neither of these studies attempted to 

examine any cognitive or task factors that might influence judgments made by revenue 

agents.
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Research Objectives

The primary objective o f this dissertation is to examine the effects o f time 

pressure and accountability on the performance of revenue agents in an issue-selection 

task and on the subsequent selection o f audit techniques. As described subsequently, 

time pressure and accountability are both important factors in tax auditing.

In the issue-selection task, revenue agent subjects select issues to be examined on 

a corporate tax return. This task is a hypothesis-generation task in which the agent forms 

an initial hypothesis about the likelihood o f adjustments to the taxpayer’s return. Two 

aspects o f performance are examined in the issue-selection task: (1) effectiveness and (2) 

efficiency. For effectiveness, three hypotheses will be tested. It is predicted that time 

pressure will have a negative effect on effectiveness. It is predicted that accountability 

will have a negative effect on effectiveness in the absence o f time pressure and a positive 

effect in the presence o f  time pressure. For efficiency, it is predicted that accountability 

will have a positive effect on efficiency, more so in the presence o f time pressure.

In the audit-technique-selection task, revenue agent subjects choose the audit 

techniques that they would use in auditing the taxpayer whose return was inspected in the 

issue-selection task. The selection of audit techniques identifies the type of testing 

strategy that the agent plans to use during the audit. As described subsequently, the 

testing strategy selected by the agent can be identified as positive or negative within the 

framework o f Klayman and Ha’s (1987,1989) model o f hypothesis-testing. It is 

predicted that higher (lower) accountability will lead to the selection o f audit techniques 

less (more) associated with a positive (negative) test strategy. Further, this effect will be 

more pronounced in the presence o f  time pressure.
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This dissertation is expected to make four contributions:

(1) This is the first study to look at the effect o f cognitive and task factors on 

judgments made by IRS Agents in a tax auditing task. The study of agent judgments 

made by agents is important for many reasons. First, Roberts (1995) noted that 

information from such research is o f interest to both taxpayers and tax accountants. 

Second, Roberts (1995) also noted such information would be important to the IRS for 

the purpose o f training  agents and improving the “fairness (consistency), efficiency, and 

effectiveness o f tax auditing” (p. 63). Third, the use of inadequate or inappropriate audit 

techniques by agents may lead to the loss o f tax dollars to the government. Therefore, 

evidence provided by this dissertation could be utilized in the design o f training programs 

and performance evaluation instruments.

(2) This is the first study to examine the interactive effect of time pressure and 

accountability on hypothesis-generation. Past research on time pressure and 

accountability, in both accounting and psychology, has limited itself to examining the 

independent effects of these variables [e.g., Choo & Firth, 1992; Brown & Solomon,

1990; Kruglanski & Freund, 1983; Tetlock, 1985].

(3) This is only the second study to examine the interactive effect o f time pressure 

and accountability in a hypothesis-testing task. Asare, Trompeter, and Wright (1996) 

examined the effects o f time pressure and accountability in a hypothesis-testing task. 

Auditor-subjects were given an inherited set o f  explanations for a fluctuation in a client’s 

gross margin. The subjects were told that the correct explanation was one of the five 

inherited hypotheses. Interactive effects of time pressure and accountability were 

hypothesized; however, only main effects for time pressure and accountability’ were
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found with accountability improving performance and time pressure hurting performance. 

This dissertation also predicts interactive effects o f  time pressure and accountability in 

the hypothesis-testing task. The task used in this dissertation is more realistic than As are 

et al. (1996) since agents will be testing hypotheses they generate themselves in the 

hypothesis-generation task. The self-generation o f hypotheses is more realistic since 

individuals are not normally given a hypothesis set and told that one o f the hypotheses is 

correct as in Asare et al. The self-generation o f  hypotheses may, therefore, yield 

different results than Asare et al. (1996).

(4) This study extends the application o f Klayman and H a’s (1987, 1989) model of 

positive testing strategies. Past research in accounting and psychology has limited itself 

to testing the positive (negative) nature o f evidence gathered to test a hypothesis [e.g., 

Snyder & Swann,1978; Johnson, 1993], This dissertation will examine the intended use 

o f the evidence gathered to identify whether a positive (negative) testing strategy is being 

utilized.

Summary

The audits conducted by IRS agents are the primary enforcement tools o f the federal 

tax system. Despite this important role, little research exists on the factors that influence 

how an agent conducts an audit. This dissertation will examine two o f these factors—  

time pressure and accountability in two tasks. In the issue-selection task, the effects of 

time pressure and accountability will be tested on performance effectiveness and
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efficiency, fix the audit-technique-selection task, the effects o f  time pressure and 

accountability will be tested on the hypothesis-testing strategy selected by the agents.
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CHAPTER 2

Literature Review and Hypotheses

Introduction

This dissertation examines the effects of time pressure and accountability in the 

issue-selection task and the audit-technique-selection task. This chapter will describe 

both o f these tasks which are part o f the Pre-Examination Analysis phase o f a tax audit.

It will also review the relevant literature concerning time pressure and accountability and 

describe the impact o f both in the issue-selection task and audit-technique-selection task. 

Finally, testable hypotheses will be developed.

Pre-Examination Analysis Phase o f  a Tax Audit

A model of the typical tax audit process appears in the Phase I revenue agent 

training materials (IRS, 1989). A  reproduction of this model is shown in Figure 1. This 

model is very general in nature, but does cover all o f the basic components of a tax audit. 

Appendix A contains a detailed description o f each component o f this model. Each 

component within the model represents a different stage o f a tax audit and describes the 

tasks that are conducted within that stage. As the model indicates, the agent possesses a 

large degree o f autonomy over an audit. Due to this autonomy, the agent must make 

numerous judgments during an audit. These judgments include: (1) identifying the 

issues to be examined; (2) determining the audit techniques to be used; (3) determining 

the documents to be requested from the taxpayer; (4) deciding the questions to ask during
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the interview o f the taxpayer or his/her representative; and (5) determining the 

appropriate tax law to apply to the issues being examined.

7

I Select/Survey R eturns |

P r e - E x a m in a t i o n  Ana ly s i s
I. Scope  o f  Exam ination

a. Identify issues
b. P recontact research
c. Identify re levant issues

II. D ep th  o f  Exam ination
a .  D eterm ine  E x a m in a t io n  tech n iqu es
b. D eterm ine  d ocum ents  to be req u es ted

D e te rm in e  A p p licab le  T ax  Law
a. R esearch

C o m p a re  facts w ith  law, 
r e g u la t io n s ,  ru l in g s ,  and  
c o u r t  cases .

C ite  a u th o r i ty  in w orkpapers .  
S ta te  co nc lu s ion s  in w orkpapers .

b.

c.
d.

r e 
sch ed u le

a. O rde r  priorities
b. M ake ap p o in tm en t  with ta xp aye r
c. Request records

Develop Facts
a. T axpayer  interview
b. T h ird  party interview
c. Exam ination techniques

C lo s in g  C o n fe ren ce

^ ^ “A d ju s t m ents'N.

No

D o cum en t Facts 
Prepare w orkpapers

Y es

P re p a re  R ep o r t
a. A g ree d  R ep o r t
b. U n a g re e d  R ep o r t
c. P a r t ia l ly  A g reed  Report

A ssem b le  C ase  File

•See Appendix A for a detailed description o f the modeL 

Figure 1. Tax Audit Task Model*

Source: Internal Revenue Service (1989)

This proposal will focus on two judgments made during the Pre-Examination 

Analysis phase o f the tax audit: (1) the selection of issues to be examined; and, (2) the 

selection of audit techniques used to examine the issues selected. The Pre-Examination 

Analysis phase is the first phase o f a tax audit after the agent has determined that the
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return should be audited.1 This phase is important because it leads to the agent’s initial 

plan for the scope o f  the tax audit (i.e., the selection o f  issues to be examined) and the 

depth of the audit (i.e., the selection of audit techniques to be utilized).

Issue-Selection Task

During the issue-selection task, the agent selects the specific issues on the tax 

return to be investigated. This judgment is made almost entirely by the agent. Tax 

returns to be audited occasionally have issues pre-selected by an IRS classifier at the IRS 

service center. However, the pre-selection o f issues is not a common occurrence. The 

Internal Revenue Manual (hereafter, IRM) notes that the scope o f an examination 

ordinarily is set by the agent. It further states that the agent should exercise judgment in 

determ ining  what issues should be pursued and that an agent should identify “unusual or 

questionable” (IRM 4231-70, §226) items for audit. Normally, the agent receives a  tax 

return to be examined from his or her manager. The agent then reviews the tax return and 

“pre-plans” the audit, which involves selecting the issues on the tax return to be examined 

for potential adjustment. The issue-selection task used in this dissertation will provide 

agents with a tax return and ask them to select the issues that they would examine ju st as 

they would any tax return that they received for examination during the course o f their 

job.

lWhen a tax return is assigned to an agent, the agent may inspect the return and determine that an audit 
does not need to be conducted. I f this determination is made, the case is then returned to the IRS Service 
Center. This is referred to as “surveying” the tax return. Most tax returns assigned to an agent are 
subsequently audited. As stated earlier, the agent may choose to survey the return. However, this occurs 
in frequen tly  since the return has been through numerous checks for audit potential prior to receipt by the 
agent
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The issue-selection task is a hypothesis-generation task in which the agent forms 

an initial hypothesis about the likelihood o f  adjustments to the taxpayer’s return.

Research in accounting and psychology finds that the hypothesis-generation stage o f  a 

task can have a significant impact on performance within that task. For example, Bedard 

and Biggs (1991) found that auditors exhibit process errors more frequently in the 

hypothesis-generation stage o f an analytical-procedures task than in other stages. It has 

also been found that the initial-generated hypothesis can interfere with an auditor’s ability 

to later switch to a different hypothesis (Heiman-Hoflfman, Moser, & Joseph, 1995). 

Further, performance in hypothesis-generation tasks improves with task-related 

knowledge (Libby & Frederick, 1990).

Psychology research also has found that knowledge and general problem-solving 

ability are important determinants of performance in hypothesis-generation tasks [e.g., 

Manning et al., 1980; Kruglanski, 1990]. Mehle (1982) found that both experts and 

novices have difficulty generating complete sets o f hypotheses and tend to exhibit 

overconfidence in estimating probabilities o f the generated hypotheses. Conversely, 

Koehler (1994) found that subjects exhibited less confidence in generated hypotheses 

than subjects asked to evaluate the same hypotheses. It has also been found that exposure 

to a given hypothesis leads to the generation o f that hypothesis earlier and more 

frequently in subsequent hypothesis-generation tasks (Weber etal., 1993).

In summary, hypothesis-generation tasks, like the issue-selection task in this 

study, have been found to require sufficient levels o f  knowledge and ability for successful 

performance and are affected by numerous outside influences. In a tax audit, the 

generation o f an initial hypothesis is important for two reasons. First, issues selected for
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examination that do not have potential for adjustment represent a decreased level o f 

efficiency in performance. A  decreased level o f efficiency means that the agent has 

wasted time on unproductive issues. Second, issues not selected for examination that do 

have potential for adjustment represent a decreased level o f effectiveness in performance. 

A decrease in effectiveness means the government potentially has lost revenue through 

issues that should have been selected for examination.

Audit-Technique-Selection Task and Hypothesis-Testing

The audit-technique-selection task follows the issue-selection task in the Pre- 

Examination Analysis phase. In selecting audit techniques, an agent identifies the audit 

tests and documentation that will Ee used to examine the issues selected in the issue- 

selection task. The selection o f audit techniques by an agent indicates the extent to which 

the agent’s testing strategy is positive or negative. Klayman and Ha (1987, 1989) define 

a positive (negative) testing strategy as a tendency to conduct tests that confirm 

(disconfirm) an initial hypothesis. In a tax audit, the initial hypothesis can be represented 

by the issues selected for examination by an agent during the Pre-Examination Analysis 

phase. As will be discussed, the use o f  a positive testing strategy by an agent would be 

indicated by the selection o f audit techniques that are intended to determine whether any 

adjustments should be made for the issues selected for examination. These techniques 

would include the inspection o f documents from the taxpayer or from other outside 

sources. The key is that the intended use of these documents is to examine the issues 

selected. Conversely, the use o f a  negative testing strategy would be indicated by the 

selection o f audit techniques that are intended to go beyond an examination o f  the
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selected issues (i.e., the initial hypothesis) and verify the entire taxable income o f the 

taxpayer.

Early psychological models o f hypothesis-testing have identified individuals have 

a “confirmation bias,” preferring positive testing strategies. One o f the earliest models 

was Snyder and Swann (1978), which identified three strategies that could be used in 

testing hypotheses. The first is a preferential search for evidence that confirms a 

maintained hypothesis. The second is a preferential search for evidence that disconfirms 

a maintained hypothesis. The third strategy is a  search for hypothesis-confirming and 

hypothesis-disconfirming evidence with equal amounts o f effort. Through a series of 

experiments, they found that individuals tend to exhibit a confirmatory search strategy. 

This preference for a confirmatory search strategy was described as “confirmation bias.” 

This bias is considered to be a less effective search strategy for individuals than more 

normative/correct search methods which call for a disconfinnatory search strategy [e.g., 

Wason, 1960, 1968; Lakatos, 1970; Platt, 1964; Popper, 1959, 1972].

Subsequent research has found that financial statement auditors do not exhibit a 

“confirmation bias.” These findings have been attributed to conservatism believed to 

arise out o f the characteristics o f  the audit environment, in particular, the risks and 

consequences connected to audit judgments (i.e., legal liability) (Smith & Kida, 1991).

In contrast to financial statement auditors, tax-preparation professionals have been 

found to exhibit a “confirmation bias.” Johnson (1993) found confirmation bias in tax 

professionals’ ratings o f court cases, when tax professional subjects were presented with 

taxpayer facts concerning an unreasonable compensation issue. Subjects assessed an 

initial probability o f the deduction being upheld. They were then given four court cases.
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Two were said to be favorable for the taxpayer. The other two were unfavorable. The 

outcomes o f these cases were reversed for half o f the subjects. The subjects then revised 

their probabilities and ranked the relevance of the court cases. It was found that the tax 

professionals rated the cases favoring the taxpayer as being more relevant than those 

cases that did not, indicating a preference for cases that would confirm/support the 

taxpayer’s position. These results were believed to be driven by the degree o f taxpayer 

advocacy possessed by the tax professional. It was also found that confirmation bias 

tended to occur more often in open transaction settings rather than in closed transaction 

situations. An open transaction in tax refers to a transaction decision that has not yet 

been made and filed on a taxpayer’s return. An open transaction can be examined and 

altered to yield better tax benefits to the taxpayer. A  closed transaction is a transaction 

decision that has already been made and filed on a taxpayer’s return. A  closed 

transaction is not open to alteration.

In all of these studies, confirmation bias was viewed as an inferior search strategy 

that should be avoided. Klayman and Ha (1987,1989) reject this view by interpreting 

confirmation bias as evidence o f  a positive testing strategy. They agree with Snyder and 

Swann (1978) that a positive testing strategy is not always the best search strategy to test 

a hypothesis. However, a positive testing strategy can provide useful information about a 

hypothesis, even though it may not be complete information.

To demonstrate the effect o f a positive testing strategy, Klayman and Ha outline 

four possible settings wherein an individual can test a hypothesis: (1) disjointed; (2) 

overlapping; (3) embedded; and (4) surrounding (Figure 2). In their model, positive tests 

(i.e., tests intended to confirm an initial hypothesis) are referred to as +H tests, and
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negative tests (i.e., tests intended to disconfirm an initial hypothesis) are referred to as -H 

tests. Klayman and Ha’s purpose for using these four situational setting is to  show that 

+H tests can provide useful information depending on the setting. This interpretation o f 

positive tests is in contrast to Snyder and Swann (1978) who view positive tests as always 

indicative o f a poor testing strategy.

Disjointed

Embedded

H = Initial hypothesis formed by an individual.
T = Actual state targeted by the initial hypothesis. 
U = Universe o f potential hypotheses.

For complete information about the Target:

Disjointed:
Overlapping:
Embedded:
Surrounding

-H tests
+H and -H tests 
+H and -H tests 
+H tests

Figure 2. Hypothesis-Testing Settings*

* Klayman and Ha (1987, 1989)

Overlapping

Surrounding
u

( " G ) . )

The hypothesis (H) represents the initial hypothesis formed by  an individual about 

a given situation. The target (T) represents the actual state o f the situation that is targeted 

by the initial hypothesis, or in other words, the “truth” about the situation. The universe 

(U) represents the totality o f hypotheses that could be formed by an individual.
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In a disjointed setting, the initial hypothesis formed provides no information about 

the actual state o f a  given situation. In an overlapping setting, the initial hypothesis 

provides some information about the actual state, but includes nonessential information.

In an embedded setting, the initial hypothesis provides only information about the actual 

state; however, that information is incomplete. In a surrounding setting, the initial 

hypothesis provides all o f  the information about the actual state; however, it also provides 

nonessential information.

For a disjointed situation, positive tests will lead to none of the target information 

being identified. The positive tests will provide only information about the initial 

hypothesis which is incorrect. For an overlapping or embedded setting, only a  portion o f 

the target information will be obtained. In the surrounding hypothesis setting, positive 

tests will lead to all o f  the target information being obtained.

Conversely, negative tests are the only tests that can provide any information 

about the target in the disjointed situation. In the overlapping and embedded settings, 

only a portion o f the target information is obtained. In the surrounding hypothesis 

setting, negative tests provide no useful information about the target.

Each o f these hypothesis-testing situations can be encountered in the tax audit 

setting (Figure 3). The hypothesis (H) would represent the issues selected (IS) for 

examination by the agent when pre-planning the case. The target is all o f  the issues on 

the taxpayer’s return that should be adjusted (A). The target can be fully known only if  a 

100% audit o f the taxpayer’s return was conducted, or i f  the agent correctly identified and 

tested all issues that needed adjusting. The universe (U) would represent the total 

possible issues on the return that could be examined by the agent.
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Disjointed Overlapping

©  ©

c

Embedded Surrounding
_____ _ U

U

( ( “ ) * )

IS = Issues selected for examination.
A = Issues that would result in an adjustment if  examined.
U  = Universe o f potential issues on a tax return.

Figure 3. Hypothesis-Testing Settings for Revenue Agents*

* Adapted from Klayman and Ha (1987, 1989)

A disjointed condition would be one in which the agent has selected issues for 

examination that would result in no adjustment to the taxpayer’s return (i.e., they did not 

need to be examined). In this situation, positive tests would provide no information about 

the adjustments that should be made to the taxpayer’s return (A); negative tests, which 

utilize information beyond the issues selected, can provide information about (A). In 

overlapping and embedded conditions, both negative and positive tests are required to 

provide complete information about the taxpayer’s return. In the surrounding condition, 

only positive tests would be necessary to provide information about (A).

Klayman and Ha demonstrate that for three o f the settings (i.e., disjointed, 

overlapping, and embedded), the use o f positive tests, exclusively, does not lead to 

complete information about the target. However, the information provided by positive
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tests may provide some information about a target and should not be ignored, hi the case 

o f the surrounding setting, positive tests provide complete information about the target.

Klayman and Ha (1989) conducted an experiment to test the theory outlined in 

Klayman and Ha (1987). Their experiment used the rule discovery paradigm introduced 

in Wason (1960). Subjects were given an initial set o f three numbers (triple) that was 

generated by some rule (e.g., 2-4-6, where the rule is increasing the prior number by 2). 

Subjects were then assigned a problem that had been previously classified as embedded, 

overlapping, or surrounding on the basis of the relation between the rule used to generate 

the triple, and the subjects’ likely initial hypotheses. Subjects then generated new triples 

to test the rule that they had made as their initial guess. The experimenter would then 

respond with a  “yes” or “no” to their generated triple depending on whether the triple 

matched the target rule or not. Triples that conformed to the subject’s hypothesis were 

positive tests since they were being used to confirm the hypothesis. Triples that did not 

conform to the subject’s hypothesis were negative tests since they were being used to 

disconfirm the hypothesis.

The results showed that subjects did exhibit a use o f a positive test strategy in 

each of the tested conditions. Subjects all relied more on positive tests and less on 

negative tests. Across each o f  the three tested conditions (i.e., embedded, overlapping, 

and surrounding), the process appears to start with a fairly broad hypothesis and narrows 

to the target information contained in the hypothesis being tested.

Klayman and Ha (1989) cautioned that an individual’s preference for positive 

testing strategies should be interpreted not as a lack o f hypothesis-testing ability or an 

unwillingness to seek or accept falsification of an hypothesis. They noted that there was
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a tendency to overrely on positive tests as compared to negative tests. In a tax audit, such 

overreliance by an agent could result in incomplete information about a taxpayer’s return 

being obtained, thereby potentially leading to missed adjustments.

As stated earlier, the issues selected for examination by an agent represent the 

initial hypothesis formed during a  tax audit. The usual application o f  Klayman and Ha 

(1987, 1989) used in past psychology and accounting research would test the hypothesis, 

“The issues selected for examination will result in adjustments to the taxpayer’s return.” 

For example, assume that an agent selects one issue to be examined on a taxpayer’s 

return. To test this issue, the agent would inspect documentation (e.g., taxpayer’s 

records, court cases, tax law, etc.) concerning that issue. Some o f  the information would 

support an adjustment; however, some would not. A positive (negative) testing strategy 

would be indicated by a preference for documentation that supports (does not support) an 

adjustment.

However, i f  the hypothesis being tested is changed to, “The issues selected are all 

o f  the adjustments to the taxpayer’s return,” then the identification o f  the hypothesis- 

testing strategy is very different. Rather than looking to the confirming (discontinuing) 

nature o f the documentation itself, it is the use o f these documents that indicates whether 

a positive (negative) testing strategy is being used.

For example, if  an agent selects just one issue on a taxpayer’s return to be 

examined, this one issue would form the agent’s initial hypothesis about the adjustments 

to the taxpayer’s return. The agent would then select a number o f  audit techniques to test 

the initial hypothesis. Some o f these techniques would be used to determine whether an 

adjustment should be made to the one issue selected. These techniques would indicate
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the use o f a positive testing strategy. Some o f  these techniques would be used to go 

beyond the examination o f the one issue selected and search for other issues to examine, 

or verify the entire taxable income o f  the taxpayer. These techniques would indicate a 

negative testing strategy.

Only through the use o f  negative testing techniques can the question, “The issues 

selected are all o f the adjustments to the taxpayer’s return,” be adequately tested, hi most 

cases, positive tests alone would not be adequate to test this hypothesis since only 

information about the issues selected for examination would be obtained. This is a 

question that IRS agents must address for every taxpayer’s return that is audited. This 

application of Klayman and Ha’s (1987, 1989) model does not represent a departure from 

their model, but rather an extension o f  its application to address a different question that 

has not been previously examined.

Based on Klayman and Ha (1987, 1989), it appears that the use o f  negative testing 

strategies is necessary for the effective examination o f a taxpayer. An effective 

examination would identify all of the issues on a  taxpayer’s return that should be 

adjusted. Positive tests will provide some information about the taxpayer in most 

situations; however, except for a surrounding setting (i.e., all o f the issues requiring 

adjustment, plus other issues were selected by the agent), this information about the target 

will be incomplete without the use o f negative testing.

There are three categories o f audit techniques available to an agent which can now 

be classified as predominantly positive or negative tests: (1) issue-directed techniques;

(2) additional-record-inspection techniques; and (3) indirect-method techniques. An 

agent may utilize any or all o f these techniques during a tax audit.
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Issue-directed techniques focus on the issues selected for examination. For 

example, if  an agent selects travel expenses as an issue, an issue-directed technique would 

include requesting the taxpayer’s travel receipts used to support the deduction. Since the 

issues selected for examination form the initial hypothesis o f the agent, the use o f 

techniques aimed at testing these issues indicates a positive testing strategy.

Additional-record-inspection techniques include those that involve direct 

inspection of the taxpayer’s books and records in search o f additional issues (e.g., 

skimming corporate minutes for other potential issues). These techniques can be used for 

either positive or negative testing. With the use of these techniques, while an attempt is 

made to go beyond the initial hypothesis, the agent is still limiting his or her search to the 

taxpayer’s books and records from which the tax return was most likely prepared and 

which the taxpayer may have “sanitized” in the event of an audit.

Indirect-method techniques are audit techniques that utilize information provided 

by outside sources to verify the income o f the taxpayer (e.g., contacting major corporate 

customers to verify the dollar amount o f sales made by the customer). Such techniques 

are most closely associated with a negative testing strategy since they require the agent to 

go beyond the initial hypothesis formed and essentially verify the taxable income of the 

taxpayer. This differs from an issue-by-issue approach often limited to taxpayer-supplied 

documents. The use o f such techniques is expensive, particularly in terms o f the amount 

o f  time invested by the agent; therefore, agents often avoid such techniques unless a large 

adjustment is likely due to the high expected cost, even though the IRS indicates that they 

want agents to use negative testing strategies.
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The IRS has recognized the importance o f  using negative testing strategies. 

Recently agents nationwide received "economic reality” training. This train ing  involved 

teaching agents the use o f  indirect-method techniques. Agents in some districts already 

were trained in the use o f  such methods; however, the IRS felt that this training was 

important enough to promote a nationwide effort. Assistant Commissioner o f 

Examination John Monaco, in a recent interview, stated that “...agents will no longer 

confine their reviews to the four comers o f a tax return...” (RIA, 1995, p. 419).

Summary

In the Pre-Examination Analysis phase, agents must identify from the many issues 

that appear on the tax return those that have the potential for an adjustment to the 

taxpayer’s liability. In addition, the agent must select the audit techniques to be used to 

examine the selected issues. Both of these require the agent to choose from many 

alternatives and conduct a cost/benefit analysis to ensure that the examination o f  a 

particular issue and the audit techniques utilized have sufficient potential tax yield to 

warrant the time invested (Beach & Mitchell, 1978).

Both the issue-selection task and the audit-technique-selection task are expected 

to have a significant impact on the results of a tax audit. The selection o f  issues is a 

hypothesis-generation task in which the agent forms an initial hypothesis about the 

adjustments to a taxpayer’s return. Inadequate performance o f this task will lead to 

decreases in the effectiveness and efficiency o f an audit. The selection o f  audit 

techniques following the formation of this hypothesis represents the strategy selected by 

the agent to test the hypothesis. The selection o f  inappropriate audit techniques leads to
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an inadequate testing strategy for the audit. This poor testing strategy could result in 

adjustments being missed and the agent’s time being wasted.

Performance Factors

This dissertation will examine two factors which impact performance of the issue- 

selection task and the audit-technique selection task: (1) time pressure; and (2) 

accountability. The remaining two subsections discuss the role each has in both the 

issue-selection task and the audit-technique-selection task. The first subsection discusses 

the effects o f time pressure on the two tasks. The second discusses the effects of 

accountability as a motivator for performance in the two tasks.

Time Pressure in an IRS Tax Audit

Time pressure permeates the entire tax audit process and takes two forms: (1) the 

actual hours charged to the case; and (2) the number o f  days-in-process on the case.

These two forms o f time pressure occur simultaneously during a tax audit and will be 

manipulated simultaneously in this dissertation. Agents normally carry up to ten cases in 

their inventory at any one point in time. Each of the cases in an agent’s inventory 

frequently are in various stages o f process. The effect o f  this multiple case inventory is 

that if  there are significant delays that prevent the agent from working on a given case for 

some time, there may be pressure to close that particular case due to the number of days- 

in-process, even though the hours actually charged to the case are low.

A case is placed in  process when the first hour is charged to it. The first horns 

charged to a case occur usually during the Pre-Examination Analysis stage. I f  there are
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delays in the case due to either the lack o f information from the taxpayer or tactical 

delays on the part o f the taxpayer, the days-in-process will increase. Such delays can 

occur at almost any point during the tax audit. Delays can occur at the beginning o f the 

tax audit if  a case is placed in process by one agent and subsequently is transferred to 

another agent. There may have been little or no work conducted by the prior agent, yet 

the days-in-process may be high. Such a situation is not uncommon. Delays can also 

occur at any point during the scheduling or developmental stages o f the tax audit. I f  the 

days-in-process exceed 180, the case is classified as “over-age” and there is high pressure 

from the agent’s group manager to close the case. Therefore, an emphasis on case- 

tumover in the form o f  days-in-process is one form o f time pressure.

The hours charged to a case represent the more typical form o f time pressure.

When encountering an issue, the agent must make a determination o f the size o f the 

potential adjustment relative to the amount o f time that will be required to examine the 

issue. From this perspective, time pressure originates from the size o f the adjustment and 

the issue complexity. The degree to which issue complexity affects agents can be 

expected to vary from agent to agent relative to the sophistication o f his or her 

knowledge.

Additionally, this form o f time pressure can increase depending on the quality of 

documentation provided by the taxpayer. I f  the documentation provided requires a 

significant time investment for the agent to analyze and organize, the agent may face 

increased time pressure. However, this increased time pressure due to poor 

documentation quality occurs only with issues concerning income (as opposed to 

deductions) since the burden o f proof is on the government to prove unreported income
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exists. In the case of a deduction, issue, the agent can merely disallow the deduction until 

the taxpayer presents sufficient documentation.

Inherent in this second form o f time pressure is the unofficial performance 

measure o f “dollars per hour charged.” According to IRS evaluation criteria, agents are 

not to be evaluated on the basis o f “dollars per hour”; however, these statistics are kept by 

the district branch chief at the group level. When agents perceive their evaluations are 

loosely or indirectly based on “dollars per hour,” then the effects o f time pressure can be 

expected to increase. It should also be noted that there is no budget for a given case; 

therefore, there is no benchmark against which the time charged to the case can be 

measured. Thus, the agent has to determine whether pursuing an issue is worth the time 

investment based solely on the number of hours charged to  the case.

Both o f these forms o f time pressure can occur at any  stage during the tax audit 

process. It is more commonly thought to occur during the later stages o f an audit; 

however, cases are often received by agents that have significant days-in-process and 

hours charged to them, thus impacting the planning stage o f  the tax audit including the 

selection of issues to be examined and the audit techniques to be used.

Time Pressure—Accounting Research

In general, research in accounting has found that tim e pressure has conflicting 

effects on performance. These conflicting effects can be attributed to how successful 

performance was measured. Choo and Firth (1992) examined the effects of time pressure 

on auditor-subjects’ judgments concerning the assessment o f  risk that the year-end 

balance o f accounts receivable would be misstated. Subjects were placed in one o f three
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levels of time pressure—low, medium, or high. It was found that as time pressure 

increased, auditor-subjects had more difficulty processing the more complex audit 

procedures and showed more judgment instability in their risk assessments. The 

measures o f performance used in Choo and Firth (1992) focused on effective 

performance—did subjects achieve the right answer.

Brown and Solomon (1990) found similar results. They conducted an experiment 

in which auditor-subjects made an assessment o f inter-related internal controls in a 

client’s information and business control system, and found that those subjects placed 

under time pressure showed decreased complex processing and an increase in less 

complex processing resulting in increased judgment instability. As in Choo and Firth 

(1992), effective performance was the focus o f this study.

In contrast to these two studies, others have found that time pressure has positive 

effects on performance. Spilker (1995) found that a subject’s performance under time 

pressure was dependent upon the type o f knowledge the subject possessed. Subjects were 

assigned to two levels o f time pressure: low or high. The subjects were also classified 

into one of three knowledge levels depending on their level o f experience: naive, 

declarative, and procedural. Subjects with naive knowledge possessed little or no task- 

related knowledge. Subjects with declarative knowledge possessed “book” knowledge, 

but had little experience using the knowledge. Subjects with procedural knowledge 

possessed high levels o f  task-related knowledge through prior training and experience. It 

was found that while subjects in the declarative and procedural groups performed better 

than subjects in the naive group, only subjects in the procedural group performed better in 

the task when under time pressure.
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Spilker and Prawitt (1995) followed up on the findings o f  Spilker (1995) and also 

documented performance-increasing effects o f time pressure. This study examined 

differences in performance between tax professionals and graduate tax students using the 

same task as Spilker (1995). However, in this study, the researchers were able to monitor 

subjects as they moved from one screen o f the information and measure the amount of 

time spent on each screen. They found the same effects as Spilker (1995) in terms o f 

performance; however, they identified some reasons to explain why experienced subjects 

(i.e., the tax professionals) performed better under time pressure. First, the more 

experienced subjects spent less time assimilating the problem statement before entering 

the database. Second, the experienced subjects referred back to the factual case 

information less often. Finally, the experienced subjects tended to search the more 

relevant areas of the database per unit o f search time. Both Spilker (1995) and Spilker 

and Prawitt (1995) included not only measures o f effective performance but also efficient 

performance—did subjects achieve the right answers in a timely manner. The inclusion 

o f efficient performance may explain the conflicting findings between these studies and 

Choo and Firth (1992) and Brown and Solomon (1990).

McDaniel (1990) reconciled the conflicting results o f these four accounting 

studies by directly addressing effective and efficient performance. McDaniel examined 

the effects o f time pressure on audit effectiveness and efficiency. Auditor-subjects were 

assigned to one of four levels o f time pressure and placed in either a well-defined or a 

less-defined audit program condition. The subjects were asked to examine the client- 

prepared inventory and inventory reserve records for errors related to two audit 

assertions: valuation and completeness. The auditor was to obtain sufficient evidence to
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achieve a 90% confidence that the true error rate did not exceed the specified tolerable 

error rate. Audit effectiveness was defined as examining the total amount o f  information 

necessary to make the correct decision. Audit efficiency was defined as minimizing the 

amount o f non-relevant information.

It was found that for both types o f audit programs, as time pressure increases, 

audit efficiency increased and audit effectiveness decreased. Thus, time pressure had 

positive effects on the efficiency measure of performance, but negative effects on the 

effective measure o f performance. The results o f McDaniel (1990) emphasize the 

importance o f  identifying the aspect of performance that is being measured. The 

expected influence of time pressure will be dependent on the aspect of performance being 

measured. This dissertation will include separate measures o f effectiveness and 

efficiency and make specific predictions concerning the impact of time pressure on each.

Time Pressure— Psychology Research

Psychology research generally has found time pressure to have negative effects on 

performance. Time pressure has been found to cause more erratic usage o f judgment 

policies by decision makers (Rothstein, 1986) and increased rates o f cognitive biases 

[Kruglanski & Freund, 1983; Freund, Kruglanski, & Shpitzajzen, 1985; Heaton & 

Kruglanski, 1991]. Time pressure also has been found to inhibit an individual’s search 

for diagnostic information (Kruglanski & Mayseless, 1988). As in the accounting 

studies, effective performance was examined in the psychology studies and yielded the 

negative effects o f time pressure.
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Theory o f  L ay Epistemology

The find ings in both accounting and psychology can be explained by the theory of 

lay epistemology [Kruglanski & Freund, 1983; Kruglanski, 1989]. In this theory, 

Kruglanski and Freund identified three motivations which can lead individuals to shut 

down the hypothesis-testing process—referred to as “freezing,” or hold open the 

hypothesis-testing process—referred to as “unfreezing”: (1) the need for structure; (2) 

the fear o f invalidity; and (3) the need for specific conclusion.

The need for structure refers to the need to have some knowledge o f a given topic 

that reduces confusion or ambiguity (Kruglanski & Freund, 1983). When this motivation 

is present, there is an inhibition to examine information that endangers an existing 

hypothesis. This need for structure is heightened any time a  person is under pressure to 

make a decision or reach a conclusion. Most often, this pressure to make a decision takes 

the form o f time pressure. The result of excessive time pressure can be a shutting-down 

o f  the decision process.

The second motivation is the fear o f invalidity, which refers to the dangers of 

committing to a potentially incorrect hypothesis. The fear o f  invalidity operates in the 

opposite direction o f  the need for structure and leads to a delay in shutting-down the 

decision process. This motivation implies that “...where considerable costs hinge upon 

commission o f an error, the individual will be more sensitive to evidence and ideas 

inconsistent with current beliefs...” (Kruglanski & Freund, 1983, p.450). The fear of 

invalidity is most often operationalized as some form o f  accountability. The third
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motivation deals with an individual’s preference for a  pre-detennined conclusion and will 

not be addressed in this dissertation.2

Following the description o f  the theory o f lay epistemology, Kruglanski & Freund 

(1983) conducted two experiments to test their theory. In both experiments, the need for 

structure and the fear o f invalidity were examined. For both experiments, subjects were 

placed in either a high fear o f invalidity (operationalized as high time pressure) or low 

fear o f invalidity condition. The need for structure variable was operationalized as a 

justification requirement. Half o f the subjects were told that their responses would be 

anonymous, while the other half were told that they would have to explain their decisions 

to the experimenters.

The two experiments were examining the effects o f time pressure and a 

justification requirement on primacy effects and ethnic stereotyping, respectively.

Primacy effects refer to the tendency o f individuals to overly weight the importance of 

information that they are exposed to early in a decision-making process. Ethnic 

stereotyping refers to the tendency o f individuals to rely on ethnic stereotypes in the 

absence o f other information. The results found that primacy effects and ethnic 

stereotyping were more pronounced when time pressure was high and most pronounced 

in the presence of the justification requirement. This indicated a significant interaction

zThe need for specific conclusion is a factor in the tax audit setting. An example o f  where die need for 
specific conclusion would be a factor would be a situation where an agent has selected an issue that he or 
she suspects would result in an adjustment if  audited. If the agent has a preference for finding an 
adjustment for this issue, he or she would show a preference for information that supports an adjustment 
rather than information that does not support an adjustment This example is similar to accounting research 
on confirmation bias which uses taxpayer advocacy as an explanation for this phenomenon (e.g., Johnson, 
1993). In the case o f an agent, this advocacy would be in favor o f the government rather than the taxpayer. 
As described earlier, the question being addressed in this proposal does not concern the evaluation o f 
evidence gathered, but rather the overall information-gathering strategy; therefore, this factor is not 
pertinent in this proposal. Future research on government advocacy in agent’s evaluation o f tax audit
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between the need for structure and the fear o f invalidity and supported the theory of lay 

epistemology.

Three other studies furthered the work o f Kruglanski and Freund (1983), provided 

further support for the theory o f lay epistemology, and highlighted the importance of 

careful operationalization o f  variables. Freund, Kruglanski, and Shpitzajzen (1985) 

furthered the work o f Kruglanski and Freund (1983) by examining different forms o f the 

need for structure and the fear o f  invalidity through a series o f three experiments. The 

task used in these experiments was the personnel selection task used to examine primacy 

effects in Kruglanski and Freund (1983). In the first experiment, the need for structure 

was operationalized as the need to form a unidimensional vs. a multidimensional 

evaluation of the individual. The fear o f invalidity was operationalized by telling the 

subject that the information he/she provided would be used/not used in making a final 

decision. The results found main effects for the variables, as opposed to the interaction 

found in Kmglanksi and Freund (1983).

The second experiment was the same as the first experiment except the need for 

structure was operationalized as time pressure (high/low). Again, only main effects were 

found for the variables. The third experiment operationalized the need for structure as in 

the first experim ent, but the fear of invalidity was operationalized by telling the subjects 

that their ability to predict the individual’s success at the job would be evaluated. The 

results showed an interaction between the two variables consistent with Kruglanski and 

Freund (1983). It was believed that the operationalization for the fear o f invalidity was 

more salient in this experiment than in the other two.

info rmat ion  would be appropriate and would represent an excellent complement to taxpayer advocacy 
research.
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The results o f  Freund, Kruglanski, and Shpitzajzen (1985) demonstrate that 

differing operationalizations o f the need for structure can have differing effects (i.e., 

significant interactions vs. main effects). Main effects were found in the first two 

experiments; however, when the need for structure was changed to a more salient 

operationalization in the third experiment, a significant interaction was found.

Kruglanksi and Mayseless (1988) and Heaton and Kruglanski (1991) 

demonstrated the importance o f  operationalization o f  the need for structure. Kruglanski 

and Mayseless (1988) tested the effects o f the need for structure and fear o f  invalidity in a 

task involving identifying an individual’s profession based upon a list o f  interview 

questions. The need for structure was operationalized by stressing the importance o f 

making quick decisions to half o f the subjects. The fear o f invalidity was operationalized 

by telling half o f the subjects they would get an extra hour o f experimental course credit 

if  they were able to predict correctly. As in the first two experiments o f Freund, 

Kruglanski, and Shpitzajzen (1985), the results showed main effects for these variables. 

Subjects in either the high fear o f invalidity condition or the low need for structure 

condition picked more highly diagnostic questions than those in the other conditions.

Heaton and Kruglanksi (1991) pre-tested and classified subjects as either 

introverts or extroverts. The subjects then participated in a primacy effects task similar to 

Kruglanski and Freund (1983). The need for structure was operationalized as time 

pressure and was manipulated between subjects as high/low. Overall, primacy effects 

were found but more so in the presence of time pressure and more so by introverts 

indicating an interaction between time pressure and the introvert/extrovert classification.
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These results are similar to the findings in the third experiment in Freund, Kruglanski, 

and Shpitzajzen (1985).

The overall findings o f all these studies support the theory of lay epistemology as 

described in Kruglanski and Freund (1983). Beyond that, these studies demonstrate that 

careful operationalization o f variables must be made, because the operationalization may 

impact the effect o f  the variable. Therefore, it is important to use task-specific 

operationalizations in experiments. I f  operationalizations o f these variables are not 

designed specifically for the task being examined, results may not be obtained. 

Throughout these studies, the need for structure was most often operationalized as some 

form of time pressure.

Accountability

The second motivation that Kruglanski and Freund (1983) identified in the theory 

o f lay epistemology is the fear of invalidity. In most o f  the experiments that examined 

this theory, the fear o f  invalidity was operationalized as a justification requirement or 

some other form o f accountability. This section will discuss the accountability literature 

and how it relates to the fear of invalidity.

The IRS considers the review function to be an important part o f ensuring a high 

level of quality in audits (IRM, 4413.1, MT 4400-269). Quality Measurement Staff 

(hereafter, QMS) conduct random reviews o f cases worked by agents to ensure that 

appropriate and sufficient audit work is being performed. QMS accomplishes this by an 

independent review o f  the return to determine which issues should have been examined 

and which audit techniques should have been utilized. I f  QMS finds problems in either
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of these areas, they send the case back to the agent for correction, which entails further 

audit work. Agents dislike having cases returned from QMS for two reasons. First, the 

review may reflect unfavorably on the agent with the group manager, who receives the 

case file before it is returned to the agent. Second, further audit work often entails re- 

contacting the taxpayer for further information. This is an uncomfortable situation for the 

agent, since the agent usually has already told the taxpayer that the audit has concluded.

The review process in financial statement auditing has been found to have 

numerous effects. It has been found to improve the level of consensus in decision

making (Trotman & Yetton, 1985), as well as the accuracy of those decisions (Trotman, 

1985). The review process also produces an increase in the generation o f plausible 

hypotheses by auditors in an analytical review task (Ismail & Trotman, 1995). Libby and 

Trotman (1993) found the review process to be an effective control by increasing the 

likelihood that judgment-inconsistent information is considered, since auditors tended to 

recall judgment-inconsistent information. Each o f  these studies provides valuable 

insights into the effects o f an ongoing review process. However, this dissertation 

examines the effect o f the anticipation o f the review process, rather than the review 

process as it is occurring.

The review function o f the IRS meets the definition o f a probabilistic review, 

which is the presence o f a non-zero probability that one’s work will be subject to review 

(Tan, 1995). A probabilistic review essentially means the presence o f a potential to be 

held accountable. Accountability is defined as the presence o f social pressure to justify 

one’s decision (Tetlock, 1983,1985). In the psychology literature, accountability has 

been found to lead to more accurate behavioral predictions (Tetlock & Kim, 1987), and to
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more complex, multidimensional information processing when the views o f the audience 

are unknown [Tetlock, 1983; Tetlock, Skitka, & Boettger, 1989].

Accountability has been found to have numerous effects on auditors. 

Accountability leads to greater consensus and self-insight among auditors (Johnson & 

Kaplan, 1992). It also affects the type o f opinion issued (Buchman, Tetlock, & Reed,

1996) and reduces the likelihood of qualified opinions being issued (Lord, 1992). It also 

has been found that accountability leads to an increase in an auditor’s level o f cognitive 

processing (Messier & Quilliam, 1992). Tan (1995) found that probabilistic review (i.e., 

accountability) reduced the likelihood that auditors, who had been involved in a client’s 

prior year audit, would issue the same opinion as the prior year.

In the managerial accounting literature, there has been considerable empirical 

evidence indicating that the presence o f  a probabilistic management audit can increase 

employees' compliance with policies, procedures, and rules [Churchill, 1966; Churchill & 

Cooper, 1965]. Chow, Hirst, and Shields (1995) found that the use o f  probabilistic 

management audits interacted with the type of compensation scheme to affect the rate of 

subordinate misrepresentations.

Probabilistic management audit as used in the above studies is the same as a 

probabilistic review, which is a probability that one’s work will be audited or reviewed 

by a superior. Given this, Churchill et al. (1982) predict that management audits (e.g., 

reviews) will lead to conformance with expected behavior i f  (1) a set o f  criteria are 

introduced (i.e., selection of issues with adjustment potential and the use o f negative 

testing strategies); (2) a pending review against these criteria is announced; and (3)
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penalties for non-confoimance are established (i.e., unfavorable evaluations that could 

hurt promotion possibilities).

Probabilistic review, as is accountability, is consistent with the fear o f invalidity 

in lay epistemology. It represents a form of accountability that can be expected to affect 

the decision process. However, the effects of probabilistic review on the selection of 

issues and audit techniques are not as clear as they might appear. Tetlock (1985) agrees 

that accountability leads to increased effort and cognitive processing; however, he states 

that the result o f this increased cognitive processing depends on the direction o f the 

processing.

Tetlock (1985) views individuals as politicians who are “...generally motivated to 

maintain the approval and respect o f those to whom they are accountable” (p. 309). He 

further states that individuals are cognitive misers who utilize an “acceptability” heuristic 

to derive “least effort” solutions. When faced with demands for accountability, 

individuals are motivated to increase cognitive processing in  order to identify the most 

defensible solution. This defensible solution may not always be more effective, efficient, 

or appropriate than the solution that would have been derived in the absence of 

accountability. Also, given that time pressure is expected to affect different aspects of 

performance in the issue-selection task and performance in the audit-technique-selection 

task, it is appropriate to examine the effects of accountability in light o f  whether time 

pressure is present and how performance is measured.
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Hypothesis Development

The literature reviewed suggests that time pressure and accountability interact to 

affect performance in the issue-selection task and the audit-technique-selection task. This 

section will discuss the specific effects o f this interaction in each task and will outline 

hypotheses to be tested.

Issue-Selection Task

The issue-selection task is the first phase o f  the Pre-Examination Analysis phase 

o f  a tax audit hi this task, the agent selects the issues that he or she plans to examine 

during the course o f  the audit. Essentially, this is a  hypothesis-generation task. 

Performance at this task can be measured in two ways: effectiveness and efficiency. The 

interaction o f time pressure and accountability can be examined in light o f these two 

dimensions o f performance.

Effectiveness

Effectiveness is measured in this study as the number o fplausible issues selected 

for exam ination- The level of effectiveness increases as the number of plausible issues 

increases. For purposes o f this dissertation, a plausible issue is an issue on the taxpayer’s 

return that if  audited has a  high likelihood to result in an adjustment to the taxpayer’s 

return. An implausible issue would be an issue that possesses a low likelihood to result 

in an adjustment i f  audited.

A revenue agent potentially is subject to two types o f time pressure: (1) the actual 

hours charged to the case; and (2) the number o f days-in-process on the case. The
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presence of these pressures meets the definition o f the need for structure in Kruglanski 

and Freund’s (1983) theory o f  lay epistemology. The presence o f both types o f  time 

pressure will thus lead to a shorter decision span.

According to Tetlock (1985), an agent faced with time pressure would be under 

pressure to derive a “least effort” solution. In this situation, an agent would choose only 

those issues that most obviously need to be examined. Other issues that should be 

examined which are not as easily identified would be ignored because the agent feels 

pressure to close the taxpayer’s case as quickly as possible. Thus, time pressure would 

have a negative effect on effectiveness because all o f the issues that should be examined 

are not as likely to be selected as part of the agent’s “least effort” solution. This leads to 

the following hypothesis:

H la: The presence o f time pressure will negatively affect effectiveness in the issue- 
selection task of a tax audit.

Accountability meets the definition o f the fear o f invalidity in Kruglanski and 

Freund’s (1983) theory o f lay epistemology and will lead to a longer decision span.

Tetlock (1985) states that accountability will lead an individual to develop a “defensible” 

solution by encouraging a higher level o f attention to a task. In the case o f a revenue 

agent, part of the “defensible” solution in the issue-selection task would be the 

identification of all the issues that should be examined (i.e., effectiveness). The presence 

o f accountability would encourage the agent to select all o f  the issues that the agent’s 

manager and/or QMS would view as the correct issue set.
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Time pressure and accountability, thus, appear to have opposite effects. Time 

pressure encourages an agent to derive a “least effort” solution leading to a shorter 

decision span, while accountability encourages a “defensible” solution leading to a longer 

decision span. Now, the interaction o f  time pressure and accountability will be discussed.

In the presence o f  time pressure, agents are under pressure to derive “least effort” 

solutions leading to a decrease in effectiveness. When accountability interacts with time 

pressure, the increased likelihood o f review will encourage the agent to develop a more 

“defensible” solution. Therefore, the agent will attempt to identify more of the issues that 

should be examined rather than only those that most obviously need to be examined.

Thus, accountability will have a positive effect on effectiveness when time pressure is 

present compared to the effect of time pressure alone. This leads to the following 

hypothesis:

H lb: The increased presence of accountability will positively affect effectiveness in the 
issue-selection task o f  a tax audit when time pressure is present.

In the absence o f time pressure, accountability will have a negative effect on 

effectiveness. When time pressure is absent, the agent has adequate time to develop what 

the agent believes is the most complete issue set. Tetlock (1985) would say that the agent 

would develop a "least-effort" solution absent some motivation to the contrary; however, 

in the case of a revenue agent, there is always a low level o f accountability that 

encourages the agent to achieve better than a "least-effort" solution. This low level of 

accountability comes from the minimum review that the agent's manager will give the 

case when it is completed.
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When the agent is under no time pressure, he or she may examine alternatives 

which are plausible, but which the agent does not believe are as likely to result in an 

adjustment. An increased level of accountability will cause these "less-likely" 

alternatives to be dropped, because the agent believes these alternatives are not as 

“defensible”; that is, the agent does not believe that his or her manager or QMS would 

agree that these alternatives should be examined. Thus, an increased presence of 

accountability will have a negative effect on effectiveness in the absence o f  time pressure. 

This leads to the following hypothesis:

H lc: The increased presence o f accountability will negatively affect effectiveness in the 
issue-selection task o f a tax audit when time pressure is absent.

The three hypotheses indicate a disordinal interaction between accountability and 

time pressure for effectiveness in the issue-selection task. The shape o f this interaction is 

shown in Figure 4.
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E f f e c t i v e n e s s * A >B  
A > C  
B <D

T i m e  P r e s s u r e

N o  T i m e  P r e s s u r e

H i g h
A c c o u n t a b i l i t y A c c o u n t a b i l i t yc CO u

•Effective performance is measured as the number o f plausible issues selected for examination.

Figure 4. Expected Interactions o f Accountability and Time Pressure—Issue Selection 
Task

Efficiency

Efficiency is measured in this study as the ratio o f plausible issues to the total 

number of issues selected for examination, both plausible and implausible. As the 

number of implausible issues selected for examination decreases, the level of efficiency 

increases. If an agent were to select only plausible issues, the highest level o f efficiency 

would be achieved, since effort would be directed only to plausible issues and not 

implausible ones.

Efficiency is the other part o f the “defensible” solution in the issue-selection task. 

In the issue-selection task, the “defensible” solution includes not only effectiveness—all 

the issues that should be examined have been selected, but also efficiency—all issues that 

should not be examined are not selected. When faced with time pressure, the agent will 

select only issues that most obviously need examining, deriving the “least effort” 

solution. Since only the most obvious issues are being selected, implausible alternatives
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are not as likely to be selected. Thus, time pressure will have a positive effect on 

efficiency.

Accountability also improves efficiency, but for a different reason. An agent is 

looking for the most “defensible” solution in the presence o f  accountability. The most 

“defensible” solution will include the minimization o f  implausible alternatives.

Therefore, accountability will have a positive effect on efficiency.

Accountability will have a larger effect on efficiency in the absence o f time 

pressure. When time pressure is present, the agent is already under pressure to increase 

efficiency; therefore, the marginal effect o f accountability will be smaller than when time 

pressure is absent. This suggests an ordinal interaction o f  time pressure and 

accountability for efficiency (Figure 5) and leads to the following hypothesis:

H2: The presence o f accountability will positively affect efficiency in the selection o f 
issues for examination by agents; more so in the absence of time pressure.

E f f i c  ic n c y •

A c c o u n t a b  ClityA c c o u n t a b  i l i t y

A - C  *  B - D

N o  T i m e  P r e s s u r e

•Efficient performance is measured as:

number o f plausible issues
(number o f plausible issues + implausible issues)

Figure 5. Expected Interactions o f Accountability and Time Pressure—Issue Selection 
Task
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Audit-Technique-Selection Task

The selection o f  audit techniques is the second task in the Pre-Examination 

Analysis phase o f  a  tax audit and follows the issue-selection task. As described earlier, 

the audit techniques available for selection by the agent can be  classified into three 

categories: (1) issue-directed techniques associated with a positive testing strategy; (2) 

additional-record-inspection techniques associated with a combined testing strategy; and

(3) indirect-method techniques associated with a negative testing strategy.

hi the audit-technique-selection task, time pressure will lead to an increased use o f 

issue-directed techniques and a decreased use o f additional-record-inspection techniques 

and indirect-method techniques. Additional-record-inspection techniques and indirect- 

method techniques require more time than issue-directed techniques. Given that the 

agent believes that there is adjustment potential based upon his or her initial hypothesis, 

he or she will utilize the most efficient strategy because he or she does not perceive that 

there is adequate time for slower, more time consuming information searches.

The effect o f  accountability on the selection o f  audit techniques will depend on 

whether time pressure is present. The literature suggests that accountability will lead to 

conformance with a set o f criteria. The IRS has defined these criteria as a stated 

preference for the use o f indirect-method techniques in the audit o f taxpayers, which 

require more time than issue-directed techniques or additional-record inspection 

techniques. This preference for indirect-method techniques, therefore, represents the 

criteria for the selection o f audit techniques that the agent would be evaluated against in 

the event o f a review. Thus, in the presence of accountability, there should be an 

increased use o f indirect-method techniques and a decrease in the use o f issue-directed
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techniques. The use o f  additional-record-inspection techniques would also increase, as 

these techniques are usually required in order to cany  out indirect-method techniques.

For example, in performing an indirect-method technique, information such as banks 

used by the taxpayer, major customers, etc. usually will be gathered through the 

inspection o f  the taxpayer’s books and records (i.e., an additional-record-inspection 

technique).

When time pressure is absent, the effect o f accountability will be minimal.

Absent time pressure, there is little reason for an agent not to adopt negative testing 

strategies associated with indirect-method techniques. Conversely, in cases when time 

pressure exists, agents have pressure to adopt positive testing strategies associated with 

issue-directed techniques which require less time. Accountability will offset the effect o f 

time pressure by encouraging agents to utilize indirect-method techniques.

It might appear that an agent would merely add indirect-method techniques to the 

issue-directed techniques as accountability increases; however, once the agent begins 

using indirect-method techniques, the use o f  many issue-directed techniques becomes 

redundant. For example, if  the agent uses indirect-method techniques, the agent will be 

attempting to reconstruct the taxable income of the taxpayer; therefore, the issues selected 

for examination that require only documentary verification will essentially be verified 

through the use o f the indirect-method. Therefore, to also use the issue-directed 

techniques to verify those issues would be redundant. The only issue-directed techniques 

that would continue to be used would be those directed at issues where the inclusion of 

that issue in the taxable income was unclear, rather than those issues which require only
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the gathering o f supporting documentation. In  these situations, issue-directed techniques 

mostly in the form o f  tax law research on the given issue would continue to be used.

Accountability also increases the selection o f  additional-record-inspection 

techniques associated with a combined testing strategy in the presence o f time pressure, 

similar to the effect on indirect-method techniques. This effect occurs because an 

increase in the use o f indirect-method techniques requires an increased use o f additional- 

record-inspection techniques.

Based on the differing effects o f accountability in the presence/absence o f  time 

pressure, an interaction o f time pressure and accountability in the audit-technique- 

selection task is suggested. Accountability has its greatest impact in the presence o f time 

pressure, and leads to the absence of positive testing indicated by the selection o f  issue- 

directed techniques and the presence o f combined and negative testing indicated by the 

selection o f additional-record-inspection and indirect-method techniques, respectively.

This leads to the following hypotheses:

H3a: Time pressure and accountability will interact to affect the presence/absence of
positive testing (i.e., issue-directed techniques) exhibited by agents when selecting 
audit techniques.

H3b: Time pressure and accountability will interact to affect the presence/absence of
combined testing (i.e., additional-record-inspection techniques) exhibited by agents 
when selecting audit techniques.

H3c: Time pressure and accountability will interact to affect the presence/absence of 
negative testing (i.e. indirect-method techniques) exhibited by agents when 
selecting audit techniques.
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Summary

This dissertation examines the effect o f time pressure and accountability on IRS 

agents in an issue-selection task and audit-technique-selection task. Time pressure and 

accountability are both important factors in an IRS tax audit and can be expected to affect 

judgments made in the issue-selection task and the audit-technique-selection task. In the 

issue-selection task, the literature reviewed in both accounting and psychology indicates 

that time pressure and accountability are important determinants o f  performance. Time 

pressure and accountability can have differing effects, both positive and negative, 

depending on how performance is measured (McDaniel, 1990). These effects are well 

examined within the framework o f Kruglanski and Freund’s (1983) theory o f lay 

epistemology. For the audit-technique-selection task, Klayman and Ha’s (1987, 1989) 

model of positive-testing strategy provides an excellent framework for examining the 

effect o f time pressure and accountability on hypothesis-testing strategies utilized by IRS 

agents in this task.

The purpose o f  each o f the hypotheses outlined is to examine the effect o f time 

pressure and accountability on the selection o f issues for examination and the selection o f 

audit techniques used during the audit o f a taxpayer by a revenue agent. The following 

chapters will outline the research methods used to test these hypotheses and results of 

those tests.

Reproduced with permission of the copyright owner. Further reproduction prohibited without permission.



www.manaraa.com

45

Chapter 3 

Research Method

Introduction

The following issues will be addressed in this chapter: (1) subjects; (2) 

experimental design; (3) experimental tasks and procedures; (4) independent variables; 

(5) dependent variables; (6) control variables; (7) manipulation checks; and (8) tests of 

hypotheses.

Subjects

The subjects used are general program revenue agents of the IRS. General 

program agents audit individuals, corporations, partnerships, and other entities as needed. 

Agents who work in specialty areas such as employment tax specialists, estate and gift 

tax specialists, criminal investigation, etc. are not included in the subject pool. Agents in 

these specialty areas often have little or no audit experience outside of their specific 

specialty and thus their inclusion as subjects would not be appropriate. Subjects were 

contacted either individually or through IRS group meetings arranged with IRS 

managers. All subjects participated on a voluntary basis. The subjects were located in 

Arkansas, Kentucky, Louisiana, Missouri, Mississippi, and Tennessee representing four 

IRS districts (i.e., the Kentucky-Tennessee District, the Gulf Coast District, the Arkansas- 

Oklahoma District, and the Kansas-Missouri District) and two IRS Regions (i.e., the 

Southeast Region and the Mid-States Region). Table 1 presents the relevant demographic 

data concerning the subjects.
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Table 1

Demographic Data o f Revenue Agent Subjects

Grade Number of Subjects
Average Years o f 

Experience
11 24 10.00
12 25 15.52
13 12 16.58

Total 61 13.56

The experiment was completed by a total o f seventy-three revenue agents. Eleven 

of these subjects were eliminated because o f failure to pass the manipulation checks. The 

removal these subjects will be discussed later in this chapter. One subject was removed 

for failure to complete all of the experimental instruments. This left a total o f sixty-one 

subjects.

Experimental Design

The experiment used consists of two tasks: (1) the issue-selection task; and (2) 

the audit-technique-selection task. In each of these tasks, the effects of time pressure and 

accountability were tested. The experiment has a 2x2 factorial design with two 2-level 

between-subjects variables: (1) time pressure (absent or present); and (2) accountability 

(low or high). The manipulation o f time pressure includes hours charged to the case and 

days-in-process, simultaneously. The manipulation o f  accountability includes review by 

the manager and QMS, simultaneously. Subjects were randomly assigned to each o f the 

experimental groups. Table 2 outlines the resulting treatment cells.
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Table 2

Treatment Cells 
(issue-selection task and audit-technique-selection task)

Accountability

Time Pressure Low High

Absent 15 subjects 15 subjects

Present 15 subjects 16 subjects

Experimental Tasks and Procedures

At the beginning o f the experiment, subjects received a packet containing the 

following items: (1) an introductory letter containing instructions for the experiment; (2) 

a demographic questionnaire; (3) the case scenario containing the manipulations of the 

independent variables; (4) a Form 1120 corporate tax return; (5) a debriefing 

questionnaire; and (6) control variable questionnaires for technical tax knowledge and 

functional accounting knowledge. All o f the instruments used in both tasks can be found 

in Appendix B.

In the introductory letter, subjects were instructed to complete each o f the 

instruments in the order that they were contained in the packet and to answer all questions 

as truthfully as possible. All o f  the instruments were completed in a written format. The 

demographic questionnaire included questions concerning IRS experience and any other 

non-IRS accounting experience.
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In the case scenario, subjects were given a description o f a corporate taxpayer.

The subjects were asked to read this description and to answer questions concerning the 

taxpayer as if  they were going to audit the taxpayer. The Form 1120 tax return was 

developed by the researcher and was based upon numerous textbook examples. The main 

goal in the development o f  the tax return was to have a closely-held (i.e., owned by one 

individual or a small group o f individuals), small corporate taxpayer that would be within 

the audit capabilities o f  all revenue agents from Grade 11 through Grade 13. The Form 

1120 tax return can be found in Appendix C.

Following the reading of the case scenario, subjects answered questions that 

comprised the issue-selection task and the audit-technique-selection task. In the issue- 

selection task, subjects were asked to inspect the corporate tax return and to list all o f the 

issues that they would choose to examine if  they were auditing the taxpayer. In the audit- 

technique-selection task, subjects were asked to list the audit techniques that they would 

use to audit the corporate tax return that was used in the issue-selection task. The audit 

techniques selected by the subjects were inspected and classified as being associated with 

a positive, combined, or negative testing strategy.

Both the issue-selection task and the audit-technique-selection task are written 

protocols in which the agents generate their own list o f  issues and audit techniques 

without being provided with a list o f issues or audit techniques to select from. At the 

conclusion o f the experimental tasks, subjects were asked to complete the debriefing 

questionnaire that contained the manipulation checks for the independent variables and 

other questions concerning understanding and realism of the task. The subjects also
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completed written tests to measure the levels o f corporate tax knowledge and functional 

accounting knowledge.

Independent Variables

There are two independent variables in each o f the tasks: (1) time pressure 

(TIMEPRES); and (2) accountability (ACCOUNT). In both tasks, time pressure was 

manipulated between-subjects at two levels: absent and present. The specific 

manipulations are as follows:

Absent

This case is a new case that has no hours charged to it and no days- 
in-process.

Present

This case was transferred to you from another agent in your group 
who has been transferred to another area. The case has 45 hours 
charged to it and has 400 days-in-process and is therefore classified 
as “over-age”. From an examination o f the prior agent’s 
workpapers, you find little useful information and have determined 
that you will have to start the audit over.

In both tasks, accountability was manipulated between-subjects at two levels: low 

and high. The specific manipulations are as follows:

Low

It is your expectation that this case will receive the usual review 
done by your manager and has the possibility o f being selected for 
review by Quality Measurement Staff. QMS has historically 
reviewed 10% of cases worked.
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High

Your manager has told you this case is a  high profile case and will 
be watched closely by  examination officials at the district level. 
Because o f  this, you anticipate your manager will review your 
work closely and realize that the case will almost certainly be 
reviewed by Quality Measurement Staff.

Both of the tasks are asking the subjects to role-play. There is no actual time 

pressure or accountability. It is understood that the manipulations o f  these variables are 

not the strongest. Given the availability o f subjects on a volunteer basis, a role-play was 

the best manipulation that could be achieved.

Role-playing is a valid research method that should not hint the internal validity 

o f the experiment as long as subjects are not aware of the variables being manipulated 

(Aronson et al. 1990, p. 101). This should not be a problem since the independent 

variables are being manipulated between-subjects. Role-playing, however, can reduce the 

external validity of any findings.

Dependent Variables

In the issue-selection task, there are two dependent variables: (1) effectiveness 

(EFFECTIVENESS); and (2) efficiency (EFFICIENCY). Effectiveness is measured as 

the number of plausible issues selected by the agents in the issue-selection task.

Efficiency is measured as the ratio of. plausible issues to the total number o f issues 

selected, both plausible and implausible.

Whether an issue is plausible or implausible will be determined in the following 

manner. First, a panel o f experts was formed consisting of a current IRS group manager,
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a former IRS group manager, and a current member o f  the IRS management pool. Each 

member of the panel identified all of the issues on the experimental corporate tax return 

that each of them believed should be examined. The list o f  issues from each member was 

compiled into one master list The issues on this master list were classified as plausible 

issues. All other issues selected by an agent were classified as implausible. The master 

list o f  plausible issues and the instruments that were completed by the experts can be 

found in Appendix D.

In the audit-technique-selection task, there are three dependent variables: (1) 

positive testing (POSITIVE); (2) combined testing (COMBINED); and (3) negative 

testing (NEGATIVE). These variables are measured in the following manner. Each o f 

the dependent variables is binary. All three dependent variables will be coded as either 0 

or I depending on whether a subject lists an audit technique that corresponds with one o f 

the dependent variables. For example, if  the subject were to list audit techniques 

associated with positive testing and combined testing, but not negative testing, the three 

dependent variables would be coded: 1 for positive, 1 for combined, and 0 for negative.

Control Variables

There are five control variables for each of the tasks: (1) grade of the agent 

(GRADE); (2) education level o f the agent (EDUCATION); (3) years of experience as an 

agent (YEARS); (4) corporate tax knowledge (TAXKNOW); and (5) functional 

accounting knowledge (ACCKNOW). Prior research in auditing and tax has shown that 

task-specific knowledge can influence an individual’s performance in judgment/decision

making tasks [Bonner, Davis, & Jackson, 1992; Bonner & Pennington, 1994; Bonner &

Reproduced with permission of the copyright owner. Further reproduction prohibited without permission.



www.manaraa.com

52

Lewis, 1990; Libby, 1995; Libby & Tan, 1994]. Based upon these studies, corporate tax 

knowledge and functional accounting knowledge have been identified as being the 

important knowledge variables for the issue-selection task and the audit-technique- 

selection task. These variables should be randomized over the treatment cells in the 

experimental design through the use o f random assignment o f  subjects. However, they 

will be measured and tested for successful randomization across treatment cells to 

eliminate any unexpected confounding effects. The written tests for corporate tax 

knowledge and functional accounting knowledge can be found in Appendix E.

A 2x2 ANOVA test will be performed on all control variables to test for 

successful randomization across treatment cells. Each control variable will be the 

dependent variable in these tests with time pressure and accountability as the independent 

variables. Successful randomization will be indicated if  both the independent variables 

and the interaction of the two independent variables are statistically insignificant (p >

.05).

Manipulation Checks

Subjects were asked questions concerning the perceived impact of time pressure 

and probabilistic review on their performance in the course o f  doing their job. These 

questions were contained in the debriefing questionnaire completed after the experiment 

(See Appendix F). The specific manipulation checks for each variable were as follows:
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Time Pressure

D o you feel increased pressure to close a case when the case has a 
large number of hours charged to it?

D o you feel increase pressure to close a case when the case has 
high days-in-process and is classified as “over-age”?

Accountability

Do you feel increased pressure to perform well when you know 
your work will be reviewed closely by your manager?

Do you feel increased pressure to perform well when you know 
your work will be reviewed by Quality Measurement Staff?

Since the experiment in this dissertation is a role-play, it is important that the 

subjects feel that these variables affect their performance for the experimental 

manipulations to be successful. Thus, subjects in either the present condition for time 

pressure or the high condition o f accountability (or both) must indicate that they feel that 

time pressure and/or accountability affect their performance. This will be indicated by 

the subjects’ responses to the questions in the debriefing questionnaire. Eleven subjects 

failed to pass the manipulation checks. The breakdown o f these eleven subjects by 

treatment cell is shown in Table 3.
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Table 3

Subjects eliminated by Manipulation Checks 
(issue-selection task and audit-technique-selection task)

Accountability

Time Pressure Low High

Absent 0 subjects 4 subjects

Present 1 subject 6 subjects

Tests o f  Hypotheses

This section will outline the methods used to test the hypotheses discussed in 

Chapter 2. These include: (1) the effectiveness in the issue-selection task (H la, H lb , and 

Hlc); (2) the efficiency in the issue-selection task (H2); and (3) the testing strategy in the 

audit-technique selection task (H3a, H3b, and H3c).

Effectiveness in the issue-selection task (H la, H lb, and H lc)

H la  predicts that time pressure (TIMEPRES) will negatively affect effectiveness 

(EFFECTIVENESS) in the issue-selection task. H lb predicts that accountability 

(ACCOUNT) will positively affect effectiveness when time pressure is present. H lc  

predicts that accountability will negatively affect effectiveness when time pressure is 

absent. The overall shape o f these predictions were shown in Figure 4. In order to test 

these hypotheses, the following tests will be performed. First, a  2x2 ANOVA will be
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performed. The null hypothesis is that there is no significant interaction between these 

variables. The null hypothesis will be rejected i f  the interaction o f  time pressure and 

accountability is statistically significant (p <_ .05).

The ANOVA model has three assumptions: (1) normal distribution; (2) 

independence o f  scores within cells; and (3) homogeneity o f variance. Normal 

distribution and independence are expected to be controlled through the randomized 

design; however, the SPSS statistical package used automatically runs a Brown-Forsythe 

adjustment i f  a lack o f  normal distribution is detected. Homogeneity o f  variance will be 

checked for using Levene’s test o f equality o f error variances. Levene’s test tests the null 

hypothesis that the error variance o f the dependent variable is equal across groups. This 

null hypothesis will fail to be rejected with a p- value greater than .05.

If a significant interaction is found in the 2x2 ANOVA, t-tests will used to test 

Hla, H lb, and H lc . Table 4 shows that treatment cells used in the issue-selection task. 

Each treatment cell has been labeled A, B, C, and D. These labels will be used to 

specifically identify treatment cells being compared in each t-test.

Table 4

Treatment Cells—Issue-Selection Task

Accountability

Time Pressure Low High

Absent A B

Present C D
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H la  predicts that time pressure will negatively affect effectiveness. In order to 

test this hypothesis, a t-test will be performed comparing the means o f treatment cells A 

and C. The null hypothesis is that the means o f treatment cell A and C are not 

significantly different The null hypothesis will be rejected if  a  /7-value <  .05 is found. 

H2a predicts that accountability will positively affect effectiveness when time pressure is 

present. H2a is tested the same as H la  only comparing the means of treatment cells C  

and D. H3a predicts that accountability will negatively affect effectiveness in when time 

pressure is absent. H3a will be tested the same as H la  only comparing the means of 

treatment cells A  and B.

Efficiency in the issue-selection task (H2)

H2 predicts that the interaction of time pressure (TIMEPRES) and accountability 

(ACCOUNT) will affect efficiency (EFFICIENCY) in the issue-selection task. In 

particular, accountability is predicted to improve efficiency in both the presence and 

absence o f time pressure. The shape o f this predicted interaction was shown in Figure 5. 

As in HI, a 2x2 ANOVA will be used to test this hypothesis. The null hypothesis is that 

there is no significan t interaction between these variables. The null hypothesis will be 

rejected if  the interaction of time pressure and accountability is statistically significant (p 

< .05). All ANOVA assumptions will be met as in H I, and Levene’s test will be 

conducted to check for homogeneity of variance.
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Testing strategy in the audit-technique-selection task (H3a, H3b, and H3c)

H3a, H3b, and H3c each predict that the interaction o f time pressure and 

accountability will affect the testing strategies used in the audit-technique-selection task. 

There are three types o f testing strategies that are addressed by the three hypotheses. H3a 

concerns positive testing; H3b concerns combined testing; and H3c concerns negative 

testing. Each o f these types o f testing are the dependent variables for their respective 

hypotheses.

As previously discussed, these dependent variables are binary and thus cannot be 

tested using a parametric model. In parametric models such as Ordinary Least Squares 

regression, the dependent variable is assumed to be continuous. When the dependent 

variables are binary (i.e., taking a value o f 0 or 1), the dependent variable is not 

continuous and the assumptions o f a model such as OLS are violated. The violation o f 

any one of these assumptions makes the use o f OLS inappropriate. Also, the error term 

cannot be normally distributed, since the dependent variable can take only two values. 

Further, the assumption of homogeneity of variance is violated since the error variances 

will vary systematically with the values of the independent variables.

Logistic regression is a nonparametric model that is specifically designed for use 

with binary dependent variables. This model has only one assumption; the observations 

on the dependent variable must be statistically independent o f each other, which is 

usually accomplished by randomization.

In testing H3a, H3b, and H3c using logistic regression, two areas will be 

examined: (1) the overall goodness o f fit o f the model; and (2) the direct testing o f  the 

hypotheses. Overall goodness o f  fit will be examined using the Model Chi-Square
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statistic. The model chi-square is the difference between the —2 Log Likelihood for the 

model with only a constant and the —2 Log Likelihood with the constant and the 

independent variables. The model chi-square tests the null hypothesis that the 

coefficients for all o f the terms in the model, except the constant, are zero. This is 

comparable to the overall F  test for regression. For H3a, H3b, and H3c, the model would 

be a  good fit i f  a  /7-value o f  less than .05 is found for the model chi-square statistic.

In order to test H3a, H3b, and H3c directly, the W ald Statistic is examined. The 

Wald Statistic has a chi-square distribution and is the basis for determining the 

significance o f the independent variables and the related interactions in logistic 

regression. For H3a, H3b, and H3c, the null hypothesis for each will be rejected i f  the 

interaction o f time pressure and accountability is statistically significant (p <  .05).

Summary

This chapter has outlined the research design and statistical methods to test the 

hypotheses developed in Chapter 2. The research design provides a method for 

examining the effects of time pressure and accountability in the issue-selection task (Hla, 

H lb , H lc, and H2), and the audit-technique-selection task (H3a, H3b, and H3c) which 

are used during a tax audit by IRS agents. It will further control for the effects o f 

technical tax knowledge and functional accounting knowledge in these tasks.
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Chapter 4 

Statistical Results and Discussion

Introduction

The statistical results and the discussion of these results will be presented as 

follows: (1) randomization checks for control variables; (2) randomization check for 

collection time period; (3) results o f  Hypotheses la, lb, and lc; (4) results o f  Hypothesis 

2; and (5) results o f Hypotheses 3a, 3b, and 3c.

Randomization Check fo r Control Variables

In order to check for successfid random ization across treatment cells, five 2x2 

ANOVA’s were performed on the five control variables discussed in Chapter 3. These 

variables are: (1) grade of the agent (GRADE); (2) education level (EDUCATION)3; (3) 

years o f experience as an agent (YEARS); (4) corporate tax knowledge (TAXKNOW); 

and, (5) functional accounting knowledge (ACCKNOW). For each o f the ANOVA’s, the 

control variable o f interest is the dependent variable. Time pressure (TIMEPRES) and 

accountability (ACCOUNT) are the independent variables. The results o f these 

ANOVA’s are presented in Tables 5 ,6 , 7, 8, and 9.

3 Education level (EDUCATION) was calculated as follows: Less than a bachelor’s degree was coded 1; 
bachelor’s degree was coded 2; more than a bachelor’s degree was coded 3. Most agents only had a 
bachelor’s degree. Out o f the 61 subjects, only 4 had less than a bachelor’s degree. Only 4 bad more than 
a bachelor’s degree.
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Table 5

ANOVA Test for Randomization
Grade Level by Time Pressure and Accountability

Source SS d f M S F Sig.
Corrected Model .569 3 .190 .327 .806

Intercept 8488.508 1 8488.508 14630.564 .000
TIMEPRES 6.615E-05 1 6.614E-05 .000 .992
ACCOUNT .279 1 .279 .482 .491

TIMEPRES * ACCOUNT .279 1 .279 .482 .491
Error 33.071 57 .580
Total 8532.000 61

Corrected Total 33.639 60

Levene’s Test o f Equality oJ'Error Variances
F dfl df2 Sig.

.980 3 57 .409

Table 6

ANOVA Test for Randomization 
Education Level by Time Pressure and Accountability

Source SS d f M S F Sig.
Corrected Model .129 3 4.306-02 .312 .817

Intercept 244.064 1 244.064 1767.490 .000
TIMEPRES 6.356E-02 1 6.356-02 .460 .500
ACCOUNT 6.356E-02 1 6.356-02 .460 .500

TIMEPRES * ACCOUNT 6.614E-05 1 6.614E-05 .000 .983
Error 7.871 57 .138
Total 252.000 61

Corrected Total 8.000 60

Levene’s Test of Equality oJf Error Variances
F dfl df2 Sig.

.717 3 57 .546
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Table 7

ANOVA Test for Randomization
Years o f Experience by Time Pressure and Accountability

Source SS d f M S F Sig.
Corrected Model 45.278 3 15.093 .345 .793

Intercept 11220.279 1 11220.279 256.822 .000
TIMEPRES 28.375 1 28.375 .649 .424
ACCOUNT 7.422 1 7.422 .170 .682

TIMEPRES * ACCOUNT 9.803 1 9.803 .224 .638
Error 2490.271 57 43.689
Total 13747.500 61

Corrected Total 2535.549 60

Levene’s Test o f  Equality ol 'Error Variances
F dfl df2 Sig.

1.483 3 57 .229

Table 8

ANOVA Test for Randomization 
Corporate Tax Knowledge by Time Pressure and Accountability

Source SS d f MS F Sig.
Corrected Model 55.321 3 18.440 1.051 .377

Intercept 27056.288 1 27056.288 1541.566 .000
TIMEPRES 42.117 1 42.117 2.400 .127
ACCOUNT 2.489 1 2.489 .142 .708

TIMEPRES * ACCOUNT 11.556 1 11.556 .658 .420
Error 1000.417 57 17.551
Total 28125.000 61

Corrected Total 1055.738 60

Levene’s Test o f  Equality oJ'Error Variances
F dfl df2 Sig.

1.927 3 57 .135

Reproduced with permission of the copyright owner. Further reproduction prohibited without permission.



www.manaraa.com

62

Table 9

ANOVA Test for Randomization
Functional Accounting Knowledge by  Time Pressure and Accountability

Source SS d f M S F Sig.
Corrected Model 504.272 3 168.091 .838 .479

Intercept 48114.338 1 48114.338 239.827 .000
TIMEPRES 175.290 1 175.290 .874 .354
PROBREV 33.152 1 33.152 .165 .686

TIMEPRES *PROBREV 293.893 1 293.893 1.465 .231
Error 11435.400 57 200.621
Total 60269.000 61

Corrected Total 11939.672 60

Levene’s Test o f  Equality ot 'Error Variances
F d fl „ df2 Sig.

.234 3 57 .872

As indicated in Tables 5, 6, 7, 8, and 9, neither o f the independent variables nor 

their interaction is statistically significant (p <  .05) for any of the demographic variables. 

This indicates that there is no significant difference in the cell means for each o f these 

variables and thus, randomization across the treatment cells was successful for these 

variables.

Randomization Check fo r  Time Period

The data for this dissertation was collected in two different time periods with 

approximately a nine-month gap between the two. Approximately one-third o f the data 

was collected during the first time period with the remainder in the second time period. 

Although there is no reason to suspect that the subjects would differ between these two 

time periods, analysis was performed to ensure that the characteristics of the subjects in
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the first time period are not significantly different from those subjects in the second time 

period.

The analysis performed consisted o f creating a dummy variable (DATASET) to 

represent the time period in which the data was collected. DATASET was coded 1 for 

the first time period, and 2 for the second time period. T-tests were conducted with 

DATASET as the independent variable with the control variables as the dependent 

variables. The control variables are: (1) grade o f the agent (GRADE); (2) education level 

(EDUCATION); (3) years o f experience as an agent (YEARS); (4) corporate tax 

knowledge (TAXKNOW); and, (5) functional accounting knowledge (ACCKNOW). The 

time period in which the data was collected will not be statistically significant if ap-value 

> .05 for DATASET is found for each control variable. The results o f the t-tests are 

shown in Table 10.

Table: 10

t-tests for Randomization o f Time Period 
Control Variable by DATASET

t-testfor Equality o f Means

Source t d f
Sig.

(2-tailed)
Mean

Difference
Std. Error 
Difference

GRADE -1.594 59 .116 -.33 .20
EDUCATION -.754 59 .454 -7.64E-02 .10
YEARS -.982 59 .330 -1.765 1.798
TAXKNOW -.409 59 .684 -.48 1.17
ACCKNOW .413 59 .681 1.62 3.93

As indicated in Table 10, DATASET is  not statistically significant (p < .05) for 

any of the control variables. This indicates that the characteristics o f  the subjects during

Reproduced with permission of the copyright owner. Further reproduction prohibited without permission.



www.manaraa.com

64

the first time period are not significantly different from the characteristics o f the subjects 

in the second time period.

Results o f  Hypotheses la , lb , and lc

The purpose o f hypotheses la, lb , and lc  is to test the effects o f time pressure and 

accountability on effectiveness in the issue-selection task. H I a predicts that time 

pressure will negatively affect effectiveness in the issue-selection task. H lb  predicts that 

accountability will positively affect effectiveness when time pressure is present. H lc  

predicts that accountability will negatively affect effectiveness when time pressure is 

absent. The overall shape o f  these predictions were shown in Figure 4 in chapter two. 

Revenue agents were manipulated between subjects on both time pressure 

(absent/present) and accountability (low/high). Hypotheses la, lb, and lc  are tested in 

following manner. First, a  2x2 ANOVA was run where effectiveness 

(EFFECTIVENESS) is the dependent variable and time pressure (TIMEPRES) and 

accountability (ACCOUNT) are the independent variables. The resulting cell means are 

presented in Table 11. The results of this ANOVA are shown in Table 12.
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Table 11

Treatment Means (EFFECTIVENESS) 
Time Pressure by Accountability

ACCOUNT
TIMEPRES Low High Marginal Means

Mean 5.87 4.87
Absent S.D. (1.30) (1.73) 5.37

n (15) 15
Mean 4.87 6.56

Present S.D. (1.36) (1.97) 5.74
n 15 16

Marginal Means 5.37 5.95 5.56

Table 12

ANOVA Test for Hypothesis One 
Effectiveness by Time Pressure and Accountability

Source SS d f MS F Sig.
Corrected Model 31.912 3 10.637 4.066 .011

Intercept 1871.148 1 1871.148 715.148 .000
TIMEPRES 1.845 1 1.845 .705 .405
ACCOUNT 1.845 1 1.845 .705 .405

TIMEPRES * ACCOUNT 27.686 1 27.686 10.581 .002
Error 149.138 57 2.616
Total 2065.000 61

Corrected Total 181.049 60

Levene’s Test o f Equality oJ? Error Variances
F dfl df2 Sig.

.498 3 57 .685

As presented in Table 12, Levene’s test shows that the assumption of 

homogeneity o f variance for the ANOVA model is met (p =  .685). No main effects were 

found for either time pressure or accountability (p  =  .405; p  = .405, respectively);
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however, the interaction o f these variables was found to be statistically significant (p =

.002). Figure 6 graphs the cell means shown in Table 11.
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Since significant results were found in the 2x2 ANOVA, hypotheses la, lb, and

lc can be tested directly. Each o f these hypotheses will be tested using individual t-tests.
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Hypothesis la

H I a predicts time pressure will negatively affect effectiveness in the issue- 

selection task. A t-test was run comparing the two cell means where accountability is low 

and time pressure is absent/present. Tables 13 shows the cell means and group statistics 

for the two groups being tested. Table 14 shows the results o f the t-test.

Table 13

Treatment Means 
Effectiveness by Time Pressure (low accountability)

Time Pressure N Mean
Standard
Deviation

Standard Error 
Mean

Absent 15 5.87 1.30 .34
Present 15 4.87 1.36 .35

Table 14

t-tests for Hypothesis la  
Effectiveness by Time Pressure (low accountability)

t-test for Equality o f Means

Source t d f
Sig.

(2-tailed)
Mean

Difference
Std. Error 
Difference

Time Pressure 2.060 28 .049 1.00 .49

As Table 14 shows, time pressure was found to be statistically significant (p =  

.049) on effectiveness in the issue-selection task; further, as shown in Table 13, the cell 

mean for effectiveness is lower when time pressure is present. Therefore, H la  is 

supported.
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Hypothesis lb

Hlb predicts that accountability will positively affect effectiveness when time 

pressure is present. A  t-test was run comparing the two cell means where accountability 

is present and time pressure is low/high. Tables 15 shows the cell means and group 

statistics for the two groups being tested. Table 16 shows the results o f the t-test.

Table 15

Treatment Means 
Effectiveness by Time Pressure (accountability present)

Time Pressure N Mean
Standard
Deviation

Standard Error 
Mean

Absent 15 4.87 1.73 .45
Present 15 6.56 1.97 .49

Table 16

t-tests for Hypothesis lb  
Effectiveness by Time Pressure (accountability present)

t-test for Equality o f  Means

Source t d f
Sig.

(2-tailed)
Mean

Difference
Std. Error 
Difference

Time Pressure 2.545 29 .017 1.70 .67

As Table 16 shows, time pressure was found to be statistically significant (p = 

.017) on effectiveness in  the issue-selection task when accountability is present; further, 

as shown in Table 15, the cell mean for effectiveness is higher when time pressure is 

present. This means that accountability has a  positive effect on performance when time 

pressure is present. Therefore, H lb  is supported.
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Hypothesis lc

H lc  predicts that accountability will negatively affect effectiveness when time 

pressure is absent. A  t-test was run comparing the two cell means where time pressure is 

absent and accountability is low/high- Tables 17 shows the cell means and group 

statistics for the two groups being tested. Table 18 shows the results o f the t-test.

Table 17

Treatment Means 
Effectiveness by Accountability (time pressure absent)

Accountability N Mean
Standard
Deviation

Standard Error 
Mean

Low 15 5.87 1.30 .34
.H igh _ 15 4.87 1.73 .45

Table 18

t-tests for Hypothesis lc  
Effectiveness by Accountability (time pressure absent)

t-test for Equality o f  Means

Source t d f
Sig.

(2-tailed)
Mean

Difference
Std. Error 
Difference

Accountabilit
_y

1.791 28 .084 1.00 .56

As Table 18 shows, accountability was not statistically significant (p = .084) on 

effectiveness in the issue-selection task when time pressure is absent at the .05 level; 

however, it is significant at the .10 level. Further, as shown in Table 17, the cell mean for 

effectiveness is higher when time pressure is present. This means that accountability has
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a positive effect on performance when time pressure is present. Therefore, moderate 

support is found for H lc.

Results o f  Hypothesis 2

H2 predicts that time pressure and accountability will interact to influence 

efficiency at the issue-selection task. An ordinal interaction is predicted as shown in 

Figure 5. In particular, accountability is predicted to improve efficiency in both the 

presence and absence o f time pressure. As in H I, revenue agents were manipulated 

between subjects on both time pressure (absent/present) and accountability (low/high).

H2 is tested using a 2x2 ANOVA where efficiency (EFFICIENCY) is the dependent 

variable and time pressure (TIMEPRES) and accountability (ACCOUNT) are the 

independent variables. The resulting cell means are presented in Table 19. The results o f 

this ANOVA are shown in Table 20.

Table 19

Treatment Means (EFFICIENCY) 
Time Pressure by Accountability

ACCOUNT
TIMEPRES Low High Marginal Means

Mean .7556120 .6950794
Absent S.D. (.1552154) (.2314205) .7253457

n 15 15
Mean .7234800 .7746099

Present S.D. (.1701128) (.1283673) .7498697
n 15 16

Marginal Means .7395460 .7361274 .7378087

Reproduced with permission of the copyright owner. Further reproduction prohibited without permission.



www.manaraa.com

71

Table 20

ANOVA Test for Hypothesis Two
Efficiency by Time Pressure and Accountability

Source SS D f M S F Sig.
Corrected Model 5.689E-02 3 1.896E-02 .621 .604

Intercept 33.125 1 33.125 1085.521 .000
TIMEPRES 8.559E-03 1 8.559E-03 .280 .598
ACCOUNT 3.368E-04 1 3.368E-04 .011 .917

TIMEPRES * ACCOUNT 4.750E-02 1 4.750E-02 1.557 .217
Error 1.739 57 3.052E-02
Total 35.002 61

Corrected Total 1.796 60

Levene’s Test o f  Equality olf Error Variances
F d fl df2 Sig.

1.696 3 57 .178

As shown in Table 20, Levene’s test shows that the assumption o f  homogeneity of 

variance for the ANOVA model is met (p = .178). Neither o f the main effects o f time 

pressure and accountability were statistically significant (p =  .598; p  =  .917, 

respectively). Also, the interaction o f time pressure and accountability was not 

statistically significant (p =  .217). Therefore, no support is found for H2. Figure 7 

graphs the cell means.
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One possible explanation for the failure to find support for H2 is that because 

agents are achieving high levels o f efficiency, they are not significantly affected by time 

pressure and accountability on this aspect o f performance. An examination o f the 

treatment means from the initial analysis (see Table 19) indicates that efficiency levels 

for all treatment cells are near or above 70% with a mean efficiency rate o f 73.78%.
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Also, the standard deviations are relatively small. These percentages indicate a  high level 

o f  efficiency. These results combined with the results o f  H la, H lb, and H lc  would 

indicate that the agents, overall, are doing an excellent jo b  o f  identifying the issues that 

need to be audited/not audited. Therefore, efficiency is no t significantly affected by time 

pressure and accountability, as indicated by the results o f  H2. However, the agents are 

making a conscious decision to limit or expand the scope o f  the audit (which would affect 

effectiveness) when faced with time pressure and/or accountability, as indicated by the 

results of Hla, H lb, and H lc.

Results o f Hypotheses 3a, 3b, and 3c

This section will discuss the statistical results o f  H3a, H3b, and H3c. The results 

o f these three hypotheses will be presented individually, followed by a discussion o f the 

implications of the results as a whole.

Results o f  Hypothesis 3 a

H3a predicts that time pressure and accountability w ill interact to affect the 

presence or absence o f  positive testing in the audit-technique-selection task. The 

presence/absence o f positive testing was determined by  examining the audit techniques 

listed by the revenue agent-subjects during the audit-technique-selection task. I f  an audit 

technique associated with positive testing was/was not listed, the presence/absence o f a 

positive testing would be indicated.

As described in chapter three, a logistic regression was to be run on the data to 

test H3a. All of the subjects in each treatment cell indicated, that they would utilize an
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audit technique that was identified with a positive testing. Thus, statistical analysis was 

impossible due to lack o f variation in the dependent variable. Therefore, H3a is not 

supported.

Results o f  Hypothesis 3b

H3b predicts that time pressure and accountability will interact to affect the 

presence/absence o f  a combined testing in the audit-technique-selection task. The 

determination o f the presence/absence o f  combined testing is made in the same fashion as 

in H3a. Logistic regression is used to test H3b. The dependent variable is combined 

testing (COMBINED). The independent variables are time pressure (TIMEPRES) and 

accountability (ACCOUNT). The classification table from the logistic regression is 

presented in Table 21. The results o f the logistic regression are presented in Table 22.

Table 21

Logistic Regression for Hypothesis 3b 
Classification Table 

Combined Testing by Time Pressure and Accountability

Predicted
Observed 0 1 Percent Correct

0 1 0 ... | 1 22 | .00%

1 1 0 ... 1 1 39 1 100.00%

Overall 63.93%
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Table 22

Logistic Regression for Hypothesis 3b
Combined Testing by Time Pressure and Accountability

Variable B S.E . Wald d f Sig. R Exp(B)
TIMEPRES .0562 1.7645 .0010 1 .9746 .0000 1.0579
ACCOUNT .0562 1.7645 .0010 1 .9746 .0000 1.0579
TIMEPRES * ACCOUNT -.3747 1.0913 .1179 1 .7313 .0000 .6875
Constant 1.2738 2.8468 .2002 1 .6546

Model Chi-Square d f Sig.
1.94 3 .5737

As discussed in chapter three, the model chi-square statistic tests the overall 

goodness of fit for the model in logistic regression. As presented in Table 22, the model 

chi-square statistic is not statistically significant (p = .5737). The main effects o f 

TIMPRES and ACCOUNT are not significant (p =  .9746; p  =  .9746, respectively), nor is 

their interaction (p = .7313). Thus, H3b is not supported.

Results o f  Hypothesis 3c

H3c predicts that time pressure and accountability will interact to affect the 

presence/absence o f  negative testing in the audit-technique-selection task. The 

presence/absence of negative testing is determined as in  H3a and H3b. As in H3b, 

logistic regression is used to test H3c with negative testing (NEGATIVE) as the 

dependent variable and time pressure (TIMEPRES) and accountability (ACCOUNT) as 

the independent variables. ). The classification table from the logistic regression is 

presented in Table 23. The results o f  the logistic regression are presented in Table 24.
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Table 23

Logistic Regression for Hypothesis 3 c
Classification Table

Negative Testing by Time Pressure and Accountability

Predicted
Observed 0 1 Percent Correct

0 1 48 | i o ; -  i 100.00%

1 1. _ 13 1 i " o '  -  | .00%

Overall 78.69%

Table 24

Logistic Regression for Hypothesis 3c 
Negative Testing by Time Pressure and Accountability

Variable B S.E . Wald d f Sig. R Exp(B)
TIMEPRES -1.7909 1.9630 .8323 1 .3616 .0000 .1668
ACCOUNT -2.2755 2.0816 1.1950 1 .2743 .0000 .1027
TIMEPRES* ACCOUNT 1.0977 1.3052 .7074 1 .4003 .0000 2.9974
Constant 2.2755 3.0304 .5638 1 .4527

Model Chi-Square . d f Sig.
1.872 3 .5993

The model chi-square statistic is not statistically significant (p = .5993), indicating 

that there is not an overall goodness o f fit for the model. The main effects of TIMEPRES 

and ACCOUNT are not significant (p = .3616;/? =  .2743, respectively). The interaction 

of these variables is also not significant (p  = .4003). Thus, H3c is not supported.
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Discussion o f  Hypotheses 3 a, 3 b, and 3 c

As indicated in the statistical results, no support was found for H3a, H3b, or H3c. 

One explanation for this lack o f  support is the lack o f  sensitivity in the data collected for 

the audit-technique-selection task. In the experiment, the subjects were asked to list all o f  

the audit techniques that they would use in auditing the taxpayer’s return.

The mere listing o f  these techniques allowed only for the determination o f  the 

presence/absence o f positive, combined, and negative testing. It did not allow for the 

determination o f the relative weight that the subjects placed on these types o f testing. It 

is reasonable to suspect that while time pressure and accountability might not affect the 

presence/absence o f  the different testing strategies, they might affect the relative weights 

that agents place on them. However, this could not be determined from the data 

collected. Future research in this area should examine such weighting of testing 

strategies.

Summary

Hypotheses la, lb , lc  predicted the effects o f time pressure and accountability on 

effectiveness in the issue-selection task. The results o f  H la  and H lb showed that time 

pressure had a negative effect on effectiveness, and accountability had a positive effect on 

effectiveness in the presence o f  time pressure. Moderate support was found for H lc  

which predicted that accountability had a negative effect on effectiveness in the absence 

o f  time pressure. Hypothesis 2 predicted a significant ordinal interaction o f time pressure 

and accountability on efficiency in the issue-selection task. This hypothesis was not 

supported. Hypotheses 3a, 3b, and 3c predicted that time pressure and accountability
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would interact to affect the presence o f positive, combined, and negative testing, 

respectively. No support was found for any of these hypotheses.
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Chapter 5 

Conclusion

Introduction

The purpose o f  this chapter is to summarize and discuss the findings o f this 

dissertation. To accomplish the following will be discussed: (1) the limitations o f the 

research; and, (2) the implications and conclusions to be drawn from the research.

Limitations

Before the implications of this research can be discussed, a number o f limitations 

should be noted. First, this research only examines one phase o f the tax auditing 

process—the Pre-Examination Analysis phase. A complete understanding of the 

judgment/decision-making process in tax auditing will require examination o f the other 

constituent components as well as the entire process.

Second, this research does not include all o f the variables that are expected to 

affect the tax auditing process. The effects o f such variables as structure of knowledge, 

auditing style, and the role o f the taxpayer in the audit have not been included. The 

effects of these variables and others would need to be studied for a complete 

understanding of tax auditing to be gained.

Third, this research has the potential for low external validity. The experiment 

conducted is a role-playing experiment in which the manipulated variables are merely 

role-playing manipulations. Since the subjects did not experience the actual conditions of 

time pressure and accountability, but rather role-play them, external validity suffers.
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Implications and Conclusions

The primary objective o f  the present research, was to experimentally examine the 

effects o f time pressure and accountability on the performance o f  revenue agents in a  tax 

audit issue-selection task and an audit-technique-selection task. A  model o f  the tax 

auditing process was presented and a set o f five hypotheses were tested. The findings o f 

these hypotheses have a number o f  implications on the policies o f  the IRS as well as 

accounting research.

Hypothesis la  was supported and showed that time pressure has a negative effect 

on effectiveness in the issue-selection task. Hypothesis lb  was supported and showed 

that accountability has a positive effect on effectiveness in the presence o f time pressure. 

Hypothesis lc  was moderately supported and found that accountability has a negative 

effect on effectiveness in the absence of time pressure. These findings will have a great 

impact for the IRS concerning the use and timing o f  the review process. These findings 

also give a better understanding o f the effects that time pressure and accountability on an 

agent’s performance.

The findings o f  hypotheses la, lb, and lc  also represent an important contribution 

to the accounting literature. The present research is the first study to find interactive 

effects of time pressure and accountability in a hypothesis-generation task. This is 

important considering this is also the first study to examine judgment/decision-making 

processes in the tax audit setting.

The lack o f results supporting hypothesis two was somewhat surprising, but as 

previously discussed, is likely due to the overall high level o f efficiency exhibited by the
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agents. This high level o f efficiency indicates the high level o f training and experience 

that IRS agents possess.

The lack o f results supporting hypotheses 3a, 3b, and 3c indicate the need for the 

collection o f more detailed data concerning audit techniques used by revenue agents. 

Future research should collect data that would allow for more sensitive analysis o f 

hypotheses and possibly yield significant findings.

Finally, the present research provides the basis for numerous future research 

projects. First, the most direct extension o f this research would be to further investigate 

the testing strategies used by revenue agents and to examine how the application o f these 

strategies affect the results o f a tax audit. Second, research on the other phases o f the tax 

auditing process would provide a greater and more complete understanding o f  the process 

as a whole. Third, research on the interactive environment between the taxpayer and the 

agent would provide a better overall understanding o f the tax auditing process. Such 

research was suggested by Pentland and Carlile (1995) in a game theory setting; however, 

such research is readily applied in a judgment/decision-making setting as well.

It should be noted that research in tax auditing is not limited to research on IRS 

agents. Such research is readily applicable to tax auditors at the state level. Tax auditing 

is the only area where the tax and auditing domains converge in the same setting. Tax 

auditing is a largely neglected accounting task which provides an excellent opportunity to 

examine a variety o f  research questions in both tax and auditing that would be difficult to 

examine in either o f  the individual domains.
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Tax Audit Task Model Description

Select/Survey Returns

Returns that potentially are audited by an agent go through a series of checks 

before assignm ent. When a tax return is filed at one o f the ten regional service centers, it 

is processed through the Discriminant Function (DIF) system. Essentially, the DIF 

system is a sophisticated algorithm that compares the return filed to a model return and 

assigns the filed return a score. The higher the DIF score on the return, the more likely it 

is to be selected for audit. As audit work is needed by the district revenue agent groups, 

classifiers at the service center examine the high-DIF returns for audit potential. Returns 

selected by classifiers as having potential for adjustment are sent to the revenue agent 

groups.

When the tax return is assigned to the agent, the agent may choose to audit the 

return or survey the return. It is infrequent that an agent surveys the return, since the 

return has already been through numerous checks for audit potential; however, it does 

occur on occasion. When the decision to survey a return is made, the agent is required to 

document the reasons for the survey decision.

Pre-Examination Analysis

During this phase o f the examination, the agent analyzes the return for potential 

adjustment issues. Under normal circumstances, no issues have been identified before 

the case is in the hands o f the agent. Occasionally a case that has a mathematical error or 

a nondeductible item and has other audit potential is sent to the agent with that issue
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identified. Once the agent has selected the issues that he or she wishes to examine, any 

tax law research that can be conducted on the issues without further information is 

conducted. Following this, additional information that is required from the taxpayer is 

identified. Also, during this phase, the type o f  audit techniques to be used during the 

audit are selected.

Scheduling

The scheduling phase o f the tax audit is the first contact with the taxpayer at 

which point the initial interview with the taxpayer and/or the tax preparer is scheduled. 

The agent typically requests that certain documentation be available at the first scheduled 

appointment. This documentation typically includes copies o f prior and subsequent year 

tax returns, the taxpayer’s books and records, and all bank statements for the year under 

audit. Information related to specific issues that the agent has pre-planned is usually not 

requested in advance. Therefore, the taxpayer often has no idea what issues will be 

audited by the agent.

Developing Facts

The initial interview is the first substantive contact with the taxpayer. The 

questions that are typically asked during this interview cover three general topic areas.

The first are “package audit” requirements. These are questions that are asked to 

determine whether the taxpayer is current in filing all tax returns (i.e., individual, 

corporate, employment tax, etc.) for both the current and prior years.
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The second type o f questions involve the probe for unreported income. Various 

questions are asked concerning potential sources o f income and the location o f  any bank 

accounts or other sources o f cash. The questions asked during this phase should be 

creative in nature and tailored for the particular taxpayer being audited. Decision aids in 

the form of pro-forma questionnaires are often provided to agents during the various 

phases o f training to assist them in ensuring that all basic areas o f  the income probe are 

covered. However, it has become questionable whether the use o f these questionnaires is 

beneficial as agents have tended to limit their questions to the form questions and do not 

rely on their own creativity. Information gathered by these types o f  questions can be 

used by an agent in the application o f  indirect-method audit techniques.

The third type o f  questions asked during the initial interview involve the specific 

questions concerning the issues identified during the pre-examination analysis. These 

questions are used to clarify the nature o f the issues and the documents that may exist 

which will be needed to properly examine the issue. Following these questions, the agent 

may either drop the issue or request documentation for examination.

Following the initial interview, additional issues for examination may be 

identified from either the taxpayer’s responses to the agent’s questions or from a 

subsequent inspection o f the taxpayer’s books and records. In any case involving a 

business o f a taxpayer (i.e., Individual-Schedule C, corporations, and partnerships), 

agents are required to make an overall inspection o f the taxpayer’s books and records in 

addition to inspecting the information provided by the taxpayer for the issues that the 

agent pre-planned. Following a review o f these records, the agent may identify 

additional issues that have potential for adjustment. Once a new issue has been
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identified, the agent goes through the issue-analysis process as described in the pre

examination analysis section o f this appendix.

Agents may further choose to use indirect-method audit techniques in the audit o f 

the taxpayer. Indirect-method audit techniques are techniques that utilize information 

provided by outside sources to verify the taxable income o f the taxpayer (e.g., contacting 

major corporate customers to verify the dollar amount o f sales made by the customer). 

These techniques often utilize information obtained during the initial interview (e.g., 

location o f bank accounts) or from the taxpayer’s books and records (e.g., customer lists) 

as the starting point for the application o f indirect-method techniques.

Determining Applicable Tax Law

This phase o f the tax audit most closely resembles the tax law information search 

processes conducted by non-govemment tax professionals. Once issues have been 

identified, an information search is conducted to determine the treatment of the issues 

identified. A large portion o f this research may be conducted during the pre-examination 

analysis to determine whether an issue should be pursued in the audit. However, once 

further information is gathered from the taxpayer, it may be necessary for further tax law 

research to draw a conclusion as to the correct treatment o f the issue.

Closing Conference and Adjustments

Once all issues have been identified, thoroughly examined, and researched, the 

agent presents the taxpayer with any adjustments to the tax return. This is done at the 

closing conference usually with the taxpayer and/or his representative. The basis for the
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adjustments) is thoroughly explained to the taxpayer along with the relevant law on 

which the adjustment is based. The taxpayer is then given the opportunity to rebut the 

agent’s arguments i f  he or she feels that the adjustment is unwarranted.

At the conclusion o f the closing conference, the taxpayer is given the opportunity 

to express his or her agreement with any or all o f  the issues. If  all o f  the adjustments are 

agreed to, then an agreed report is prepared which the taxpayer signs, and the case is 

closed. If  the taxpayer does not agree with any o f  the adjustments, the case is written up 

as “unagreed”. The case is then sent to the appeals section for settlement or potential 

litigation. If  some issues are agreed to, then a partially-agreed report is prepared with the 

unagreed issues being handled in the same fashion as an unagreed case. It should be 

noted that it is highly unusual to have a partially-agreed case, because the taxpayer tends 

to save the otherwise agreed issues as bargain ing  points during the appeals process.
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McAfee School o f Business Administration 
Union University 
1050 Union University Drive 
Jackson, Tennessee 38305

My name is Tom Proctor. I am an accounting professor at Union University and a 
former IRS agent. I  am currently working on my doctoral dissertation at the University 
o f Memphis. My dissertation concerns how IRS agents pre-plan a tax return. Thank you 
for agreeing to participate in my study. The instruments enclosed are essential to the 
completion o f my project. All responses are anonymous and confidential. Please be as 
truthful as possible in completing the instruments.

You will find enclosed the following items:

(1) Demographics sheet
(2) Corporate Taxpayer Questionnaire
(3) Tax Return
(4) Debriefing Questionnaire
(5) Problem Questionnaire
(6) Return Envelope

In completing the instruments, please complete them in  the order they are 
arranged in the envelope. It should take approximately 30 minutes to complete the 
instruments. After completing the instruments, return all o f  the instruments in the return 
envelope provided. Again, thank you for your consideration.

Sincerely,

Thomas Y. Proctor
Assistant Professor o f  Accounting
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Demographics

This questionnaire is anonymous and confidential. The following item s are not intended 
to identify you. Instead, they help me understand the responses.

1. Grade (GS level):

2. Years in Current Grade:

3. Years as a Revenue Agent:

4. Total Years at IRS:

5. How many years o f prior experience at IRS do you have in each o f  the following 
positions: (if none, put a zero).

Tax Auditor  Years

Taxpayer Service  Years

C rim inal Investigation  Years

Other (Non-Revenue Agent)
IRS Experience  Years
Position  ____________________________

6. Years o f non-IRS Tax or Accounting work: ________

7. Which professional certification/licenses do you hold? Please check all that apply.

CPA ______
Attorney
Other  —please indicate certification______
None ______

8. What is your highest degree earned? (Check one)

High School ______
Associate (2-year degree) ______ --indicate major field
Bachelor’s  —indicate major field
Master’s  —indicate major field
Law  —indicate degree____
Other  —indicate degree____
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Corporate Taxpayer Questionnaire 

Instructions

Below is a description o f a corporate taxpayer which has been selected for audit. Read 
the situation described below. While reading, place yourself in the position of the 
revenue agent that has been assigned this taxpayer. At the end o f  the description, you 
will be asked questions concerning the audit o f this taxpayer.

Scenario

You have been assigned the 1996 Form 1120 Corporate tax return of Austin 
Manufacturing, Inc. by your manager for examination. Austin Manufacturing, Inc. is a 
manufacturer in the Structural Metals industry and is owned 100% by Jack Austin, who is 
also the president o f  the company.

[Insert TIME PRESSURE manipulation]

[Insert ACCOUNTABILITY manipulation]
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Enclosed is Austin Manufacturing, Inc’s 1996 Form 1120. Please review this return and 
respond to the following.

1. Please list below all o f  the issues that you would pre-plan (i.e., select for examination) 
if  you were auditing the taxpayer described above, (include all issues including any 
required elements, e.g., deductions, income, balance sheet items, etc.).

2. How many hours do you anticipate that you would need to complete the audit o f this 
taxpayer?

3. Describe in detail in the space provided below, all o f  the audit techniques that you 
would plan to utilize in the examination o f this taxpayer. Please include all 
techniques from the time o f the initial interview through the conclusion o f the audit. 
Additional space is provided on the next page, if  needed.
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Experimental Manipulations

Time Pressure

Absent

This case is a new case that has no hours charged to it and no days-in-process. 

Present

This case was transferred to you from another agent in your group who has been 
transferred to another area.

The case has 45 hours charged to it and has 400 days-in-process and is therefore 
classified as “over-age”. From an examination o f the prior agent’s workpapers, 
you find little useful information and have determined that you will have to start 
the audit over.

Accountability

Low

It is your expectation that this case will receive the usual review done by your 
manager and has the possibility o f being selected for review by Quality 
Measurement Staff. QMS has historically reviewed 10% o f cases worked.

High

Your manager has told you this case is a high profile case and will be watched closely by 
examination officials at the district level. Because of this, you anticipate your manager 
will review your work closely and realize that the case will almost certainly be reviewed 
by Quality Measurement Staff.
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1120Form
Depwunentef die Treauay 
Menul h w u  Sanica

U .S. Corporation Incom e Tax Return
F or c a le n d a ry e a r  1996 o r  tax  y e a r  beginning . . . . . . . . .  1996. ending  ______.1 9

► Instructions a re  s e p a ra te . S e e  p ege  1 lo r  P aperw ork  R eduction A ct N otice.

OM8 No. 1S4S-Q1J1

111)96
A Check if a:
1 ConsoCdated M o n  .—. 

(attach Form SSI) LJ
2  Personal holding c o . _  

(attach Sch. P»[ LJ
1 h n o N l i a n t a r | t  

tis  defined h  Temporary 
Regs. sec. 1.441-41—.—, 
see iwmetinnsl I I

Use
IRS
label.
Other*
wise.
print o r
type.

C Check applicable boats: (1) Q

H a m
A u s t in  M a n u fa c tu r in g /  I n c .__________

Number, sweet, and room  or suite n i .  (IT a  P.O. box. see  page 6  of instructions J

8510 M a n u fa c tu rers*  Rov_____________
City o r  town, state, an d  Zld code

L a n eto w n  r ‘TN 3 8 1 2 3
Initial ratten (2) I I Fi

■TN 3 8 1 2 3
In J  return .*(3) Q  dnange

Lets returns and aflotynesL.
of add ress

B Employer identification num ber

6 2 1 5 4 8 9 3 1 4
C Date incorporated 

1 0 / 1 2 / 8 1
O Tceal assets (see page 6 of imtructionsl 

S 5 3 4 . 3 6 0 1  -
l a
2
3
4
5
6 
7 
•
9

10
11

Cross receipts or sales 1 1 > 6 2 4  .  0 3 ?  — lb Le 
Cost of goods sold (Schedule A. fine 8)
Gross profit. Subtract fine 2 from fine 1 c .........................
Dividends (Schedule C. line 1 9 ) ...................................................................
I n te r e s t ................................................................... ...... ...................................
Gross r e n t s .......................................................................................................
Gross royalties.................................................................................................
Capital gain net income (attach Schedule D (Form 1120)) . . . . 
Net gain o r (loss) from Form 4797. Part II. line 20 (attach Form 4797) 
Other income (see page 7 of instructions—attach schedule) . . . 
Total incom e. Add fines 3 through 1 0 .......................................................

J I cBal ► i d  , 6 2 4 . 0 3 5  
6 4 7 , 3 7 2

10
iiL

9 7 6 , 6 6 3

2 , 7 8 1
9 , 8 2 8

1 4 0 , 4 8 4
1 2 9 , 7 5 6

£S.Ua
zQ

12
13
14
15 
IS

17
18
19
20 
21 
22
23
24
25
26
27
28 
29

30
31
32

2 b
I c
m
CL e
? r
<•
K g

k— 33
34
35
36

Compensation o f officers (Schedule E. line 4 ) ...................................................................
Salaries and w ages (less employment cred its)...................................................................
Repairs and m aintenance.......................................................................................................
Bad d e b t s ...............................................................................................................................
R e n t s .....................................................................................................................................
Taxes and l i c e n s e s .............................................................................................................
I n te r e s t .....................................................................................................................................
Charitable contributions (see page 8 of instructions for 10% limitation) .  . .  .
Depreciation (attach Form 4 S 6 2 ) ............................................................................I 20
Less depreciation claimed on Schedule A and  elsewhere on return . . .  L22i 
D e p le t i o n ................................................................................................................................

12 2 2 3 , 3 5 3
13 1 8 7 , 2 4 4
14 4 0 . 3 4 9
is
16 1 2 3 , 9 8 5
17 5 5 . 7 2 2
18 1 3 . 5 8 0
19 234

8 3 . 8 2 6 1  —
21b 8 3 . 8 2 6
22

A dvertising ....................................................................................................................................................................
Pension, profit-sharing, e tc ,  p l a n s ..........................................................................................................................
Employee benefit p r o g r a m s .....................................................................................................................................
Other deductions (attach schedu le).........................................................................................................................
Total deductions. Add lines 12 through 2 6 .................................................................................................
Taxable income before net operating loss deduction and special deductions. Subtract fine 27 from line  ̂11
Less: a  Net operating loss deduction (see p age  10 of instructions) . .  I 29a I___________

________ b Special deductions (Schedule C. fine 2 0 ) .............................................1 29b I

23
24
25
26 3 1 4 . 8 6 8
221 0 4 3 . 1 6 1
28 8 6 . 5 9 5

29c

32a '1,69-j —

32b
32c ( )JjdB al m m a & n m

32e

Taxable incom e. Subtract line 29c from fine 28 
Total tax (Schedule J . fine 10) . .
Payments: a 199S orerpaymcrt cradled to 1996 
1996 estimated tax  paym ents . .
Less 1996 refund applied for on Form 4466
Tax deposited with Form 7004 .............................................................
Credit from regulated investment com panies (attach Form 2439) .
Credit for Federal tax  on fuels (attach Form 4136). See instructions 
Estimated tax penalty (see page 11 of instructions). Check if Form 2220 is attached .
Tax due. If fine 32h is smaller than the total of lines 31 and 33. enter amount ow ed . 
O verpayment. If fine 32h is larger than the total o f fines 31 and 33. enter amount overpaid . 
Enter amount of fine 35 you want: C redited to  1997 estim ated  tax

30
31

32f

12a.

R e fu n d e d  ►

3 2 h
33
34

8 6 . 5 9 5
1 7 . 6 9 2

1 . 6 9 7

1 5 .9 9 .5

Sin
H ere

Paid
Preparer's 
Use Only

Under pen. kies of pcQury. I declare tfu t I haVe examined (tvs return. including accompanying schedules and statements, and to the best of 
belief, « A hue. correct. conpletff. Declaration of preparer (other than teipayer] is based on a* information of which preparer has any knowledge.

1 3 / 2 9 / 9 7  y  P r e s i d e n t

and

J a s o n

Dace 

OaCe

3 / 2 1 / 9 7

Title

Firm
yours if self-ernpfoyed} 
end Jddress

Check r  —  
self-employed l_X

Preparer's social security nunber

4 6 5  '■ 9 0  1 8 3 1 2
T h o m a s .  CPA EIN

50  Court-. ZIP code 3 8 1 2 3
6 7  6 7 R 1 4 3

C at. No. 11450Q
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Form 1120(1*96)

Schedule A Cost of Goods Sold (See page 11 of instructions.)
Page 2

1 Inventory a t  beginning of y e a r ........................................................................................................................... 1 6 7 . 1 3 5
2 P u rc h a se s .............................................................................................................................................................. 2 4 4 7 . 2 4 5
3 C ost of l a b o r .....................................................................................' .............................................................. 3 2 0 6 . 7 8 1 _
4 Additional section 263A costs (attach schedule) . .  *.......................................................................... 4
5 O ther co s ts  (attach sc h e d u le ) ...............................■*....................................................................................... 5
S TotaL Add Enes 1 through 5 ...............................( ...................................................................................... e 7 2 1 . 1 6 1 _a- 1
7 Inventory a t  end of y e a r ...................................................................................................................................... 7 7 3 . 7 8 9 *
8 C o st of goods sold. Subtract fine 7 from line 6. Enter here apd  on page 1. Bne 2 ......................... 8 6 4 7 , 3 7 2 —

9a C heck a l  methods used for valuing closing inventcyy: i J
(Q ( 9  C ost a s  described in Regulations section 1.471-3 * ’■ 4
00 □  Lower of cost o r market a s  described in Regulations section 1.471-4
("0 D  Other (Specify method used  and attach explanation.) ► ......................... ............................................................................................
C heck f  there was a writedown o f subnormal goods a s  described in Regulations section 1.471 -2 (c ) ................................................ h-
Check if the LIFO inventory method w as adopted this tax year for any goods (if checked, attach Form 9 7 0 ) ..............................h-
If the LIFO inventory method w as used  for this tax year, en ter percentage (or amounts) o f  closing 
inventory computed under L I F O ....................................................................................................................
If property is produced or acquired for resale, do  the rules of section 263A apply to  the c o r p o r a t i o n ? ........................... O  Yes
W as there any change in determining quantities, cost, o r valuations between opening a n d  closing inventory? If "Yes." 
attach explanation .  ..................................................................  LJ Yes

□□
9d

Schedule C Dividends and Special Deduclions (See page 12 of 
instructions.)___________________________________

(c) Special deductions 
M  :< P>)

(a) Dividends 
received

sec 
instructions

1 Dividends from less-than-20%-owned domestic corporations that are subject to  the
7096 deduction (other than debt-financed s t o c k ) .............................................................

2 Dividends from 20%-or-more-owned domestic corporations that are subject to  the 
BOX deduction (other than debt-financed s t o c k ) .............................................................

3 Dividends on debt-financed stock of dom estic and foreign corporations (section 246A)
4 Dividends on certain preferred stock of less-than-2096-owned public utilities . . .
5 Dividends on certain preferred stock of 2096-or-more-owned public utilities . .  .
C Dividends from less-than-2096-owned foreign corporations and certain FSCs tha t are

subject to  the 7096 d ed u c tio n .................................................................................................
7 Dividends from 2096-or-more-owned foreign corporations and certain FSCs that are

subject to  the BOX d e d u c tio n .................................................................................................
B Dividends from wholly owned foreign subsidiaries subject to the 10096 deduction (section 24S(bB
9 Total. Add Bnes 1 through 8. See page  12 of instructions for limitation.........................

10 Dividends from domestic corporations received by a  small business investment
com pany operating under the Small Business Investment Act of 1958 .........................

11 Dividends from certain FSCs that a te  subject to  the 100%  deduction (section 245(cK1)
12 Oividends from a dilated group members  subject to the 10096 deduction (section 243(a)(3))
13 Other dividends from foreign corporations not included on Bnes 3. 6. 7. 8. o r 11 . .
14 Income from condoled foreign corporations under subpart F (attach Form(s) 5471) .
15 Foreign dividend gross-up (section 7 8 ) ...............................................................................
IS IC-DISC and  former DISC dividends no t included on  Bnes 1. 2. or 3 (section 246(d)).
17 Other d iv id e n d s ......................................................................... ................................................»
18 Deduction for dividends paid on certain preferred stock of public u t i l i t i e s .........................
19 Total dividends. Add lines 1 through 17. Enter here an d  on line 4. page 1 . .  ►
20 Total special deductions. Add Bnes 9. 10. 11. 12. and  18. Enter here and on line 29b. p ag e  1 ................................+~
Schedule E Compensation of Officers (See instructions for line 12. page 1.)

f*| Name of officer (b) Social security number
fe) Percent of 

lime devoted to 
business

M o n t  nr corporation 
stock owned (q Amount of com pensation

(d) Common M  Preferred

1 J a c k  A u s t in 8 3 4 - 2 6 - 9 1 4 9

OO*-< i o o  % X 2 2 3 . 3 5 3
X X X
X X X
X X X
X X X

2 2 3 . 3 5 3
3 Compensation of officers claimed o n  Schedule A and elsewhere
4 Subtract Iine 3 from line 2. Enter the result here and o n  line 12.

on re tu rn  . . . . . . . . .
page 1 ............................................ 2 2 3 . 3 6 3
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Form 1120 (IMS)
Schedule J Tax Computation (See page 13 of In s tru c tio n s .)

Page 3

Za

Check if the corporation is a  m em ber of a controlled group (see sections 1S61 and  1563) . ►
Im p o rtan t Members o f •  controBed group, s e e  instructions on page  13.
IT the box on  Ene 1 is checked, en ter the corporation's share of the  J 50.000. 525.000. and S9.925.000 taxable 
income brackets (in th a t order); *
(i) Is 5 0 , 0 0 0 1  -  ) p, Is  . 25#0001 -  I p,  Is  1 1 , 5 9 5  I-

4a
b
c
d

5
6 

7 
S 
9

10

Enter the corporation's share of;
(1) Additional 5%  tax (not m ore than S11.750)
(2) Additional 396 tax (not more than SI 00, 
Income tax. Chock this box if the  corporation 
448(d)(2) (see instructions on page  13)
Foreign tax credit (attach Form 1118) 
Possessions tax credit (attach Form 5735)

fwwj • ■ |~ t
(.000) [IE } J.
ion is a Qualified personal

J

I___I
I___I

(vice corporation a s  defined in section
 ► □
4a

1 7 , 6 9 2

Check: CD Nonconventional source fuel credit Q  QEV credit (attach Form 8834) 
General business credit. Enter here and check  which forms are attached:
□  3800 □  3468 □  5884 □  6478 □  6765 □  8586 □  8830
□  8826 □  8835 □  8844 □  8845 □  8846 □  8820 □  8847
Credit for prior year minimum tax (attach Form 8 8 2 7 ) .................................................
Total cred its. Add lines 4a through 4 e .........................................................................
Subtract line 5 from line 3 ..................................................................................................
Personal holding com pany tax (attach Schedule PH (Form 1 1 2 0 ) ) .........................
Recapture taxes. Check if from: O  Form 4255 CD Form 8 6 1 1 .........................
Alternative minimum tax (attach Form 4 6 2 6 ) ...................................................................
Total tax. Add Bnes 6  through 9. Enter here and  on line 31. page 1

4b
4c

4d
4e

Schedule K
10

1 7 , 6 9 2

1 7 , 6 9 2
Other Information (See page IS of in s tru c tio n s .)

1 Check method of accounting: a  O  C ash
b {(] Accrual c  D  Other (specify) ►...............................

2  See page 17 of the Instructions and  sta te  the principal:
a  Business activity co d e  no. ►........5  4 4 0 ....................
b  Business activity ►...Manuf a c t u r i n a .........
c  Product o r service ► . S t |T U C t U j r a j L „ M e f c a l „

I  Oid the corporation a t  the end of the tax  year own. directly 
o r indirectly. 5096 o r  more of the voting stock of a 
domestic corporation? (For rules o f attribution, see  
section 2 6 7 ( c ) . ) ........................................... ......

f  "Yes." attach a schedule showing: (a) name and identifying 
number, (b) percentage owned, and fcj taxable income or 
(toss) before NOL and special deductions of such corporation 
for the lax year ending w th  or within your lax year.

I Is the corporation a  subsidiary in an afliEated group o r  a
parent-subsidiary controfled g r o u p ? ...............................
If 'Y e s . ' enter employer Identification num ber and name 
of the parent corporation ► .................................................

r« s |N o |

Oid any individual, partnership, corporation, esta te  or 
trust a t the end of the  tax year own. directly o r indirectly. 
5096 or more of Ihe corporation's voting stock? (por rules 
of attribution, see  section 2 6 7 (c ) .) .....................................
If "Yes.* attach a schedule showing nam e and  identifying 
number. (Do not include any information already entered 
in 4 above.) Enter percentage ow ned ►.........................

During this tax year, did the corporation pay dividends (other 
than stock dividends and distributions in exchange for stock] 
in excess of Ihe corporation's current and accumulated 
earnings and profits? (See secs. 301 and 3164 . . . .  
If "Yes." file Form 5452. If this is a consolidated return, 
answ er here for the parent corporation and on  Form  851. 
Affiliations Schedule, for each subsidiary.

* i* I >

* £
i *

b

Was the corporation a U.S. shareholder of any controlled 
foreign corporation? (See sections 951 and 957.) . . .
If "Yes." attach Form 5471 for each such corporation. 
Enter number of Forms 5471 attached ►........................

8 At any time during the 1996 calendar year, did the corporation 
have an interest in or a signature or other authority over a 
financial account (such as a bank account, securities 
account, or other financial accotnt) in a foreign coirXry? 
tt*Yes." the corporation may have to fie Form ID F 90-22.1.
If "Yes." enter name of foreign country ►.......................

9 During the tax year, did Ihe corporation receive a  distribution 
from, or was it the grantor of. or transferor to. a foreign trust?
E 'Yes.* see page 16 of the instructions for other forms the 
corporation may have to f i e ...........................................

10 Did one foreign person at any time dtring the tax year own. 
(Erectly or indirectly, at least 2596 of: (a) Ihe total voting power 
of a I classes of stock of Ihe corporation entitled to vote, or 04 
the total value of aM classes of stock of the corporation? If *Yes.*

a Enter percentage owned ►...............................................
b Enter owner's country ►....................................................
c  The corporation may have to file Form 5472. Enter number

of Forms 5472 attached ►...............................................
11 Check this box if Ihe corporation issued pubKdy offered 

debt instruments with original issue discount . ► □
f  so. the corporation may have to file Form 8281.

[ 12 Enter the amount of tax-exempt interest received or 
accrued during the tax year ►- 6 ......................................

13 If there were 35 or fewer shareholders at the end of the 
tax year, enter the number ........................................

14 If the corporation has an NOL  for the lax year and is 
electing to forego the carryback period, check here LJ

15 Enter the available NOL carryover from prior tax years 
(Do not reduce it by any deduction on Ene 
29a.) ►- S_________________________________ __________

Y«s  No
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Form 1120(1996)

Schedule L Balance Sheets per Books Beginning of lax year End of tax year

1 0 4 , 8 5 4 1 1 8 , 8 7 1
8 4 , 0 9 16 7 , 7 4 7

6 6 , 3 9 2 1 , 6 8 2* . ,3 5 5 8 2 , 4 0 9
67,-1 .35 7 3 , 7 8 9

1 4 1 , 9 0 6 3 6 , 9 0 2t * * *3 

/> *
8 6 4 , 4 7 7 8 6 5 , 7 6 4
5 5 9 , 5 4 9 3 0 4 . 9 2 8 6 4 3 . 3 7 5 2 2 2 . 3 8 9

6 8 5 , 2 1 5
£883%

2 9 , 1 4 2 3 7 , 7 5 4

1 . 2 2 0 2 8 , 1 9 3
1 0 1 , 2 2 6
1 7 2 , 7 5 9 18 . 6 4 2

m m m m m
1,120l* i,7 ,0

6 4 ^ 7 9 5 6 4 . 7 9 5

3R3 . R063 1 4 , 9 0 3

A s s e ts
1 Cash
2a Trade notes and accounts receivable . 

b  Less allowance for bad deb ts . . .
3 Inventories
4 U.S. government obligations
5 Tax-exempt securities (see instructions) .
6 Other current assets (attach schedule) .
7 Loans to stockholders
8 Mortgage and real esta te  loans . .
9 Other investments (attach schedule) .

10a Buildings and other depreciable assets
b Less accumulated depreciation 

11a Ocplctablc assets 
b  Less accumulated depiction . .

12 Land (net of any amortization) . .
13a Intangible assets (amortizable only) 

b  Less accumulated amortization
14 Other assets (attach schedule). .
15 Total a s s e t s ....................................

L iab ilities a n d  S to c k h o ld e r s ’ E quity
16 Accounts p a y a b l e ...........................................
17 Mortgages, notes, bonds payable in less than 1 year
18 Other current liabilities (attach schedule) .
19 Loans Irom s to c k h o ld e r s ........................
20 Mortgages, notes, bonds payable in 1 year or more
21 Other liabilities (attach schedule) .
22 Capital stock: a Preferred stock

b Common stock
23 Paid-in or capital surplus
24 Retained earnings—Appropriated (attach schedule
25 Retained earnings—Unappropriated
26 Less cost oI treasury stock
i i  total aaomues ana stockholders equity . . | 
N ote: You are not required to complete Schedules M -1

m m sm sm ssm ssm m i 
1 and M-2 below if the

b o D . Z l D
total assets onSne IS. column (d) o f Schedule L

. IhU
are less than 525.000.

FJfarTtTSflireiftSI Reconciliation of Income> (Loss) per Book:5 With Income per Return (See page 16 of instructions.)
Net income (loss) per b o o k s .........................
Federal income t a x ...........................................
Excess of capital losses over capital gains . 
Income subject to  tax not recorded on books 
this year (itemize):..............................................

Expenses recorded on books this year not 
deducted on this return (itemize):
Depreciation . . . . s ...........................
Contributions carryover S ..........................
Travel and entertainment S ..........................

6 Add lines 1 through S
Schedule M-2

6 8 . 9 0 3
1 7 , 6 9 2

8 6 . 5 9 5

Income recorded on books this year not 
included on this return (itemize): 
Tax-exempt interest $

8 Deductions on this return not charged 
against book income this year (itemize):

a  Depreciation . . S...................
b Contributions carryover S .................

9 Add lines 7 and 8 ..............................
10 Income (line 28. page 1)—line 6 less line 9

mm

Analysis of Unappropriated Retained Earnings per Books (Line 2S, Schedule L)
R6 . 595_

1 Balance at beginning of year
2 Net income (loss) per books
3 Other increases (itemize): __

4 Add lines 1. 2. and 3

3 1 4 , 9 0 3
6 8 . 9 0 3

3 8 3 , 8 0 6

5 Distributions: a C a sh .
b Stock 
c  Property.

6 Other decreases (itemize): . . .

7 Add lines S and 6 ..............................
8 Balance at end of year (line 4 less Ene 7)

©
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Form 2220
DcpWTWfltof the Tftistry 
Ncrnal Itaw m a Sor%«c*

U nderpaym ent o f E stim ated Tax by Corporations

► S ee  sep a ra te  instructions.
______________________ A ttach to  th e  co rporation 's tax  re tu rn ._______

OM8  Wo. 15* 5-014?

Name

A u stin  M a n u fa c tu r in g /  In d .
Employer M antifcation

62  | 5 4 8 9 3 1 4
N ote: In most cases, the corporation does no t need to file Form 2220. The IRS wilt figure any penally owed and bill the corporation 

File Form 2220 only if any o f the boxes dr the Note in Part I applies to the corporation. If the corporation does not need to 
fife Form 2220. it may still use it to Ftgurd, the penally. Enter the amount from line 36 on the penally line of the corporation's 
Income lax return, but do not attach Form 122207' , j

P art I Reasons For Filing—Check Ihe boxe^ below that a p p l f to the corporation. If any box is checked or the Note below 
applies, the corporation must file Form 2220 with the raporalion's tax return, even if it does not owe the penally. If the 

_______ box on line 1 or line 2 applies, the corporation may be able to lower or eliminate the penalty. See page 2 of the instructions.
1 O  The corporation is using the annualized income instalm ent method.
2 CD The corporation is using the adjusted seasonal installment method. -
3 □  The corporation is a *targe corporation* figuring its first required installment based  on th e  prior year's tax.

N ote: The corporation must also file Form 2220 if it is claiming a waiver of the penalty. See Waiver o f penalty on page 3 of the instructions.

P art II Figuring the Underpayment

Total lax (see page 2 oT the instructions)...............................................................................................................................

Sa Personal holding company tax included on  Ene 4 (Schedule PH (Form 1120). Ene 26). 
b  Interest due under the look-back method of section 460(b)(2) for completed long-term 

contracts included on line 4 .......................................................................................................

c  Credit for Federal tax paid on fuels (see page 2 o f the instructions)......................................5 c

S a

S b

1 7 / 6 9 2

d Total. Add Encs Sa through Sc
Subtract Ene Sd from Ene 4. If the result is less than $500. do  no t complete or file this form. The corporation
does not owe the p e n a l t y ............................................................................................................. ...... ...................................
Enter the tax shown on the corporation's 199S income tax return. (CAUTION: S e e p a g e  Z  o f the instructions 
before completing this / h e ) ....................................................................................................... ..........................................

Enter the sm aller of line 6 or line 7. t  the corporation must skip Ene 7. enter the am ount from Ene 6 on line 8

1 7 , 6 9 2

1 , 5 1 2

>
9 Installment due d a te s . Enter in columns fa) through (Id) the 

15th day of the 4th. 6th. 9th. and 12th m onths of the 
corporation's tax y e a r . .......................................................... ►

10 Required instalm ents. I  the box on line 1 o r  Erie 2 above 
is checked, enter the amounts from Schedule A. Ene 41. If 
the box on Ene 3 (but no t 1 o r 2) Is checked, see  page 2 of 
Ihe instructions for the amounts to enter. If none of these 
boxes are checked, enter 2596 of fine 8 above in each  column

11 Estimated tax paid o r  credited for each period (see page  2 
of the instructions). For column (a) only, en ter the arqpunt
from fine 11 on line 1 5 ..............................................................
Complete lines 12 through IB o f  one column before 
going to the next column.

12 Enter amount, if any. from Ene 18 of the preceding column
13 Add lines 11 and 1 2 ....................................................................
14 Add amounts on fines 16 and 17 of the preceding column.
15 Subtract Ene 14 from line 1 3 .1 zero o r less, e n te r -0-
16 If the amount on Ene 15 is zero, subtract Ene 13 from line

14. Otherwise, enter - 0 - ..............................................................
17 Underpayment. I  fine 15 is less than or equal to fine 10. 

subtract Erie 15 from Ene 10. Then go to Ene 12 of the next 
column. Otherwise, go to Ene 18 (see page 3 of the instructions)

18 Overpayment. If fine 10 is less than Ene 15. subtract Ene 10
 from Enc 15. Then go to line 12 of the next colum n. .  .

1 , 5 1 2

4 / 1 5 / 9 6

1 , 6 9 7

1 , 3 1 9

<b)

6 / 1 5 / 9 6

3 7 8

1 , 3 1 9
1 , 3 1 9

1 , 3 1 9

941

(cj

9 / 1 5 / 9 6

3 7 8

9 4 1
941

9 4 1

56 3

(d>

1 2 / 1 5 / 9 6

3 7 8

5 6 3
5 6 3

5 6 3

J .8  5_
 Complete Port III on page  2 to figure th e  penalty . I f  there ere no entries on line 17. no p en a lly  is owed.

For Paperw ork Reduction Act Notice, se c  p ag e  1 of the instructions. Cat. No. 11746L Form 2 2 2 0  (1996)
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Form 4562
D t p n M a f  Ux lian w y  
W M l  B w  i w i c t  (19 |
N am (>) shown on m um

D epreciation  and Am ortization  
(Including Information on Listed Property)

Son separate instructions. ► Attach this form to your rctum.

P a r t  I
A u st in  M a n u fa c tu r in g /  I n c . |  . ’ M a n u fa c tu r in g

Business o r l a w i y  lo  wtifch this form relates

Q M S  Wo. 1S4S-Q 172

Attachment 
Sequence No. 67

Identifying num ber

6 2 - 5 4 8 9 3 1 4
E le c tio n  To E x p e n s e  C e r t a in  T a n g ib le  P r o p e r ty  ( S e c t io n  179) (N o te :  If yo u  have any "fisted properly~ 
complete Part V before you com plete Part I.)____________________________________

i
z
3
4
5

Maximum dollar limitation. If a n  enterprise £ o n e  business, se e  p ag e  2 of the instructions . 
Total co s t of section 179 p ro p erty  p laced  in Service. See pages' 2 of the  instructions . . .p ro p erty  p laced  in Service. See page
Threshold cost of section  179 p roperty  befoip reduction in lin J ta tio n .........................................
Reduction in limitation. S u b tra c t line 3 from In e  2. If zjsro or l is s .  en ter - 0 - .......................
Dollar limitation for tax  year. S u b tra c t line 4 from line 1. If zero o r less, en ter -0-. If married 
filing separately, se e  p ag e  2  o f  th e  instructions

(a| Description of property tb| Cost (business u se  only) (e) Elected cost

7 Listed property. Enter am o u n t from  line 27....................................................
8 Total elected co s t o f section  179  property. Add am ounts in colum n (c). lines 6 an d  7 . . .
9 Tentative deduction. Enter th e  sm alle r of line 5 o r  line 8 ......................................................................

10 Carryover of disallowed d ed u c tio n  from 1995. S e e  p ag e  2 of the  in s tru c tio n s ..............................
11 Business income limitation. Enter the smaller of business income (not less than zero] or line 5 (see instructions)
12 Section 179 expense deduc tion . Add lines 9  an d  10. but d o  not en te r  more than line 11 . .
13 Carryover of disallowed deduction to 1997. Add lines 9 and 10. less line 12

10
11
12

S 1 7 . 5 0 0

$ 200 .000

N o te : Do not use Part If or Part III below for listed property (automobiles, certain other vehicles, cellular telephones. 
certain computers, or property used for entertainment, recreation, or amusement). Instead, use Part V for listed property.
Part II M ACRS D e p r e c ia t io n  F o r  A s s e t s  P l a c e d  in  S e r v ic e  ONLY D u rin g  Y o u r 1 9 9 6  T ax  Y e a r (D o  N o t I n c lu d e

____________L is te d  P ro p e r ty .)_______________________________________________________________________________________________
________________________________________ S ec tio n  A—G en era l A sse t A cc o u n t E lection________________________________________
14 If you are making the election  u n d e r section  168(0(4) to  group any  a s s e ts  p laced in service during the tax year into one

or m ore general a s s e t  ac co u n ts , ch e ck  th is box . S ee  page 2 of the  instructions  ..................................................... *~ □
S ec tio n  B—G e n e ra l D ep rec ia tio n  S ystem  (GPS) (See page 3 of the instructions.)

(a) Classification of property
(M M onth an d  
year p laced  an 

service

(c) Basis for depreciation 
(business/investment use 

only—see instructions}
(d) Recovery 

period (•) Convention (1) Method (g| Depreciation deduction

15a 3-year property liiPilb  5 -year property 1 2 8 0 5  Y r . HY MACRS 6 4
c  7 -year property
d  10-year property
e  15-year properly
f 20-year property $m$m§g  25-year property 2 5  yrs. S / L
h  Residential rental 

property
27  . 5 yrs. MM S / L
2 7 . 5  yrs. MM S / L 1

i Nonresidential real 
property

3 9  yrs. MM S / L
. MM S / L

16a C lass life S / L
b  12-year i i i l i i i i i l 12 y r s . S /L
c  40-year 40  y r s . MM S /L

P a r t  III O th e r  D e p r e c ia t io n  (D o  N o t  In c lu d e  L is te d  P ro p e r ty .)  (S e e  p a g e  4 o f  th e  in s tru c tio n s .)
17
ie
19

GDS and ADS deductions for asse ts  placed in service in tax years beginning before 1996
P roperty subject to section  168(0(1) e le c t io n ................................................................
ACRS and other rdepreciation

17
18
19

83  #76 2

S u m m a ry  (S e e  p a g e  4 o f  th e  in s tru c tio n s .)
20

Part IV
20 Listed property. Enter am ount from  line 26. . .  ...........................................................................
21 Total. Add deductions on line 12. lines 1S and 16 in column (g). and lines 17 through 20. Enter here

and on the appropriate lines of your return. Partnerships and S corporations—see instructions .
22 For assets shown above and placed  in sen/ice during the current year, enter

the portion of the basis attributable lo section 263A c o s t s .........................

8 3 , 8 2 6

For Paperw ork  Reduction Act N otice, s e c  p ag e  1 of th e  sep a ra te  instructions. C at. N o  I290G N F o rm  4 5 6 2  (199GJ
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Form 4562 (1996)

Part V
Page 2

L is te d  P r o p e r ty — A u to m o b ile s ,  C e r ta in  O th e r  V e h ic le s ,  C e l lu la r  T e le p h o n e s ,  C e r ta in  C o m p u te r s ,  a n d  
P ro p e r ty  U s e d  f o r  E n te r ta in m e n t ,  R e c re a t io n ,  o r  A m u s e m e n t
N ote: For any vehicle for which you are using the standard mileage rate or deducting lease expense, complete only 
23a. 23b. columns (a) through (cl o f Section A. all o f Section B. and Section C if applicable._______________

23a Do you have evidence to support the business/investment use claimed? 0  Y es O  No 23b If 'Yes.' is the evidence written? 0  Yee P I

M
Type or property (tsi 

vehicles first)

(b)
Date placed in 

service

„  (c) 
Business/

investment
use

percentage

/  (d)
{ C ost or other 
• I b a * > -f

M
Basts (or depreciation 
(business/investm ent 

(u se  only)

n
Recovery

period

(at
Method/

Convention

(N
Depreciation

deduction

(9 
Ctected 

section 1 79 
cost

% 1 i
%
% .  *

% S /L  -
% S /L  -
% S /L  -

26 Add am ounts in colum n (h). Enter the to tal here and on 1;
27 Add am ounts in colum n (i). E nter the total here and  on lii

ine 20. p a g e  1 .............................1 26 1
le  7. p a g e  1 ............................................................... I 27 1

S e c tio n  B— In fo rm atio n  o n  U s e  o f  V eh ic le s  
Com plete this section for vehicles u sed  by a sole proprietor, partner, o r o ther ’more than 5% owner." or related person.
¥you provided vehicles to your employees, frst answer the questions in Section C to see ¥  you meet an exception to completing this section for those vehicles.

28 Total business/investment miles driven during 
Ihe year (00 NOT include commuting miles)

29 Total commuting miles driven during the year
30 Total other personal (noncom m uting) 

mites driven...............................................

M
Vehicle 1

(b) 
Vehicle 2

M 
Vehicle 3

(4) 
Vehicle 4

M
Vehicle S

(0
Vehicle 6

31 Total miles driven during th e  year. 
Add lines 28 through 3 0 ........................

32 Was the vehicle available for personal 
u se  during off-duty h o u rs?  . . . .

33 Was the vehicle used primarily by a 
more than 5% owner o r related person?

34 Is another vehicle available for personal 
u s e ? ..........................................................

Yes N o Yes No Yes No Yes No Yes No Yes No

S ec tio n  C— Q u e s t io n s  for E m ployers W ho P ro v id e  V ehicles fo r U se  by Their E m ployees 
Answer these questions to determine if you meet an exception to completing Section B for vehicles used by employees who 
are not more than S% owners or related persons.____________________________________________________________

35

36

37
38

39

Do you maintain a  written policy s ta tem en t tha t prohibits all perso n a l u se  of vehicles, including com m uting.
by your e m p lo y e e s? ........................................................................................................................................................................
Do you maintain a written policy statement that prohibits personal use of vehicles, except commuting, by your employees?
See page 6 of the instructions for vehicles used by corporate officers, directors, or 1% or more o w n e r s ........................
Do you treat all u se  o f vehicles by  em ployees a s  personal u s e ? ........................ ........................................................
Do you provide m ore than five vehicles to  your em ployees, ob ta in  information from your em ployees about
the use of the vehicles, an d  reta in  the inform ation r e c e i v e d ? .......................................................................................
Do you meet the requirements concerning qua lined automobile demonstration use? See page 6 of the instructions . . 
Note: If your answer to 3S. 36. 37. 38. or 39 is 'Yes. * you need not complete Section B for the covered vehicles.

Yes No

M
Description of costs

<b)
Date amortization 

begins

W
Amortisable

amount

M
Code

section

(e)
Amortization 

period or 
percentage

tt
Amortization tor 

this year

40 Amortization of costs that bea ins during your 1996 tax year: |

41 Amortization of co s ts  tha t b e g a n  before 1996
42 Total. Enter here and on ‘O th er Deductions* or "O ther Expenses" line of your return

©

41
4 2
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Supporting Schedules 1996

Company: Austin Manufacturing, Inc. EIN: 62-5489314
tfiiiiimtiifiiifiiiiiiiiiiiiiiitfiMMihmmimMiiffifiiiimmtfiiiiiiiiiiiiHiiimiiiitfiiiiiitffiiiitftmm

C-Corporation Form 1120
Schedule K - 50% Ownership in Voting Stock o f  Following:

Name ID# % Owned

Jack Austin 834-26-9149 100%

Reproduced with permission of the copyright owner. Further reproduction prohibited without permission.
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Supporting Schedules 1996

Company: Austin Manufacturing, Inc. EIN: 62-5489314
iiiifiitm h im m iim m m im itiiiiiiiiiittm iiiiim m iiiifiii

Form 1120 - Income, Line 10 
Other Income

Description

II11 IIII IIII fill II 11II 11 III! (fill! //#//########

Amount

Miscellaneous Sales 82,517
Freight on Sales 57,967

Total 140,484

Form 1120 - Deductions, Line 26 
Other Deductions

Description Amount

Bank Fees 160
Dues and Subscriptions 161
Freight 4,909
Gas and Oil 16,798
Health Insurance 43,285
Insurance-Auto, Building, and Liability 51,782
Legal and Accounting 691
Licenses 1,486
Linen and Laundry 1,329
Management Fees 70,200
Meals and Entertainment 5,355
Medical Expenses 143
Miscellaneous 31,639
Office Expenses 2,904
Sanitation 3,896
Shop Supplies 19,262
Telephone 7,123
Truck Expenses 21,706
Utilities 32,039

Total 314,868

Reproduced with permission of the copyright owner. Further reproduction prohibited without permission.
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Supporting Schedules 1996

Company: Austin Manufacturing, Inc. EIN: 62-5489314
m itff f if iu it i ff i i ii tm m u m m iim n m fiu m

Form 1120 - Schedule L, Line 6 
Other Current Assets

Description

!i a a a a ii a a ti a nil a a mi it

Beginning

m i l  Mil i im i  ii it ii ii ii ii Mi iitt

Ending

Intercompany Receivable 136,682 36,200
Employee Loans 702
Estimated Federal Tax 5224

Total 141,906 36,902

Form 1120 - Schedule L, Line 18 
Other Current Liabilities

Description Beginning Ending

Accrued Salaries and Taxes 1,220
Sales Tax Payable 211
Accrued Income Taxes 27,777
Payroll Taxes Payable 205

Total 1,220 28,193
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McAfee School o f  Business Administration 
Union University 
1050 Union University Drive 
Jackson, Tennessee 38305

My name is Tom Proctor. I  am an accounting professor at Union University and 
am currently working o f my doctoral dissertation at the University o f Memphis. The 
instruments that you are about to complete are essential to the completion o f my project. 
All responses are anonymous and. confidential.

You will find enclosed the following items:

(1) Question and Response Sheet
(2) Tax Return
(3) Return Envelope

After completing the instruments, return all o f  the instruments in the return 
envelope provided. Thank you for your help and participation.

Sincerely,

Tom Proctor
Assistant Professor o f Accounting

Reproduced with permission of the copyright owner. Further reproduction prohibited without permission.
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Austin Manufacturing, Inc. is a manufacturer in the Structural Metals industry and is 
owned 100% by Jack Austin, who is also the president o f the company.

Enclosed is Austin Manufacturing, Inc’s 1996 Form 1120. Please review this return and 
respond to the following.

Please list below all o f the issues that a general program revenue agent should pre-plan 
(i.e., select for examination) i f  the agent were auditing the taxpayer described above, 
(include all issues including any required elements, e.g., deductions, income, balance 
sheet items, etc.).

After listing the issues, please rank them in order o f importance in the space provided. 
(l=m ost important issue, 2=next most important issue, etc.).

Issue Ranking

Reproduced with permission of the copyright owner. Further reproduction prohibited without permission.
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Expert Panel Issue List

Nnmber o f Experts Listing Issue

Other Current Assets—Intercompany Receivable 3
Loans from Stockholders 3
Gross Receipts 2
Inventory 2
Miscellaneous Expense—Other Deductions 1
Management Fees—Other Deductions 3
Health Insurance—Other Deductions 3
Insurance—Other Deductions
Repairs
Rents
Intercompany Long-Term Debt 
Retained Earnings 
Other Income
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Technical Tax Knowledge

In each o f the questions below, circle any answers that you believe are correct. Note that 
more than one answ er may be correct or that there m ay be no correct answer.

1. In the calculation o f  corporate taxable income:

a. Charitable contributions are subject to a 10% o f taxable income limitation. 
Taxable income for purposes o f the limitation is calculated without regard to 
any deductions or carrybacks.

b. There is no concept of Adjusted Gross Income as there is for individuals.

c. Gain on sale o f real property is subject to recapture rules not applicable to 
other taxpayers.

d. Capital losses may only be deducted against capital gains. Excess losses may 
be carried back 3 years and forward 5 years.

e. Section 1231 transactions stand alone rather than being netted with capital 
asset transactions as they are for individuals.

2. In corporate formations:

a. Transfers o f property are nontaxable to the transferor to the extent that only 
stock and securities are received in exchange and the ownership control test is 
met.

b. Transfers o f services are nontaxable to the transferor to the extent that (a) only 
stock is received by the transferor, and (b) in exchange for the services, 
transferor does not receive more than 50% ownership o f the corporation.

c. The receipt o f short-term notes o f the transferee corporation is considered boot 
to the transferor shareholders.

d. A  service transferor cannot be treated as a  “transferor” for purposes of the 
control test unless he or she also transfers property with a value equal to at 
least 10% o f the value o f the stock received from the corporation.

Reproduced with permission of the copyright owner. Further reproduction prohibited without permission.
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3. A  redemption:

a. Is the acquisition by a corporation o f its stock from a shareholder.

b. Is treated as a dividend i f  it does not meet one o f  five exceptions specified by 
the Internal Revenue Code.

c. May be treated as an exchange. I f  the redemption is treated as an exchange, 
the earnings and profits o f the corporation will not be reduced as a  result of 
the redemption.

4. I f  100% of a shareholder’s stock is redeemed by a corporation to achieve a complete 
termination o f the shareholder’s interest:

a. The Section 318 attribution rules may cause the shareholder to be considered 
to have continued ownership despite the fact that she/he no longer owns any 
shares directly.

b. The family attribution rules and the entity attribution rules may be waived 
under conditions that limit future involvement in  the corporation.

c. The redeemed shareholder may have no continuing interest in the corporation 
other than as a creditor for a m inim um  period o f  10 years if  she/he wants to 
waive the family attribution rules.

5. Liquidating distributions from a corporation:

a. Are treated as dividend income to the extent o f E&P, then as a return of 
capital to the extent o f  basis, and then as capital gains for amounts in excess o f 
basis.

b. Are not taxable to the corporation if  the distribution is of appreciated or 
depreciated property.

c. Are taxable to shareholders as capital gains to the extent that the fair market 
value o f property received exceeds the shareholders’ basis in the stock.

d. Are treated the same as nonliquidating distributions.
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6. Organizational expenditures by a corporation:

a. Have an indeterminate life and therefore are written o ff only when the 
corporation is liquidated.

b. Can be written off over a period o f  not less than 60 months if  they include 
only expenses o f actually organizing the corporation. Costs o f  raising capital 
are not includable in the amortizable amount.

c. Include all qualifying expenses incurred during the corporation's first taxable 
year. For these purposes, accounting method and time o f  payment are 
irrelevant.

d. Can be written off over any period as long as it is not less than 60 months. The 
period must conform to the period selected for financial accounting purposes.

7. The dividends-received deduction:

a. (Assuming dividends received are $10,000 and taxable income is $100,000) is 
calculated by multiplying the dividends received by 70% for dividends 
received from corporations in which there is less than 20% ownership; by 
80% for dividends received from corporations in which there is at least 20% 
ownership or by 100% for dividends received from corporations in. which 
there is at least 80% ownership.

b. Is subject to a limitation that is based on taxable income. However, that 
limitation does not apply if  the amount calculated as described in part “a” 
creates or increases a loss.

c. Is an “artificial” deduction that cannot be used as part o f an NOL carryback or 
carryforward.

d. Must be calculated before the charitable contribution limitation can be 
calculated.

e. Will be reduced to the extent that the security producing the dividend is 
classified as debt-financed portfolio stock.
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8. S corporations:

a. Are indistinguishable from a regular corporation from a legal standpoint.

b. Are generally conduit entities. That is, all income, expense, gain and loss 
items realized by the entity pass through to the shareholders retaining their 
character.

c. Never pay tax because the tax effects pass through to shareholders.

d. May not have partnership or corporate shareholders.

9. The accumulated earnings tax:

a. May not be imposed on publicly-held corporations.

b. May be imposed on corporations which accumulate earnings in excess of the 
reasonable needs o f  the business.

c. Was enacted in the Tax Reform Act o f 1986.

d. Will not be imposed in conjunction with the Personal Holding Company Tax.

e. Is calculated by ex am ining the retained earnings o f a corporation on a financial 
accounting basis and testing that against the accumulated earnings tax credit or 
the needs of the business for working capital, expansion, debt repayment, etc.
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Below are errors that could be made in the preparation o f financial statements. Indicate on the response
sheet provided below the effects o f  the errors on a company’s year-end financial statements by inserting an
“O” to indicate an overstatement, a “U” to indicate an understatement, or an “N” to indicate no effect.

1. Failed to accrue salaries earned at year-end.

2. Failed to adjust for office supplies (supplies are initially recorded as expenses). The ending inventory 
for office supplies is $5,000.

3. Failed to record the December 31 declaration o f cash dividends.

4. Overstated the current year’s depreciation expense.

5. Failed to adjust the prepaid insurance account for expired insurance.

6. Failed to adjust the unearned subscription revenue. Subscription receipts are initially recorded as 
liabilities.

7. Failed to record December 31 purchases o f merchandise on account (the company uses a periodic 
system). The merchandise received on December 31 was correctly included in the year-end physical 
inventory.

8. Office equipment that was acquired during the current year was recorded as a repair expense.

9. Failed to record the estimated amount o f uncollectible accounts receivable for the current year.

Total
Revenue

Total
Expenses

Total
Assets

Total Liabilities Owners’ Equity

1.

2.

3.

4.

5.

6.

7.

8. 

9.
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Debriefing Questionnaire

Please answer the following questions:

1. Using the scale below, assess your level o f  knowledge in the following areas:

Lowest Highest
Level of Knowledge Level o f Knowledge

i------------------------------------------ 1
1 100

Corporate tax knowledge _________

General accounting knowledge ________

2. On average, what is the estimated number o f hours you spend on a case?

Questions 3 through 5 concern the corporate taxpayer questionnaire that you just 
completed.

3. How often does a case assignment scenario like the one described occur?
(l=not common to 10O=very common)

4. Was the scenario described understandable?

Yes___________  No__
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5. Was the scenario described realistic? I f  not, what would make it more realistic?

Yes No_______

6. Do you feel increased pressure to close a case when the case has a large number of 
hours charged to it?

Y e s______  No_______

7. Do you feel increased pressure to close a case when the case has high days-in-process 
and is classified as “over-age”?

Yes ________  No___

8. If  you answered yes to either question 6 or 7 (or both), describe how you believe you 
respond to the increased pressure during the course of an audit.

9. Do you feel increased pressure to perform well when you know your work will be 
reviewed closely by your manager?

Yes_______  No_______
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10. Do you feel increased pressure to perform well when you know your work will be 
reviewed by Quality Measurement Staff?

Yes ____ No_______

11. If  you answered yes to either question 9 or 10 (or both), describe how you believe 
you respond to the increased pressure during the course o f  an audit.
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