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Contingent Economic Rents: Insidious Threatsto Auditor | ndependence
ABSTRACT: This gudy examines the extent to which two forms of contingent economic rents (low-
baling and potentid non-audit revenue) can bias judgment and impair the independence of audit
partners. Seventy-three partners representing four of the big-five CPA firms participated in this study.
The experiment employed atwo (low-baling: present and absent) by two (potentid non-audit revenue:
present and absent) between-subjects randomized design. Study hypotheses predict that contingent
economic rents will stimulate three confirmatory processes: search for supportive information, cognitive
digtortion of audit evidence, and sdf-judtification behavior. In turn, elevated confirmatory processing is
expected to increase likelihood assessments that the client-company will continue as a going concern
and minimize revisonsto initid budget hours. Research findings support study hypotheses. Research
evidence suggests that auditors judgments were biased and independence was compromised in the
presence of contingent economic rents. The current study contributes to extant auditing research by
demondgtrating how and why auditor independence may be unwittingly impaired.
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. INTRODUCTION

“1f the audit opinion isto provide the desired degree of assurance, the auditor must be able to
form and express an opinion without bias’ (Bazerman et al. 1997, p. 91).

InaJournd of Accountancy article (1942), Frederick Hurdman, then Chair of the AICPA’s
Committee on Professional Ethics, expressed concern over the profession’s changing concept of
independence from ‘agtate of mind' to a‘ state of rules. He was worried that, while the former
concept dealt with independence in fact, the latter focused primarily on independence in gppearance.
His early warning darm ill rings loudly in the ears of the accounting profession. For ingtance, the Chief
Accountant of the SEC (Lynn E. Turner) recently indicated that the rule-based gpproach to defining
auditor independence must be carefully scrutinized, as independenceis a mind set—not arule set (SEC
20004). The Independence Standards Board (1SB) agrees that the profession’s view of auditor
independence needs to be reexamined and is in the process of developing a conceptua framework
using principles-based standards of independence (1SB, 2000).

Both the SEC and 1SB have cdled for more research in the area of auditor independence, with
particular emphasis on independencein fact. Inlight of arecent SEC proposa suggesting that CPA
firms should recuse themselves of dl situations with audit clients whereby the firms economic sdlf-
interests might adversely affect auditor independence (SEC 2000b), the objective of this study isto
investigate the extent to which two forms of contingent economic rents (low-balling and potentia non-
audit revenue) can bias the professiond judgment and impair the independence of audit partners.

In this study, 73 audit partners representing four of the big-five CPA firms participated in a
randomi zed, between-subjects experiment. The partners were asked to assume that they had just

retained the audit client reflected in the case materids. Each partner was randomized into one of four



experimenta conditions. low-balling (present or absent) and potentia non-audit revenue (present or
absent). As expected, the presence of contingent economic rents positively impacted three
confirmatory process variables (search for supportive information, cognitive distortion, and self-
judtification). Also, as posited, heightened confirmatory processing postively affected the auditors
likelihood assessments that the company will continue as a going concern and negatively influenced their
revigonsto initia budget hours.

This study contributes to extant auditing literature in three areas. Fird, two forms of contingent
economic rents are identified as exogenous factors that activate the use of confirmatory processesin the
search for and evauation of audit evidence. Second, research results offer insght into how and why
contingent economic rents simulate confirmatory processing of audit evidence. Third, sudy findings
demondtrate the impact of confirmatory processes on auditors judgments and independence. Overdl,
research evidence suggests that independence impairment is not necessarily the result of deliberate
misrepresentation; rather, such imparment appears to be operating at the subconscious level. Thus,
auditors may be unwittingly influenced by the presence of insdious threets to independence, particularly
when such thrests are related to their economic salf-interests.

Section |1 advances the theoretical framework for this study and proposes research hypotheses.

Section 111 describes the research method, section IV presents the experimenta results, and section V
discusses the research findings.
I[I. THEORY AND HYPOTHESES

Thereis no universally accepted definition of independence in fact. For instance, DeAngelo

(1981) defined independence in fact as the conditiona probability that an auditor will report a client

breach, given that a breach has been uncovered. Antel (1984) claimed that auditors are not



independent in fact if they engage in Sde-payment schemes with client managers. Simunic (1984)
assumed that independence in fact is compromised when sdlf-interested auditors ignore, concedl, or
misrepresent their findings. According to Magee and Tseng (1990), auditors are not independent in fact
if they make reporting decisons that are inconsstent with their beliefs. Lagily, Lee and Gu (1998)
indicated that independence in fact has been violated if there is collusion between client managers and
the auditor. We propose that auditors are independent in fact when they render objective and unbiased
judgments and opinions, and that auditors may be unaware of their own impairment if it occurs.

For the most part, prior definitions of independence in fact assume that violations occur when
auditors knowingly misrepresent the truth. While ddliberate misrepresentation may occur in rare
ingtances, we suggest that independence impairment is more often the result of subconscious biases that
dter and digtort the collection and evauation of audit evidence, such that auditors seek and interpret
evidencein amanner congstent with their desired outcomes. The process of gathering and assessing
audit evidence in this fashion is known as confirmation bias (Nisbett and Ross 1980) or confirmatory
processes (e.g., Fischhoff and Beyth-Marom 1983; Church 1990).

The current study suggests that when the redlization of future economic rents depends on
maintaining on-going audit reationships with clients (the contingency), auditors are favorably
predisposed toward their clients before the audit begins (the initid hypothes's); thus, confirmatory
processes are activated during the collection and evaduation of audit evidence. Because confirmatory
processing servesto dign cognition (audit evidence), motivation (desire to keep the audit client) and
behavior (audit opinion), auditors Sncerdly believe that their professona judgments are objective and
unbiased, and that they are providing truthful representations based on factud evidence.

Figure 1 depicts the research modd developed for this study. Asindicated, low-baling and



potentid non-audit revenue are dassfied as two forms of contingent economic rents. The inherent
contingency in this sudy is the continuance of the auditor-client relaionship in future periods. The
confirmatory process variables examined are 1) search for supportive information (confirmatory
collecting of information), 2) cognitive digtortion of audit evidence (confirmatory evauation of
information), and 3) self-judtification behavior (confirmatory dignment of cognition and motivation). The
consequential outcomes examined are 1) auditor’s likelihood assessments that the company will
continue as a going concern in the upcoming year (auditor judgment) and 2) revisonsto initia budget
hours (auditor behavior). The following sections explain the research modd and present study
hypotheses.
[Insert Figure 1 about herel

Potential Economic Rents
Lowballing

Low-baling is a price cutting strategy whereby the initid year engagement feeislessthan
subsequent year fees (Baber et d. 1987; Francis and Simon 1987; Simon and Francis 1988;
Schatzberg 1990; Lee and Gu 1998). One purpose of employing such apricing Strategy isto gan
access to potentia client-specific economic rents in future periodsin the form of higher audit fees.
Farmer et d. (1987) suggest that the following three economic conditions can lead to impairment of
independence when low-balling is used: 1) cross-sectiond reporting variation among auditors, 2)
multiple-period quas-rents arisng from future audit fees, and 3) net economic benefit associated with
misrepresentation. Prior audit research has investigated conditions one (e.g., Magee and Tseng 1990;
Calegari et d. 1995; Schatzberg et a. 1996), two (e.g., Simon and Francis 1988; Schatzberg 1990;

Schatzberg and Sevcik 1994; Schatzberg et d. 1996; Cdegari et d. 1998;), and three (e.g., DeAngelo



1981; Schatzberg et d. 1996). The current study expands extant research dealing with the second
condition; that is, the extent to which contingent economic rents arising from future increased audit fees
can bias judgment and impair independence.

Low-bdling is not an uncommon pricing strategy, particularly in fiercely competitive audit
markets. For instance, Simon and Francis (1988) observed a 25% reduction in initial engagement fees
upon a change of auditors, as compared to normd levels of on-going audit fees. Audit feesin the
second and third years remained 15% below normd levels and then climbed to normd levels by the
fourth year. In an experimenta market smulation, Schatzberg (1990) concluded that low-baling is
most likely to occur in competitive markets where transaction cogs are poditive. While the two studies
mentioned above did not test the impact of low-balling on auditor independence, the authors discussed
the potential adverse effect of such contingent economic rents on independence.

Severd studies have examined the impact of low-baling on auditor independence usng an
experimental markets methodology and student surrogates acting as auditors. For example, Schatzberg
and Sevcik (1994) and Schatzberg et d. (1996) found that auditors engage in low-baling under
competitive economic conditions and misreport the clients' true financia condition under such
circumstances. Caegari et d. (1998) reported that, under a disagreement scenario, auditors
compromise independence to the client’s advantage in the presence of contingent economic rents arising
from low-balling.

The current study extends prior research dedling with low-balling and auditor independence by
using red actors (audit partners), incorporating a rea scenario (acompany that went bankrupt in the
year following the audit in question), examining a more comprehensive set of confirmatory processing

variables, and conducting a controlled between-subjects experiment. While the collection of future audit



fees reflects one form of economic rents, the provison of non-audit services represents another form.
Potential Non-Audit Revenue

For decades, the Securities and Exchange Commission (SEC) has questioned whether auditors
should provide non-audit services to audit clients. The Independence Standards Board (ISB) is
debating whether the provision of non-audit services represents a threat to auditor independence (1SO
2000) and the AICPA is presently struggling with the sameissue. Empirica evidence on the extent to
which audit qudity is compromised by contingent economic rents arising from potentid non-audit
revenueis limited and equivocal.

Titard (1971) and Pany and Reckers (1984) reports that financid statement users were highly
concerned about independence impairment when auditors provided consulting services to audit clients,
but they were less concerned when a separate division of the CPA firm offered such services.
However, Schockley (1981) found that financia statement users were concerned about auditor
independence in both scenarios just described. Using andyticd modding, Simunic (1984, p. 699) notes
that “ The involvement of the auditor in MAS reduces the probability of truthful audit reporting if the
MAS work generates economic rents” A survey of loan officers and financia andystsindicates that
auditor provided consulting services do not impact their perceptions of auditor independence (Pany and
Reckers 1988). In an experimental markets study, Schatzberg et d. (1996) indicate that potentid
economic rents in the form of non-audit fees can impair auditor independence if the benefits of
misrepresenting audit findings exceed the cods.

Contribution of the Current Sudy
Prior studiesin the areas of low-balling and non-audit services have relied on ether andyticd

models (which include redtrictive assumptions and ignore biased human information processing),



experimental markets (which use surrogate auditors and clients in Smulated economic environments), or
surveys (which lack internd vaidity and tradeoff scope of information for depth) (Kerlinger 1986). The
current study complements and extends prior research by 1) examining how contingent economic rents
impact specific confirmatory processing variables, 2) linking confirmatory processing to auditors
judgment and behavior, 3) using practicing audit partners as participants, 4) developing a case scenario
based on ared company, and 5) conducting a randomized, between-subjects experiment.

A fundamentd premise of the current study is that independence in fact can be impaired without
deliberate misrepresentation of the truth, asindicated by Russo et. d (2000). The following section
explains how and why auditors might believe they are independent in fact, when their judgments may
indeed be unknowingly biased in favor of their clients.

Confirmatory Processes

The current study suggests that the economic self-interest of audit partners, arisng from
contingent economic rents, will establish an initid predisposition toward retaining their audit clients. This
anchoring phenomenon, activated by a self-serving bias (Messick and Sentis 1979), is difficult to
suppress (Jarvis and Petty 1996) and represents a powerful, yet subconscious, force which impacts the
manner in which auditors process audit evidence (Bazerman et d. 1997; Russo et a. 2000).
Specificdly, under such circumstances, auditors will exhibit atendency to search for and evaduate audit
evidence consstent with their initid predispostion (eg., Lord et d 1979; Gorman 1986; Church 1990).

Collecting and evaduating audit evidence in this manner is known as using confirmatory processes.

When individuds psychologicaly commit to a given position, they tend to sdlectively seek

information during their evidence search that supportsthelr initid predispostion (e.g., Wasson 1960;

Festinger 1964; Wicklund and Brehm 1976; Doherty et d. 1979; Frey 1986; Kernan and Lord 1989).



Many accounting studies have documented the ‘ supportive information search’ phenomenon (eg.,
Bedard and Biggs 1991; McMillan and White 1993; Kennedy 1995; Beder and Hunton 1996; Bedler
1998; Cloyd and Spilker 1999). While afew accounting studies have not supported this phenomenon
(Kida 1984, Anderson and Kida 1989), there is overwheming psychologica evidence that individuas
tend to search for information that supportstheir initid belief or predigposgtion (e.g., Lewicka 1998;
Nickerson 1998; Chapman and Elstein 2000).

Another confirmatory process, known as cognitive distortion (Arkes and Blumer 1985; Frey
1986), occurs during the evaduation of evidence. After individuas form initid preferencesfor desired
outcomes, they support their preferences during information evauation activities by placing less decison
weight on negetive (disconfirming) and more weight on positive (confirming) evidence (Bazerman a 4d.
1997; Russo et d. 2000). Additiondly, individuals tend to be more optimistic when assessing the
character of rlevant informetion, i.e., the extent to which information is favorable or unfavorable with
respect to the decision outcome (Brockner and Rubin 1985 Brockner et d. 1987; Russo et a. 2000).
Cognitively distorting audit evidence in this manner facilitates the dignment of initid preferences with
supporting evidence, thereby achieving cognitive consstency (Church 1990).

Researchers dso have found that individuas who use confirmatory processes during information
search and evaudion activities exhibit higher levels of sdf-judtification behavior prior to (Beder and
Hunton 1996) and after (e.g., Aronson 1968; Festinger 1957; Kernan and Lord 1989; Staw 1976,
1981) rendering ajudgment or decison. In an experimenta setting, Bedler and Hunton (1996) found
that participants who exhibited increased pre-decisiona sdlf-judtification behavior, as measured by the
length of supporting arguments, were more likely to continue investing vauable resources into failing

investments and were more confident in their final decisons, despite overwhelming evidence to the
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contrary. The authors suggested that pre-decisond sdf-jutification serves to reduce cognitive
incongstency (a psychologicaly unpleasant state) arising from the evauation of discrepant evidence
prior to making ajudgment or decison. Additionally, auditors use pre-decisond sdlf-judtification asa
way to gain the gpprova of others (Staw 1981; Gibbons 1984; Staw and Ross 1987; Church 1990).

Based on the theory and research presented above, we posit that the existence of contingent
economic rents, due to elther low-balling or potentia non-audit revenue, will lead auditorsto increase
their search for supportive information, distort audit evidence in favor of their client, and exhibit higher
levels of sdlf-judtification behavior. Accordingly, the following hypothesis (dternate form) is offered (see
Figure 1):

H1: Ascompared to the absence of contingent economic rents, the presence of low-

baling and potentia non-audit revenue will significantly increase the following

confirmatory process variables: 1) search for supportive information, 2) favorable
cognitive digtortion of audit evidence and 3) pre-decisond sdf-judtification behavior.

Consequential Outcomes

The case materids provided in the current study indicate a Stuation where the deteriorating
nature of financid information and key ratios suggest a possible going concern problem. The caseis
based on an actud company that went bankrupt in the year following the audit. Accordingly, for one
dependent variable, auditor partners are asked to assess the likelihood that the client will continue to
exist as agoing concern in the coming year. Theory suggests a positive relaionship between
confirmatory process measures and going concern likelihood assessments, since heightened
confirmatory processes will place the client’ s financid podition in amore pogtive light.

As a second dependent measure, participants were given an opportunity to reviseinitia budget

hours. Given the uncertainly surrounding the client’ s financiad condition, it seems likely that unbiased
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auditors might increase initia budget hours, particularly in the areas of andyticd review and substantive
testing, after learning about the client’s precarious financid condition. Accordingly, this sudy suggestsa
negetive relationship between confirmatory process measures and initid budget hour revisons snce the
client’ sfinancid condition will appear to be more positive to participants who exhibit higher levels of
confirmatory processes.

Accordingly, it is hypothesized that the following rdationships will be observed (dternative
hypothesis):

H2: Confirmatory process measures will be positively associated with the auditors

likelihood assessments that the client company will continue as going concern in the

coming year and negatively associated with revisons made to initid budget hours.

[1l. METHOD

The experiment employed atwo (low-bdling: present and absent) by two (potentia non-audit
revenue: present and absent) between-subjects randomized design. All subjects were provided with a
computerized audit case. After aninitid introduction screen, the participants read the following:

Please assume therole of Partner in Charge of this new audit client. Your firmisthe

second CPA firm to have audited the company's financid statements over the past 15

years. The owner dismissed the prior CPA firm, alocd firm, upon the advice of an

underwriting firm that managed the company's PO, which took placein 1995. The

underwriting firm urged the company to retain amore prestigious, national CPA firm to

increase the public's confidence in the company'sfinancia statements. Asareault, the

company has just hired your CPA firm to serve as auditors.
The absence [presence] of low-baling was next manipulated, as follows:.

Y ou are the partner who recruited this client in an effort to build the locd office's audit

practice. You bid theinitid audit at above what it will cost to perform the audit; thus,

you expect to make a profit on this engagement in the first year, and you anticipate

meaking profits on this engagement in subsequent years.

[Y ou are the partner who recruited this client in an effort to build the locd office's audit
practice. You hidtheinitid audit at below what it will cost to perform the audit; thus,
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you expect to take aloss on this engagement in the first year, but you anticipate making
profits on this engagement in subsequent years]

The absence [presence] of potential non-audit revenue was manipulated on the same screen, asfollows:.

After holding preiminary discussons with the company's management team, you do not

expect that your CPA firm will earn non-audit revenues (from management advisory

services, tax planning, assurance services, information technology risk management,

etc.) from this dient in the future.

[After holding preliminary discussions with the company's management team, you do

expect that your CPA firm will earn non-audit revenues (from management advisory

services, tax planning, assurance services, information technology risk management,

etc.) from this dient in the future)
Process Variable Measures

Participants were next asked to examine 12 pieces of information related to the client by
clicking on each of 12 buttons presented on a computer screen. The order of the buttons was
randomized per participant to preclude an order effect. Participants read the following 12 categories of
information: background, marketing, inventory system, net income & EPS, andyst reports, PO
information, income statements, balance sheets, liquidity ratios, solvency ratios, activity ratios, and
profitability ratios. After reading dl client information, the auditors were asked to assess the favorability
of and assign a decison weight to each piece of information. Specificaly, participants were asked to
respond to the following two questions for each informetion item:

How would you characterize the information you just read with respect to your client?

(-3 =Vey Unfavorable, -2 = Somewhat Unfavorable, -1 = Sightly Unfavorable, 0 =

Neutral, +1 = Sightly Favorable, +2 = Somewhat Favorable, +3 = Very Favorable).

How much decison weight do you place on the information you just read with respect

to assesang the financid viability of your client in the coming year? (1 = Very Low

Weight, 2 = Somewhat Low Weight, 3 = Slightly Low Weight, 4 = Neutrd Weight, 5 =

Sightly High Weight, 6 = Somewhat High Weight, 7 = Very High Weght).

Auditors could reexamine each piece of information while responding to these two questions. A
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cognitive digtortion metric is calculated for each participant by multiplying the favorability rating by the
decison weight ascribed to each piece of information, and then summing the metric across al 12 pieces
of dient information-.

Next, participants were told that they would soon be asked to provide a likelihood assessment
(0% to 100%) thet the client will continue as a going concern in the coming year. Before providing this
assessment, they were dlowed to review the client’ sinformation once again. Asthey reviewed the
information, the computer program tracked each piece of evidence that the auditors examined. The
self-assessed favorability ratings for informationa items reviewed were summed for each participant,
yielding the search for supportive information metric.2 Concurrent with reviewing dient information,
participants were provided with aword processor screen and asked to write down as many reasons
they could think of to support the going concern likelihood judgment they were about to render. The
length of their explanations, as reflected by the number of keystrokes (Beder and Hunton 1996), serves
as the sdlf-judtification metric.
Consequence Variable Measures

Next, participants provided their going concern likelihood assessments (0 to 100, in 10 point
increments). Then, the audit partners read that the initid budget hours were 200 for andytical review,
500 for substantive testing, and 150 for audit administration, for atotal of 850 hours. They were given
an opportunity to revise the budgeted audit hours. The total hour change to the audit budget serves as
the ‘revisonsto initid budge hours metric.
Other Measures

At this point, the computerized experiment prevented the audit partners from going back and

changing prior responses. Participants next responded to a series of manipulation check, between-
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subject debriefing and demographic information items, which were randomized to preclude an order
effect. Findly, a the end of the experiment, a series of within-subject debriefing item responses are
obtained, as recommended by Kahneman and Tversky (1996).

Once again, participants were not alowed to go back and change any prior responses a this
point. The audit partners were provided with four scenarios unrelated to the specifics of the case
materids. The scenarios described a hypothetical auditor-client relationship where contingent economic
rents, in the form of low-balling and potential non-audit revenue, were present or absent. For each of
the four scenarios (low-balling — present or absent; potential non-audit revenues — present or absent),
the audit partners are asked to assess the extent to which their independence and the independence of
‘other audit partners in their firmswould be impaired in light of such economic rents.

Within-subjects assessments of this nature are designed to provide participants an opportunity
think about and report their ‘true’ underlying beliefs with respect to the relationship between the
independent (e.g., contingent economic rents) and dependent congtructs of interest (e.g., independence
infact). According to socia projection theory (e.g., Clement and Krueger 2000; Mikulincer and
Horesh 1999; Ruvolo and Fabin 1999; Smith 1997), testing of this nature often reved s the respondents
underlying subconscious beliefs, as they project such beliefs onto referent others. Thus, if the between-
subject assessments reved that auditorsin dl trestment conditions believe they are independent, yet the
within-subject andysesindicate that 'other partners within the firm might succumb to such economic
pressures, projection theory would suggest that the participants own subconscious bdliefs may be
reflected in the 'other partners responses.

Adminigration of the Experiment

The experimental materias were computerized and placed on a host computer so that the audit
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partners could participate in the sudy viathe Internet. The partners were assigned individua passwords
ahead of time, which authorized them to participate in the study. The participants were told that they
must complete the entire study in a single sesson that would last about one hour.

Controls were built into the program such that each password granted a one-time authorization
to the program and participants were automatically randomized into treatment conditions once granted
access. Ord interviews (mostly telephone) were conducted with dl partners while they were in their
offices. All partnersindicated that they would participate in the sudy using their office computer.
During the interviews, the researchersingtructed the partners how to find the * computer name’ listed in
their network settings. As afurther control to ensure that the partners were the actud participants, the
host computer granted access to the experimenta software only if the respondents had the correct
password and if the computer machine name matched their office computer.

All partners completed the study during a contiguous five-day window (Monday through
Friday) wherein the computerized experiment was available on the host computer. Severd pilot tests of
the experimental materials and computerized programs were conducted prior to the find experiment,
using master’ s level accounting students and audit managers/partners from local CPA firms. Necessary
case materid and software changes were incorporated aong the way.

IV. RESULTS
Sample

The experimentd participants represent 73 audit partners from four of the big-five accounting
firms. The authorsinitially gpproached 23 audit partners through their persond networks of professond
contects. The partners were told that the researchers were interested in examining how auditors arrive

a client-rdated judgments. After agreeing to participate in the experiment, the partners then recruited
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other partners within their firmsto participate. A total of 75 participants were identified.

The researchers contacted dl participants and obtained written voluntary consents. Complete
anonymity and confidentiaity were assured verbdly and in writing to the participating audit partners. As
an incentive to participate in the study, the researchers contributed $50 for each participant to the
charity of their choice. Two of the 75 audit partners did not complete the experiment; accordingly, they
were dropped from the study. The researchers persondly caled dl participants after the experiment
and debriefed them as to the study’ s purpose and summary results. At this point, the partners were
asked whether they Hill wanted to have their dataincluded in the study and al agreed in the affirmative.
Sample gatigtics are presented in Table 1.

[Insert Table 1 about here)

Results of satistical testing (X?) indicate no significant proportiond differences (dl p-vaues
exceeded .20) across trestment conditions for sample size, firms, gender, or day the week (the
experiment ran from Monday through Friday). Also, ANOVA testing revedled no significant
differences (dl p-vaues exceeded .50) across treatment conditions for any of the demographic
variables. The overdl mean (standard deviation) egpsed time of the experiment was 53 (10.63)
minutes. ANOVA testing coupled with Scheffe's pairwise comparison test reveded no sgnificant
difference (a > .05) in mean experimenta times across three of the four trestment conditions; however,
mean egpsed time in the condition where both economic rents were present was sgnificantly higher (a
<.05) a 61 (8.29) minutes.

Manipulation Checks
Manipulation check items were used to gauge the effectiveness of the experimentd treatments.

Participants were asked to respond to two items representing each treatment condition. The
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manipulation check itemsfor low-baling were:

| bid this engagement at alossin order to obtain the client’ s future audit business (1=
Strongly Disagree, 7 = Strongly Agree).

| used alow-balling strategy to acquire the initid audit engagement (1= Strongly
Disagree, 7 = Strongly Agree).

Correlation between the two low-baling itemswas .49 (p < .01). The items were summed to obtain a
low-bdling index. The manipulation check items for potentid non-audit revenue were:

In the future, it islikely that my CPA firm will earn non-audit revenues from this dient
(1= Strongly Disagree, 7 = Strongly Agree).

In the future, it islikely that non-audit revenues earned from this client will enhance my
persona income (1= Strongly Disagree, 7 = Strongly Agree).

Correlation between the two potential non-audit revenue itemswas .72 (p < .01). Theitemswere
collgpsed (summed) into a sngle non-audit revenue index.

The index means (Standard deviations) for low-baling in the absent and present conditions were
4.63 (1.90) and 11.45 (2.05), respectively. A t test indicated a Sgnificant mean difference between the
low-bdling conditions (t = 14.72, p < .01). Theindex means (Standard deviations) for potentia non-
audit revenue in the absent and present conditions were 4.17 (1.77) and 12.11 (2.07), respectively. A
sgnificant mean difference was obtained between the potentid non-audit revenue conditions (t = 17.66,
p <.001).

Findly, the slf-serving bias (Messick and Sentis 1979) suggests that when decision-makers
have an economic stake in continuing with a given course of action, they will exhibit a predigposition
toward maintaining that course of action. In arelaed vein, Church (1990) indicates a poditive
relationship between confirmatory processing and commitment to an initid hypothesis or preference. To

test the participants initid level of client commitment, we asked the following question immediatdy after
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the auditors read the initia client engagement screen and trestment condition (low-baling and non-audit
revenue) screen, but before seeing the audit evidence:

At this point, | fed very committed to maintaining along-term relaionship with this client
(1 = Strongly Disagree, 7 = Strongly Agree).

Treatment means (standard deviations) are as follow:

1. Low-bdling [absent], potentia non-audit revenue [absent] 3.94* (1.06)
2. Low-balling [present], potentia non-audit revenue [absent] 495" (0.97)
3. Low-baling [absent], potential non-audit revenue [ present] 5.11°  (0.99)
4. Low-bdling [present], potentid non-audit revenue [present] 6.74° (0.56)

One-way ANOVA testing with four levels (each trestment condition) reveded a sgnificant difference
among treatment conditions (F = 29.91, p < .01). Different superscripts (shown above) indicate
ggnificantly different means usng Scheffe s multiple parwise testing (a = .05). Asindicated, the
auditors initid predisposition toward mantaining an on-going relationship with the client increased
across the contingent economic rent conditions. Based on results of manipulation check testing, the
experimental manipulations were consdered successful.
Means and Correlations

Means and standard deviations for the confirmatory process variables (search for supportive
information, cognitive distortion, and saf-judtification) and outcome factors (going concern likdihood
and revison to initid budget hours) are presented in Table 2 (Pandl A). Correlations among study
variables are shown in Pand B (Table 2). Asindicated, confirmatory process varigbles are highly
correlated with one another. Thisis not a surprising result since the variables reflect three dimensions of
asngle congruct. The confirmatory process varigbles are postively corrdated with the going concern
likelihood assessment and negative correlated with initid budget hour revisons. Study hypotheses are

tested next.
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[Insert Table 2 about here]

Hypothesis One

The first hypothesis (H1) posited that in the presence, as compared to absence, of low-baling
and potentia non-audit revenue, auditors would increase their search for supportive information,
favorably distort audit evidence, and exhibit greater sdlf-judtification behavior. Totest H1, a
MANOVA modd wasfirg run to determine the impact of the experimenta manipulations on the linear
et of dependent variables. MANOVA testing indicated sgnificant main effects for low-baling (F =
71.65, p <.001) and potential non-audit revenue (F = 67.73, p < .001), aswell asfor the interaction
term (F = 2.77, p = 0.05). Next, separate ANOVA modelswere run for each dependent variable.

Panel A (Table 3) presents the results of ANOVA testing for the search for supportive
information (SS1) index. Recdl that the SSI index isasum of the favorability ratings of al pieces of
information reviewed by participants before making their going concern likelihood assessments.
Scheffe s multiple pairwise comparison of means (a = .05) indicates that control group participants
examined ggnificantly more net unfavorable informeation items (m = - 9.33) than did participantsin either
the low-bdling or non-audit revenue conditions. Also, the significant interaction term (p = .057)
suggests that the presence of both contingent economic rents yielded a pronounced impact on the
search for supportive information, as the index mean (+ 8.37) was quite favorable.

[Insert Table 3 about here]

Table 3 (Pand B) includes the ANOVA modd and test results for the cognitive distortion index,
which is calculated by multiplying the favorability rating by the decison weight for each informationa
item, and then summing the resulting products over al 12 itemsfor each individud. Based onthe Sze

and sgn of the control group mean (- 45.67), the weighted cognitive perception of al information was
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negdtive. The weghted cognitive perception of client information for the low-baling only and potentia
non-audit revenue only conditions were somewhat neutrd. In the presence of both contingent economic
rents, the weighted cognitive perception of the client information was sgnificantly postive (+ 33.11).
Overdl, the presence of either or both contingent rent conditions yielded a positive cognitive distortion
to the client information, as compared to the control group.

Pand C (Table 3) displaysthe ANOVA reaults for the slf-judtification index, which reflects the
number of keystrokes (i.e., an indicator of pre-decisond self-judtification effort expended) entered by
participants before making their going concern judgment. Results suggest that participants in the low-
baling and potentia non-audit revenue condition (m = 332.79) expended the highest leve of effort
judtifying their upcoming decison, and the control group auditors expended the lowest amount of effort
(m =116.56). The mean number of keystrokes entered in the low-balling only and potentia non-audit
revenue only conditions fell between the two extremes. Once again, a sgnificant interaction term is
obtained, suggesting a prounounced effect of both contingent rents on self-judtification behaviors.
Overdl, the first hypothess was supported.

Hypothess Two

The second hypothesis (H2) anticipated that confirmatory process variables would be postively
associated with going concern likelihood assessments and negatively associated initia budget hour
revisons. As depicted, the research modd could be most effectively andyzed using structura equations
modding (SEM). However, the rdatively smdl sample sze (n = 73) precludes the use of SEM testing,
as the estimated power of .27 isrdatively low.® Accordingly, path analysisis used to test the second
hypothess.

The gatistical package used to andyze the datais called EQS. While a complete measurement
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and structura modd can not be rdiably determined, given the smdl sample size, EQS can be used to
caculate a path andyss modd (e.g., astructura model based on measured variables). 1n the path
model, measurement error is set to zero for the independent variables, since they were manipulated.
However, before running the path andys's, the three variables representing ‘ confirmatory processes in
the research modd (Figure 1) were combined into asingle index in a manner suggested by Maruyama
(1997).

As mentioned earlier in the paper, the process variables reflect three manifestations of a
congtruct caled ‘ confirmatory processes.” Since each variable is measured on a different scale, the
variables were standardized and summed to yield asingleindex.* Theindex mean and (standard
deviation) are 0.000 (2.686), and the index ranges from —6.282 10 6.068. A path analyss was next
performed and the results are shown in Figure 2.°

[Insert Figure 2 about herel

The extent to which the research modd fits the data is reflected by ‘goodness of fit' statistics.
The X? satistic compares the model's covariance structure to the observed covariance matrix. A non-
sgnificant X?, as obtained with the research modd (p = .15), suggests agood fit. The norma X? is
obtained by dividing the X? statistic by the degrees of freedom. The normal X? obtained for the
research model is 1.40 (anormal X? of lessthan 3 is considered a good fit). The goodness of fit (GFI)
satistic is based on the ratio of the sum of the squared differences between the observed and model
matrices to the observed variances. As such, it reflects the percent of observed covariances explained
by the covariances implied by the model. The obtained GFl for the research model is .934, where
vaues above .90 indicate agood fitting modd. The adjusted GH (AGFl) uses mean squares instead

of total sums of squares (as with GFl) in the numerator and denominator. Hence, it is suggested for
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modds with rdatively smdl sample sizes. AGH vaues above .90 suggest agood fitting modd. The
AGFI for the research modd is.917. The non-normed fit index (NNFI) is aso advised as a goodness
of fit gatistic when sample szes are rdatively smal. The NNFI compares thefit of the null and research
modds by andyzing the change in norma X? statistics obtained from the former to the latter model. A
NNFI greater than .90 indicates agood fit. The NNFI obtained for the research modd is .905.

Findly, the root mean square gpproximation (RMSEA) indicates the modd discrepancy per degree of
freedom; thus, it isrelatively insengtive to sample size (RMSEA vaues below .05 suggest a good fit).
The RMSEA for the research modd is.041. Taken as awhole, the goodness of fit satistics suggest
that the research modd is a good fit with the data.

As hypothesized in H2, the path between confirmatory processes and the going concern
likelihood assessmentsis Sgnificantly postive (Sandardized path coefficient: + .568). Also, as
predicted, there is a Sgnificant negative path between confirmatory processes and revisonsto initia
budget audit hours (Sandardized path coefficient: - .725). Based on the goodness of fit gatistics and
ggnificant path coefficients, the second hypothess is supported.

Supplemental Analyses

The direct impact of low-baling and potentid non-audit revenue on the dependent variables
(going concern likelihood and revisons to budgeted hours) was aso examined. A MANOVA model
indicated sgnificant effects for low-baling (F = 53.43, p < .01) and potentia non-audit revenue (F =
42.75, p < .01), and anon-sgnificant effect for the interaction term (F = 1.99. p = .14). Theresults of
separate ANOV A models are shown on Table 4. Asindicated in pand A (panel B), the mean going
concern likelihood assessments (revisions to budgeted hours) were sgnificantly lowest (highest) in the

control condition and highest (lowest) in the treetment condition where both contingent economic rents
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were present, with the remaining trestment means faling between the two extremes. While these
supplementd andyses indicate direct effects that are congruent with H2, the path andlysis mode
suggests that confirmatory processing mediates the relationship between the independent and dependent
variadlesin this sudy.
[Insert Table 4 about here]

Pogt-Experiment Client Commitment

Before answering debriefing items, the auditors responded to the following client commitment
item:

Before you examined the client’ sinformation, you were asked to respond to the

following question” “At this point, | fed very committed to maintaining along-term

relationship with thisclient.” 'Y our response was [the participant’ sinitid response

appeared here].

Now that you have read more information about your client, please indicate on the scae

below the extent to which your initid commitment toward this client has changed (1 =

Extremdy less committed, 2 = Moderately less committed, 3 = Slightly less committed,

4 = No change, 5 = Sightly more committed, 6 = moderately more committed, 7 =

Extremely more committed).

Treatment means (standard deviations) are as follow:

1. Low-bdling [absent], potentia non-audit revenue [absent] 2.39%  (1.29)
2. Low-balling [present], potentia non-audit revenue [absent] 3.79° (1.03)
3. Low-bdling [absent], potential non-audit revenue [present] 3.94° (1.30)
4. Low-bdling [present], potentid non-audit revenue [present] 5.79° (1.08)

ANOVA testing (one-way with four levels) reveded a sgnificant difference among treatment conditions
(F=26.11, p<.01). Different superscripts (shown above) indicate sgnificantly different means using
Scheffe smultiple pairwise testing (a = .05). Interestingly, contingent economic rents are associated
with higher levels pogt-experimentd client commitment, and there is a positive relaionship between the

confirmatory processing index and post-experimenta client commitment (r = .640, p <.01). These
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findings suggest that, in multi-period settings, contingent economic rents gppear to strengthen the
auditors predisposition toward maintaining an on-going relationship with the client.
Between-Subjects Debriefing

The participants next answered debriefing items, which were randomized per individud.
Wording of the debriefing items and means (sandard deviations) are included in Table 5. ANOVA
andyses indicated no sgnificant difference across trestment conditions for any of the response items.

[Insert Table 5 about here]

Thefirgt category of debriefing items assessed the audit partners perceptions of independence
with respect to the case client. Asindicated, dl participants recorded relatively high levels of perceived
independence. These findings are interesting because, if al participants honestly believed they were
independent with respect to the dient, then the sgnificantly different going concern likelihood
assessments across trestment conditions suggest that independence impairment was operating at the
subconscious level.

The second category assessed how the auditors felt about the judgments they had just rendered,
which isareflection of post-decision cognitive dissonance. According to dissonance theory, when
ddiberate misrepresentation occurs, individuas often experience a tension producing psychologica state
referred to as cognitive dissonance, which arises when there is an incongstency between an individua’s
beliefs and actions (Festinger 1957, 1964; Brockner 1992). Accordingly, if the participating auditors
were intentionally misrepresenting the client’ s financial condition, some degree of cognitive dissonance
might be indicated in the contingent economic rents conditions. However, the debriefing items do not
indicate varying levels of cognitive dissonance across trestment conditions, as dl auditors expressed

relatively high levels of comfort with and confidence in thelr judgments.
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The third category assessed percaived levels of persona responshility toward the client. This
debriefing item was asked because dissonance theory suggests that cognitive dissonance is most likely
to occur when the decison-maker fed's a sense of persond responghbility for the Stuation. The
reaively high mean suggest that participants felt a congderable amount of persond respongbility for the
client engagement.

The next category, compensation sdience, is designed to measure the efficacy of the
experimenta incentives. Based on the overdl mean, the auditors believed that the $50 contribution to
their favorite charity was adequate compensation. Findly, the rdatively high mean response to the last
item suggests that the auditors understood the case ingtructions.

Within-Subjects Debriefing

After collecting manipulation check, between-subject debriefing and demographic information,
the auditors responded to afina set of within-subject debriefing items. The purpose of the within-
subject items was to assess the participants underlying beliefs regarding the extent to which their and
other audit partners’ independence in fact would be impaired in light of contingent economic rents
arisng from low-baling and non-audit services. The within-subjects assessments offer participants an
opportunity to reflect on the relationship between the primary independent and dependent constructs of
interest unconfounded by the experimenta trestment condition to which they were assgned (Kahneman
and Tversky 1996).

Each participant read four different scenarios, unrelated to the experimenta case materids. The
four scenarios reflected stuations where low-balling and potential non-audit revenue were absent or
present. After reading each scenario, the audit partners recorded the extent to which their own

independence might be impaired, as well as how the independence of other auditorsin ther firm might
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be compromised. The order of the four scenarios was randomized for each individud.
The wording of each item and response means (slandard deviations) are presented in Table 6.
For purposes of gatisticd testing, the means for ‘my judgment’ items were summed into a sSingle index
and the * other partner judgments' item means were summed into another index. Within each scenario,
the mean indices for ‘my judgment’ and ‘ other partner judgments were then tested for significant
differencesusing t tests. Within the first scenario (low-baling - absent; non-audit revenue - absent) the
indices were not sgnificantly different from each other (t = 0.08, p = .93). However, the two indices
were dgnificantly different within scenarios two (low-baling - present; non-audit revenue - absent) (t =
16.81, p < .01), three (low-baling - absent; non-audit revenue - present) (t = 17.63, p < .01), and four
(low-baling - present; non-audit revenue - present) (t = 37.40, p < .01).
[Insert Table 6 about here)
Index means across the scenarios were dso examined using t tests. The ‘my judgments' index
means were not sgnificantly different across the four scenarios, asdl t tests yielded p-values > .90.
The ‘other partner judgments mean index in scenario one (low-baling - absent; non-audit revenue -
absent) was sgnificantly higher than scenarios two (low-baling - present; non-audit revenue - absent) (t
=16.68, p < .01), three (low-bdling - absent; non-audit revenue - present) (t = 20.37, p <.01) and
four (low-balling - present; non-audit revenue - present) (t = 37.83, p <.01). In the presence of either
contingent economic rent, the * other partner judgments' index means were not sgnificantly different
from each other (t = 1.06, p = .29). Findly, the ‘other partner judgments index mean for scenario four
(low-balling - present; non-audit revenue - present) was significantly lower than scenarios two (low-
balling - present; non-audit revenue - absent) (t = 12.32, p <.01) or three (low-baling - absent; non-

audit revenue - present) (t = 15.88, p < .01).
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Test results suggest that the audit partners do not believe their independence would be impaired
by the presence of contingent economic rents. However, they indicate that the judgments of other
partnersin ther firms might be duly compromised. In psychologicd testing of this nature, individuals
often record answers that present themselves in the most favorable light (Kerlinger 1988). However,
when asked how peers might respond to the same stimuli, respondents often project their own
subconscious beliefs onto referent others (e.g., Clement and Krueger 2000; Mikulincer and Horesh
1999; Ruvolo and Fabin 1999; Smith 1997). Thus, the within-subject debriefing items provide further
indication that the presence of contingent economic rents might subconscioudy bias the judgment and
impair the independence of auditors.

V. DISCUSSION

The primary objective of this sudy is to examine the extent to which auditor independence is
compromised in the presence of two forms of contingent economic rents: low-baling and potentid non-
audit revenues. A fundamental premise of this research is that impairment of auditor independence is not
adways ddiberate; rather, such impairment is more often the result of subconscious information collection
and evaluation biases, asindicated by Russo et d. (2000). In that light, we investigate specific
confirmatory processes that are simulated by contingent economic rents and the impact of such biased
cognitive processing on auditor’ s judgment and independence.

A tota of 73 audit partners from four of the big-five CPA firms participated in a2 (low-bdling:
present or absent) by 2 (potentia non-audit revenue: absent or present) randomized between-subjects
experiment. Three confirmatory processing variables examined in the current study are 1) search for
supportive information, 2) favorable cognitive distortion of audit evidence, and 3) pre-decisiona sdlf-

judtification behavior. Based on cognitive process theory, a research modd was devel oped depicting
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confirmatory processing of evidence as amediating factor between contingent economic rents and audit
judgment (likelihood assessments that the client will continue as a going concern) and behavior (revisons
to initidly budgeted audit hours).

In the presence, as compared to absence, of contingent economic rents, a phenomenon known
asthe sdlf-serving bias (Messick and Sentis 1979) suggests that auditors are more intensaly
predisposed toward maintaining long-term relationships with thair clients (i.e., the contingency). The
auditors strong desire for long-term client relationships under these conditions affects the manner in
which they cognitively process audit evidence. That is, auditorswho hold astrong initiad preference, or
predispostion, often use confirmatory processes when gathering and evaluating audit evidence (Church
1990). Findings from the current study indicate that the participants initid commitment toward
maintaining an on-going audit relationship with the case client was highest (lowest) in the presence
(absence) of both contingent economic rents, while such commitment fell between the two extremesin
the presence of ether contingent economic rent.

The first hypothesis asserts that the presence, as compared to absence, of contingent economic
rents will increase the auditors search for supportive information, favorable distortion of audit evidence,
and pre-decisond sdf-judtification behavior. The second hypothes's predicts that confirmatory
processing will be positively associated with going concern likelihood assessments and negatively
associated with initia budget hour revisons. Research findings support both hypotheses.

Responses to between-subject debriefing items indicate that auditorsin dl four treatment
conditions believed their judgments with respect to the case client were objective, unbiased and
impartid. Thisfinding iscriticd to the independence issue, asit questions the assumption that deliberate

misrepresentation is a necessary condition of independence impairment. Within-subject debriefing items
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were also assessed.  After reading each of four scenarios (low-baling and potential non-audit revenue:
absent or present) unrelated to the experimentd case, auditorsindicated that their client-related
judgments would be objective, unbiased, and impartid. Interestingly, in the presence of contingent
economic rents, they suggested that the judgments of other audit partners within their firmswould be
duly impaired. Projection theory would suggest that the participant responses to the ‘other partners
items indicate, in part, amilar subconscious biases inherent in the respondents psyche.

The current sudy islimited by externd vaidity threats common to |aboratory experiments of this
nature. However, using practicing audit partners as participants provides a degree of generdizability to
the experimenta results. The study is aso limited in that the participants were not asked to render a
find audit decison. Results of pilot testing, with adifferent group of audit partners, suggested that there
istoo little information in the case for auditors to provide opinions, particularly with respect to going
concern; hence, likelihood assessments seemed to make more sense to the respondents. Thus, the
extent to which professond responghility, legd concerns, accountability and other factors might affect
the auditors fina opinionsis unknown. Findly, with respect to the between-subjects debriefing items, it
is possible that participant responses were not reflective of their true beliefs regarding independence;
rather, the auditors may have responded in away that placed them in the most favorable and accepted
light. Hence, whether confirmatory processing is truly subconscious cannot be determined with absolute
certainty in this experiment.

As stated by Bazerman et d. (1997) “The assumption of ddiberativenessisimportant because it
implies that any tendency toward bias can potentiadly be rectified by mora suasion and/or the threat of
sanctions.” However, if confirmatory processing iswhally or partidly subconscious, such remedies may

beineffective. Therefore, future research in the area of auditor independence should focus on
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developing sdf-awareness techniques that audit partners and firms can use to identify Stuations where
independence in fact may be impaired. Sdf-awareness procedures of this nature could be integrated
into firm training sessons and auditor decison aids. Also, it would be fruitful to investigate the impact of
other possible threets to independence, such asthe size and nature of equity stakes with clients, and the
length of the auditor-client relaionship.

Results from the current study indicate that audit partners may be unknowingly biased in ther
client-related judgments when contingent economic rents are present. Unfortunately, without some form
of intervention, these findings support the assertion made by Bazerman et d. (1997) that it may be
impossible for auditors to maintain independence in fact when their continued economic self-interest is
inextricably linked to future economic rents. In the find andys's, the accounting profession can ether
cave into the SEC's proposed measures amed at diminating al stuations whereby auditors might have
conflicting economic interests with audit clients -or- take proactive steps to identify ingdious threats to
auditor independence and effectively ded with such threets thereby retaining the right to broaden client

services and enhance the economic viability of CPA firmsinto the foreseesble future.
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Tablel
Sample Characteristics

Sample Size Composition

Low-Bdling Non-Audit Revenue
Absent Absent 18
Present Absent 19
Absent Present 17
Present Present 19

Four of the Big-Five CPA Firms (Participants requested that the firm name be disguised)

One 19

Two 20

Three 16

Four 18
Gender

Mde 58

Femde 15
Tota Sample Size (n) 73

Demographic Variables

Mean (standard deviation) age 4460 (6.09)
Mean (standard deviation) years in public accounting 21.07 (5.99
Mean (standard deviation) years with current firm 18.06 (7.66)
Mean (sandard deviation) years as partner 8.70 (5.67)
Percent experience auditing public companies 69.10 (17.36)
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Table?2

Process and Consequence Variables

Panel A: Treatment Means (Standard Deviations)

Low-Balling Absent Present Absent Present
Potential Non-Audit Revenue Absent Absent Present Present
Search for Supportive Information Index -9.33 1.52 2.82 8.37
(7.92) (4.62) (4.33) (5.84)
Cognitive Digtortion Index -45.67 -4.32 0.59 33.11
(20.04) (16.56) (16.93) (18.66)
Sdf-Judtification Index 116.56 208.58 191.65 332.79
(33.90) (40.80) (39.45) (58.17)
Going Concern Likelihood 4111 64.21 60.59 85.26
(16.76) (22.44) (24.10) (13.89)
Revision to Initid Budget Hours 478.89 276.32 291.18 163.16
(120.39) (68.65) (68.64) (30.02)
Panel B: Correlation Matrix
Process and Consequence Variables [1] [2] [3] [4]
[1] Search for Supportive Information Index
[2] Cognitive Digtortion Index 834
[3] Sef-dudtification Index 576 .698
[4] Going Concern Likdihood 477 536 512
[5] Revison to Initidl Budget Hours -.620 -.668 -.658  -.507

Note: All corrdlations are significant at p < .01
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ANOVA Test Resultsfor Hypothesis One (H1)

Table3

Panel A: Search for Supportive Information Index

Source d.f.
Low-Badling 1
Non-Audit Revenue 1
Interaction Term 1
Error 69
Totd (Adj.) 72

Reaults of Scheffe' s multiple pairwise comparison test (a = .05)

Sum-Sguares

1,225.22
1,643.40

128.60
2,363.63
5,378.66

F-Ratio

35.77
47.97
3.75

Low-Balling Non-Audit Revenue Means
Absent Absent -0.33%
Present Absent 1.52°
Absent Present 2.82°
Present Present 8.37°¢

Different superscriptsindicate Sgnificant differencesat a = .05.
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ANOVA Test Resultsfor Hypothesis One (H1)

Table3

Panel B: Cognitive Distortion I ndex

Source d.f.
Low-Badling 1
Non-Audit Revenue 1
Interaction Term 1
Error 69
Totd (Adj.) 72

Reaults of Scheffe' s multiple pairwise comparison test (a = .05)

Sum-Sguares

24,842.52
31,877.59

355.29
22,614.01
80,373.02

F-Ratio

75.80
97.27
1.08

Low-Balling Non-Audit Revenue Means
Absent Absent -45.67 2
Present Absent -4.32°
Absent Present 0.59°
Present Present 33.11°

Different superscriptsindicate Sgnificant differencesat a = .05.
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.001
.001
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Table3
ANOVA Test Resultsfor Hypothesis One (H1)

Panel C: Sdlf-Justification | ndex

Source d.f. Sum-Sgquares F-Ratio p-vaue
Low-Badling 1 247,522.00 126.23 .001
Non-Audit Revenue 1 180,845.40 92.23 .001
Interaction Term 1 10,984.58 5.60 .021
Error 69 135,302.10

Totd (Adj.) 72 583,374.50

Reaults of Scheffe' s multiple pairwise comparison test (a = .05)

Low-Balling Non-Audit Revenue Means
Absent Absent 116.56 2
Absent Present 191.65°
Present Absent 208.58°
Present Present 332.79°¢

Different superscriptsindicate Sgnificant differencesat a = .05.
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Table4

ANOVA Test Resultsfor Direct Effect of Independent Variableson
Going Concern Likeihood and Revisonsto Budgeted Hours

Panel A: Going Concern Likelihood

Source d.f. Sum-Squares F-Ratio p-vaue
Low-Badling 1 10,391.39 26.95 .001
Non-Audit Revenue 1 7,478.80 19.39 .001
Interaction Term 1 11.30 0.03 .865
Error 69 26,608.74

Totd (Adj.) 72 44,775.34

Results of Scheffe' s multiple pairwise comparison test (a = .05)

Low-Balling Non-Audit Revenue Means
Absent Absent 41.11°%
Absent Present 64.21°
Present Absent 60.59°
Present Present 85.26 ¢

Panel B: Revisionsto Budgeted Hours

Source d.f. Sum-Squares F-Ratio p-vaue
Low-Badling 1 497,585.80 79.11 .001
Non-Audit Revenue 1 412,138.10 65.52 .001
Interaction Term 1 25,306.50 4.02 .049
Error 69 434,006.90

Totd (Adj.) 72 1,377,795.00

Results of Scheffe' s multiple pairwise comparison test (a = .05)

Low-Balling Non-Audit Revenue Means
Absent Absent 478.89°
Absent Present 276.32°
Present Absent 291.18°
Present Present 163.16

Different superscriptsindicate Sgnificant differencesat a = .05.
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Tableb

Means and (Standard Deviations) for Between-Subjects Debriefing Questions

Per ceptions of Independence

| am independent of this client in al respects.

My audit judgment with regard to this client is unbiased.

My audit judgment with regard to this client is objective.

There are no conflicts of interest impairing my independence on this audit engagement.
| believe that my audit judgment with respect to this client isimpartid.

Cognitive Dissonance

| fed comfortable with the judgments | just provided concerning HMW Inc.
| am uncertain about the judgments | just provided concerning HMW Inc.

| am uneasy with the judgments | just provided concerning HMW Inc.

Perceptions of Personal Responsibility
| fed persondly respongible for thisinitid engagement.
| am personaly responsible for recruiting this client and accepting this engagement.

Compensation Salience
| am satisfied with my compensation for participating in this sudy, consdering the time
and effort | just expended.

Case Instructions
The case ingructions for this study were understandable.

6.59
6.56
6.41
6.38
6.55

6.28
2.04
2.27

5.59
5.98

5.92

6.03

(0.93)
(1.05)
(1.22)
(1.13)
(1.01)

(0.97)
(1.32)
(1.11)

(1.42)
(1.25)

(1.38)

(1.37)

1. Scdeusedfor dl items 1 = Strongly Disagree, 2 = Disagree, 3 = Slightly Disagree,
4 = Neither Agree nor Disagree, 5 = Sightly Agree, 6 = Agree, 7 = Strongly Agree,

2. All means are datidticaly non-significant (p > .10) across the between-subject experimental

treatment conditions.

3. All means are sgnificant different (p < .01) from the mid-point of the scale.
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Table6

Means and (Standard Deviations) for Within-Subjects Debriefing Questions

Scenario One: Low-Balling (Absent), Non-Audit Revenue (Absent)

My audit judgments with respect to this client would be totaly: objective.
unbiased.
impartia.

The audit judgments of other partnersin my firm would be totally: objective.
unbiased.
impartid.

Scenario Two: Low-Balling (Present), Non-Audit Revenue (Absent)

My audit judgments with respect to this client would be totaly: objective.
unbiased.
impartid.

The audit judgments of other partnersin my firm would be totaly: objective.
unbiased.
impartia.

Scenario Three: Low-Balling (Absent), Non-Audit Revenue (Present)

My audit judgments with respect to this client would betotaly: objective.
unbiased.
impartia.

The audit judgments of other partnersin my firm would be totally: objective.
unbiased.
impartid.

Scenario Four: Low-Balling (Present), Non-Audit Revenue (Present)

My audit judgments with respect to this client would be totdly: objective.
unbiased.
impartid.

The audit judgments of other partnersin my firm would be totaly: objective.
unbiased.

impartial.

6.85"
6.84°
6.80°
6.93"
6.78"
6.77%

6.81%
6.81°
6.82%
4.82°
5.05°
4.77°

6.67°
6.74%
6.78°
5.00°
4.88°
5.19°

6.79
6.80°
6.84°
3.08°
3.27°
3.12°

(0.64)
(0.37)
(0.66)
(0.25)
(0.73)
(0.70)

(0.59)
(0.49)
(0.42)
(1.54)
(1.46)
(1.65)

(0.99)
(0.87)
(0.69)
(1.27)
(1.28)
(1.21)

(0.67)
(0.66)
(0.65)
(1.20)
(1.26)
(1.36)

1. Scdeusedfor dl items 1 = Strongly Disagree, 2 = Disagree, 3 = Slightly Disagree,
4 = Neither Agree nor Disagree, 5 = Sightly Agree, 6 = Agree, 7 = Strongly Agree,

2. All means are datidticaly non-significant (p > .10) across the between-subject experimental

treatment conditions.

3. Within each scenario, different superscripts indicate sgnificantly different means (p < .01)
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Figurel

Research Model
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Figure2

Path AnalysisModel Testing Hypothesis Two (H2)

Contingent Economic Confirmatory Consequentid
Rents Process Variables Outcomes
Likdihood that the
Low-Bdling Company will
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Non-Audit Revenue
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All paths are sgnificant a p < .01.
Goodness of fit gatistics: X = 29.3 (d.f. = 21, p = .15), Normal X? = 1.40, GFI = .934,
AGFI =.917, NNFI = .905, RMSEA =.041.
Direct effects from Low-Baling to the dependent variables and from Non-Audit Revenue to the
dependent variables were tested, but found to be gatigticaly insgnificant (p > .23).
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Endnotes

! For ingtance, if a participant rated a piece of information as +2 on the favorability scde and 5 on the
decison weight scae, the cognitive distortion metric for that informationa item would be +10. The
cognitive distortion metric for each of the 12 pieces of information is summed to obtain the overdl

metric vaue for agiven participant. The cognitive digtortion metric for asingle informationd item can
range from -21 (-3 x 7) to +21 (+3 x 7) and the possible range for a given participant over al 12 pieces
of information can range from -252 (-21 x 12) to + 252 (+21 x 12).

21f aparticipant reviewed the same piece of information more than once, the favorability rating for that
informationd item was counted only once in the search for supportive information metric. Twenty-five
auditors reviewed the same pieces of favorable (where the rating was greater than zero) information
more than once and three auditors reviewed the same pieces of negative (where the rating was less than
zero) information more than once. While the incluson of multiple favorahility ratingsfor sngle
informationa itemsin Satistical andyses does not change the direction and interpretation of sudy
results, such inclusion does increase the power of statistical testing with respect to rejecting the null
hypothess. Asareault, multiple favorahility ratings for the same informationd item are excluded from
the analyses, as this procedure reflects a more conservative testing approach.

3 SEM power was tested via the procedure described in MacCallum et &. (1996).

* An dternative technique is to run factor anaysis on the three variables, save the factor scores for
factors with eigenvalues greater than 1.0, and sum the resulting factor scores to yield a‘ dissonance
relief’ index. This procedure was performed using the study data. Two factor scores were retained,
using Varimax rotation, where the eigenvalues were 1.23 and 1.10. The factor scores were summed
into asngleindex. Thetwo path anadys's modds (one using the standardized variables and the other
using factor analyss scores) were compared using the LaGrange Multiplier Test. Both models were
datigtically smilar, asindicated by the non-significant X* value of 1.34 (p = .26).

> An ANOVA modd was used to determine the Sgnificance of the interaction term when the
independent variables are low-balling (present or absent) and potential non-audit revenue (present or
absent), and the dependent variable is the confirmatory processindex. Statistica resultsindicated
significant main effects for low-baling (F = 155.20, p < .001) and potential non-audit revenue (F =
165.45, p <.001), and anon-significant interaction term (F = 0.38, p = .537). Accordingly, the
excluson of an interaction term in the path analyss model is deemed gppropriate.
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