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Abstract

While the traditional modeling approach which treats the auditor as a self-interested economic agent with complete and transitive preferences over (usually monetary) outcomes has made important contributions, it does not adequately represent her role. Acknowledging methodological problems in arbitrarily changing the traditional approach,  I  review current developments in economic theory and offer suggestions for future development of research using ideas from sociology, psychology, philosophy, artificial intelligence, and jurisprudence.

Analytical Auditing Research:

New Directions From Several Disciplines
I. Introduction

The  economic paradigm has been the dominant paradigm in analytical auditing research.
 The paradigm generally represents economic actors as self-interested agents who have complete and transitive references over all outcomes and maximize their discounted utility of personal payoffs. 

It would appear to be somewhat cynical, however, to say that the behavior of all auditors is entirely directed by monetary incentives (or their equivalent). Even if, for the sake of argument,  an auditor’s choices were made to maximize wealth, we still would have to acknowledge that such payoffs are inextricably connected to social constructs such as norms and accountings, psychological  constructs such as identity and extrinsic/intrinsic incentives, and the epistemological issues (an area of philosophy) surrounding the auditing and accounting standards appealed to during the audit. Consider for example, Statement on Auditing Standards No. 78,  (December 1995) 
 which states that 
The effectiveness of controls cannot rise above the integrity and ethical values of the people who create, administer, and monitor them. Integrity and ethical values are essential elements of the control environment, affecting the design, administration, and monitoring of other components. Integrity and ethical behavior are the product of the entity's ethical and behavioral standards, how they are communicated, and how they are reinforced in practice. They include management's actions to remove or reduce incentives and temptations that might prompt personnel to engage in dishonest, illegal, or unethical acts. They also include the communication of entity values and behavioral standards to personnel through policy statements and codes of conduct and by example.
Clearly, the passage calls upon the auditor to simultaneously evaluate social norms, incentives, and the way that the views itself and categorizes behavior. On top of that, the auditor needs a means of communicating and gaining consensus with colleagues and stakeholders in the audited entity. In particular, the auditor’s immediate problem would appear to have more to do with rule-following  (both informal and formal rules) than with maximizing monetary reward. In a related vein,  March (1997, 17) concludes that 
[M]ost of the time, most people in organizations follow rules even when it is not obviously in their self-interest to do so. Much of the behavior in an organization is specified by standard operating procedures, professional standards, cultural norms, and institutional structures linked to conceptions of identity.
While simultaneously making precise everything in the two passages above is probably impossible to do (at least, given the current state of the art), there are specific isolatable issues that clearly are of interest. 

The simplicity of the traditional economics approach lends it an elegance hardly surpassed by competing analytical paradigms (e.g., philosophy, linguistics, and artificial intelligence) and permits us to readily grasp the importance of various factors determining certain human behaviors. As noted, however, its simplicity also creates a “blind spot” with respect to other important behaviors. Economists themselves have responded to this criticism by turning their attention to new sets of issues. Influenced in part  by developments in the fields of psychology,
 sociology,
 philosophy,
 and language,
 they have either developed or discussed the possibility of new approaches to understanding human behavior. This is not without its methodological drawbacks, however. To illustrate, Tirole (2002, 636),  speaking as an economist, warns
Clearly, we, as a profession, should not impulsively add a new element into the utility function every time we cannot readily explain a behavior or an apparent concern.
However, he also comments (p.635) 
Yet, psychologists have accumulated an impressive body of evidence suggesting ways in which we economists might want to reconsider and adjust our standard paradigm.
Economics has made some progress towards these goals by providing analytical formulations, including models of norm creation and evolution, utility functions incorporating ethical and normative considerations, and models incorporating identity. Further progress in these areas would appear to be imminent making it necessary for auditing academics to familiarize themselves with these issues and perhaps even take part in the development of analytic frameworks themselves. A better understanding of these issues will better inform experimental and archival efforts as well. In this spirit of exploration,  I wish to review certain current developments in the economic literature, and suggest future ones as well.
II. Extant Economics Models Of Rule/Norm Adherence
An early, but elegant, analysis of norm-like behavior appears in Schelling (1978). Consider a sign, “DO NOT WALK ON THE GRASS.” If it were a quiet sunny afternoon between classes at a university, most people would obey that sign. If, however, it is a spring commencement, and the campus is filled with people, some of whom are walking on the grass, you may feel more inclined to do so as well if you need to take a shortcut. (Similar examples include driving over posted speed limits,  or double-parking when everyone else is double-parking.)
The simple idea is that the utility that you obtain from a particular action may be a function of the number of others who are also currently partaking of it. To find the equilibrium (equilibria) you construct a simple graph. Suppose that there are N people in total. Figure 1 illustrates a single person’s utility when either  i) obeying the rule or ii) disobeying the rule. Note that these utilities are graphed as a function of the number of people obeying the rule.
[image: image78.wmf]1

p


[image: image79.wmf]1

q

[image: image80.wmf][

]

1

,

0

=

A


[image: image81.wmf]m

[image: image82.wmf]x


[image: image83.wmf]y


[image: image84.wmf]x


[image: image85.wmf]x

y

a

=


[image: image86.wmf]y


[image: image87.wmf]y

yd

A

=

ò

m




Figure 1: A Simple Schelling Graph
Note first, from looking at the graph, that when the number of people obeying the sign equals n (and the number disobeying equals N-n) , the utility from obeying the sign equals the utility of not obeying it. This is not a stable outcome. Suppose that one of the persons disobeying the sign changes her mind and decides instead to obey it. Then the number of people obeying the sign increases to n+1, and the utility of the person changing her mind is increased. Conversely, suppose that we are again at the point where the number of people obeying the sign equals n, and one person changes from obeying to disobeying. Then the number of people obeying declines to n-1 and the utility of the  person changing her mind is increased. Continuing with this reasoning, we can see that there are two possible equilibria: i) all obey and ii) all disobey. Schelling (1978, 213) provides a potential example of this graph from Hockey (at a time when helmets were not mandatory) by quoting Newsweek, 10/6/1969, “One player summed up the feelings of many: ‘It’s foolish not to wear a helmet. But I don’t – because the other guys don’t. I know that it’s silly, but most of the players feel the same way. If the league made us do it though, we’d all wear them and nobody would mind.’ ” The presence of uniform adoption of a particular accounting standard from a menu of alternatives for all client firms in a given industry is also consistent with this notion.
There are variations on the graph that produce other results as well. The next graph illustrates a setting in which the utility of complying with a norm increases with the number of other compliers, but as compliance becomes sufficiently high, a distinct benefit arises for the remaining few who do not comply: For example, trend-setters, almost by definition must comprise a minority. For example, an auditor’s  client may choose to  employ a novel accounting approach, which, in turn, may draw attention to its corporate strategy  -- see Hutton (2001)  for a discussion. 










Figure 2: Unique equilibrium at n*.
In this case, n* is an equilibrium (and the only one as well). Note that if someone changes her mind from conforming to nonconforming  (and n*-1 conform) her utility falls below her conforming utility, and alternatively,  if a non-conformer conforms, her utility again falls. 
Suppose that we rotate the curve for “utility from conforming” to create Figure 3 from Figure 2. If the lower part of the “utility from conforming” curve falls below the “utility from nonconforming” curve (i.e., the curves intersect twice) then there are two equilibria.











Figure 3: Equilibria at BOTH zero and n*
To show that zero (no one conforming) is an equilibrium, note that if all were not conforming and one person changed her mind and conformed, then her utility would fall. Consequently, if, for whatever reason, the equilibrium picked by the community were at zero (as in Figure 3), and the graph changes back to that in Figure 2,  the equilibrium would “jump” to the remaining  point of intersection, n*. Consequently changes in norm adoption may be discontinuous in the parameters characterizing the setting.

Returning to Figure 3, if the community found itself with no one conforming, no one, on their own would have an incentive to conform. However, if a group of people could band together, say a minimum of n**, then there would be enough momentum in the community (at least suggested by this graph) to eventually reach  n*.  The reader should note the relation of the model to setting in which cataclysmic events galvanize a group of “influential” people resulting in a Bandwagon effect. For example, many accounting reforms occurred (norms were changed)  in the wake of the Stock Crash of  1929.The size of this group need not necessarily be large – just enough to tip the scales in favor of higher conformity and get “the ball rolling.” An interesting discussion of “bandwagon” situations is found in Kuran (1995, Chapter 4).
Dynamics
An interesting modification of this type of scenario is to add dynamics.  Suppose (as in moving from Figure 2 to Figure 3) that a “shock” hits such a system (say one or both of the curves depicted in Figure 2 moves up or down or rotates) and the position(s) and intersection(s) of the lines change. We may then examine the new graph to identify new equilibria. If, however,  (as I will show below) the system is not permitted to immediately adjust, and instead is required to follow certain laws of motion, the choices over time may take a variety of paths that never actually achieve a designated new equilibrium. 
Consider an example (a somewhat different example from those above) adapted from Cressman, Morrison, and Wen (1998). In their setting owners (principals) face opportunists (agents). The owner chooses a probability of monitoring, 
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 Note that here the “norm” can be interpreted as not-stealing, but that compliance will not occur unless the agent has some fear of being caught when stealing (i.e., a penalty with sufficient likelihood is required).

Let’s begin with a static setting, where the equilibrium is designated as 
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. Suppose next, that something happens (say the cost of monitoring changes, or the penalty for being caught changes)  and the new static equilibrium is say, 
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 (as one typically assumes in traditional economics),  suppose that  the motion evolves according to the following (differential) equations:

[image: image7.wmf]1

1

1

)

1

(

p

q

q

q

b

-

=

&



[image: image8.wmf]1

1

1

)

1

(

q

p

p

p

a

-

=

&


where 
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 denote time derivatives,  and 
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 are parameters.  The first equation says that the rate of increase in the probability of not stealing, 
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, increases (decreases) with the probability of monitoring, 
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; and the second says that the rate of increase in the probability of monitoring decreases with the probability of not-stealing. These directional effects are moderated by the quantities 
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. These are simplified versions of Lotka-Volterra equations. For an extensive discussion of Lotka-Volterra models, see Hofbauer and Sigmund (1988, 1998).
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Figure 4: Time path of 
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 combinations. [Adapted from Cressman, Morrison, and Wen (1998).]
Interestingly, because 
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.  However, the path may overshoot the designated equilibrium, 
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,  and then take off toward the designated equilibrium again (spiraling
). The equilibrium may thus be never attained. One interesting feature of the Lotka-Volterra specification is that while the equilibrium may never be attained, the average position of the graph will be the new equilibrium 
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For example, suppose that the shock was a result of a policy change that increased the effective penalty, and the new equilibrium 
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 is the desired result of that policy change. It may be the case that the population initially moves toward it, but then away from it: an increase in penalty may initially cause 
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 to increase (less stealing), but as this occurs, the principals’ incentives to monitor decrease and 
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 decreases. Eventually, the agents react to the decreased monitoring this by decreasing  
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 (increased stealing), and so on, and so on…  Consequently, officials may be pleased during the first phase, but become disappointed with the policy in the second. Furthermore, if they don’t understand the dynamic (which predicts a return to a more pleasing state of affairs), and if they are too quick to judgment,  they may come to believe that while the initial response was positive, the initiative, overall, was a failure.
Cressman, Morrison, and Wen (1998) provide an interesting discussion of these models and effects in their examination of crime dynamics. When motion obeys Lotka-Volterra motion, crime is cyclical, with the average rate remaining constant.  It also turns out that for an extension of  their model (adding a third party – the police), increasing the public policing activity may, over certain levels, actually increase the level of stealing. This occurs because private parties are also providing enforcement, and public policing  reduces the incentives of the private parties to monitor. A related setting for tax compliance dynamics is examined by Davis, Hecht and Perkins (2003).
The analogy to internal/external auditing activity should be apparent. Suppose that a new auditing standard is implemented which increases the effective monitoring provided by the external auditor. To the extent that the firm relies on its external auditor, (in the absence of coordination with the external auditor) it may reduce its expenditures on internal auditing, which could conceivably result in an overall reduction in internal control.

III. The Infinite Regress Of Rules And Other Problems
While the preceding models suggest how population members may choose to accept or reject well-defined behaviors with well-defined boundaries (steal/do-not-steal, walk/do-not-walk on the grass),  they ignore some of the fundamental properties of choice situations confronting auditors. In particular, they ignore the nature and consequences of the indeterminacy of rules (to be discussed next).
Rules (norms, principles, standards) are stock-in-trade for an auditor. Auditors learn professional rules (ethics
) and financial reporting rules to which they constantly attend while performing their duties.  A number of disciplines have scrutinized the nature of rules. As examples, Douglas (1973) has compiled readings on rules from sociology, anthropology and philosophy, and the University of Chicago Law Review (1999) held a symposium dealing with legal formalism,  containing many interesting articles, including one by Weisbach (1999) who states that “The tax law is the paradigmatic system of rules,” and another by Katz (1999) who discusses how the law can be reframed by lawyers to benefit their clients. 
The process of categorization enables us to think about and converse about our world. Categorization, in turn, is a rule-based activity.  Sociologist Collins (1988, 281) observes:

 [I]n any real situation, the individual must interpret whether and what rule to apply. Invoking rules itself is the result of an interpretive procedure. If we were to theorize that there are rules which tell us what rules to apply in what cases, we would still have to say when and how we know when to bring meta-rules into action. This leads to an infinite regress of rules, which people are cognitively incapable of handling. 

The sociology notion of the infinite regress of rules would appear to be closely related to the philosophical notion of “infinite epistemic regress.” To the extent that our beliefs depend on other beliefs  (e.g., we believe that the wind is blowing because we observe that the leaves on a nearby tree are moving), and they in turn depend on other beliefs, leads to an infinite regress. See  Audi (1998, 188).

Collins (p. 282) continues his discussion above, by explaining how, when communicating, people cope with infinite regress phenomena,  in part,  by using the “et cetera assumption.”  

People commonly refer to things in their world, or actions that someone else might take, by a short hand mode of expression. To this is implicitly or explicitly added the proviso that “I could go on in greater detail along this line.” 

Breaching the et cetera assumption may be viewed as unexpected and generate strong negative emotion in participating agents.
  Similar ideas are found in the influential work of philosopher Grice (1975)  who studies conversations.  He views conversations as a cooperative activity, and lists a set of maxims including one of quantity (the speaker should say no more or no less than what is needed).
 Sometimes we mean as much by what we do not say as by what we do say.
 
The Grice maxim of quantity has been used to reinterpret the “Linda Problem,” first studied by Tversky and Kahneman (1983). In that study, subjects were given evidence consistent with the likelihood that fictional character “Linda” was a bank teller (B) and a feminist (F). When the subjects were asked what is more likely, i) Linda is a bank teller, or ii) Linda is a bank teller and a feminist, a majority  chose the latter. Because, mathematically, the probability of event B is weakly greater than the probability of event B
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 F (the conjunction) those subjects were said to be victims of the “conjunction fallacy.”  Upon reconsideration, however, because we typically do not mention something in conversation unless it is important (quantity- or the et cetera assumption), subjects might have interpreted the statement “Linda is a bank teller” as B
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 F  is not necessarily incorrect. 
 
Consider the U.S. Financial Accounting Standards Board’s Statement No. 131 (1997),  which articulates a set of rules for the reporting segment information in financial reports. Statement No. 131 requires a company to measure the information it reports about each segment in the same way as the company's chief operating decision maker uses the information to allocate resources to segments and to assess segment performance.
 This standard could have unintended consequences if the context upon which the information system is based is not publicly understood. 
  A more generic (using generally accepted context, rather than a specific idiosyncratic audience context – that differs from the  internal system) may avoid general misunderstandings.

IV. Choice Dilemmas

When our system of rules fail to produce a clear choice among alternatives,  we may experience a dilemma. Because choice dilemmas may entail disutility (e.g., anxiety or compunction), agents may  i) exploit any available agenda-setting abilities to eliminate or reduce the possibility of a dilemma ever occurring,  ii) resort to devices such as lotteries (where the responsibility is shifted to chance),
 or iii) create specialists who have the responsibility of dealing with dilemmas as they arise (e.g., judges).
 Choice dilemmas have several causes.  
First of all, the applicable rules themselves may be in conflict.  Suppose that an agent is forced to choose between making a choice conforming to value (or norm) A but not value B, or a choice conforming to value B but not value A.  Philosopher Levi (1986) refers to these as “hard choices.”  [A hard choice occurs when two values, both of which are held by the decision maker are in conflict.]  A case study  presented by Keim and Grant (2003, 398) would appear to illustrate a hard choice:
You have just returned from a lunch with Jay Hoffman, the new chief financial officer (CFO) for Bell Manufacturing. The purpose of the meeting was to congratulate Hoffman on his recent promotion. You have known Hoffman since you were assigned to this engagement, during which time he has progressed from accounting manager to chief accountant and now his current position. When you expressed how pleased you were about his promotion, Hoffman explained how proud he was of the accomplishments he has achieved since entering the country as an illegal alien. He then told you that he entered the U.S. illegally because, at the time, that was the only way to get into the country. He was quick to explain that he has been a U.S. citizen for almost three years and asked that you keep this in confidence.

Conflicts might arise when the auditor is responsible to multiple stakeholders to whom she owes different duties. For example, the auditor may have discovered unfavorable information about a firm’s financial situation, but is concerned that if it disclosed, it will cause a “run-on-the-bank” (which would be averted if the information is not disclosed).  If the auditor deems the financial difficulty to be a temporary situation, the auditor may feel that she faces a conflict: protecting creditors from themselves,  or carrying out professional duties.
 
Conflicts may also arise in the situation where the agent perceives that she had multiple obligations, but insufficient resources to accomplish all of them. A related notion is the “tragic choice” (Calabresi and Babbitt,  1978). An individual may encounter a conflict because he has insufficient resources. Tragic choices are common in political settings (e.g., denying expensive medical  treatment  to some in order to enable others to get it), and may arise in auditing as certain requirements conflict (e.g., timely versus accurate reports). 
In other settings, the person may not experience a value conflict, per se, but is unsure of what rule to apply.  This situation occurs, for example,  in law [where judges are “impartial”], and has been an important subject of work in the theory of law.  That literature refers to a phenomenon called “open texture.”  Hart (1994, 127-128) comments:

Whichever device, precedent or legislation, is chosen for the communication of standards of behavior, these, however smoothly they work over the great mass of ordinary cases, will, at some point where their application is in question, prove indeterminate; they will have what has been termed an open texture. 

Legal scholar Schauer (1991, 36) further argues that open texture is the “indelible feature of language; a consequence of the confrontation between a fixed language and a continuously changing and unknown world, … and that there exists a possibility that  “the least vague, most precise term will turn out to be vague in the future.” 
As noted above by Schauer, an oft-noted deficiency of language is “vagueness.”  In philosophy, the classic illustration of vagueness is the Sorites Paradox. 
  If we first assume,  

If a pile of 
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 grains of sand is a “heap” (soros in Greek); then a pile of 
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 grains of sand is also a “heap.” 

But then,  by permitting 
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 to become sufficiently small, we are led to the inevitable conclusion that a pile with one or even zero gains of sand is also a heap -- which is false. 

Consequently, to escape the contradiction that both many grains and zero gains are heaps, there must be a precise number of grains, say 
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 such that a pile of 
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 grains of sand is a heap,  and  a pile of 
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 grains of sand is not a heap. However, such “bright-line” boundaries are rarely apparent to a community of individuals,  and the application of the concept “heap” becomes problematic. Clearly, there are many terms that have this property (i.e., are vague): high/low, close/far, etc. The ubiquity of such terms constitutes, in part, the fabric of our society and its institutions.  

The indeterminate nature of rules is acknowledged in a variety of disciplines, and similarly represents an important feature of the auditing setting. For example, because the business community makes use of natural language when formulating Generally Accepted Accounting Principles (GAAP) – to which the auditor must refer,  vagueness will definitely be present. 
  A casual word search of the Miller GAAP Guide,
 indicated that:
	Term
	Number of instances

	Probable
	45

	Substantial
	24

	Large
	23

	Small
	12

	Short-term
	17

	Long-term
	77


Figure 4: Vague Accounting Terms: A Word Count From Miller’s GAAP Guide.
All of these terms represent a graded concept in that membership in a category weakens as one moves along the particular continuous dimension defining the category.
  

One way to avoid the Sorites problem is to continuously keep a “prototype” in mind. That is,  keep in mind a particular representative of the class that you wish to consider and note “how  far” (similar)  the current instance is from that prototype. This idea has been developed in the field of artificial intelligence and is referred to as “case-based reasoning.”
 This idea has also been introduced into the economics literature by Gilboa and Schmeidler (1995, 2001) as “case-based decision theory.”
  These approaches are sometimes referred to as the “analogy” approach.
 This problem is clearly faced by the auditor who is called upon to evaluate and categorize new transactions which she has not seen before. 
An alternative suggestion is to employ categories, which in turn,  are expected to eventually divide up the world into subsets. Sociologist Zerubavel (1991, 1996) provides an interesting description of such a process as one entailing  “lumping-and-splitting.”  If all the items within a category are treated as equivalent, a problem arises when we must decide whether two different objects are to be treated the same (lumping) or different (splitting). Consequently, more energy may be devoted to distinguishing between what might appear to someone else (say, someone with a different set of categories) to be very similar objects than between very different ones (which are not distinguished).  It just depends on where the borders to he categories are. Generally, such an approach is referred to as the “rule-based” (or Aristotelian)  approach.
  Zerubavel (1991) agues that the maintenance of  these boundaries requires certain behaviors, such as taboos. It is interesting to note that if open discussions threaten the categories established by the organization, certain information may become very difficult for the auditor to obtain because this information has become “off-limits.” Interestingly, organizational members are not necessarily trying to cover up misdeeds, per se, but rather are attempting to maintain a uniform view of the environment (e.g., to maintain coordination of activities).

As a final note, it would appear that it is difficult to characterize decision making as either exclusively analogy-based or rule-based, because both features are generally present.

V. Extant Utility Representations

The theory of utility functions has been addressed in several disciplines, notably economics and philosophy. 
 A very interesting, yet difficult problem is the incorporation of values into an individual’s preference structure(s). In particular, it would appear that when two or more alternatives are incommensurable (not comparable), the traditional trade-off analysis may not apply. 
For many situations, traditional economic theory would predict prisoner’s dilemma-type of behavior for one-shot interactions with others: if everyone else is contributing to a valuable outcome, why not free-ride and not contribute (especially if no one else could see my withdrawal) ?
  Unfortunately, if everyone withdrew support for the valuable outcome, then all would be worse off than if they all had contributed. Yet every day ,we see voluntary contributions to charity, trust, or more generally all forms of cooperation with others – including those who we may never see again. Authors have suggested various ways of rectifying this situation (which we should subject, of course, to Tirole’s warning in the introduction of this paper). An early version is from Laffont (1975) who describes “Kantian economics.” A “categorical imperative” is an “absolute, unconditional requirement that allows no exceptions, and is both required and justified as an end in itself.”
 Kant’s first categorical imperative is:  "Act only according to that maxim by which you can at the same time will that it should become a universal law."
 
To apply the categorical imperative, Laffont first supposes that a particular agent has utility function, 
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[image: image55.wmf]y

-choices and also effects this agent’s utility. 
 
[image: image56.wmf]P

 might represent how clean the beach is, 
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 might represent the amount of time spent lying in the sun, and 
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 the amount of time spent picking up litter.  It is assumed that the impact of this agent’s choice upon 
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 is itself negligible (a free-rider problem). Consequently, while a self-interested agent might prefer
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 to be large, that same agent may have no reason to supply any (costly) positive level of 
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 herself. If all agents act in their self-interest, they will ignore their effect on 
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 and thereby under-provide for it.  It is assumed that if all agents choose 
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.  If, instead,  an agent  acted according to Kant’s Categorical imperative, the agent would assume that everyone else looks at the world the same way that she does, in effect making her a “universal” agent –  her choices become everyone else’s choices.  She maximizes the utility function  
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. Now, because the third argument of the utility function is now also directly affected by the choice of 
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, all agents directly consider 
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,  and contribute the (same) optimal amount of 
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 and the free-rider problem has been solved. 
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More recently, Brekke, Kverndokk, and Nyborg (2003) specify a component in the utility function which measures “self-image.”
  This self-image is “determined by a comparison of one’s actual against an endogenous morally ideal behavior.” Suppose that we model the self image component as 
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 represents, say, the amount of time (e.g., recycling efforts) that the agent contributes to increasing the supply of a public good (giving up cherished leisure in the process) and  
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 represents an agent’s  deviation from  
[image: image76.wmf]*

e

,  where 
[image: image77.wmf]*

e

 is the answer to the question, “which action will maximize social welfare if everyone acted like me?” 
 The agent then trades off self-image for other arguments of her utility function (leisure, total amount of the public good, and consumption of private goods).
A variety of other interesting formulations, representing agents’ considerations of fairness and reciprocity are described by Camerer (2003, Section 2.8).

Given the specific nature of these models, it appears as though the trade-offs between moral/ethical/norm related items and traditional consumption may be quite smooth and continuous, and in a sense, the notion of hard choices appears to be absent. Furthermore, to the extent that the tradeoffs between material and moral/ethical norm related items are smooth,  it would appear that our moral/ethical norm related decisions are highly determined by our material decisions and vice-versa. Because moral/ethical/norm related items are normally taken to be constant over time (and should not be affected by fluctuations in wealth, etc.) such a specification would appear to be inadequate. Suppose, instead, that utility functions were somehow discontinuous in these items. Consider the statement made by Etzioni (1988, 76):

Choices that are relatively heavily “loaded” with moral considerations, including many economic choices, are expected to be unusually difficult to reverse (i.e., they are asymmetrical), to be very “lumpy” (highly discontinuous) and to reveal a “notch-effect” (a resistance to pass through a threshold, that makes the behavior sticky before it is passed; the reluctance is greatly lost once passage is completed).

To illustrate Etzioni’s point, consider an study by Gneezy and Rustichini (2000). They document that the number of late-coming parents significantly increased when a day-care center introduced a fine for late-comers. Furthermore, it is interesting to note that they found no reduction in late-coming occurred after the fine was removed – suggesting a permanent change in the parents’ behavior. 

Similarly,  Baron and Spranca (1997) observe that the defining characteristic of values is their resistance to tradeoffs.  They discuss the concept of protected values--absolute values that people resist trading off with other values, particularly economic ones.
Returning to the  formulations noted above, unless the assumed function forms are exogenously specified so that they are discontinuous themselves, Etzioni’s observations will be not be fulfilled.
  Discontinuities are important because of their dramatic effect. For example, one may hear comments such as “three years of effort were thrown away during that one hour meeting,” or the imposition of monetary incentives (as in the day care center) end up making things worse rather than better.  Such discontinuities may occur as agents change their respective roles. What is of interest to researchers is to gain a better understanding of the processes determining what events serve to “trigger” such changes, and how isolating such instability might contribute to our understanding of role-driven behaviors.

We explore some possible explanations/formulations in the remainder of this paper. 

VI. Identity

Recall the importance of rule-following considerations to our discussion of the auditor’s behavior.  March (1994, 61) argues that:
Rule-following is grounded in a logic of appropriateness. Decision makers are imagined to ask (explicitly or implicitly) three questions:

1. The question of recognition: What kind of situation is this?

2. The question of identity: What kind of person am I?

3. The question of rules: What does a person such as I, or an organization such as this, do in a situation like this?

While the notion of “identity” may appear to be somewhat exotic, it has begun to appear in theoretical economics. Recall, for example,  the notion of self-image described by Brekke, Kverndokk, and Nyborg (2003). Akerlof and Kranton (2000) explore how a person’s sense of self affects economic outcomes. They use a model to explain how (1) people have identity-based payoffs derived from their own actions, (2) people have identity-based payoffs derived from others’ actions, (3) third parties can generate persistent changes in these payoffs, and (4) some people may choose their identity, but choice may be proscribed for others.

At a more general level, it is widely accepted that it individuals have a need to be consistent.
 Consistency creates an identity, which in turn establishes the “self.”  Individuals who are not consistent in their dealings with others are viewed as unpredictable and are difficult to deal with.
 Not only is it necessary to establish an identity with others, it is also apparently necessary for the individual to have her own concept of identity. For example, the goal of establishing a narrative in explaining “who you are” is a goal of many psychotherapies.
  It would follow that, in general,  individuals strive to remove gaps and  inconsistencies found in these narratives.
 

Behaving consistently improves other’s ability to predict an agent’s behavior, which, in turn, creates value for the consistent agent. The parallel to organizations is straightforward. Witness the plethora of total quality management (TQM) programs –  which do not necessarily emphasize the level of quality, per se, but rather the consistency of quality.
Consequently, we may not evaluate an agent on individual isolated characteristics, per se,  but rather on how well they cohere. If coherence, in itself, therefore has value, this creates an incentive for the agent to rehearse certain behaviors to the extent that they may become automatic or habitual to ensure smooth coherent performances.  For example, consider the comment of psychologist William James (1899/1962, p. 35):

Never suffer an exception to occur till the new habit is securely rooted in your life. Each lapse is like the letting fall of a ball of string which one is carefully winding up: a single slip undoes more than a great many turns will wind again. Continuity of training is the great means of making the nervous system act infallibly right.
Similarly, economist Hayek (1992, 335) noted that “even decisions which have been carefully considered will in part be determined by rules of which the acting person is not aware.”  Psychologist Wilson (2002,52) contends 
“It is well known that people can perform many behaviors (riding a bicycle, driving a car, playing the piano) quickly, effortlessly and with little conscious attention. Once we have learned such complex motor behaviors, we can perform them better when we are on automatic pilot and are not conscious of what we are doing. The moment I begin to think about what my pinkie and index fingers are doing as I type these words, typos result. There is a term for this in athletics: when a player is ‘unconscious’ she performing at an optimal level without any awareness of what she is doing. She is in the zone.”
This discussion on habitual behavior provides insights into why certain business improvements initiative may backfire. Consider an initiative that introduces a new performance metric into. While the metric may refocus conscious attention,  it may not adequately control for ancillary effects on unconscious habits.  Behaviors such as these may correspond, in part,  to certain phenomena – such as when external rewards crowd out internal motivation. See Deci and. Ryan, (1985), and Deci, Koestner and Ryan, (1999).

While rehearsal and practice establish consistency ex ante, accountings (discussed below) enable individuals to restore it ex post.
VII. Role-Playing

March (1994, 68) argues that:
The singularity of the term “identity” along with various popular enthusiasms for personal integration and consistency, leads to a tendency to imagine an internally coherent self – a “well rounded and integrated personality” in which actions reflect stable and consistent qualities of the actor’s identity. In fact, of course, any particular actor has multiple identities, not just one.
Koppl and Langlois (2001, 288) argue that many of our daily actions are skilled performances subject to the publicly known rules.  They provide an example (p. 289)  :

Shopping for shoes is a skilled performance constrained by publicly known rules. One must greet the staff and ask to see a selected item in one’s size. While the clerk looks for the right box, one must sit quietly. Singing opera and jogging in place violate the rules. We follow the rules of shoe buying even if we do not know that we are doing so. Shoe buyers “know how” to follow the rules even when they do not “know that” they are doing so. 

The idea that an individual can recognize multiple roles for herself, learn the rules of those roles, and switch back-and-forth between them suggests a potential source of discontinuity. The concept of roles has seen multiple decades of development in sociology
 and accounts for many aspects of our behavior. For example, one does not pay her grandmother after partaking in a sumptuous meal, one does not leave a diner without paying, one may not pay listed prices in a flea market, one does not bargain for groceries in a supermarket, etc. That is, we have roles, some of which we invest in highly (e.g., good soccer player, smart shopper, good father, witty conversationalist). The type of market that we learn about in our elementary economics classes tends to be an impersonal market for a commoditized good whose identity can effectively be reduced to a price. For less efficient markets and face-to-face interactions, we put ourselves into different roles. When the “good” is not well commoditized and cooperation of others is required, then considerations of equity and reciprocity may come into play.  For example, if we cannot put a price on labor inputs, the ruling expectation frequently is that our inputs be in some way equal (by either ability or actual effort). This expectation is frequently required for coordination (e.g., committee work).  If someone violates the ruling expectation, they may be punished by the rest of the group – alternatively as the rest of the group increase their input, remaining member feel obliged to do so as well (reciprocity).  The existence of reciprocity is well documented in experiments.
 The idea of multiple selves is fairly common in a variety of literatures.
 

VIII. Accountability

We all face the constant need to justify our actions to others, and as such, accountability is a universal feature of any organizational setting – and society,  for that matter. Indeed, anthropologist Douglas (1992, 132) has argued that accountability and account giving are part of what it means to be a rational individual. Not only might the indeterminateness of rules create choice dilemmas, but they may place an agent in a situation where she must provide an accounting to either herself or to outsiders.
Sociologists speak of the need to give accounts. In a classic paper, Scott and Lyman (1968) provide definitions for accounts. They define (pp. 46-47)

An account  is a linguistic device employed whenever an action is subjected to valuative inquiry. Such devices are a crucial element in the social order since they prevent conflicts from arising by verbally bridging the gap between action and expectation. … An account is not called for when people engage in routine, common-sense behavior in a cultural environment that recognizes their behavior as such. 

Scott and Lyman recognize two types of accounts: “justifications” and “excuses.”  Justifications are (p. 47) “accounts in which one accepts responsibility for the act in question, but denies the pejorative quality associated with it.” Excuses are accounts (p. 47)  “where one admits that the act in question is bad, wrong, or inappropriate, but denies full responsibility” – they are socially approved vocabularies for mitigating or relieving responsibility when conduct is questioned.
 In terms of the discussion above, accountings serve to reduce the negative effects of reciprocity.
It is interesting to note the Scott and Lyman’s association of “responsibility” with accountings. While we all may know 
  what responsibility is” we may not have a very good definition for it.

Much of our current academic understanding of accountability comes from social psychology. Recent reviews by Lerner and Tetlock (1999, 2003) survey the accountability literature that has emerged in social psychology during the last two decades. While the accountability literature addresses a wide variety of human behaviors, results of interest include findings that the accuracy of individuals’ judgments and the bias of their accounts can be affected by the individuals’ abilities to ex ante identify the group to which they will be held accountable.  In part, this research suggests that accountability effects are driven by the desire to be favorably evaluated and avoid criticism by others.
Accountability is related to identity in that a consistent/coherent narrative would appear to be required. A research challenge in this area would be to examine the determinants of such coherence. An approach to modeling might be that an accounting is extracted from a list of generally accepted reasons which must fit together in a way that convinces an outside party that a particular decision was the appropriate one to make. The restrictions associated with such a list places limitations on the ability of the agent to communicate. 
  
Because the accountings must conform to existing conventions, and be consistent/coherent as well, the economic success or failure of accountability is determined, in part, by the nature of this reasoning process. It would be interesting to analytically isolate salient differences between practical reasoning and the Bayesian methods typically studied in our literatures, with an eye to developing implications. The research approach will involve logic and mathematical reasoning. The literatures include the (analytical) jurisprudence, philosophy, cognitive science, and economics literatures.

IX. Summary
The auditor’s immediate attention is typically focused on questions such as, “What kind of situation is this?,” “What kind of person am I?,” and  “What does a person such as I, or an organization such as this, do in a situation like this?”  Monetary payoffs, while  important, would frequently appear to be highly discounted in terms of the auditor’s attention.

The traditional modeling approach which treats the auditor as a self-interested economic agent with complete and transitive preferences over (usually monetary) outcomes does not adequately represent her role. One must be careful, however, in rejecting the traditional model. Because of the traditional approach’s elegance and simplicity, it is probably best to retain the traditional model in our analytic formulations of auditing settings whenever relaxing these assumptions has a minor impact on how we view the auditor’s behavior. Furthermore, there is also a methodological danger in arbitrarily modifying the model to suit our wishes. 
There do appear, however, to be some basic issues that merit consideration:  The auditor finds herself in a world of rules. By better understanding rule-making and rule-following models, auditing scholars can begin to better deal with many of the current debates in accounting and auditing, such as principles-versus-rules, ethics, and possible dysfunctional effects of monetary incentives. 
It would appear as though the analytical literatures are beginning to produce an interesting array of results that, in turn, provide new insights into understanding the role played by the auditor. 
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� I exclude work done on statistical auditing.


� Consideration of Internal Control in a Financial Statement Audit: An Amendment to SAS No. 55. – Appendix.





� For surveys, see Elster (1998), Fehr and Falk (2002), and Rabin (1998, 2002), and Tirole (2002).


� For surveys see, Baron and Hannan (1994), Bowles (1998), Frank (1992), and Weis and Fershtman (1998).


� For surveys, see Hausman and McPherson (1993) and Sugden (1991).


� For example, see Rubenstein (2000).


� Alternatively, � EMBED Equation.3  ��� and � EMBED Equation.3  ��� might correspond to the proportions of principals and agents choosing to monitor and not-steal respectively. The key assumption is that neither the agent nor principal knows what type of opponent he or she is facing.


� Mathematical conditions can be identified for which the spiral either converges to the designated equilibrium or, alternatively,  diverges from it. 


�Boatright (2003, p. 22) claims “Ethics is roughly a synonym for morality, but it is often restricted to the rules and norms of specific kinds of  conduct or the codes of conduct for specialized groups. Thus we talk of the ethics of stockbrokers or the code of ethics for the accounting profession, but usually not the morality of these groups.”


� The problem of infinite regress would also appear to be consistent with the generally observed incompleteness of contracts. That is, the inability to specify comprehensive rules makes the contract incomplete. Consequently, contracts are limited tools for governance.


� In an interesting set of studies sociologist Garfinkel (1967) had experimenters interact with subjects. For example, when asked (p. 44) ‘How are you?” by the subject, the experimenter replied “How am I in regard to what? My health, finances, my school work, my mind, …”  To which the subject replied (red in the face and suddenly out of control) “Look! I was just trying to be polite. Frankly, I don’t give a damn about how you are.” 


� Grice’s ideas have been imported beyond philosophy. For example, Young (1999) and Rubenstein (2000) represent works in artificial intelligence and economics respectively that note Grice.


� Simon (1962) wrote “By adopting a descriptive language that allows for the absence of something to go unmentioned, a nearly empty world can be described quite concisely. Mother Hubbard did not have to check the list of possible contents to say that her cupboard was bare.”


� For a discussion of linkages made to Grice, see Sides, Osherson, Bonni, and Viale (2001).


�See  Deppe and Omer (2000).


� It has been claimed (American)  football coach Vince Lombardi would always say that he would share his playbook with anyone, but nobody could execute like the old Green Bay Packers. My cite for this piece of folklore is (http://www.geocities.com/motorcity/9790/gravity.html).


� Imagine a father with a single indivisible piece of candy to give to one of his two children (who both like candy) who asks one of his children to flip a coin to determine the winner.


� For example, Galbraith (1973) argues that: “As the organization that depends on rules encounters situations it has not faced before, it has no ready-made response. …The information collection and problem solving activities may be substantial. To handle this task new roles are created, called managerial roles.”


� Similarly, releasing information about a potential merger may jeopardize the deal. Consequently, there are potential conflicts between disclosure responsibilities to different parties. These issues are discussed in Basic Inc. v. Levinson, US Supreme Court – 1988, 485 U.S. 224.


� Keefe and Smith (1997) have edited a book of readings dealing not only with the Sorites Paradox but the more general notion of vagueness. 


� It is interesting to note the comments of Schuetze (1993) who argues that audit failures may due more to the indeterminateness of GAAP than of to the indeterminateness of (then) GAAS (generally accepted auditing principles). 


� Performed on Lexus Nexus, 8/28/02.  The Miller GAAP Guide (Generally Accepted Accounting Principles) explains and analyzes all critical [U.S.] accounting principals and pronouncements currently in use.


� When, say,  we are asking whether an object is hot, we are essentially asking whether it is ‘true’ or ‘false’ that the object is hot.  One approach to dealing with vagueness is “many-valued logic.” Many-valued logic dispenses with the notion that something is either true or false (the law of the excluded middle) and permits multi-valued truth functions (say i) true, ii) false, or iii) neither true or false). The most extreme version assigns the value one to the most prototypical member and zero to the least prototypical member with real numbers between zero and one for everything in between (similar to a probability).  See, for example, L. A. Zadeh, (1983).


� See for example, Kolodner (1993) and Riesbeck and Schank (1989). For a backward-looking critical perspective, see Schank (1999).


� Gilboa and  Schmeidler (2000) describe certain practical issues associated with case-based decision theory. While the concept is similarity is critical to this approach, it is still not well-understood  (Gilboa and  Schmeidler, 2000, 89).


� See Gentner, Holyoak, and Kokkinos (2001) for a book of readings on analogy  taken from a variety of areas including psychology, artificial intelligence, cognitive linguistics, and psychology. 


� A parallel set of ideas appear in the artificial intelligence area of ‘default logic.’ See Brewka, Dix, and Konolige (1997). For a related multi-disciplinary collaboration, see Holland, Holyoak, Nisbett, and Thagard (1986). 


� For example, Gilboa and Schmeidler state (2000, 89): “While CBDT [case based decision theory] rejects the notion of ‘rules’ as objects of knowledge, it may still find them useful tools.”


�For an interesting overview of issues in these combined literatures,  see Sen (1987).


� Unless, of course the individual's personal utility would decline as a consequence of the defection. This would occur when there is a high degree of complementariness among the agents’ contributions. 


� Wikipedia , http://en2.wikipedia.org/wiki/Categorical_imperative


� See Bell (2003).


� I have adapted the model somewhat for simplicity. Actually, Laffont assumes a measurable space of agents � EMBED Equation.3  ���  endowed with the Lebesgue measure � EMBED Equation.3  ���. Agents are endowed with  one unit each of � EMBED Equation.3  ��� and � EMBED Equation.3  ���,  and can transform � EMBED Equation.3  ��� into � EMBED Equation.3  ���. Consequently, when all individuals choose  the same � EMBED Equation.3  ���, the amount of public good is designated � EMBED Equation.3  ���.


� Other paper have studied “public image.” See, for example,  Brekke, Kverndokk and Nyborg’s references.


� Which again is the a simple version of Kant’s categorical imperative. 


� Italics and quotation marks supplied by author.


� Also recall how previously discussed bandwagon effects may also create a discontinuity.


� Also consider the well-known notion of “cognitive dissonance.” To the extent that cognitive dissonance is aroused when a choice inconsistent with a person’s values presents itself,  cognitive dissonance potentially relates to identity as well. Articles in economics on cognitive dissonance include Akerlof and Dickens (1982), Konow (2000)  and Rabin (1994).


� Garfinkel (1967, Chapter 3) provides an interesting illustration of the need for consistency/coherence. Subjects were to ask a ‘counselor’ questions requiring a ‘yes” or “no” answer. The subjects were unaware that these answers were being randomly generated. Yet, they assembled these answers into a coherent whole and found it unsettling that the answers were random upon being informed of this fact.


� In the same vein, organizations must also have an identity to enable others to deal with a predictable entity. Hence the value of mission statements, brand names, or professional affiliation.


� See for example, Wilson (2002, pp, 179-181)


� A related notion is the “reflective equilibrium” of Rawls (1971) which is sometimes summarized (DePaul, 1987)  as a process in which a person will revise moral or philosophical judgments where it is necessary to eliminate inconsistencies latent in his belief system.


� See Collins (1988) and Turner, (1998) for comprehensive reviews of this literature.


� In one-shot encounters, such as the ultimatum game, one subject offers a portion of her endowment (say, a fraction of a dollar) to a second subject. The second subject has two choices: either accept the offer, or reject the offer, in which case both subjects get zero. From a traditional economics perspective, in a one-shot encounter, the first subject should offer the second a very low amount, say a penny, which the second subject should accept (a penny is better than nothing). This is not a result, when the first subject does not offer enough to the second subject, the second subject gets even by rejecting. The eye-for-an-eye strategy has been documented in a variety of experiments. It suggests that people see themselves in roles other than an impersonal market transactor.


� Elster (1985)has  edited a volume containing contributions by philosophers, psychologists and  economists on the multiple self. 


� Four types of excuses are identified: appeal to accidents, appeal to defeasibility, appeal to biological drives, and scapegoating.


� Schutz (1962) referred to this as “commonsense knowledge.” This has been described as “knowledge is socially based and assumed to be known by everyone” (Collins, 1988, 275).  


� Consider the paradox of the preface (due to Makinson, 1965). Under this paradox, an author of a long book (and his helpful colleagues) have checked his pages multiple times for errors, to the point where he forms a belief that each page is error-free. Consequently if asked if any particular page is error-free he could confidently answer ‘yes’ – I checked it many times (the reason). The point to be made here is that when justifications must be made (reasons given) for each premise of a conjunctive statement, each premise making up the conjunction may be valid, but the conjunction itself may be false (i.e., almost certainly, there is an error somewhere in the manuscript). That is, a proposed decision may pass all pre-articulated hurdles, yet fail from an intuitive perspective -- here the tacit (gut feel) Bayesian posterior. [This paradox was introduced by Makinson to illustrate how an individual can hold beliefs which he knows to be inconsistent. Here, the issue is somewhat different.]
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