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Strategic Assessment During Business-Risk Audits:
The Power of a Holistic Perspective

Abstract
A number of assurance services have increased their emphasis on evaluating the business risks that threaten their clients’ ability to deliver customer value. This new approach includes a strategic assessment component where auditors assess the viability of their client’s business model. Proponents of the business-risk approach believe that strategic assessment helps auditors develop a holistic perspective that shifts the focus of their attention and influences their judgment when they evaluate information about client operations. This study suggests that strategic assessment could influence auditor judgment in two ways:  (a) by creating a different mental representation and (b) producing a residual halo effect. This thesis was tested in the context of three research questions. First, does the timing of the strategic assessment change the extent to which auditors focus attention on business process issues
? Second, does it help auditors recognize factors that increase the risk of misstatement? Third, do auditors who perform strategic assessment first come to different conclusions about misstatement risk than auditors who perform strategic assessment later, after they have evaluated other evidence? During a laboratory experiment, auditors (a) performed strategic assessment, (b) analyzed current-period operating information, and (c) documented the evidence that they considered. Some participants performed strategic assessment before they analyzed information about current period operations and others performed strategic assessment after. Results provide evidence that strategic assessment influences auditor judgment. First, both the timing of strategic assessment and the halo produced by strategic viability judgments influenced the type of issues that participants documented to support their misstatement risk assessment. Second, participants’ attention to risk factors increased as their strategic viability assessments decreased, but the timing of strategic assessment had no influence on attention to risk factors. Third, misstatement risk assessments increased as strategic viability assessments decreased for participants who performed strategic assessment first
.
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Strategic Assessment During Business-Risk Audits:
The Power of a Holistic Perspective

Condensé
Many assurance services firms have recently revised their audit methodology to place greater emphasis on evaluating how business risk impacts their clients’ ability to deliver customer value. This new approach includes a strategic assessment component where auditors assess the client’s plan for creating and sustaining competitive advantage. During strategic assessment auditors document evidence that helps the audit team assess the strategic viability of the business model (Lemon, Tatum, and Turley 2000). Proponents of the business-risk approach believe that strategic assessment helps auditors develop a richer, more holistic mental representation (Bell et al. 1997). Bell, Peecher, and Solomon (2002) suggest that, by providing auditors with a holistic perspective on the processes that drive a business model, strategic assessment increases auditor attention to business risks and helps them recognize conditions that increase the risk of misstatement. They also propose that a holistic perspective has a stronger influence on judgment when strategic assessment is performed as the first step in the audit process.

The aforementioned prior research suggests that strategic assessment could influence auditor judgment in two ways. By providing a more holistic mental representation, strategic assessment could change the way auditors focus their attention. Furthermore, the opinions that auditors develop during strategic assessment could produce a halo that influences judgment about the evidence that they evaluate later. Our study examines three research questions related to these two issues. First, does the timing of strategic assessment changethe extent to which auditors focus attention on business process issues? Second, does it help auditors recognize factors that increase the risk of misstatement? Third, do auditors who perform strategic assessment first come to different conclusions about misstatement risk than auditors who perform strategic assessment later, after they have evaluated other evidence?

We examined these research questions with evidence gathered during a laboratory experiment. Experienced auditors used an auditing case to (a) perform strategic assessment and evaluate the viability of the business model, (b) analyze current-period operating information and assess misstatement risk, and (c) document the evidence that they considered in assessing risk. All participants worked for the same firm, which uses a business-risk approach, and completed the exercise during a national training session. Differences in the type of issues participants documented to support their risk assessment provided a basis for evaluating how strategic assessment influences auditor attention to business process and risk factors. Viability ratings documented during strategic assessment provided a basis for evaluating the halo effect on auditor judgment. Some participants performed strategic assessment before they analyzed information about current period operations and others performed strategic assessment after. This manipulation provided a basis for evaluating how the timing of strategic assessment influences judgment.

Results provide evidence that strategic assessment influences auditor judgment. First, both the timing of strategic assessment and the halo produced by strategic viability judgments influenced the type of issues that participants documented to support their misstatement risk assessment. Second, participants’ attention to risk factors increased as their strategic viability assessments decreased, but the timing of strategic assessment had no influence on attention to risk factors. Third, misstatement risk assessments increased as strategic viability assessments decreased for participants who performed strategic assessment first.

Strategic Assessment During Business-Risk Audits:
The Power of a Holistic Perspective

1. Introduction
Many assurance services firms have recently revised their audit methodology to place greater emphasis on evaluating how business risk impacts their clients’ ability to deliver customer value. This new approach includes a strategic assessment component where auditors assess the client’s plan for creating and sustaining competitive advantage. During strategic assessment auditors document evidence that helps the audit team assess the strategic viability of their client’s business model (Lemon, Tatum, and Turley 2000). Proponents of the business-risk approach believe that strategic assessment helps auditors develop a richer, more holistic mental representation (Bell et al. 1997). Bell, Peecher, and Solomon (2002) suggest that, by providing auditors with a holistic perspective on the processes that drive a business model, strategic assessment increases auditor attention to business processes and helps them recognize conditions that increase the risk of misstatement. They also propose that a holistic perspective has a stronger influence on judgment when strategic assessment is performed as the first step in the audit process.

We interviewed auditors at the senior manager and partner level at each of the Big Four accounting firms and the former Big Five firm Arthur Andersen and asked them whether their auditors performed strategic assessment during a financial statement audit. All five reported that their firms required auditors to gather, document, and evaluate evidence about the strategic viability of their clients’ business models during every audit engagement. All five also reported that their firms used the evidence gathered during strategic assessment to evaluate risk and develop a program of audit tests. Two of the interviewees indicated that their auditors were required to perform strategic assessment before they evaluated information about current period operations. The other three indicated that, although strategic assessment was not performed as the first step in the audit process, it was integrated with procedures for planning the engagement. Although these interviews document the widespread use of strategic assessment in the field among large international accounting firms, audit research has only just begun to examine how strategic assessment influences auditor judgment (see Ballou and Heitger 2003 for a review and discussion).

This study examines how strategic assessment can influence the way that auditors focus their attention and how they evaluate the risk of financial misstatement. Specifically, we propose that strategic assessment could influence auditor judgment in two ways. First, auditors who perform strategic assessment before they perform analytical procedures will develop a holistic mental representation about client business activities that could influence the focus of their attention when they analyze client operating information. Second, the holistic viability judgments that auditors develop during strategic assessment could have a residual halo effect on subsequent judgment. Auditors who believe that the viability of their client’s business model is strong may interpret audit evidence differently than auditors who believe viability is weak. This study examines the influence of holistic mental representations and the residual halo in the context of three research questions. We examine whether these two components of strategic assessment (1) increase the extent to which auditors focus attention on business process issues, (2) help auditors recognize factors that increase the risk of misstatement, and (3) alter perceptions about the risk of misstatement that auditors develop when they analyze information about client operations.

These research questions were examined with evidence gathered during a laboratory experiment. Experienced auditors used a strategic auditing case to:  (a) perform strategic assessment and evaluate the viability of the business model, (b) analyze current-period operating information and assess misstatement risk, and (c) document the evidence that they considered in assessing risk. All participants worked for the same firm, which uses the business-risk approach, and completed the exercise during a national training session. Some participants performed strategic assessment before they analyzed information about current period operations and others performed strategic assessment after they analyzed current period operations, which provided a basis for evaluating how the timing of strategic assessment influences auditor attention and judgment. Viability ratings documented during strategic assessment provided a basis for evaluating the halo effect. Differences in the type of issues participants documented to support their risk assessment provided a basis for evaluating how strategic assessment influences auditor attention to:  (a) business processes and (b) risk factors. 

Results provide evidence that both holistic mental representations and the residual halo from holistic viability assessments can influence auditor judgment. First, both the timing of strategic assessment and the residual halo influenced the type of issues that participants documented to support their misstatement risk assessment. Second, participants’ attention to risk factors increased as their strategic viability assessments became weaker, but the timing of strategic assessment had no influence on attention to risk factors. Third, misstatement risk assessments increased as strategic viability assessments became weaker for participants who performed strategic assessment first. These findings suggest that the holistic perspective auditors develop during strategic assessment influences subsequent judgment. Assurance services firms may want to evaluate how and when their auditors develop a holistic perspective to be certain their audit approach is providing the benefits they expect from strategic assessment.

The remainder of this study is organized into four sections. In section two, we present our theoretical framework and develop research hypotheses. Section three describes the research design and explains how the experiment was conducted. Section four presents results of the analyses used to test the research hypotheses. In section five, we summarize our findings, acknowledge the limitations of this study, and discuss the implications of these findings for future research.

2. Theory and hypotheses
The following section presents the theoretical framework and research hypotheses that inspired this study. For each of our three research questions, we explain how (a) holistic mental representations and the (b) residual halo could influence auditor judgment, and we present the research hypotheses that dictated our experimental design.

Our thesis has two dimensions. First, auditors who perform strategic assessment before they perform analytical procedures will develop a different mental representation about client operations than auditors who perform strategic assessment after they analyze information about operating activities. As a result, auditors who perform strategic assessment first will have a holistic perspective when performing analytical procedures that is not available to auditors who perform strategic assessment later. Second, when auditors perform strategic assessment they will develop holistic judgments about the viability of their client’s business model. Auditors who believe strategic viability is weak will develop a residual halo with a negative valence, and auditors who believe strategic viability is strong will develop a halo with a positive valence. The valence of a halo from strategic viability judgments will influence the way that auditors evaluate subsequent audit evidence and alter the conclusions that they develop based on that evidence.

Focus of Attention

One of the reasons that assurance services firms developed the business-risk approach was to provide their auditors with an understanding of client business processes that would help them focus their attention more effectively (Lemon et al. 2000). During strategic assessment, auditors learn about the value creation process, assess the viability of their client’s business model, and document their conclusions in the audit working papers (Eilifsen et al. 2001). Proponents of the business-risk approach believe strategic assessment creates a mental representation that includes a richer knowledge of the system of interdependent processes that drive the business model. They believe that this holistic context influences the focus of auditors’ attention when they evaluate information about client operating activities (Bell et al. 2002).

People develop a context for processing information by creating mental representations of decision situations. Mental representations provide a cognitive problem-solving space for integrating new information with existing knowledge (Newell and Simon 1972). These dynamic memory structures, which change and evolve as people learn more about the decision task, direct the search for new information and determine how that information will be evaluated (Schank 1999). Task format features that change the focus of attention during information search influence judgment by altering mental representations (Payne, Bettman, and Johnson 1993). As a result, mental representations play a central, deterministic role in human judgment (Hogarth 1991).

Differences in auditors’ initial mental representations influence the focus of their attention when they use those knowledge structures to evaluate client information (Messier 1995). Proponents of strategic assessment suggest that auditors who develop a holistic perspective are better able to “see the forest for the trees.” They contend that “forest thinking”, as opposed to “tree-by-tree thinking” provides auditors with holistic knowledge that changes their decision strategy during subsequent audit tasks (Bell et al. 2002, 18-19). In other words, auditors who perform strategic assessment before they evaluate information about current operations will develop a different mental representation about client business activities than auditors who develop their initial mental representation by evaluating information about current-period operations. These associations between the timing of strategic assessment and the development of an initial mental representation form the basis for the following research hypothesis:

HYPOTHESIS 1a: Auditors who perform strategic assessment first will focus on different types of issues when they evaluate information about current operations than auditors who perform strategic assessment later.
Audit research has shown that the opinions auditors form by acquiring information that inspires a holistic perspective influences they way they evaluate subsequent audit evidence (Peecher 1996; Turner 2001). In performance evaluation research, the influence of evaluative judgments associated with a holistic perspective is known as the “halo” effect. Thorndike (1920
) explains that, when using a set of diagnostic features to evaluate an individual’s performance, people have a predisposition for “suffusing ratings of [diagnostic] features with a halo belonging to the individual as a whole.” In other words, opinions that develop during the process of forming a holistic perspective create a residual halo that influences the way people evaluate subsequent information. 

The influence that a halo effect has on evaluative judgment is the direct result of the influence that a holistic evaluation has on attention to detailed performance components (Lance, LaPointe, and Fisicaro 1994). Holistic evaluative judgments produce a bias toward decision strategies that focus on issues raised by the holistic perspective and subconsciously divert decision makers’ attention away from issues that are not direct components of the holistic perspective (Slovic et al. 2002). The associations between the focus of attention and the halo that forms as a result of developing a holistic perspective give rise to our next research hypothesis:

HYPOTHESIS 1b: Viability judgments that auditors develop during strategic assessment will influence the types of issues they focus on when they evaluate information about current operations.
Attention to Risk Factors

Auditing standards describe a number of external business conditions and internal operating conditions that increase the risk of financial misstatement and require auditors to consider those risk factors when designing their program of test procedures (AICPA 1997). In addition, recently proposed international auditing standards would require auditors to “obtain an enhanced understanding of the entity’s business” (IAASB 2002). These standards also require auditors to “obtain an understanding of the entity’s objectives and strategies, and the related business risks” (ISA XX, paragraph 36, IAASB 2002). Moreover, in COSO’s recently developed enterprise risk management framework, strategic objectives have been added as an additional category of control objectives, and risk management is applied in a strategic context (COSO 2003).

One of the reasons that KPMG requires its auditors to perform strategic assessment is to help them develop a holistic mental representation of client operations and the associated business risks before becoming embroiled in the transaction details (Bell et al. 1997). They believe that focusing on business processes rather than accounting transactions helps auditors recognize conditions that increase the risk of misstatement. Early research on the business-risk approach has provided evidence that supports this proposition. For example, O’Donnell and Schultz (2003) found that audit support software designed to focus on business processes rather than categories of transactions can help auditors recognize risk factors.

By performing strategic assessment and developing a holistic mental representation of a client’s business model, auditors develop a more complete understanding of client business processes (Bell et al. 2002). Ackoff and Emery (1972) demonstrate analytically why holistic mental representations should contain a more complete and accessible network of information about systems of interdependent processes. Choy and King (2002) report evidence from an experimental economics study that holistic mental representations can make business risk issues more salient. These associations between holistic mental representations that auditors develop by performing strategic assessment first and their ability to recognize conditions that increase risk suggest the following research hypothesis:

HYPOTHESIS 2a: Auditors who perform strategic assessment first will be more likely to document concern about conditions that increase the risk of misstatement than auditors who perform strategic assessment later.
Evaluative judgments that produce a residual halo shift attention toward holistic information about overall characteristics of the ratee and away from analytic information about specific attributes of performance (Balzer and Slusky 1992). Halos inspire decision strategies driven by initial evaluative judgment rather than decision strategies that focus on evaluating evidence that manifests itself in the details (Slovic et al. 2002). For example, Finucane et al. (2000) found that the overall impression people formed about decision alternatives produced a halo that reduced the relevance they attributed to analytic information about risk. In other words, the halo associated with a positive holistic impression shifts attention toward evidence consistent with a positive analytic impression about more detailed information. These associations between the halo effect and the way people focus their attention on subsequent decision information suggest the following research hypothesis: 

HYPOTHESIS 2b: Viability judgments that auditors develop during strategic assessment will influence their attention to conditions that increase the risk of misstatement.
Influence on Misstatement Risk Assessments

The mental representations developed by auditors who perform strategic assessment include evaluative judgments about the viability of a client’s business model. Professional standards suggest that the overall risk of misstatement increases as the viability of a business model diminishes because management will be under increased pressure to report favorable operating results (AICPA 2002). As a result, auditors who believe that strategic viability is strong should be less concerned about the risk of financial misstatement than auditors who believe that strategic assessment is weak. This association between the valence of a halo from strategic assessment and subsequent misstatement risk assessments inspired the following research hypothesis: 

HYPOTHESIS 3a: As auditor judgment about strategic viability becomes more positive their perceptions about the likelihood of financial misstatement will decrease.
Shank (1999) explains that mental representations develop quickly, based on initial situation-specific information, because human cognition requires a context for integrating information. Because information acquired first dictates the context used to interpret information acquired later, first impressions have a significant impact on subsequent judgment (Tetlock 1983). The mental representations that auditors develop when they learn about client operations provide them with a context for evaluating subsequent evidence (Libby 1995). For example, Bierstaker, Bedard, and Biggs (1999) found that auditors who began an analytical procedures task by acquiring information related to a misleading management explanation had difficulty amending their initial mental representation and identifying the underlying cause of financial statement discrepancies.

People generally interpret diagnostic information to be consistent with preconceptions that develop as a result of opinions they formed before the decision is made (Russo, Medvec, and Meloy 1996). They have a tendency to confirm initial evaluative judgments in order to reduce the cognitive dissonance that results from integrating decision cues that are inconsistent with opinions they have already formed (Church 1990; Devine, Hirt, and Gehrke 1990). Halo effects are particularly prevalent when people develop a holistic perspective before they evaluate performance information for individual components (Murphy, Jako, and Anhalt 1993). In other words, halos attributable to first impressions have a stronger influence than halos that develop after more detailed decision information has been evaluated. These associations suggest our last research hypothesis:
HYPOTHESIS 3b: Strategic viability judgments will have a stronger influence on misstatement risk assessments when auditors perform strategic assessments before they evaluate information about operating activities.
3. Research design
We tested our research hypotheses in a laboratory experiment where 88 experienced auditors (a) performed strategic assessment and documented their viability judgments, (b) analyzed information about operating activities and evaluated account-level misstatement risk, and (c) assessed the global risk of financial misstatement and documented the evidence that they considered. The senior-level auditors who participated had an average of 35.0 months of auditing experience (standard deviation = 16.3) and had been in-charge accountants who supervised fieldwork for an average of 16.1 months (standard deviation = 13.0
).
 All participants worked for the same international assurance services firm, which uses the business-risk approach. They completed the exercise during a national training session in the presence of research proctors, who reported that most participants were done in 40 to 45 minutes. All participants finished the exercise within one hour.

The exercise was organized around a 2 x 2 experimental design. The manipulated factor was the timing of strategic assessment, which was performed either before or after participants used information about operating activities to perform analytical procedures and assess account-level misstatement risk. The measured factor was participants’ perceptions about the viability of the client’s business model. When they performed strategic assessment, participants rated the likelihood that their client would be able to execute its business strategy successfully on a scale from one (low viability) to seven (high viability).

Another manipulation was included to ensure there would be a significant variance in account-level risk assessments so that we could test the influence of strategic assessment across a range of misstatement risk conditions. The other factor was the presence or absence of a seeded condition that could signal misstatement in the accounts. All cases indicated that unit sales prices, sales mix, and product costs had not significantly changed from last year to this year, which suggests that fluctuations in cost of sales should be proportional to fluctuations in sales. Consistent with this information, the case with no seeded condition reported that sales had increased 5.2% and cost of sales had increased 4.9%. The case with evidence of misstatement reported sales increased by 5.2% but cost of sales only increased by 0.9%. This pattern of information suggests a disproportionate increase in gross profit margin that was inconsistent with current-period operating information.
 As explained below, we used a measure of account-level misstatement risk to control for the influence of this manipulation during our tests of hypotheses.

Materials

The case materials were patterned after the Loblaw Companies, Ltd. strategic-auditing case for a chain of grocery stores (Greenwood and Salterio 2002). Financial statement account balances were adapted from the annual report for Safeway, Inc. and key performance indicators for critical success factors were suggested by the controller for a regional grocery chain (similar to the one described in the case) who also reviewed the materials for realism.

Information for strategic assessment included a discussion of critical success factors in the grocery industry and a description of how the client had revised business processes when it recently changed from a low-cost-provider strategy to a product-differentiation strategy. Information for analytical procedures provided a description of current-year business activities and performance measures that included selected financial statement accounts, financial ratios, and key performance indicators. Each performance measure included current and prior year measures and the amount and percent of change. Key performance indicators also included an industry best practice measure for each category.

Information about current operating activities was organized around the client’s three core business processes: (1) category management and store operations, (2) stock management and logistics, and (3) financial management. A separate page of information was provided for each of the three processes. Narrative information for each process was divided into three paragraphs that (a) described the process, (b) summarized current-year activities, and (c) discussed accounting practices. Performance measures for each process (account balances, financial ratios, and key performance indicators) were presented after the narrative information in a format patterned after the audit support software used by the firm who provided participants for this study.

Information about current operating activities contained four seeded risk factors that, according to Statement of Auditing Standards #82 (AICPA 1997), should increase the risk of material misstatement (see also ISA XX, Appendix 1, 2 & 3, IAASB 2002). First, in recent years the client had dropped from second to fifth in market share as a result of mergers by competitors. Second, the client’s management team held significant equity positions and effectively controlled the board of directors. Third, the company was engaged in talks with a much larger competitor about a possible merger. Fourth, a new controller had been hired just before the start of the current fiscal year. Fifth, during the previous year, the company had adopted a number of aggressive accounting practices, some of which resulted in income-reducing adjustments being proposed by the audit team. These factors provided a criterion outcome measure for testing the influence that strategic assessment has on auditors’ ability to recognize conditions that increase misstatement risk.

Task

The experiment was conducted in three phases. Participants in all three groups were given a package that contained three envelopes labeled phase one, phase two, and phase three, and were instructed to complete the three phases in sequence, one at a time. After completing each phase, participants were instructed to seal the materials in the envelope for that phase and told not to look at those materials while completing subsequent phases. Research proctors, who distributed and collected the research materials, monitored participants’ compliance with these instructions. The activities that participants in each group performed during each phase are described in Table 1.

Insert Table 1 here

Participants began phase one by completing a questionnaire about their auditing experience. Next, they were provided with information about the audit engagement, control risk assessments, the client’s industry, business operations, their history with the firm, and key business processes. Based on that information and their field experience, they were instructed to rate the likelihood that the unaudited financial statements contained a material misstatement, due either to intentional or unintentional causes, on a scale from one (low) to seven (high). These pre-task global risk assessments were used to control for any between-subject differences in misstatement risk expectations that existed before the experiment began.

During phase one, participants assigned to the strategic-assessment-first condition were then provided with the information they needed to perform strategic assessment, asked to rate the viability of their client’s business strategy, and document their rationale for the viability assessment that they provided. Participants assigned to the strategic-assessment-later condition received the same information and provided the same viability judgment but they performed strategic assessment during phase three, after they had evaluated operating information and assessed account-level misstatement risk.

During phase two, all participants assessed account-level misstatement risk. Participants were instructed to read the client information, analyze the performance metrics, and document misstatement risk assessments for inventory, sales, cost of sales, and store operating expenses on a scale from one (low) to seven (high). They were also instructed to document their rationale for each assessment.

During phase three, participants assigned to the strategic-assessment-later condition evaluated the client’s business strategy and provided their viability judgment. Next, all participants assessed the overall risk that the unaudited financial statements contained a material misstatement, due either to intentional or unintentional causes, on a scale from one (low) to seven (high) and described the evidence that they considered when developing this assessment. Finally, participants completed a debriefing questionnaire and were given an opportunity to request a summary of the results by providing their e-mail address.

4. Results and analysis
Our research hypotheses predict that (a) the timing of strategic assessment and (b) the valence of strategic viability judgments will influence how auditors focus their attention during analytical procedures and their post-task global assessment of misstatement risk. This section explains how we quantified variables, assessed the internal validity of our experiment, and tested our research hypotheses. Descriptive statistics for all measured variables are presented in Table 2.

Insert Table 2 here

Explanatory Variables

A dummy variable provided a basis for evaluating the influence that our timing manipulation had on auditor judgment (strategic assessment first versus strategic assessment later). We used the viability judgments that participants documented during strategic assessment to establish the valence of the residual halo. Viability judgments ranged from 1 to 7 with a mean of 4.2 and a standard deviation of 1.2. There were no significant differences in mean viability judgments between the strategic-assessment-first and the strategic-assessment-later conditions.

In addition to the influence of strategic assessment, auditor judgment about the global risk of misstatement could have been explained by two other variables:  (1) their assessment of account-level misstatement risk and (2) preconceived expectations about misstatement risk that they brought with them to the task. As shown in Table 2, there is a significant correlation between three of our explanatory variables (pre-task global risk assessments, strategic viability judgments, and average account-level risk assessments). To eliminate multicolinearity problems that would arise from including correlated explanatory variables in a regression model, we used factor analysis to remove covariation among these three measures and create orthogonal independent variables (see Bonner, Jackson, and Davis 1992 for a discussion of this technique). We calculated three principle components to capture variation in:  (a) pre-task global risk assessments, (b) strategic viability judgments, and (c) misstatement risk assessments that participants provided for inventory, sales, cost of sales, and operating expenses. Then we applied varimax rotation to create three uncorrelated factors and used the standardized scoring coefficients reported in Table 3 to quantify our three explanatory variables.

Insert Table 3 here

Dependent Variables

The post-task global risk assessments that participants provided during phase three of the exercise provided a dependent variable for evaluating the influence that strategic assessment had on auditor judgment about misstatement risk. Categorizing the issues that participants documented to support those overall risk assessments provided dependent variables for testing how strategic assessment influenced the extent to which auditors focused their attention on:  (a) different types of issues and (b) risk factors. 

Differences between mental representations can be measured by differences in the amount and type of idea units that auditors access from memory when that representation is active (Christ 1993). Idea units are distinct items of information stored in memory, which can be identified in subject responses by sentences or phrases that contain a single, complete thought (Newell and Simon 1972). Both authors analyzed the documentation that participants provided to support their post-task global risk assessments and listed different issues. The authors performed this analysis without knowing anything about other variables associated with the participant. (e.g., strategic assessment condition, viability assessment, or post-task global risk assessment). After developing independent listings, the authors compared results and reconciled differences. Initial agreement was greater than 90 percent.

In documenting the evidence they considered when they evaluated global misstatement risk, participants expressed concerns about three types of issues, including:  (1) business processes, (2) accounting and auditing issues, and (3) auditing procedural issues not discussed in the case. The list of issues for (1) and (2) included all five risk factors that had been incorporated into the case (pending merger, losing market share, aggressive accounting practices, new controller, and management control of the Board of Directors). A list of idea units that participants documented and the proportion of subjects that expressed concern about each one are presented in Table 4
.

Insert Table 4 here

Validity Check

Our hypotheses predict that participants who perform strategic assessment first will come to different conclusions than participants who perform strategic assessment later because strategic assessment influences development of the mental model they use for evaluating audit evidence. However, if we find evidence that the timing of strategic assessment influenced judgment, an alternative explanation could be that participants assigned to the strategic-assessment-later condition were more fatigued when they got to the strategic assessment task and, as a result, did not attend information about business strategy as closely as participants who performed strategic assessment first. Evidence from two sources suggests that this was not the case.

First, only 16% of the participants who performed strategic assessment first documented concern about the change in business strategy compared to 33% of the participants who performed strategic assessment later (chi-square = 3.45, p < .10). This evidence suggests that participants who evaluated operating information before they performed strategic assessment were, if anything, more attentive to strategy issues when they evaluated the overall risk of misstatement.  

Second, we used word processing software to provide a word count for the documentation provided by each participant when they described the evidence they considered during strategic assessment. Explanations contained from six to 145 words. Participants who performed strategic assessment first used an average of 38 words to document the rationale for their strategic viability judgments, which is not significantly different from the average of 34 words used by participants who performed strategic assessment later. It does not appear that participants who performed strategic assessment later devoted less effort to their task than participants who performed strategic assessment first.

Type of Issues Documented
The first set of hypotheses predicts that strategic assessment will influence the type of issues that auditors focus on during analytical procedures. Hypothesis 1a posits that auditors who perform strategic assessment first will focus on different issues than auditors who perform strategic assessment later. Hypothesis 1b posits that auditors who develop stronger viability judgments during strategic assessment will focus on different issues than auditor who develop weaker viability judgments. To test these hypotheses, we created binary variables that indicated whether participants had documented concern about each of the three types of issues listed in Table 4. Then, for each type of issue, we used logistic regression to examine whether the timing of strategic assessment or the viability judgment that participants provided influenced the likelihood that they would document that issue. We used the orthogonal metrics developed through factor analysis to provide measures of strategic viability judgment and to control for the influence of account-level risk assessments and pre-task global risk assessments. Results are presented in Table 5.

Insert Table 5 here

The timing of strategic assessment had no significant influence on attention to business process issues but the likelihood that participants would focus on business process issues decreased as strategic viability assessments increased (Chi-square = 3.83; p < 0.05). This finding suggests that participants who were more concerned about the viability of their client’s business model focused more attention on business process issues. Participants who performed strategic assessment first were less likely to focus on issues not discussed in the case than participants who did not develop a holistic perspective until after they evaluated operating information (Chi-square = 4.88; p < 0.05), but viability judgments had no influence on attention to issues not discussed in the case. This finding suggests that a holistic first impression shifts auditor attention toward issues specific to the client and away from issues that are generalizable to all audit engagements.

Not surprisingly, strategic assessment had no influence on accounting and auditing issues that are generic to all audit engagements. Attention to performance metrics and factors related to the audit risk rather than business risk is part of any audit engagement. There is no reason to expect that a richer understanding of the client’s business model should influence auditor attention to these types of issues. These findings provide evidence that supports both H1a and H1b.

Attention to Risk Factors

The second set of hypotheses predicts that strategic assessment will create mental representations that improve auditors’ ability to recognize risk factors. Participants identified anywhere from zero to four of the five risk factors. Hypothesis 2a posits that auditors who perform strategic assessment first are more likely to document concern about risk factors than auditors who perform strategic assessment later. Hypothesis 2b posits that auditor attention to risk factors will be influenced by the valence of viability judgments they develop during strategic assessment. We tested these hypotheses by creating a binary dependent variable that indicated whether participants had documented concern about at least one of the five risk factors that were embedded in the case
. Then, similar to the tests described above, we used logistic regression to test for an association between strategic assessment and the likelihood that participants would document concern about a risk factor. The results presented in Panel A of Table 6 indicate that the likelihood participants would document concern about at least one risk factor increased as their strategic viability judgments decreased (Chi-square = 5.00; p < 0.05) but the timing of strategic assessment had no influence on likelihood of documenting at least one risk factor. H2b is supported but H2a is not.

Insert Table 6 here

This finding suggests that viability judgments create a halo that influences attention to risk factors, but our analysis does not provide evidence that documenting concern about our seeded risk factors influences judgment about misstatement risk. To explore that issue further, we conducted a two-stage path analysis. During the first stage we regressed the number of risk factors identified on the viability judgment that participants provided during strategic assessment. As shown in Panel B of Table 6, the number of factors that participants documented decreased as their viability judgments increased (t = 2.93; p < 0.01). In other words, participants who were less concerned about strategic viability were also less likely to pay attention to the risk factors that were embedded in the case, consistent with H2b.

During the second stage of our path analysis we used the predicted value from the regression we performed during the first stage as the explanatory variable in a regression model where post-task global risk assessments was the dependent variable, and where we controlled for the influence of other factors that could influence judgment about misstatement risk. Results are presented in Panel C of Table 6. The findings from this path analysis suggest that viability judgments influence attention to risk factors and attention to risk factors, in turn, influences auditor judgment about misstatement risk (t = 3.81; p < 0.01).

Influence on Misstatement Risk Assessments

Our third set of hypotheses predicts that auditors who perform strategic assessment before they evaluate operating information will come to different conclusions about misstatement risk than auditors who perform strategic assessment later, after they evaluate information about operating activities. Hypothesis 3a posits that the valence of strategic viability judgments will be negatively correlated with subsequent misstatement risk assessments. Hypothesis 3b posits that the influence of this negative relationship will be stronger when auditors perform strategic assessment first. We tested these hypotheses by regressing post-task global risk assessments on strategic viability judgments and the other control variables. Results presented in Panel A of Table 7 suggest that viability judgments were negatively correlated with risk assessments, but only when strategic assessment was performed first (t = 3.78; p < 0.01). For participants who performed strategic assessment after they evaluated operating information, viability judgments were not correlated with risk assessments(t = 1.42; p > 0.10).

Insert Table 7 here

To evaluate this apparent interaction further, we created a binary variable to capture the valance of viability judgments. This variable was assigned a value of one for participants whose viability judgments were above the median value (calculated using the coefficients provided by factor analysis), and zero for participants whose viability judgments were below the median. We also used this approach to create a binary variable for account-level risk assessments. Then, we used analysis of covariance to examine the main and interactive influence that the (a) timing and (b) halo from strategic assessment had on post-task global risk assessments. Results presented in Panel B of Table 7 suggest that (a) the timing of strategic assessment has no influence on risk assessments (F = 0.0; p > 0.10), (b) viability judgments had a significant influence on risk assessments (the halo effect) (F = 6.02; p < 0.05), and (c) the timing of strategic assessment influenced the strength of the halo effect (F = 6.31; p < 0.05).

The adjusted cell means presented in Panel C of Table 7 demonstrate that participants who assessed strategic viability above the median, on average, assessed misstatement risk at lower levels than participants who assessed strategic viability below the median (t = 2.45; p < 0.05). These findings support hypothesis 3a. These results also demonstrate that the negative association between viability assessments and risk assessments was stronger when participants performed strategic assessment first (t = 3.71; p < 0.01) than later (t = 0.03; p > 0.10). These findings support hypothesis 3b.

5. Discussion

This study provides evidence that the timing of strategic assessment and the valence of the viability judgments that auditors develop during strategic assessment can influence (a) how they focus their attention during analytical procedures and (b) their perceptions of the risk of financial misstatement. Our findings suggest that strategic assessment can influence three dimensions of auditor judgment. 

First, the likelihood that participants would focus on business process issues decreased as strategic viability assessments increased, suggesting that participants who were more concerned about their client’s strategy focused more attention on business process issues. In addition, participants who performed strategic assessment first were less likely to focus on issues not discussed in the case than participants who performed strategic assessment later, suggesting that a holistic first impression shifts auditor attention toward client-specific issues.

Second, the likelihood participants would document concern about at least one risk factor increased as their strategic viability judgments decreased, suggesting that viability judgments create a halo that influences attention to risk factors. Moreover, the total number of factors that participants documented decreased as their viability judgments increased. In other words, participants who were less concerned about strategic viability were also less likely to pay attention to the risk factors that were embedded in the case. Furthermore, based on the path analysis results, it appears that viability judgments influence attention to risk factors that, in turn, influences auditor judgment about misstatement risk.

Third, results suggest that viability judgments were negatively correlated with risk assessments, but only when strategic assessment was performed first. For participants who performed strategic assessment after they evaluated operating information, viability judgments were not correlated with risk assessments. Overall, these results indicate that the timing of the strategic assessment and the strength of the viability assessments that auditors develop during strategic assessment influence the types of issues auditors documented, their identification of risk factors, and their overall judgments about misstatement risk.

Limitations

These findings must be interpreted with care. Auditor judgment under the laboratory conditions imposed by this study may not generalize to auditor judgment in the field. However, our experimental exercise had considerable external validity. Case materials were developed in concert with two managers from the participating firm, as well as a controller of a major grocery chain. The auditors who participated in this study preformed a familiar task in a constrained environment using materials that required the same type of judgments and documentation they must develop during field engagements. However, developing a laboratory exercise that can be completed in one hour to replicate a task that may take several days or more in the field significantly constrains the information set. If the auditors who participated in this study had access to more complete client information and more time to evaluate it, or if they have been given the opportunity to discuss evidence with other members of the audit team, they might have reached different conclusions. In fact, recent proposed international auditing standards require audit team members to share information about business risks (ISA XX, paragraph 19). Future research could explore how the results may differ if auditors are allowed to perform this task in teams, such as dyads of seniors and managers or partners.

In conjunction with their assessment of strategic viability, auditors who use the business risk audit approach in the field also evaluate business process performance (Ballou and Heitger 2003). Participants in this study were provided with a one-page overview of their client’s value creation strategy and five business process performance metrics. The exercise did not provide them with an opportunity to analyze the business processes in detail. If participants had been able to perform the analysis of business processes that their firm requires for assurance engagements, they may have developed mental representations that would lead them to different conclusions about misstatement risk. However, business process performance evaluations might also serve to reinforce the weight placed on strategic viability when making other audit judgments. Future research could examine the relationship between auditors’ strategic viability judgments and other audit judgments such as risk assessments in the field.

Experience plays a significant role in auditor judgment. Although the auditors who participated in this study had two to four years of field experience, and experience measures did not appear to influence the results, participants may not have had enough experience to develop the knowledge structures they need to fully appreciate interdependencies among business models and recognize effective value creation strategies. In the field, conclusions about strategic viability and misstatement risk documented by senior auditors will be either made in conjunction with or be reviewed by managers and partners. These more experienced auditors are likely to evaluate evidence differently. Therefore, the conclusions reached by the senior auditors who participated in this study are not necessarily indicative of the conclusions that would be reached by the engagement team in the field, which would undoubtedly include more experienced auditors. Future research could explore whether previous experience with a traditional audit approach mitigates the effectiveness of a risk based audit approach, since previous experience with a traditional audit approach may lead to the development of knowledge structures and mental representations that are incongruent with a risk based audit approach. Other implications for future research are considered below.

Implications for Future Research

Our study suggests that developing richer mental representations by performing strategic assessment first makes opinions about strategic viability hard to ignore during subsequent decisions. These findings are consistent with evidence reported by:  (a) Bierstaker et al. (1999) that auditors have considerable difficulty shifting mental representations once they have been established, (b) Ballou, Earley, and Rich (2003) that opinions formed during strategic assessment can distort subsequent auditor judgment about business process performance, and (c) O’Donnell and Schultz (2003) that strategic assessment may impair auditors’ ability to recognize evidence of financial misstatement. Future research could examine factors that alter the pre-decisional influence that initial evaluative judgments have on subsequent decisions. Does pre-decisional influence change when cognitive effort changes due to factors like time pressure or accountability (for example, see Kennedy 1995)? More experienced auditors are less likely to be influenced by information that dilutes the judgment of less experienced auditors (Hackenbrack 1992; Shelton 1999). Are more-experienced auditors also less likely to be influenced by pre-decisional information acquired during strategic assessment than less-experienced auditors? Does the pre-decisional influence that manifested itself in this study diminish when auditors have the opportunity to do a more complete analysis of client information?

Auditors are using a variety of new task formats in an attempt to improve assurance services and keep pace with a rapidly changing business environment. Additional research that examines how these task format features influence auditors’ decisions can help auditors do a better job in the field and extend our understanding of the association between task structure and decision-making. For example, process-tracing research, capable of capturing the influence of task formats on auditors’ information processing and subsequent judgments, is important and needed.
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TABLE 1

Experimental tasks

	
	Strategic Assessment First
	Strategic Assessment Later

	Phase 1:
	Experience questionnaire
Pre-task global risk assessment
Strategic assessment
	Experience questionnaire
Pre-task global risk assessment
             * * *

	Phase 2:
	Account-level risk assessments
	Account-level risk assessments

	Phase 3:
	              * * *
Post-task global risk assessment
Debriefing questionnaire
	Strategic assessment
Post-task global risk assessment
Debriefing questionnaire


TABLE 2
Descriptive Statistics for Measured Variables

Panel A:  Sample Distribution


Mean
SD
Min
Max
Pre-task global risk assessments
3.86
1.10
2.00
7.00
Post-task global risk assessments
4.34
1.25
1.00
7.00
Strategic viability assessments
4.09
1.20
1.00
6.00
Account-level risk assessments

Inventory
4.13
1.38
1.00
7.00

Sales
4.21
1.57
1.00
7.00

Cost of sales
4.28
1.59
1.00
7.00

Operating expenses
3.85
1.53
1.00
7.00

Panel B:  Pearson Correlation Coefficients


Post-task
Strategic
Average

global risk
viability
account risk

assessments
assessments
assessments
Pre-task global risk assessments
0.44 ***
0.12
0.37 ***
Post-task global risk assessments

- 0.28 ***
0.75 ***
Strategic viability assessments


- 0.26 **

* p < .10;   ** p < .05;   *** p < .01

TABLE 3
Removing Colinearity with Factor Analysis

Variable label
ALR
PGR
SVJ
Standardized scoring coefficients:

Pre-task global risk assessments
- 0.12
0.73
0.19

Strategic viability assessments
0.10
0.04
0.81

Inventory risk assessments
0.43
- 0.03
0.22

Sales risk assessments
-0.15
0.56
-0.40

Cost of sales risk assessments
0.43
-0.14
-0.02

Operating expense risk assessments
0.43
-0.15
0.03

ALR – Account level risk assessment

PGR – Pre-task global risk assessment

SVJ – Strategic viability judgment

TABLE 4
Issues Documented as Rationale for Global Risk Assessments


Percent of Participants
 
Who Documented 

This Issue


Business Process Issues:


Negotiating merger with larger competitor
34.0%
Company has changed their business strategy
23.9%
Changes in business processes
20.5%
Competitive nature of the grocery business
13.6%
Company is losing market share
5.7%

Accounting and Auditing Issues:


Interperiod fluctuations in accounting metrics
47.7%
Aggressive accounting practices in prior year
29.6%
New controller was hired during prior year
22.7%
Management controls the Board of Directors
17.1%
Accounting systems and procedures
11.4%
Results of internal control evaluation
8.0%
Outcome of previous audits
8.0%

Auditing Procedural Issues Not Discussed in the Case

21.6%

TABLE 5
Logistic Regression Analysis of Issues Documented to Support Post-task Global Risk Assessment


Business Process Issues
Accounting/Auditing Issues
    Issues Not in Case      
 


Estimate
Chi-Square
Estimate
Chi-Square
Estimate
Chi-Square
Intercept
0.82
4.52 **
1.35
11.48 ***
- 0.75
4.49 **

SAF
- 0.09
0.03
0.51
0.76
- 1.32
4.88 **

SVJ
- 0.90
3.83 **
- 0.12
0.09
0.44
1.29

SAF x SVJ
0.10
0.03
- 0.32
0.28
0.09
0.02

ALR
- 0.01
0.00
0.08
0.09
0.05
0.03

PGR
0.00
0.00
0.28
0.14
0.26
0.97


ALR – Account level risk assessment

PGR – Pre-task global risk assessment

SAF – One of strategic assessment was performed first, zero otherwise.

SVJ – Strategic viability judgment

* p < .10;   ** p < .05;   *** p < .01

TABLE 6
Influence of Strategic Assessment on Recognizing Risk Factors

Panel A:  Logistic Regression

Dependent Variable = One if a risk factor was documented, zero otherwise


Estimate
Chi-Square
Intercept
0.06
0.02
Strategic assessment first
0.17
0.14
Strategic viability judgment
- 0.94
5.00 **
Interaction
0.44
0.71

Account-level risk assessment
0.11
0.25
Pre-task Global risk assessment
0.05
0.06

Panel B:  Path Analysis – Model One

Dependent Variable = Number of risk factors documented


Estimate
T-Statistic
Intercept
0.53
10.41 ***
Strategic viability judgment
- 0.15
2.93 ***

Panel C:  Path Analysis – Model Two

Dependent Variable = Post-task global risk assessments


Estimate
T-Statistic
Intercept
3.20
10.39 ***
Predicted value from Model One
2.12
3.81 ***
Account-level risk assessments
0.72
8.63 ***
Pre-task global risk assessments
0.59
7.13 ***

* p < .10;      ** p < .05;      *** p < .01

TABLE 7
Influence of Strategic Assessment on Post-task Global Risk Assessment

Panel A:  Ordinary Least-Squares Regression


Strategic Assessment First
Strategic Assessment Later
   


Estimate
T-Statistic
Estimate
T-Statistic
Intercept
4.32
47.03 ***
4.31
27.94 ***

Strategic viability judgment
- 0.36
3.78 ***
- 0.21
1.42
Account-level risk assessment
0.80
7.69 ***
0.62
4.40 ***
Interaction
0.08
0.77
0.14
0.95


Pre-task global risk assessment
0.54
5.78 ***
0.69
20.07 ***

Panel B:  Analysis of Covariance


DF
Sum of Squares
F-Statistic
Model
8
75.56
12.00 ***
Error
79
62.20

Strategic assessment first (SAF)
1
0.00
0.00
High viability assessments (HVA)
1
4.73
6.02 **
SAF x HVA
1
4.96
6.31 **
High account risk assessments (HAR)
1
35.11
44.60 ***
SAF x HAR
1
0.01
0.02
HVA x HAR
1
0.85
1.08
SAF x HVA x HAR
1
0.29
0.37

Pre-task global risk assessment
1
22.01
27.69 ***

Panel C:  Adjusted Cell Means

	
	Strategic Assessment
First
	Strategic Assessment
Later
	Condition
Mean
	

	High Viability Assessments
	3.85
(n = 24)
	4.34
(n = 20)
	4.10
	t = 1.82 *

	Low Viability Assessments
	4.81
(n = 20)
	4.33
(n = 24)
	4.57
	t = 1.72 *

	Condition Mean
	4.33
	4.34
	
	t = 0.04

	
	t = 3.71 ***
	t = 0.03
	t = 2.45 **
	


* p < .10;      ** p < .05;      *** p < .01



































































































































































� 	Neither months of general experience or months of in-charge experience had a significant main or interactive influence in any of the tests that we used to evaluate our research hypotheses.


� 	Two managers at the participating firm reviewed the instrument prior to the experiment and both indicated that they thought seniors could comfortably complete the exercise in one hour.


� 	Participants who evaluated the case with the seeded condition assessed account-level misstatement risk significantly higher than participants who evaluated the case without the seeded condition (t = 2.77, p < .01).


� 	Because a dummy variable that accounted for the manipulation had no main or interactive influence on any of our hypothesis tests we rely on our continuous measure of account-level misstatement risk to capture the influence of the seeded condition manipulation.


� 	All of the key performance indicators that were provided for strategic assessment were included in the information provided for analytical procedures. 
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