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The Effects of Previous Experience on Auditors’ Perceived Risk of Management Fraud, Mediated by Goodwill Trust
ABSTRACT
SAS No. 99 states that auditors “should conduct the engagement with a mindset that recognizes the possibility that a material misstatement due to fraud could be present, regardless of any past experience with the entity and regardless of the auditor’s belief about management’s honesty and integrity” (AICPA 2002, paragraph 13, p. 10). This study tests whether auditors are able to fulfill this requirement. Using a sample of professional auditors, we find that the auditor’s satisfaction with a client, based on past experience, affects the auditor’s trust in that client, which in turn affects their fraud risk assessment. Specifically, auditors’ goodwill trust in the client’s management is positively (negatively) affected by positive (negative) previous experiences with that management. Further, goodwill trust affects their perceived risk of management fraud where auditors who trust the client’s management perceive less risk of fraud and vice versa. 
Keywords: fraud risk, goodwill trust, SAS No. 99, professional skepticism

Data Availability: Contact authors.
The Effects of Previous Experience on Auditors’ Perceived Risk of Management Fraud, Mediated by Goodwill Trust
I. INTRODUCTION
Recent accounting scandals have ignited an increased interest in financial statement fraud among professionals, regulators, and academics. In 1997, the American Institute of Certified Public Accountants (AICPA) issued SAS No. 82, Consideration of Fraud in a Financial Statement Audit. This standard requires the auditor to specifically assess the risk of material misstatement due to fraud and provides guidance on the auditor’s response to the results of the assessment.
 Furthermore, in October of 2002, the AICPA issued SAS No. 99, also titled Consideration of Fraud in a Financial Statement Audit, which supercedes SAS No. 82. This new standard does not drastically change the old standard, rather it further guides auditors in fulfilling their responsibility as it relates to fraud in a financial statement audit. A key provision in SAS No. 99 is an increased emphasis on professional skepticism. 
SAS No. 99 states that auditors “should conduct the engagement with a mindset that recognizes the possibility that a material misstatement due to fraud could be present, regardless of any past experience with the entity and regardless of the auditor’s belief about management’s honesty and integrity” (AICPA 2002, paragraph 13, p. 10). This study explores whether auditors are able to fulfill this requirement by examining whether an auditor’s satisfaction with a client, based on past experience, affects the auditor’s trust in that client, and whether that trust affects their fraud risk assessment.

Despite the requirement of professional skepticism, some researchers claim that “as the auditor-client relationship lengthens, a behavioral bond develops between auditor and auditee as they become more familiar with each other and mutual trust replaces the auditor’s necessary professional skepticism” (Latham et al. 1998, 168). If this statement is correct, it is plausible that the auditor’s perceived risk of management fraud could be influenced by this “bond”. Previous research, however, has not thoroughly dissected and tested this potential relationship.

The results of this study indicate that contrary to the requirement of SAS No. 99, an auditor’s perceived risk of management fraud is affected by his or her satisfaction with previous experience with the client’s management, mediated by the auditor’s goodwill trust in that client’s management. Most alarmingly, we find that positive previous experience with a client increases an auditors’ goodwill trust in that client, which in turn leads to a lower level of perceived risk of management fraud. There are important implications of these findings for financial statement users, standard setters, and the profession. Financial statement users should be aware that under certain circumstances auditors may not maintain their professional skepticism nor be cognizant of potential fraud. Standard setters and the profession should seek to identify methods to ensure auditors maintain their professional skepticism.

This study differs from previous research and contributes to the auditing literature in three ways: 1) we specifically test the effect of previous experiences and trust on auditors’ perceived risk of management fraud; 2) we incorporate the construct of goodwill trust into the literature; and, 3) we develop a measure of an auditor’s goodwill trust in a client’s management.

The remainder of this study is organized into five sections: constructs, prior literature, methods, results, and discussion.

II. CONSTRUCTS
Perceived Risk of Management Fraud


SAS No. 99 distinguishes two types of fraud the auditor should be cognizant of during a financial statement audit: misstatements arising from fraudulent financial reporting and misstatements arising from misappropriation of assets. The first involves intentionally falsifying the financial statements to deceive users, while the second involves the theft of the company’s assets. For the purposes of this study, management fraud will refer to the former – the intentional misstatement of the financial statements.


The framework for risk in this study is taken from Das and Teng (2001). This framework was selected because of its adaptability into an auditing context. In their framework, objective risk is the risk inherent in a given situation, while perceived risk is the “decision makers’ estimate of objective risk” (254). Because auditors do not know with certainty the objective risk of management fraud, this study focuses on the auditor’s perceived risk. Furthermore, perceived risk can be broken into two components: relational risk, which is “the probability and consequences of not having satisfactory cooperation” (Das and Teng 2001, 253); and performance risk, which is “the probability and consequences that objectives are not achieved, despite satisfactory cooperation among firms” (253). In this study, performance risk is defined as the risk that management is not competent. This risk will be controlled for, as it is not of primary interest in this study. What is the focus of this study is the relational risk – the risk that management will not cooperate with the auditor. See Figure 1 – Panel A for illustration of the risk framework. For the remainder of this study, the phrase ‘perceived risk of management fraud’ refers to the auditor’s perceived risk that management will not cooperate (perceived relational risk) and will intentionally misstate the financial statements (management fraud).

[INSERT FIGURE 1 HERE]

Trust


Rotter (1972) defines interpersonal trust “as an expectancy held by an individual or a group that the word, promise, verbal or written statement of another individual or group can be relied upon” (296). The idea of trust has been researched in the psychology, philosophy, management, accounting, and marketing fields, as well as many others, since the 1950’s. Each field, and even each researcher, has his or her own definition of trust. Trust has clearly been shown to be a multidimensional construct, and the number of dimensions is still debated. This study utilizes the framework of trust from Nooteboom (1996) and adopted by Das and Teng (2001). Again, this framework was selected because of its adaptability into an auditing context.

In this framework, trust has two dimensions. It “may concern a partner’s ability to perform according to agreements (competence trust), or his intentions to do so (goodwill trust)” (Nooteboom 1996, 990).
, 
 Competence trust, like performance risk, is not of primary interest in this study, and will be controlled for. Goodwill trust is the focus in this study. See Figure 1 – Panel B for illustration of trust framework.
Satisfaction with Previous Experience


Most researchers agree that positive (negative) prior experience with an individual or group is one way that trust develops (deteriorates). Doney and Cannon (1997) label one generic driver of the trust-building process as “trustor learns more about the target through repeated and broader experience” (38). Ring and Van De Ven (1992) say that trust in another individual or group only develops after the “successful completion of transactions in the past” (489). In Ganesan’s (1994) “Model of Retailer’s and Vendor’s Long-Term Orientation” one of the factors affecting benevolence (goodwill trust) is “satisfaction with previous outcomes” (2). Flores and Solomon (1998) believe that “trust is the result of interactions within relationships” (222). Although few researchers have tested this relationship, it is evident from these comments that one way to develop (deteriorate) trust is through positive (negative) prior experiences.
Hypothesized Model


Figure 2 displays this study’s hypothesized model. The model predicts a relationship between the auditor’s satisfaction with previous experience with the client’s management and the auditor’s perceived risk of management fraud, completely mediated through the auditor’s goodwill trust in the client’s management. Specifically, this study predicts a positive relationship between the auditor’s satisfaction with previous experience with the client’s management and the auditor’s goodwill trust in the client’s management. Further, we predict a negative relationship between the auditor’s goodwill trust in the client’s management and the auditor’s perceived risk of management fraud.

[INSERT FIGURE 2 HERE]

III. PRIOR LITERATURE
Satisfaction with Previous Experience and Goodwill Trust

As described previously, most researchers agree that one way to develop (deteriorate) trust is through positive (negative) experiences (e.g., Doney and Cannon 1997; Ring and Van De Ven 1992; Ganesan 1994; Flores and Solomon 1998). This relationship though, has not been the object of extensive empirical testing. There is only one study in the field of auditing that attempts to identify and test this relationship. Shaub (1996) finds that auditors who receive information about inaccuracies in last year’s inventory evaluate the likelihood of the current year’s inventory being overstated and the likelihood of requiring more audit procedures as higher compared to auditors who do not receive information regarding inaccuracies. These results are interpreted as an indication that the auditor’s trust in a client decreases when inaccuracies are found in the prior year audit. This study provides a good foundation for studying the effect that previous experience has on trust. However, we are unable to interpret these results directly in our framework of goodwill trust because of how the variables are manipulated and measured. Specifically, it is not clear whether the finding of these inaccuracies represent a negative prior experience (it is possible that management was cooperative in correcting the errors), and it is unclear whether these inaccuracies decrease the auditor’s goodwill trust or competence trust. This study attempts to explicitly measure and test the effect that satisfaction with previous experience with the client has on the auditor’s goodwill trust in that client.

Goodwill Trust and Perceived Risk of Management Fraud

According to Das and Teng’s (2001) framework, goodwill trust is negatively related to perceived relational risk. No previous auditing research has explicitly attempted to measure and investigate the effect of goodwill trust on auditors’ decisions, let alone their perceived risk of management fraud. One stream of research, however, has investigated the effect that an auditor’s beliefs regarding the client’s (or management’s) integrity has on auditor decisions. These beliefs may affect an auditor’s goodwill trust in that management. If this is true, studies that manipulate client integrity may shed light on the potential effects of goodwill trust on auditor decisions. Further, by directly investigating goodwill trust, this study will extend this literature by explaining how perceptions of client integrity may affect auditor decisions (i.e., through goodwill trust), not just if the perceptions affect the decisions. 
Beaulieu (2001) manipulates the integrity of the client as either high or low by providing certain “facts” (e.g., the low integrity case states that “the executive is not respected in the local business community” [p. 92]). The auditors are asked to assess the client’s business risk and combined risk compared to a normal client. He finds that the auditors’ perceived level of client integrity is negatively related to both risk judgments. Peecher (1996) manipulates the integrity of the client as high or low by providing the aggregate ranking of the client’s integrity by 50 audit partners (e.g., the high integrity manipulation states that the client is in “the 86th percentile of the firm’s current portfolio of audit clients” [129]). The auditors assess the likelihood that the client’s explanation accounts for the account fluctuation. He reports that the client’s integrity influences the auditors’ acceptance of client explanations (i.e., when the client’s integrity is high, the auditors are more likely to accept the explanation). Goodwin (1999) manipulates the integrity of the client as high or low similarly to Peecher (1996) by providing the client’s rank among all of the firm’s clients (e.g., the high integrity manipulation states that the client is “in the top 15 percent of all clients” [8]). The auditors assess both the likelihood that the inventory account is overstated and the likelihood that further write-downs for inventory will be required. She finds that both likelihood assessments by auditors are affected by management’s integrity (i.e., the likelihood that the inventory account is overstated and the likelihood that further write-downs will be required are higher when the client’s integrity is low as compared to when the client’s integrity is high). The common finding of these studies is that auditors are sensitive to the integrity of the client; however, other studies find auditors to be insensitive.

Kaplan and Reckers (1984) manipulate the client’s integrity as high or low by providing information regarding the CEO (e.g., in the high integrity condition the CEO is said to have “very good relations with both stockholders and employees” [5]). The auditors estimate the probability that the client’s accounts receivable system will lead to a material error. They find the auditors’ estimates to be insensitive to client integrity. Bernardi (1994) manipulates the client’s integrity as high or low based on a 20 point scale where acceptable levels are in the range of one to ten (e.g., the high integrity client is rated as a two while the low integrity client is rated as an eight). The auditors assess whether they believe the client’s inventory account is fairly stated. Overall, he reports that the client’s integrity does not affect the auditors’ fraud detection rates.
 
Although none of these studies specifically address the issue of measuring trust, it is possible that the manipulations of integrity affect the auditors’ goodwill trust. By measuring goodwill trust directly, we should gain a better understanding of not only if perceptions of client integrity affect auditor decisions, but also how these perceptions affect the decisions. A lack of understanding regarding how trust plays into the auditors’ decisions may explain the mixed results. For example, these studies cannot answer the questions, “Did the information regarding the client’s integrity affect the auditor’s trust?”, and, if it did, “Did the auditor’s trust affect their decisions?” This study extends the current literature by developing a specific measure of auditors’ goodwill trust and investigating whether this construct helps explain auditors’ decisions. Specifically, we study whether the auditor’s previous experience with a client affects his or her trust in that client, and whether this trust affects the fraud risk assessment decision.

IV. METHODS
Sample
The survey instrument was mailed to 145 auditors. These included auditors from each of the Big Four firms (total of 12 offices) and nine Non-Big Four firms (total of nine offices). From these, 59 surveys were returned (32 percent response rate).
 One of these was eliminated because the subject’s only involvement in auditing is with tax accounts. This resulted in 58 usable responses for our analysis. Sample descriptive statistics are shown in Table 1. Thirty and 25 of the subjects were from Non-Big Four firms and Big Four firms, respectively.
 The subjects included a variety of position levels within the firms: 10 staff, 18 in-charge, 22 managers, and 8 partners. Subjects had an average of 7.4 years of auditing experience, ranging from less than one year to 21 years of experience. Fifty subjects reported having experience assessing fraud risk, and 16 auditors reported having directly participated in at least one audit that eventually detected financial statement fraud committed by client management. The sample consisted of 36 males and 22 females. Lastly, 26 subjects received the positive previous experience instrument while the other 32 received the negative previous experience instrument.

[INSERT TABLE 1 HERE]

Instrument

The instrument was developed for the purpose of this study (portions of the test instrument can be found in the Appendix). It consists of three sections and can be completed in approximately 15-20 minutes. The first section contains the instructions. Here, the subjects are told to assume the role of a supervising auditor. The second section of the instrument described the audit scenario and contains three parts: information pertaining to the planning of last year’s audit, results of last year’s audit, and information pertaining to the planning of the current year’s audit. 
All subjects received the same information pertaining to the planning of last year’s audit. Subjects are told in this part that he or she worked for the first time on the audit of XYZ Corporation (however it was the fourth year their firm had audited XYZ)
. The subjects were then presented information describing the size and firm-type of XYZ (medium-sized furniture manufacturer). Subjects also received a fairly extensive description of XYZ’s management. In this description, subjects received numerous cues indicating that the management was very qualified and competent to make management decisions and to prepare financial statements.
 The information pertaining to the planning of last year’s audit also included the results of a red flag checklist, which identifies whether certain fraud indicators are present.
 The checklist contained 20 items
, three of which were marked as present. The main purpose of the red flag checklist in this instrument is to control for the potential confound of changes in XYZ’s operations (i.e., the same three items will be indicated as present in the current year). Finally, subjects were told that at the end of last year’s planning phase they assessed the risk of management fraud at 3 – “Medium Risk”. This was based on a five-point scale anchored 1 – “Low Risk” and 5 – “High Risk”, with the above-mentioned midpoint.

The second part of the audit scenario description described the results of last year’s audit. Here the auditor’s satisfaction with previous experience with XYZ’s management was manipulated. This was done by providing details regarding last year’s audit work. For example, the positive (negative) experience version of the instrument described how XZY’s management made (did not make) an immaterial adjustment the auditor (i.e. subject) proposed. The third part of the audit scenario provided all subjects with the same information pertaining to the planning phase of the current year’s audit. Here the subjects are told that XYZ’s management consists of the same individuals and that the results of the red flags checklist are exactly the same as last year’s.

The third section of the instrument elicits responses to items measuring the variables of interest and demographic variables. The first item asks the subject to assess the risk of management fraud for the current year’s audit. This was based on a five point scale with anchors on the endpoints and midpoint: 1 – “Very Low Risk”, 3 – “Medium Risk”, 5 – “Very High Risk”. The second item is included to check whether the control for high management competence was successful. The item states: “XYZ’s management is competent.” This item (and all of the remaining items) is measured on a seven-point, Likert-type scale with anchors at each point (1 – “Strongly Disagree”, 2 – “Disagree”, 3 – “Slightly Disagree”, 4 – “Neither Agree nor Disagree”, 5 – “Slightly Agree”, 6 – “Agree”, 7 – “Strongly Agree”). The third item is included to check whether the satisfaction with previous experience manipulation was successful. This item states: “I am satisfied with my experience with XYZ Corporation’s management.” The next eight items measure the auditor’s goodwill trust in XYZ’s management. This goodwill trust scale was developed for this research study. The scale development process is presented in the “Results” section. Finally, subjects were asked to provide additional demographic data.

V. RESULTS

Development of Goodwill Trust Scale

No previous research in auditing has attempted to develop a scale intended to measure an auditor’s goodwill trust in a client’s management. This section briefly describes the process we undertook to develop a scale designed to measure this construct. The first stage in developing the goodwill trust scale was to identify existing measures that could be adapted to fit this study. Numerous measures of trust were identified by reviewing the psychology, management, and marketing literature. Nine of these were utilized because the items were easily adaptable to an auditing context (see Table 2 for the source of these scales). From these preexisting scales, 32 items were generated for pilot testing. 
[INSERT TABLE 2 HERE]

Over the course of two pilot studies, 24 of these initial items were eliminated for one of two reasons: subject comments (e.g. confusing wording) or inconsistent or insufficient factor loadings (multiple iterations of Principal Components Analysis –PCA–with Varimax Rotation were performed). 
 During the development of the scale, great care was taken to ensure items were not discarded without just reason. For example, some items loaded highly on factors that were obviously interpretable as tapping into a construct other than goodwill trust. Combining the data from both pilot studies, the resulting eight-item scale loaded on a single factor, which explained over 60 percent of the variance and had a Cronbach’s Alpha of 0.90. The Kaiser-Meyer-Olkin measure of sampling adequacy for this PCA was 0.890, which falls into Hair et al.’s (1998) highest classification of meritorious (0.80 or above). These psychometric properties of the eight-item goodwill trust scale were deemed satisfactory, hence the scale was included in our main data collection (see Table 3 for final eight items).

[INSERT TABLE 3 HERE]

Manipulation Checks
The experimental manipulation of this study was to vary the auditor’s satisfaction with previous experience with the client’s management. We manipulated this as either a positive previous experience or a negative previous experience. In order to test whether the manipulation was successful we included a single test item stating that the subject is satisfied with their experience with management and asked the subjects to indicate their level of agreement based on a seven-point scale.
 The mean level of agreement to this item was 3.22 and 5.58 for subjects receiving the negative and positive manipulation, respectively. This difference is statistically significant (p < 0.001). 
 Additionally, the means of both groups are significantly different from the midpoint (p < 0.001 for both). These results indicate that our experimental manipulation was successful.


As explained previously, we attempted to control the competence level of management as high (very competent). In order to verify this control, we included a single test item stating that the management is competent and asked the subjects to indicate their level of agreement based on a seven-point scale.
 The mean level of agreement to this item was 5.98, which is significantly greater than the midpoint (p < 0.001). Of the 58 subjects, 52 either agreed or strongly agreed that the client’s management was competent. Furthermore, no subjects disagreed to any extent with the statement, and only one subject responded at the midpoint. These results indicate that our control for high management competence was successful. 

We also tested whether there was a significant difference in subjects’ perception of management’s competence depending on the previous experience manipulation they received. The mean agreement to the competence item was 6.16 and 5.77 for subjects receiving the negative and positive condition, respectively. These are statistically different (p = 0.003)
 but in an unexpected direction. The subjects in the negative previous experience condition perceived the management to be more competent than the subjects in the positive condition. This difference should only serve to bias us against finding results. However, we wanted to be sure this difference did not affect our conclusions. In order to test this we included competence in the full model and found that it does not have a significant effect on the auditor’s perceived risk of management fraud (p = 0.660). These results indicate that although subjects in the two conditions perceived management’s competence as different (although both high), this did not have an effect on their risk assessments.
Test of Model


Following the recommendation of Anderson and Gerbing (1988), we tested the proposed model presented in Figure 2 using the two-step structural equation procedure. The first step of the analysis involves evaluating the measurement model (goodwill trust scale) using confirmatory factor analysis (CFA). The second step in the analysis involves evaluating the complete hypothesized structural model.

Evaluation of Measurement Model

In order to assess whether the eight-item goodwill trust scale is indeed measuring the same construct, we conducted a CFA using AMOS 4.01 with maximum likelihood estimation. In order to assess the fit of the measurement model, we follow the standard recommendation to evaluate multiple fit indices (e.g., Byrne 2001; Hair et al. 1998).
 The initial eight-item goodwill trust scale possessed inadequate fit indices. We then removed one indicator at a time (always the one with the lowest factor loading) until an acceptable fitting measurement model was achieved.
 Adequate fit was obtained after removing three items. The remaining five items are in bold font in Table 3, while the fit indices are displayed in Figure 3 along with conventional benchmarks for acceptable fit. The factor loadings for each of the five goodwill trust indicators are statistically significant (p < 0.001) and all fit indices exceed the conventional benchmarks, with the exception of the AGFI (0.89). Both the scale’s composite reliability of 0.89 and variance extracted of 0.62 are well above the recommended cutoffs of 0.70 and 0.50 (Hair et al. 1998).
 Overall, the five-item goodwill trust scale is deemed very appropriate.

[INSERT FIGURE 3 HERE]

Evaluation of Complete Hypothesized Structural Model

The complete hypothesized structural model is shown in Figure 2. Satisfaction with previous experience is measured as a dummy variable based on the experimental manipulation (0 and 1 for negative and positive previous experience, respectively). The construct of goodwill trust is measured with the five-item scale deemed appropriate in the prior stage of this analysis. Lastly, perceived risk of management fraud is measured as the subjects’ fraud risk assessment for the current year audit. The model was tested using AMOS 4.01 with maximum likelihood estimation. The results of the analysis are presented in Figure 4.

[INSERT FIGURE 4 HERE]


With all fit indices meeting or exceeding conventional benchmarks, the results indicate that the model fits the data very well. In addition, all hypothesized paths are statistically significant (p < 0.001) and in the predicted direction. Further, 32 percent of the variation in perceived risk of management fraud is explained by the auditors’ goodwill trust.
 These results indicate that a positive previous experience with the client’s management increases the auditor’s goodwill trust in that management, which in turn decreases the auditor’s perceived risk of management fraud. On the other hand, a negative previous experience with the client’s management decreases the auditor’s goodwill trust in that management, which in turn increases the auditor’s perceived risk of management fraud.

Supplemental Analysis

Our hypothesized model predicted that goodwill trust completely mediated the effect of the auditor’s satisfaction with previous experience on the auditor’s perceived risk of management fraud. We also tested an alternative model where trust only partially mediates this effect. The alternative model had a Chi-square value of 10.43 with 13 degrees of freedom (p = 0.658). The fit indices of this SEM (not tabulated) were comparable to that of the hypothesized model. In order to test whether this model was more suitable than our hypothesized model we performed a Chi-square difference test.
 The Chi-Square difference between the two models is 0.70 (11.13 – 10.43) and the difference in degrees of freedom is 1 (14 – 13). This difference is not significant (p = 0.403), indicating the decrease in Chi-square resulting from the alternative model is not worth the corresponding loss of one degree of freedom. Therefore, the hypothesized complete mediation model is deemed more appropriate.


The results of this study indicate that previous experience is positively related to goodwill trust, which is negatively related to perceived risk of management fraud. These relationships suggest that a negative experience with a client’s management ultimately leads to a higher level of perceived risk of management fraud. Importantly, the results also suggest that a positive experience with a client’s management ultimately leads to a lower level of perceived risk. To investigate whether our results were driven by the negative previous experience condition, we performed one-sample t-tests to test whether subjects who received the negative manipulation assessed the risk of management fraud as greater than the previous year (3 – medium risk) and whether subjects who received the positive manipulation assessed the risk of fraud as less than the previous year (3 – medium risk). The mean risk assessment for subjects in the negative condition was 3.38, which is significantly higher than the previous year (p < 0.001)
. The mean risk assessment of subjects in the positive condition was 2.73, which is significantly lower than the previous year (p = 0.003). These results clearly show that the relationships found in the SEM analysis are not driven solely by the negative previous experience condition.


Finally, we tested to see if these results are the same for auditors from both Big Four firms and Non-Big Four firms. In order to investigate this, we performed two ANOVAs with risk as the dependent variable and firm type as the independent variable. The first ANOVA included only subjects in the positive previous experience condition. This analysis revealed a significant difference (p = 0.036)
 between the two types of firms (mean risk assessments for Big Four and Non-Big Four firms were 2.92 and 2.54, respectively). The second ANOVA included only subjects in the negative previous experience condition. This analysis revealed no significant difference (p = 0.153) between the types of firms (mean risk assessments for Big Four and Non-Big Four firms were 3.23 and 3.53, respectively). While these findings suggest Big Four auditors may be better able to maintain their professional skepticism despite positive previous experiences with the client, we do warn that the four cell sizes for these ANOVAs were all less than 20. Therefore, without replication these findings should be interpreted with caution.
VI. DISCUSSION


This study finds that contrary to the requirement of SAS No. 99, auditors’ perceived risk of management fraud is affected by their satisfaction with previous experience with the client’s management. This effect is mediated by the auditor’s goodwill trust in that management. Specifically, auditors’ goodwill trust in the client’s management is positively (negatively) affected by positive (negative) previous experiences with that management and this goodwill trust affects their perceived risk of management fraud, where auditors who trust the client’s management perceive less risk of fraud and vice versa. These results provide some good news and bad news. The good news is that auditors’ fraud risk assessments are affected by negative previous experiences with the client. This indicates, as we would hope, that auditors become more skeptical of a client’s management after that management displays untrustworthy behaviors.
This finding, however, takes a back seat in importance to the fact that auditors’ risk assessments are also affected by positive previous experiences with the client. We believe that this is exactly what SAS No. 99 is attempting to guard against. Our results support the belief that positive past experiences with a client causes a trusting bond to form between the auditor and client. In turn, this trust replaces the auditor’s necessary professional skepticism and affects their perceived risk of management fraud. The results also bring to light the potential for management to strategically provide auditors with a positive experience in order to “soften the auditors up” so that future acts of fraud may go unnoticed. Simple acts by management, such as displaying friendly behaviors and making auditor recommended changes, may be sufficient to decrease the auditors’ future skepticism.

The implications of these results could be important for all financial statement users. Users should be aware that under certain circumstances (i.e., when auditors have had positive previous experiences with the client) a company’s financial statements may not truly be audited by an independent and skeptical external party. Further, these auditors may not be cognizant of potential fraud perpetrated by the client’s management. The findings also have implications for both standard setters and the profession. Both parties need to identify methods to ensure auditors maintain an appropriate degree of professional skepticism, even after positive previous experiences with a client. 


We would like to acknowledge that this study, like any others performed in an artificial setting, has its limitations. However, because we find that an auditor’s trust is affected by previous experiences described on paper, a bond developed in the “real world” may potentially be even stronger. A stronger bond may result in an even lower degree of professional skepticism. Also, while we attempted to collect data from a diverse group of auditors, it is possible that our results are not representative of all external auditors. Future research may look to replicate these findings under different conditions.


This study also provides future research with other avenues for consideration. Research may attempt to identify whether there is a certain amount of time required before a trusting bond develops between an auditor and client, and whether there are dispositional traits that make auditors more or less likely to develop this bond. Future research can further investigate whether Big Four auditors are better able to maintain their professional skepticism. Lastly, if an auditor’s goodwill trust affects their fraud risk assessment, it may also affect other audit decisions.

This study differs from previous auditing research and contributes to the literature in three main ways. First, we explicitly test whether one of SAS No. 99’s requirements is being met by auditors. Specifically, we test whether auditors’ risk assessments are affected by their previous experiences with the client. Second, we incorporate the construct of goodwill trust in the auditing literature and test whether this affects an important decision made by auditors. Lastly, we develop a measure of an auditor’s goodwill trust in a client’s management.
In conclusion, we investigate whether auditors’ perceived risk of management fraud is affected by their satisfaction with previous experience with the client’s management. Using a sample of professional auditors, we find that this effect does exist and that it is completely mediated by the auditors’ goodwill trust in that client’s management. This finding is contrary to the requirement of SAS No. 99 that auditors “should conduct the engagement with a mindset that recognizes the possibility that a material misstatement due to fraud could be present, regardless of any past experience with the entity and regardless of the auditor’s belief about management’s honesty and integrity [emphasis added]” (AICPA 2002, paragraph 13, p. 10).
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	Table 1: Sample Descriptive Statistics
	
	
	
	
	

	
	
	
	
	
	

	
	Count
	Percent (%)
	
	
	

	Firm type:
	
	
	
	
	

	    Big Four
	25
	43.1
	
	
	

	    Non-Big Four
	30
	51.7
	
	
	

	    Undeterminable
	3
	5.2
	
	
	

	Position:
	
	
	
	
	

	    Staff
	10
	17.2
	
	
	

	    In-Charge
	18
	31.0
	
	
	

	    Manager
	22
	37.9
	
	
	

	    Partner
	8
	13.8
	
	
	

	Experience assessing fraud risk:
	
	
	
	
	

	    Yes
	50
	86.2
	
	
	

	    No
	8
	13.8
	
	
	

	Involved in audit(s) which detected financial statement fraud:
	
	
	
	
	

	    Yes
	16
	27.6
	
	
	

	    No
	42
	72.4
	
	
	

	Gender:
	
	
	
	
	

	    Male
	36
	62.1
	
	
	

	    Female
	22
	37.9
	
	
	

	Instrument version:
	
	
	
	
	

	    Positive experience
	26
	44.8
	
	
	

	    Negative experience
	32
	55.2
	
	
	

	
	
	
	
	
	

	
	Mean
	Median
	S.D.
	Minimum
	Maximum

	Years of auditing experience
	7.39
	5.50
	5.58
	< 1
	21


	Table 2: Existing Scales Used to Develop the Goodwill Trust Scale

	Author(s) (Year): Name of scale or name of construct being measured
· Armitage and Conner (1999): Intentions

· Cook and Wall (1980): Interpersonal Trust at Work
· Craig and Gustafson (1998): Integrity

· Doney and Cannon (1997): Trust of Supplier Firm and Trust of Salesperson
· Ganesan (1994): Vendor’s Benevolence

· Plank et al. (1999): Measures of Trust

· Rempel and Holmes (1985): Trust Scale (in close relationships)

· Rioux and Penner (2001): Motives

· Rotter (1967): Interpersonal Trust Scale




	Table 3: Goodwill Trust Scale Items

	
	

	Item Abbreviation
	Item

	T1
	I have found that XYZ Corporation’s management are thoroughly dependable people.

	T2
	XYZ Corporation’s management lack high morals. (R)

	T3
	XYZ Corporation’s management did everything possible to help me.

	T4
	XYZ Corporation’s management are primarily interested in their own personal welfare. (R)

	T5
	XYZ Corporation’s management are like my friends.

	T6
	I do not think that XYZ Corporation’s management is completely open in dealing with me. (R)

	T7
	XYZ Corporation’s management plans to be helpful during future audits.

	T8
	I believe the information that XYZ Corporation’s management provides me.

	
	

	(R) – denotes negatively worded items

Final five items used in structural equation model are in bold


APPENDIX

Portions of Test Instrument
Year Four’s Audit

You are an audit manager for a large public accounting firm.  Last year you worked for the first time on the audit of XYZ Corporation.  This was the fourth year your firm has audited XYZ.  The previous three years’ audits all went smoothly.  XYZ is a medium-sized furniture manufacturing firm.  Their management consists of six individuals, all with over eight years of management experience at XYZ.  Two are Certified Public Accountants (both with over four years of auditing experience) who earned both a bachelor’s and master’s degree in accounting.  One, also a Certified Public Accountant (two years of auditing experience), earned a bachelor’s degree in accounting and a Master’s of Business Administration.  Two earned both a bachelor’s degree in management and a Master’s of Business Administration.  One earned a bachelor’s degree in industrial and systems engineering and a doctorate in manufacturing systems engineering.  

During the planning phase for last year’s audit you interviewed XYZ’s management and determined that they were very competent; they had the required knowledge, skills, and training to make management decisions and to prepare financial statements for XYZ.  You also became very familiar with XYZ’s operations by observing and interviewing numerous employees.  Your firm’s policy during the planning phase of each year’s audit is to identify whether certain fraud indicators, or “red flags”, are present.  The presence of a red flag is an indicator of potential financial statement fraud.  After becoming familiar with both the management and operations, you used this Red Flag Checklist to identify which of the 20 “red flags” were present or absent.    You found three items to be present.  The following page contains the Red Flag Checklist with all 20 items; the three items you found are listed first and indicated with an “X”.

Red Flag Checklist
	Check if
	

	Present
	Red Flag Indicators



	__X__(1.)
	The industry is seeing increased competition in increasingly tougher economic times.

	__X__(2.)
	The company has a high dependence on debt financing.

	__X__(3.)
	Management has a significant accounting-based incentive plan.

	_____(4.)
	There is weak monitoring of the company’s internal controls.

	_____(5.)
	Management is inexperienced or unqualified.

	_____(6.)
	Management has a large stock ownership interest.

	_____(7.)
	Management operation and financial decisions are dominated by a single individual.

	_____(8.)
	There has been high management turnover.

	_____(9.)
	Management places undue emphasis on meeting earnings projections.

	_____(10.)
	Management is under strong pressure to increase the price of company’s stock.

	_____(11.)
	There is inadequate staffing of the accounting department.

	_____(12.)
	There is inadequate use of budgeting process and interim financial statements.

	_____(13.)
	The internal audit department is ineffective.

	_____(14.)
	There is a known history of securities law violations or claims against the entity or its management alleging fraud.

	_____(15.)
	The company lacks proper review and approval procedures.

	_____(16.)
	The company has experienced a net loss at least once in the past three years.

	_____(17.)
	The company has narrow margins of compliance with debt covenants.

	_____(18.)
	The company is in a period of rapid growth.

	_____(19.)
	The company’s profitability is inconsistent with most of the industry.

	_____(20.)
	The company has entered into transactions with related parties.

	
	


Your firm’s policy at the end of each year’s audit planning phase is to make an overall assessment of the risk of management fraud.  Therefore, at the end of year four’s audit planning phase, you used the results of the Red Flags Checklist and your understanding of the client to assess the risk of management fraud for year four’s audit at “3 – Medium Risk”, based on the following scale.


Risk of management fraud:




1

2

3

4

5

          
          Low


      Medium


          High

          
          Risk


          Risk


          Risk



Positive Experience Version:

Results of year four’s audit:
During the audit work, XYZ’s management always had a respectful attitude and never engaged in disputes with you.  They always appeared to be well prepared for your meetings and seemed willing to volunteer relevant information even when you did not ask for it.  When you were on location, you often joined them for lunches.  During your review of their accounting records the only issue you had was that you believed they immaterially understated their estimate of Allowance for Bad Debt; and hence, immaterially understated their operating expenses.  Although the amount was immaterial, you proposed an adjustment and XYZ’s management made it without hesitation.  The end result of the audit was an unqualified opinion for XYZ’s financial statements.

Negative Experience Version:

Results of year four’s audit:
During the audit work, XYZ’s management had a hostile attitude and frequently engaged in disputes with you.  They never appeared to be well prepared for your meetings and seemed unwilling to volunteer relevant information unless you specifically asked for it.  When you were on location, you were never invited to join them for lunches.  During your review of their accounting records the only issue you had was that you believed they immaterially understated their estimate of Allowance for Bad Debt; and hence, immaterially understated their operating expenses.  Although the amount was immaterial, you proposed an adjustment.  XYZ’s management put off responding to your proposed adjustment until you mentioned it again a few days later.  At this point they refused to make the adjustment.  Because your proposed adjustment did not materially affect the financial statements, the end result of the audit was an unqualified opinion for XYZ’s financial statements.

Year Five’s Audit

The next year you have again been assigned to work on the audit of XYZ Corporation.  This will be the second year you have audited XYZ (your firm’s fifth year).  During the planning phase you once again interviewed management and other employees.  You found that XYZ’s management consists of the same six individuals as last year.  Furthermore, XYZ operates and functions the same as it did last year when you first gained an understanding of the company.  After familiarizing yourself again with both the management and the operations, you used the same checklist as last year to identify whether 20 “red flags” were present or absent.  You found the same three items to be present as you did last year.  Below is the Red Flag Checklist with all 20 items; the three items you found are listed first and indicated with an “X”.

Red Flag Checklist
	Check if
	

	Present
	Red Flag Indicators



	__X__(1.)
	The industry is seeing increased competition in increasingly tougher economic times.

	__X__(2.)
	The company has a high dependence on debt financing.

	__X__(3.)
	Management has a significant accounting-based incentive plan.

	_____(4.)
	There is weak monitoring of the company’s internal controls.

	_____(5.)
	Management is inexperienced or unqualified.

	_____(6.)
	Management has a large stock ownership interest.

	_____(7.)
	Management operation and financial decisions are dominated by a single individual.

	_____(8.)
	There has been high management turnover.

	_____(9.)
	Management places undue emphasis on meeting earnings projections.

	_____(10.)
	Management is under strong pressure to increase the price of company’s stock.

	_____(11.)
	There is inadequate staffing of the accounting department.

	_____(12.)
	There is inadequate use of budgeting process and interim financial statements.

	_____(13.)
	The internal audit department is ineffective.

	_____(14.)
	There is a known history of securities law violations or claims against the entity or its management alleging fraud.

	_____(15.)
	The company lacks proper review and approval procedures.

	_____(16.)
	The company has experienced a net loss at least once in the past three years.

	_____(17.)
	The company has narrow margins of compliance with debt covenants.

	_____(18.)
	The company is in a period of rapid growth.

	_____(19.)
	The company’s profitability is inconsistent with most of the industry.

	_____(20.)
	The company has entered into transactions with related parties.

	
	


***Be sure to answer all the questions***
***Please DO NOT refer back to the preceding pages when answering these questions***
1. Using the results of the red flags checklist, and your understanding of the client, how would you assess the risk of management fraud for year five’s audit? (Please circle your risk assessment)

	1
	2
	3
	4
	5

	Very Low Risk
	
	Medium Risk
	
	Very High Risk


For each of the following statements, please indicate – by circling the corresponding number – how much you agree or disagree.
2. XYZ’s management is competent.

	1
	2
	3
	4
	5
	6
	7

	Strongly Disagree
	Disagree
	Slightly Disagree
	Neither Agree nor Disagree
	Slightly Agree
	Agree
	Strongly Agree


3. I am satisfied with my experience with XYZ Corporation’s management.

	1
	2
	3
	4
	5
	6
	7

	Strongly Disagree
	Disagree
	Slightly Disagree
	Neither Agree nor Disagree
	Slightly Agree
	Agree
	Strongly Agree


4. I have found that XYZ Corporation’s management are thoroughly dependable people.

	1
	2
	3
	4
	5
	6
	7

	Strongly Disagree
	Disagree
	Slightly Disagree
	Neither Agree nor Disagree
	Slightly Agree
	Agree
	Strongly Agree


5. XYZ Corporation’s management lack high moral standards.

	1
	2
	3
	4
	5
	6
	7

	Strongly Disagree
	Disagree
	Slightly Disagree
	Neither Agree nor Disagree
	Slightly Agree
	Agree
	Strongly Agree


6. XYZ Corporation’s management did everything possible to help me. 

	1
	2
	3
	4
	5
	6
	7

	Strongly Disagree
	Disagree
	Slightly Disagree
	Neither Agree nor Disagree
	Slightly Agree
	Agree
	Strongly Agree


7. XYZ Corporation’s management are primarily interested in their own personal welfare.

	1
	2
	3
	4
	5
	6
	7

	Strongly Disagree
	Disagree
	Slightly Disagree
	Neither Agree nor Disagree
	Slightly Agree
	Agree
	Strongly Agree


8. XYZ Corporation’s management are like my friends.

	1
	2
	3
	4
	5
	6
	7

	Strongly Disagree
	Disagree
	Slightly Disagree
	Neither Agree nor Disagree
	Slightly Agree
	Agree
	Strongly Agree


9. I do not think that XYZ Corporation’s management is completely open in dealing with me.

	1
	2
	3
	4
	5
	6
	7

	Strongly Disagree
	Disagree
	Slightly Disagree
	Neither Agree nor Disagree
	Slightly Agree
	Agree
	Strongly Agree


10. XYZ Corporation’s management plans to be helpful during future audits.

	1
	2
	3
	4
	5
	6
	7

	Strongly Disagree
	Disagree
	Slightly Disagree
	Neither Agree nor Disagree
	Slightly Agree
	Agree
	Strongly Agree


11. I believe the information that XYZ Corporation’s management provides me. 

	1
	2
	3
	4
	5
	6
	7

	Strongly Disagree
	Disagree
	Slightly Disagree
	Neither Agree nor Disagree
	Slightly Agree
	Agree
	Strongly Agree


Additional Information

· Please provide responses to the following five demographic questions.  
a. How many years of auditing experience do you have? _______

b. What is your gender?
Male    or    Female

c. Which of the following best describes your current job position? (Please circle your response)

	Staff
	In-Charge
	Manager
	Partner


d. How many audits, on which you have directly participated, eventually detected financial statement fraud committed by client management? _______

e. Have you had previous experience assessing fraud risk? ____________
─
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Auditor’s Goodwill Trust in the Client’s Management





Figure 3: Final Results of Confirmatory Factor Analysis











Note: Constructs in bold are those of interest in this study.
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Figure 4: Results of Hypothesized Model – Structural Equation Modeling
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Goodness of Fit


	Chi-square	5.20 (p=.392)


	df		5


					        Conventional


			          Model	      Acceptable Fits


Chi-square / df			1.04		<2.00


SRMR				0.04		<0.08


GFI				0.96		>0.90


AGFI				0.89		>0.90


NFI				0.97		>0.90


IFI				1.00		>0.90


NNFI				1.00		>0.90


CFI				1.00		>0.90


RMSEA			0.03		<0.08





Composite Reliability	0.89		>= 0.70


Variance Extracted		0.62		>= 0.50











Goodness of Fit


	Chi-square	11.13 (p=.676)


	df		14


					        				          Model	      


Chi-square / df			0.80		


SRMR				0.03		


GFI				0.95		


AGFI				0.90	


NFI				0.96		


IFI				1.01


NNFI				1.02		


CFI				1.00


RMSEA			0.00		





Explained Variance of Fraud Risk		0.32











� Specifically assessing the risk of fraud has been found to improve auditors’ ability to detect fraud (e.g., Zimbelman 1997; Knapp and Knapp 2001).


� The term “goodwill trust” is also used by Ring and Van De Ven (1992).


� Other researchers make similar distinctions between a competence component and one or more components of goodwill trust (e.g., Kee and Knox 1970; Lieberman 1981; Ganesan 1994; Mayer et al. 1995; Shaub 1996).


� The client’s integrity does have an effect in one subgroup of subjects (managers with high moral development).


� All responses were received in a timely fashion; therefore, no late response bias test was performed.


� It was undeterminable what type of firm three of the subjects were employed.


� We used the fourth year audit for the firm because we wanted to avoid the possible fluctuations in risk assessments that may occur during the first couple of years of auditing a new client.


� This information was provided in order to control the performance risk and competence trust – described previously.


� While previous research generally shows that red flag checklists are not as useful as other decision aids in fraud risk assessment (e.g., Loebbecke et al. 1989; Eining et al. 1997; Bell and Carcello 2000), Shelton et al. (2001) reports finding three Big Five firms that utilize a red flag checklist to identify the presence or absence of fraud risk factors.


� Adapted from one or more of the following: AICPA 1997; AICPA 2002; Apostolou et al. 2001; Bell and Carcello 2000; Eining et al. 1997; Hackenbrack 1993; Davidson 1994; Zimbelman 1997.


� The first pilot study utilized 24 MBA students while the second pilot study utilized 39 senior-level auditing students.


� Refer to the “Methods” section for specifics concerning the manipulation and/or the test item.


� This and all other manipulation checks are one-tailed tests unless stated otherwise.


� Refer to the “Methods” section for specifics concerning the test item.


� Two-tailed test


� Specifically, we report: the chi-square statistic, the chi-square to degrees of freedom ratio, the standardized root mean square residual (SRMR), the goodness of fit index (GFI), the adjusted goodness of fit index (AGFI), the normed fit index (NFI), the incremental fit index (IFI), the non-normed fit index (NNFI) which is also called the Tucker-Lewis index, the comparative fit index (CFI), and the root mean square error of approximation (RMSEA).


� This is one of Anderson and Gerbing’s (1988) preferred methods for respecifying indicators that have not “worked out as planned” (417). This method “preserve[s] the potential to have unidimensional measurement” (417). This approach has also been used in prior accounting studies (e.g., Bamber and Iyer 2002; Dalton et al. 1997).


� An assumption of SEM is that the data have a multivariate distribution. Lending some support to this assumption, we found that all univariate skewness and kurtosis values for the five measured variables were insignificant following Tabachnick and Fidell’s (2001) recommended alpha level of 0.01 with small to moderate samples. Furthermore, multivariate kurtosis is also insignificant at an alpha level of 0.05. Finally, using Hair et al.’s (1998) suggested alpha level of 0.001, no multivariate outliers were identified with the Mahalanobis D2 measure.


� Similar to the measurement model, no variables, with the exception of previous experience (dummy variable), displayed significant univariate skewness or kurtosis (alpha level of 0.01). Also, no multivariate outliers were identified with the Mahalanobis D2 measure (alpha level of 0.001). Because of the nonnormal distribution of previous experience, the hypothesized model was also estimated using the asymptotically distribution-free method of estimation. According to Hair et al. (1998) this “technique has received particular attention recently due to its insensitivity to nonnormality of the data” (606). The results are qualitatively the same as those reported using the maximum likelihood method of estimation, and therefore not reported.


� Results were qualitatively the same (not tabulated) when two sub-samples were tested: one excluded staff-level subjects while the other excluded subjects without experience assessing fraud risk.


� Hair et al. (1998) state that the effect of adding or deleting one or more causal relationships can be evaluated using the Chi-square difference test (614).


� This t-test and the following are one-tailed tests.


� This ANOVA and the following are two-tailed tests.
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