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The Influence of Strategic Assessment on Auditor Judgment about Inconsistent Fluctuations in Accounts

ABSTRACT

During strategic assessment auditors develop an understanding of the business risks that threaten their client’s business model. This holistic perspective could enhance auditor judgment across a variety of dimensions but it may also make auditors less sensitive to evidence that manifests in accounting details. This study examined how strategic assessment influenced auditor sensitivity to  interperiod fluctuations in accounts that were inconsistent with other information about client operations. In two laboratory experiments, experienced auditors evaluated case materials that either did or did not contain a seeded inconsistency and assessed account-level misstatement risk under a mix of conditions that included (a) performing or not performing strategic assessment, (b) receiving favorable or unfavorable information about strategic viability, and (c) using or not using a task structure designed to increase sensitivity to interperiod changes in account balances. In the first experiment, auditors who performed strategic assessment were less likely to adjust their risk assessments in the presence of the seeded inconsistency than auditors who did not perform strategic assessment. In the second experiment, auditors who received a favorable assessment of strategic viability were less likely to adjust their risk assessments in the presence of the seeded inconsistency than auditors who received an unfavorable assessment of strategic viability. However, viability assessments only influenced judgment when auditors used a task structure designed to increase their sensitivity to changes in accounts. These findings provide motivation for auditing firms to re-evaluate the way they perform strategic assessment to be certain that their methodology does not impair judgment about evidence of misstatement that manifests in patterns of fluctuations in account balances.
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The Influence of Strategic Assessment on Auditor Judgment about
Inconsistent Fluctuations in Accounts

I. INTRODUCTION

A number of assurance services firms have recently developed and deployed a new approach to auditing financial statements, one that increases auditor attention to value creation processes and strategic business risks (Lemon, Tatum, and Turley 2000). Auditors who use this approach perform strategic assessment to develop a holistic understanding of client operations (Bell et al. 1997). During strategic assessment, auditors learn how their client’s business model creates customer value and identify business risks that threaten their client’s ability to achieve and sustain competitive advantage (Eilifsen, Knechel, and Wallage. 2001). Proposed auditing standards have acknowledged the importance of performing strategic assessment during assurance engagements (AICPA 2002) and each of the big-four audit firms uses strategic assessment to gather evidence for assessing critical audit areas (Bierstaker and O’Donnell 2003). However, while this practice is becoming a widely-accepted auditing procedure, research has only just begun to examine how strategic assessment influences auditor judgment.

Proponents believe that strategic assessment can improve judgment because auditors who develop a holistic perspective before they become embroiled in the transaction details will be in a better position to see the forest for the trees. They contend that strategic assessment encourages “forest thinking” rather than “tree-by-tree thinking” by providing auditors with a holistic lens that helps them evaluate audit evidence more effectively (Bell et al. 2002, 18-19). Early research has confirmed that strategic assessment can increase auditor sensitivity to certain types of conditions that increase the risk of financial misstatement (Choy and King 2002; Ballou, Earley, and Rich 2003; Bierstaker and O’Donnell 2003).

However, it is also plausible that the holistic perspective provided by strategic assessment could reduce auditor sensitivity to evidence of misstatement when that evidence involves issues about transaction details. Auditors who focus on characteristics of the forest may have difficulty distinguishing characteristics of individual trees. A holistic lens may filter out less-holistic, more detailed evidence of misstatement, such as inconsistent  interperiod fluctuations in account balances. If so, then assurance services firms need to be made aware of this problem so they can modify their audit methodology to overcome this potential barrier to effective audit judgment.

In this study we examined how strategic assessment can influence auditor judgment about misstatement risk in the presence of a pattern of changes in account balances that is inconsistent with other information about client operating activities. We conducted two experiments with senior-level auditors who worked for a big-four firm that routinely performs strategic assessment in the field. Participants in both experiments evaluated case materials that contained a pattern of changes in sales and cost of sales that was either consistent or inconsistent with information about unit sales prices and inventory costs. The first experiment examined whether performing (not performing) strategic assessment before analyzing accounting information influenced auditor judgment about misstatement risk in the presence of this seeded inconsistency. The second experiment examined how providing auditors with favorable (unfavorable) evidence from strategic assessment influenced their judgment about misstatement risk when task structure was altered (not altered) to increase participants’ attention to interperiod fluctuations in account balances.

Results from these experiments suggest that both (a) the timing of strategic assessment and (b) the positive or negative nature of viability judgments that auditors develop during strategic assessment can influence auditor judgment about the level of risk associated with inconsistent changes in accounts. In the first experiment, auditors who performed strategic assessment before they evaluated accounting information were less sensitive to the seeded inconsistency than auditors who did not perform strategic assessment first. In the second experiment, a task structure manipulation designed to increase auditor sensitivity to changes in accounts succeeded when evidence from strategic assessment was favorable but did not succeed when evidence was unfavorable. In other words, viability judgments from strategic assessment influenced auditor sensitivity to a pattern of inconsistent changes in account balances.

These results should not be construed as an indictment of the potential for strategic assessment to enhance audit effectiveness. A holistic lens could enhance auditor judgment across a range of dimensions that were beyond the scope of this study (see Ballou and Heitger 2003 for a discussion and review). However, our findings suggest that strategic assessment might impair auditor judgment in situations where potential audit problems manifest as elements of accounting details rather than elements of business risk. Result from this study should motivate assurance services firms to re-evaluate the way they perform strategic assessment in the field so they can be certain that their audit methodology does not produce any undesirable side effects. The evidence provided by our study also motivates research that examines (a) other ways that a holistic perspective can influence auditor judgment and (b) how alternative task structures affect the relationship between strategic assessment and auditor judgment.

The remainder of this study is organized into three sections. Section two describes the theoretical framework that provided a foundation for this study and presents the research hypotheses that inspired our experimental design. Section three explains our research method for each experiment by (a) describing the task, (b) presenting the results, and (c) discussing the findings. The last section provides a summary of our results, acknowledges the limitations of this study, and discusses issues that should be addressed by future research.

II. theorY and hypotheses

Strategic assessment provides auditors with a holistic perspective of their client’s business model. During strategic assessment auditors learn about the business processes their client uses to bring products and services to market and assess the business risks that threaten the organization’s ability to execute those processes effectively. For example, the audit methodology used by the firm that provided participants for this study directs their auditors to perform strategic assessment in three sequential phases. First, the audit team documents their understanding of the client’s business operations (or updates this documentation for continuing clients). This documentation includes, among other things, descriptions of (a) strategic business objectives, (b) the core business processes used to achieve those objectives, (c) internal and external business drivers that constrain those business processes, and (d) strategic management processes the client uses to monitor and control this business model.

Second, the audit team performs a risk analysis where they document strategic business risks and identify significant classes of transactions that could be threatened by those business risks. Third, they perform a process analysis by (a) linking the business risks and significant classes of transactions documented during the second phase to specific business processes documented during the first phase, (b) evaluating the factors that are critical to the success of each process, (c) identifying key performance indicators, and (d) using those metrics to evaluate business process performance and evaluate how well the client’s is achieving its strategic business objectives. After completing this strategic assessment, the audit team uses their knowledge of the business model and other evidence they have gathered about transaction processing activities to help them develop a program of audit tests for substantiating individual account balances.

Strategic assessment changes the mental model that auditors use for analyzing accounting information, assessing misstatement risk, and identifying critical audit areas (Bell et al. 2002). Mental models provide a cognitive problem-solving space for integrating new information with existing knowledge (Newell and Simon 1972). These dynamic memory structures change and evolve as people learn more about the decision task and provide a context for evaluating decision information (Schank 1999). Changing the type of information that people incorporate into their mental model alters decision context, which influences judgment about decision cues (Hogarth 1991). In auditing, mental models provide a context for evaluating evidence and identifying conditions that could signal financial misstatement (Libby 1985). Factors that alter the context auditors use to evaluate evidence can alter their judgment about misstatement risk (Brown, Peecher, and Solomon 1999).

Auditors who develop a mental model that has been shaped by strategic assessment are likely to assess risk differently from auditors who do not. The holistic knowledge provided by strategic assessment could make auditors more sensitive to evidence of misstatement that manifests in inconsistencies between market conditions and business process performance (Erickson, Mayhew, and Felix 2000). However, that same holistic perspective might also reduce auditor sensitivity to evidence of misstatement that manifests at a less holistic, more detailed level, such as inconsistencies that involves accounting classifications for routine business transactions. For example, a lack of auditor sensitivity to accounting classifications was apparently a factor in the audit failure at WorldCom, a debacle that involved an audit firm who pioneered the use of strategic assessment. WorldCom’s auditors failed to construe a 3.8 billion dollar increase in transmission equipment and decrease in routine maintenance costs as a pattern of changes in account balances that signaled material financial misstatement (Glater and Eichenwald 2002).

By changing the mental model that provides auditors with context for evaluating evidence, we believe that strategic assessment could influence their judgment in two ways. First, auditors who perform strategic assessment before they perform analytical procedures on accounting information should come to different conclusions about misstatement risk than auditors who do not. Interviews conducted during this study revealed that all of the big-four assurance services firms mandate strategic assessment as a standard auditing procedure. However, two of those firms direct their auditors to perform strategic assessment before they perform analytical procedures on interperiod fluctuations in account balances while the other two firms do not mandate strategic assessment before analytical procedures. The research issue is how the timing of strategic assessment influences auditor judgment.

Second, opinions about the viability of the business model that auditors develop during strategic assessment should influence their risk assessments. Auditors who learn about business processes and evaluate business risks will develop a mental model that includes perceptions about the viability of their client’s business strategy (Bell et al. 1997). Once developed, perceptions about client operations that are embodied in a mental models have a direct influence on how auditors evaluate subsequent evidence (Solomon and Shields 1995). During risk assessment, auditors who develop favorable opinions about strategic viability are more tolerant of conditions that could increase risk than auditors who develop unfavorable opinions about strategic viability (Ballou, Earley, and Rich 2003; Bierstaker and O’Donnell 2003). The research issue is how the nature (favorable versus unfavorable) of the viability judgments that auditors develop during strategic assessment influences their judgment. 

The remainder of this section explains why we believe that the timing of strategic assessment and the nature of the viability judgments that it produces will influence auditor sensitivity to inconsistent fluctuations in accounts. After describing support for each dimension of our thesis, we present our research hypothesis.

Timing of Strategic Assessment

First impressions are important because the initial information that people receive about a decision task influences the context that they use to make decisions (Lerner and Tetlock 1999). People construct a decision context from memory when they assemble the mental model they need to process decision information. Schank (1999) explains the mental models develop quickly, based on initial situation-specific information, because human cognition requires a context for integrating decision information. Changing the type of information that people acquire when they develop their initial mental model alters the context they use to interpret subsequent decision cues (Newell and Simon 1972). First impressions have a significant influence on human judgment because, once established, people often have difficulty modifying their mental model and changing their decision context (Fischhoff 1977).

Auditors who perform strategic assessment as the first step in learning about client operations will develop a decision context based on a holistic first impression. Changing the type of knowledge that auditors bring to a judgment task influences the way they gather and evaluate evidence (Peecher 1996). Developing a holistic decision context inspires people to make decisions based on aggregate, overall characteristics because a holistic mental model subconsciously diverts attention away from the details (Slovic et al. 2002). Finucane et al. (2000) found that acquiring holistic knowledge about decision alternatives reduced the relevance that people attributed to analytic information about the detailed characteristics of those alternatives.

Research in financial analysis has shown that acquiring holistic knowledge as the first step in a decision process creates a decision context that overshadows risks evidenced by more detailed accounting information (Moreno et al. 2002). Auditors who develop holistic knowledge about their client tend to search for different types of audit evidence and develop different audit planning judgments than auditors who do not (Turner 2001). Auditors who develop a holistic perspective through strategic assessment focus on different types of evidence when they analyze account balances and come to different conclusions about the risk of financial misstatement than auditors who do not (Bierstaker and O’Donnell 2003). These associations between a holistic decision context and the likelihood that people will focus on detailed characteristics of decision information gives rise to our first research hypothesis, which we present in the alternative form as follows:

H1:
Auditors who perform strategic assessment first, before they analyze changes in account balances, will be less sensitive to inconsistent fluctuations than auditors who do no perform strategic assessment first.

Nature of Viability Judgments

Auditors who perform strategic assessment develop an opinion about the overall viability of their client’s business model and this holistic first impression becomes an integral component of the mental model that they use to evaluate subsequent audit evidence (Bell et al. 2002). People tend to evaluate diagnostic information to be consistent with first impressions that have been instantiated as part of their mental model (Russo, Medvec, and Meloy 1996). They have a natural tendency to confirm an initial impression in order to reduce the cognitive dissonance that results from integrating decision cues that are inconsistent with opinions they have already formed (Devine, Hirt, and Gehrke 1990). Furthermore, people have a hard time ignoring a holistic first impression, even when that knowledge may not be particularly relevant to the task at hand (Camerer and Johnson 1991).

The influence that a holistic first impression has on subsequent judgment is known as the “halo” effect. Halo effects are particularly prevalent when information is evaluated through a top-down task structure, that is, when the rater acquires overall performance information before evaluating performance information for individual components (Murphy, Jako, and Anhalt 1993). 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). The residual halo from a holistic evaluation influences subsequent judgment about individual performance by changing the way that people evaluate detailed performance components (Lance, LaPointe, and Fisicaro 1994).

Strategic assessment will produce a residual halo that reflects the favorable or unfavorable nature of the evaluative judgment that auditors develop about the viability of their client’s business model. Research has shown that the residual halo from predecisional information can influence subsequent judgment about accounting information. For example, Kida, Smith, and Malleta (1998) found that the valence (favorable or unfavorable) of global evaluative judgments tended to bias subsequent evolution of accounting information to be consistent with the holistic first impression. Phillips (1999) found that auditors who developed initial expectations that the risk of financial misstatement was low had more difficulty identifying evidence of misstatement than auditors whose holistic first impression suggested that misstatement risk was high. These associations between the residual halo from holistic first impressions and the way that people evaluate detailed performance information inspired our second research hypothesis, which we present in alternative form as follows:

H2:
Auditors who develop a positive halo during strategic assessment as the result of a favorable opinion about the viability of a client’s business model will be less sensitive to inconsistent fluctuations than auditors who develop a negative halo as the result of an unfavorable opinion from strategic assessment.

III. METHOD

We tested these research hypotheses using data from two laboratory experiments. The first experiment provided a test of hypothesis one by examining whether auditors who performed strategic assessment were less sensitive to inconsistent fluctuations than auditors who did not perform strategic assessment. The second experiment provided a test of hypothesis two by examining whether a positive halo from favorable viability judgments during strategic assessment made auditors less sensitive to inconsistent fluctuations than a negative halo from unfavorable viability judgments.

The experiments were conducted during two separate national training session for senior-level auditors who worked for a big-four firm. Groups of about 30 participants completed the experimental exercise in their classrooms during a one-hour period that had been set aside for conducting research. Each classroom was supervised by a research proctor who distributed and collected the experimental instruments and monitored participant behavior while they completed the task. Both experiments were conducted in three phases. Participants received a package containing three envelopes, labeled phases one through three, and completed the phases in sequence. After completing each phase, participants sealed the materials in the envelope for that phase so that they could not refer to that information during subsequent phases. Research proctors monitored participants’ compliance with these instructions.

The same strategic auditing case was used for both experiments with slight changes in the accounting metrics and client operating information. Case materials were patterned after the Loblaw Companies, Ltd. case for a chain of grocery stores (Greenwood and Salterio 2002) and account balances were adapted from the annual report for Safeway, Inc.  The controller for a regional grocery chain (similar to the one described in the case) provided metrics for key performance indicators and reviewed the materials for realism. Information about client operations was grouped by strategic business processes in the same format as the audit support software that participants used in the field. Comparative account balance information was presented in four columns, which included balances for this year and last year, and the amount and percent of change between years. Information for key performance indicators included the same four columns of information plus the industry best-practices standard.

Both experiments included a seeded-inconsistency manipulation. All cases stated 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. In the case with no seeded inconsistency, sales and cost of sales increased by approximately the same amount (5.2% and 4.9%, respectively, for experiment one; 3.2% and 3.0%, respectively, for experiment two). However, in the case that included the seeded inconsistency, the increase in sales and cost of sales was disproportional (5.2% and 0.9%, respectively, for experiment one; 3.2% and 0.9%, respectively, for experiment two), which resulted in an uncharacteristic increase in gross profit. This pattern of changes in two related accounts could, among other things, signal a misstatement that resulted from misallocation of distribution and overhead costs. In an attempt to increase auditor sensitivity to unusual improvements in performance, all cases indicated that the company was currently negotiating a merger with a larger competitor.

Including cases that did and did not contain seeded inconsistencies provided a basis for (a) validating that the seeded-inconsistency manipulation increased misstatement risk and (b) evaluating how auditor sensitivity to the seeded inconsistency changed when their risk assessment task was altered by strategic assessment. The remainder of this section describes the procedures, presents the results, and discusses the findings for each experiment.

Experiment One

The first experiment employed a two-by-two, between-subjects design with one additional condition, which provided data to evaluate an alternative explanation for the results. The presence or absence of the seeded inconsistency was one of the crossed factors. The other was whether or not participants performed strategic assessment before they performed analytical procedures on account balances. Misstatement risk assessments for cost of sales was used as the dependent variable. This design provided a basis for determining whether performing strategic assessment before analyzing current-period operating information could influence auditor sensitivity to the seeded inconsistency. Evidence that the seeded-inconsistency and the requirement to perform strategic assessment interact to influence risk assessments for cost of sales indicates that auditors who performed strategic assessment before they analyzed operating information reacted differently to the inconsistent fluctuation in cost of sales than auditors who did not perform strategic assessment.

An additional condition was created to evaluate whether the results from the test of hypothesis one could be explained by differences in auditor reaction to the type of strategy described in the case rather than the requirement to perform strategic assessment. The strategic assessment information that was provided in the four crossed conditions indicated that the client had recently switched to a product differentiation strategy and was now trying to generate higher margins by increasing product selection and customer service. The additional condition, which also required strategic assessment and included the seeded inconsistency, indicated that the client had recently switched to a low cost strategy and was trying to increase profitability by reducing product selection and eliminating some customer services to reduce costs.

A business that switched to a product-differentiation strategy would probably expect an upward trend in its gross profit margin while a business that switched to a low-cost strategy would probably expect a downward trend. Gross profit margin increased for the cases that contained the seeded inconsistency. Because participants in the four crossed conditions were told that the company had switched to a product-differentiation strategy, those who evaluated the case with a seeded inconsistency might have expected an increase in gross profit margin because of the change in strategy. On the other hand, it is highly unlikely that auditors who knew the company had shifted to a low-cost strategy would expect an increase in gross profit margin. If differences among risk assessments for cost of sales in the four crossed conditions were attributable to the nature of the client’s strategy, then risk assessments for the low-cost strategy case should be different from risk assessments for the product-differentiation case. If risk assessments do not differ across those two conditions then there is no evidence that differences among risk assessments were influenced by the nature of the client’s strategy.

Procedure

Participants began phase one by answering questions about their auditing experience. Next, they read information about the audit engagement, control risk assessments, the client’s industry and business operations, history with the firm, and key business processes. They reviewed a current-year balance sheet and income statement and provided a baseline misstatement risk assessment for inventory, sales, cost of sales, and store expenses on a scale from one (low) to seven (high). These pre-treatment risk assessments provided a covariate that controlled for between-subject differences in misstatement risk expectations that existed prior to the experiment.

After providing pre-task risk assessments, participants who did not perform strategic assessment began phase two. Participants who performed strategic assessment were provided with two paragraphs of information that described the client’s business strategy and explained how the client was attempting to execute the strategy. They were also provided with five key performance indicators that served as benchmarks for gauging how well the strategy was being accomplished. The five key performance indicators were taken from information about client operations that was provided to all participants when they assessed misstatement risk during phase two. Using a scale from one (low) to seven (high), participants assessed the likelihood that the company would be able to execute its strategy successfully and documented the rationale for their assessment.

During phase two, all participants (a) analyzed information about client operations, (b) assessed misstatement risk for inventory, sales, cost of sales, and store expenses on a scale from one (low) to seven (high), and (c) documented their rationale for each assessment. Participants were asked to assess misstatement risk for inventory, sales, and store expenses to help disguise the seeded-inconsistency manipulation and reduce demand effects.

During phase three participants completed a debriefing questionnaire and were asked to provide their e-mail address if they wanted a summary of the results. Responses to the debriefing questionnaire were used to check the validity of the case materials.

Results
A total of 113 auditors with an average of 2.8 years of auditing experience (standard deviation = 1.3) participated in the first experiment. Research proctors reported that most participants took about 45 minutes to complete the exercise and all finished within one hour. Descriptive statistics for all measured variables are presented in Table 1. As shown in Panel A, the average risk assessment for cost of sales was 3.7 for cases without the seeded inconsistency and 4.5 for cases that contained the seeded inconsistency (t = 2.84; p < .01). As intended, it appears that our seeded inconsistency manipulation increased misstatement risk for cost of sales.

insert Table 1 here

Hypothesis one predicts that auditors who perform strategic assessment before they perform analytical procedures on account balances will be less sensitive to inconsistent fluctuations than auditors who do not. We tested this hypothesis with analysis of co-variance using risk assessments for cost of sales as the dependent variable and the experimental conditions as the independent factors. Covariates included (1) pre-task risk assessments for cost of sales elicited during phase one and (2) viability judgments provided during strategic assessment, both of which were significantly correlated with cost of sales risk assessments (see Panel B of Table 1). Viability judgments for participants who did not perform strategic assessment were assigned a value of 4.02, which was the average viability judgment for participants who did perform strategic assessment.  Results of our hypothesis test are presented in Table 2.

insert Table 2 here

Findings presented in Panel A of Table 2 indicate a significant interaction between the crossed factors, which suggests that auditors reacted differently to the seeded inconsistency depending on whether or not they performed strategic assessment. Adjusted cell means presented in Panel B of Table 2 document the nature of this interaction and provide evidence for testing hypothesis one. For auditors who performed strategic assessment, mean risk assessments of 4.06 for the case with no seeded inconsistency were not significantly different from mean risk assessments of 4.12 for the case that contained the seeded inconsistency. However, for auditors who did not perform strategic assessment, mean risk assessments of 5.18 for the case that contained the seeded inconsistency were significantly higher (t = 2.83, p < .01) than mean risk assessments of 4.06 for cases that did not contain the seeded inconsistency.

Because the alternative strategy manipulation  had no significant influence on risk assessments for cost of sales there is no evidence that the nature of the client’s strategy influenced auditor judgment about misstatement risk. These results suggest that auditors who performed strategic assessment were less sensitive to the inconsistent pattern of fluctuations in sales and cost of sales that auditors who did not.

To provide additional evidence about the nature of the interaction, we identified participants in the seeded inconsistency conditions who rated misstatement risk for cost of sales greater than their average risk assessment for the other three accounts (inventory, sales, and cost of sales). This classification scheme segregates participants into two groups who evaluated the case with a seeded inconsistency, one for auditors who believed that cost of sales risk was as high or higher than the other accounts they evaluated, and one for auditors who did not believe that misstatement risk for cost of sales was any greater than the other three accounts.

Panel C of Table 2 shows the number of participants that fell into each category. For participants who performed strategic assessment, about half rated risk for cost of sales higher than the average risk for the other three accounts. However, for participants who did not perform strategic assessment, three-fourths rated risk for cost of sales higher than the average risk for the other three accounts (chi-square = 3.84 with 1 degree of freedom, p < .05). These differences between participants who performed strategic assessment and participants who did not provides further evidence that performing strategic assessment reduced auditor sensitivity to the seeded inconsistency.

The auditors who participated in this study worked for a firm that requires them to perform strategic assessment before they analyze account-level misstatement risk. One explanation for our findings could be that participants who did not perform strategic assessment were more skeptical because they did not follow their normal routine. As a result, the unfamiliar task structure might have inspired a more rigorous analysis. We used data from the debriefing questionnaire to evaluate this possibility.

After participants completed their risk assessments, they responded to two questions about the case materials that they had evaluated. They were asked to rate the similarity between the format used to present information in this exercise and the format used by the their firm’s audit support software on a scale from one (not similar) to seven (very similar). Average ratings for participants who performed strategic assessment were 3.5 compared with 3.6 for participants who did not perform strategic assessment. Participants were also asked to rate how well the information they examined during this exercise helped them to understand the business processes their client uses to create customer value on a scale from one (not well) to seven (very well). Average ratings for participants who performed strategic assessment were 3.8 compared with 4.0 for participants who did not perform strategic assessment. T-tests indicate that performing strategic assessment had no significant influence on either of these ratings, which suggests that lack of familiarity with the task structure did not influence the results.

Discussion

These findings support hypothesis one by providing evidence that performing strategic assessment can reduce auditor sensitivity to inconsistent fluctuations in related accounts. However, these findings also raise another research question that provided the motivation for conducting the second experiment.

As shown in Panel B of Table 1, the viability judgments that auditors developed during strategic assessment were negatively correlated with their risk assessments for cost of sales. In other words, auditors who formed favorable (unfavorable) opinions about the viability of their client’s business model during strategic assessment assessed misstatement risk for cost of sales at lower (higher) levels. This finding raises the possibility that the halo from strategic assessment may have influenced their sensitivity to the seeded inconsistency over and above the influence of the holistic perspective they developed by performing strategic assessment. However, our experimental design does not provide a basis for evaluating whether the residual halo altered auditor sensitivity or simply shifted the distribution of risk assessments between experimental groups. Experiment two examined this possibility.

Our second experiment also allowed us to address two external validity issues that limit the generalizability of the findings from experiment one. First, we have no evidence that our seeded inconsistency would be a concern on an actual audit engagement. The senior-level auditors who participated believed that our seeded inconsistency increased misstatement risk for cost of sales.  However, we do not know whether the same concern would be expressed by more experienced auditors, like firm partners who ultimately must sign the audit opinion. If not, then our findings have few implications for audit practice.

Second, we have no evidence that differences in participants’ risk assessments would translate into differences in audit effort. The results from experiment one indicate that performing strategic assessment can influence the point estimates that auditors provide for misstatement risk. However, there is no evidence that differences in these point estimates reflect differences in auditor judgment about the level of testing necessary for substantiating account balances. If differences in risk assessments do not correspond to differences in anticipated levels of audit effort, then the findings of this study will be of little significance to practicing auditors. Experiment two provided evidence for addressing both of these issues.

Experiment Two

In the second experiment, participants evaluated misstatement risk over two consecutive years for the same client. For each year, participants were told to assume that strategic assessment had already been performed by the engagement partner and they were provided with a summary of his conclusions about the viability of the client’s business model. Then they were provided with information about core business processes and comparative accounting information and asked to assess misstatement risk for inventory, sales, cost of sales, and store expenses. All participants were provided with information from strategic assessment before they performed analytical procedures to assess risk, a format consistent with the task structure they use in the field. All participants received the same information for the first year but the experimental manipulations altered either the information or the task structure for the second year. The within-subjects change in risk assessments for cost of sales from the first year to the second year provided the dependent variable that we used for testing hypothesis two.

The second experiment included three manipulations. One factor was the presence or absence of the seeded inconsistency. The pattern of inconsistent fluctuations in account balances in experiment two was the same as the pattern used for experiment one, except that sales increased by 3.2% rather than 5.2% (a change that was made to decrease attention to sales as a source of risk). The second factor was whether participants received a favorable or unfavorable evaluation of strategic viability. The third factor was whether or not participants were asked to document their expectations about fluctuations in account balances before they performed analytical procedures on the actual balances.

We chose to manipulate rather than elicit viability judgments from strategic assessment for experiment two. During the first experiment, participants had an opportunity to develop a residual halo by actually performing strategic assessment. However, as shown in Panel A of Table 1, the viability judgments that participants provided ranged from 1 to 6 (on a seven-point scale) with a standard deviation of 1.2. In other words, even though participants all received the same information for strategic assessment, their conclusions about the viability were all over the scale (distribution statistics for viability judgments in the alternative strategy manipulation were not significantly different from the rest of the sample). Given this apparent lack of consensus about strategic viability, and because we were going to use auditors with the same level of experience for the second experiment, we decided to create a more stable manipulation by instantiating the residual halo (by providing viability assessments) rather than allowing participants to develop it on their own.

We manipulated the residual halo by providing different information about strategic assessment for the second year. For the first year, all participants were told that (a) the client had changed their strategy during the year, (b) sales revenue and market share had not significantly changed, (c) net income had remained relatively stable, and (d) the engagement partner has concluded it is still too early to develop any meaningful assessment of the viability of the new strategy. For the second year, participants assigned to the positive halo condition were told that the engagement partner believed the new strategy may achieve the results that the client had hoped for. Sales growth for the second year had been 3.2% while the average sales growth in the client’s market was only 1.9%. Net income had increased by 1.8% and the client had increased its market share. On the other hand, participants assigned to the negative halo condition were told that the engagement partner believe that the new strategy may not achieve the results that the client had hoped for. Sales growth during the second year was only 3.2% while the average sales growth in the client’s market was 4.5% and, although net income had increased by 1.8%, the client had lost market share.

Experiment two also included a manipulation of the task structure that was designed to alter the extent to which participants focused on account balances. We included this manipulation for two reasons. First, we wanted to explore the potential for managing any judgment bias attributable to the residual halo by altering the structure of the analytical procedures task. Second, given the results form the first experiment, we were concerned that the seeded inconsistency manipulation might not, by itself, produce differences in risk assessments for cost of sales.

Recall that, in experiment one, participants who performed strategic assessment rated misstatement risk for the case with the seeded inconsistency at the same average level as the case with no seeded inconsistency. All participants in experiment two were provided with information about strategic assessment before they performed analytical procedures to assess misstatement risk. If participants who performed strategic assessment during experiment one did not adjust their risk assessments for the seeded inconsistency, then it is likely that participants who are provided with evidence from strategic assessment during experiment two will also fail to be sensitive to the seeded inconsistency. However, to test the influence that the residual halo from strategic assessment has on sensitivity to inconsistent  fluctuations, our experimental design must create a condition where participants are sensitive to the seeded inconsistency and another condition where they are not. In other words, we needed a manipulation that would increase participant sensitivity to the seeded inconsistency after they developed a holistic perspective from strategic assessment.

We used a task structure introduced by McDaniel and Kinney (1995) to resolve this dilemma. They found that requiring auditors to document expectations about interperiod changes in account balances before they analyzed accounting information increased the likelihood that auditors would adjust risk assessments in the presence of  inconsistent fluctuations. During experiment two, we required one group of participants to document how they expected balances to change from the first year to the second year before they were provided with information about those accounts. These participants, who all evaluated a case with the seeded inconsistency, were provided with narrative information about client operations for the second year (including information about strategic assessment) then asked to document the percentage change that they would expect in inventory, sales, cost of sales, and store expenses. Based on the findings reported by McDaniel and Kinney (1995), participants who documented expectations should be more likely to adjust their risk assessments for the seeded inconsistency than participants who did not document expectations. An interaction between these halo and the requirement to document expectations could provide evidence that the residual halo from strategic assessment influenced auditor sensitivity to the seeded inconsistency (depending on the nature of the interaction).

These three manipulations created two separate between-subjects designs. One of these two-by-two designs crossed the favorable or unfavorable viability assessment with the presence or absence of the seeded inconsistency. The other  two-by-two design crossed the favorable or unfavorable viability assessment with the requirement to document or not document expectations.

Procedure

During phase one, participants were provided with information about (a) overall engagement risk, (b) strategic business risks (including information about strategic assessment), (c) business process analyses, and (d) control risk assessments. This information was patterned after the documentation provided by the audit support software that they use in the field. Next, they were provided with comparative account balances and key performance indicators for this year and last year (including the amount and percent of change) and asked to assess misstatement risk for inventory, sales, cost of sales, and store expenses. Participants used a 100-point scale where 0 indicated very low risk and 100 indicated very high risk. 

Next, participants who were required to document expectations were provided with information about operating activities for the next year (described below) and asked to document whether they expected balances for each of those four accounts to decrease, not change, or increase. If they expected those accounts to change, participants were instructed to document the percent of change that they anticipated. Participants who were not required to document expectations proceeded directly to phase two.

During phase two, participants were told to assume that they had returned to audit the same client for the following year, that the audit for the previous year had gone smoothly, the audit team had proposed no adjusting entries, and the client had received an unqualified opinion. They were provided with information about strategic assessment (either favorable or unfavorable) that indicated sales had increased by 3.2%, and there were told that (a) there had been no significant changes in business processes or management personnel, (b) unit sales prices, sales mix, and product costs had remained stable, (c) engagement risk had increased from 25 to 35 (on a 100-point scale) because the client was currently engaged in merger negotiations, and (d) control risk had increased from 20 to 25 (on a 100-point scale) because the client had implemented a significant upgrade to its supply chain management software. 

Participants were then provided with updated balances for the metrics they analyzed during phase one and asked to provide misstatement risk assessments for inventory, sales, cost of sales, and store expenses using the same 100-point scale. Next, participants were asked to indicate whether they expected the amount of time spent gathering and evaluating evidence to substantiate those four accounts to decrease, not change, or increase from the previous year. If they expected the amount of time to change, participants were also asked to indicate the percent of increase or decrease in audit effort and to explain their reasons for expecting a change.

During phase three participants answered debriefing questions, completed a surprise recognition task, and were given an opportunity to provide their e-mail address if they wanted a summary of the results. Responses to the debriefing questions provided demographic information and metrics for checking the halo manipulation. The surprise recognition task provided data for differentiating levels of attention and cognitive effort across the experimental conditions. In multiple-choice format, participants were asked to recall the change in inventory, sales, cost of sales, and store expenses from the first year to the second year. They were provided with the same five answer choices for each question, which represented the actual change in the accounts (inventory was 1.8%, sales was 3.2%, cost of sales was 0.9% or 3.0% depending on the case, and store expenses was 2.7%).

Results
A total of 147 auditors with an average of 2.6 years of auditing experience (standard deviation = 1.1) participated in the second experiment. Research proctors reported that most participants took about 25 minutes to complete the exercise and all finished within 40 minutes. Descriptive statistics for measured variables are presented in Table 3.

insert Table 3 here

Before testing hypothesis two we assessed the validity of our case materials in four ways. First, we checked our seeded inconsistency manipulation. As shown in Panel A, the average increase in risk assessments for cost of sales was 1.2 for cases without the seeded inconsistency and 7.1 for cases that contained the seeded inconsistency (t = 2.16; one-tailed p < .05). Furthermore, the average increase in anticipated audit effort for cost of sales was 10.1% for cases without the seeded inconsistency and 14.6% for cases that contained the seeded inconsistency (t = 1.93; one-tailed p < .05). In other words, auditors who evaluated the case with the seeded inconsistency rated both risk and anticipated audit effort for cost of sales at higher levels than participants who evaluated the case without the seeded inconsistency. As intended, it appears that our seeded inconsistency manipulation increased misstatement risk for cost of sales.

Second, we checked our halo manipulation. During the debriefing questionnaire participants were asked to rate their perception of  the likelihood that their client’s business strategy would succeed on a scale from one (not likely) to seven (very likely). Mean success ratings for participants in the negative halo condition were 3.1 while mean success ratings for participants in the positive halo condition were 4.3 (t = 7.39, p < .01). It appears that the halo manipulation worked as we intended.

Third, we established a link between participants’ misstatement risk assessments and their expectations about the level of audit effort that would be needed to substantiate an account balance. As shown in Panel B of Table 3, there is a significant (p < .01) positive correlation between change in risk assessment and anticipated audit effort for each of the four accounts that participants analyzed. These relationships suggest that auditors who assessed risk at higher levels also believed they would have to spend more time auditing that account. This finding provides evidence that the risk assessments we used as dependent variables for testing our hypotheses are a reasonable proxy for auditor concern about the likelihood of financial misstatement.

Fourth, we validated the significance of our seeded inconsistency manipulation with an expert panel. We asked audit partners with four of the former big-five firms (all had at least eight years experience as an audit partner) to complete the case with the positive halo and the seeded inconsistency. All four increased misstatement risk for cost of sales during the second year (two increased by 15 and two increased by 10) and the average increase for cost of sales was larger than the average increase for the other three accounts (average increases in risk from the first year to the second year were 1.6 for sales, 8.8 for store expenses, 10.0 for inventory, and 12.5 for cost of sales). All four audit partners also expected audit effort for cost of sales to increase during the second year (anticipated increases were 5%, 10%, 15%, and 20%). Their other risk and audit effort assessments were generally consistent with the mean values reported in Panel A of Table 3. This evidence verifies that auditors with substantial expertise believed the seeded inconsistency would be a cause for concern.

Hypothesis two predicts that the residual halo auditors develop during strategic assessment will influence their sensitivity to inconsistent  fluctuations in accounts. More specifically, auditors who develop a positive halo from favorable opinions about strategic viability should be less sensitive to inconsistencies than auditors who develop a negative halo as a result of unfavorable opinions about strategic viability. We tested this hypothesis with analysis of variance using within-subjects change in risk assessments for cost of sales as the dependent variable and our three experimental manipulations as the independent factors. Results are presented in Table 4.

insert Table 4 here

For participants who were not required to document their expectations before they analyzed account balances, the residual halo from strategic assessment had no significant influence on the change in risk assessments for cost of sales. Results presented in Panel A of Table 4 also indicate that the effect of the halo did not differ between the case with the seeded inconsistency and the case without the seeded inconsistency. There was, however, a significant interaction between the halo manipulation and the requirement to document expectations, which can be explained by the pattern of cell means presented in Panel B of Table 4. Note the differences in patterns of risk assessments between auditors who were required to document their expectations and those who were not. For auditors who did not document their expectations before they analyzed account balances, there was no significant difference between the average change in risk assessments for the positive and negative halo conditions. However, for auditors who were required to document their expectations, the average increase in risk assessments of 11.20 for the negative halo condition were significantly (p < .01) different than the average decrease of 3.00 for the positive halo condition. Also note differences in patterns of risk assessments between the positive and negative halo conditions. Documenting expectations significantly (p < .05) reduced risk assessments in the positive halo condition and increased risk assessments in the negative halo condition. We replicated this analysis using anticipated change in audit effort for cost of sales as the dependent variable instead of risk assessments. The results did not change except that the significance level for the interaction diminished from less than 0.01 to less than 0.05.

To gain a better understanding of these results, we identified participants in the seeded inconsistency conditions who increased their risk assessments for cost of sales greater than the amount by which they increased their average risk assessment for the other three accounts. Panel C of Table 4 shows the number of participants who were not required to document their expectations that fell into each category. This pattern of differences suggests that, consistent with the findings from experiment one, auditors who used the task structure they use in the field (perform strategic assessment but do not document expectations) did not significantly adjust their risk assessments in the presence of the seeded inconsistency. 

Table 5 shows the same metric for cases with the seeded inconsistency. For participants who did not document expectations, there were no significant differences between categories for the positive and negative halo conditions. However, for participants who documented expectations, those with a negative halo were significantly (p < .01) more likely to increase risk for cost of sales by an amount greater than the other three accounts than participants with a positive halo.

Discussion

These findings support hypothesis two by providing evidence that the residual halo from strategic assessment has a negative influence on sensitivity to inconsistent fluctuations when auditors are encouraged to pay closer attention to changes in account balances. This influence could occur for any of three reasons. First, the halo could reduce the effort and attention auditors devote to analyzing changes in accounts. Second, the halo could alter their expectations about how much an account balance should change. Third, the halo could change their tolerance for differences between the fluctuations that they expect and the fluctuations that they observe. We used data that was gathered during the experiment to evaluate these possibilities.

If a positive halo reduces sensitivity to inconsistent fluctuations because auditors reduce the effort and attention they devote to analyzing changes in account balances, differences in effort should also influence auditors’ ability to remember the information they examine. We used data gathered during the surprise recognition task to examine the association between our halo manipulation and the likelihood that participants would correctly remember the change in each of the four accounts they analyzed during the task. Of the 147 auditors who participated in this study, 104 (71%) remembered the change in sales, 79 (54%) remembered the change in cost of sales, 72 (49%) remembered the change in inventory, and 64 (44%) remembered the change in store expenses. Results from logistic regression indicate that, after controlling for all other manipulations and possible interactions, the halo manipulation had no significant influence on memory for the change in any of those four accounts. Results did not change when the same test was conducted only for the 104 participants who correctly remembered the change in sales. There is no evidence that the halo influenced the level of effort or attention that auditors devoted to analyzing changes in account balances.

The halo could also change auditor expectations about the size and/or direction of interperiod fluctuations in account balances. For the 48 participants who were required to document expectations, the average expected increase in inventory, cost of sales, and store expenses was 4.2%, 4.5%, and 4.5%, respectively. Participants in the negative halo condition expected store expenses to increase by an average of 4.9% while participants in the positive halo condition expected an increase of 4.1% (t = 2.51; p < .05). However, the halo manipulation had no significant influence on expectations for changes in inventory or cost of sales. Because the residual halo from strategic assessment did not influence expectations for cost of sales, there is no evidence that the relationship between the halo and auditor sensitivity to inconsistent fluctuations can be attributed to a change in expectations.

Because there is no evidence that the halo manipulation influenced either (1) cognitive effort and attention or (2) auditor expectations about changes in account balances, our preliminary evidence suggests that the residual halo from strategic assessment influences auditor sensitivity to  inconsistent fluctuations in accounts because it alters their tolerance for differences between expected and actual changes in accounts. It appears that auditors who develop a positive (negative) halo during strategic assessment are more (less) tolerant of differences between the fluctuations they expect and the fluctuations they observe.

IV. summary, limitations, and extensions

Audit practitioners and researchers have asserted that strategic assessment can enhance auditor judgment. Our findings suggest that, under certain conditions, strategic assessment may also have a counter-productive influence by reducing auditor sensitivity to inconsistent fluctuations in accounts that increase the risk of financial misstatement. In two laboratory experiments, we found that experienced auditors were less likely to adjust their risk assessments for a seeded inconsistency (1) when they performed strategic assessment before they analyzed changes in accounts instead of analyzing accounting metrics first, and (2) when they developed a favorable opinion about the viability of their client’s business model during strategic assessment rather than an unfavorable opinion.

These results must be interpreted with care. Although the auditors who participated in this study were provided with an opportunity to acquire a holistic perspective on client operations, they did not perform strategic analysis with the degree of rigor that would be applied in the field. In practice, auditors review business processes and evaluate business risks in more depth, a process that would allow them to develop a more comprehensive mental model. Creating a more complete perspective could make the effects of strategic assessment even stronger. On the other hand, a more complete mental model might have altered the way that participants searched for and evaluated evidence, and increased their sensitivity to our seeded inconsistency. Also, bear in mind that the findings from this study reflect how auditor judgment was influenced by conditions in an experimental setting. Auditors who encounter similar conditions in the field may react differently.

One significant difference between audit practice and our experimental setting is the level of expertise that was brought to bear on the risk assessment process. In this study, senior-level auditors performed analytical procedures and made the type of decisions they are responsible for making in the field. However, in practice, their conclusions are scrutinized by managers and partners who are more likely to recognize inconsistent fluctuations and suspicious patterns of changes in accounts (Bonner and Lewis, 1990). In the field, the level of expertise that the audit team as a whole can apply to analytical procedures and risk assessment may compensate for the shortcomings in judgment exhibited by the seniors who participated in our study. Audit practice could benefit from future research that examines how experience interacts with the holistic perspective provided by strategic assessment to influence auditor sensitivity to conditions that could signal financial misstatement.

This study replicated the findings of McDaniel and Kinney (1995) who demonstrated that altering the task structure for analytical procedures can influence how auditors evaluate patterns of changes in related accounts. Future research should examine how alternative task structures for performing strategic assessment influence auditor judgment. Strategic assessment is becoming widely used in the field (Bierstaker and O’Donnell 2003) and auditing standard-setters have proposed new procedures for helping auditors develop a holistic perspective on client operations (AICPA 2002). However, research has yet to examine how the task structure that auditors use for acquiring a holistic perspective could influence their judgment about subsequent audit evidence. Several recent, high profile audit failures have involved auditing firms that relied on strategic assessment. While we know of no evidence that suggests these failures resulted from performing strategic assessment, we concur with Kinney and Uecker (1982) who prescribe rigorous research that examines the potential effectiveness of new auditing directives before innovative field practices are institutionalized as professional standards.

Table 1
Descriptive Statistics for Experiment One

Panel A:  Mean Values


        ​​​​        Entire Sample             
Seeded Inconsistency


Mean
SD
Min
Max
No
Yes
T-Stat
Risk Assessments (n=113):

Inventory
4.0
1.3
1.0
4.0
3.7
4.1
1.49 *

Sales
4.0
1.5
1.0
7.0
3.9
4.1
0.87

Cost of sales
4.2
1.5
1.0
7.0
3.7
4.5
2.84 ***

Store expenses
3.6
1.2
1.0
7.0
3.5
3.8
1.14

Viability judgments (n=71) 
4.0
1.2
1.0
6.0
4.2
3.9
0.90

Panel B:  Pearson Correlation Coefficients




Store

Sales
Cost of
Expenses
Viability 

Risk
Sales Risk
Risk
Judgments
Inventory risk
0.32 ***
0.59 ***
0.39 ***
- 0.15
Sales risk

0.46 ***
0.41 ***
- 0.26 **
Cost of sales risk


0.59 ***
- 0.39 ***
Store expenses risk



- 0.26 **

One-tailed tests:  * p < .10,  ** p < .05,  *** p < .01

Table 2
Hypothesis Tests for Experiment One

Panel A:  Analysis of Covariance


Dependent Variable =
Misstatement risk assessment for cost of sales


DF
Sum of Squares
F-Statistic
Model
6
93.76
9.77 ***
Error
106
169.59
Manipulated Factors:

Strategic Assessment (SA)
1
6.30
3.94 **

Seeded Inconsistency (SI)
1
7.35
4.60 **

SA x SI (interaction)
1
6.25
3.01 **

Alternative Strategy
1
0.86
0.54
Covariates:

Viability Judgments
1
23.30
14.56 ***

Pre-task cost of sales risk assessment
1
42.63
26.25 ***

Panel B:  Adjusted Cell Means for Cost of Sales Misstatement Risk

	
	Seeded
Inconsistency
	No Seeded
Inconsistency
	Condition
Mean
	

	Strategic Assessment
	4.12
n = 47 (a)
	4.06
n = 24
	4.09
	t = 0.15

	No Strategic Assessment
	5.18
n = 20
	4.06
n = 22
	4.62
	t = 2.83 ***

	Condition Mean
	4.65
	4.06
	
	t = 2.14 **

	
	t = 2.76 ***
	t = 0.00
	t = 1.98 **
	


(a)
Mean risk assessment was 4.22 (n = 24) for the product differentiation case and 4.49 (n = 23) for the low-cost strategy case (t = 0.73). 

Panel C:  Cases with the Seeded Inconsistency

	
	Cost of Sales Risk >
Other Accounts
	Cost of Sales Risk (
Other Accounts
	

	Strategic Assessment
	46% (n = 11)
	54% (n =13)
	100% (n = 24)

	No Strategic Assessment
	75% (n =15)
	25% (n = 5)
	100% (n = 20)


Chi-square test of differences across strategic assessment conditions = 3.84 **

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

Table 3
Descriptive Statistics for Experiment Two

Panel A:  Mean Values


        ​​​​        Entire Sample             
Seeded Inconsistency


Mean
SD
Min
Max
No
Yes
T-Stat
Change in risk assessment:


Inventory
5.2
13.6
- 45.0
60.0
5.1
5.2
0.05

Sales
7.4
15.5
- 55.0
50.0
4.8
8.6
1.38 *

Cost of sales
5.2
15.7
- 60.0
50.0
1.2
7.1
2.16 **

Store expenses
3.4
13.9
- 50.0
50.0
3.3
3.5
0.08

Anticipated change in audit effort:


Inventory
12.8
12.8
- 10.0
50.0
14.0
12.3
0.73

Sales
11.7
13.2
- 50.0
50.0
10.5
12.3
0.87

Cost of sales
13.1
12.8
- 5.0
60.0
10.1
14.6
1.93 **

Store expenses
4.1
9.4
- 30.0
50.0
5.0
3.7
0.71

Panel B:  Pearson Correlation Coefficients


Change in Risk Assessments
   Anticipated Change in Audit Effort  




Cost of
Store


Cost of
Store

Sales
Sales
Expenses
Inventory
Sales
Sales
Expenses
Change in risk assessment

 
Inventory
0.26 ***
0.40 ***
0.09
0.33 ***
0.15 *
0.09
0.06
 
Sales
-
0.45 ***
0.29 ***
0.14 *
0.45 ***
0.23 ***
0.06
 
Cost of sales
-
-
0.37 ***
0.11
0.25 ***
0.24 ***
0.09
 
Store expenses
-
-
-
0.03
0.13 *
0.02
0.25 ***

Anticipated change in audit effort:

 
Inventory
-
-
-
-
0.19 **
0.48 ***
0.17 **

Sales
-
-
-
-
-
0.39 ***
0.03 ***

Cost of sales
-
-
-
-
-
-
0.19 **

One-tailed tests:  * p < .10,  ** p < .05,  *** p < .01

Table 4
Hypothesis Tests for Experiment Two

Panel A:  Analysis of Covariance


Dependent Variable =
Change in misstatement risk assessment for cost of sales


DF
Sum of Squares
F-Statistic
Model
5
3,561.10
3.09 ***
Error
141
32,613.55
 
Positive Halo (PH)
1
563.66
2.44
Seeded Inconsistency (SI)
1
934.82
4.04 **
PH x SI (interaction)
1
85.91
0.37

Document Expectations (DE)
1
1.13
0.00
PH x DE (interaction)
1
2,165.10
9.36 ***

Panel B:  Cell Means for Change in Cost of Sales Risk Assessments

	
	Documented
Expectations
	Didn’t Document
Expectations
	Condition
Mean
	

	Positive Halo
	- 3.00
n = 25
	6.56
n = 51
	1.78
	t = 2.24 **

	Negative Halo
	11.20
n = 23
	2.05
n = 48
	6.63
	t = 2.08 **

	Condition Mean
	4.09
	4.31
	
	t = 0.07

	
	t = 2.65 ***
	t = 1.47
	t = 1.56
	


Panel C:  Participants Who Did Not Document Expectations

	
	Change in Risk
for Cost of Sales >
Other Accounts
	Change in Risk
for Cost of Sales (
Other Accounts
	

	Seeded Inconsistency
	41% (n = 21)
	59% (n =30)
	100% (n = 51)

	No Seeded Inconsistency
	31% (n =15)
	69% (n = 33)
	100% (n = 48)


Chi-square test of differences across strategic assessment conditions = 1.05

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

Table 5
Change in Risk Assessments for Cases with Seeded Inconsistency

Panel A:  Participants Who Documented Expectations

	
	Change in Risk
for Cost of Sales >
Other Accounts
	Change in Risk
for Cost of Sales (
Other Accounts
	

	Positive Halo
	32% (n = 8)
	68% (n =17)
	100% (n = 25)

	Negative Halo
	69% (n =16)
	31% (n = 7)
	100% (n = 23)


Chi-square test of differences across strategic assessment conditions = 6.76 ***

Panel B:  Participants Who Did Not Document Expectations

	
	Change in Risk
for Cost of Sales >
Other Accounts
	Change in Risk
for Cost of Sales (
Other Accounts
	

	Positive Halo
	46% (n = 12)
	54% (n =14)
	100% (n = 26)

	Negative Halo
	36% (n =9)
	64% (n = 16)
	100% (n = 25)


Chi-square test of differences across strategic assessment conditions =  0.54

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