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Abstract: Publicly-traded companies are now required to disclose their assessment of internal control reliability when they issue their financial statements and the company’s auditors must express an opinion on management’s assertion. This study examined (1) whether predecisional knowledge of management’s assessment of controls can distort auditor judgment about internal control reliability and (2) whether predecisional distortion diminishes as auditor experience increases. In a laboratory experiment, experienced auditors were provided with information about management’s assessment of internal control and evidence that had been gathered by computer audit specialists in their firm, and were asked to document their judgment about the reliability of controls. Auditors who received information about high client assessments rated reliability at higher levels than auditors who received information about low client assessments, but the difference was only significant for less-experienced auditors. These findings suggest that auditors should explore ways to mitigate the influence of predecisional distortion during internal control evaluation and that experience can reduce this judgment bias.
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I.  Introduction

Auditors add value to the financial reporting process by providing an unbiased, objective opinion on the assertions made by management. In addition to providing opinions on management assertions about financial performance, auditors must now also provide an opinion on management assertions about the reliability of systems of internal control. Section 404(a) of the Sarbanes-Oxley Act instructs management of a public corporation to include in its annual report a statement acknowledging responsibility for maintaining effective internal control as well as conducting an assessment of control effectiveness. The company’s independent auditors are also required to provide an assessment of the effectiveness of the company’s internal control.

Guidance for applying new auditing standards specify that “the natural starting place for the audit of a company’s internal control over financial reporting is management’s assessment.” (PCAOB 2004, 11).  However, knowing management’s assessment before analyzing evidence about control reliability might bias auditors judgment and impair their ability to develop an independent evaluation of internal control. One such bias arises from predecisional distortion, a subconscious process that distorts the evaluation of new information toward a pre-existing evaluation from another source (Russo et al. 1996). Wilks (2002) found that the engagement partner’s views on financial stability biased auditor judgment about evidence gathered to evaluate going-concern when auditors learned of the partner’s opinion before they analyzed audit evidence. Wilks’ findings also indicated that auditors were not aware of the extent to which predecisional information had distorted their judgment.

This study extends research on predecisional distortion in auditing by examining whether knowledge about management’s assessment of controls can bias auditor judgment when they gather and evaluate evidence to provide an independent opinion on the reliability of internal control. Requiring that management disclose their assessment of internal control is intended to increase investor confidence in the integrity of the financial reports. Requiring auditors to express an opinion on management’s assertions about control reliability helps increase investor confidence by providing independent assurance. Auditor independence from management influence is crucial to the credibility of that assurance. If new professional standards direct auditors to use procedures that create predecisional distortion, it will be difficult for auditors to develop an independent opinion on internal control effectiveness because their judgment will be biased, albeit subconsciously, by predecisional knowledge of management assessments.

Predecisional distortion occurs because predecisional information reduces the diagnosticity of decision cues acquired later, even though predecisional information may be irrelevant for evaluating those cues (Carlson and Pearo 2004). As auditors acquire task-specific knowledge through field experience, their ability to distinguish relevant and irrelevant information improves (Shelton 1999). As a result, to the extent that predecisional distortion can bias auditor independence during internal control evaluation, the influence of that bias may diminish as auditor experience increases. In an effort to evaluate factors that could mitigate predecisional distortion in auditing, this study also examined how the bias toward relying on irrelevant information can change as auditor experience increases.

In a laboratory experiment, experienced auditors learned about client control assessments, evaluated audit evidence developed by specialists in their own firm, then rated the reliability of internal controls over a web-based sales system. Predecisional information about client assessments distorted auditor ratings of control reliability to be more consistent with client assessments. However, predecisional distortion diminished as auditor experience increased.

This study is described below in four sections. Section two discusses the theoretical framework that supports our research hypotheses, and section three explains the method used to test those hypotheses. Section four presents results from hypothesis tests, and section five provides a discussion of the findings and implications for future research.

II.  theoretical framework

In order to render objective, unbiased opinions on assertions made by management, auditors must be independent in both fact and appearance (AICPA 1997).  However, a variety of subtle, often subconscious incentives can influence the extent to which auditors are able to evaluate audit evidence and form judgments that are independent from views expressed by their clients (Johnstone et al. 2001). Bazerman et al. (1997) argue that subconscious factors make it implausible, and perhaps impossible for auditors to develop judgment independent from information provided by their client. As a result, learning the client’s opinion about the reliability of internal controls before gathering and evaluating independent evidence is likely to instantiate preexisting beliefs about the reliability of internal controls. Because auditors tend to evaluate the diagnosticity or discriminative value of newly acquired information in a manner that is consistent with preexisting beliefs, (Wilks 2002), knowledge about client assessments of internal controls is likely to result in predecisional distortion that could impair auditor independence.

Predecisional Distortion

Psychological research has shown that individuals tend to construct mental representations of the decision environment to be consistent with preexisting beliefs about a promising alternative (Brownstein 2003). Russo et al. (1996) found that a preference for one alternative based on preexisting beliefs in a multiattribute choice task led to the distortion of neutral information about other alternatives. Even when participants were not expected to make a choice, Russo et al. (1998) found that individuals distorted the information on alternatives based on preexisting beliefs. Russo et al. (2000) also found that predecisional distortion can bias judgment by experienced professionals (salespersons and auditors) when they make decisions in their area of expertise.  

In auditing research, Wilks (2002) examined the impact of predecisional distortion on auditors making a judgment on going concern evidence items in a situation in which the subject was accountable to another person (i.e. a supervisor-subordinate relationship).  The results showed that auditors who learned their supervisor’s views before assessing evidence evaluated individual evidence items in a manner more consistent with the supervisor’s views, and made going-concern judgments that were more consistent with the supervisor’s view than did auditors who learned the same supervisor’s view after evaluating evidence. Jenkins and Haynes (2003) found evidence of predecisional distortion in a contingent liability evaluation task. Auditors who received information about client preference for an accounting treatment prior to reviewing audit evidence revised their contingent liability disclosure judgments in the direction preferred by the client more than auditors who received the same information about client preference after reviewing the audit evidence. 

To summarize, prior research conducted in various applied decision contexts has shown that human judgment can be biased by predecisional distortion. Auditing research has shown that predecisional distortion precludes auditors from forming opinions independent from the information that produces predecisional distortion. These results suggest that auditors may not be able to develop independent, unbiased judgment about the reliability of internal controls when they have preexisting knowledge about management’s assessment of control reliability. These associations between predecisional information and the evaluation of independent evidence during an evaluative judgment task provide a basis for our first research hypothesis: 

H1:
Predecisional information about reliability ratings developed during client self-evaluation of internal controls will distort auditor judgment about control reliability in the direction of client evaluations.

Auditor Experience

Field experience helps auditors perform audit tasks more effectively by providing knowledge structures that improve their ability to draw appropriate conclusions from the audit evidence they evaluate (Libby and Luft 1993). Audit experience provides an opportunity for auditors to acquire procedural knowledge about how evidence should be evaluated and how individual cues should be aggregated into an overall judgment (Vera-Munoz et al. 2001).  Procedural knowledge helps auditors develop problem representations that distinguish relevant from irrelevant decision information (Libby and Luft 1993), which improves their performance during diagnostic reasoning tasks like risk assessment (Bonner 1990), analytical procedures (Bonner and Lewis 1990), and the identification of internal control deficiencies (Tubbs 1992).   

During internal control evaluation, Frederick (1991) found that experienced auditors have more well-developed knowledge of the characteristics that distinguish reliable internal controls. Well-developed knowledge helps auditors develop problem representations that distinguish relevant from irrelevant decision information and improves their ability to evaluate the reliability of control systems (Tubbs 1992). As a result, field experience may help auditors recognize the limited value of managements’ assessment of control reliability when they gather and evaluate independent evidence to form an opinion about the reliability of internal controls. These associations between auditor experience and the ability to distinguish relevant from irrelevant decision information provide a basis for our second research hypothesis:

H2:
The influence of predecisional distortion on auditor judgment about control reliability will diminish as auditor experience increases.

III.  method

We tested our research hypotheses with a laboratory experiment where experienced senior auditors evaluated internal controls for a client’s e-commerce sales system. A total of 77 auditors with one to five years of in-charge experience supervising field work on assurance engagements participated in the experiment (mean = 21.8 months; standard deviation = 10.2 months). Participants all worked for the same Big 4 audit firm and had between two and seven years of overall auditing experience (mean = 43.5 months; standard deviation = 14.1 months). Participants completed the exercise in groups of 25 to 30 people at a national training session under the supervision of a research proctor.

Participants were provided with (a) client background information, (b) the overall reliability rating that the client had developed through a self-assessment of their system of controls, and (c) reliability ratings for six categories of control objectives that had been developed by the audit firm’s computer control specialists. Based on that information, participants were instructed to rate the overall reliability of internal controls over the e-commerce sales system on a scale from one (low reliability) to nine (high reliability). These reliability ratings provided the dependent variable for tests of our research hypotheses.

There were two independent variables that we manipulated at two levels in this crossed-factors experimental design. One independent variable was the control reliability rating developed by the client (using the same nine-point scale that participants used to rate control reliability). In the high-client-rating condition, participants were told that the client had rated control reliability over their e-commerce sales system at seven. In the low-client-rating condition, participants were told that the client had rated control reliability at three. The other factor was the participants’ level of in-charge experience. Participants were assigned to the low-experience group if they had been seniors for one to two years (mean = 14.2 months; standard deviation = 3.0 months), or to the high-experience group if they had been seniors for two to five years (mean = 30.9 months; standard deviation = 8.2 months).

Materials

The case instructed participants to assume that they were supervising field work on the audit of a publicly-traded client that sold computer hardware and software, and that this retailer had been an audit client of their firm for the past three years. The company had no stores and all sales were transacted through a website except for a small number of orders that require special assistance, which were processed by phone through the help desk. Participants were directed to use the information provided in the case to assess the overall reliability of internal controls over the e-commerce sales system.

Participants were provided with information from two sources regarding the reliability of controls. The case indicated that management had performed their own evaluation of internal controls pursuant to requirements of the Sarbanes-Oxley Act and reported the client’s overall rating of control reliability, which was either three (low) or seven (high) on a nine-point scale where one indicated weak controls and nine indicated strong controls.  The case also indicated that the firm’s information risk management group (computer controls specialists who provide audit support) had identified six critical control objectives for e-commerce sales. Their team had tested individual control procedures and assessed the overall reliability rating for internal controls related to each objective, using a nine-point scale where one indicated weak controls and nine indicated strong controls. 

The six categories of control objectives (reliability ratings), which were provided to all participants in the same order, included processing integrity (7), system security (6), user service levels (4), customer assistance (6), problem monitoring (4), and system availability (3).  Categories of control objectives were taken from the CobiT framework (ISACA 2003).  The average reliability rating across all categories was five, which was the mid-point of the rating scale. Pilot tests indicated that, with respect to control reliability, experienced auditors rated the importance of processing integrity, system security, and monitoring problems as high, user service levels and system availability as moderate, and customer assistance as low. Pilot tests provided no evidence that auditor experience influenced opinions about the relative importance of each category. Auditors across all levels of experience used for this study rated the importance of each control category at similar levels.

Half of the participants received cases that reported the client reliability rating before the information risk management group ratings. The other half received this information in the opposite order. The order in which this information was presented had no influence on participant ratings of control reliability.

IV.  results

On average, after evaluating the information provided by the case, participants rated control reliability for the e-commerce sales system at 4.7, which is not significantly different from the mid-point of five on the nine-point rating scale used in this experiment. To test our research hypotheses, we used these ratings as the dependent variable in analysis of variance, where our two manipulated conditions served as the crossed, independent factors. Results are presented in table 1.

insert table 1 here

The first hypothesis predicts that auditors who had information that their client had rated reliability at seven (high) would provide higher control reliability ratings than auditors who had information that their client had rated reliability at three (low). As shown in panel B of table 1, average ratings of 5.2 for participants assigned to the high-client-rating condition are significantly (p < .01) higher than average ratings of 4.3 for participants assigned to the low-client-rating condition. In other words, across the sample as a whole, predecisional information about client reliability ratings distorted participants’ judgment about control reliability. H1 is supported.

The second hypothesis predicts that the difference between control reliability ratings for the high-client-rating and low-client-rating conditions will be larger for auditors with less experience than for auditors for more experience. In other words, H2 predicts an interaction between client ratings and auditor experience. Results presented in panel A of table 1 indicate a significant (p < .05) interaction between the two independent variables.

Results presented in panel B of table 1 illustrate the nature of this interaction. For the low-experience group, the average reliability rating for participants assigned to the high-client-rating condition was 5.5, which is significantly higher (p < .01) than the average rating of 4.0 for participants assigned to the low-client-rating condition. On the other hand, for the high-experience group, the average reliability rating for participants assigned to the high-client-rating condition was 4.8, which is not significantly higher (p > .10) than the average rating of 4.5 for participants assigned to the low-client-rating condition. In other words, predecisional information about client ratings distorted the reliability ratings provided by participants in the low-experience group but had no significant influence on ratings provided by participants in the high-experience group. H2 is supported.

V.  discussion

Findings from this study extend research on predecisional distortion of auditor judgment into the context of internal control evaluation. Recent legislation requires management to report their assessment of internal control and mandates that independent auditors provide an opinion on those management assertions. New auditing standards stipulate that auditors begin their independent evaluation of control reliability by examining management’s assessment. Based on theory and prior research, we hypothesized that learning about management ratings of control reliability could bias subsequent auditor ratings of control reliability. Results from a laboratory experience provided evidence supporting that hypothesis, but also suggests that field experience can reduce the extent to which predecisional distortion biases auditor judgment.

Predecisional distortion results when preexisting beliefs bias the evaluation of decision information even though the preexisting beliefs have no relevance for the diagnosticity of other information. In this study, auditors who learned that management had developed a high reliability rating during their control self-assessment rated the reliability of internal controls higher than auditors who learned that management ratings were low, even though both groups received the same independent evidence about control reliability. If predecisional information influences judgment because auditors cannot distinguish the diagnosticity of independent evidence, future research might be able to identify methods for overcoming this deficiency by altering task structures for evaluating internal controls.

In this study, auditors with more experience were less susceptible to predecisional distortion. This suggests that differences in experience-based knowledge reduce the extent to which information from the client influences the diagnosticity of evidence that auditors acquire. Future research could identify the types of knowledge that mitigate predecisional distortion and explore ways to provide those knowledge structures through more expedient means, that is, through training or access to resources rather than field experience. At a time when auditors are devoting considerable time, effort, and resources to improving their control evaluation procedures, studies that extend our understanding of predecisional distortion during internal control evaluation could provide significant benefits for audit practice.
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Table 1
The Effect of Client Ratings and Auditor Experience
on Control Reliability Judgments

Panel A:  Analysis of Variance

Dependent variable:  Internal control reliability ratings


df
Sum of Squares
F-statistic
Model
3
24.82
5.41 ***
Error
73
111.69


Client reliability ratings
1
15.08
9.86 ***
Auditor experience
1
0.20
0.13
Interaction
1
7.96
5.21 **

Panel B:  Cell Means

	
	Low Auditor
Experience
	High Auditor
Experience
	Mean
	

	Low Client Ratings
	4.0
n = 25
	4.5
n = 17
	4.3
	t = 1.40

	High Client Ratings
	5.5
n = 17
	4.8
n = 17
	5.2
	t = 1.80 *

	Mean
	4.8
	4.7
	
	t = 0.36

	
	t = 3.98 ***
	t = 0.58
	t = 3.14 ***
	


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

PAGE  

