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THE EFFECT OF MOOD STATES ON AUDIT JUDGMENT

Abstract

This paper investigates the effect of different mood states, specifically positive, neutral, and negative, on audit judgment. The literature in psychology suggests that mood states affect the manner by which individuals recall, process, and evaluate information and these differences in turn affect their judgment. The psychology literature also suggests that positive-mood individuals are more creative and have greater cognitive flexibility compared to neutral- and negative-mood individuals, and these differences also lead to differences in judgment. Consequently, this study hypothesizes that judgment consensus among negative-mood participants will be higher than among neutral-mood participants, and judgment consensus among neutral-mood participants will be higher than among positive-mood participants. A significant main effect for moods on audit judgment is also predicted. An experiment, conducted with 102 audit professionals found that, consistent with the literature, mood states affect judgment consensus and the judgment itself. Implications for practice and research are also provided.
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THE EFFECT OF MOOD STATES ON AUDIT JUDGMENT

I. INTRODUCTION

Audit researchers (e.g., Abdolmohammadi et al. 2004; Almer et al. 2003; Collins 1993; Felix and Kinney 1982; Gibbins 1984) recognize the complex environment in which auditors work and its potential effect on their judgment. Earlier studies such as Felix and Kinney (1982) suggest that audit researchers should develop a greater understanding of how the pressures, constraints, dangers, and opportunities of their everyday environment affect the way they use their judgment to make decisions. Gibbins (1984) states that the auditor’s environment “contains pressures, motivations, rules, constraints, feedback, and other phenomenon that may be important to responding and learning” (105-6). More recently, Almer et al. (2003) attribute the high turnover rate among assurance services professionals to their very demanding work environment while Collins (1993) attributes this high turnover rate to the high amounts of stress they (especially women) experience. Further, Abdolmohammadi et al. (2004) found that there are numerous factors that affect the expertise of auditors although much research effort has been expended in understanding auditors as well as the audit work environment. While much has been gained from these investigations (see DeZoort and Lord 1997), there are still large areas of this audit environment where little is known. For example, Moreno et al. (2002) and Kida et al. (2001) posit that it is important to understand the role of affect if we are investigating decision behavior in an accounting context. The present study contributes to this understanding by examining the effect of affective states – an important component of the audit environment - on audit judgment.

Mood is a component of affective states. The judgment and cognition literature has long recognized that decision makers are not immune to their surroundings, that these surroundings have the ability to affect their moods, and that understanding their moods is integral to understanding their behavior (e.g., Moreno et al. 2002; Kida et al. 2001; Forgas and George 2001; Isen and Simmonds 1978; Wegener and Petty 1994; 1996; Clore et al. 1994). Until recently, no accounting studies have examined moods in an auditing context.
 Moods are important to examine in an auditing context because auditing is characterized as a complex environment that has the ability to create different affective responses. The accounting profession is beginning to recognize the importance of moods and the work environment to effective and efficient judgments (e.g., Satava 2003; Messmer 2001). Both Satava (2003) and Messmer (2001) call on public accounting firm management to create positive moods (through laughter) in order to relieve pressure and stress. This in turn potentially allows public accounting firms to attain greater efficiency and effectiveness from their employees. However, the cognitive and psychology literature does not agree on the efficacy of the positive mood states on judgment and decision-making and report both constructive and unconstructive effects of positive mood on decision-making (e.g., Isen and Simmonds 1978; Wegener and Petty 1994; 1996). Given that the potential effect of moods on audit judgment has not been the subject of audit research and the conflicting results of the impact of positive mood on decision-making, the purpose of this study is to contribute to the auditing literature by examining the effect of moods on audit judgment. By studying this, we may find not only that moods impact decisions but also discover how the different moods affect decisions as both Savata (2003) and Messmer (2001) propose that creating the right working environment in public accounting firms would improve productivity, reduce staff turnover and all its associated costs,
 and improve the bottom line.

We carried out an experiment with practicing auditors that manipulated three mood types (positive, neutral, and negative). The task involved the audit of the inventory balance. Two independent appraisers reported different inventory values and audit professionals participating in the three treatment conditions were asked to make judgments on the fair presentation of the inventory balance. Consistent with expectations, negative mood participants demonstrated greater judgment consensus compared to neutral-mood participants, and neutral mood participants’ judgment showed higher consensus compared to positive-mood participants’ judgment. Participants in the negative-mood condition made more conservative inventory judgments compared to participants in the neutral mood condition, and positive-mood participants made the least conservative inventory judgment demonstrating that moods have the potential to affect audit judgment. Since negative moods could potentially increase professional skepticism that could reduce the auditors’ willingness to acquiesce to a client management’s overstatement bias and thus contain some elements of audit risk, these results suggest that more research is required before audit management take steps to change or alter the work environment.

II. HYPOTHESES DEVELOPMENT

Affective states

Affective state is a general term used to describe individuals’ feelings at a particular point in time (Fiske and Taylor 1991). It is distinguished from affective personality traits as the latter has a longer duration, is not source-specific, and is felt at a lower level of intensity (Pieters and Van Raaig 1988). Affective states may be divided into two broad categories – emotions and moods. While emotions are more transient in nature and are directed at the source of the feeling arousal, moods have a longer duration and may last for days or weeks (Pelled and Xin 1999). Unlike emotions, moods are not focused on the source of arousal and may be carried over from one setting to another. Because of their duration, depth, and carryover effects, moods have the ability to influence decisions up to six months after their occurrence (Pelled and Xin 1999).
 People experience different types of moods in general and in the workplace in particular. In an audit context, where the complex work environment could create a variety of mood states,
 e.g., the effect of these moods could be felt long after the arousal had occurred and possibly even after the source of arousal had been eliminated.

Moods

One way of classifying the various mood states is to group them according to whether they involve positive or negative feeling states (George and Jones 1997). High levels of positive moods are associated with feelings of happiness, being uplifted, and elation. High levels of negative moods include feelings such as sadness, depression, and deflation. These feelings, whether positive or negative, signal the “states of the world that have to be responded to, or that no longer need response and action” (Frijda 1988, 354) as these mood states include “extraneous or task-irrelevant thoughts that could result in cognitive impairment” (Seibert and Ellis 1991, 508). This is because extraneous thoughts, regardless of whether positive or negative, detract from thoughts that are necessary to the successful performance of the task on hand (Seibert and Ellis 1991). For example, an audit partner with a tendency to raising his/her voice could create moods that detract employees from performing their tasks effectively.

The psychology literature proposes that moods work by influencing the various aspects of the decision-making process including encoding and retrieval of information from memory, the different strategies used to process information, and how information is evaluated and judgments are made (Bagozzi et al. 1999). The effect of moods on these aspects of the decision making process is discussed below.
In the encoding and retrieval stages of information processing, studies (e.g., Forgas and Bower 1987) found that mood-congruent information is given more attention compared to mood-incongruent information so that a positive-mood individual would spend more time accessing, examining, and interpreting positive information relative to negative information. This is especially true when substantive processing is the strategy used. Substantive processing is defined as the strategy adopted in complex task where individuals are required to “select, learn, and interpret new information about a task and need to rely on their associative ideas and memories to accomplish this” (Forgas and George 2001, 12). Forgas and Bower (1987) required their participants to form impressions about different situations and report that positive-mood participants spent more time encoding positive information and could recall more of this information at a later time. Conversely, negative-mood participants spent more time examining negative information that they could recall better at a later time. This led Forgas and Bower (1987) to conclude that the processing strategy used is key to producing the observed mood effects.
 In an auditing context, these different processing strategies imply differences in professional skepticism – negative-mood individuals potentially exercise higher professional skepticism relative to positive-mood individuals.

Besides influencing the type of information recalled, mood states also affect the amount of information retrieved. Generally, positive-mood individuals recall more information relative to negative-mood individuals because a positive mood is highly connected to other memories while negative mood is not only less connected to other memories but also different types of negative affect may be organized in different schemata making retrieval more difficult (Isen 1984). Extrapolating from these results, they suggest that positive-mood auditors may be less skeptical in their judgment because the inter-connectedness of their memory structures results in greater information retrieval, thus reducing their need to rationalize a judgment internally. The smaller amount of retrieved information may make negative-mood auditors more skeptical as they have less information on which to base their judgment. While normative decision theories suggest that more (compared to less) information results in more effective decisions, Isen’s (1984) results suggest this may not be the case in all situations. This is because the extensive information retrieved by positive-mood individuals may make justification easier especially in an auditing context where justification is often required.

Additionally, mood states also affect information integration including finding relationship between cues and discovering creative solutions. Several studies (e.g., Bachrach and Jex 2000; Isen and Daubman 1984; Isen et al. 1978) examine the effect of mood states on categorization breadth and report that positive-mood individuals make use of broader categories when integrating information compared to negative-mood individuals. Isen and Daubman (1984) show that positive-mood individuals “tend to see relatedness and interconnections” (212) among information cues and may be processing information in a more integrated fashion. Positive mood may prime other affective information or other positive information in memory leading to the need to integrate a greater amount of information and broad categorization is a way of coping with the larger amount of available information (Isen and Daubman 1984). If positive mood primes a greater and a more varied amount of information, this information creates processing complexity and broad categorization or organization of material is a coping mechanism positive-mood individuals have adopted. This results in many more groupings and associations among information cues compared to the processing results of neutral- and negative-mood individuals. This does not mean that positive-mood individuals are better at solving complex tasks. The extant information that is primed by positive moods creates cognitive complexity especially when the information processing capacity of individuals is limited. As a coping mechanism, they make use of more heuristics such as categorization breadth (Isen et al. 1982) that result in greater error of judgment in complex tasks (Sinclair 1988). Negative-mood individuals may be processing information in a more controlled and less heuristically-biased manner that results in greater accuracy (Sinclair 1988). In routine tasks that do not require substantive processing (such as confirmation of accounts receivables), the use of heuristics may not be necessary because the amount of information retrieved by positive-mood individuals is not extensive. In more judgmental tasks where substantive processing is required (such as assessment of fraud), the large amount of information retrieved may necessitate the use of heuristics.

In addition to categorization breadth, positive-mood individuals are also found to have greater cognitive flexibility compared to individuals in the other mood states. When asked to focus on the similarities among exemplars, positive-mood individuals (compared to neutral- and negative-mood individuals) could form broader categories (Murray et al. 1990). When asked to focus on differences, they formed narrower categories compared to individuals in the other mood-states. In a study using word association tests, positive-mood participants gave more unusual responses to neutral words than the neutral-mood participants did (Isen et al. 1985). Isen et al. (1985) conclude that positive mood affects cognitive organization, causes a more flexible interpretation of the relationship among information cues, and in turn, results in greater creativity. Isen et al. (1987) report similar results using two tasks that required creativity. In one task, participants were required to attach a burning candle to an upright board without dripping wax using only a piece of string, tacks, and a box of matches. In the other task, they are required to form word associations. Isen et al. (1987) report that participants in the positive-mood condition demonstrated greater creativity compared to participants in the neutral- and negative-mood conditions. In explaining their results, Isen et al. (1987) propose that the positive-mood participants were better at creative problem solving since both tasks required participants to have the ability to see relatedness among what appeared to be unrelated information cues, confirming that positive mood states result in greater cognitive flexibility. If these findings are generalizable, to a complex audit task such as inventory valuation where there are numerous often ambiguous and conflicting information cues that require individuals to select, weigh, and use them before a judgment can be reached (Bonner 1990; Wright and Wright 1997), positive-mood individuals potentially will demonstrate a more creative approach to problem-solving compared to individuals in the neutral or negative mood.

Through using broader categories, having more cognitive flexibility, and being more creative, judgments and decisions made by positive-mood participants are expected to be more widely dispersed and lower in consensus compared to neutral-mood participants. Negative-mood participants’ judgments and decisions are expected to have the least dispersion and the highest consensus. In auditing and accounting, the examination of consensus is important because judgment quality is often determined by consensus, that is, agreement among professionals (Luft and Shields 2001; Matsunaga and Park 2001; Wright 1998; Ashton 1985).
 This discussion leads to the following hypotheses:

H1a: 
Positive-mood participants will demonstrate lower consensus on inventory values than neutral-mood participants will.

H1b:
Neutral-mood participants will demonstrate lower consensus on inventory values than negative-mood participants will.

Another area in information processing affected by moods is evaluation. Robust research evidence (see below) shows that positive-mood individuals tend to evaluate the stimulus information more positively than the neutral-mood individuals, and neutral-mood individuals’ evaluations are more positive in relation to negative-mood individuals’ evaluations (e.g., Clore et al. 1994; Isen et al. 1987; 1985; Forgas and Bower 1987). If positive-mood auditors evaluate information in a manner somewhat affected by their mood, then auditors could potentially exercise less professional skepticism compared to neutral-mood auditors whose information evaluation is less positively-biased. Further, if moods affect audit decision-making, then negative-mood auditors’ information evaluation potentially will be slanted towards negative information, and consequently, they may be expected to exercise more professional skepticism (Hurtt et al. 2004). There are at least three possible explanations for these observations.  First, the results of these studies (e.g., Clore et al. 1994; Isen et al. 1987; 1985; Forgas and Bower 1987) support the mood-congruent retrieval of information explanation that suggests that positive-mood individuals retrieve more positive information from memory, and this positive information leads to positive evaluations; similarly, negative-mood participants retrieve more negative information from memory that leads to more negative evaluations. For example, positive-mood participants rated their cars and television sets more favorably compared to neutral-mood participants (Isen et al. 1978). 

Kida et al. (2001) report that affective reactions are integral to accounting decision making such as capital budgeting and argue that interpersonal relationships are characteristic of many capital-budgeting situations, and that emotional affective reactions may be a consequence of these relationships. They made use of four experimental scenarios to demonstrate the impact of negative affective reactions on capital-budgeting decisions. These scenarios were designed to generate affective reactions – the first of which was not related to the specific investment project whereas the remaining three were. In the first scenario that was not investment-related, the manager was described as arrogant and condescending. Participants were required to choose between two investment projects – one with a higher expected value than the other. The alternative with the higher expected value also contained the source of the negative affect. A three-year forecast of the expected returns was also given. After evaluating the information about the investment alternative, participants were asked to choose their investment preference. The results show that in all four scenarios, a significantly greater proportion of participants chose the alternative with the lower economic value showing that affective reaction specifically negative affect could influence managers’ investment decision. However, the results for the first scenario are especially salient because even though the source of the negative affect was unrelated to the decision itself (but rather to the manager’s personality)
 participants’ investment decision was still affected by their negative affective reaction. Kida et al. (2001) conclude that in the evaluation of the utility of an investment alternative, managers consider both financial data and affective reactions.
Second, these observations are consistent with the feelings-as-information model (Schwarz and Bless 1991; Schwarz 1990) that states that individuals may confuse their affective states as affective reactions to the task being evaluated, and consequently, base their evaluation on their affective state. For example, individuals surveyed on sunny days reported higher life satisfaction relative to individuals surveyed on cloudy days (Schwarz and Clore 1983). This difference disappeared when the surveyor mentioned the state of the weather, indicating that the effect was caused when individuals subconsciously attributed their initial mood to the weather (Schwarz and Clore 1983). The complex audit work environment with its constraints, pressures, and dangers (Felix and Kinney 1982; Almer et al. 2003) is highly conducive to the creation of different mood states. For example, events such as the requirement to work over a weekend, being overruled by a superior in a client dispute, or a positive performance evaluation have the ability to create different mood states. Extrapolating from the findings of Schwarz and Clore (1983), these mood states, even though not directly related to the task on hand, may affect audit judgments.

Third, these results may also be explained by the mood management theory (Isen and Simmonds 1978; Wegener and Petty 1994, 1996) that states that positive-mood individuals are interested in maintaining their positive mood state whereas negative-mood individuals are interested in repairing their mood. In the area of cognitive psychology, Wegener and Petty (1994, 1996) report that positive-mood individuals deliberately set out to generate creative and unusual solutions to tasks as a way of making the task more fun and interesting, and thus, maintain their positive mood. Negative mood individuals would not engage in this approach to information processing. In an audit context, the mood maintenance approach of positive-mood individuals may make them avoid difficult and unpleasant situations. Thus, they are less likely to make judgments and decisions that could later be questioned by their superiors or client management. Negative-mood auditors, however, are less likely to take this mood maintenance approach to decision-making, and thus, are more willing to confront others and uncover potentially negative information. Therefore, they are potentially more likely than positive- and neutral-mood auditors to exercise heightened professional skepticism that raises questions and face difficult issues head on (Hurtt et al. 2004).

In this study, we made use of a complex task involving the audit of inventory. Consistent with Isen et al. (1985, 1987), neutral/ambiguous information was presented to participants (see below), and audit professionals were asked to sign-off on an inventory value. Following the above discussion, the following hypotheses state:

H2a:
Positive-mood participants will sign-off on less conservative inventory values compared to neutral-mood participants.

H2b:
Neutral-mood participants will sign-off on less conservative inventory values compared to negative-mood participants.

III. METHOD

Procedures

An experiment with three different mood conditions (positive, neutral, and negative moods) was carried out. At the start of the experiment, participants were provided with some introductory information together with an assurance of confidentiality. They were also informed that the experiment comprised two unrelated sections. The first section manipulated the three mood conditions by requiring participants to read one of three passages. The positive and negative mood induction passages were adapted from Johnson and Tversky (1983), and the neutral mood induction passage described lawn maintenance techniques. Extensive pretesting among senior accounting majors indicated that these passages were effective in inducing these three mood states. These passages are shown in Appendix A. After reading the passage, participants recorded their mood by responding to three statements on 9-point scales – negative/positive, uplifted/depressed, and happy/sad (Table 1).
  

[Insert Table 1 here]

In the next section, participants read information concerning Pat (the actor in the case materials), an audit senior whose career progression was on track. All participants were told that Pat was assigned the inventory section of the audit of a software manufacturing company.  They were given background information about the client, information on the current year’s audit, the current year’s unaudited financial statements, the previous year’s audited financial statements, and information concerning the client’s corporate governance including information about the composition of the audit committee, the frequency of its meetings, and its reporting structure.
 Detailed information specific to the current year’s audit of inventory was also provided. Participants were informed that the procedures for this section of the audit had been satisfactorily completed. However, there was a difference of opinion between Pat and the client regarding the valuation of inventory. The services of two independent appraisers (A and B) were secured and both returned valuations that were lower than the client’s with A’s being lower than B’s. Both appraisers had a reputation of being equally competent and both based their valuations on assumptions provided by the auditor. Participants then responded to the question: What inventory balance should Pat sign-off on in the workpapers? Consistent with financial statement disclosure requirement, they were required to provide a single figure.
 Subsequent to the valuation decision, participants responded to some manipulation checks and provided demographic and control data.

Participants

The participants were 102 (47 males and 55 females) audit seniors enrolled in a national training program in Australia. Their average (sd) age was 24.4 (2.7) years and they had on average 36.7 (19.6) months of accounting experience. Fifty-six percent of the participants worked for Big Four firms and the balance worked for medium and small size firms.
 They were paid $20 for their efforts and their demographic data are shown in Table 2.

[Insert Table 2 here]

IV. RESULTS

Manipulation check

To ensure that our manipulation worked, we had participants complete a manipulation check that involved three scale items that were discussed above. The “negative/positive” item was reverse-scored. The responses to the three items showed a high level of consistency (Alpha = .9543). Consequently, the three scores were added together to obtain a single mood score. The theoretical range was three (positive) to 27 (negative) and the smaller the mood score therefore represents the more positive mood whereas the higher score represents the more negative mood. The average (sd) mood score for the three groups were:  positive 8.3 (3.4), neutral 14.4 (2.6), and negative 21.3 (3.7), and these were significantly different (F = 139.67, p > .001).

Hypotheses testing

Recall that the expectations for H1 are that consensus will be lower among positive-mood participants compared to neutral-mood participants and negative-mood participants will demonstrate the highest consensus. The correlation coefficient for the inventory judgments and mood states was -.466, p = .000; this suggests that moods are associated with audit judgments. Consistent with the literature (e.g., Luft and Shields 2001; Ho 1994), the standard deviation of participants’ judgment is used to measure consensus. The standard deviation of the positive-mood participants is expected to be larger than that of the neutral-mood participants while the negative-mood participants are expected to have the smallest standard deviation indicating the least dispersion. For the positive-mood auditors, considerable lack of consensus was revealed by the dispersion of the inventory value judgments. The standard deviation of these judgments was $6,321,150. The results for the neutral-mood auditors were subject to less dispersion, the standard deviation being $4,814,100, while those for the negative-mood auditors demonstrated the greatest consensus with a standard deviation of $3,495,590. The standard deviation of these three groups differed from each other significantly (F = 4.446, p = .007) (one-tailed). For all 102 participants, the standard deviation of the judgments was $5,646,340. The dispersion of the inventory judgments in the different mood states indicates that consensus increases as the auditors’ mood becomes more negative, supporting H1a and H1b. This finding is consistent with the theory that suggests that positive mood individuals make use of greater categorization breadth and the results of prior studies (e.g., Isen et al. 1985; 1987) which report that positive-mood individuals take a more creative approach to decision-making and have greater cognitive flexibility.

H2 predicts that the inventory value that participants will sign off on is affected by their mood. Specifically, it predicts that positive-mood participants will sign off on less conservative inventory values relative to neutral-mood participants while negative-mood participants would sign off on the most conservative inventory values. To test H2a and H2b, we performed correlation analyses between the dependent variable and the various control variables (see Table 2). Except for gender,
 none of the control variables (that included age, tenure at present job, domain working experience and general working experience) were significantly correlated with the inventory balance.
 Consequently, we included gender in our ANOVA model, the results of which are shown in Table 3, panel A. 

[Insert Tables 2 and 3 here]

Gender did not have a significant effect on the valuation of inventory in the ANOVA model (F = 1.810, p = .181). There was a significant main effect for mood (F = 13.15, p = .000) (panel A, Table 3). The means (sd) are shown in panel B, Table 3. On average, the participants valued the inventory at $136,527,940 ($5,646,340) and this was lower than the client’s original inventory value of $148,000,000. Participants in a positive mood valued the inventory at $140,168,570. Post-hoc tests revealed that this was significantly higher compared to participants in the neutral mood who valued the inventory at $135,518,330 (t = 3.36, p = .001) (one-tailed). Negative-mood participants valued the inventory at $133,902,700. The inventory values of participants in the neutral and negative moods were, however, only marginally significantly different (t = 1.59, p = .058) (one-tailed). Thus, H2a is supported and H2b has marginal support. These results suggest that audit judgments may be affected by professional auditors’ mood states.

V. CONCLUSION AND DISCUSSION


The purpose of this study is to extend the literature of the effect of mood states on judgment to an auditing context. Consistent with Kida et al. (2001) and Moreno et al. (2002), the results suggest that audit judgments may be affected by the mood of auditors. Using practicing auditors as participants, the participants in the positive mood group exhibited less consensus in their judgment compared to participants in a neutral mood group, and neutral mood participants’ judgment consensus was lower than those in the negative mood group. Further, positive-mood participants signed off on inventory values that were less conservative compared to neutral-mood participants while negative-mood participants made the most conservative valuation of inventory.

The information provided to the participants about the client and the results of the inventory audit were identical; the only difference participants in the three treatment conditions experienced was the mood induction treatment. This treatment, as demonstrated by the manipulation checks, was effective in creating different moods among the participants, and these mood states appeared to have an effect on their decision-making processes. The lack of consensus among the positive-mood participants supports the literature that reports that positive-mood individuals use broader categories, are more creative, and are more cognitively flexible than the neutral-mood individuals, while negative-mood individuals are the least creative and cognitively flexible. These differences resulted in significant differences in their audit judgment. The positive-mood participants signed off on the highest inventory values whereas the negative-mood participants signed off on the lowest. We based our prediction of these results on three explanations – the mood-congruent retrieval of information explanation, the feelings-as-information model, and the mood-maintenance model. The nature of our study, however, does not allow us to attribute these results to a specific explanation. Future researchers could design studies that will allow the effects of these explanations to be isolated. For example, future research could examine auditors’ cue usage, selection, and weighting as a way of isolating the effects of these explanations.

As this is the first study to report the effect of mood states on audit judgment, more research has to be performed before firm conclusions can be drawn. The preliminary evidence provided by this study suggests that the effect of moods is not confined to the general knowledge tasks used in prior cognitive psychology studies but that it extends to professional judgment as well, specifically to auditors’ judgment. It is, however, not possible to draw conclusions on the quality of the judgment of this effect. While the accounting and auditing literature (e.g., Luft and Shields 2001; Matsunaga and Park 2001; Ashton 1985) generally agrees that higher consensus represents higher judgment quality, this conclusion may not apply in this case. We provided participants with neutral and ambiguous information to demonstrate judgment differences, and the provision of such information precludes conclusions on judgment quality. Similarly, the results on the inventory evaluation do not suggest audit quality. Signing off on lower inventory values reduces audit risk for the firm but increases supervisor questioning and the need for justification for the audit senior. Additionally, these results suggest that negative-mood participants may exercise greater professional skepticism compared to neutral- and positive-mood participants as evidenced by their more conservative values. This could be especially important when looking at the resolution of client and auditor disagreement (Iyer and Rama 2004). However, lower inventory values may lead to increased confrontation with client management and the need for explanation and/or justification. Signing off on higher inventory values has the opposite effect on the firm and the audit senior. Because the present study is not designed to reach conclusions on judgment quality, this is an avenue that could be pursued by future research. Until such conclusions could be reached, it is premature at this point to comment on the desirability of creating positive moods in the accounting workplace as called upon by Satava (2003) and Messmer (2001).

As suggested above, mood states may have the ability to affect decision makers’ risk preferences. Moreno et al. (2002) make similar suggestions. Their study reports that “affect exerts a strong influence on accounting decision making which can negate prospect theory’s predictions, resulting in risk taking in gain contexts and risk aversion in loss contexts” (1336). Because of the nature of our experimental task, we are unable to conclude whether the results of this study are consistent with those of Moreno et al.’s (2002), but this provides an avenue for future investigation.
In view of recent accounting scandals involving Enron, WorldCom, Aldelphia, Health South Parmalat and the passage of the Sarbanes-Oxley legislation, there is renewed interest among accounting researchers in the area of ethics, but the effect of mood states on ethical decision-making remains untested. The ethics literature (e.g., Gaudine and Thorne 2001) suggests that ethical decision-making may have mood effect. This proposition is based on Isen et al.’s (1987) finding that positive-mood individuals are more creative relative to neutral-mood individuals. Because of this increased creativity, Gaudine and Thorne (2001) propose that they are more likely than neutral- and negative-mood individuals to recognize an ethical dilemma. While the present study does not specifically examine ethical decision-making, the results show that negative-mood participants exercised greater professional skepticism – a dimension of ethical awareness – relative to neutral- and positive-mood participants. Future research could resolve this inconsistency by specifically examining the effect of mood states on ethical decision-making.

As in all studies, there are limitations that represent opportunities for future research. In the case materials, we presented audit professionals with information about the audit of the inventory section that was carried out with one exception, that is, the client and the auditor disagreed over the fair presentation of the inventory balance. Consistent with the literature, we intentionally presented participants with neutral and ambiguous information and this resulted in a complex task. The literature suggests positive-mood individuals’ tendency to arrive at more positive evaluations is only seen in complex tasks (e.g., Clore et al. 1994, Isen et al. 1987; 1985; Forgas and Bower 1987) and not in highly familiar tasks for which past evaluations are readily available in memory (e.g., Salovey and Birnbaum 1989). By using tasks with different levels of complexity, future research could examine whether the effect of moods on audit judgment is moderated by the complexity of the task and whether external factors such as the potential for non-audit services may overpower the effects of moods on audit judgments (Iyer and Rama 2004).

In spite of the limitations discussed above, the results of this study not only add insight for researchers by demonstrating that audit judgment has mood effects, the study has implications for audit practice such as in the training of auditors. For example, Schwarz and Clore (1983) demonstrated that when individuals were made aware of the effect of the weather on their mood, the differences in level of life satisfaction reported by those surveyed on sunny and cloudy days disappeared. This suggests that training auditors to be aware of their existing mood state may moderate its effect on their judgment.
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Endnotes:

Table 1: Demographic data

	
	Average/n (sd)



	Gender (n): Males


       Females
	47

55



	Average (sd) age 
	24.4 (2.7) years



	Average (sd) general work experience 
	54.8 (38.6) months



	Average (sd) domain work experience 


	36.7 (19.6) months

	Average (sd) tenure at current job 


	27.3 (17.3) months

	Percentage of time spent on audit work:
	

	
Average
	72.9%

	
Range
	10% to 100%

	How does this story make you feel? Please rate your feelings by circling an appropriate number.

      Negative (1), positive (9) (reversed scored)

 
Uplifted (1), depressed (9) 


Happy (1), sad (9)


	4.89 (2.28)

4.88 (2.04)

5.06 (2.34)




Table 2: Correlations

	 
	Inventory value
	Mood
	Gender
	Age
	Length of working experience
	Length of accounting experience

	Mood
	-.466***
	
	
	
	
	

	Gender
	.212**
	-.166*
	
	
	
	

	Age
	-.094
	.053
	-.122
	
	
	

	Length of working experience
	-.154
	-.017
	-.162
	.575***
	
	

	Length of accounting experience
	-.002
	-.179*
	-.037
	.390***
	.383***
	

	Tenure at firm
	-.107
	-.099
	-.188*
	.172*
	.408***
	.506***


***  Correlation is significant at the 0.01 level (2-tailed).

**  Correlation is significant at the 0.05 level (2-tailed).

* Correlation is significant at the 0.10 level (2-tailed).

Table 3: Tests of Between-Subjects Effects

(Dependent Variable: inventory value)

Panel A: ANCOVA results

	Source
	Sum of Squares
	df
	Mean Square
	F
	Sig.

	Corrected Model
	795849292.671
	3
	265283097.557
	10.725
	.000

	Intercept
	1875359790346.337
	1
	1875359790346.337
	75814.511
	.000

	Covariate:

Gender
	46373999.992
	1
	46373999.992
	1.875
	.174

	Main effect:

Mood
	651597111.678
	2
	325798555.839
	13.171
	.000

	Error
	2424143574.976
	98
	24736158.928
	 
	 

	Total
	1904487622500.000
	102
	 
	 
	 

	Corrected Total
	3219992867.647
	101
	 
	 
	 


R Squared = .247 (Adjusted R Squared = .224)

Panel B: Means (sd) for mood

	
	Mood

	
	Positive
	Neutral
	Negative

	Valuation of inventory
	$140,168,570a
(6,321,150)

(n = 35)
	$135,518,330a, b
(4,814,100)

(n = 30)
	$133,902,700b
(3,495,590)

(n = 37)


a  t = 3.36, p = .001, b t = 1.59, p = .058 (one-tailed).
Appendix A – Mood Induction

1. Positive

Local Accountant Makes Good


It was an exceptionally nice day. John Smith thought, as he walked home from the administration building in Dili, East Timor, where he had been volunteering since completing his CA exams last year. He felt happy about the work he did that day. Although his applications to large public accounting firms in Melbourne had been sent out months ago, John thought that completing the year in Dili was still important. Besides, he enjoyed the work assigned to him. John’s thoughts turned to that evening. He was going out to dinner with his girlfriend, who was visiting him from Melbourne. They were going to his favourite restaurant in Dili. The food there was very good, and he really did enjoy his girlfriend’s company. As he turned the corner he noticed the mail had come. He anxiously opened the box and took out the mail. Flipping through the envelopes, he saw an envelope with the return address of his first choice firm. He was almost afraid to open it, thinking he might have been rejected. Still it seemed too thick to simply be a rejection. Nervously, he sat down on the steps to open it. As he read down the page, he realised that it was an acceptance! Not only that, but the terms seemed to be very good. He sat back in the sunshine and realised that his date tonight would be a real celebration.

2. Negative

Local Accountant Dies of Leukemia


The recent death of John Smith, 25, gives us an insight into the ordeal of a young cancer victim. Smith, an accountant, had always considered himself healthy. Since finishing high school, his only illness had been a head-cold. After qualifying as a chartered accountant he noticed he was feeling tired, but attributed it to overwork in preparing for the exams. Sleep did not help his condition, and Smith now felt exhausted after the climbing the two flights of stairs to his apartment. His girlfriend noticed his condition and mentioned that he seemed less active than usual. He assured her it was nothing, but secretly suspected that he had contracted mononucleosis. When he finally went to see his family doctor, the doctor ordered Smith into the hospital “for a few more tests.” He never left. The diagnosis was an advanced case of leukaemia, a cancer of the blood. Intense radiation therapy was tried. This last ditch effort caused severe side effects that were extremely painful and caused Smith to lose much of his hair. Despite the treatment, the disease spread. Heavy doses of pain-relieving drugs were tried, but even this did not relieve his agony. He lost weight, but it became too painful to ingest food. His acquaintances found it difficult to recognize their friend who only months ago appeared active and energetic. As the pain become unbearable, he could no longer read or walk through the hospital corridors. All that was left for Smith was intense suffering and, in two months, death.

3. Neutral

Water correctly and fight weeds

Everyone knows a lawn needs water. But did you know that weeds consume nutrients your lawn needs to stay healthy? Look for clues to know when to water. The leaves will curl to conserve moisture and will turn bluish-green. When you walk across the lawn and look back, you will see your footprints. When you discover these signs, give your lawn a long drink of water. For healthy roots, water infrequently but water deeply, which trains roots to grow deep in the soil for strength. Deep roots help your lawn better survive a hot dry spell. By the time you see crabgrass leaves, the battle with this weed is already lost for the season. Crabgrass can only be fought with a pre-emergence herbicide before the crabgrass seeds germinate and sprout. How do you know when to spray? Watch for the forsythia bushes in your neighbourhood to bloom (these upright growing bushes have bright yellow blossoms that appear very early in the spring). If no forsythia bushes are in sight, call your local nursery for advice. Dandelions are broadleaf weeds. Wait until after they sprout and have leaves, and then hit them with a post-emergence herbicide. This weed killer is absorbed into the leaves and is circulated down into the root system. You get the best results in spring when the weeds are growing.

Appendix B – Case materials

Pat Young is an audit senior with a large public accounting firm. So far Pat’s career is progressing very well and the audit partners are pleased with Pat’s performance. Currently Pat is put in charge of the inventory section of the 2002 audit of Olympic Software Co. Ltd, a publicly traded software manufacturer. 

Background information about Olympic Software Co. Ltd.

Olympic Software is a software development and manufacturing company that was started in 1985 by two friends. Because of its success in developing and marketing software for both general and specialised use, it increased its sales ten-fold in 1994, and went public the following year. The chairperson of the board of directors is also the managing director of Olympic. The board of directors comprises ten people; five of who are inside directors and the rest are not, with the audit committee and compensation committees being comprised totally of outsiders. . Board meetings are scheduled at regular intervals and the meetings typically are characterized by frank and harmonious discussions. 

The Audit Committee has three outside directors, all of whom have financial literacy with the Chair being a CA. The board of directors appoints all committee members. The committee meets with the external auditors semi-annually. During these meetings, disputes with management concerning the financial statement audit are raised and historically, they all have been resolved. The committee also sets audit fees.  In addition, the committee meets on a semi annual basis with the internal auditors to discuss the internal auditors’ findings and the focus of the internal audit department.  Committee members receive quarterly earnings information for their review.

Although in the past, there had been disputes between management and the auditors concerning the financial statement balances and disclosures, all were resolved through negotiation before the audit report was signed. To date, there has been no restatement of earnings.

The 2002 unaudited and 2001 audited financial statements of Olympic Software are shown on the next page:

Olympic Software Co. Ltd.

Statement of Financial Position as at June 30

	
	2002
	
	2001

	Assets
	
	
	

	Current assets
	
	
	

	Cash
	 PRODUCT(2) \# "0.00" $60,000,000
	
	$40,000,000

	Accounts receivable – net
	152,000,000
	
	116,000,000

	Inventory 
	148,000,000
	
	82,000,000

	Prepaid expenses
	20,000,000
	
	12,000,000

	Total current assets
	380,000,000
	
	250,000,000

	
	
	
	

	Long-term investments
	16,000,000
	
	-

	Land, building, and fixtures
	226,000,000
	
	120,000,000

	Less: Accumulated depreciation
	(22,000,000)
	
	(10,000,000)

	
	220,000,000
	
	110,000,000

	Total assets
	$600,000,000
	
	$360,000,000


	Liabilities and Shareholders’ Equity
	2002
	
	2001

	Current liabilities
	
	
	

	Accounts payable
	$90,600,000
	
	$58,000,000

	Accrued expenses
	28,000,000
	
	22,000,000

	Dividends payable
	14,000,000
	
	-

	Total current liabilities
	132,600,000
	
	80,000,000

	Long-term liability – due year 2003
	115,400,000
	
	68,000,000

	
	
	
	

	Shareholders’ equity
	
	
	

	Common shares
	240,000,000
	
	180,000,000

	Retained earnings
	112,000,000
	
	32,000,000

	Total shareholders’ equity
	352,000,000
	
	212,000,000

	Total liabilities and shareholders’ equity
	$600,000,000
	
	$360,000,000


Olympic Software Co. Ltd.

Statement of Financial Performance for the years ended June 30
	
	2002
	
	2001

	Net credit sales
	$1,280,000,000
	
	$800,000,000

	Less: Cost of goods sold
	1,000,000,000
	
	660,000,000

	Gross earnings
	280,000,000
	
	140,000,000

	Less: Expenses (including income taxes)
	186,000,000
	
	116,000,000

	Net earnings
	$     94,000,000
	
	$  24,000,000

	Plus: Retained earnings on July 1
	32,000,000
	
	8,000,000

	Earnings available 
	$126,000,000
	
	$  32,000,000

	Less: Dividends
	14,000,000
	
	-

	Retained earnings on June 30
	$112,000,000
	
	$32,000,000


Background information about the current year’s audit of inventory

The current year’s inventory audit team comprises six audit staff of whom Pat is the leader. The single largest component of the cost of software development is salaries and wages. Other software development costs include both variable and fixed overhead costs including depreciation and interest expenses.

The auditors attended the client’s inventory count and were satisfied that the count instructions were adequate, that the count teams understood the instructions, and that the count was properly carried out. The auditors observed the inventory count at all the major centres together with a random selection of 10% of the smaller centres. During that time, test counts were performed and these were matched to the quantities on the client’s final inventory listing. No discrepancies were observed. Inventory cutoff was also tested.  
The audit revealed the following breakdown of the inventory balance for 30 June 2002:



Finished goods


$  80,000,000



Work in process


    68,000,000







$148,000,000

Planning materiality for the audit is 8% of net earnings. All categories of inventory comprise software the valuation of which is complicated by obsolescence. In the current year’s audit, a difference in opinion has arisen between Pat and the management of Olympic over the valuation of the inventory. Pat is concerned that inventory may be overvalued and management is reluctant to write down its value. To resolve this issue and with the client’s consent, two independent valuers were hired to appraise the inventory, and their valuations are shown below:

	
	Valuer A

($)
	
	Valuer B

($)

	Finished goods
	
70,000,000 – 73,000,000
	
	
73,500,000 - 76,000,000

	Work in process
	
59,600,000 –   61,000,000
	
	
63,900,000 - 64,600,000

	Total
	
129,600,000 – 134,000,000
	
	
137,400,000 - 140,600,000


Both valuers have a reputation of being equally competent and both based their valuations on assumptions provided by the auditor. Apart from the question of valuation, the audit of inventory discovered no other misstatement or omission.

You may look back to any of the preceding information to answer the following question:

Without considering tax effects, what inventory balance should Pat sign-off on in the 2002 workpapers?     $________________ (Insert a single balance)

� 	Kida et al. (2001) examine the effect of affective response in a capital budgeting context.


� 	These include costs involved in interviewing and training recruits and separation costs such as exit interview, related administration work, and severance pay.


� 	 However, it is important to note that the line between these different feeling states is fuzzy (Frijda 1988).


� 	For example, laughter may reduce pressure and stress, and raised voices could increase tension.


� 	There is no evidence in the literature that positive-mood individuals would be hypothesis-confirming and negative-mood individuals would be hypothesis-disconfirming.


� 	While consensus does not always equate judgment quality (e.g., Gleason and Lee 2003; Einhorn 1974), in many audit tasks such as valuation of account balances, internal control evaluation, and going-concern judgment, consensus continues to be used as a measure of judgment quality because there is no normative right or wrong answer. In addition, the auditing literature (e.g., Ashton 1985) reports a significant correlation between consensus and accuracy.


� 	However, the personality of the manager did not reduce the credibility of the forecast.


� 	The item “negative/positive” was reverse-scored.


� 	Interviews with practicing auditors suggest that corporate governance factors are important to their decision-making (Cohen et al. 2002). Since our data were collected post-Enron, we do not want the lack of corporate governance to influence the decision-making process. Therefore, we provided information on corporate governance to ensure that participants do not base their judgment on a perceived lack of a good system of corporate governance.


� 	This task was appropriate for these participants because it is one that is frequently assigned to audit seniors. With an average of three years accounting experience and 27 months in their present job, these participants would be familiar with this task.


� 	Firm size did not have a significant effect on participants’ valuation of inventory.


� 	Martin (2003) reports a significant gender and mood interaction effect on information processing.


� 	The mean (sd) inventory value for men was $135,241,500 (4,582,039) and the mean (sd) for women was $137,627,300 (6,250,880). These means were not significantly different (see Table 3, panel A). Accordingly, all reported data are for the aggregate sample.
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