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Halo Effects during Internal Control Evaluation: The Influence
of Management Self-Assessment on Auditor Judgment
ABSTRACT
Recent legislation requires management at public companies to assess and publicly report on the effectiveness of internal controls over financial reporting. That legislation also requires auditors to perform an independent evaluation of control reliability, attest to the report issued by management, and express their own opinion about internal controls. This study used a laboratory experiment to examine (1) whether knowledge of management’s assessment creates halo effects that influence auditor judgment about internal control reliability, and (2) whether assigning more experienced auditors to evaluate internal controls could help reduce inappropriate halo effects. In a laboratory experiment, auditors with different levels of experience rated control reliability based on information about management assessments and evidence gathered independent from management by other members of the audit team. Results suggest that halo effects can influence auditor judgment in both appropriate and inappropriate ways, and that experience reduces the influence of inappropriate halo effects.
Halo Effects during Internal Control Evaluation: The Influence
of Management Self-Assessment on Auditor Judgment
I. Introduction

Evaluating internal controls has been a component of auditing for some time but recent legislation has imposed new requirements for reporting on the effectiveness of internal controls. Internal controls are procedures that an organization implements to help protect assets from misuse, enforce company policies, and ensure the integrity of accounting information. Assessing the effectiveness of internal controls involves analyzing and testing the reliability of control procedures that the organization has put in place to achieve those objectives. The Sarbanes-Oxley Act of 2002 (SOX) requires management at publicly-traded companies to assess the effectiveness of their system of internal controls over financial reporting and issue their findings in a public report. That legislation also requires the company’s auditors to gather and evaluate independent evidence about control reliability so they can (1) perform their own assessment of internal controls, (2) attest to management’s report on internal controls, and (3) express an independent opinion on internal control effectiveness.
Knowing about management’s self-assessment provides auditors with information about control reliability that was not available prior to SOX. Recent professional guidance suggests that auditors should take advantage of this new information by using management assessments as a starting point for their evaluation (PCAOB 2004b). Knowledge of management assessments should be beneficial in situations where management reliability ratings illuminate control weaknesses that auditors would not otherwise detect with the procedures they use to gather independent evidence. In this situation, information from management is likely to provide evidence that increases skepticism and inspires auditors to consider the possibility that they may have missed something.

 However, a potential conflict arises when management reliability ratings are more favorable than reliability ratings based solely on independent evidence. In these situations, knowledge of management assessments might cause auditors to develop more favorable judgments about control reliability than independent evidence can support. It is unlikely that low control reliability ratings would be the result of an attempt by management to manipulate auditor judgment. On the other hand, management could have incentives to inflate control reliability ratings in an attempt to influence the opinion auditors are required to provide in their report on internal control. While it may be appropriate for unfavorable management assessments to influence judgment by making auditors more skeptical, it would most likely be inappropriate for auditors to become less skeptical because of favorable management assessments. 
To ensure auditor independence, professional standards prohibit auditors from relying on evidence obtained from management in lieu of acquiring and evaluating evidence from sources independent from management (PCAOB 2004a). However, studies have shown that information obtained from management can influence auditor judgment (Joyce and Biddle 1981; Haynes 1999; Reimers and Fennema 1999). If learning the results of management’s evaluation of internal control influences the conclusions that auditors draw from their evaluation of independent evidence about control reliability, then knowledge of management assessments could impair the independence of auditor judgment. If so, the PCAOB suggestion that auditors use management assessments as a starting point for evaluating control reliability could be counterproductive in situations where management assessment of control effectiveness is more favorable than an assessment based solely on independent evidence gathered by the audit team.
This study examines two research questions. Our first research question is whether knowing the results of management’s evaluation of internal control have a halo effect on auditor judgment by influencing the reliability assessments they develop from independent evidence. Halo effects occur when knowledge of an overall evaluative judgment changes the extent to which detailed evidence influences a decision because evidence consistent with the overall judgment has a greater impact on the decision than evidence inconsistent with the overall judgment (Nisbett and Wilson 1977; Cooper 1980; Balzer and Slusky 1992). In the context of auditor decisions about the reliability of internal controls, halo effects would increase (decrease) the decision weight associated with independent evidence that supports (contradicts) management’s assessment. When management rates control reliability lower than the rating that auditors would assign based on independent evidence, halo effects would cause auditors to decrease their reliability rating. On the other hand, when management rates control reliability higher than a rating based solely on independent evidence, halo effects would cause auditors to increase their reliability rating.
Our second research question is whether auditors with more experience are less likely to be influenced by halo effects. In the field, auditors with relatively low levels of experience typically gather and perform the initial evaluation of evidence about control reliability (Abdolmohammadi 1999). Experience increases auditors’ ability to assign appropriate decision weights to evidence based on the relevance and reliability of the information they acquire (Bonner 1990; Libby and Luft 1993). Halo effects alter decision weights. If experience helps auditors evaluate evidence more effectively, then experience should increase the likelihood that auditors will weight evidence appropriately even when halo effects would otherwise cause them to reduce (increase) the weight of evidence that is inconsistent (consistent) with the halo created by knowledge of management assessments. 
Examining halo effects from management assessments provides evidence about the possibility that recently mandated auditing requirements could have an undesirable influence on auditor assessments of internal controls. Halo effects that reduce auditor reliability ratings may be appropriate when management ratings are low because a lack of management confidence in control reliability should increase auditor skepticism. However, halo effects that increase auditor reliability ratings are likely to be inappropriate when management ratings are high because management has incentives to obtain a favorable auditor opinion about the effectiveness of internal controls. Examining the influence of auditor experience provides evidence about the potential to manage inappropriate halo effects through staffing policies that assign auditors with appropriate levels of experience to evaluate controls. If evidence suggests that management assessments can reduce the independence of auditor judgment, then identifying and institutionalizing practices to ensure unbiased assessment of control reliability and manage inappropriate halo effects becomes an important issue for audit practitioners and standard setters alike.
We examined our research questions with data from a laboratory experiment where auditors with different amounts of field experience (a) learned the results of management’s  assessment of controls, (b) evaluated independent evidence about the effectiveness of controls, then (c) rated overall control reliability under two conditions. All participants received the same independent evidence about control reliability. However, in one condition, participants were told that management had rated control reliability lower than the rating that could be supported by independent tests of controls. In the other condition, participants were told that management had rated reliability higher than the rating supported by evidence from independent tests.
Not surprisingly, average reliability ratings in the low-management-rating group were less than the reliability rating supported by independent evidence, and experience did not influence judgment. It is likely that participants decreased their ratings because they thought management had relevant information that was not revealed by independent tests of controls.  On the other hand, average reliability ratings in the high-management-rating group were greater than the reliability rating supported by independent evidence, but reliability ratings decreased as experience increased. Apparently participants with more experience were also more skeptical about the relevance of management assessments when those assessments were not supported by evidence from independent tests of controls.
The remainder of this study is organized into four sections. In section II, we explain the theoretical framework that provided a foundation for our research hypotheses. Section III describes the experimental method we used to gather data for evaluating our hypotheses. Section IV presents the results of our hypothesis tests. Section V discusses our findings and provides suggestions for future research.
II. THEORY
Holistic impressions about the effectiveness of internal controls can create a halo that alters auditor judgment about the effectiveness of control procedures (Mock and Turner 1981, 52). This study examines whether holistic impressions from learning about management assessments of internal control can create halo effects that alter the conclusions auditor reach when they evaluate independent evidence and, if so, whether the knowledge that auditors develop through field experience reduces the influence of halo effects. In the paragraphs that follow, we (a) describe the judgment process auditors use for evaluating internal controls, (b) explain why and how halo effects can influence that judgment process, (c) describe why audit experience might alter the judgment process and reduce halo effects, and (d) present a description of how halo effects and experience interact that explains the rationale for our research hypotheses.
Internal Control Evaluation

Seminal work by Ashton (1974) and Kinney (1975) that describes internal control evaluation, as well as findings from a process-tracing study conducted by Mock and Turner (1981) can be interpreted to suggest that auditor judgment about internal control reliability involves a four-step judgment process. First, auditors must learn about the transaction processing system they are going to evaluate and understand the controls that protect the system. This knowledge provides auditors with a mental problem space for integrating and evaluating evidence about the reliability of control procedures. Second, auditors use their knowledge of how to assess control reliability as a basis for establishing the judgment criteria they will use to evaluate the evidence that they acquire. This step includes developing a strategy for gathering information and establishing benchmarks for evaluating evidence. Third, as each piece of evidence is acquired, auditors must analyze that new information (using the criteria they established in the second step) and integrate the conclusions from their analysis with their evolving judgment about control reliability. Fourth, auditors must determine their overall assessment based on the judgment about control reliability they have developed by integrating evidence through the first three steps. Figure 1 provides an illustration of this four-step judgment process.
Insert figure 1 about here 

Mock and Turner (1981) provide evidence that these judgment processes are sequential and iterative, that is, auditors perform the four steps in order but may perform steps two and three multiple times. Each time auditors integrate new evidence during step three they must determine how the new information fits with what they have learned about internal controls. If new evidence is consistent with their evolving judgment about control reliability, and they don’t consider their evaluation to be complete, then auditors acquire and analyze another piece of evidence. If they are satisfied that they have acquired enough evidence, they terminate their evaluation and document their assessment.
If, during step three, auditors encounter evidence that is not consistent with what they have learned about control reliability, they have found an anomaly. Auditors integrate anomalous evidence in one of two ways. They either revise the benchmarks they use as criteria for evaluating reliability because they believe that anomalous evidence is consistent with different and more appropriate benchmark, or they conclude that existing evaluation criteria are appropriate and they revise their evolving judgment about control reliability by integrating the anomalous evidence. If auditors decide to retain existing evaluation criteria after finding an anomaly, then they acquire and analyze new evidence. If auditors decide to revise their evaluation criteria, they are likely to re-evaluate at least some of the evidence they had previously acquired against the newly revised criteria before they acquire and analyze more new evidence.
Halo Effects

Learning about global evaluations creates holistic impressions that influence the decision weights people assign to more granular cues during judgment and decision-making tasks (Nisbett and Wilson 1977). This halo effect occurs because holistic impressions alter the judgment criteria that people use to evaluate detailed decision cues (Cooper 1980). Halo effects bias judgment in the direction of holistic impression because, as a result of the halo, decision makers become more persuaded by decision cues that are consistent with the holistic impression and more tolerant of decision cues that are not consistent with the holistic impression (Murphy, Jako, and Anhalt 1993). Halo effects from holistic impressions influence judgment by altering perceptions about the extent to which decision cues conform to decision criteria (Lance, LaPointe, and Stewart 1994), not because halo effects influence the perceived relevance or diagnosticity of decision cues (Nathan and Lord 1983), or the level of effort devoted to evaluating decision cues (Baltes and Parker 2000).
Halo effects occur whether the holistic impression is developed by the decision maker or inherited from an external source (Slovic et al. 2002). Because halo effects influence mental representations at a subconscious level, attempts to mitigate the judgment bias attributable to halo effects by imposing alternative structures for evaluating decision information have generally been unsuccessful (Balzer and Slusky 1992). In short, judgment and decision making research suggests that halo effects reduce sensitivity to evidence that contradicts or disconfirms the holistic impression that created the halo by altering the criteria used to evaluate and weigh decision information. This judgment bias occurs whether holistic impressions are developed internally or inherited form external sources, and has been found to persist in spite of a variety of debiasing techniques.
Studies have shown that halo effects can influence judgment in the accounting domain. Moreno, Kida, and Smith (2002) provide evidence that holistic impressions altered the judgment criteria that managers used for analyzing detailed accounting information when they assessed investment risk. They report that favorable (unfavorable) holistic impressions about decision alternatives reduced (increased) assessments about the level of risk associated with capital budgeting decisions . O’Donnell and Schultz (2005) found that favorable (unfavorable) holistic impressions about business risks decreased (increased) sensitivity to detailed account-level evidence when auditors used analytical procedures to assess misstatement risk. 
In the context of internal control evaluation, this framework suggests that halo effects occur when knowledge about management’s overall assessment of control reliability creates holistic impressions that alter the criteria auditors use to evaluate other evidence about control reliability. If information about management’s reliability rating is the first piece of evidence that auditors acquire, the holistic impression created by that information will influence the benchmarks that auditors have established for integrating new evidence, and those benchmarks will be used to analyze information that is subsequently acquired.  If auditors acquire information about management’s rating after they have integrated other evidence about control reliability, and the evidence they have already acquired is not consistent with management’s rating, they have found an anomaly that will cause them to reconsider their evaluation criteria. Because of the power of holistic impressions, halo theory suggests that auditors will revise their evaluation criteria to be more consistent with the holistic impression.
Auditor Experience
Field experience provides the opportunity to accumulate knowledge that helps professionals develop effective mental models for interpreting and integrating evidence during evaluative judgment tasks (Bonner and Lewis 1990; Patel and Groen 1986). Knowledge gained from experience improves people’s ability to recognize potential problems by providing them with the capacity to distinguish and integrate diagnostic information more effectively (Chi, Glaser, and Rees 1982). Experience provides knowledge that helps auditors assign appropriate decision weights to the evidence they acquire (Bonner 1990) because experience helps them develop more comprehensive knowledge structures, and improves their ability to use that knowledge more effectively (Tubbs 1992). As a result, experienced auditors are more likely to develop appropriate and well-defined judgment criteria for evaluating evidence than auditors with less experience (Libby and Luft 1993).

Tubbs (1992) explains that experience provides auditors with knowledge structures that improve their ability to identify and retrieve relevant judgment criteria from memory. Auditors with less experience-based knowledge may be more likely to establish judgment criteria based on holistic impressions than auditors who have developed knowledge structures that allow them to retrieve relevant judgment criteria from memory. Halo research has demonstrated that halo effects for job performance ratings diminish as the job-specific knowledge of the rater increases because knowledge helps people evaluate detailed evidence against more objective and well-defined judgment criteria (Kozlowski, Kirsch, and Chao 1986). 
In the context of internal control evaluation, this framework suggests that experience helps auditors develop knowledge structures that provide more well defined and more easily accessible criteria for evaluating audit evidence. If auditors with more task-specific experience have developed more salient knowledge about criteria for evaluating evidence, they should be more likely to rely on the knowledge they have acquired about evaluating internal controls and less likely to be influenced by holistic impressions from global evaluations. Because auditors assume primary responsibility for evaluating evidence about internal controls when they become seniors, auditors with more experience at the rank of senior should have more well developed knowledge about appropriate criteria for evaluating control reliability.
Research Hypotheses

This study examines how management assessments and auditor experience interact to influence judgment about control reliability when auditors integrate knowledge of management reliability ratings with independent evidence acquired by the audit team. In other words, we examine the scenario where (a) management has evaluated controls and developed a reliability rating, (b) auditors have acquired independent audit evidence that provides them with a basis for developing a reliability rating of their own, and (c) auditors know about management’s rating. Consider the process that auditors would use to integrate their rating with management’s rating as described by the model presented in figure 1.
Assume that management’s rating is essentially the same as the auditor’s rating. When auditors integrate this information during step three of the process described in figure 1, they find no anomaly because the new information they have acquired is consistent with what they have already learned about controls. Auditors have no reason to revise their evolving judgment about control reliability so they simply continue with the judgment process. Under these conditions, there is no potential for halo effects and auditors with any amount of experience should come to the same conclusions.
Suppose that management’s rating is lower than the auditor’s rating.  Integrating this information reveals an anomaly and auditors must decide whether to (1) revise their evaluation criteria and reevaluate evidence they have already acquired, or (2) continue to use existing evaluation criteria and integrate the anomalous information into their evolving judgment about control reliability. Halo theory predicts that holistic impressions from knowledge of management’s rating will take precedence. If so, auditors are likely to adopt more stringent evaluation criteria that reduce the extent to which independent evidence supports a higher reliability rating, then revise their initial reliability assessment to a rating that is more consistent with the lower rating provided by management.
In responding to the anomaly, more experienced auditors are less likely to revise their evaluation criteria based on halo effects from holistic impressions, and more likely to rely on the evaluation criteria suggested by their superior knowledge of internal control assessment. However, auditors with any amount of experience at the rank of senior are likely to recognize that a lower management rating indicates that the tests auditors used to gather independent evidence probably failed to detect significant deficiencies. Therefore, more and less experienced auditors alike are likely to settle on a reliability that is more consistent with the rating provided by management than with the rating supported by independent evidence.
In other words, all auditors are likely to reduce their reliability ratings in the presence of a lower management rating, regardless of halo effects or experience, because of the significant weight they would attribute to management ratings in situations where management believes that control reliability is lower than independent audit tests would suggest. These predictions lead to our first research hypothesis:
H1:
When management reliability ratings are lower than reliability ratings that can be supported by independent evidence, auditors will develop reliability ratings less than the rating that can be supported by independent evidence.
Now, suppose that management’s rating is higher than the auditor’s rating. When auditors find this anomaly, halo theory predicts that they will align their evaluation criteria to be consistent with holistic impressions provided by management’s rating. If auditors acquired information about management’s assessment first, then they would have established evaluation criteria consistent with management ratings, and those criteria would provide a relatively high tolerance for evidence that is inconsistent with management ratings. If auditors acquired information about management assessments after they had acquired evidence from independent audit tests, they would revise their existing criteria, which would increase their tolerance for evidence inconsistent with management ratings. Auditors would then re-evaluate evidence from independent audit tests and revise their evolving judgment about control reliability to be more consistent with management ratings.
In other words, when management ratings are higher, halo theory suggests that auditors will use evaluation criteria that place a relatively low emphasis on evidence from independent audit tests when that evidence is inconsistent with holistic impressions from knowledge of management assessment. As a result, halo effects will to inflate control reliability ratings. However, more (less) experienced auditors are more (less) likely to establish and remain committed to evaluation criteria provided by their more (less) well developed knowledge structures. Therefore, while halo effects under these conditions will increase reliability ratings, auditor resistance to halo effects will increase as experience increases, and more experienced auditors should reduce their reliability ratings to be more consistent with ratings suggested by evidence from independent audit tests. These predictions lead to our second research hypothesis:
H2:
When management reliability ratings are higher than reliability ratings that can be supported by independent evidence, auditors will develop reliability ratings greater than the rating that can be supported by independent evidence, but auditors’ reliability ratings will also decrease as their experience increases.
III. method

We tested our hypotheses with data gathered during a laboratory experiment where audit seniors were asked to evaluate the reliability of a client’s internal controls over a computerized e-commerce sales system. SOX requires auditors to evaluate the overall effectiveness of a client’s system of internal controls. Evaluating the effectiveness of a system of controls involves evaluating the reliability of controls over individual transaction cycles, including the sales processing system (Mock and Turner 1981). We chose to focus our experimental task on controls over a single transaction cycle to keep the volume of case information within manageable boundaries, while providing an opportunity to examine auditor judgment during a task that is a component of SOX-mandated auditing procedures.
Auditors at the rank of senior were selected for the study because they are generally responsible for conducting internal control evaluations (Abdolmohammadi 1999). Participants were employed by a single big-four audit firm and completed the experiment during a national training session under the supervision of a research proctor. Participants completed the experimental task for this study immediately after they had completed an unrelated risk assessment task for another study, which required 20 to 30 minutes to complete and involved performing analytical procedures on a case that did not include evidence about internal controls.
Materials 

Participants were asked to rate the reliability of internal controls over the sales processing system based on evidence from two sources: (1) reliability ratings from their firm’s computer audit specialists and (2) management’s self-assessment of overall control reliability. Ratings from computer specialists provided participants with independent, objective evidence gathered by other members of the audit team. Ratings by management provided holistic information about control reliability that auditors must now evaluate during engagements for publicly-traded companies (PCAOB 2004a). We manipulated management ratings as either high or low. The low-management-rating case stated that management had rated control reliability for the sales system at three on a scale where one represented low reliability and nine represented high reliability. The high-management-rating case stated that management had rated control reliability at seven on the same nine-point scale.
Reliability ratings from computer specialists were held constant across both cases. Case materials indicated that the audit firm’s computer specialists had tested control procedures for six control objectives, and rated the overall reliability of controls that address each objective on the same nine-point scale that management used to rate overall control reliability. Control objectives were taken from the CobiT framework (ISACA 2003) for computerized transaction processing. Objectives and reported reliability ratings (in parentheses) included, processing integrity (7), system security (6), service levels (4), customer assistance (6), monitoring problems (4), and system availability (3). The average reliability rating across these six objectives is five. Management reliability ratings were three in the low-management-rating case or seven in the high-management-rating case, which provides inconsistent evidence about control reliability and creates an anomaly with the potential to trigger halo effects.

Our intention was to provide evidence gathered by other members of the audit team that would support a reliability rating of five if auditor ratings were not influenced by management ratings. We asked members of the committee charged with revising the CobiT audit guidelines to rate overall control reliability based on the information provided in the case, but without any information about management assessment. Seven of the 17 members responded, including three audit partners at big-four firms, two IT managers from fortune 500 companies, and two academics. Four respondents rated reliability at five and the other respondents rated reliability at three, four, or seven.
Task 

The experimental task involved three components. First, after reading background information about their client and the control evaluation task that they were about to perform, participants were told that, pursuant to the requirements imposed by SOX, management had evaluated controls over the sales system and rated overall reliability at either three or seven. On a random basis, this information was also presented after information about ratings from computer specialists to control for presentation order effects. 
Second, participants were told that their firm’s computer specialists had identified six critical control objectives for the sales system, and participants were asked to rate the importance of each objective as high, medium, or low. After documenting their judgment about the importance of each objective, participants were provided with reliability ratings from the computer specialists for each of the six objectives. Approximately half of the participants received information about reliability ratings from computer specialists first, and the rest received information about management ratings first.

Third, participants were asked to rate the overall reliability of internal controls over the e-commerce sales system and provide information about their auditing experience. Our experimental instrument is presented as an appendix.

Experimental Design

Our research hypotheses predict that knowledge of management ratings will produce halo effects in both the low- and high-management-rating conditions but, in the high-management-rating condition, halo effects will diminish as auditor experience increases. In this experimental design, halo effects manifest to the extent that participant reliability ratings are different from the reliability rating that can be supported by evidence from computer specialists. In the case where management has rated reliability at three (seven), participant reliability ratings that are significantly less (greater) than five provide evidence of halo effects. In the high-management-rating condition, a negative correlation between participant reliability ratings and participant experience provides evidence that halo effects diminish as experience increases.
Control reliability ratings (CRR) provided the primary dependent variable for testing our research hypotheses. However, we also constructed an alternative metric (HALO) that provides within-subjects estimates of halo effects from management assessments. We calculated HALO in two stages. First, we estimated reliability ratings that participants would have assigned based solely on independent evidence. We multiplied the reliability ratings provided by computer specialists for each of the six control objectives times a weight of 1.0 if participants rated the importance of that objective as high, 0.75 if their importance rating was medium, or a 0.5 if their importance rating was low. We summed those products and divided the total by six to calculate a weighted-average rating based on the reliability rating determined by computer audit specialists weighted by participants’ perceptions about the relative importance of each control objective.
Second, we standardized the weighted-average around a mean of five. Then, for participants assigned to the low-management-rating condition, we calculated HALO by subtracting CRR from the standardized weighted-average. For participants assigned to the high-management-rating condition we calculated HALO by subtracting the standardized weighted average from CRR. In the low-management-rating condition, HALO measures the extent to which participants’ reliability ratings were less than the estimated rating they attributed to independent evidence. In the high-management-rating condition, HALO measures the extent to which participant ratings were greater than the estimated rating they attributed to independent evidence. In other words, HALO captures the extent to which knowledge of management ratings changed the influence that independent evidence had on participant judgment about control reliability.
iv. RESULTS

A total of 78 seniors participated in the experiment. We had expected 88 participants and, because of the way our experimental materials were sorted for distribution, the ten unused instruments all included cases with high management ratings. As a result, 44 of the completed instruments were for cases with low management ratings and 34 were for cases with high management ratings. Our presentation order manipulation was evenly distributed across the low- and high-management-rating conditions. In both conditions, half the participants analyzed cases where management ratings were presented before computer specialist ratings, and half analyzed cases where the presentation order for that information was reversed. 
Three instruments were removed from each group for missing data, and our final sample included 41 observations for the low-management-rating condition and 31 observations for the high-management-rating condition. The 72 seniors included in our final sample had an average of almost 20 months of experience at the senior rank. Some had recently been promoted to senior while others had held that rank for as long as four years. Average participant reliability ratings of 4.17 in the low-management-rating condition were significantly less than average ratings of 5.41 for the high-management-rating condition (t = 4.09; p < .01), which provides evidence that knowledge of management ratings influenced participants’ judgment. Descriptive statistics are presented in table 1.
Insert table 1 about here 

Tests of Hypotheses

We tested our hypotheses by calculating separate regressions for the low- and high-management-rating groups. The dependent variable was participant reliability ratings; the independent variables were months at the senior rank and a dummy variable to control for and assess the influence of alternative presentation orders. If halo effects influenced reliability ratings by participants who knew that management ratings were low (high), the intercept should be less (greater) than five, which was the average for ratings provided by computer audit specialists. If experience reduces halo effects in the high-management-rating condition, there should be a negative parameter estimate for months at the senior rank. Results are presented in table 2.
Insert table 2 about here 

Hypothesis one predicts that participant ratings in the low-management-rating condition will be less than the rating of five suggested by independent audit evidence. Furthermore, because of the overriding skepticism inspired by learning that management ratings were lower than computer specialists ratings, participants at all levels of experience should provide ratings less than five. Findings presented in panel A of table 2 are consistent with this prediction. Average ratings for participants in the low-management-rating condition of 3.58 (the model intercept) were significantly less than five (f = 9.39; p < .01) and ratings did not change as months at the senior rank increased. H1 is supported.
Hypothesis two predicts that participant ratings in the high-management-rating condition will be greater than five, but ratings will decrease as experience increases. Findings presented in panel B of table 2 are consistent with this prediction. Average ratings for participants in the high-management-rating condition of 6.43 (the model intercept) were significantly greater than five (f = 9.52; p < .01) after controlling for the influence of experience, and there is a significant, negative correlation between participant ratings and months at the rank of senior (t = 3.14; p < .01). H2 is supported.
We replicated the regressions presented on panels A and B of table 2 using HALO as the dependent variable. Recall that HALO provides a within-subjects measure of the extent to which participant ratings differ from the implied average rating participants attributed to evidence from computer specialists, weighted by participants’ perceptions about the relevance of that evidence to control reliability. In both the low- and high-management-rating conditions, HALO increases as control reliability ratings move farther away from the rating of five supported by independent evidence. The intercept estimate was 1.41 for the low-management-rating condition and 1.54 for the high-management-rating condition. T-tests indicate that both of these estimates, which represent average halo effects after controlling for the influence of participant experience, were significantly greater than zero at the p < .01 level. 
There was no significant correlation between HALO and months at the rank of senior in the low-management-rating. However, there was a significant, negative correlation (t = 2.98; p < .01) between HALO and senior experience in the high-management-rating condition. These results provide evidence based on a within-subjects metric that, as predicted by our hypotheses, halo effects occurred in both conditions and, in the high-management-rating condition, halo effects diminished as experience increased.
v. discussion

Recent federal regulations require that management at publicly-traded companies assess and report on the reliability of their system of internal controls over financial reporting. Those regulations also require auditors to perform an independent evaluation and express two opinions, one with regard to the effectiveness of internal controls and another with regard to the fairness of management’s self-assessment of control effectiveness. Little is known about the extent to which auditors are likely to consider management’s internal control ratings in reaching their own independent opinion about control reliability. This study examined (a) whether knowledge of management’s self-assessment of overall internal control effectiveness creates halo effects that influence auditor judgment about control system reliability, and (b) whether halo effects decrease as auditors gain additional experience.
Data from a laboratory experiment provided evidence for evaluating these research questions. There were two significant findings. First, evidence suggests that halo effects from knowledge of management assessments of internal control  have the potential to bias auditor judgment about internal control reliability when management rates reliability higher than the reliability ratings that can be supported by independent evidence. Second, it appears that audit firms can reduce halo effects during internal control evaluation by assigning staff with appropriate levels of experience.
Halo effects from knowledge of management assessments are potentially problematic. When management rates control effectiveness at high levels, relatively inexperienced audit seniors may be persuaded to overestimate the effectiveness of internal controls. Furthermore, professional standards (PCAOB 2004a) and recent guidance (PCAOB 2005) stress the importance of integrating the audit of internal controls with the audit of the financial statements. If auditors overestimate the effectiveness of internal controls, they may also underestimate misstatement risk when they integrate their judgment about control risk with the planning process for the financial statement audit.
These findings should be important to audit firms as they consider their staffing policies to ensure that auditors with adequate experience are assigned to control evaluation tasks. Firms have typically charged seniors with this responsibility. Since conclusions from management are much more prevalent in the audit ecology after the passage of the Sarbanes-Oxley Act, auditors may need to re-evaluate their criteria for assigning staff. Our results suggest that firms may wish to assign highly experienced audit seniors to tasks involving self-assessments by management. Alternatively, firms may want to consider modifying their audit procedures so that auditors who evaluate controls do not see management’s self-assessment until they have completed their evaluation. However, such an approach would appear to be inconsistent with current guidelines suggesting that management’s self-assessment is a natural starting point. 
Our findings also have implications for audit standard setters. Professional guidance seems to urge auditors to consider evidence provided by management’s self-assessment of internal controls as a natural starting point for the audit of internal control, but base their independent evaluation of control reliability on evidence that they gather themselves (PCAOB 2004b). These two prescriptions could be characterized as contradictory and, in the absence of more specific guidance, might actually hinder the development of consistent and reliable audit practices for evaluating and reporting on internal controls.
Standard setters may want to consider developing more detailed recommendations for integrating evidence from management self-assessment of control reliability with evidence gathered by the audit team independent from management. For example, standard setters may wish to consider explicitly directing auditors to be mindful that management’s self-assessment lacks objectivity and should be discounted as evidence. While such a standard may merely reflect and incorporate the judgments of more experienced audit seniors, it might also help to foster the development of more effective knowledge earlier in an auditor’s career. 
 
Further research regarding auditor interactions with management’s assessments is encouraged. For example, research could contribute to audit practice by examining whether the use of alternative task structures make objectivity constraints more salient to less experienced audit seniors. Research might also help audit firms develop more effective procedures for integrating evidence from management self-assessment with evidence developed from independent sources when auditors evaluate control reliability. For example, decisions aids might be useful to less experienced audit seniors as a mechanism to integrate evidence obtained from sources characterized by varying degrees of independence.
REFERENCES

Abdolmohammadi, M. J. 1999. A comprehensive taxonomy of audit task structure, professional rank and decision aids for behavioral research. Behavioral Research in Accounting 11: 51-92. 
Ashton, R. 1974. An experimental study of internal control judgments. Journal of Accounting Research 12.1 (Spring): 143-57.
Baltes, B. and C. Parker. 2002. Reducing the effects of performance expectations on behavioral ratings. Organizational Behavior and Human Decision Processes 82.2: 237-67.

Balzer, W. and L. Slusky. 1992. Halo and performance appraisal research: A critical examination. Journal of Applied Psychology 77: 975–985. 
Bonner, S. 1990. Experience effects in auditing: The role of task-specific knowledge. The Accounting Review. 65.1 (January): 72-92.
(((( and B. Lewis. 1990. Determinants of auditor expertise. Journal of Accounting Research 28 (Supplement): 1-20.

Chi, M. T. H., R. Glaser, and E. Rees. 1982. Expertise in problem solving. In R. Sternberg (Ed.), Advances in the psychology of human intelligence (pp. 7-75). Hillsdale, NJ:  Erlbaum. 

Cooper, W. 1980. Ubiquitous halo. Psychological Bulletin 90: 218–244.

Haynes, C. 1999. Auditors’ evaluation of evidence obtained through management inquiry: A cascaded inference approach. Auditing: A Journal of Practice and Theory 18.2 (Fall): 87-104.

International Systems Audit and Control Association (ISACA). 2003. Control Objectives for Business Information Technology (CobiT). Rolling Meadows, IL.

Joyce, E. and G. Biddle. 1981. Anchoring and adjustment in probabilistic inference in auditing. Journal of Accounting Research 19.2 (Autumn): 120-45.

Kinney, W. 1975. Decision theory aspect of internal control system design/compliance and substantive tests. Journal of Accounting Research 13 (Supplement): 14-29.

Kozlowski, S., M. Kirsch, and G. Chao. 1986. Job knowledge, ratee familiarity, conceptual similarity, and halo error: An exploration. Journal of Applied Psychology 71.1: 45-49.

Lance, C., J. LaPointe, and A. Stewart. 1994. A test of the context dependency of three causal models of halo rater error. Jounal of Applied Psychology 79.3: 332-40.

References (continued)
Libby, R. and J. Luft. 1993. Determinants of judgment performance in accounting settings: Ability, knowledge, motivation, and environment. Accounting, Organizations and Society 18.5: 425-50.
Mock, T. and J. Turner. 1981. Internal Accounting Control Evaluation and Auditor Judgment. New York, NY: American Institute of Certified Public Accountants

Moreno, K., T. Kida, and J. Smith. 2002. The impact of affective reactions on risk decision making in accounting contexts. Journal of Accounting Research 40.5: 1331-1349.

Murphy, K., R. Jako, and R. Anhalt. 1993. Nature and consequences of halo error: A critical analysis. Journal of Applied Psychology 78.2: 218-25.

Nathan, B. and R. Lord. 1983. Cognitive categorization and dimensional schemata: A process apporach to the study of halo in performance ratings. Journal of Applied Psychology 68.1: 102-14.

Nisbett, R. and T. Wilson. 1977. The halo effect: Evidence for unconscious alteration of judgments. Journal of Personality and Social Psychology 35: 250-56.
O’Donnell, E. and J. Schultz. 2005. The halo effect in business-risk audits: Can strategic risk assessment bias auditor judgment about accounting details? The Accounting Review 80.3 (July): 921-40.
Patel, V., and G. Groen. 1986. Knowledge based solution strategies in medical reasoning. Cognitive Science 10: 91-116. 

Public Company Auditing Oversight Board (PCAOB). 2004(a). Auditing Standard No. 2 – An audit of internal control over financial reporting performed in conjunction with an audit of financial statements.
((((. 2004(b). Release No. 2004-001 (March 9, 2004).

((((. 2005. Release No. 2005-009 (May 16, 2005).

Reimers, J. and M. Fennema. 1999. The audit review process and sensitivity to information source objectivity. Auditing: A Journal of Practice and Theory 18.1 (Spring): 117-23.

Slovic, P., M. Finucane, E. Peters, and D. MacGregor. 2002. Rational actors or rational fools: Implications of the affect heuristic for behavioral economics. Journal of Socio-Economics 31: 329-42.

Tubbs, R. 1992. The effect of experience on the auditor’s organization and amount of knowledge. The Accounting Review 67.4 (October): 783-801.

Figure 1
Process Model for Evaluating the Effectiveness of Internal Controls
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Table 1
Descriptive Statistics for Measured Variables


Descriptive Statistics for Entire Sample
Means by Management Rating

Mean
SD
Min
Max
 Low
High
T-Statistic
CRR
4.70
1.41
1.00
7.00
4.17
5.41
4.09 ***

HALO
0.62
1.44
- 2.04
4.49
0.80
0.38
1.22
EXP
19.88
10.71
1.00
48.00
18.70
21.45
1.08
* p < .10;    ** p < .05;    *** p < .01


CRR:
Control reliability ratings elicited at the end of the task

EXP:
Months at the rank of senior


HALO:
Estimate of the difference between CRR and ratings that participants would have assigned based solely on independent evidence
Table 2
Test of Hypotheses with Ordinary Least-squares Regression
Panel A:  Management Rated Control Reliability at Three
Dependent variable = reliability rating;    n = 41;    r-square = .05;    f-statistic = 1.08

Parameter
Standard

Estimate
Error
T-statistic
Intercept
3.58 (b)
0.46
7.79 ***
Presentation order (a)
0.39
0.43
0.91
Months at senior rank
0.02
0.01
1.05
Panel B:  Management Rated Control Reliability at Seven
Dependent variable = reliability rating;    n = 31;    r-square = .29;    f-statistic = 5.88 ***

Parameter
Standard

Estimate
Error
T-statistic
Intercept
6.43 (c)
0.46
13.80 ***
Presentation order (a)
0.37
0.35
1.06
Months at senior rank
- 0.05
0.01
3.14 ***

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


(a)
Assigned a value of one if management rating was presented before ratings from firm computer audit specialists, zero if the order was reversed.

(b)
Parameter estimate is significantly less than the rating of five that can be supported by independent evidence (f = 9.39; p < .01)


(c)
Parameter estimate is significantly greater than the rating of five that can be supported by independent evidence (f = 9.52; p < .01)

Appendix:  Experimental Instrument

Your next task requires an evaluation of internal controls. It involves a different hypothetical client and is not related to the risk analysis that you have just performed.

Bytes Inc. is a publicly traded computer hardware and software retailer that has been an audit client of your firm for the past three years. The company has no stores. All sales are transacted through Bytes’ website except for a small number of orders that require special assistance, which are processed by phone through the help desk. As the in-charge auditor on this engagement, your task will be to use the information provided below to assess the overall reliability of internal controls over Bytes’ e-commerce sales system.

Pursuant to requirements of the Sarbanes-Oxley act, Bytes’ management has performed an independent evaluation of internal controls.  Management has rated overall control reliability for their e-commerce sales system at 7(a) on a nine-point scale where 1 represents weak, 5 represents moderate and 9 represents strong.(b)
Your firm’s Information Risk Management group (IRM) has identified six critical control objectives for e-commerce sales. Provide your assessment of the relative importance of each control objective by checking the appropriate rating in the space provided below.

	Control Objective
	Importance for System Reliability

	Manage transaction processing integrity
	___ low
	___ moderate
	___ high

	Ensure systems security
	___ low
	___ moderate
	___ high

	Define and manage user service levels
	___ low
	___ moderate
	___ high

	Assist and advise customers
	___ low
	___ moderate
	___ high

	Monitor problems and incidents
	___ low
	___ moderate
	___ high

	Ensure continuous service
	___ low
	___ moderate
	___ high


IRM has tested individual control procedures and provided the following overall reliability rating for internal controls related to each objective, using a nine-point scale where 1 represents weak, 5 represents moderate and 9 represents strong.

	Control Objective
	Reliability Rating

	Manage transaction processing integrity
	7

	Ensure systems security
	6

	Define and manage user service levels
	4

	Assist and advise customers
	6

	Monitor problems and incidents
	4

	Ensure continuous service
	3


- continued on next page -

Appendix: Experimental Instrument (continued)

Based on your analysis of the information provided above, rate the overall reliability of internal controls over the e-commerce sales system.

	1
	2
	3
	4
	5
	6
	7
	8
	9

	low
reliability
	
	
	
	moderate
reliability
	
	
	
	high
reliability


 (a)
Management’s reliability rating was reported as 3 in the low-management-rating condition.

(b)
On a random basis, this paragraph was presented after ratings provided by the IRM group.
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