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ABSTRACT 

Drawing on the relevant psychology iiterature, three procedural variables 

that could influence the auditors' information processing when making going 

concern opinion decisions were identified. These procedural variables are the 

decision frame, the order in which evidence is evaluated and the initial belief 

held by the auditor. With respect to the decision frame, it was predicted that 

belief revision after processing contrary information (mitigating factors) is higher 

for auditors who frame their initial hypothesis in terms of viability (failure). 

This prediction hinges on the assumption that more weight is put on 

disconfirmatory information than on confirmatory information, holding 

"information content" constant. Second, denoting P(C) as the auditors' judgment 

just before processing contrary information (mitigating factors), it was 

hypothesized that contrary information (mitigating factors) has a bigger effect on 

belief revision as ex ante P(C) increases (decreases). Finally with respect to the 

order of evaluating evidence, it was posited that recency effects occur in belief 

revision and that these recency effects will be manifest in the auditors' opinion 

decision. 

These predictions were tested in a field experiment using 70 experienced 

auditors from four Big Eight firms. Results of the experiment provided support 

for the predictions r~lating to the initial belief and the order in which evidence 

was evaluated. However, the predictions relating to the decision frame were not 

supported. 

Furthermore, the study indicated that auditors exhibited considerable 

variability in their interPretation of substantial doubt (the standard of proof in 
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SAS 59). Whereas some auditors interpreted this requirement as the 

preponderance of probability, others required a substantially higher level of 

probability as a threshold of proof for issuing unqualified opinions. Incidentally, 

it was discovered that this variability was partly accounted for by auditors' fIrm 

affiliation. Implications of these results for the audit review, the standard 

setting process and the nature of expertise in auditing are discussed. 
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CHAPTER I 

1. INTRODUCTION 

In April, 1988, the Auditing Standards Board (ASB) issued Statement on 

Auditing Standards No. 59 (SAS 59). The standard provides the auditor with an 

affirmative responsibility to evaluate the assumption of continued existence of 

the auditee as p8.L"i. of every audit examination.1 In fulfilling this responsibility, 

the audjtor is expected to seek and evaluate evidence ('.ontrJ'lry to the aesu!!lption 

of continued existence (bad news) as well as any factors tending to mitigate 

those conditions (good news) or management plans for rectifying the underlying 

problems. In effect, the auditor is supposed to seek and evaluate both good and 

bad news and aggregate the evidence in some way to reach a judgment on the 

viability of the entity. Although the auditor is required to use both contrary 

information (bad news) and mitigating factors (good news) in her going concern 

decisions, very little is known about the manner in which an auditor combines 

information from inconsistent cues, each with a probabilistic relationship to a 

IThe statement supersedes SAS No. 34. 8AS No. 34 provided no definition of a going concern. 
However, it makes mention of both "solvency" and "continued existence." For instance, in 
paragraph .04b the auditor is to consider information that may raise questions about continued 
existence without necessarily indicating potential solvency problems. With respect to solvency, it 
was not clear if it was being used in a balance sheet sense (fair value of assets exceeding total 
liabilities) or in the equity sense (inability to pay debts as they become due). 

The new 8AS identifies a going concern company as one which is unable to continue to 
meet its obligations as they become due without substantial disposition of assets outside the 
ordinary course of business, restructuring of dabt, externally forced revisions of its operations, or 
similar actions. [For a detailed discussion of these issues as well as the legal implications of the 
8AS, the interested reader is referred to the American Bar Association's correspondence with the 
ASB·AICPA File No. 2363]. 
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criterion, into an overall judgment about the criterion. 2 On the other hand, 

studies in psychology suggest that sequential processing of cues is characterized 

by certain inconsistencies such as processing mode bias, order effects and 

framing bias (Einhorn and Hogarth 1985). Furthermore, these biases are 

pervasive and appear to occur regardless of the level of expertise (e.g., Ashton 

and Ashton 1988) or the offering of substantial incentives (e.g., Snyder 1981). 

Studying the sources and nature of these biases may be important for designing 

decision aids, developing staff training programs and understanding the nature 

of expertise in auditing. 

Therefore, it is important to examine whether the systematic biases 

observed in more general studies in psychology are present in the auditor's 

integration of contrary information and mitigating factors to reach a going 

concern opinion. 

The general purpose of this resem.'ch is to study the auditor's information 

processing when making going concern opinion decisions. More specifically, the 

purpose is to address the following questions: 

1. Does the temporal order in which contrary information and 

mitigating factors are presented to the auditor yield different going 

concern judgments? 

2. Does the initial framing of the hypothesis (in terms of either 

failure or viability) lead to systematic differences in going concern 

judgments? 

2Due to the lack of epicene personal pronouns and personal adjectives, words such as "she" and 
"her" should also be taken to mean ''he'' and "him." 
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3. Are there any systematic differences in the auditor's sensitivity 

toward contrary information and mitigating factors? 

4. To what degree or extenf; does an initial judgment influence a final 

judgment? 

The study is important for several reasons. First, as noted above, the 

new SAS 59 increases the auditor's responsibility for assessing continued 

existence. This SAS applies to all audits of financial statements for periods 

beginning on or after January I, 1989.3 This increased responsibility (coupled 

with forecasts of economic recession) may increase the number of lawsuits 

naming auditors as defendants. It is, therefore, important to investigate how 

procedural or other task variables may interact with sequential processing of 

evidence to yield systematic judgmental effects. This study will provide useful 

insights into the auditor's ability to fulfill this increased responsibility. 

Second, there is evidence that auditors process evidence in a sequential 

fashion (Ashton 1980). Such sequential processing of evidence may lead to 

certain biases such as recency effects or belief perseverance (Nisbett and Ross 

1980). If auditor decisions in the presence of going concern uncertainties are 

characterized by the same biases observed in psychology, the temporal order of 

audit evidence assumes critical importance. To understand why, consider the 

role of audit evidence as it applies to the going concern judgment. The auditor 

collects evidence E (in the form of contrary information and mitigating factors) to 

reach a subjective belief, P(C I E), where C is the event that the flrm will 

continue in existence. The auditor will issue a going concern report if P(C I E) < 

P*(C), where P*(C) is the minimum allowable subjective belief for issuing a 

3Early application of the provisions of SAS 59 is also penmssible. 



16 

"clean" opinion. On the other hand, if P(C I E) ~ P*(C), the auditor will issue an 

Unqualified report. Stud~..ng order effects is important because an auditor with 

access to the same pieces of contrary information and mitigating factors may 

reach different subjective beliefs P(C I E) because of the order in which she 

received the evidence.4 If, for instance, the auditor receives two good news 

variables followed by two bad news variables, her estimate of P(C I E) may be 

less than P*(C), thus leading her to issue a going concern report. However, by 

reversing the order in which the evidence is presented, it is possible for her 

estimate of P(C I E) to exceed P*(C) such that she issues an unqualified report. 

If differences in judgments are detected, auditors may wish to consider 

controlling the order effects either through training or structuring of evidence 

presentation. 

Additionally, the order in which the evidence is presented to the auditor 

is important because it may affect the auditors search for additional evidence. 

If, for instance, the auditor obtains two pieces of good news, she may access 

P(C I E) to be sufficiently larger than P*(C) that she deems further search for 

evidence unnecessary leading to a prematUl'e termination of her audit 

procedures. 

Next, in making the going concerIll opinion decision, the auditor has been 

characterized as a quasi-scientist who specifies an initial hypothesis and 

proceeds to collect evidence to test the hypothesis (Kida 1984). The initial 

hypothesis m~y be stated in at least two ways: (1) that the client will continue 

40bviously, if an auditor revises her beliefs in accordance with Bayes' theorem, she would not be 
subject to such order effects. However, there is substantial evidence suggesting the inadequacy of 
the Bayes' theorem as a descriptive model of auditor belief revision (e.g., Ashton and Ashton, 
1988). 
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in the coming year P(C), and (2) that the client will fail in the coming year 

P(NC). Even though in a formal sense the two hypotheses sre equivalent, 

findings in the psychology literature indicate that equivalent framing of tasks 

can significantly influence an individual's search for, attention to, and use of 

juagment data (Snyder 1981, Tversky and Kahneman 1986). 

Alternative framing of the initial hypothesis may have a similar effect on 

the auditors' information processing which, in turn, may affect their going 

concern opinion decisions. For instance, if the initial hypothesis is stated in 

terms of failure (i.e., the client will not continue in the coming year) and the 

auditor receives further evidence such as a denial of usual trade credit, this will 

require an upward revision in the auditor's initial beliefs (i.e., upward revision 

from P(NC) to P(NC I E). However, if the initial hypothesis had been stated in 

terms of viability (i.e., the client will continue in the coming year), the same 

piece of evidence will require a downward revision in the auditor's initial beliefs 

(i.e., downward revision from P(C) to P(C I E). If the magnitude of belief revision 

is influenced by the direction of adjustment (i.e., either upward or downward 

revision), this may lead to systematic differences in revised beliefs such that 

P(C I E) ¢ 1 - P(NC I E).5 This may, in turn, lead to different going concern 

reports (e.g., P(C I E) > P*(C) > 1 - p(Ne IE». If this is true, it would seem that 

the choice of the initial hypothesis is of crucial importance for controlling the 

auditors' risks, since alternative hypotheses could lead to different reports. 

5Implicit in this argument is the notion that the human mind should use the calculus of chance 
as a framework to reason about uncertain predictions. There are some philosophers (e.g., Cohen, 
1977, 1979) who reject the calculus of chance as the legitimate mode of human reasoning. 
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Finally, much of the literature in behavioral decision theory suggests that 

people tend to avoid inconsistent evidence (Nisbett and Ross 1980). However, 

because auditors are required by their work to seek, evaluate and integrate 

evidence, one may expect them to be characterized by evidence seeking attitudes 

(Ashton and Ashton 1988). By explicitly measuring the sensitivity of auditors to 

both contrary information and mitigating factors, the results of this study may 

be useful as an input in designing decision aids aimed at improving intuitive 

revisions in the face of both confirming and disconfirming evidence. At a more 

general level, the results of this study may serve as a "red flag," alerting 

auditors to possible biases in inconsistent evidence integration. 

The remainder of this study proceeds as follows. Chapter two reviews the 

related auditing research. Chapter three reviews the relevant psychology 

literature and the theoretical framework for the current research. In addition, 

the chapter ~elates the psychology literature to auditing and develops the 

research hypotheses. The method is described in chapter four and this is 

followed in Chapter five by a discussion of the main results of the study. In 

Chapter six, the results of other auxillary questions addressed in the study are 

presented. Finally, Chapter seven provides a discussion of the limitations of the 

study and highlights several issues for fl..!ture research. 
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CHAPTER n 

2. RELATED AUDIT STUDIES 

The review in this section is organized as follows. First, the evolution of 

the going concern report is traced. Next, studies in auditing that examine the 

importance of the going concern report to users is presented, followed by a 

review of selected studies of auditor decision making in the face of going concern 

uncertainties. Finally, a discussion of how this research differs from previous 

work is provided. 

2.1 Evolution of the Going Concern Report 

A basic principle underlying the preparation of financial statements in 

most circumstances is that the company is a going concern and will not have to 

liquidate. Indeed, this principle establishes the scope of accounting on a non 

liquidation basis, and thus establishes the basis for many of the valuations and 

allocations common in accounting. For example, depreciation and amortization 

procedures rest upon this principle. However, if a company should be faced with 

serious loss and probable liquidation, conventional accounting based on the going 

concern assumption may not be appropriate for determining and reporting the 

true conditions. In such cases, all assets and liabilities values are called into 

question and liquidation accounting may be appropriate. Under such 
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circumstances the auditor must decide if the situation is one that calls for a 

going concern report. 6 

In spite of the pervasiveness of this principle, the first formal 

pronouncement on the subject occurred only in 1962 (Rappaport 1972) with the 

issuance of Accounting Series Release (ASR) No. 90 by the Securities and 

Exchange Commission (SEC). Among other issues, ASR No. 90 specified that a 

"subject to" qualification was the appropriate report to issue, where the reference 

was to a matter, transaction or event the accounting significance of which cannot 

be resolved at the date of the statement. Hitherto, the wording of the audit 

report in the face of those uncertainties was a matter left to the discretion of the 

individual auditor. The auditing profession responded to this release by issuing 

Statement on Auditing Procedures No. 33 which advised auditors that their 

reports should call specific attention to unusual uncertainties when the probable 

effects were not reasonably determinable at the time the financial statements 

are released. 

The SEC returned to the subject of uncertainties in February 1970, when 

it issued ASR No. 115 entitled "Certification of Financial Statements." The 

release stated in part that a company which had received a going concern audit 

report cannot register under the 1933 Act for an offering of its securities to the 

tlBoth SAS 59 and AU Section 509.45 indicate thai a disclaimer may be issued in cases involving 
uncertainties. 'J.'hus, wherever the term going concern report appears, it should be broadly 
interpreted to include both a "subject-to" qualification (Pre SAS 59). modified unqualified opinion 
(SAS 59) and a disclaimer. In any event, history suggests that the disclaimer is an option that is 
seldom used. 
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public. The certificate however was acceptable for filing under the 1934 Act so 

that the public can continue to trade in the registrant's securities.7 

The first formal reference to specific financial statement characteristics 

that are important to the going concern audit report decision is in SAS No.2. 

This SAS indicates that in considering the possibility that the company may not 

continue in existence the auditor is concerned with the recoverability and 

classification of recorded assets and liabilities. Further, it advised auditors that 

where material uncertainties exist, the resolution of which are not determil'lable, 

she should consider qualifying her report or issuing a disclaimer. In spite of the 

profession's stance on the matter (e.g., SAP No. 33, SAS Na. 2) nElt all auditors 
- , 

agree on the need for a report qualified for going concern uncertainties. In 

particular, the Commission on Auditors' Responsibilities (CAR 1978) questioned 

the usefulness of existing reporting requirements for uncertainties. In the 

Commission's view, even extreme uncertainty about a company's ability to 

continue in opi:rations could be more effectively communicated by a disclosure in 

or adjustment of the financial statements rather than through any audit 

requirements. The Commission's position provided an impetus for the Auditing 

Standard Executive Committee (now the Auditing Standards Board) to issue an 

exposure draft entitled "Auditors Report when there are Contingencies." 

According to the draft proposal, if an uncertainty was disclosed in accordance 

with criteria set forth in FASB No.5, it would no longer be necessarj to modify 

70n April 2, 1971, the SEC ordered over-the-counter trading in Crown Drug Company suspended 
for ten days. The commission took the position that since the company's auditors had declined to 
express an opinion on the financial statements due to going concern uncertainties, the cCJmpany 
bed failed to file the reports as required by section 13 of the 1934 Act. This may imply that ASR 
115 had more far reaching implications than its wording suggested. 
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or qualify the auditor's opinion. The user opposition that greeted this draft was 

instrumental in the deferral of formal action on the draft by the committee.s 

Meantime, in March 1981. BAS No. 34 entitled "The Auditor's 

Considerations when a Question Arises about an Entity's Continued Existence" 

was issued. Essentially this BAS codified the procedures to be followed when 

questions arose about the going concern status of a firm. The auditor is to 

consider both contrfu.-y infol'mation and mitigating factors. If after consideration 

of all factors doubt still remains, the auditor sholilid then consider the 

recoverability and classification of recorded assets and liabilities. Still this SAS 

did not clearly define the responsibility that the auditor is to assume for 

evaluating continued existence. 

In April, 1988, the ASB issued a standard entitled "The Auditor's 

Consideration of an Entity's Ability to Continue As a Going Concern." The new 

SAS 59 supercedes SAS No. 34 and differs from it in three major respects. First, 

under SAS No. 34 the auditor's responsibility was limited to being aware that 

audit procedures may uncover information contrary to the assumption of 

continued existence. On the other hand, the new SAS 59 requires the auditor to 

evaluate whether there is substantial doubt about the entity's ability to continue 

as a going concern for ,a reasonable period of time, not to exceed one year 

beyond the date of the financial statements being audited (hereafter referred to 

as a reasonable period of time). 

Second, it requires the audit-or to modify the audit report when the 

auditor has substantial doubt about the entity's ability to continue in existence 

Stfhe Canadian Institute of Chartered Accountants decided to eliminate the "subject to" fonn of 
qualifications for uncertainties (around this same time) follow:ing the recommendation of the Adams 
Commission. 
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even when asset reccverability and liability classification are not in question. 

That is, under SAS No. 34 substantial doubt about continued existence--taken 

alone--does not require the auditor to modify her report; it merely leads the 

auditor to assess asset recoverability and amount and classification of liabilities. 

On the other hand, under SAS 59, substantial doubt about continued existence 

would be sufficient to cause the auditor to modify the report. To illustrate this 

change consider the following example adopted from an AICPA newsletter 

(AICPA July 1987): 

Ken, Jones & Co. audits the financial statements of ABC Advertising 

Company. ABC receives 90% of its revenues from one account. Just before year 

end it loses that account. ABC's only significant asset, the receivable from that 

account, is fully collectible. 

Under SAS 34, the auditor needs not qualify her report since there are no 

doubts about asset recovery and amount and classification of liabilities. 

However, under the new SAS 59, Ken Jones & Co. may have to modify the audit 

report depending on the consideration of other factors and management plans. 

Finally, SAS 59 eliminated the "subject-to" opinion and replaced it with a 

report modification when the auditor has such substantial doubt. This change 

was made to reflect the views of the board members that the subject-to opinion 

was often misunderstood by financial statement users. Thus under the new 

SAS 59 when the auditor has substantial doubt about a client's ability to 

continue in existence, she would give an unqualified opinion on the financial 

statements and add an explanatory paragraph that describes the circumstances 

giving rise to the doubt. Following is an example of the explanatory paragraph 

of a report modified because the auditor has substantial doubt about continued 
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existence. 

The accompanying financial statements have been prepared assuming that 

ABC Company will continue as a going concern. As discussed in Note 15 to the 

financial statements, ABC Company has suffered recurring losses from operations 

and has a net capital deficiency that raise substantial doubt about the company's 

ability to continue as a going concern. 

matters are also described in Note 15. 

Management's plans in regard to these 

The financial statements do not include 

any adjustments that might result from the outcome of the uncertainty. 

Thus, with respect to the evolution of the going concern report, one can 

say that the auditor's reporting responsibility has undergone a "metamorphosis." 

2.2 Importance of the Going Concern Report 

Disagreement exists about the utility of the going concern report. For 

instance, the CAR (19°/8) concluded that the going concern report was confusing 

to users, detracted from the functions of the auditor and often created false 

expectations among users. On the other hand, users of financial statements 

argued that the report was of immense importance for at least two reasons. (1) 

The option of that opinion allows the auditor to force disclosures that might not 

otherwise be forthcoming. (2) The auditors have access to information not 

generally available to financial statement users. Also some auditors believe that 

compliance with requirements for qualifying an opinion for uncertainties may 

provide them with legal protection. 

Accordingly, researchers have been interested in providing systematic 

evidence on the utility of the going concern report. Libby (1979) examined the 

effect on loan decision behavior of disclosing an uncertainty in the footnotes of 

the financial statements and of adding the auditor's subject to qualification to 
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the footnote disclosure. His results indicate that the auditor's uncertainty 

qualification had no impact on loan officer's risk assessments. 

Shank and Dillard (1979) surveyed financial analyst and financial 

executives to determine the perceived USefulness of the "subject·to" opinion to 

thos:e subjects. About 60% of his respondents indicated that the preferred method 

to communicate the significance of an uncertainty was via a "subject-to" opinion. 

Chow and Rice (1982b) examined the issue of whether qualified opinions 

conveyed adverse information as revealed in stock prices. They matched a group 

of 90 qualified companies with 90 unqualified companies. Controlling for market 

and industry influences, they report that firms having an unqualified opinion 

had a higher average three months return than the qualified opinion sample. 

'.i'his result seems to be consistent with the hypothesis that qualified opinions 

have negative impact on stock prices. Such results may indicate that qualified 

audit reports have some information content to users and concomitantly that 

auditors are privy to some information not generally available to users. 

However, not all capital market studies have detected a stock price 

response to disclosures of qualified audit opinions. For instance, using a sample 

of 604 first-year (first time) audit qualifications, Dodd, Dopuch, Holthausen and 

Leftwich (1984) report that there is little evidence of stock price effects when 

qualifications are disclosed pUblicly.9 

In a more recent study, Dopuch, Holthausen and Leftwich (1986) 

investigated stock price response to media disclosure of qualified audit opinions. 

!The authors in explaining the conflicting findings with Chow and Rice (1982) advance three 
reasons: (1) different announcement dates for qualification, (2) different windows for the event 
period and (3) confounding effects of other information released during the period in which 
abnormal performance is measured. 
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They report results indicating significant price reaction to qualified opinions. 

During the three-day event period, the average abnormal return for the sample 

of 109 observations is -4.7%, which is significantly less than zero.10 Moreover, 

the magnitude of the abnormal retllilis does not depend on whether the firm 

received a similar qualification in the previous year. 

Such conflicting findings have led some researchers (e.g., Bailey 1982) to 

question the appropriateness of capital market studies as a tool for studying the 

information content of qualified audit reports. He suggests that a preferred 

method for examining such questi0D;s is experimental studies. 

To sum up, it will seem that the importance of the qualified opinions to 

users of financial statements is still an unresolved issue. 

2.3 Auditors'Decision Making 

Auditor decision making in the presence of going concern uncertainties 

has been studied at both the market and behavioral levels. In this section, a 

review of the studies in each paradigm is presented. 

While several studies exist which examine the ability of financial ratios to 

predict bankruptcy, Altman and McGough (1974) were the first to suggest that 

useful insights into the auditor's decision making process may be gained by 

comparin.g the auditor's going concern audit report with a bankruptcy prediction 

model. Such insights could be gained by identifying the financial characteristics 

of f~Jling companies that receive qualified or unqualified reports. Their study 

laThe authors attempted unsuccessfully to reconcile this result with the results of their 1984 
study. However, no evidence was found to suggest that the price response associated with media 
disclosures was due solely to other news releases at the time of the media announcement, or that 
the qualifications in the media disclosure sample was less anticipated or represent more severe 
contingencies than qualifications not reported by the media. 
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compared the type of audit opinion issued for a sample of 34 bankrupt 

companies to a discriminant model developed by Altman (1968).11 Their results 

indicated that the discriminant model performed with 82% accuracy in 

identifying bankrupt companies using data from the last financial statement 

prior to bankruptcy. The auditor, on the other hand, h&d issued a going concern 

audit report to only 44% of the companies that went bankrupt. 

Similarly, Deakin (1977) used a sample of 47 failed companies and 

compared the pr-edictive accuracy of his bankruptcy· model with the auditor's 

opinion. The model "correctly" identified 83% of the companies as failures two 

years prior to failure. The auditor's going concern audit report was issued in 

only 15% of the cases. However, as pointed out by Altman and McGough (1974) 

such a comparison is only meaningful if it is assumed that the auditor who 

considers a going concern opinion is at the same time predicting bankruptcy. For 

instance, it is possible for financial statements based upon historical costs to be 

fairly presented if the carrying value of the assets of a company represent the 

realizable value of those assets. 

Along these same lines, Kida (1980) pointed out that a comparison of 

bankruptcy model predictions with actual audit qualification decisions does not 

allow valid inferences to be drawn about the auditor's ability to identify problem 

companies. He suggests that an auditor's decision to qualify a report may be 

influenced by the perceived outcomes of qualifying or not qualifying. He presents 

empirical evidence which suggests that auditors qualifying the most had a 

stronger belief that a client's creditors would sue, while those qualifying the 

llThe ratios used in this model are (1) working capital/total assets, (2) retained earnings/total 
assets, (3) earnings before interest and taxes/total assets, (4) marke~ value of cquityJbook value of 
total liabilities, and (5) sales/total assets. 
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least had a stronger belief that qualification will lead to a deterioration in . 

client's relation with the auditor (See also Wilkerson 1987). 

Levitan and Knoblett (1985) identified 32 companies that had received 

going concern reports and matched these with 32 control companies. Using ratios 

suggested by SAS No. 34, they performed a multiple discriminant analysis to 

classify firms according to the type of opinion received. A classification accuracy 

approaching 90 percent was obtained. However, the accuracy level attained may 

be the result of choosing only healthy firms for their cOntrol group. 

Mutchler (1984) interviewed auditors to gain further insight into their 

decision making process when considering whether or not to issue a going 

concern report. She reports that the going concern opinion decision is essentially 

a two stage belief revision process in which the auditor first identifies a problem 

company and collects furlhe~ evidence to aid the decision as to whether or not to 

issue a qualified opinion. Among the variables which auditors use to identify 

problem companies are negative working capital, first year loss and previous 

year going concern opinion. 

With respect to the criteria by which auditors issue a going concern 

opinion, the variables mentioned include cash flow projections, mitigating factors, 

management plans and age of the company. In addition, the comments of 

auditors indicated that SAS No. 34 was a mere codification of procedures already 

in use. Her results suggest that additional insight into the going concern opinion 

decision may be gained by moving beyond identification of financial ratios that 

are correlated with the issuance of going concern reports. 

Menon and Schwartz (1987) and Mutchler (1985) using regression models 

and discriminant analysis respectively also report that the auditor's qualification 
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for companies in financial distress is correlated with variables derived from 

financial statements. 

Even though the above studies provide some insights into the auditor 

decision making process, only limited inferences can be made regarding the audit 

opinion formulation process. Indeed, as noted by Menon and Schwartz (1987) the 

variables isolated in such studies may explicitly influence the auditor's decision 

making process, or may only be associated with other as yet unidentified factors 

that exert such influence. Similarly the auditor may include in her decision 

process, nonquantifiable factors such as the economic outlook of the industry and 

foreign competition. These va...riables are not easily incorporated into previous 

models that attempt to gam insights into the decision making process. Such 

concerns provide the point of departure for the current research and other 

behavioral studies. 

Unlike the boom in market studies on auditors' going concern opinion 

decisions, there are surprisingly only few behavioral studies of auditor's 

information processing when making going concern opinion decisions. 

Kida (1984) provides evidence on how the hypothesis testing strategy of 

auditors affects their search for evidence. Specifically, auditors were randomly 

assigned to either a failure or a viability hypothesis condition. Subjects were 

then presented with 20 cues, half of which pointed to failure and the other half 

to continued viability. If auditors adopt a confirmatory strategy (a tendency to 

preferentially solicit evidence that supports one's hypothesis), those operating 

under the viability hypothesis will list more data supporting continued existence. 

His results indicate that whereas auditors in the viability group listed more data 

supporting continued existence, both group of auditors listed the same amount of 
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informational items that pointed to failure. Thus limited support exists to 

indicate that the manner in which an auditor frames a hypothesis affects her. 

search for audit evidence. (It remains to be seen whether such framing effects 

are manifest in auditors' use of judgment data.) This result highlights the need 

for more studies that explore the interaction of task variabies and information 

processing for a better understanding of the going concern opinion decision. 

In a more recent study, Trotman and Chew (1988) examined the recall 

and clustering of typical and atypical information by expert and novice auditors 

within the context of a going concern situation. Auditors who were at the senior 

level and had three years auditing experience were included in the expert group 

and new recruits who had less than six months practical experience were 

included in the novice group. Subjects were provided with and were asked to 

read a script relating to a hypothesized company. After reading the scripts, 

subjects were asked to recall all the information they could recall about the 

hypothesized client. Trotman and Chew (1988) report that (i) experts recalled 

significantly more atypical than typical items, whereas novices did not. 

(ii) Experts recalled a significantly greater number of atypical items than 

novices. (iii) There was no difference between experts and novices in the 

number of typical items recalled, and finally, clustering of recall on the basis of 

typicality was significantly higher for experts than for novices. Apparently, 

there seems to be differences in the development of schema between expert and 

novice auditors and that these differences manifest in encoding, storage and 

retrieval of schema related information. 
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2.4 Distinguishing Features of the Current Study 

This research differs from previous work in certain fundamental ways. 

First, with respect to market studies, this research differs from most of previous 

work in that it explicitly acknowledges that mere identification of variables used 

by auditors in the going concern opinion decision will not lead to a complete 

understanding of the auditor decision making process. In particular, it is argued 

that auditors process information sequentially and such sequential processing of 

information can and often does interact with task 'Variables (e.g., alternative 

frames, order of presentation of the evidence) to yield systematic judgmental 

effects. 

Further, previous market studies have endeavored to understand the 

auditors' going concern opinion decision through an ex post analysis of firms 

receiving the going concern report. Whereas such ex post analysis is often 

insightful, it permits only limited inferences to be drawn about the opinion 

formulation process. On the other hand, the approach adopted here enables the 

experimenter to have control over the variable sets used by the auditor and 

hence may provide insights that are missing when the ex post method of inquiry 

is used.12 

With respect to behavioral studies, the following differences are noted. 

First, unlike the study by Kida (1984) that focuses on auditors search strategy, 

the emphasis in this study is on auditors' use of data when making going 

concern opinion decisions. Similarly, it differs from Trotman and Chew (1988) 

12Along the same lines, Wilkerson (1987) argues that if experimental and comparison samples are 
chosen in such a way that the underlying economic uncertainties vary across the samples, test of 
the relative costs to an auditor of a clean versus a qualified opinion may actually be tests of 
different underlying uncertainties. He reports in his study that financial statement exposure was 
higher for firms receiving report qualificatiOJl than for those receiving clean opinions (given the 
same contingency; anti-trust litigation). 
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which is just a recall task and provides no direct evidence on auditors search 

strategy or information processing activities. 

Finally, in reference to the opinion decision, the basic framework 

postulated in this study is that the auditor will issue a going concern report if 

P(C I E) < P*(C) and will issue an unqualified report, if P(C I E) ~ P*(C). 

Although this characterization seems to closely mimic the spirit of BAS 59, the 

current study is novel in being the first empirical study to make explicit this 

framework. Notice the close resemblance of the framework to other well known 

notions of tolerable error, materiality, audit risk and precision limits. 

As always, the problem of simulating real economic incentives in field 

settings is crucial. However, given that for most qualifications the primary audit 

work usually occurs after fiscal year end (when auditors have access to 

preliminary financial data for the current year (Dopuch, Holthausen and 

Leftwich 1987), it is debatabie if ex-post analysis of fiscal year end data (as done 

in market studies) is the preferred method for understanding the qualification 

decision. 

In the folbwing chapter, a discussion of a descriptive theory of the belief 

updating process (Einhorn and Hogarth 1987) is presented. The model makes 

only modest assumptions about the memory and computational ability of the 

decision maker and is general enough to 00 applied to many substantive areas 

including auditing (e.g., Ashton and Ashton 1988). 
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CHAPTER III 

3. PSYCHOLOGICAL THEORIES AND HYPOTHESIS DEVELOPMENT 

In this chapter, a model for updating beliefs that is based on a sequential 

anchoring and adjustment process is presented. This model referred to as the 

Contrastilnertia model was posited by Einhorn and Hogarth (1985, 1987) as a 

descriptive theory of the belief updating process but is general enough to be used 

as a framework for studying the interaction of sequential processing of evidence 

and task variables in the going concern opinion decision. Based on the model, 

four hypotheses are developed relating to the auditors' information processing 

when making going concern opinion decisions. Finally, a review of empirical 

evidence bearing on the model's predictions in both the psychology and auditing 

literature is presented. 

3.1 The Contrast/Inertia Model 

Auditor decision making in the presence of going-concern uncertainties 

has been characterized as a two-stage belief revision process in which the 

auditor recognizes that a company has a problem, and then uses subsequent 

information to dete:rn:jjne whether to issue a going concern qualification 

(Mutchler 1985). 

Thus, the going concern qualification judgment may be characterized as 

an identification of a problem company and a series of belief revisions, where 

each revision is the weighted average of the previous judgment and the value of 

the current evidence item. The final revised estimate is then compared to a 
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minimum allowable subjective belief for issuing a "clean" opinion. If the final 

belief estimate exceeds the minimum allowable subjective belief, the auditor will 

issue a "clean" opinion, otherwise she issues a qualified opinion. 

To examine how task variables interact with sequential evidence 

processing to yield systematic judgmental effects requires a descriptive model of 

the auditor belief updating process. Whereas no specific model for auditor belief 

revision exists at the current time, Einhorn and Hogarth (1987) have proposed a 

descriptive theory of the belief updating process which is general enough to be 

used as a framework for studying the interaction of sequential processing of 

evidence and task variables in the auditor going concern opinion decisions. The 

model, which they called the contrastJinertia model is based on three general 

principles concerning the way information is processed. 

First, the model assumes a sequential judgment process and characterizes 

a subject's belief revision process as a sequential anchoring and adjustment 

strategy. Judgments made in conformance with anchoring and adjustment 

strategy are hypothesized to result from the following process: 

(a) An initial value (anchor) is adopted based on past experience, 

historical frequency data or some other triggering event. In the going concern 

environment, the formation of an anchor closely parallels the problem 

identification phase of the two stage belief :rnvision process proposed by Mutchler 

(1984). The basis for this initial estimate could come from a variety of sources. 

For instance, in performing analytical procedures. the auditor may identify 

negative trends, such as recurring operating losses or adverse key financial 

ratios that indicate potential solvency problems. Also, the results of other 

auditing procedures such as reading minutes of meetings of the board of 
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directors, may alert the auditor that there could be substantial doubts about the 

ability of the client to continue as a going concern for a reasonable period of 

time. Based on these identified conditions, the auditor forms an initial belief 

estimate of going concern (anchor). 

(b) The anchor is then adjusted to take into account additional 

information received.13 For instance, after identifying existing conditions that 

raise doubts about continued existence, the auditor determines whether other 

factors mitigate or aggravate those conditions. This parallels the second phase 

of the two stage belief revision process proposed by Mutchler. In this phase, the 

auditor collects further evidence to aid the decision as to whether or not to issue 

a modified report. Once the adjustment is accomplished, the new position 

becomes the anchor for the next adjustment and 1~he process continues 

sequentially. Thus at any point in time, the current belief looks both forward 

and back: the current belief is both a summary of all past evidence and a basis 

for integrating future evidence (Anderson 1981). The descriptive appeal of this 

principle lies in the fact that it allows an individual to keep a running total of 

the effects of prior information while reducing memory load (Einhorn and 

Hogarth 1985). 

In evaluating the informativeness or diagnosticity of new evidence (data), 

normative belief revision models (e.g., Bayes theorem) require decision makers to 

assess the consistency of t.he new evidence with respect to the hypothesis !)f 

interest as well as all other hypotheses. In other words, data or evidence is 

considered to be informative if the probability of observing the data given that 

13Unfortunately, both SAS 34 and SAS 59 are vague on how the two information sets (i.e., the 
information set used to form the initial belief and additional information used to revise the initial 
anchor) are to be distinguished. 
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the hypothesis is true differs from the probability of observing the data when the 

hypothesis is not true. Nevertheless, several studies report that people in belief 

updating tasks are interested in the consistency of new data with the hypothesis 

of interest and fail to consider its consistency with the alternative hypothesis. 

This phenomenon is so widespread that a substantial section of the psychology 

literature under the heading of "pseudo-diagnosticity" is devot.ed to it (Doherty, 

Mynatt, Tweney and Schiavo 1979). 

Since the contrast-inertia model is to be a descriptive model of the belief 

updating process, this phenomenon (pseudo-diagnosticity) is incorporated into the 

model by assuming that people evaluate evidence as being relevant to only a 

single hypothesis. 'l~s assumption adds to the model's descriptive validity due 

to its consistency with prior evidence on "pseudo-diagnosticity". In addition, the 

assumed evaluation process appears simple to execute from a cognitive 

viewpoint. 

Third, the model suggests that adjustments to new information reflect a 

conflict between forces of adaptation and inertia. The authors argue that given 

limited information processing capacity, it is important for people to be sensitive 

to new information. However, since information processing typically takes place 

in noisy environments, "over-reacting" can be maladaptive such that the 

organism needs a countervailing force of inertia (Einhorn and Hogarth 1987). 

In addition, the form of the model to be described here assumes that the 

individual devotes full attention to the judgment process and that evidence is 

assumed to be identified or encoded as either positive (i.e., for) or negative (i.e., 
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against) with respect to a specific hypothesis before being combined with the 

present belief.14 

The contrast/inertia model provides a descriptive model of the belief 

revision process based on the three principles outlined above. Two forms of the 

model distinguish the processes for dealing with negative:! and positive evidence. 

The strength of a belief is discounted using the discounting model when negative 

evidence is perceived by the subject and a parallel model (the accretion model) is 

provided which handles the case of positive evidence. 

The Discounting Model: The discounting model is relevant when the 

auditor reviews negative (contrary information) evidence about the firm's 

continued existence. The discount model is formalized as:15 

where, 

(1) 

Sk = strength of belief after evaluating k pieces of negative 

evidence (0 ~ ~ ~ 1) 

Sk_l = the previous strength of some hypothesis based on the k-l 

pieces of negati-ve evidence (0 ~ Slt-l ~ 1) 

S(ak) = subjective strength of the kth piece of negative evidence 

Wk = the adjustment weight for negative evidence 

14The model does not deal with ambiguous evidence, neither does it explicitly specify the factors 
affecting the coding process. Further, the model does not deal with evidence "searching" or 
"stopping" rules. 

15In terms of the three general principles, equation 1 models the anchoring and adjustment 
process. The first and second terms on the right denote the anchor and adjustments respectively. 
The adjustment weight (Wt ) is used to model the conflict between adaptation and inertia_ The use 
of the accretion model for positive evidence and the discount model for negative evidence highlights 
the fact that evidence is either coded as positive or negative. 
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Equation (1) can be interpreted as follows. One's current position provides an 

anchor, and edjustments to the anchor are made on the basis of the new 

evidence. Once the adjustment is completed, the new position becomes the 

anchor for the next adjustment and the process continues sequentially. As 

pointed out previously, such a process provides cognitive economy by allowing 

the decision maker to keep a "running total" of the effects of prior information 

while reducing memory load (Einhorn and Hogarth 1985). 

To illustrate the process, consider an auditor who receives the first piece 

of negative evidence (at). Her final belief after recehing this evidence is given 

by: 

(2) 

Equation (2) implies that the auditor pays attention to the evidence and correctly 

encodes it as negative. Furthermore, the same piece of evidence may have 

different importance to different auditors. 

The adjustment weight (Wt) is used to model the conflict between 

adaptation and inertia. Adaptation is modeled by assuming a contrast effect. 

Specifically, if the initial belief is low, and a strong piece of negative evidence is 

received, the new information will only lead to a relatively small revision of the 

belief (~.t). On the other hand, if the initial belief is high, the same piece of 

evidence will lead to a larger reduction of the belief. In other words, the same 

negative evidence will induce greater discounting, when prior belief is high as 

opposed to low. For instance, if an auditor, assesses (from his analytical 

procedures) that the probability of an entity's continued existence is low and 

receives further negative evidence such as denial of usual trade credit from 

suppliers, one would expect the downward revision to be much less than if the 
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auditor originally had a high belief in the entity's continued existence. This 

assumption implies a surprise effect since large anchors are "hurt" more than 

smaller ones (for the same piece of negative evidence). The contrast assumption 

is consistent with adaptation in that adjustment to new information is sensitive 

to the discrepancy between the information and one's current position. This 

contrast effect is modeled by setting the adjustment weight proportional to the 

prior anchor. Thus, 

(3) 

where (0 So a So 1) is a constant of proportionality. The force toward inertia is 

captured by the constant of proportionality which represents the extent to which 

the parameter dampens the contrast effect. The a parameter is interpreted as 

reflect.ing a subject's sensitivity toward negative evidence. Small values of a 

imply low sensitivity to new information and large values imply high sensitivity. 

The aut.hors argue that this parameter is influenced by several factors including 

both individual and situational factors. For instance, an advocate of a particular 

position is not likely to be sensitive to new negative evidence whereas a 

"Poppel'ian" is apt to be sensitive to negative evidence (Einhorn and Hogarth 

1985).16 In addition, the form of the model tested here assumes that the 

effective impact of the a parameter is not influenced by serial position (i.e., it is 

constant). 17 The full discount model can now be represented as follows: 

16According to Popper's falsificationist position, corroboration of a theory can never prove it to be 
true, whereas failures to confirm the prediction can falsify the theory under test. 

17Einhom and Hogarth call this version of the model the constantlinertia model. The predictions 
of this version of the model concerning order effect imply a unique pattern relative to other models 
(e.g. Bayes Theorem). Subsequently, they relax this assumption to allow sensitivity of evidence to 
decline over time. In this paper, it is assumed that inertia is constant. 
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(4a) 

(4b) 

Equation (4) implies that the strength of belief after k pieces of negative 

evidence is a function of (1) the size of the k-1 anchors and (2) the person's 

sensitivity toward new evidence as well as the strength of the evidence. 

The Accretion Model: The accretion model closely parallels the discount 

model and is of the following form: 

(5) 

where, 

Sk = strength of belief after evaluating k pieces of positive 

evidence (0 S 8.. s 1) 

Skol = the strength of some hypothesis based on the k-1 pieces of 

positive evidence (0 S Skol S 1) 

S(bk) = subjective strength of the kth piece of positive evidence 

(0 S Skol ~ 1) 

fk = adjustment weight for positive evidence 

Equation (5) is interpreted as follows. One's cWTent position provides an anchor 

for the next adjustment and the process continues sequentially. 

To illustrate the process, consider an auditor who receives the first piece 

of positive evidence (b l ). Her final belief after receiving this evidence is given by 

(6) 

Equation (6) implies that the auditor pays attention to the evidence and 

correctly encodes it as positive. Adaptation is modelled by incorporating a 

surprise effect. This is achieved by assuming that low beliefs are increased 

more by positive evidence than are high beliefs. In other words, the same 
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positive evidence will have more impact on beliefs when prior beliefs is low as 

opposed to high. Thus, the same positive evidence "helps" a lower belief more 

than a higher belief. This is achieved by setting the adjustment weight 

proportional to the complement of the prior belief. Thus, 

l'k = p(l - 8k•l ) (7) 

Once again, the p parameter is used to model the effects of inertia. The 

parameter (0 So P So 1) represents sensitivity to new evidence with large values, 

implying high sensitivity to new evidence and small values implying low 

sensitivity. Thus, the accretion model follows the same general form as the 

discount model except that the final position results from an anchoring and 

upward adjustment process. 'I'he full accretion model can now be represented as 

8k = 8 k•1 + P(1 - Sk.l) S(bk) (8a) 

= Ski1 - PS(bk) + PS(bk» (8b) 

The Mixed Evidence Model: The mixed evidence model uses whichever 

adjustment process is appropriate for the evidence under consideration. When 

the evidence is seen as positive (with respect to a given hypothesis), the 

accretion model is used; when the evidence is seen as negative (with respect io a 

hypothesis), the discounting model is used. Moreover, it is assumed that the 

evidence is coded as either positive or negative before being integrated into the 

present belief. Thus, the mixed model is simply a restatement of the 

discounting and accretion models and is given by: 

Sk = Sk.1 - aSk•18(ak) for negative evidence 
(9) 

8k = 8k•1 + P(1 - 8k•I)8(bk) for positive evidence 

An important aspect of the mixed model is the meaning of the relative 

magnitude of the IX and p parameters. Einhorn and Hogarth (1985, 1987) 
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~scusses the implications of different combinations of the a and ~ parameters. 

Figure 1 is based on their discussion of the joint attitudes toward positive and 

negative evidence characterized by different regions in the (x, ~ space. 

Sensitivity 
to positive 
evidence 

1~ ____________ ~ ____________ -, 

o 

Advocate 

. Insensitive 

Highly 
Sensitive 

Skeptic 

Sensitivity to negative evidence 

Figure 1. Attitudes Toward Positive and Negative Evidence (Source: Einhorn 
and Hogarth (1987» 

In the lower left cell, both parameters are low. This characterizes a 

person with a tight prior distribution. Such a person is insensitive to both 

positive and negative evidence and new information has minimal impact on the 

initial position. The opposite is true for persons in the upper right cell. This 

person has very loose priors and is highly sensitive to both positive and negative 

evidence. Typically, shifts in initial position for this person are large. The two 

off diagonal cells indicate an asymmetry in people's attitude toward evidence. In 

the upper left cell, negative information has little effect on changing one's 

beliefs, but positive evidence is weighted heavily .. An advocate of a particular 

position might be characterized by these parameters. Finally, in the lower left 

cell, negative evidence is weighted heavily but positive information is not. This 

cell could characterize auditors who are trained to approach the evidence 
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evaluation task with "healthy" skepticism. It also describes scientists who 

adhere to Popperian notions that disconfirmatory information is the way to test 

theories. 

Whereas in the absence of prior information biases, a person would have 

large values of both (X and ~ (i.e., be highly sensitive to evidence), there is 

cOi.):5ir'i"lrable em.p~rieal support showing ali asymmetry in people's attitude toward 

evidence. In particular, Nisbett and Ross (1980) argue that subjects tend to 

apply asymmetric critical standards to supportive and opposing evidence and 

tend to become more confident of a belief in response to a set of mixed evidence 

which normatively should serve to lower their confidence. As a result of this 

bias, there seems to be "non-commutativity" in response to sequentially 

presented evidence. That is, early-presented evidence seems to create theories 

which are not revised sufficiently in response to later-presented, conflicting 

evidence. Within the framework of Figure 1, this will be described as advocative 

behavior. Such a bias has also been demonstrated in subject's perception of 

correlation (Jenkins and Ward 1965) and subject's search strategy (Wason 1968). 

Within the contrast/inertia model, these findings imply that ~a) has a large 

(small) value. 

On the other hand, auditors, by reason of their education, training and 

experience, aTe likely to approach their evidence evaluation with skepticism. 

This is so since the primary risk that auditors face is that errors in financial 

statements may go undetected. This may imply that (X is larger than ~ for 

auditors (Ashton and Ashton 1988). In other words, auditors' attitude toward 

disconfirmatory evidence should be stronger than the attitude toward 

confirmatory evidence. 
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3.2 Model Predictions and Hypothesis 

In this section, four hypotheses based on the contrast/inertia model are 

presented. The predictions relate to the order in which evidence is evaluated, 

the hypothesis frame and the impact of the initial belief on subsequent belief 

revision. With respect to the order in which evidence is evaluated, recency 

effects are predicted to occur in both belief revision and opinion decisions. With 

respect to the framing of the initial hypothesis, it is predicted that belief revision 

after processing contrary information (mitigating factors) is higher for auditors 

who frame their initial hypothesis in terms of viability (failure). Both 

predictions hinge on the assumption that more weight is put on disconfirmatory 

information than on confirmatory information, holding "information content" 

constant. 

Finally, it is predicted that contrary information (mitigating factors) has a 

bigger effect as ex ante P(C) increases where ex ante P(C) is the subject's 

judgment just before processing contrary information (mitigating factors). 

3.2.1 Order Effects in Evaluating Evidence 

In the psychology literature, much interest in belief updating has focused 

on the problem of order effects. The very same set of evidence can yield a 

different respon!:1e depending on the order in which the stimuli are presented. 

Order effects have been studied extensively, especially in the process of 

impression formation. Such order effects can be quite large, even with a set of 

only four or six cues (Anderson 1981). 

Several reasons may account for such order effects. For instance, a 

recency effect may occur because subjects forget the earlier stimuli. Also, a 
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primacy effect may occur because the earlier stimuli might crystallize the 

response, ~USillg a discotmting of the later stimuli. 

Studying order effects is crucial in auditing because different decisions 

may be reached based on the order in which the auditor receives evidence. In 

discussing order effects, the contrast/inertia model distinguishes between 

sequences of consistent and mixed evidence. 

For consistent evidence (either all negative or all positive), no order 

effects are predicted. To see this, assume k = 2, then equation (4b) can be 

rewritten as 

82 = 81 [1 - as(~)] 

but since 81 = 80[1 - as(al )], 82 can be written as 

82 = 8 0[1 - as(al )][1 - as(~)] 

(10) 

(11) 

However, since multiplication is commutative, S2 is not affected by the order in 

which a l and ~ was received. Moreover, the result is easily generalized to the 

case where k > 2. In an analogous fashion, equation (5b) implies no order 

effects when a stream of positive evidence (mitigating factors) are reviewed by 

the auditor. That is for k = 2. 

S2 = So + P(1 - So)[S(bl ) + S(b2) - PS(bl )S(b2)] (12) 

Again, since both addition and multiplication are commutative, it can be seen 

that the order in which S(b1) and S(b2) are processed has no effect on S2. With 

reference to SAS 59, no order effects are predicted as long as the auditors 

evaluate a stream of either contrary information or mitigating factors. 

When an auditor processes a sequence of mixed evidence (contrary 

information and mitigating fa(~tors), the model predicts a recency effect. A 

recency effect exists because of the contrast assumption. The prediction of 
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recency effects by the mixed model is easily demonstrated by considering the 

strength of belief after receiving contrary information (negative evidence) 

followed by mitigating factors (positive evidence) versus mitigating factors 

followed by contrary information (i.e., S( + -) versus S( - +». The contrast 

assumption will imply that an auditor who reviews the negative evidence 

followed by the positive evidence will assess a higher probability of going 

concern. This recency effect is illustrated in Figure 2. In Figure 2, the slope of 

the line connecting s.. = 0, and Sk = 1 (line segment ac) in the (-,+) order is less 

steep than when negative evidence occurs in (+,-) sequence (i.e., between Sk = 1 

and Sk = 2; line segment be). 

b 

(+,-) 
e 

~----------------------->k o 1 2 

Figure 2. Predicted Pattern of Recency Effects for the Mixed Model (Source: 
Einhorn and Hogarth (1985» 

Likewise, the slope of s.. = 1 to s.. = 2 (line segment cd in the (-,+) order 

is steeper than the slope for the positive evidence (line segment ab) from the 

initial position. These differences in slope lead to crossing lines that resemble 
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"fish-tails." Recency is implied because the final position after the (+,-) sequence 

(point e) is lower than the (.,+) c!"der (point d). 

Einhorn and Hogarth also demonstrated the occurrence of recency effects 

analytically (see also Appendix B). 

Define order effects as 

D = S(-,+) - S(+,-) (13) 

where S(-,+) is the final position after receiving negative and then positive 

evidence, and S(+,-) is the final position after receiving positive and negative 

evidence. When D = 0, there are no order effects. When D > 0, recency effects 

occur since the evidence processed last has a bigger impact than the evidence 

processed first. When D < 0, primacy effects occur, that is the evidence that 

appears first has a bigger jmpact than later evidence. 

Using equations (1) and (5), equation (13) could be rewritten as 

D = [So - Wts(a) + r2S(b)] - [So + rts(b) - W2S(a)] (14) 

= s(bXr2 - rt) + S(a)(W2 - Wt) (15) 

= al3s(a)s(b) (16) 

Equation (16) implies recency effects in the sequential evaluation of mixed 

evidence. Moreover, recency effects are largest when both positive and negative 

evidence are strong and there is a high sensitivity toward both pieces of 

evidence. In particular, equation (16) implies that the initial position (anchor) 

has no impact on the size of the recency effects. 

The reason for this recency effect is that the same negative evidence has 

a larger discounting weight in (+ -) sequence and the same positive evidence has 

a greater accretion impact in (- +) sequence. In other words, order effects exist 

because the adjustment weight for the kth piece of evidence depends on the size 
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and sign of the previously evaluated evidence. 

According to this prediction, two auditors who start with the same initial 

beliefs and receive the same mixed evidence (in reverse orders) will reach 

different judgments about the probability of going concern. The preceding 

discussion leads to the following hypothesis: 

Hl: Ceteris Paribus, auditors who evaluate contrary information first followed by 
mitigating factors will assess a higher probability of continued existence to an 
entity than those who evaluate the same evidence in a reverse order. 

The implication of Hypothesis 1 is that auditors who evaluate contrary 

information first followed by mitigating factors (assuming a fixed set of evidence) 

assess a higher probability of continued existence to an entity than those who 

evaluate the same evidence in a reverse order. Recall that the going concern 

qualification judgment has been characterized as a series of belief revisions, 

where each revision is the weighted average of the previous judgment and the 

value of the current evidence item. The final revised estimate PCC I E) is then 

compared to a minimum allowable subjective belief P*(C) for issuing a clean 

opinion. If the final belief estimate P(C I E) exceeds the minimum allowable 

subjective belief P*(C), the auditor will issue a clean opinion and vice versa. 

Since auditors who evaluate contrary information followed by mitigating factors 

assess a higher probability of continued existence to an entity, it is expected that 

auditors in this condition will issue more (less) unqualified (qualified) audit 

reports controlling for P*(C). The preceding discussion leads to the following 

hypothesis: 

H2: Ceteris Paribus, auditors who evaluate contrary information followed by 
mitigating factors will issue more (less) unqualified (qualified) opinions than 
those who evaluate the same evidence in a reverse order. 

3.2.2 The Initial Hypothesis and Subsequent Revision 
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An auditor making a going concern opinion decision may be characterized 

as a quasi-scientist, who specifies an initial hypothesis about failure (e.g., 

Company A will fail in the coming year) and proceeds to collect and evaluate 

evidence to test the initial hypothesis (Kida 1984). The initial hypothesis may be 

stated in alternative ways. For instance, the initial hypothesis may be stated in 

terms of failure (i.e., the company will fail in the r.oming year) or in terms of 

viability (i.e., the company will not fail in the coming year). 

Even though the formal structure of the two hypotheses is invariant over 

the alternative frames, researchers in both psychology (Einhorn and Hogarth 

1981) and auditing (Holt 1987) have provided evidence on how alternative 

representation of questions, problems and hypotheses lead to systematic 

variation in subject's responses. 

Kida (1984) provides limited support that initial framing of a hypothesis 

affects auditor's search for evidence in going concern opinion decisions. He 

reports that auditors who frame their initial hypothesis in terms of viability are 

more likely to search for evidence that points to viability. However, both group 

of auditors (auditors in failure condition and viability condition) attended to the 

same amount of failure items. In addition to providing limited support for a 

confirmatory strategy (a tendency to solicit for evidence that confirms one's 

hypothesis) his results provide limited evidence on auditors attitude asymmetry 

toward evidence. 

Framing effects have also been observed in many diverse areas including 

bargaining (e.g., Neale and Northcraft 1986), eyewitness testimony (e.g., Loftus 

and Zanni 1975) and marketing strategies (e.g., credit card companies prefer to 

frame any price difference for cash and credit card customers as a cash discount 
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rather than as a credit surcharge). Several reasons have been advanced for such 

framing effects. According to one school of thought, framing effects occur 

because alternative characterization of a problem may induce variation in the 

activation of a schema (Shields, Solomon and Waller 1987). Along the same 

lines of reasoning, Einhorn and Hogarth (1981) suggest that such framing effects 

may (){'cur because while the formal structure of a task may be invariant over 

alternative frames, the content may change and lead to framing effects by 

altering the meaning of the task. While there is substantial empirical evidence 

on framing effects, there have not been serious efforts to provide an explicit 

framework which will enable specific hypotheses to be tested on the nature of 

framing effects. IS Indeed, much of the scientific inquiry into the impact of 

alternative framing of tasks have followed what has been referred to as "dust

bowl empiricism" (Lichtenstein, Fischhoff and Phillips 1982). This means that 

empirical evidence is accumulated without a driving psychological theory either 

as a motivation for the research or as an explanation of the results. In the 

absence of such a framework, it is difficult to evaluate and reconcile some of the 

conflicting findings. For instance, Shields, Solomon and Waller (1987) did not 

observe a framing effect for their group of auditors but framing effects were 

observed in the study by Holt (1987). 

On the other hand, the contrast/inertia model provides a framework in 

which one can generate testable predictions on the impact of hypothesis framing 

on the auditors' use of Judgment data. Recall that the mixed evidence model 

uses whichever adjustment process is appropriate for the evidence under 

l8An exception is prospect theory posited by Kahneman and Tversky (1979) which deals with 
evaluating prospects under uncertainty. 
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consideration. When the evidence is seen as positive for the hypothesis under 

consideration, the accretion model is used; when the evidence is seen as 

negative, it calls for a downward revision in initial belief and this is achieved by 

using the discounting model. Thus, the same piece of evidence may lead to 

discounting or accretion of prior beliefs depending on how the initial hypothesis 

is framed. Consider, for instance, an auditor who obtains evidence that the 

client has been denied a usual trade credit. If the auditor's initial hypothesis is 

stated in terms of failure (the client will not continue in the coming year), this 

is seen as "positive" evidence for the hypothesis under consideration. 

Furthermore, on obtaining that piece of evidence, one will expect an upward 

revision in belief (accretion model). On the other hand, had the auditor stated 

his initial hypothesis in terms of viability (e.g., the client will survive in the 

coming year), the same evidence is now seen as "negative" and will lead to a 

downward adjustment of belief. 

It is easily demonstrated that as long as the parameter used in downward 

revision (a) differs from that used in upward revision (~), alternative ways of 

stating an initial hypothesis will lead to divergence in beliefs. To see this, let 

So =initial belief in a specific hypothesis (e.g., the client will continue) 

1 - So = 80 = initial belief in the alternative hypothesis (e.g., the client 

will not continue) 

Then the revised belief after seeing a piece of evidence (e.g., denial of usual 

trade credit) from equation (4a) and (8a) is 

81 = 80 - aSos(.) 

81 = 80 + 13(1 - 80)s(.) 

SI = 1 - 81 ¢::} So - aSos(.) = 1 - [80 + 13(1 - 80)s(.)] 



for all s(.) ~ 0, if 

So - aBo8(.) = 1 - (1 - So + P808(.)] 

So - aBo8(.) = So - 13808(·) 

a > p => 81 < 1 - 81 

a < p => 81 > 1 - 81 

a = p => 81 = 1 - 81 

52 

In particular if Cl is greater than ~, ibis implielil a more extreme revision in 

initial belief given the same type of contrary information for auditors who frame 

their initial hypothesis in terms of viability (see also Appendix A). 

Einhorn and Hogarth (1985, 1987) characterize skeptics as having large 

(a) parameters and low (13) parameters. In the absence of previous studies that 

examine auditors' sensitivity to evidence, it is problematic to specify a and 13 

parameters for auditors. However, as a result of their education, training and 

experience, auditors are more likely to adopt skeptical attitudes (for instance, 

auditors are trained to be conservative and 00 go about their work with "healthy" 

skepticism). This implies that (l is greater than 13. 

A critical issue to resolve is whether the relationship between the a and P 

parameters (a > P) holds regardless of how the hypothesis is framed. One may 

argue that attitude towards evidence is sensitive to the meaning of evidence. 

Thus, if an audit{)r evaluates evidence using alternative frames, the values of 

the a and p parameters will be sensitive to the meaning of the evidence. For 

instance, in the viability frame where contrary information discounts beliefs and 

mitigating factors lead to accretion of beliefs, it is conceivable that the parameter 

used in discounting (a) is greater than that used in accreting (13) beliefs. 

However, if the same pieces of evidence were evaluated in the failure frame 
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(where contrary information is used to accrete beliefs and mitigating factors are 

used to discount beliefs), the values of the parameters will alter, such that the (3 

parameter is now larger than the (l parameter. 

On the other hand, the position adopted here is that (l > (3 regardless of 

the hypotheses, such that the same contrary information leads to a larger 

(smaller) discounting (accretion) of beliefs in the viability (failure) frame. The 

alternative frames as well as the appropriate parameters used when contrary 

information and mitigating factors are evaluated are presented in Figure 3. 

Initial 
Hypothesis 

Failure 

Viability 

Type of Evidence 

Contrary 
Information 

ex 

Mitigating 
Factors 

(l 

f3 

Figure 3. Parameters Used in Altering Beliefs in Different Hypotheses Frames 

Similarly, if a> (3 regardless of the hypothesis, then the same mitigating 

factor leads to a smaller (larger) accretion (discounting) of beliefs in the viability 

(failure) frame. 

To sum up, it has been argued that if an auditor evaluates contrary 

information in the viability frame, the contrary infonnation calls for discounting 

the initial belief. However, in the failure frame, the same contrary information 

leads to an accretion of the initial belief. Since the 0«(3) parameter is used to 

discount (accrete) the initial belief in t.he viability (failure) frame, and (l > 13, it 
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follows that belief discounting in the viability frame will be larger than belief 

accretion in the failure frame. 

Similarly, if an auditor evaluates mitigating factors in the viability frame, 

this calls for an accretion of initial belief. However, the same mitigating factor 

leads to discounting of initial beliefs in the failure frame. Once again, since 

a. > ~, it follows that belief discounting in the failure frame will be larger than 

belief accretion in the viability frame given the same mitigating factors. 

It is noted in passing that this issue bears' close resemblance to the 

differential evaluation of payoffs framed as either gains or losses in prospect 

theory (Kahneman and Tversky 1979) and more generally to the "change of 

meaning" hypotheses that has been extensively studied in impression formation 

(Asch 1946). Assuming that one accepts the preceding argument on auditors 

skepticism and the relati.onship between the a. and ~ parameters, this will imply 

the following hypotheses: 

B3a: Ceteris Paribus, mean belief revision (given the same pieces of contrary 
information) will be larger for auditors who frame their initial hypothesis in 
terms of viability. 

H3b: Ceteris Paribus, mean belief revision (given the same pieces of mitigating 
factors) will be larger for auditors who frame their initial hypotheses in terms of 
failure. 

3.2.3 The Initial State and Subsequent Revision 

The initial state represents the prior attitude or belief of the subject 

before exposure to an experimental stimuli. The contrast/inertia model assumes 

that the initial state affects the belief revision process via its impact on the 

adjustment weight. In particular, if the initial belief is low and a strong piece 

of negative evidence is received, the new information will only lead to relatively 

small revision of the initial state. On the other hand, if the initial belief is 
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high, the same piece of evidence will lead to a larger reduction of belief. In 

other words, large anchors are "hurt" more than smaller ones (for the same piece 

of negative evidence). Similarly, small anchors are "helped" more than larger 

ones (for the same pieces of positivp. evidence). This suggests the following 

hypotheses:19 

H4a: Ceteris Paribus, there is a positive association between initial beliefs and 
the magnitude of belief discounting when auditors evaluate contrary information. 

H4b: Ceteris Paribus, there is a negative association between initial beliefs and 
the magnitude of belief accretion when auditors evaluate mitigating factors. 

To sum up, a model of belief revision has been presented in this section. 

This model is based on three principles of human information processing, namely 

(a) sequential judgment process, (b) evaluation of evidence as relevant to a single 

hypothesis and (c) conflict between forces of adaptation and inertia. Based on 

this model, four hypotheses relating to the interaction of task variables and 

sequential processing of evidence have been stated. In the next chapter, the 

method for testing these hypotheses is presented. Prior to that, however, a 

review of empirical evidence on the model is provided. 

3.3 Empirical Evidence Supporting the Model 

In a series of eight experiments involving different experimental tasks 

Einhorn and Hogarth (1987) tested the model's predictions concerning order 

effects. Experiments 1 through 5 required subjects to judge the likelihood of a 

causal hypothesis in each of four scenarios. The content of the four scenarios 

involved: "(1) a defective stereo speaker thought to have a bad connection; (2) a 

19These hypoth~ses are appropriate for the viability fhune only. To test these hypotheses with 
all data, the failure group data were transfonned from P(NC I.) to P(C I.). 
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baseball player whose hitting had improved dramatically after a new coaching 

program; (3) an increase in sales of a supermarket product following an 

advertising campaign; (4) the contraction of a lung cancer by a worker in a 

chemical factory." Each scenario involved an initial description (the anchor) and 

additional pi~ces of information presented in separate paragraphs. In each case, 

the anchor provided information regarding the hypothesis that the particular 

cause was responsible for the effect of interest. After reading the stem (anchor), 

subjects were asked to rate how likely the suspected factor was the cause of the 

outcome on a rating scale from 0 to 100. Mter responding to this question, 

subjects turned the pages of their experimental booklets and were presented 

with additional pieces of evidence. To test the prediction of no order effects for 

consistent evidence, subjects received either positive or negative evidence. To test 

the recency effects for mixed evidence, subjects received both positive and 

negative evidence. In addition, two methods were used to test for response mode 

effects. In the step-by-step condition, the pieces of new information were 

presented on separate paragraphs with a 0-100 point rating scale at the bottom 

of each page. Subjects were asked to respond after each piece to the question, 

"Now, how likely do you think X causes Y?" In the end of sequence procedure, 

the pieces of information were presented continuously as paragraphs. At the 

end of the last paragraph, subjects were asked to rate the likelihood that X 

caused Y. 

The results of the experiments supported the model's predictions of no 

order effects for consistent evidence and recency effects for mixed evidence. 

Moreover, the order effects held acro,ss both the step-by-step and end-of-sequence 

response modes thereby suggesting that the manipulation of the processing mode 
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had no effect on the underlying process. In auditing three studies have been 

conducted to test the predictions of the modeL Each study is reviewed briefly 

noting, wherever appropriate, the weaknesses of the study. 

Ashton and Ashton (1988) conducted six experiments using two groups of 

subjects to test the predictions of the model as it relates to order and response 

mode effects. The first group of subjects was composed of 62 students enrolled in 

a fourth. .. year auditing ~QUISe at the Umvci:sity of Alberts. The uther subject 

group was composed of 211 practicing auditors enrolled in a continuing 

professional education program in Calgary and Edmonton, Alberta. These 

auditors had a mean experience level of three years in public accounting. 

In the first two experiments of the study! subjects were asked to assume 

that they were investigating the payroll records of an audit client and were 

further told that a preliminary investigation of the internal controls over payroll 

had indicated that the likelihood of the controls to prevent or detect material 

errors was either .20, .50 or .80. These initial estimates were meant to serve as 

anchors, which were updated sequentially after each piece of additional evidence 

about the controls was presented. Subjects were then provided with four pieces 

of additional evidence. In experiment lA, all pieces of evidence were positive, 

whereas all pieces of additional evidence received in experiment IB were 

negative. To 'strengthen' this manipulation, each piece of evidence was followed 

by the statement, ''You consider this a strength (weakness) of the system." The 

2dditio~31 pieces of evidence Vlere presented in tV/O orders: tV/O pieces of strong 

evidence followed by two pieces of weak evidence. The pieces of evidence were 

taken from an earlier "policy capturing" study in which the subjective strength of 

each item had been estimated (Ashton and Brown 1980). After each piece of 
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evidence was presented, the subjects were asked, "Now, what do you believe is 

the likelihood that the system will prevent or detect material error?". Subjects 

responded by marking an "X" on a line numbered from 0 to 100. The dependent 

variable was the likelihood rating after the fourth piece of evidence minus the 

anchor. 

Ashton and .t\..shton (1988) interpreted the results of this part of the 

experiment as being consistent with the model's prediction of no order effects for 

consistent evidence. In addition, they reported evidence which (on the face of it) 

supported the model's contention that smaller anchors are "helped" more by 

positive evidence than larger ones are supported. Similarly, (for negative 

evidence) their findings seem to imply that larger anchors are "hurt" more than 

smaller ones given the same piece of negative evidence. For instance, for subjects 

(who received consistent negative evidence) with anchors of .20, .50 and .80, 

mean belief change was -.077, -.228 and -.361, respectively. Further, the results 

for student subjects were identical to that of auditor subjects. 

In the next two experiments (experiments 2A and 2B), the principal issue 

studied was the prediction of recency effects in the sequential evaluation of 

mixed evidence. The anchor was also manipulated at .20, .50 and .80. Two 

orders of presentation of the evidence were employed. In the first order, subjects 

evaluated two pieces of positive evidence followed by two pieces of negative 

evidence (++--). In the second condition, the order was reversed (--++). In 

addition: af~~ e:::ch piece of evidence was presented, subjects were told, ''You 

consider this a strength (weakness) of the system." 'rhe dependent variable was 

the likelihood rating after the fourth piece of evidence minus the anchor. The 

results of these experiments were interpreted as being consistent with the 
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existence of recency effects as predicted by the model. For instance, for auditor 

subjects, mean belief change in ++-- (--++) order was -.070 (.001). In addition, 

significant main effects for the size of the initial anchor consistent with the 

predictions of the model were also reported. 

In the last two experiments, the authors examined the impact of response 

mode on the belief revision process. Two response modes were tested. In the 

sequential mode, subjects made n likelihood rating after seeing each piece of 

evidence. In the simultaneous mode, subjects deferred their likelihood judgment 

until they had received all four pieces of evidence. 

Results of the experiment indicated that given the same pieces of 

evidence, simultaneous processing of evidence led to a smaller revision of belief: 

Again, this findinc- was interpreted as being consistent with the analytical 

results of Einhorn and Hogarth (1985) which predicts a dilution effect (smaller 

revision) for simultaneous processing of evidence. In turn, this dilution effect was 

attributed to auditors and auditing students being prone to revise their beliefs 

when new evidence is received, and being more sensitive to negative evidence. 

Although Ashton and Ashton (1988) interpreted the above findings as 

being consistent with the predictions of the model, one should be extremely 

cautious in accepting the findings for at least two reasons. First, a major 

weakness in the study is a confounding of source credibility and belief revision 

issues. For instance, subjects were asked to assume that a preliminary 

investigation of internal controls over payroll had indicated that. the likelihood 

that the controls would prevent or detect material errors was either .20, .50 or 

.80. However, if for whatever reasons, subjects did not believe this initial 

estimate, then the subsequent belief revision is a joint effect of adjusting 
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(ignoring) the anchor and responding to the new evidence. Moreover, as each 

subject participated in three experiments, it is not clear how the preceding 

experiment(s) impacted on the belief revision of subsequent experiments. For 

instance if in an earlier experiment, a subject is told to assume an initial anchor 

of .20 (.80) and subsequently receives only positive (negative) evidence, it is 

possible for subjects not to take any subsequent experimenter provided anchors 

very seriously. Along the same lines of reasoning, it was often not clear whether 

subjects were responding to presented evidence per se, to researcher provided 

statements (such as ''You consider this a weakness of the system") or to some 

combination of the two. 

Second, in testing for the impact of the strength of the initial belief 

(anchor) on subsequent revision, the authors used the absolute change in belief 

as a dependent measure. Given that the range within which beliefs can be 

revised is bounded, this measure seems to be problematic. At issue here is the 

possibility of "floor" effects given the size of the initial belief. 

A second study was conducted by Knechel, Messier and Tubbs (1987). 

Using 250 auditors, they conducted four experiments to test the predictions of 

the model as it relates to order and response mode effects. Subjects in the study 

were audit seniors from 2 firms. Two tasks were employed in the study. The 

first study presented an Accounts Receivable scenario dealing with the 

collectibility of a major account. The second study involved an Accounts Payable 

situation dealing with the probability that accounts payable are fairly stated. 

Like the study by Ashton and Ashton (1988) two x'esponse modes were tested; a 

step·!>y-step mode in which judgments were elicited after each piece of new 

evidence, and an end of sequence mode in which judgments were elicited after 



61 

all information had been presented. Consistent with the predictions of the model, 

the authors report that no order effects were found for the processing of 

consistent negative evidence but recency effects were found for processing mixed 

evidence. However, contrary to the model predictions significant recency effects 

were found when auditors processed consistent positive evidence. 

With respect to response mode effects. the results of the study were 

conflicting. In two 'of the experiments, recency effects were found when auditors 

processed mixed evidence sequentially but no such effects were found when 

mixed evidence was processed simultaneously. However, in two other 

8xperiments where subjects were provided with a longer series of mixed evidence 

recency effects were reported for both modes. In addition, simultaneous 

processing of mixed evidence led to more extreme responses indicating that there 

was a dilution effect for sequential processing. Perhaps, such conflicting findings 

underscore the difficulty involved in successfully manipulating the response mode 

variable. 

A weakness of b&th studies is the exclusive focus on the difference 

between the final likelihood judgments and the anchor. Thus one is unable to 

discern whether the intermediate judgments are in the appropriate direction. 

A third study .that reports the intermediate judgments was conducted by 

Bonner and Butler (1988). In their study, 311 experienced auditors evaluated 

four ratios during the planning stage of an audit to assess the likelihood that a 

material error had occurred. The independent variables of interest in the study 

were the order and mode of presentation of the audit evidence (financial ratios). 

In the first experiment, designed to test the no order effect for consistent 

positive evidence, the results of the experiments were mixed. Contrary to the 
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model's prediction, an order effect was reported when consistent positive evidence 

was presented sequentially. However, no such order effects were found for 

simultaneous processing of evidence. Likewise, support for more extreme belief 

revisions in the simultaneous response mode was found, but only in one of the 

two order conditions. 

In the second experiment, the authors report that no order effect (for 

consistent disconfirming evidence) was detected in the sequential response mode. 

Further although a more extreme belief revision was detected in the 

simultaneous response mode, the change was in the wrong direction. Finally, no 

recency effects were detected, when subjects evaluated mixed evidence. Analysis 

of subjects' intermediate judgments explain some of the inconsistent findings 

reported above. Although, it was the expectations of the authors that some 

ratios provided confirmatory evidence, the intermediate judgments of subjects 

indicated the opposite. For instance, what the authors called confirming evidence 

actually decreased subject's beliefs and similarly what the authors perceived as 

disconfirming eY;dence Cid not alter beliefs. Additionally, subjects were asked to 

use ratios to evaluate hypothesis that errors had occurred, although in practice 

it seems ratios are used to generate hypothesis about the causes of error and 

other procedures (e.g., inquiry of management) are used to evaluate those 

hypothesized causes (SAS 56). 

A major feature of the above studies is a demonstration of differences in 

belief changes as a function of temporal order, response mode or type of 

evidence. None of the above studies, however, examine how such differences in 

belief revision are of any significance to any audit decisions. Without providing 

any linkages to audit decisions or adequate motivation of why the phenomenon 
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is an interesting auditing issue, it is not clear that the preceding studies had 

been successful in highlighting the importance of procedural variables in 

auditors' information processing. 

On the other hand, SAS 59 suggests a temporal sequence of how auditors 

should evaluate an entity ability's to con.tinue as a going concern. The auditor. 

considers whether the results of her procedures performed in gathering evidence 

relative to various audit objectives indicate that there could be substantial doubt 

about the ability of the entity to continue as a going concern. If after considering 

those identified conditions and events in the aggregate, the auditor believes 

there is doubt about the entity's ability to continue in existence, the auditor 

should obtain information about management plans or other factors that are 

intended to mitigate the effect of such conditions or events and finally after she 

has evaluated management plans if she still has substantial doubts, she should 

modify her report. 

Thus, the standard provides adequate motivation for studying the 

temporal sequencing of evidence. In addition, a major strength of the present 

study is the linkage of the impact of belief changes to auditor's report choice 

decision. Estimates of what constitute substantial doubts are measured and 

auditors' final likelihood ratings are compared to the threshold judgment to 

check for adherence to the standard. In this regard, this study differs from the 

previous three by not only testing the predictions of the contrastlinertia model in 

an appropriate auditing setting, but also (and perhaps mQre significantly) 

investigating how procedural variables can affect an important audit decision 

(the choice of a report). 
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Finally, by including the framing variable, this study tests the robustness 

of the predictions of the contrastJinertia model across different procedural 

variables. 
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CHAPTER IV 

4. RESEARCH METHOD 

In this chapter, the research method employed in the study is described. 

The description proceeds with a brief overview of the experiment, followed by a 

description of auditors who served as subjects. Next, a description of the 

experimental design is provided and the chapter concludes with a detailed 

description of the experimental task and procedure. 

4.1 Overview of Experiment 

Participants were asked to assume that they were performing a review of 

a current year's audit engagement. They were further asked to consider the 

going concern question in conjunction with this review. 

The case was taken from the files of an actual audit engagement of a 

local office of a Big Eight CPA firm. The case was prepared with the close 

cooperation of the engagement partner. The experimental materials consisted of 

three parts and subjects were asked to go through the materials in the order 

given. 

In the first part, each participant was provided with background 

information of a hypothetical client. The information included a description of 

the operations of the client, its economic environment and the type (\f audit 

opinion it had received in the last two years. Following this information, the 

next few pages presented audited financial statements of the last three years 

and the current year. At the end of this part, subjects were asked to indicate a 
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likelihood rating of the firm continuing in existence. This part of the 

experimental materials served the dual purpose of enabling the subjects to 

familiarize with the client's operations and financial condition as well as 

providing an initial anchor for each subject.2o 

In the second part of the experimental materials, each subject was asked 

to make a series of judgments based on additional information that had become 

available to them after looking further into the working papers. Two of the 

pieces of evidence were contrary information and the other two were mitigating 

factors (as defined by SAS 34, SAS 59). These pieces of evidence were chosen 

for two reasons. First, the engagement partner and manager of the actual audit 

indicated to me that beyond the financial statements, those were the crucial 

factors that were used as inputs in their choice of a report. Second, each piece 

of evidence was explicitly identified by both SAS 34 and SAS 59 as being either 

a contrary information or a mitigating factor. 

Each piece of evidence was presented on a new page, and for each piece 

of evidence there was a belief scale which asked participants to provide a revised 

assessment. Subjects were infornuld to make a ju.dgment (when asked to do so) 

before proceeding with the rest of the experiment. In addition, once a judgment 

had been made and they had proceeded to the next part of the experiment, they 

were not. to alter any previous responses. 

The last part of the instrument contained manipulation checks, questions 

about participants auditing experience and several 7-point Likert scales to 

20In designing the experiment there was a choice between providing each subject with an initial 
anchor or allowing each subject to form her own anchor. Whereas the former approach provides 
an expedient way of manipulating the size of the initial anchor, it has the potential limitation of 
confounding source credibility and belief revision issues. This limitation was considered crucial 
enough and hence the choice of the latter approach. 
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measure the auditors' attitudes toward qualification. Two manipulation checks 

were used. First, after completing the experiment, subjects were asked to 

classify each piece of evidence as either contrary information or a mitigating 

factor. Where a subject's rating of evidence was inconsistent with the intended 

manipulation, the subject's response on the belief scale was reviewed to 

determine if the belief revision was nevertheless consistent with the manipulated 

direction of the evidence. 

Finally, each subject was asked to indicate a threshold probability P*(C) 

which will signal that there is substantial doubts about the entity's ability to 

continue in existence and hence lead to a modification of the audit report. 

Subjects made this assessment prior to or after a recommendation had been 

made on the type of the audit report to be issued. That is, one group of subjects 

made the assessment after providing an initial estimate of the client ability to 

continue in existence but before seeing any pieces of additional evidence and the 

other group made the assessment after they had reviewed all pieces of evidence 

(see the appendix for this latter version). 

A cover letter to each participant emphasized the importance of working 

on the case independently. Further, participants were informed that the case 

was straightforward and involved no tricks. Subjects were guaranteed 

anonymity and were specifically informed that their responses would not be 

reviewed in isolation. Additionally, each subject was provided an envelope and 

was asked to enclose her completed responses in the sealed envelope and return 

the sealed envelope to her representative. Appendix C contains one version of 

the case used in the experiment. 
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4.2 Description of Subjects 

Representatives of four Big Eight CPA firms in the Los Angeles area were 

contacted to provide participants for the study. The representative of each firm 

was provided with a number of research instruments and was asked to 

distribute them to auditors of senior manager or partner rank. The auditors 

who participated in the research were thus not randomly selected which in turn 

may affect the generalizability of the results.21 

As can be seen from Table 1, of the one hundred and twenty (120) 

instruments that were mailed to the representatives, seventy (70) were returned 

indicated that there was no difference in the response rates of the four firms 

('l = 6.31, P > .1). Audit managers and partners were chosen as subjects since 

they are either responsible for, or provide, the greatest input into their firills' 

going concern decisions. 

Table 1 

Response Rate by Firm 

Firm Questionnaires Questionnaires Response 
~m~r Mailed Retyrnea Rare 

1 40 22 55% 

2 40 19 48% 

3 20 13 65% 

4 20. .lfi ~ 

Total 120 70 58.3% 

21Anovas were performed using order, frame and the four firms as factors. Firm was not 
significant in any of these !Illelyses. Thus, there is no evidence of between group differences. 

22This is actually a minimum response rate. The response rate may be higher if not all of the 
120 instruments were distributed. 
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Demographic data on the participants are presented in Tables 2 and 3. 

As indicated in both tables, subjects can be characterized as experienced 

auditors. Of the 70 auditors, 50 were managers and 20 were partners. The 

mean level of experience was twelve years. Each participant was asked the 

number of audits they had worked on in the last four years. The mean number 

of audits was 43 audits. Similarly, in the last four years, the mean number of 

audits that had resulted in unqualified and qualified (going concern) opinions 

was 43 and 5, respectively. 

Table 2 

Participant Distribution by Firm 

Firm Partners Managers Total 
Number Responding- Responding- Responding 

1 9 13 22 

2 7 12 19 

3 1 12 13 

4 a la 1Q 

Total 
Respondents 20 50 70 

Thus, the objective of ensuring that only experienced subjects take part in 

the study had been achieved. Finally, all subjects responding indicated that 

their area of primary activities in the firm was in auditing. 
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Table 3 

Demographic Data on Participants 

Position in Firm: % Partner 29 
% Manager ..1! 

!2Q 

Standard Minimum Maximum Standard 
Mean Deviation Value Value Error of 

N... (years) (years) (years) (years) Mean 

Years of 
experience 70 12 7.5 4 40 0.89 

Number of audits 
in the last 
four years 70 42 28.3 10 160 3.4 

Unqualified audit 
reports issued in 
the last four 
years 70 36.12 24.6 7 140 2.93 

Qualified (going 
concern) audit 
reports issued 
in the last 
four years 70 3.51 3.95 0 20 0.47 

Qualified (other) 
audit reports in 
the last four 
years 70 2.53 3.29 0 18 0.39 

Adverse reports 
issued in the 
last four years 70 0.03 0.17 0 1 0.02 

Opinions disclaimed 
in the last four 
years 70 0.43 1.11 0 6 0.13 
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4.3 Research Design 

A 2x2 experimental design was used to test the major hypotheses. The 

major independent variables were order of evidence (contrary mitigating versus 

mitigating contrary) and framing of the initial hypothesis (either a failure or 

viable hypothesis condition). 

The dependent variables were: (1) the difference between the initial 

judgment and the judgment after the relevant pieces of evidence have been 

evaluated23 and (2) the type of opinion issued. Subjects were also asked to 

provide threshold assessments for issuing a going concern report. One group of 

subjects made this assessment prior to issuing a report and the other group 

made this assessment after they had issued a report. 

4.4 Task and Procedure 

Participants were asked. to assume that they were performing a review of 

the current year's audit engagement. In addition, they were informed that the 

information provided in the recent financial statements had raised doubts about 

the client's ability to continue ;n existence. They were thus to consider the 

going concern question in conjunction with the review. 

The case was taken from the files of an actual audit engagement of a 

local office of a big eight CPA firm. The case was prepared with the close 

cooperation of the engagement partner. Both the partner and manager of that 

engagement indicated that the fmal version of the case had captured all the 

relevant information that they used in making a.decision on the opinion to issue 

for the client. In addition, written comments by participants in a pilot study 

23Depenwng on the hypotheses being tested, this could be one of Jl, J2, J3 or J4. 
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indicated that the research instrument was clear and readily understandable and 

that the study was realistic. 

The experimental material consisted of three parts. In the first part, 

each participant was provided with background information of a "hypothetical" 

client. The background information described the operations, economic 

environment, internal control quality of the current year and type of audit 

opinion issued in the last two years. 

The client was described as a manufacturer and marketer of 

teleconferencing hardware and software products to both business and 

government. It was incorporated seventeen years ago and had been traded 

publicly since the last six years. Although the company had not emphasized nor 

established a strong network of internal controls, top management closely 

monitored operations, and overall management controls served as adequate 

substitute for detailed controls. As a result of this management control system, 

only minor adjustments had b(:en made to book balances in the past. 

Subjects were also informed that in each of the past two years that their 

firm had audited the client, an unqualified report was issued. However, in the 

past year various members of management had expressed their differences of 

opinion to the other employees which had contributed to employee morale 

problems, including turnover. 

After being provided with the above information, subjects were then 

presented with the financial statements of the client for the last four years. In 

each of the last two years, the client had incurred a net loss and as at the end 

of the current year, the retained earnings indicated a debit balance. The 

balances in the financial statements consisted of audited values and participants 
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were told that they were considering what type of opinion to issue for the 

current year. .After the background information and the financial statements, 

participants were asked to assess (on a scale of 0-100) "how likely is it that the 

client will continue in existence during the coming year" (viable condition). The 

end point of the scale was labeled "certain not to continue" and 100 was labeled 

"certain to continue." 

Participants in the failure condition were asked to assess (on a scale of 

0-100) "how likely is it the client will fail (not continue in existence) during the 

coming year" (failure condition). The labeling of the end point of the scale was 

as follows: a was labelled as "certain not to fail" and 100 as "certain to fail." 

After providing the initial assessments, the second part of the 

experimental materials asked the subjects to make a series of judgments based 

on four pieces of additional information that haf~ become available to them after 

looking further into the working papers. Two of the pieces of evidence were 

contrary information and the other two were mitigating factors (as defined by 

SAS 34, SAS 59). Each piece of evidence was presented on a new page, and at 

the end of each of the evidence, there was a 0-100 appropriately labelled belief 

scale which asked participants to provide a revised assessment. As the case was 

not administered in person, extra precautions were taken to ensure that the 

evidence was reviewed in the order provided. In particular, participants had to 

tear a seal in order to assess each item of evidence. Also, they were instructed 

not to tear the next seal until they were sure they had reviewed the evidence 

and made a judgment, concomitant on that review. Additionally, once a 

particular evidence item had been reviewed and a judgment made, they were not 

to come back and alter previous responses. One of the pieces of contrary 
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information related to the refusal of the company's banker to renew the client's 

line of credit in the amount of one million dollars. Although the client had 

attempted to negotiate with other banks regarding a line of credit, the 

negotiations had not been successful. 

The second piece of contrary information related to the problems 

encountered by the company with the quality of one of its product line. In 

addition to the potential obsolescence problem posed by this product line, it had 

also resulted in the loss of one of the principal customers of the client. Further, 

this piece of evidence indicated that as of balance sheet date a great portion of 

inventory (approximately four-tenths of total assets) was either not paid for or 

pledged as collateral for outstanding debt. 

The first mitigating factor related to a forecast of increasing profits 

reaching $2 million before federal income taxes in 1992. Furthermore, this 

evidence indicated that the number of users of the product of the specific type 

distributed by the company is approximately doubling each year. Indeed, two 

months after the financial statement date the company was already near the 

break even point and overhead costs incurred to date were substantially lower 

than costs for the same time last year, and somewhat lower than estimates in 

the budget. 

The last evidence item referred to the deferral of accounts payable over a 

three year period. Further, the creditors of the company had provided a letter 

indicating that they would not consider the loan in default because of the late 

payments of the 1987 installments. Additionally, the 1988 installments were not 

due until later in the year. The four pieces of evidence were presented in two 

orders. L"l one conditioil, the two mitigating factors were presented first followed 
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by the contrary information. The order of evidence was reversed in the other 

condition. In addition, within the two contrary information and mitigating 

factors, the orders were held constant. Although the pieces of evidence could be 

presented in several orders (e.g., CMCM, CMMC, etc.), this particular order was 

chosen for three reasons: (1) It provided a straightforward test of the 

predictions c;f recency effects. (2) The model predicts that recency effects are 

largest when both "positive" and "negative" evidence are strong. (3) It is 

consistent with the order employed by Einhorn and Hogarth (1985, 1987). 

After reviewing all four pieces of evidence, participants were asked to 

indicate what type of opinion they will issue for the current year.24 

In the third part of the experiment, all participants completed a 

debriefing questionnaire in two parts. In the flI'St part, they were asked to 

provide information about their background and auditing experience. 

Specifically, they were asked to indicate their primary area of responsibility in 

their firm, the number of audits they had been engaged on within the last four 

years, and how many of those audits had resulted in unqualified, qualified or 

adverse opinions. In addition, they were asked to classify each piece of evidence 

presented in the experiment as being either contrary information or mitigating 

factors. 

Participants in the viability (failure) condition were also asked to indicate 

a probability below (above) which they will have substantial doubts about the 

entity's ability to continue in existence and hence modifY the audit report to 

reflect that conclusion. One group of subjects made this assessment in the third 

24Thc m:tl!!!l engagement had resulted in a going concern qualified opinion. However, one year 
after the date of the auclited financial statements, the client was stiU surviving. Thus in terms of 
accuracy, one could argue that all subjects choosing the qualified opinion were in error. 
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part of the experiment (i.e., after a recommendation had been made on the type 

of audit report to be issued). A second group made the same assessment in the 

first part of the experiment (i.e., prior to providing the initial assessment of the 

entity's ability tJ) continue in existence). 

The last part of the instrument used a 7-point Likert scale to measure 

the auditors' attitudes toward qualification. 

To sum up, experienced auditors were asked to evaluate evidence items as 

they relate to a judgment of a hypothetical client's ability to continue in 

existence. The auditors were asked to provide an initial assessment of the 

client's ability to continue in existence based on background information and the 

financial statements of the firm. Mter this assessment, subjects made revised 

judgments based on four additional pieces of evidence. Finally, subjects were 

asked to make a choice of audit report contingent on this revised assessment. 

The order in which the auditors reviewed the evidence and the framing of the 

initial hypothesis were manipulated. 

In the next chapter, the results of these manipulations on (1) the belief 

revision process and (2) the choice of audit report will be presented. 
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CHAPTER V 

5. RESULTS 

5.1 Preliminary Analysis 

In this chapter, results of tests of hypotheses posited in Chapter III are 

presented. However, prior to proceeding with the hypotheses tests, the first part 

of the chapter is devoted to a preliminary data analysis. Such an exploratory 

analysis is often useful because of the potential it provides for uncovering any 

untenable assumptions as well as laying a foundation for the choice of statistical 

tools in later hypothesis testing. 

To enhunce clarity in exposition, the preliminary analyses are presented 

in the following order: 

(1) Intermediate likelihood ratings 

(2) Assessments of threshold 

(3) Frequency of opinion issued 

(4) Manipulation check on subjects' perception of evidence 

(5) Analysis of between firm. differences 

5.1.1 Intermediate Likelihood Ratings 

Tables 4 through 8 present detailed descriptive statistics for each of the 

four groups. For samples of unequal size, moderate violation of the 

assumption of homogeneity of variance can have a marked effect on the test of 
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Table 4 

Descriptive Statistics of Initial Judgments (JO) 

Gr2l!12 1 _2_ -L.. _4_ 

Sample Size 21 15 19 15 
Mean 40.71 35.33 70.79 70.60 
Standard Dev. 21.71 17.97 19.09 13.48 
S.E.M. 4.74 4.64 4.38 5.03 
Skewness -0.046 0.108 -1.65 -1.14 
Maximum 75.00 60.00 90.00 95.00 
Minimum 10.00 10.00 15.00 20.00 
Median 42.00 30.00 80.00 70.00 
I.Q.R. 22.5,60.0 20.0,50.0 60.0,80.0 60.0,90.0 
W:Normal 0.957 0.910 0.831 0.909 
PROB < W 0.224 0.171 0.01 0.167 

Grmm Qr.der Frll.m~ 
1 CCMM Fail 
2 rvrMCC Fail 
3 CCMM Continue 
4 MMCC Continue 

Table 5 

Descriptive Statistics of First Revision (Jl) 

GnrnP.-- 1 _2_ ~ _4_ 

Sample Size 21 15 19 15 
Mean 57.19 21.80 54.84 82.26 
Standard Dev. 23.92 14.39 21.26 18.97 
S.E.M. 5.22 3.72 4.924 4.90 
Skewness -0.127 1.45 -.811 -2.216 
Maximum 90.00 60.00 80.00 99.00 
Minimum 15.00 5.00 8.00 25.00 
Median 50.00 20.00 55.00 90.00 
I.Q.R. 41.0,80.0 10.0,27.0 48.0,70.0 80.0,96.0 
W:Normal .914 .866 .910 .758 
PROB < W .072 .03 .08 .01 

Q:rrum ~ Frll.m~ 
1 CCMM Fail . 
2 MMCC Fail 
3 CCMM Continue 
4 MMCC Continue 
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Table 6 

Descriptive Statistics of Second Revision (J2) 

Groll12 1 _2_ .....L- -L-

Sample Size 21 15 19 15 
Mean 67.33 18.53 46.26 82.40 
Standard Dev. 21.12 14.73 20.81 11.S9 
S.E.M. 4.61 3.802 4.77 3.097 
Skewness -.482 1.707 -0.545 -0.465 
Maximum. 95.00 59.00 75.00 99.00 
Minimum. 30.00 3.00 5.00 60.00 
Median 75.00 15.00 50.00 83.00 
I.Q.R. 52.5,85.0 8.0,21.0 30.0,60.0 75.0,91.0 
W:Normal .9178 .834 .914 .950 
PROB <W .083 .01 .09 .506 

~ .QrMr Frnme 
1 CCMM Fail 
2 MMCC Fail 
3 CCMM Continue 
4 MMCC Continue 

Table 7 

Descriptive Statistics of Third Revision (J3) 

GrQU12 1 _2_ ~ _4_ 

Sample Size 21 15 19 15 
Mean 47.43 45.53 56.26 55.73 
Standard Dev. 22.75 19.40 21.89 18.45 
S.E.M. 4.96 5.00 5.022 4.76 
Skewness .016 -.357 -0.757 .400 
Maximum. 84.00 75.00 85.00 98.00 
Minimum 10.00 15.00 14.00 25.00 
Median 50.00 50.00 60.00 60.00 
lQ.R. 28.0,62.5 22.0,64.0 40.0,75.0 40.0,70.0 
W:Normal .954 .916 .910 .958 
PROB < W .431 .221 .077 .622 

~ .QrMr Frnmfl 
1 CCMM Fail 
2 MMCC Fail 
3 CCMM Continue 
4 MMCC Continue 
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Table 8 

Descriptive Statistics of Final Revision (J4) 

Group 1 -2- --L- _4_ 

Sample Size 21 15 19 15 
Mean 44.48 53.07 69.16 40.00 
Standard Dev. 20.35 24.52 19.02 13.83 
S.E.M. 4.44 6.33 4.36 3.570 
Skewness -0.064 -0.039 -1.06 .404 
Maximum 75.00 85.00 88.00 68.00 
Minimum 10.00 20.00 25.00 20.00 
Median 50.00 51.00 79.00 40.00 
I.Q.R. 25.0,61.5 30.0,76.0 55.0,82.0 28.0,52.0 
W:Normal .939 .861 .855 .949 
PROB < W .268 .026 .01 .491 

Qr.mm lli:d.ID: Erame 
1 CCMM Fail 
2 MMCC Fail 
3 CCMM Continue 
4 MMCC Continue 

significance. Accordingly, Cochran's test for homogeneity of variance was 

perform'3d on the judgments at each intermediate stage. The resuits of the tests 

indicate that there is no reason to believe that the four populations from which 

the samples were obtained had heterogenous variances. Similarly, the 

judgments seem to be approximately normally distributed. As can be seen from 

Tables 4 through 8, there is no reason to doubt the tenability of the normality 

and homogeneity of variance assumptions .since the sample distributions appear 

to be reasonably symmetrical and the dispersions fairly homogeneous.25 

Hereafter, the mean (standard deviation) is used to describe the central tendency 

25Although, as indicated by the W statistic, some of the intermediate judgments depart from 
normality (e.g., the initial judgment of Group 3 subjects, W = .8312, P = .01), minor deviations 
from normality have very little effect on either the level of significance or the power of the F test 
for the fixed-effects model. Together, these results provide the foundation for the choice of 
statistical tools in later hypothesis testing. 
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(variability) of the scores. 

Table 9 provides summary descriptive statistics for each group using the 

raw judgments at each intermediate level. The mean initial judgment of 

subjects in Group 1 was 40.71. This compares to the initial judgment of 35.33 

for subjects in Group 2. The between group difference of these initial judgments 

was insignificant (t = .7859, P = .4374). 

Table 9 

Intermediate Belief Assessments 
(Means with Standard Deviation in Parenthesis) 

G!:ru.m JO J1 J2 J3 J4 

1 40.71 57.19 67.33 47.43 44.48 
(21.71) (23.92) (21.12) (22.75) (20.35) 

2 35.33 21.80 18.53 45.53 53.07 
(17.97) (14.39) (14.73) (19.40) (24.52) 

3 70.79 54.84 46.26 56.26 69.16 
(19.09) (21.46) (20.81) (21.89) (19.02) 

4 70.60 82.26 82.40 55.73 40.00 
(19.48) (18.97) (11.99) (18.45) (13.83) 

G!:ru.m ~ Frame 
1 CCMM Fail 
2 MMCC Fail 
3 CCMM Continue 
4 MMCC Continue 



82 

Similarly, the mean initial judgment of subjects in Groups 3 and 4 was 

'/0.79 and 70.60, respectively. Here again the between group difference was not 

significant (t = .0285, P = .9775). Table 10 presents summary descriptive 

statistics of belief increases (decreases) at each intermediate level for all the four 

groups using raw judgments. 

Subjects in Group 1 reviewed two pieces of contrary information, followed 

by two pieces of mitigating factors. Belief increases (decreases) after seeing each 

piece of evidence were 16.48, 10.14, (19.90) and (2.95), respectively. The belief 

change from JO to J1, Jl to J2 and J2 to J3 are all significant with (t = 6.09, 

P = .0001), (t = 6.02, P = .0001) and (t = -4.15, P = .0004), respectively. 

However, the decrease in belief estimate (of failure) from J3 to J4 was not 

significant (t = -.98, P = .340). Thus, subjects in this group on the average did 

not significantly decrease their belief in the client failing when they received the 

last piece of evidence. This evidence related to the client being successful in 

obtaining a deferment of its account payablE: (see Appendix C). 

Subjects in Group 2 reviewed two pieces of mitigating factors, followed by 

two pieces of contrary information. Like subjects in Group 1, the initial 

hypothesis was framed in terms of failure. Belief increases (decreases) after 

seeing each piece of evidence were -13.53, -3.27, 27.00 and 7.53, respectively. 

Subjects' belief <:hange after seeing each piece of evidence was significant. The 

belief change from JO to Jl and J2 to J3 are highly significant with (t = -4.43, 

P = .0006) and (t = 5.15, P = .0001), respectively. Likewise, the belief change 

from Jl to J2 and J3 to J4 are significant with (t = -2.15, P = .0500) and (t = 
2.08, P = .0567), respectively. 
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Table 10 

Belief Changes in Raw Judgments 
(Means with Standard De"iation in Parenthesis) 

Standard 
Group 1 ..N Mean Deviation -.:L. PR > I T I 

J1 - JO 21 16.48 12.39 6.09 0.0001 
J2 - J1 21 10.14 7.72 6.02 0.0001 
J3 - J2 21 -19.90 21.97 -4.15 0.0005 
J4 - J3 21 -2.95 13.84 -0.98 0.3400 
J4 - JO 21 3.76 23.13 0.75 0.4648 

Group 2 

J1 - JO 15 -13.53 11.84 -4.43 0.0006 
J2 - J1 15 -3.27 5.90 -2.15 0.0500 
J3 - J2 15 27.00 20.29 5.15 0.0001 
J4 - J3 15 7.53 14.05 2.08 0.0567 
J4 - JO 15 17.73 21.96 3.13 0.0074 

Groyp 3 

J1 - JO 19 -15.95 10.88 -6.39 0.0001 
J2 - J1 19 -8.58 5.94 -6.30 0.0001 
J3 - J2 19 10.00 8.70 5.01 0.0001 
J4 - J3 19 12.89 8.06 6.97 0.0001 
J4 - JO 19 -1.63 14.38 -0.49 0.6269 

GrQYP 4 

J1 - JO 15 11.67 12.00 3.76 0.0021 
J2 - J1 15 0.133 11.56 0.04 0.9650 
J3 - J2 15 -26.67 17.64 -5.86 0.0001 
J4 - J3 15 -15.73 18.60 -3.28 0.0055 
J4 - JO 15 -30.60 19.40 -6.11 0.0001 

~ ~ Frame 
1 CCMM Fail 
2 MMCC Fail 
3 CCMM Continue 
4 MMCC Continue 



84 

Initial belief judgment of the entity continuing in existence for subjects in 

Group 3 was 70.79 ('l'able 9). Mter reviewing the two pieces of contrary 

information, belief decreased by -15.95 and -8.58, respectively. Both changes are 

significant with (t = -6.39, P = .0001) and (t = -6.30, P = .0001), respectively. 

When this group of subjects reviewed the two mitigating factors, belief increased 

by 10.00 and 12.89, in that order. Again, both increases are significant 

(t = 5.01, P = .001) and (t = 6.97, P = .0001). 

Finally, belief increases (decreases) for subjects in Group 4 were 11.67, 

.133, -26.67 and -15.73, respectively. The change from Jl to J2 was not 

significant (t = .04, P = .9650). All the other belief changes are highly 

significant (t = 3.76, P = .0021), (t = -5.86, P = .0001) and (t = -3.28, P = .0055), 

representing changes from JO to Jl, J2 to J3 and J3 to J4, respectively. 

To enhance comparability of judgments made in different frames, the 

judgments of subjects who framed their initial hypothesis in terms of failure 

were transformed (i.e., by subtracting each judgment made in the failure frame 

from 100). Table 11 presents the intermediate belief assessments for subjects in 

each of the four groups and for all subjects using the transformed data. Overall, 

as indicated in Table 11, initial judgments were moderately high (65.99). In 

other words, after reviewing the financial statements (but prior to receiving 

additional evidence), subjects had a moderately high expectation that the client 

was a going concern. 
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Table 11 

Intermedia~ Belief Assessments 
(Means with Standard Deviation in Parenthesis) 

Transformed Data 

Group JO J1 J2 J3 J4 

1 59.29 42.80 32.67 52.57 55.52 
(21.71} (23.92) (21.12) (22.75) (20.35) 

2 64.67 78.20 81.47 54.47 46.93 
(17.97) (14.39) (14.73) (19.40) (24.52) 

3 70.79 54.84 46.26 56.26 69.16 
(19.10) (21.46) (20.81) (21.89) (19.02) 

4 70.60 82.27 82.40 55.73 40.00 
(19.48) (18.97) (11.99) (18.45) (13.83) 

Overall 65.99 62.11 57.47 54.66 54.05 
(19.98) (25.95) (28.24) (20.56) (22.20) 

.Grmw Order Fram~ 
1 CCMM Fail 
2 MMCC Fail 
3 CCMM Continue 
4 MMCC Continue 

A further test for between group differences in initial judgments was done 

using the transformed data. This was necessary because the previous tests only 

compared the initial judgments of subjects in the same frame. To do this, the 

original independent variables were concatenated into an independent class that 

had a level for each combination of the original independent variables (Cody and 

Smith, 1987). A one-way Anova was then employed to test for between group 

differences. The results of the one-way Anova are presented in Table 12. The 

results indicate that the between-group difference for the initial judgment of the 

four groups was insignificant (F = 1.47, P = .2305). 



Source 
Error 
Corrected Total 

Duncan 
Grou:eing: 

A 
A 
A 
A 

Table 12 

Anova For Between-Group Differences 
in Initial Judgement (JO) 

Transforrned Data 

Sum of Mean 
S9!!ares df S9!!are 

1726.61 3 575.54 
25822.38 66 391.25 
27548.99 69 

Initial Mean = 65.99 

GrQup 

70.79 3 
70.60 4 
64.67 2 
59.29 1 

lli:mu2 .Qrdm: Emme 
1 CCMM Fail 
2 MMCC Fail 
3 CCMM Continue 
4 MMCC Continue 
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F -p-

1.47 .2305 

Table 13 presents belief increases (decreases) using the transformed data. 

For 8ll subjects, there was a decrease of -3.87 from the initial to the second 

judgment. This decrease is marginally significant (t = -1.75694, P = .08). 

Similarly, the overall change from J1 to J2, J2 to J3 and J3 to J4 were -4.64, 

-2.81 and -.6, respectively. The change from J1 to J2 was highly sig-rrificant 

(t = -4.306, P = .0001). However, the changes from J2 to J3 (t = -.854, P = .396) 

and J3 to J4 (t = -.2913, P = .7717) were not significant. Overall subjects, there 

was a decrease in belief from 65.99 to 54.05 after all pieces of evidence had been 

evaluated. This represents a mean (standard deviation) belief decrease of 11.94 

(22.71). The change is significant (t = 4.39385, P = 0.0001). These results 
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indicate that the impact of the contrary information dominated the impact of the 

mitigating factors. 

Table 13 

Belief Changes 
(Means with Standard Deviation in Parenthesis) 

Transformed Data 

Group Jl - JO J2-J1 33 - J2 J4 -J3 

1 -16.48 -10.14 19.90 2.95 
(12.38) (7.72) (21.97) (13.84) 

2 13.53 3.27 -27.00 -7.53 
(11.S3) (5.90) (20.29) (14.05) 

3 -15.95 -8.SS 10.00 12.S9 
(10.S8) (5.94) (8.69) (8.06) 

4 11.67 0.133 -26.67 -15.73 
(12.00) (11.56) (17.64) (18.60) 

Overa11 -3.87 -4.64 -2.81 -0.6 
(18.44) (9.62) (27.56) (17.23) 

llimll2 QrMr Frame 
1 CCMM Fail 
2 MMCC Fail 
3 CCMM Continue 
4 MMCC Continue 

Finally, Table 14 summarizes the intermediate judgments of subjects 

aggregated according to the order in which the ratings were provided. 

Table 14 

Intermediate Belief Assessments by Order 
(Means with Standard Deviation in Parenthesis) 

Transformed Data 

Group N JO J1 J2 J3 J4 

CCMM 40 64.75 48.53 39.13 54.33 62.00 
(21.06) (23.30) (21.82) (22.14) (20.67) 

MMCC 30 67.63 80.23 81.93 55.10 43.47 
(18.66) (16.67) (13.20) (:L8 • 61) (19.88) 
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5.1.2 AsS~S8ment8 of Threshold 

Recall that auditors made an assessment of P*(C) either prior to or after 

a recommendation had been made on ihe type of audit. report to be issued. It 

was therefore necessary to check for any between group differences in 

assessments of P*(C) arising from this. manipulation. Results of a t-test is 

provided in Table 15. The table indicates that the location at which the 

judgment was made did not affect the threshold judgments (t = .239, P = .8125) 

and (t = -.674, P = .5048) for the failure and viability condition, respectively. 

Accordingly, the results are grouped together in any subsequent analysis. 

Table 16 presents descriptive statistics on the raw (threshold) P*(C) judgments 

of auditors. 

Table 15 

T-Test on Timing of Threshold Judgments 
(Raw Data) 

Variable: Threshold 

Location 

Prior to Audit Report 
After Audit Report 

Variable: Threshold 

Location 

Prior to Audit Report 
After Audit Report 

Frame = Failure 

..!! 

19 
17 

46.42 
44.94 

Frame = Viability 

15 
19 

53.667 
57.895 

Standard 
Deviation 

19.35 
17.80 

Standard 
Deviation 

20.656 
15.925 



1 
2 
3 
4 

Table 16 

Descriptive Statistics of Threshold Judgments 
(Raw Data) 

G!:mm 
1 
2 
3 
4 

45.67 
45.80 
50.53 
63.00 

~ 
CCMM 
MMCC 
CCMM 
MMCC 

Standard Deviation 

Frame 
Fail 
Fail 

Continue 
Continue 

18.97 
18.18 
13.32 
21.03 

89 

The mean threshold judgment for subjects in Group 1 is 45.67, and that 

of subjects in Group 2 is 45.80. The between-group difference was not 

significant (t = -.0211, P = .9833). These assessments are moderately high. On 

the average, auditors will have substantial doubts if the assessed probability of 

the client failing is greater than 45.67 and. 45.80, respectively. 

The mean threshold judgment (Table 16) for subjects in Groups 3 and 4 

were 50.53 and 63.00, respectively. The between-group difference was 

marginally significant (t = -2.0021, P = .057). The transformed threshold 

judgment of .the various groups are provided in Table 17. The overall mean is 

55.13. It seems that if auditors' assessed probability of a client continuing in 

existence is less than .5513, they will have substantial doubts and will modify 

the report to reflect that conclusion. However, there is considerable variability 

in the assessments ranging from .20 to .95. The difference between the 10th 

and 90th percentile was .50. 



Group 

1 
2 
3 
4 

Overall 

Table 17 
Descriptive Statistics on Threshold Judgments 

(Transformed Data) 

~ !tandard Deviation 

54.33 18.97 
54.20 18.18 
50.53 13.32 
63.00 21.03 
55.13 18.09 

Grmm ~ Eram~ 
1 CCMM Fail 
2 MMCC Fail 
3 CCMM Continue 
4 MMCC Continue 

90 

A modified one·way Anova using the concatenation procedure described 

elsewhere was pe.lformed (Table 18). Using this procedure (which allows for all 

pairwise comparisons) with the transformed data on threshold judgments, 

indicate that although there are differences in the between-group threshold 

judgments, these differences are not significant (F = 1.41, P = .2481). 
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Table 18 

Anova for Between-Group Difference 
in Threshold Judgments (Transformed Data) 

Sum of Mean 
S9;!!ares ~ SS!!are F P 

Source 1358.04 3 452.68 1.41 .2481 
Error 21209.84 66 321.36 
Corrected Total 22567.84 69 

Dunca."l 
Grou;eing: ~ !! Grou;e 

A 63.00 15 4 
A 54.33 21 1 
A 54.20 15 2 
A 50.53 19 3 

lli:mm ~ Fri!mlil 
1 CCMM Fail 
2 MMCC Fail 
3 CCMM Continue 
4 MMCC Continue 

5.1.3 Type of Opinion Issued 

Table 19 summarizes the type of opinion issued by auditors in each 

group. Overall, 41 of the auditors issued a qualified opinion whereas 29 issued 

an unqualified opinion. Of the 36 subjects who framed their initial hypothesis 

in terms of failure, 24 issued a qualified report and 12 issued an unqualified 

report. However, 17 of the 34 subjects in the "viability" frame issued an 

unqualified report and the other 17 issued a qualified report. A chi-square test 

indicated that this difference in the opinion issued was not significant 

(x2 = 2.002, P = .157). At this point, it is worth reiterating that the actual 

engagement resulted in a qualified opinion, but the client continued in existence 

(i.e. survived). 



1 
2 
3 
4 

Total. 

~ 
1 
2 
3 
4 

Table 19 

Frequency of Opinion Issued 

Unqualified 

7 
5 

13 
4 

29 

.QnID: 
CCMM 
MMCC 
CCMM 
MMCC 

Frame 
Fail 
Fail 

Continue 
Continue 

Qualified 

14 
10 

6 
11 

41 

5.1.4 Manipulation Check on Subject Perception of Evidence 

92 

Table 20 provides response frequencies to questions asking subjects to 

indicate whether a particular piece of evidence was contrary information or a 

mitigating factor. By and large, most subjects indicated the expected responses. 

Only 13 times out of the possible 490 times was the unexpected response chosen. 

One subject misc1assified all her responses. However, a review of her belief 

changes indicated on the belief scales revealed that all her revisions were in the 

appropriate direction. Of the six remaining misc1assifications, two of the 

subjects did not alter their beliefs when they reviewed the pieces of evidence 

that they had misclassified, three of the subjects altered their beliefs in the 

appropriate direction and only one subject actually altered her belief in the 

inappropriate direction. Together, the manipulation checks provide evidence that 

subjects' perception of evidence was consistent with my expectations. 
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Table 20 

Response Frequencies to Part III Questionnaire Items 1-7 

ContrarI Mit ig:ating: ~ 

Loss of a principal customer 68 2 70 
Bank does not renew line 

of credit 69 1 70 
Deferrment of accounts payable 66 4 70 
Loss of patent 68 2 70 
Reduced overhead costs 1 69 70 
Slow inventory turnover 1 69 70 
Forecast of inoreased profits 2 68 70 

5.1.5 Between Firm Differences in Intermediate Likelihood Ratings 

Tables 21 and 22 present the results of a 2x2x4 Anova using order, frame 

and the four firms as factors. Two Anovas were performed using the initial 

judgment (JO) and the fmal judgment (J4) as dependent variables. Firm was not 

significant in any of these analyses (F = .46, P = .7143) and (F = .65, 

P = .5856), respectively. Thus, there is no reason to believe that there were any 

between firm differences in intermediate likelihood ratings. 
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Table 21 

Anova for Between Firm Differences 
in Initial Judgment (JO) 

Transformed Data 

Sum of Mean 
S~aras ~ S!i!!!ue F -p-

Fi%Dl 775 3 258 .65 .5853 
Order 12 1 12 .03 .8654 
Frame 1350 1 1350 3.40 .0699 
Error 25413 64 397 

Mean N Firm :IO 
68.818 22 1 
68.077 13 3 
66.688 16 4 
60.684 19 2 

Table 22 

Anova for Between Firm Differences 
in Final Judgment (J4) 

Transformed Data 

Sum of Mean 
S9:!:!ares !!! S!i!!!are F P 

Fi%Dl 185 3 62 .15 .932 
Order 6558 1 6558 15.61 .0002 
Frame 369 1 369 .88 .3524 
Ezror 26887 64 420 

Mean N Firm :IO 
55.538 13 3 
55.227 22 1 
54.053 19 2 
51.250 16 4 
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In addition to the preceding analysis, a chi square analysis (Table 23) 

indicated that there was no firm effect on opinion decisions (~= 1.134, 

P = 0.769). 

Table 23 

Firm Effect on Opinion Decision 

Firm l1n~al:i.fied ~alified 

1 10 12 
2 9 10 
3 4 9 
4 6 10 

Finally, a chi square test indicated that there was no difference in the 

response rates of the four firms (X2 = 6.31, P > .1). 

Table 24 

Questionnaire Response Rate by Firm 

Questionnaires 
~ Mailed ResEoridents Non-ResEondents 

1 40 22 18 
2 40 19 21 
3 20 13 7 
4 20 16 ~ 

In sum, this section has provided an explo:L:~ory analysis of the data and 

has provided a foundation for the choice of statistical tests. In the next section, 

the results of the hypotheses tests are presented. 

5.2 Hypotheses Tests 

HI predicts that auditors who evaluate contrary information followed by 

mitigating factors (CCMM) will assess a higher probability of continued existence 
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to an entity than those who evaluate the same evidence in a reverse order. More 

generally, HI implies that updating beliefs based on mixed evidence results in 

recency effects. 

Testing HI requires taking into account the frame of the initial 

hypothesis. To conduct a test which includes all data the failure group data 

were transformed from P(NC I.) to P(C 1.).26 Using the transformed data, an 

analysis of covariance (ANCOVA) using the final judg:nent (J4) as a dependent 

variable was performed. The order in which evidence was evaluated (CCMM vs. 

MMCC) and the framing of the initial hypothesis (viability vs. failure) were 

between-subject factors. The hypothesis frame was included for control purposes 

to show that after the transformation, the frame did not make a difference on 

the test of HI (i.e., the same frame is used for analysis). The initial likelihood 

rating was used as a covariate to control for differences in initial ratings. The 

result of the ANCOVA are presented in Table 25. 

260n the presumption that P(C I.) = 1 - P(NC I.>, the transformation was effected by subtracting 
the judgment of each subject iil the failure frame from 100. 
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Table 25 

Analysis of Covariance: Order x Frame for Mixed Evidence 

Sum of Hean 
S5[!!ares DF Square ! p 

Covariate: 
A 6182 1 6182 20.38 0.0001 

Main Effects: 
B 331 1 331 1.09 0.3002 
C 5961 1 5961 19.66 0.0001 

Interaction 
BxC 1811 1 1811 5.97 0.0173 

Explained 14285 4 3571 11.78 0.0001 

Residual 19713 65 303 

Total 33998 69 

:r.EGEND 
A-Initial lik~lihood rating (JO) 
B·-Framing of the initial hypothesis (failure vs. viability) 
C-Order of evaluating evidence (CCMM VB. MMCC) 

As can be seen from the table, the results were significant effects for the 

order in which the evidence was evaluated and the interaction. The initial 

likelihood rating (covariate) was also significant. Regarding the interaction, 

analysis of simple effects indicated an ordinal interaction (Fig. 4). Such a pattern 

suggests a greater difference between groups at one level of a factor than at the 

other level of the same factor. For instance, in Figure 4, the difference between 

means (CCMM VS. MMCC) for auditors who framed their initial hypothesis in 

terms of failure is relatively small. For this group of auditors, the mean fmal 

likelihood rating was 55.5 in the CCMM condition and 46.9 in the MMCC 

condition. Although in the expected direction, the difference in rating is not 

significant (t = 1.1464, P = 0.25). However, for auditors who framed their initial 

hypothesis in terms of viability, the difference between the final likelihood 
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ratings of auditors in the CCMM and the MMCC sequence is quite large. For 

this group of auditors, the mean final likelihood rating was 69.2 in the CCMM 

sequence and 40.00 in the MMCC condition. The difference between the two 

rating is highly significant (t = 4.9813, P = 0.0001). Thus although Table 25 

indicates a significant main effects for the order in which the evidence was 

evaluated, it appears that these effects depended on the manner in which the 

initial hypothesis was framed. More specifically, recency effects occurred for 

auditors who framed their initial hypothesis in terms of viability but not for 

those who framed their initial hypothesis in terms of failure. Table 26 provides 

a summary of the cell means and an a posteriori Duncan's multiple range test. 

Mean 

Table 26 
Analysis of Simple Effects for Mixed Evidence 

Group 

Viability/CCMM Failure/CCHM Failure/MHCC Viability/MHCC 

69.2 55.5 46.9 40.0 

DUNCAN MULTIPLE RANGE TEST 

Any two groups with a common underscore are not s.:!.gnif:tca.."!tly different 
(P = .05). 

H2 predicts that in evaluating an entity's ability to continue in existence, 

auditors who evaluate contrary information followed by mitigating factors will 

issue relatively more unqualified opinions than those who evaluate the same 

evidence in a reverse order (controlling for P·(C». In other words, H2 predicts 

that recency effects will be manifest in subjects' opinion decisions. The test of 

H2 involved three steps. First, for subjects in the failure frame, a comparison 
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was made between the raw ihreshoid judgments oi subjects in the CCMM 

sequence and the :MMCC sequence. The mean threshold judgment of subjects in 

the CCMM sequence was 45.67 and that of subjects in the MMCC sequence was 

45.80 (see Table 16). The between-group difference was not significant (t = 

-.0211, P = .9833). Similarly, for subjects in the viability frame, a comparison 

was made between the raw threshold judgments of subjects in the CCMM 

sequence and the :MMCC sequence. The mean threshold judgment of subjects in 

the CC:MM sequence was 50.53 and that of subjects in the MMCC sequence was 

63.00. The between-group difference was marginally significant (t = -2.0021, P = 

.057). Finally, using the transformed data, a comparison was made between the 

threshold assessments for subjects in the CCMM and the MMCC sequence. The 

mean threshold judgment for auditors in the CCMM and MMCC sequence was 

52.5 and 58.6, respectively. The between group difference in estimates of P*(C) 

using the transformed data was not significant (t = 1.4005, P = 0.16). Together, 

these three tests support the null hypothesis of no between group difference in 

estimates of P"(C). 

The second step involved a consistency check to examine whether 

auditors' opinion decisions were consistent with the relation between their final 

judgment (J4) and threshold assessments. For an auditors' opinion decision to 

be considered consistent, if her final lik~lihood rating P(C I E) was less than the 

threshold judgment P"(C), the auditor must qualify her opinion report. Similarly, 

if her final likelihood rating P(C I E) ~ P*(C), then consistency requires that she 

issues an unqualified opinion. Using this rule, the responses of 59 subjects were 

consistent and 11 auditors issued reports inconsistent with their stated P"(C) and 

P(C I E) (see Table 31 and Appen.dix E). 
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Usmg the l'".;)sponSeS of .. ubjects whose opinion decisions were consistent 

with their threshold assessments, Table 27 presents descriptive statistics relating 

to H2:27 

Table 27 

Table of Order by Opinion Issued 

Unqualified Qualified 

CCMM 

MMCC 

20 

8 

13 

18 

Finally, consistent with H2, a proportions test indicated that auditors in the 

CCMM had a higher propensity to issue unqualified opinions (Z = 2.278, P = 

0.016). Thus the hypothesis that recency effects will be manifest in the subjects' 

opinion decision is supported. 

H3A predicts that belief revision after processing contrary information is 

larger for auditors who frame their initial hypothesis in terms of viability. In 

other words, H3a suggests that more weight is put on disconfirmatory 

information than on confirmatory information, holding "information content" 

constant. 

To test H3A, an analysis of covariance (ANCOVA) using the absolute 

difference in likelihood rating after processing contrary information as a 

dependent variable was performed. For subjects in the CCMM sequence, the 

absolute difference is J2-J0. For subjects in the MMCC sequence, the absolute 

27With respect to the opinion decision, the basic framework postulated in this study is that the 
auditor will issue a going concert) report if P(C IE) < P'(C) and will issue an unqualified report, jf 
P(C I E) ~ P·(C). Since the opinion decisions of these 11 auditors were not consistent with this 
framework, their responses were excluded for purposes of testing hypotheses relating to the opinion 
decision. 
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difference is J4-J2. The covariate is JO and J2, respectively. The order in 

which contrary information was evaluated and the framing of the initial 

hypothesis were between-subject factors. The likelihood rating just before 

processing contrary information was used as a covariate, The results of the 

ANCOVA are presented in Table 28. 

Covariate: 
A 

Main Effects: 
B 
C 

Interaction: 
BxC 

Explained 

Residual 

Total 

LEGEND 

Table 28 

Analysis of Covariance: Order x Frame for 
Contrary Information 

Sum of Mean 
S9,!!ares E!: S9,!!ares F 

2712 1 2712 9.20 

109 1 109 0.37 
2801 1 2801 9.50 

425 1 425 1.44 

6047 4 1512 5.13 

19170 65 295 

25217 69 

A-Initial likelihood rating before processingcontra:r:y 
information 

B-Framing of the initial hypothesis (failure vs. viability) 
C-order of evidence evaluation (J1J2 vs. J3J4) 

P 

0.0035 

0.5456 
0.0030 

0.2345 

0.0012 

As can be seen from Table 28, the results were significant main effect for 

the order in which contrary information was evruuated. Mean belief revision for 

subjects who evaluated contrary information in the JIJ2 sequence was 25.63 

compared to 38.47 for subjects who evaluated the same information in the J3J4. 

This is further support for HI. 



104 

Of direct relevance to the test of H3a is the absence of a significant main 

effect for the frame variable (F = 0.37, P = 0.5456). Thus H3a is not supported. 

H3B predicts that belief revision after processing mitigating factors is 

higher for the failure group than for the viability group. The prediction hinges 

on the assumption that more weight is put on disconfirmatory information than 

on confirmatory information, holding "information content" constant. Thus a 

mitigating factor causes more belief revision when it is disconfmnatory (with 

respect to failure) than when it is confirmatory (with respect to viability). To 

test H3B an analysis of covariance was performed. The order in which 

mitigating factors was evaluated and the framing of the initial hypothesis were 

between subject factors. The absolute difference in likelihood rating before and 

after processing mitigating factors was the dependent variable and the likelihood 

rating just before processing mitiga.ting factors was used as a covariate. For 

subjects in the CCMM sequence, the absolute difference is J4.J2. For subjects 

in the MMCC sequence, the absolute difference is J2.JO. The covariate is J2 for 

the CCMM sequence and JO for the l\1MCC sequence. 
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Analysis of Covariance: Order x Frame 
for Mitigating Factors 

Sum of Mean 
S~ares B! S~ares F 

Cova;,:iate: 
A 5537 1 5537 29.97 

Main Effect: 
B 95 1 95 0.52 
C 1244 1 1244 6.73 

Interaction: 
BxC 109 1 109 0.59 

Explained 6985 4 1746 9.45 

Residual. 12010 65 184 

Total 18995 69 

LEGEND 
A-Likelihood rating just before processing mitigating 

factors 
B-Framing of the initial hypothesis (failure vs. viability) 
C-Order of Evidence (JlJ2 VB. J3J4) 

105 

! 

0.0001 

0.4755 
0.0117 

0.4460 

0.0001 

As can be seen from the table, the order of evaluating evidence and the 

covariate are the only significant variables. With respect to the order of 

evaluating evidence, belief accretion in the J3J4 sequences was 22.9 but only 

14.3 in the JIJ2 sequence. This pattern is consistent with recency effects. 

H3B predicts a significant main effect for the frame variable. However, 

as can be seen from the table, there is no significant effect for the frame 

variable (F = 0.52, P = 0.4755). Thus, like H3A, H3B is not supported. 

H4A predicts that in evaluating an entity's ability to continue in 

existence, auditors with larger initial beliefs will discount their beliefs more 

given the same pieces of contrary information. Testing H4A involved the 
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following procedure. First on the preseumption that P(C I.) = 1 - P(NC I.), the 

failure group data were transformed by subtracting the judgment of each subject 

in the failure frame from 100. Next, for each subject, the belief reduction after 

processing both pieces of contrary information was computed. This belief change 

was then correlated with the subject's initial belief. Overall subjects, mean 

(standard deviation) belief reduction was 31.13 (19.12) The results of a Pearson 

correlation indicted an association consistent with the surprise effect predicted by 

the contrast/inertia model (r = 0.42403, P = 0.0003). This test provides support 

for H4A. 

H4B predicts that in evaluating an entity's ability to continue in 

existence, auditors who hold smaller initial beliefs will increase their beliefs 

relatively more given the same pieces of mitigating factors. In other words, 

mitigating factors has a bigger effect as ex ante P(C) decreases, where ex ante 

P(C) is a subject's judgment just before processing mitigating factors. H4B was 

tested as follows. For each subject (using transformed data) the belief accretion 

after evaluating both pieces of mitigating factors was computed. The belief 

accretion was then correlated with each subject's belief just before processing the 

mitigating evidence. Overall subjects, mean (standard deviation) belief accretion 

was 19.20 (15.69). The correlation between prior belief and the belief change 

was consistent with the prediction of surprise effect (r = -0.58127, P = 0.0001). 

Thus H4B is supported. 

5.3 Discussion 

This study tested three general predictions of the contrast/inertia model: 

that is, whether order of evaluating evidence, framing of an initial hypothesis 
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and the prior belief in a hypothesis would have a systematic effect on the 

auditors belief revision and opinion issued. 

Significant recency effects were found when auditors processed contrary 

information and mitigating factors. With respect to this finding, the test of HI 

indicated that the manner in which the hypothesis is framed moderates the 

order effect. However, tests of both H3a and H3b indicated the presence of 

recency effects regardless of the manner in which the initial hypothesis is 

framed. It is therefore necessary to attempt to reconcile this apparent 

inconsistency. One possible reason for this inconsistency may lie in the choice of 

dependent variables to test these hypotheses. Recall that in testing H3a and 

H3b, the dependent variable was a belief change, whereas the final judgment 

(J4) was used as the dependent variable in the test of HI. To explore this 

conjecture, another test of HI was performed using the belief change (J4-JO) as 

a dependent variable. The order in which evidence was evaluated and the 

hypothesis frame were used as independent variables and the initial judgment 

(JO) was used as a covariate. The results of the ANCOVA indicated a main 

effect for the order variable (F = 13.49, P = 0.0001) and a non-significant effect 

for the interaction variable (F = 3.17, P = 0.0795).· Thus, this apparent 

inconsistency seems to have reaulted from the choice of dependent variables. In 

turn, this may imply a lack of robustness of the predictions of the contrast) 

inertia model, at least with respect to the choice of measures. 

These results can be compared directly with those reported by Ashton and 

Ashton (1988) and Knechel, Messier and Tubbs (1987). Both studies reported 

significant recency effects when auditors evaluated mixed evidence. On the 

other hand, the results of the study by Bonner and Butler (1988) did not support 
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the prediction of recency effects when auditors evaluated mixed evidence. 

Notice, however, that the study by Bonner and Butler (1988) used the final . 

judgment as a dependent variable whereas those by Ashton and Ashton (1988) 

and Knechel, Messier and Tubbs (1987) used the change in belief revision as 

dependent variables. Overall, the results of the present and prior studies 

suggest that recency effects occur in belief revision when auditors evaluate mixed 

evidence. 

This finding has several implications. First, SAS 59 suggests a specific 

order in evaluating mixed evidence when auditors consider the going concern 

question. The auditor is supposed to seek and evaluate contrary information 

and then assess any management plans that mitigate the effects of the contrary 

information. No justification for this particular sequence is provided by SAS 59 

and indeed given that previous models of belief updating suggested no order 

effects in processing mixed evidence, there was no compelling reason for the 

members of the ASB to justify the choice of a particular temporal sequence or 

even indeed t.o discuss the impact of temporal sequencing of evidence. 

However, as suggested by the findings of this study, temporal sequencing 

of evidence has a systematic effect on the processing of evidence. Moreover, as 

it is currently written, an auditor following the temporal sequence suggested by 

SAS 59 is likely to err on the side of issuing an unqualified opinion because of 

the dominating influence of mitigating factors. An explicit acknowledgement of 

this potential bias in SAS 59 may be in "order." 

At the CPA firm level, the findings of recency effects have an obvious 

implication for the review process. Given the findings of recency effects, it may 

seem useful for reviewers to evaluate evidence in a different sequence than that 
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used by the reviewee. For instance, if an audit manager evaluates evidence in 

the CCMM sequence, then a partner should perform his review by evaluating 

the evidence in the MMCC sequence. 

Another implication of this study is the potential for premature 

t.e:rm;nation of search for additional evidence. In this study, evidence was 

presented to auditors, and in turn auditors used the evidence to update their 

beliefs. In a real audit, however, auditors have to search for evidence. In this 

regard, it is possible that after evaluating two pieces of good news, she may 

access P(C I E) to be sufficiently larger than P*(C) thus paying less attention to 

any search for additional evidence. 

At a theoretical level, there is voluminous literature in psychology (e.g. 

Anderson (1981), Ross and Lepper (1980» that suggests primacy effects and 

belief perseverance in sequential processing of evidence. However, as the results 

of this study indicate recency effects occur in auditors evaluation of mixed 

evidence. It will be interesting for researchers to identify the conditions under 

which primacy effects occur and the settings under which recency effects occur. 

For instance, how does the role of time pressure, expertise, feedback and 

information search affect sequential processing of evidence? 

Interpreting the results of the effects of the framing variable is fraught 

with difficulties for at least two reasons. First, a key assumption underlying the 

hypotheses tested in this study was the relationship between a and ~. 

Specifically, it was assumed on the basis of anecdotal and limited empirical 

evidence (Ashton and Ashton 1988) that a> p. Moreover, it was assumed that 

this relationship holds regardless of the hypotheses, such that the same contrary 

information leads to a larger (smaller) discounting (accretion) of beliefs in the 
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viability (failure) frame. In effect, the hy-~theses tested in this study are a 

compound test of (1) the relationship between a and 13 and (2) the interaction of 

the type of evidence and the framing of the initial hypothesis. 

In this sense, the results obtained in this study is consistent with either a 

misspecification of the relationship between a and p or a rejection of hypothesis 

3a and 3b. In the absence of evidence on the former, it is not clear how the 

results relate to the descriptive validity of the contrast/inertia model. Notice 

that the results of the study are consistent with the predictions of the model, 

assuming that a = 13 and/or that a and p are not constant across hypotheses. 

With respect to the latter issue, it is noted that the psychophysical measurement 

literature has debated the issue of "parameter constancy" for several decades. 

The critical question is whether the parameters are stable characteristics of 

individuals or are artifacts of the particular experimental tasks. 

Further, although subjects were endowed with differential frames, it is 

possible that they may have used their own frames when processing evidence. 

In particular, if subjects are used to evaluating evidence in a particular frame 

(e.g., the viability frame), then it is plausible that all subjects employed that 

frame, thus leading to an unsuccessful manipulation of the frame variable. 

On a more pessimistic note, it is likely that the predictions of the 

contrast/inertia model are not robust across different procedural variables. For 

instance, is it possible that the model accounts for order effects but is unable to 

predict framing effects? Similarly, is there a dependence between sensitivity 

toward evidence (a, (3) and the strength of evidence [sea), s(b)] at least in an 

auditing context? 
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Future research that attempts to measure the parameters explicitly is 

worth pursuing. For instance, by obtaining an independent measurement of the 

strength of evidence, the (X and p parameten: may be estimated by fitting 

equation 9. This independent measurement of the strength of evidence may be 

obtained by asking subjects to evaluate the strength of each piece of evidence 

(see Knechel, Messier and Tubbs (1987) for an example of this approach). 

Yet, another reason for the lack of significant effects for the framing 

variable could be due to inadequate manipulation. Future research may explore 

this possibility by providing a stronger manipulation of the framing variable. 

For instance, subjects in the failure (viability) condition may be told that the 

client received a qualified (unqualified) opinion in the previous year thereby 

lending more credence to the manipulation of the initial hypothesis. One 

problem with this approach is that it leads to a distortion of facts if a real case 

is being used for the experiment. 

Additionally, future work that examines how audit or client factors 

influence the framing process may be worthwhile. To speculate, it will seem 

that the type of opinion the client received in the prior year, the nature of the 

client industry (e.g., distressed vs. non-distressed) are all factors likely to affect 

the adoption of the initial hypothesis frame. It seems that future work that 

addresses the choice of the initial hypothesis will enhance our understanding of 

the framing process (see Puto (1987) for an industrial buying example and 

Schadewald (1987) for a taxpaying example). In sum, it will seem that the 

effect of the initial hypothesis on auditors processing of evidence must await 

future research. 
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With respect to the impact of the initial state on subsequent revision, it 

seems to be the case in this study that auditors whose initial beliefs are small 

revised their beliefs to a smaller extent than auditors whose initial beliefs are 

large given the same piece of negative evidence. Similarly, small anchors were 

"helped" more than larger ones given the same positive evidence. On the other 

hand, research in psychology has demonstrated that subjects tend to avoid new 

evidence especially if the new evidence tend to conflict with their initial beliefs 

(Nisbett and Ross 1980). Given that the auditor's primary responsibility is one 

of evidence evaluation, it is reassuring to know that auditors revise their beliefs 

in the face of both confirming and discrediting evidence. It awaits the results of 

future research to determine whether such evidence prone attitudes is a stable 

feature of auditors or an artifact of the experimental task. Furthermore, it is 

not clear how the role of expertise affects the evidence evaluation process. 

Given that the subjects in this experiment were experienced auditors, it will be 

interesting to examine whether less experienced auditors display similar evidence 

prone attitudes. Such an inquiry may enhance our limited understanding of the 

nature of expertise in auditing. 

In summary, it appears that the contrastlinertia model has an intuitive 

and predictive appeal as a descriptive model of the auditor belief revision 

process. The questions addressed here barely scratch the surface of the several 

issues that could be addressed with the model. 
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CHAPTER VI 

6. THRESHOLD ASSESSr,,!ENT AND PERCEIVED CONSEQUENCES OF 
QUALIFYING 

This chapter presents evidence on auditors' threshold assessments for 

issuing a going concern report and examines variables that could explain 

variability in subjects' threshold judgments. The variables examined include 

firm affiliation, auditing experience and auditors' attitude toward qualification. 

6.1 Introduction 

As previously indicated, the new SAS specifies that if substantial doubts 

remain after the auditor has evaluated all available evidence, she should modify 

the audit report to reflect that conclusion. However, no precise guidelines are 

provided in the statement as to what constitutes "substantial doubts." For 

instance is "substantial doubts" to be interpreted as a balance of probabilities 

(i.e., the judicial standard of proof for civil cases) or as evidence beyond 

reasonable doubts (Le., the judicial standard of proof for criminal cases). 

Although it is acknowledged that standards written in general terms facilitate 

flexibility in the exercise of professional judgment, such flexibility may be 

attained at the cost of decreased consensus in auditor judgments. According to 

this standard, two auditors may judge an entity's ability to continue in existence 

P(C I E) as 30% and yet issue different reports. This is so because the auditors 

may differ in their judgment as to what constitutes "substantial doubt." 

An auxillary purpose of this study is to provide some empirical evidence 

on auditors' assessment of "substantial doubts." In this direction, the following 

questions were addressed. 



114 

A1: What is the minimum. allowable subjective belief for issuing a clean 

opinion (i.e., what constitutes subst8ntial doubt on a belief scale). Is this 

consistent across auditors? 

A2: Are qualification (for going concern uncertainties) decisions consistent 

across auditors? 

A3: Are auditors' qualification (for going concern uncertainties) decisions 

consistent with their stated minimum beliefs? 

A4: Is an auditor's stated minimum. belief and qualification decision 

influenced by her firm affiliation, level of responsibility and her personal attitude 

toward qualification. 

Question A2 is examined following suggestions by Jiambalvo and Wilner 

(1985) that auditors may find it difficult to express uncertainty using 

probabilities. If this is true, then it is conceivable that auditors may assign 

different probability metrics to words (such as substantial doubts) and yet be 

consistent in their choice of opinion. 

Question A3 is examined because of suggestions in the extant literature 

that even if auditors state a priori their minimum. allowable subjective belief, 

they could nevertheless make qualification decisions that are not consistent with 

those beliefs. For instance, an auditor may assess P*{C) = .3, P(C I E) = .2 and 

still issue an unqualified report. Although this scenario may be contrary to the 

intent of SAS 59, precedents for such behavior are documented in Lewis (1980) 

and Schultz and Reekers (1981). Accordingly, it will be interesting to examine 

the correspondence of auditors' qualification decisions and their stated minimum 

allowable beliefs. 
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Finally, if stated minimum allowable beliefs are not consistent across 

auditm:s, a logical quesi;ion is to ask why? Accordingly question A4 investigates 

the impact of an auditor's firm affiliation, level of experience and her personal 

attitude toward issuing (not issuing) a qualified opinion on the stated minimum 

allowable subjective beliefs. 

6.1.1 Analysis of Threshold Beliefs 

SAS 59 indicates that after an auditor has evaluated all available 

contrary information and mitigating factors, the audit report should be modified 

if the auditor concludes that there are "substantial doubts" about the entity's 

ability to continue in existence for a reasonable period of time. However, no 

precise guidelines are provided to the auditor as to what constitutes "substantial 

doubts." This lack of precise guideline is often necessary to facilitate the 

exercise of professional judgment. However, this flexibility in the exercise of 

professional judgment may be attained at the cost of decreased consensus which 

in turn may signal to external constituents a lack of commitment to rationality 

and a possible loss of legitimacy. Thus, it is critical to assess empirically the 

interpretation of "substantial doubts" by auditors. 

In an Anglo-Saxon judicial context, there are at least two standards of 

proof that judges use in determining the guilt of accused persons. The 

appropriate standard of proof depends on whether an accused person is charged 

with a civil or criminal violation. If an accused person is charged with a civil 

violation, the generally accepted standard of proof is a "balance of the 

probability." In other words, if a plaintiff is to win a civil case she must prove 

the facts of her case on the preponderance of evidence. However, in a criminal 

case the prosecution establishes the guilt of an accused person only if it proves 
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its case up to i:1 level of probability which is near enough to certainty for the 

conclusion to be: put beyond reasonable doubt. pJthough legal schoIm's havtl 

debated and continue to debate the merits and demerits of the quantification of 

judicial probabilities, there appears to be a predominant school of thought that 

argues that the probability of a proposition is high if it is over .50 and very high 

if and only if it is over .75 (Cohen 1977). Thus according to this view, the 

threshold for determining the guilt of an accused person in a civil case is .50 

and .75 in a criminal case. 

While not arguing for a quantification of probabilities in auditing, it is 

nevertheless obvious that SAS 59 does not even approach the level of vagueness 

adopted in the judicial context. For instance, what standards of proof did the 

authors of SAS 59 had in mind when they wrote of "substantial doubts" as a 

basis for modifying the audit report? Similarly, how do auditors interpret the 

phrase? Axe there any firm patterns, experience patterns, etc.? 

Accordingly this part of the study was designed to assess how auditors 

interpret "substantial doubt" on a belief scale. Auditors in the viability (failure) 

condition were asked to indicate a likelihood rating (on a scale of 0 to 100) 

below (above) which they will have substantial doubts and accordingly modify 

the audit report. For purposes of analysis, the judgments of subjects in the 

failure condition were transformed by subtracting each subjects' judgment from 

100. Furthermore, auditors were either asked to make the assessment prior to 

or after a recomm.endation had been made on the type of audit report to be 

issued. 

The mean (standard deviation) threshold judgment for subjects making 

the assessment prior to a recommendation on the type of audit report to be 
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issued was 53.62 (19.63). The mean threshold judgment of auditors making the 

threshold judgment after a recommendation had been made on ihe type of audit 

report to be issued is 55.56 (16.65). Results of a t-test indicated that the timing 

of the judgment did not affect the threshold judgments (t = -0.6734, P = 0.5031). 

In turn, this may be considered as indirect evidence that P*(C) does not change 

within an audit. Accordingly, the judgments are grouped together for 

subsequent analysis. 

Research question Al inquires about the minimum allowable subjective 

belief for issuing a clean opinion (i.e., what constitutes substantial doubt on a 

belief scale) and whether this is consistent across auditors. To address question 

AI, a univariate analysis of auditor threshold judgments was performed. Results 

of this analysis is presented in Table 30. As can be seen, there is considerable 

variability in auditors' assessment. The overall mean (standard deviation) is 

55.13 (18.09). However, there is considerable variability in responses, ranging 

from .20 to .95. The difference between the 10th and 90th percentile was .50. 

This considerable variability creates a potential for lack of consensus in audit 

opinions issued. For instance, two auditors may access P(C I E) to be the same 

and yet issue different reports due to disagreement on what constitutes 

substantial doubt. Such disagreements in turn may exacerbate opinion shopping 

with its attendant problems of congressional and other regulatory scrutiny. 

Standard 

Table 30 

Threshold Judgments 

!!!!!. Deviation Minimum..:.!!!. .~5 .50 .75 .SO ~ Maximum 

55.l3 18.09 20 30 45 50 70 80 82.25 95 
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However, some researchers have suggested that variability in probability 

estimates of the type reported above do not necessarily lead to a lack of 

consensus in audit decisions. This is so because the variability in probability 

judgments is a result of auditors not being able to express their uncertain 

feelings in terms of probabilities (Jiambalvo and Wilner 1985). If this conjecture 

is true then it is possible for auditors to exhibit variability in their probability 

estimates but display considerable COiisensus in the type of audit report chosen. 

One way this may happen is for auditors to choose audit reports that are not 

consistent with their stated allowable minimum beliefs. For instance, suppose 

two auditors A and B state their threshold probabilities as .3 and .6 respectively. 

Suppose also that after evaluating evidence both auditors assess peCIE) as .5. 

If auditors uncertainty is accurately captured by their likelihood estimates, it 

should be expected that auditor A will issue a qualified report whereas auditor B 

issues an unqualified report. If, however, auditors have problems specifying 

their uncertain feelings in terms of probabilities, then in the above example both 

auditors may issue either a qualified or an unqualified report in spite of their 

reported threshold judgments. 

T'o explore this possibility, the fmal likelihood rating, P(C I E), threshold 

judgment P*(C) and opinion issued were compared. For an auditor to be 

considered "coherent" if her final likelihood rating P(C I E) judgment was less 

than the threshold judgment, P*(C), the auditor must qualify her report. 

Significant deviations from this rule may be evidence that auditors are unable to 

express their uncertainties in terms of probabilities. On the other hand, if 

auditors' qualification decisions are consistent with their stated minimum 

allowable beliefs, then this is direct evidence that auditors vary significantly in 
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their interpretation of "substantial doubts." Table 31 reports results of that 

comparison. 

Table 31 

Table of Coherence by Opinion 

"Coherent" Opinion 

Unqualified 

Qualified 

Total 

Opinion Issued 

Unqualified Qualified 

28 

...l 

29 

10 

al 

41 

As can be seen from the table, auditors' qualification decisions appear to 

be consistent with their stated minimum allowable beliefs. Of the 32 subjects 

whose threshold judgment P*(C) and revised judgment P(C I E) indicated that 

they issue a qualified opinion, only one issued the inappropriate opinion. 

Similarly, of the 38 auditors whose P*(C) and P(C I E) indicated that they issue 

an unqualified opinion, 28 issued the appropriate opinion and 10 issued the 

inappropriate opinion. A separate test. for this group of 38 auditors. indicated 

that the proportion of respondents issuing the appropriate opinion (i.e., 

unqualified opinion) was significantly different from .5 (Z = 2.92, P = 0.0018). 

Across all subjects the probability of obtaL~ng these results if auditors' opinion 

choice are not consistent with their stated minimum allowable beliefs is very 

small (Xl = 35.64, P = 0.000).28 

~ese results are identical to that obtained when Fisher's exact test is used. 
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Of interest is the fact that most of the auditors issuing the mappropriate 

opinion were conservative (i.e., issuing qualified reports when normatively they 

should have been issuing unqualified reports). 

One plausible reason that may account for this apparent inconsistency is 

the notion of ambiguous probabilities [Einhorn and Hogarth (1985), Waller and 

Felix (1984)]. According to this view, for an auditor to issue an unqualified 

opinion, not only must PCC I E) ~ P*(C), but also a second order probability (K) 

that the evidence supports the first order probability judgment [PCC I E)] must 

exceed a minimum allowable second order probability (K)*. Thus, although 

P(CIE) > P*(C) for these subjects, K may be less than K*, thus resulting in the 

qualified opinion. Similarly, if one considers P*(C) as a point estimate from a 

distribution, then the opinion decisions of these subjects could be rationalized by 

arguing that the mass of the: distribution lies in the "qualify" region. 

Based on these results, it is appropriate to conclude that auditors' 

qualification decisions are consistent with their stated minimum beliefs. In turn, 

this may be a compelling reason to clarify the statement of "substantial doubts" 

in SAS 59. 

Appendix E provides a listing of subjects' firm, rank, P*(C) and P(C I E). 

Subject #35, a manager from firm 1 indicated a threshold of .95. Her P(C I E) 

was .30. This meant that she should have issued a qualified report. However, 

as indicated, this subject issued an unqualified report. A review of her other 

responses indicated that they were all in the appropriate direction. Thus, 

although the magnitude of her threshold assessment makes it tempting to 

assume that she did not understand the requirements of that question, that 

assumption should not be carried too far. Of h'lterest to the issue is this 
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subject's perceived consequences of qualification. Her response in the attitude 

questionnaire indicated that she strongly believed that if she issued a going 

concern qualification to a client having going concern problems, her action would 

in fact contribute to that client's problems. The extent to which this belief 

colored her opinion choice is an open question. 

Of the 10 subjects issuing a qualified opinion when their estimates of 

P*(C) and P(C IE) indicated otherwise, 4 of them were managers from firm 1. 

Of these 4, 2 (subject #1 and subject #3) had P*(C) equd to P(C I E). One 

manager and one partner each from firms 2 and 4 also issued an inappropriat.e 

opinion given their P*(C) and P(C I E). They include subject #21, #26, #59 and 

#63. The responses of these subjects for the rest of the questionnaire were 

thoroughly reviewed. There is no evidence that they misunderstood the 

experiment. It is worth mentioning that all subjects from firm 3 issued the 

appropriate opinion given their P*(C) and P(C I E). 

6.1.2 The Impact of Firm Type on Threshold Judgments 

In this section, the possibility that auditors' firm affiliation may affect her 

threshold judgment is explored. Numerous studies have investigated the impact 

of firm type on decision making. For instance in a recent study Williams and 

Dirsmith (1988) examined the effects of audit technology on auditor efficiency. 

They report a systematic relationship between audit technology and the 

timeliness of client earnings announcements. Similarly, Bamber and Snowball 

(1988) reported that amHtors from structured firms (relative to unstructured 

firms) exhibit a greater tendency to increase their use of certain control and 

coordination mechanisms as the level of task uncertainty increased. Along the 

same lines of reasoning Messier (1983) categorized auditors into "Big Eight" and 
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"Non Big Eight" in a task involving materiality judgments and reported that 

firm type affected consensus but not judgment stability and insight. 

Such firm effects are likely to occur for several reasons. Lewis (1980) 

provides some conjectures as to why audit firms might differ. He suggests that 

decisions are a function of utility functions and the utility preferences of firms 

are likely to differ. Differences in liability insurance premiums or in firm size 

can also affect risk preferences. Furthermore, some firms deliberately adopt 

different strategies to distinguish themselves from other firms. 

Accordingly, the impact of firm affiliation on threshold judgment was 

examined. Table 32 presents the results of a one-way analysis of variance. 

Source 
Mode~ 

Error 

Tota~ 

Firm 3 
Firm 1 
Firm 4 
Firm 2 

Table 32 

ANOVA for Between Firm Differences 
in Threshold Assessments 

Sum of Mean 
S9:!:!ares DF Square F 
2,350 '3 783 2.56 

20,218 66 306 

22,568 

Means Std Dev 
64.85 12.65 
56.81 19.37 
53.63 17.45 
47.79 18.03 

P 
0.0626 

The results of the ANOVA is marginally significant (F = 2.56, 

P = 0.0626). The mean threshold judgment for each fmn is displayed. As can 

been seen, the mean P*(C) for firm 3 is .6485 which is the most conservative 

estimate. Using Duncan's multiple test range, as a post hoc test the mean P*(C) 

of firm 3 is significantly different from that of both firm 2 (alpha = .05) and 
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firm 4 (alpha = 0.10). A review of each firms response to the ASB when SAS 59 

was being debated revealed the following. Unlike the other firms, firm 3 

opposed the issuance of the standard. A key concern of this firm. was the fact 

that the then proposed SAS sought to lower the threshold ior report modification 

and also exposed the auditor to increased liability by obligating the auditor to 

obtain (instead of consider as in SAS 34) audit evidence. Thus, the high 

threshold of auditors from firm 3 may be regarded as a manifestation of a desire 

to mitigate the potential liability that they thought had been imposed on them 

by the standard. Thus, in principle firm 3 is opposed to the idea of expanding 

the auditors' responsibility to assessing continued existence for every audit. 

However, if there is a standard mandating them to so do, the firm will be 

conservative in implementing the standard, if only to curtail potential liability. 

6.1.3 Experience Effects 

Researchers have long been interested in the effect of experience on 

decision making. Such studies have taken two forms; those that compare two 

groups of different decision makers (e.g. bankers vs. auditors) or those which use 

only auditor subjects and compare decisions made based on the auditor's rank 

(e.g. seniors vs. managers). Although no definitive findings have emerged from 

these studies, there seems to be a general agreement that the impact of 

experience on the auditors' performance is contingent on the complexity of the 

audit task. 

According to this view, no significant differences should exist in the 

threshold judgment of me.:aagers and pa.rtners. This is so because both groups of 

auditors are actively engaged in the firms' going concern opinion decision. 
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Using the rank in the firm as an indicator of experience, a t-test was 

used to analyze the responses of the two groups of auditors. The mean 

(standard deviation) threshold judgment of partners was 56.35 (20.43) and that 

of managers was 54.64 (17.26). The difference between the two means was not 

significant (t = .3551, P = .7236). 

3.1.4 Discussion 

In this part of the study, auditors thre.shol~ judgment fo!" lssn;ng a 

qualified opinion was examined. Several interesting insights were obtained. 

First, it was observed that there exists considerable variability in auditors 

assessment of this threshold. Second, it was also observed that auditors opinion 

decisions are consistent with this stated threshold. Finally, auditor's firm 

affiliation influence her assessment of the threshold judgment. With respect to 

this latter finding, it should be noted that differences in auditors' threshold for 

modifying the audit report may lead some auditors to develop a reputation for 

being "hanging judges" (e.g. firm 3) while others are considered as being "soft on 

viability" (e.g. fIrm 2). This in turn may lead to unnecessary opinion shopping 

and auditor switching. Further, such non-trivial differences in implementation of 

a standard may signal to external constituents a lack of commitment to 

rationality by the audit profession. In turn this may lead to a possible loss of 

professional legitimacy and a vicious cycle where expectation gaps lead to new 

standards that are hurriedly written and therefore widen the expectation gap. 

At a more general level, it will seem useful for the ASB to clarify the term 

"substantial doubts" as used in SAS 59. 
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Future research should examine whether the threshold assessments 

change within and between audits. Additionally, future research should examine 

the determinants of this assessment. 

6.2 Perceived Consequences of Issuing Going Concern. Reports 

The last part of the study consisted of several questions aimed at 

aseessing auditors' personal attitude toward qualification. Although dispositional 

explanations of behavior have a long and distinguished history in social 

psychology (Fishbein and Coombs 1974), there is a paucity of both theoretical 

and empirical research in accounting that examine auditors' attitude from an 

information processing perspective. This poverty of research effort is surprising 

given early work which indicated an association between auditors' attitude 

toward issuing continuity qualifications and their intents to issue those 

qualifications (Kida 1980). 

In social psychology, the concept of attitude has been the focus of 

attention in explanations of human behavior for several decades. Although 

formal definitions of attitude vary, most social psychologists agree that an 

attitude is a disposition to respond favorably or unfavorably to an object, person, 

institution or event. Attitudes are generally thought to have three components: 

affect, cognition and conation. Affect refers to the emotional co~ponent of an 

attitude which is thought to be learned from one's reference group. The 

cognition component refers to the individual beliefs, opinions and perceptions--the 

"evaluative beliefs" that an individual holds toward an object or other person. 

Responses of a conative nature are behavioral inclinations and actions with 

respect to the attitude object (Ajzen 1988). Thus, auditors with negative 

attitudes toward issuing the going concern report might indicate that they would 



126 

refuse to issue a going concern qualifir ation except when it was absolutely 

necessary or that they have a very high threshold for issuing a going concern 

report. 

In general, attitudes are measured by multi-item measures of which the 

best known is the semantic differential (Osgood, Suci and Tannenbaum 1957). 

As a measure of attitude, the semantic differential consists of a set of bipolar 

evaluative adjective pairs such as "agree-disagree," "good-bad." Each adjective 

pair is placed on opposite ends on a 7-point scale 8.!l.d respondents are asked to 

mark each scale as it best reflects their evaluation of the attitude object. 

Although single item measures have been used to measure attitudes, a major 

problem of that approach is the lack of reliability across repeated assessments of 

the same attitude. In general, the greater number of items used, the more 

reliable the attitude score. 

From the respondents' responses to the semantic differential, a composite 

score is computed which is then used as a measure of the respondent's attitude. 

This attitude is then assumed to predispose overt behavior relevant to the 

attitude under consideration. Thus, auditors' scores on a semantic differential 

may be used to predict their propensity to issue the going concern report or their 

threshold assessments. It is important that the attitude in question be used to 

predict only actions relevant to the attitude under consideration. One of the 

more robust findings in social psychology is that broad response dispositions are 

poor predictors of specific actions. Thus, if one is attempting to predict 

threshold assessments for issuing going concein reports or auditors' propensity to 

issue going concern reports, then the appropriate attitude measure is to ask 

auditors to evaluate for instance the perceived consequences of issuing a going 
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concern report. 

Accordingly, the last pa..-i of the study was aimed at providing further 

empirical evidence on auditors' perceived consequences of issuing a qualified 

opinion. 

To do this, auditors were asked to indicate their agreement or 

msagreement (on a 7 point Likert scale) with a series of statements related to 

the potential impact of issuing (or not issuing) a qualified opinion. The 

q!!csticnnairc liS03;1 -.;;itS a slightly modified version of Kida (1980). The scales 

were labelled such that lower scores implied perceived negative consequences of 

issuing a going concern report and vice versa. 

Using subjects' responses to the semantic differential scale (this analysis 

included only responses to issuing a going concern (unqualified) report to a client 

that subsequently survives (fails» a composite attitude measure was constructed 

by summing each subjects' responses to the nine questions. This attitude 

measure was then correlated with subjects' threshold assessments. The results 

of the correlation indicated a negative association between attitude and threshold 

assessments (r = -.22696, P = .0588).29 In other words, low scores on the 

attitude scale were associated with high threshold assessments. More 

specifically, auditors who agreed that issuing going concern reports lead to 

negative consequences had higher thresholds for issuing the report. 

Tables 33 and 34 present descriptive statistics on auditors' perceived 

consequences of qualification. The first set of statements inquired about auditors 

perceived consequences of issuing a qualified opinion to a client that 

subsequently survives. Interestingly enough and perhaps somewhat inconsistent 

29The corresponding Speannan rank correlatio!l is (r = -.14721, P", .2240). 
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with popular notions (of the perceived consequences of issuing an inappropriate 

qualified opinion) 65 percent of the respondents disagreed that this action would 

result in losing the client. Furthermore, about 84 percent of the respondents 

disagreed that issuing an inappropriate qualified opinion would result in a 

lawsuit by the client and another 91 percent of the respondents disagreed that 

this would negatively affect their accounting firm's reputation in the business 

community. On the other hand, it has been a fashion in academic circles to 

cite the potential threats or actual dismissal by a client as a reason for auditors 

lack of total objectivity in considering the choice of a qualified report. The 

evidence in this study does not seem to be consistent with this latter notion. 

Most auditors in this study do not perceive the loss of the client or a lawsuit by 

the client as a consequence following from issuing an inappropriate opinion. 

Another consequence of a qualified opinion that has been casually 

discussed by researchers is the self-fulfilling prophecy. The argument is often 

made that the presence of a going concern audit report will in fact cause a going 

concern problem. Half of the respondents agreed that issuing a qualified opinion 

would in iact cause the client to have going-concern problems by impairing the 

client's ability to obtain adequate financing. However, another 37 percent 

disagreed such is the case. 
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Table 33 

Descriptive Statistics on Auditors' Perceived 
Consequences of Qualification 

(Response Frequencies) 

Qualified/Client Survived 
~ ~ ~ 4* 5* ~ ~ 

Loss of client 3 3 17 2 7 33 5 
Lawsuit by client 0 0 3 8 6 33 2C 
Negative effect on reputation 

in business community 0 1 4 1 12 24 28 
Will c.use prOblems 10 26 8 12 12 12 2 

Un~~alified/Client Failed 

Lawsuit by client's creditors 8 29 22 5 4 2 0 
Grounds for audit negligence 2 12 23 8 9 10 6 
Negative effect on reputation 

in business community 5 19 32 3 4 7 0 
Accountant's responsibility 

not fulfilled 1 13 21 3 10 13 9 
Allow client time to work 

out problems 1 3 9 18 11 17 11 

Client Has Problema/Qualified 

Alert third parties to uncertainties 9 22 18 6 6 7 2 
Issue appropriate opinion 21 33 7 7 2 0 0 
Fulfill accountant'. responsibility 14 42 8 6 0 0 0 
Will contribute to problems 2 7 30 10 9 9 3 
Deteriorated relations with clients 0 7 36 9 10 7 1 

Client Does Not Hava Problems/ 
Un~alified 

Avoid unfavorable publicity 5 9 9 19 9 14 S 
Increa8G credibility of report 1 10 6 32 1 14 6 
Avoid deteriorated relations 8 16 20 14 5 .. 0 , 
Reinforce firm's competence 

in public eye 0 5 6 38 2 15 4 
Avoid undue concern by third p~rtias S 29 15 13 1 4 0 

1 = Strongly ~~rea 4 = No Opinion 
2 = Agree 5 = Somewhat Disagree 
3 = Somewhat Agree 6 = Disagree 
4 = No Opinion 7 = Strongly Disagree 
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Descriptive Statistics on Auditors' Perceived Consequences 
of Qualification 

Median ~ 
Qualified/Client Survived 

Loss of client 
Lawsuit by client 
Negative effect on reputation 

in business community 
Will cause problems 

Unqualified/Client Failed 

Lawsuit by client's creditors 
Grounds for audit negligence 
Negative effect on reputation 

in business community 
Accountant's responsibility 

not fulfilled 
Allow client time to work 

out problems 

Client Bas Problems/Qualified 

Alert third parties to uncertainties 
Xssue appropriate opinion 
Fulfill accountant's responsibility 
Will contribute to prOblems 
Deteriorated relations with clients 

Client Does Not Have PrOblems/ 
Unqualified 

Avoid unfavorable publicity 
Increase credibility of report 
Avoid deteriorated relations 
Reinforce fir.m's competence 

in publio eye 
Avoid undue concern by third parties 

6 
6 

6 
3 

2 
3 

3 

3.5 

5 

3 
2 
2 
3 
3 

4 
4 
3 

4 
2 

4.8 
5.8 

6.0 
3.9 

2.6 
3.9 

3.0 

4.2 

4.9 

3.1 
2.1 
2.1 
3.8 
3.7 

4.1 
<!.3 
3.2 

4.4 
2.7 
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The second set of questions inquired about how auditors perceived the 

consequences of issuing an unqualified opinion to a firm that subsequently fails. 

About 85 percent of the auditors agreed that this action would cause a lawsuit 

by the client's creditors and investors against the accounting firm. Similarly, 

80 percent of the respondents agreed that issuing an inappropriate unqualified 

opinion would negatively affect the accounting firm's reputation in the business 

community aLd only 18 percent felt that issuing an unqualified opinion would 

allow the client more time to work out its problems. 

The third set of questions dealt with how auditors perceived the 

consequences of issuing a qualified opinion to a client experiencing going concern 

problems. It differs from the first set of questions in that no outcome (client 

failed) was specified. Seventy percent of the subjects indicated that issuing a 

going concern report (in such circumstances) would alert creditors and investors 

to a major uncertainty regarding the client's business and hence increase the 

credibility of the audit report in the public's eye. Moreover, 87 percent of the 

subjects agreed that issuing a qualified opinion would result in the issuing of the 

appropriate opinion and another 80 percent felt that action would fulfill the 

accounting firm's responsibility to the public. 

Only 19 percent of the respondents felt that this action would result in 

deteriorated relations with the client and auditors were split as to whether the 

opinion issued would in fact contribute to the client's problems. Finally, the last 

part of the questionnaire asked subjects to consider a client that does not have 

going concern problems and inquired about the consequences of issuing an 

unqualified opinion. About 74 percent felt that this action would avoid undue 

concern to third parties that could occur if the opinion were qualified. 
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Strangely enough, about 58 percent of the subjects had no opinion as to 

whether issuing an appropriate unqualified opinion would reinforce the 

competence of the accounting firm in the eyes of the public. Moreover, another 

45 percent indicated that they had no opinion ::J.B to ~.rhether this action would 

increase the credibility of the audit report in the eyes of the public. About 

62 percent felt that issuing the appropriate opinion would avoid deteriorated 

relations with the client that could occur if the opinion were qualified. 

It has been speculated that the perceived consequences of issuing an 

opinion may affect the type of opinion that an auditor issues (Altman and 

McGough 1974). Furthermore, a review of the responses submitted by the 

accounting firms to the ASB during the debate on SAS 59 indicated that some 

firms used the perceived consequence (of assuming a responsibility for issuing 

going concern reports) as a motivation for supporting or opposing the proposed 

standard. For instance, in its written comments to the Board, Arthur Young 

opposed the standard because it felt that the proposed standard may have the 

effect of a self-fulfilling prophesy and unnecessarily increase the liability of 

auditors. On the other hand, other firms such as Deloitte Haskins and Sells 

(DHS) strongly supported the issuance of the standard arguing that auditors 

should have an affirmative responsibility to consider conditions that may affect 

the viability of the entity under examination.3o [ASB-AICPA File No. 2363] 

Accordingly, further analysis was done to explore the proposition that 

perceived consequences of issuing an opinion may influence the type of opinion 

issued and/or are influenced by an auditors' firms affiliation and rank in the 

firm. 

30Reference to these firms does not indicate participation (or lack thereof) in this study. 
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Table 35 presents a comparison of auditors who issued a qualified opinion 

to those who issued an unqualified opinion. A Kruskal Wallis X2 test indicated 

that the following perceived consequences were significantly different at the .1 

level or better. In response to a situation characterized by an issuance of an 

unqualified opinion to a firm that subsequently fails, auditors issuing a qualified 

opinion tended to have & stronger belief that the situation would (1) cause a 

lawsuit by the client's creditors and investors against the accounting firm, 

(2) would negatively affect the accounting firm's reputation in the business 

community. Similarly, auditors issuing the qualified opinion tended to disagree 

more that issuing an unqualified opinion would allow the client more time to 

work out its problems. These results are supportive of the proposition that 

opinion decisions may be influenced by the perceived consequences of qualifying 

(not qualifying). 

Further, auditors issuing the qualified opinion had a stronger belief that 

issuing a qualified opinion for a firm having going concern problems would alert 

creditors and investors to a major uncertainty regarding the client's business, 

thereby increasing the credibility of the audit report in the public's eye. 

Interestingly enough, auditors qualifying tended to agree more that their actions 

would result in deteriorated relations with their clients. 
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Table 35 

Mean (Mean Rank Sums) Responses of Auditors 
Issuing a Qualified Opinion vs. Auditors Issuing 

an Unqualified Opinion 

Kruskal 
Unqualified Qual1f1ed Wallis 

Qualified/Client Survived 
QEinion Q2inion 2'_ E. 

Loss Qf client 4.93 (37.62) 4.71 (34.00) 0.61 0.4343 
Lawsuit by client 5.76 (34.78) 5.90 (36.01) 0.07 0.7884 
Negative effect on reputation 

in business community 6.07 (36.66) 5.90 (34.68) 0.18 0.6721 
Will cause problems 4.17 (38.95) 3.78 (33.06) 1.52 0.2174 

Un~a1ified/C1ient Failed 

Lawsuit by client's creditors 2.513 (39.88) 2.41 (32.40) 2.56 0.1097* 
Grounds for eudit negligence 4.31 (39.71) 3.63 (32.52) 2.22 0.1361 
Negative effect on reputation 

in business community 3.38 (40.14) 2.80 (32.22) 2.91 0.0879" 
Accountant's responsibility 

not fulfilled 4.48 (39.10) 3.98 (32.95) 1.62 0.2024 
Allow client time to work 

out problems 5.28 (41.47) 4.56 (31.28) 4.44 0.0352** 

Cl1~nt Has Problems/Qualified 

Alert third parties to uncertainties 3.66 (41.47) 2.71 (31.28) 4.49 0.0341** 
rssue app~opriat~ opinion 2.14 (36.36) 2.05 (34.96) 0.08 0.7781 
Fulfill accountant'. responsibility 2.24 (39.16) 1.98 (32.91) 2.06 0.1509 
Will contribute to problems 4.03 (38.98) 3.63 (33.04) 1.59 0.2076 
Deteriorated relations with clienta 4.07 (41.12) 3.39 (31.52) 4.41 0.0358** 

Client Does Not BavQ Problems/ 
Un~alified 

Avoid unfavorable publiCity 3.97 (33.45) 4.27 (36.95) 0.52 0.4702 
rncrease credibility of report 4.03 (32.67) 4.41 (37.50) 1.07 0.3007 
Avoid deteriorated relationa 3.34 (37.55) 3.07 (34.05) 0.53 0.4677 
Reinforce firm's competence 

in public eye 4.14 (32.43) 4.59 (37.67) 1.36 0.2439 
Avoid undue concern by third parties 2.79 (35.55) 2.71 (35.46) 0.00 0.9U51 

* P < .1 
** P < .05 
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Using these perceived consequences, a composite attitude measure was 

constructed by summing each subject's responses to the 5 questions. This 

measure was then correlated with subjects' threshold assessments. Once again, 

the correlation was significant and in the expected direction (r = -.36920, 

P = .0017).31 Thus, it appears that auditors' attitude toward qualification is 

associated with their stated minimum allowable beliefs for issuing going concern 

reports. 

Tables 36 and 37 present the results of similar analysis comparing 

perceived consequences on the basis of rank in firm and firm affiliation. From 

Table 34, it can be seen that there are no significant differences in the responses 

of auditors from different firms. 

On the other hand, managers tend to have a stronger belief that issuing 

an unqualified opinion to a firm that subsequently fails would cause a lawsuit 

by the client's creditors and investors against the accounting firm. 

With respect to issuing a qualified opinion to a firm that subsequently 

survives partners disagreed more that this situation would negatively affect the 

firm's reputation in the business. 

31The corresponding Speannan rank correlation is (r = .. 32558, P = .0060). 
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Table 36 

Mean (Mean Rank Sums) Responses of Partners vs. Managers 

Kruskal 
Unqualif1ed Qualified Wallis 

Qualified/Client Survived 
Q.einion QEinion --Z'_ !. 

Los. of client 5.1 (39.25) 4.68 (34.00) 1.08 0.2985 
Lawsuit by client 6.0 (37.00) 5.78 (34.90) 0.17 0.6758 
NegativB effQct on reputation 

in busine.s community 6.35 (42.55) 5.82 (32.68) 3.77 0.0521** 
Will cause problema 4.15 (37.75) 3.86 (34.60) 0.37 0.5450 

Un~alified/Client Failed 

Lawsuit by client's creditors 3.15 (43.57) 2.42 (32.27) 4.92 0.0265** 
Grounds for audi~ negligence 3.95 (36.95) 3.9 (34.92) 0.15 0.6993 
I~egative effect on reputation 

in businoss community 3.35 (40.70) 2.92 (33.42) 2.07 0.1502 
Accountant's responsibility 

not fulfilled 4.65 (40.42) 4.0 (33.53) 1.72 0.1901 
Allow client time to work 

out problems 4.4 (28.80) 5.04 (38.18) 3.16 0.0752* 

Client Bas Prob1ems/Qualifiad 

Alert third parties to uncertainties 3.0 (35.80) 3.14 (35.38) 0.01 0.9361 
Issue appropriate opinion 2.1 (36.95) 2.08 (34.92) 0.16 0.6854 
Fulfill accountant's responsibility 2.25 (38.60) 2.02 (34.26) 0.84 0.3596 
Will contribute to problems 3.8 (34.05) 3.8 (36.08) 0.16 0.6932 
Deteriorated relatiDns with clients 3.6 (32.82) 3.7 (36.57) 0.56 0.4525 

Client Does Not Bave Prob1ems/ 
Un~al1fied. 

Avoid unfavorable publicity 4.55 (39.65) 3.98 (33.84) 1.21 0.2720 
Increase credibility of report 4.15 (33.85) 4.3 (36.16) 0.21 0.6497 
Avoid deteriorated relations 3.4 (38.00) 3.1 (34.50) 0.44 0.5057 
Reinforce firm'. competence 

in public eye 4.45 (35.27) 4.38 (35.59) 0.00 0.9488 
Avoid undue concern by third parties 3.05 (39.97) 2.62 (33.71) 1.49 0.2229 

* p < .1 
** P < .05 
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Table 37 

Mean (Mean Rank Sums) Perceived Consequences 
of Qualifying Classified by Auditor Firm Affiliation 

Kruska1 
Wallis 

~ Firm 2 ~ !!E!...! -1£'_ ~ 
Quali~ied/C1ient Survived 

Loss of client 4.59 5.37 4.'17 4.44 
(34.18) (42.55) (32.35) (31.50) 3.76 0.2985 

Lawsuit by client 5.95 6.21 5.46 5.56 
(35.84) (41.34) (28.96) (33.41) 3.54 0.3151 

Negative e~fect on reputation 
in business community 5.77 6.42 5.92 5.75 

(34.23) (42.29) (33.08) (31.16) 3.50 0.3212 
Will cause problems 4.09 4.26 3.69 3.56 

(37.09) (39.39) (32.81) (30.Sl) 2.02 0.5690 

Un~a1ifiad/Client Failed 

f,awsuit by client' = creditors 2.59 2.95 2.38 2.5 
(32.95) (41.61) (30.96) (35.44) 3.01 0.3894 

Grounds for audit negligence 3.U 3.89 4.G2 4 .. 06 
(28.80) (36.45) (43.35) (37.22) 4.70 0.1952 

Negative effect on reputation 
in husi~~~~ CQ~ity 3.36 2.S9 2.S5 2.94 

(40.1S) (32.55) (34.0S) (33.72) 1.98 0.5764 
Accountant's responsibility 

not fulfilled 4.55 3.68 4.62 3.94 
(39.30) (29.76) (41.00) (32.63) 3.71 0.2946 

Allow client time to work 
out problems 4.32 5.00 5.46 4.94 

(28.98) (36.82) (44.04) (35.97) 4.83 0.1843 

Client aas Problems/Qualified 

Alert third parties to uncertainties 3.41 2.89 2.77 3.19 
(39.20) (33.61) (31.88) (35.59) 1.38 0.7111 

Issue appropriate opinion 2.05 2.11 2.54 1.75 
(35.23) (38.32) (39.69) (29.13) 2.87 0.4116 

Fulfill accountant's responsibility 2.27 2.21 2.00 1.75 
(40.41) (38.71) (31.58) (28.13) 5.60 0.1326 

Will contribute to problems 4.05 3.84 3.46 3.69 
(38.89) (35.13) (29.69) (36.00) 1.84 0.6055 

Deteriorated rolations with clients 3.82 3.53 3.92 3.44 
(35.93) (33.18) (42.19) (32.22) 2.42 0.4892 
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Table 37 (continued) 

Mean (Mean Rank Sums) Perceived Consequences 
of Qualifying Classified by Auditor Firm A.fliliation 

Kruska1 
Wallie 

~ ~ !!:!!!2 Firm 4 ~'- E. 
Client Does Hot Have Problems I 
Un~lified 

Avoid unfavorable publicity 4.4S •• 32 3.85 3.75 
(39.25) (37.21) (31.04) (31.94) 2.07 0.5M3 

Xncrease credibi1ity of report 4.27 4.26 4.08 4.38 
(35.00) (35.47) (33.42) (37.91) 0.42 0.9367 

Avoid deteriorated relations 3.23 3.26 3.46 2.81 
(35.75) (36.26) (40.69) (30.03) 2.13 0.5460 

Reinforce firm's competence 
in public eye 4.55 4.74 4.08 4.06 

(36.61) (40.29) (32.12) (31.03) 2.71 0.4381 
Avoid ur.due concern by third parties 3.05 2.74 2.77 2.31 

(38.55) (35.29) (37.73) (29.75) 2.12 0.5486 

6.2.1 Discussion 

In spite of early speculations that perceived consequences of an action 

may influence behavior, there is a scarcity of research on how the perceived 

consequences of issuing a going concern report affect auditors report choice when 

evaluating an entity's ability to continue in existence. The results of this 

study as well as thai of Kida (1980) provide an indication that studying the 

impact of perceived consequences on behavior may be a fruitful avenue for future 

research. Closely related to this issue is the need to identify the factors 

influencing the formation of perceived consequences. For instance, about 

70 percent of respondents in a study by Mutchler (1984) indicated that they lost 

a client because of the issuance of the going-concern audit report. On the other 

hand, 65 percent of the respondents in this study did not think that issuing an 

inappropriate qualified opinion will lead to a loss of client. Future research that 

investigates how these perceptions are formed and how they change over time 

may be illuminating. 
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Furthermore, future research that directly manipulates the perceived 

consequences of qualifying (not qualified) on auditors' information processing may 

provide corroborating evidence to the above findings. 

Finally, future research that explores the impact of perceived 

consequences of an action on the evidence evaluation activities of auditors may 

seem to be an important and a relatively unexploited area. For instance, does 

the perceived consequence of qualifying induce belief perseverance in evidence 

evaluation? How does the perceived consequences of an action influence the 

avoidance of ambiguity? 
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CHAPrER VII 

7. CONCLUDING REMARKS 

A critical and difficult phase of an audit is the decision to issue (or not to 

issue) an audit report qualified for going concern uncertainties (Chow, McNamee 

and Plumlee 1987). In this phase auditors are required to consider both 

contrary information and mitigating factors in reaching an opinion as to whether 

or not to modify the report. This difficulty is accentuated by two factors. First, 

if an auditor issues a clean opinion to a client which subsequently fails, the 

auditor is likeiy to be sued by third parties. Moreover such failures (no matter 

how limited) are given prominence in the press, providing politicians with an 

alibi to regulate the profession. Secondly, if the auditor decides to issue an 

opinion modified for going concern uncertainties, he is faced with threats of or 

actual dismissal by the client. 

In spite of the ramifications of the going concern report, there is a lack of 

experimental studies in the extant literature on how auditors use contrary 

information and mitigating factors in making going concern opinion decisions. A 

major focus of this study has been to examine the going concern opinion decision 

from an information processing perspective. 

Drawing on a descriptive model of belief updating proposed by Einhorn 

and Hogarth (1987), the impact of three psychological variables on the going 

concern decision has been examined. These variables include the initial belief, 

the order of evidence evaluation and the framing of the initial hyppthesis. With 

respect to the framing of the initial hypothesis, it has been demonstrated that, 

as long as there is an asymmetry in auditors' attitude toward contrary 
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infonllatioll and mitigating factors, systematic differences in the going concern 

opinion decisions are to be expected. With respect to the initiai belief, the 

"surprise" effect will suggest that the rate of upset of an auditors' belief is 

related to the strength of his position prior to receiving evidence. Finally, the 

model predicts a recency effect, when the auditor evaluates mixed evidence (Le., 

contrary information and mitigating factors). 

Underlying the predictions of the model are two m~jor assumptions that 

may affect the generalizability of the results to more natural settings. First, the 

form of the model described in this study assumes that auditors devote full 

attention to the judgment process and, therefore. all available cues are attended 

to. However, early work cn human information processing in accounting 

emphasized the decision maker's inability to attend properly to all cues even if 

they wished to do so. In particular Birnberg and Shields (1984) suggest 

information overload as a possible source of decrement in the decision maker-:'1 

efficiency. For instance, it is possible that a decision maker fails to attend to a 

particular cue because that cue has become lost in the mass of less significant 

cues also presented. Moreover, fluctuations in attention may depend on the serial 

position of evidence. Time pressure and budget constraints are all variables that 

may lead to less than full attention being paid to all pieces of evidence in a 

more natural setting. 

Second, the model assumes that evidence is correctly coded by the 

auditor. For instance, if the hypothesis of interest is a client's ability to continue 

in existence, then a denial of usual trade credit will be encoded as negative 

evidence by all auditors. The encoding process is of crucial importance because 

belief revision is a function of the encoding process. However, this process is 
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likely to be affected by the auditor's education, experience and the ambiguity of 

the piece of evidence. In turn, these variables may lead to differences in how 

auditors encode evidence. Future research should focus on how auditors encode 

and store information in memory. 

In addition, the usual problems associated with mailing research 

instnunents to subjects need to be reiterated. First, although participants were 

told to work independently, there is no way of telling, in fact, if they did so. 

Second, additional information sources may have been differentially consulted by 

the participants and finally, it can only be assumed that subjects had an 

adequate understanding of the task (Wright 1976). However, a review of the 

comments voluntarily given by the participants does not lend much credence to 

this last point. 

With respect to avenues for future research, three areas seem to be of 

immediate interest. First, the form of the model presented here assumes that 

auditors update evidence sequentially. However, the psychology literature 

suggests another mode of processing. This mode of processing (the memory 

storage mode) indicates that a subject would store each evidence as it is 

received, and make a single overall integration after the last stimulus has been 

received. Future research may investigate the impact of the processing mode on 

the belief revision process. However, the difficulty in separating the processing 

mode effect should not be underestimated, as it is often difficult to distinguish 

the type of processing mode being used by the auditor. 

Second, following anecdotal evidence, it has been assumed that auditors 

are more sensitive to contrary information (i.e., downward revision) and based on 

this assumption, it has been predicted that framing the initial hypothesis in 
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terms of viability lead to more extreme revision given the same contrary 

informaticn. A more direct test of this hypothesis may be achieved by explicitly 

manipulating av,ditJ)r8' sensitivity to contrary information and mitigating factors. 

For instance by explicitly manipulating the outcomes associated with issuing an 

incorrect opinion, auditors' sensitivity toward evidence may be varied. This will 

allow for a more direct test of the prediction that framing of the initial 

hypothesis lead to systematic differences in going concern judgments. 

Further in this study evidence has been presented to auditors and, in 

turn, auditors have used this evidence to update their beliefs. However, it is 

likely that information search may affect the: !!!.~..!lne!' in which subsequent 

processing is done. Future research should explore the role of information 

search on processing of evidence. Similarly, in practice there is joint processing 

of data for other purposes both simultaneously and/or intervening with the 

going-concern evidence over time. Research on such processing of data for multi

purposes is almost non-existent in the extant literature and future research 

toward this direction will be useful. 

Again, it will seem that other contextual variables, such as the technology 

of the firm, the ownership structure of the client, and the previous audit report 

issued are all factors that may playa role in the auditors going concern opinion 

decision and therefore warrant study. 

Finally, it should be noted that the going concern opinion decision is one 

that is likely to be consummated by an audit team after extensive consultations 

among team members. The extent to which the results of the current single

auditor study generalize to team settings is an open question. It will be 

interesting to examine how team judgments mitigate or aggravate recency effects 
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in ihe evaluation of mixed evidence. However, the difficulties associated with 

conducting such studies should not be underestimated (see Solomon (1988) for a 

review of multi-auditor studies). A useful starting point in this direction may be 

to use student subjects working as teams in simulated audit cases. For 

instance, the Simulated Case in Audit Decision making (SCAD) developed by 

some researchers at the University of Arizona provides unlimited potential for 

examining the nature of multi-person judgments and decisions. SCAD is 

especially useful as the audit teams are formed and work together for a whole 

semester. This overcomes the problem faced by research using teams created 

solely for experimental purposes. 

In concluding, it is emphasized that the auditor's going concern opinion 

decision is one that is not completely understood. It may require several studies 

to achieve a meaningful level of understanding. 
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APPENDIX A 

HYPOTHESIS FRAMING AND EVIDENCE EVALUATION 

Let 80 = initial belief in a specific hypothesis (e.g., the client will continue) 

1 - So = So = the initial belief in the alternative hypothesis (e.g., the client will 

not continue) 

Then the revised belief after seeing a piece of evidence (e.g., denial of usual 

trade credit) from equation (4a) and (5a) is 

81 = So - aBo s(.) 

SI = So + PC1 - So) s(.) 

under what condition is SI = 1 - 8 1 

substituting 1 - So = 80 into A2 yields 

SI = (1 - So) + P(1 - 1 + 80) s(.) 

81 = (1 - So) + p So s(.) 

Adding Al and A.3 yields 

So - n So s (.) + (1 - So) + p So s(.) = 1 

(if 8) = 1 - SI) 

= So + (1 - So) - n So sO + p So s(.) = 1 

= 1 - So s(.) (n - p) = 1 

= - So s(.) (n - p) = 0 

= So s(.) (n - p) = 0 

for A6 to hold, either So s(.) = 0, or else 

Ct=p 

A.1 

A.2 

A3 

A.4 

A5 

A.6 
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Under what condition does the framing of the initial hypothesis lead to different 

belief revision? 

i.e., 81 ~ 1 - 81 
Rewrite A.5 as 

1 - 80 s(.) (a - ~) = 81 + 81 

=> 1 - 81 - 8 0 s(.) (a - ~) = 81 

thus if a > ~, 81 < 1 - 8 1 

for all s(.) ~ 0 
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APPENDIX B 

ORDER EFFECTS FOR MJXED EVIDENCE 

Consider an auditor who receives contrary information (c) followed by a 

mitigating factor (m). His belief revision S(c,rn) proceeds as follows: 

SI = So - aBo sea) (1) 

S2* = SI + (3(1 - SI) s(b) (2) 

Substitute So - aBo sea) for SI in equation (2) yields 

= So - aBo sea) + P[l - So + aBo sea)] s(b) 

S2* = So - aBo sea) + ~s(b) - pso s(b) + So sea) s(b) ap 

If the order of evidence is reversed, S(rn,c), we have 

SI = So + (3(1 - So) s(b) 

S2 = SI - aB1 sea) 

substituting So + (3(1 - So) s(b) for SI in equation (4) yields: 

= So + P(l - So) s(b) - arSo + ~(l - So) s(b)] sea) 

S2 = So + P(1 - So) s(b) - aBo sea) - aps(a) s(b) 

- aPSo sea) s(b) 

B.1 

(3) 

(4) 
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Define order effects as 

D = S(c,m) - S(m,c) 

= S2* - ~ 

S2* = So - cxSo sea) + ~s(b) - PSo s(b) + So sea) s(b) Clf3 

82 = So - cxSo sea) + ~(1 - So) s(b) + So sea) s(b) o.~ 

- o.ps(a) s(b) 

D = o.ps(a) s(b) 
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As long as evidence is not ignored (i.e., o.,~ "* 0), recency effect will occur, i.e., 

S(c,m) is greater than S(m,c). 
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APPENDIX C 

FRAMING EFFECTS FOR MIXED EVID~NCE 

Let So = initial belief in a specific hypothesis (e.g., the client will continue) 

1 - So = So = the initial belief in the alternative hypothesis (e.g., the client will 

not continue) 

Then the revised belief after seeing contrary information and a mitigating factor 

proceeds as follows: 

SI = So - aBo sea) 

SI = So + 13(1 - So) s(b) 

Substituting equation (1) in equation (2) yields: 

S2 = So - aBos(a) + 13[1 - So + aBos(a)] s(b) 

For the alternative hypothesis: 

81 = 80 + pel - 80 ) sea) 

82 = 81 - aS1s(b) 

Substituting equation (4) in equation (5) yields: 

82 = So + ~1 - So)s(a) - a[8o + 13(1 - 80)s(a)] s(b) 

Rewrite equation (6) as: 

82 = 1 - So + pSos(a) - a[1 - So + pSoS(a») s(b) 

1 - 82 = So - pSos(a) + a[1 - So + pSoS(a») s(b) 

(1) 

(2) 

(3) 

(4) 

(5) 

(6) 

(6') 

(7) 



What is (1 - 82) - 82 

Subtract equation (3) from equation (7) 

So - pSos(a) + a[1 - So + I3S08(a)] s(b) 

- [So - aSos(a) + P[1 - So + «808(a)] s(b)] 

= -pSoS(a) + as(b) - aSoS(b) + af3Sos(a) s(b) 

+ «8os(a) - ~s(b) + PSoS(b) - apSos(a) 8(b) 

(a - P) S08(a) + a - 13(1 - 80) s(b) 

(a - 13) [808(a) + (1 - 80) s(b)] 

But since [808(a) + (1 - 80) s(b)] > 0 

it follows that if a > 13, (1 - 82) > 82 
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(8) 

Thus, after evaluating both pieces of evidence, auditors who frame their initial 

hypothesis in terms of failure will as8ess a higher probability of continued 

existence than those who framed their initial hypothesis in terms of viability. 
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APPENDIX D 

EXPERIMENTAL INSTRUMENT 

June 21, 1988 

Dear Participant: 

Thank you for agreeing to participate in this project. The objective of the project is to 
gain an understanding of how individual auditors make judgments based on their 
experience. 

In responding to the case materials, assume that SAS No.59 - "The Auditor's 
Consideration of an Entity's Ability to Continue as a Going Concern" is effective. That 
standard states that the auditor's responsibility is to evaluate whether there is 
substantial doubt about the entity's ability to continue in existence for a reasonable 
period of time, not to exceed one year beyond the date of the financial statements. 

Since the study is concerned with individual judgments, it is emphasized that you work 
on the case independently. Please do not talk about this project with other participating 
members of your firm. 

The case is straightforward and involves no tricks. AIl responses that you provide will 
be held in strict confidence. Your responses will be grouped with those of other 
participants prior to review. Your responses will not be reviewed in isolation. 

Once you have completed thp. case, seal it in the enclosed envelope and return the sealed 
envelope to [Name Inserted Here]. He has agreed to collect the materials of all 
participants and will mail them to me in the sealed form. He will not see any of your 
responses. Please endeavor to return your materials to him before 7/10/88. 

Thank you in advance for your cooperation and close attention. 

Sincerely, 

Stephen K Asare 

SKAlml 
EncIs. 
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GENERAL INFORMATION 

This questionnaire asks you to make judgments based on your experience as an 

auditor. There are three sections and it is very important (for the interpretation of the 

research results) that you complete each section before proceeding to the next. Please go 

through the questionnaire in the order given. 

In the first section, you will be provided with background information of a 

hypothetical client. The information includes a description of the operations of the 

client, its economic environment and the type of audit opinion it received in each of the 

last two years. Following this information, the next few pages present audited financial 

statements of the last three years and the current year. At the end of this section, you 

will be asked to provide judgments based on the background information and the 

financial statements. 

In the second part of the questionnaire, you will be asked to make additional 

judgments. To make these judgments, you will be provided with several pieces of 

information. When asked to provide a judgment, please do so before proceeding with the 

rest of the experiment. In addition, once a judgment has been made and you proceed to 

the next part of the experiment, please do not alter any previous responses. 

The final part of the experimental materials asks several questions about your 

audit.ing experience. 

Once you have completed the experimental materials, seal them in the enclosed 

envelope and return to your firm representative. 

The results of this research will be provided to a representative of your firm. U 

you desire a personal copy of the results, indicate your name and address on the place 

provided in the third section. Because the results will be aggregated, no one's individual 

responses will be disclosed. 

Thank you for your cooperation. 



153 

SECTION I 

The ABC Corporation was incorporated in 'fucson, Al-1zona on December 15, 1970, 

to succeed a partnership. The company has been traded publicly since April 1981. 

Members of the family who were the original partners own about 40% of the voting 

shares. 

The company designs, manufactures and markets teleconferencing hardware and 

software products, systems and support services to business and government. The 

company's principal products and services are teleconferencing systems, the Abex, Bodex 

and Dadex and support services. 

Teleconferencing systems provide users with audio, graphics, data and video 

communications between remote conference rooms and desktops and are designed, built, 

tested ~nd inst!!.!!ed to meet individual customer specifications. The Abex is a computer 

based control system that permits users to easily integrate all audio, graphics, video and 

communications equipment of any manufacturer in a teleconferencing system. 

The Bodex is a teleconferencing system that distributes still video pictures and 

computer generated graphics to multiple conference rooms utilizing the communications 

capacity on a mainframe computer network. Dadex is a PC to PC confe!"encing software 

product enabling two users, regardless of location, to jointly run most popular software 

on their respective PCs during !! voice/data telephone call. 

The support services include a wide range of planning and del)ign, installation 

and testing, user training and maintenance for the systematic implementation and 

operation of any teleconferencing system offered by the company. 

The company is currently utilizing approximately 5700 square feet of office and 

plant space in Tucson and an additional 1500 to 2000 square feet of office space in 

Phoenix for sales and demonstration purposes. Each of the company's facilities is 

equipped with a Bodex conference room. Since incorporation, its ownership has 

increased to 900 stockholders. The company currently employs 60 people. 
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Industry performance continues to improve, although there is considerable 

diversity of performance among individual companies. Industry profitability, liquidity 

and long-term solvency continue to rise. The industry remains competitive and there is 

a considerable growth potential for threshold companies (such as ABC) in small markets. 

Although the company has not emphasized nor established a strong network of 

internal controls, top management closely monitors the operations, and overall 

management controls generally serve as adequate substitute for detailed controls. The 

organizational structure and size of the company facilitates the effectiveness of the 

management control system. As a result, only minor adjustments have been made to 

book balances in the past. 

In the past year however, various members of management have expressed their 

differences of opinion to the other employees, which has contributed to employee morale 

problems, including turnover. 

Your firm has completed the audit of ABC Corporation for the year ended 

December 31, 1987. In addition, your firm has examined the financial statements of the 

company for the past two years. In each of those two years, the company received an 

unqualified audit report. 

The condensed financial statements for the company for the fiscal years ended 

December 31, 1984, 1985, 1986 and 1987 follow. 
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ABC COl:pOration 

J:ncome Account Year Ended December 31 

(Audited) 

1997 1986 1985 1984 

Net Sales 3,342,000 2,130,000 1,277,000 1,299,000 

Cost of Sales 1,923,000 1,338,000 742,000 684,000 

Gross Margin 1,419,000 792,000 535,000 615,000 

Research & 
Development 23,000 84,000 21,000 41,000 

selling, General 
& Administrative 1,410,000 758,000 468,000 380,000 

Interest Expense 102,000 35,000 12,000 39,000 

Other, Net 124,000 29,000 (7,000) 37,000 

1,659,000 906,000 494,000 497,000 

Net Income (Loss) (240,000) (114,000) 41,000 118,000 



Cash 
Accounts Receivable 
Inventories 
Other Current Assets 
Total Current Assets 

Fixed Assets 
Other Assets 

Total Assets 

Accounts Payable 
Accrued Expenses 
Current Portion of 

Long Tenn Debt 
Total Current 
Liabilities 

Long Tenn Debt 

Other Long Tenn 
Liabilities 

Subordinated Notes 

Total Liabilities 

Common Stock 

Retained Earnings 

ABC Coxporation 

Baiance Sheet As Of December 31 

(Audited) 

1987 1986 1985 

108,000 24,000 21,000 
976,000 411,000 186,000 

1,128,000 669,000 359,000 
9,000 28,000 2,000 

2,221,000 1,132,000 568,000 

216,000 240,000 96,000 
123,000 17,000 18,000 

2,560,000 1,389,000 682,000 

644,000 276,000 199,000 
410,000 230,000 49,000 

380,000 343,000 76,000 

1,434,000 849,000 324,000 

440,000 331,000 

68,000 78,000 113,000 

525,000 

2,467,000 1,258,000 437,000 

292,000 90,000 90,000 

(Accumulated Deficit) (19S,000) 41,000 155,000 

Total Equity 91,000 131,000 245,000 

Tot~l Liabilities 
& E~ity 2,560,000 1,389,000 682,'.)00 
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1984 

22,000 
229,000 
197,000 

448,000 

111,000 
5,000 

564,000 

173,000 
44,000 

23,000 

240,000 

3,000 

117,000 

360,000 

90,000 

114,000 

204,000 

564,000 
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You are performing a review of this year's engagement. The information 

provided in the recent financial statements has raised doubts about the ability of ABC 

Corporation to continue in existence. Thus, you are asked to consider the going concern 

question in conjunction with your review. 

Relevant to yOUi' consideration of the going concern question is a new SAS which 

has been issued (supercedes SAS No. 34) to provide guidance to auditors when they find 

themselves in situations where there are doubts about the continued existence of an 

entity. The statement indicates that if after considering the significance of contrary 

---------iiflftf(f6)f:rm'iruaitt:i(i())fn~and--any mitigating factors, as well as management plans, the auditor 

concludes that substantial doubt about the entity's ability to continue in existence for a 

reasonable period of time remains, the audit report should be modified to reflect that 

conclusion. 

Based on your analysis of the preceding financial statements and background 

information, how likely is it that ABC Corporation will continue in exi.'1tence through the 

end of 1988? Indicate your assessment by marking down an 'X" at the appropriate 

point along the lOO-point scale below . 

o 10 

Certain not 
to continue 

20 .30 40 50 60 70 80 90 100 

Certain to 
continue 

Do not proceed further until you have completed this section. 

Once this section is completed, do not come back and alter the 

response on the above scale. 



The next part of the questionnaire 

is Section II. 

Do not proceed to Section II 

unW you have completed Section I. 
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SECTION n 

In this section, you will be asked to make a series of judgments. The judgments 

are based 011 information that has become available t.o you after looking fhrther into the 

working papers to obtain more evidence bearing on the matter of going concern 

uncertainties. 

To obtain the information, please tear the seal at the perforation, review the 

information and provide a response as requested. 

Repeat this process for subsequent perforations. 

Remember to tear the seals one at a time and in the order given. (Perforations 

are numbered 1 through 5 and should be torn in that order.) 



PERFORATION #1 

o TEAR OFF TOP SHEET 

o REVIEW INFORMATION 

o PROVIDE RESPONSE 

DO NOT TEAR THE NEXT PERFORATION UNTIL YOU HAVE 

COMPLETED THIS PART. 
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Subsequent to year end, the company's bank informed management that it had 

no desire to :renew the company's line of credit in the amount of une million dollars. 

Negotiations with other banks regarding a line of credit have not been successful. 

Based on this information, provide a revised estimate of how likely is it that ABC 

Corporation will continue in existence. 

Indicate your assessment by marking down an 'X" at the appropriate point along 

the IOO-point scale below. 

o 10 

Certain not 
to continue 

20 30 40 50 60 70 80 90 100 

Certain to 
continue 

Do not tear the. next perforation until you have completed this 

part. Once this part is completed, do not come back and alter 

the response on the above scale. 



PERFORATION #2 

o TEAR OFF TOP SHEET 

o REVIEW INFORMATION 

o PROVIDE RESPONSE 

DO NOT TEAR THE NEXT PERFORATION UNTIL YOU HAVE 

COMPLETED THIS PART. 
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The company designed a new product !ine in mid-1987 (primarily software 

inventory) for approximately $400,000 (included in year end inventor-j). The <;umpany 

has experienced problems with the quality of this product line. Inventory turnover of 

this product has been extremely slow, approximately once per year and the product faces 

potential obsolescence due to the slow inventory turn. Several production problems have 

been encountered in trying to improve the quality of this product line. 

The problems encountered with this item has led to the loss of a principal 

customer. In order to dispose these items, there is a need for the company to seek new 

customers. 

Also, the company's patent for the Dadex expires on November 30, 1988 and this 

may have an adverse effect on the company's operations. As of balance sheet date, a 

great portion of invent{)I'j' (approximately foui-tenths of total assets) was either not paid 

for or pledged as collateral for outstanding debt. 

Based on this information, provide a revised estimate of how likely is it that ABC 

Corporation will continue in existence. 

Indicate your assessment by marking down an "X" at the appropriate point along 

the 100-point scale below. 

o 10 20 

Certain not 
to continue 

30 40 so 60 70 80 90 100 

Certain to 
continue 

Do not tear the next perforation until you have completed this 

part. Once this part is completed, do not come back and alter 

the response on the above scale. 



PERJ<'ORATION #3 

o TEAR OFF TOP SHEET 

o REVIEW INFORMATION 

o PROVIDE RESPONSE 

DO NOT TEAR THE NEXT PERFORATION UNTIL YOU HAVE 

COMPLETED THIS PART. 
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Beyond 19BB, the company is forecasting greatly increasing profits reaching 

$2 million h~fore federal income taxes in 1992. According to recent industry statistics, 

the number of users of the product Olf the specific type distributed by the company is 

approximately doubling each year. By the end of February, 19B8, the company was 

already near the break-even point. Overhead costs inr.-<1rred to date v-;~re substantially 

lower than costs for the same time last year, and somewhat lower than the estimates in 

the budget. 

Based on this information, provide a revised estimate of how likely is it that ABC 

Corporation will continue in existence. 

Indicate your assessment by marking down an 'X" at the appropriate point along 

the lOO-point scale below. 

o 10 

Certain not 
to continue 

20 30 40 50 60 70 80 90 100 

Certain to 
continue 

Do not tear the next perforation until you have completed this 

part. Once this part is completed, do not come back and alter 

the response on the above scale. 



PERFORATION #4 

o TEAR OFF TOP SHEET 

o REVIEW Th'FORMATION 

o PROVIDE RESPONSE 

DO NOT TEAR THE NEXT PERFORATION UNTIL YOU HAVE 

COMPLETED THIS PART. 
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In February 1988, the company was successful in obtaining the deferment of 

$300,000 of accounts payable over a three year period. Additionally, the company's 

creditors had given the company a letter indicating they would not consider the loan in 

default because of the late payment of the 1987 installments. The 1988 installments 

were not due until Jater in the year. 

Based on this information, provide a revised estimate of how likely is it that ABC 

Corporation will continue in existence. 

Inditate your assessment by marking down an 'X" at the appropriate point along 

the 100-point scale below. 

o 10 

Certain not 
to continue 

20 30 40 50 60 70 80 90 100 

Certain to 
continue 

Do not tear the next perforation until you have completed this 

part. Once this part is completed, do not come back and alter 

the response on the above scale. 



PERFORATION i5 

o TEAR OFF TOP SHEET 

o REVIEW INFORMATION 

o PROVIDE RESPONSE 

DO NOT TEAR THE NEX:l' PERFORATION UNTIL YOU HAVE 

COMPLETED THIS PART. 
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Based on all the preceding information, what type of report will you issue for 

1987? Indicate your response by circling the appropriate letter. 

(a) Unqualified report . 

(b) Qualified report (going concern uncertainties) 

(c) Disclaimer of an opinion 

You have completed Section n of the experiment. The next page 

is Section m. 
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SECTIONID 

This section collects information about your auditing experience rmd other 

questions related to the tasks you have just completed. Please provide responses in 

accordance with the instructions given. 

Below are a few questions regarding your auditing background and some other 

issues. Please provide answers in the spaces provided. 

(1) A new SAS has been issued (supercedes SAS No. 34) to provide guidance to 

auditors when they find themselves in situations where there are doubts about 

the continued existence of an entity. The statement indicates that the auditor 

should consider evidence contrary to the assumption of continued existence 

(contrary information) as well as any factors tending to mitigate those conditions 

(mitigating factors). 

For each of the following pieces of evidence presented in the previous section, 

indicate whether the evidence waS a mitigating factor (M) or contrary 

information (C). 

(i) Loss of a principal customer: 

(ii) 'Bank does not renew line of credit and negotiations for alternatives have 

been unsuccessful: 

(iii) Deferment of accounts payable over a 3-year period: 

(iv) Loss of patent: _ 

(v) Overhead costs are lower than costs for the same year and somewhat 

lower than the estimates in the budget: 

(vi) Slow inventory turnover: __ 

(vii) Forecast of increasing of profits: 
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(2) The new 8AS indicates that if "after considering the significance of contrary 

information and any mitigating factors, as well as management plans, the auditor 

concludes that substantial doubt about the entity's abiHty to continue in existence 

for a reasonable period of time remains, the audit report should be modified to 

reflect that conclusion." 

Consider the ABC Corporation, a situation where you are considering the 

going concern question in conjunction with your examination. 

Using the scale provided below, please complete this statement: 

At the end of the audit, if my assessed probability of the ABC 

Corporation continuing in existence is less than I will have 

substantial doubts about the entity's ability to continue in existence and will 

definitely issue a going concern report. 

Indicate your response along the lOO-point scale below. 

o 10 20 

Certain not 
to continue 

30 40 so 60 70 80 90 100 

Certain to 
continue 

(3) What is your level of responsibility in your firm? 

--_ ... _-----------
(4) In what areas are your primary activities in the firm? 

Auditing 

Tax _____ _ 

Other (please specify) ________ _ 

(5) How many years of auditing experience do you have? __ years 

(6) Consider only the last four years of your auditing career. How many audits have 

you worked on? (Note if you have audited the same client, for say, 4 years, then 

count this as four audits and not just one.) 

__ audits 



(7) How many of the above audits (in the last four years) resulted in: 

(a) an unqualified report __ 

(b) a qualified report (going concern uncertainties) __ 

(c) a qualified report (other) __ 

Cd) an adverse opinion __ 

(e) disclaimer of opinion __ 
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On a scale of 1 to 7 (with 7 being strongly disagree and 1 being strongly agree), indicate 

your agreement or disagreement with each of the fonowing statements by writing the 

appropriate number after the statement. 

Consider a client whose ability to continue as a going concern is in question. If you 

issue a going concern report to that client, and it subsequently appears that the going 

concern report was erroneous (i.e., the clieni. survived), your action: 

A would result in losing the firm as a client. 

1 

strongly 
aqrGe 

2 

agrae 

3 

somewhat 
agrea 

456 

no somewhat disagree 
opinion diG&gr~Q 

7 

strongly 
disagree 

B. woulli result in a lawsuit by the client against your accounting firm. 

1 2 3 4 5 6 7 

strongly agree somewhat no somewhat dieaqrGe strongly 
agrag agr_ opinion disagree di8agree 

C. would negatively affect your accounting firm's reputation in the business 
community. 

1 2 3 4 5 6 7 
strongly agree SOloowhat no 80mewhat disagr_ strongly 
agree agree opinion disagree disagree 
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D. would, in fact, cause the client eventually to have going-concern problems by 

impairing its ability to obtain adequate financing, straining relations with 

customers, suppliers, etc. 

1 

strongly 
&gr_ 

2 3 4 5 6 7 

no aOlllAwhat disagree strongly 
opinion disagree disagreQ 

Consider a client whose ability to continue as a going concern is in question. If you 

issue an unqualified opinion (i.e., not qualified for going-concern reasons) to that firm, 

and the firm subsequently fails, your action: 

A. would cause a lawsuit by the client's creditors and investors against your 

accounting firm. 

1 2 3 4 5 6 7 

strongly agree SO!!l~nfhat no somewhat disagree strongly 
agr_ agr_ opinion disagree disagree 

B. would provide grounds for alleging auditing negligence. 

1 2 3 4 5 6 7 

strongly agree somewhat no somewhat disagr_ strongly 
agree agree (;)pinion disagree ciisag:.:ee 

C. would negatively affect your accounting firm's reputation in the busi,ness 

community. 

1 2 3 4 5 6 7 

strongly agree somewhat no aomewhat disagree strongly 
agr_ agr_ opinion disagree disagree 



D. would result in your not fulfilling an accountant's responsibility to the public. 

1 

strongly 
agr_ 

2 

agree 

3 « 5 6 

no somawhat disagree 
opinion disagree 

E. would allow the client more time to work out its problems. 

1 

strongly 
agree 

2 

agroo 

3 « 5 6 

no somewhat disag~ee 
opinion ~i=agrQe 

7 

strongly 
disagree 

7 

strongly 
disagre& 
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Consider a client that has going-concern problems. 
qualification to that firm, your action: 

If you issue a going-concern 

A. would alert creditors and investors to a major uncertainty regarding the client's 
business and thereby increase the credibility of the audit report in the public's 
eye. 

1 2 3 « 5 6 7 

strongly agree somewhat no somewhat eliaagree strongly 
agree agree opinion elisagree elisagree 

B. would result in the issuing of the appropriate opinion. 

1 2 3 4 5 6 7 

strongly agree somewhat somewhat elisagrae strongly 
agr_ agre<, opi~ .• , eli.agree elisagree 

C. would fulfill your accounting firm's responsibility to the public. 

1 

strongly 
agree 

2 

agree 

3 

somewhat 
agrQQ 

« 5 G 7 

no aoma\ihat eli.agree strongly 
opinion elisagree elisagrae 



D. would, in fact, contribute to that client's problems. 

1 

strongl.y 
agr_ 

2 3 

agree 

4 5 6 7 

no somewhat dis.grOG strongl.y 
opinion disagree disagree 

E. would result in deteriorated relations with the client. 

1 

strongly 
agree 

2 

agree 

3 

somewhat 
agreQ 

4 5 6 7 

no somewhat disagree strongly 
opinion disagree disagree 
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Cons.>ider a client that does not have going-concern problems. If you issue an unqualified 
opinion (i.e., not qualified for going-concern reasens) to that firm, your action: 

A. would avoid unfavorable publicity to your accounting firm that could occur if the 

opinion was qualified. 

1 

stz-ongly 
agree 

2 

agree 

3 4 5 6 

no ~omawhat disagree 
opinion disagree 

7 

strongly 
disagree 

B. would increase the credibility of the audit report in the eyes of the public. 

1 

strongly 
agraa 

2 

agree 

3 

somewhat 
agree 

4 5 6 7 

no 1I00000.aWhat disagree =trongl.y 
opinion disagree disagree 

C. would avoid deteriorated relations with the client that could occur if the opinion 

were qualified. 

1 

strongly 
agree 

2 

agree 

3 

somewhat 
agrae 

4 5 /) 7 

no somewhat disagrGD strongly 
opinion disagree disagree 



D. would reinforce your accounting firm's competency in the eyes of the public. 

1 2 

Agree 

~ .5 6 

~o somewhat disagree 
opinion disagree 

7 

strongly 
disagree 
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E. would avoid undue concern and alarm by the client's investors, creditors, 

suppliers, and customers that could occur if the opinion were qualified. 

1 

strongly 
agree 

agree 

Any other comments: 

3 

somewhat 
agree 

4 5 6 

no aom=~~t disagree 
opinion disagree 

7 

strongly 
disagrea 

Complete this section only if you want a persona] copy of the results of this study. 

Name 

Mailing Address 

Thank you for your cooperation. 



APPENDIX E 

COHERENCE OF THRESHOLD ASSESSMENT 

AND OPINION ISSUED 

Coherent Fi:r:m 
Subject P*(C) peCIE) Q:einion Q2.1n.ion ~ ~ 

1* 40 40 Qualified Unqualified Manager 1 
2* SO 60 Qualified Unqualifed Manager 1 
3* SO so Qualified Unqualified Manager 1 
4 SO 76 Unqual:l.fied Unqualified Manager 1 
5 55 88 Unqualified Unqualified Manager 1 
6 50 80 Unqualified Unqua~i:fied Manager 1 
7 50 80 Unqualified Unqualified Partner 1 
8 80 75 Qualified. Qualified Partner 1 
9 30 7CJ Unqualified Unqualified Manager 1 

10 50 55 Unqualified Unqualified Manager 1 
11 75 50 QuaUf:1.ed Qualified Manager 1 
12 95 40 Qualified Qualified Partner 1 
13 75 20 Qualified Qualified Manager 1 
14 45 82 Unqualified Unqualified Partner 1 
15 60 45 Qualified Qualified Manager 1 
16 30 80 Unqualified Unqualified Partner 1 
17 60 26 Qualified Qualified Partner 1 
18 80 28 Qualified Qual.ified Partner 1 
19 75 25 Qualified Qualified Partner 2 
20 75 24 Qualified Qual.ified !mnager 2 
21* 50 55 Qualified Unqualified Manager 2 
22 40 60 Unqualified Unqualified Manager 2 
23 70 85 Unq-.. alified Unqualified Manager 2 
24 50 78 Unqualified Unqualified Manager 2 
25 40 32 Qualified Qualified Partner 2 
26* 50 55 Qualified Unqualified Partner 2 
27 20 75 Unqualified Unqualified Partner 2 
28 20 88 Unqualified Unqualified Manager 2 
29 60 25 Qualified Qualified Manager 2 
30 70 35 Qualified Qualified Manager 2 
31* 30 40 Qual.ified Unqualified Manager 2 
32* 20 45 Qualified Unqualified Manager 2 
33 35 48 Unqualified Unqualified ii'..anaqer 2 
34 50 30 (t.;J.alified Qualified Manager 1 
35'" 95 30 Unqualified Qualified Manager 1. 
36* 25 30 Qualified Unqualified Partner 1 
37 63 58 Qualified Qualified Manager 2 
38 40 50 Unqua1if.ied Unqualified Partner 2 
39 SO 79 Unqualified Unqualified Partner 2 
40 60 15 Qualified Qualified Partner 3 
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Coherent Firm 
Subject P*(C) P(C(E) QEinion QEini.on ~ ~ 

41' 70 65 Qualified Qualified Manager :3 
42 80 49 Qualified Qualified Manager 3 
43 66 42 QuaJ..1.:fied Qual.1.:fied Manager 3 
44 60 68 Unquali:tied Unqualifed Manager ;) 

45 40 70 Unqualified Unquali:ried Manager 3 
46 50 79 Unqual.ified Unqualified Manager 3 
47 80 37 Qual.1.:fied Qu&lified Manager 3 
48 70 82 Unqualified Unqual.ified Manager 3 
49 75 70 QuaJ.1fied Qualified Manager 3 
50 52 20 Qualified Qualified Manager 3 
51 60 55 Qualified QuaJ.1fied Manager 3 
52 80 70 Qualified Qualified Manager 3 
53 80 30 Qualified QuaUfied Manager 4 
54 46 25 Qualified Qualified Manager 4 
55 60 18 Qualified Qualified Manager 4 
56 60 70 Unqual.ified Unqualified Manager 4 
57 50 30 Qualified Qualified Manager 4 
58 45 90 Unqualified Unqual.ified Manager 4 
59* 67 7S Qualified Unqualified Partner 4 
50 70 80 Unqual.ified Unqualified Partner 4 
61 50 80 Unqual.1fied Unqual.ified Manager 4 
62 40 88 Unqual.ified Unqualified Manager 4 
63* 25 50 Qual.ified Unqualified Manager 4 
64 SO ' 25 Qualified Qualified Manager 4 
65 :20 25 Unqualified Unqualified Manager 4 
66 60 40 Qual.ified Qualified Manager 4 
67 85 52 Qual.ified Qualified Partner 4 
68 50 42 Qual.ified Qualif1.ed Manager 4 
69 55 80 Unqualified Unqualified Partner 1 
70 50 70 Unqualified Unqualified Partner 2 

*Subjects issuing incoherent opinions. 
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