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ABSTRACT 

 

 In this dissertation, I examine the effects of regulatory changes that affect the 

auditor’s loss function on investors’ perceptions of audit effectiveness.  Specifically, I 

examine two changes intended (1) to improve audit efficiency and (2) to reduce 

auditor liability exposure.  The first regulatory change, which was recently enacted, is 

the replacement of Auditing Standard 2 (AS2) with Auditing Standard 5 (AS5).  The 

second regulatory change, which is currently a hypothetical change, is the passage of 

litigation reform aimed at limiting the auditor’s liability exposure following an 

alleged audit failure.  I examine perceived audit effectiveness rather than actual 

effectiveness because actual audit effectiveness is unobservable by investors.  In an 

experiment using 101 MBA students as proxies for individual investors, I find that 

both changes are perceived by investors as reducing the amount of testing performed 

by the auditor when performing the internal control audit.  I also find that both 

regulatory changes negatively affect investors’ perceptions of audit effectiveness.  

Following the change in the auditing standard, experienced and inexperienced 

investors predict opposite stock price movement and, as a result, make different 

investment allocation decisions.  In performing supplemental analyses, I find 

significant gender differences in predicted future stock prices, but not in perceptions 

of audit effectiveness or in perceptions of internal control quality. 
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1. INTRODUCTION 

 

 Public auditors provide a critical service to the world’s capital markets.  Without 

high-quality audits, managers would face a high agency cost (Jensen & Meckling 1976) 

and investors would be less confident in corporate disclosures (Libby 1979, Hodge 2001).   

Regulators and legislators attempt to create and enforce standards and laws that provide 

assurance to investors of high-quality audits and provide significant penalties to auditors 

for low-quality audits.  Those same regulators and legislators must also consider and 

balance the relative costs of providing audits so standards and laws are not overly 

burdensome and costly.   

 This study investigates the effects of two regulatory changes in the auditing 

environment on individual investors’ perceptions of audit effectiveness.  Specifically, I 

investigate how (1) the recently enacted change to the auditing standard governing annual 

audits of internal control of public companies and (2) a plausible but hypothetical change 

to the auditor’s legal liability exposure affect investors’ perceptions of audit effectiveness 

and their investment allocation decisions.   

 I use these two regulatory issues – one actual and one theoretical – because they 

both represent significant changes in the auditing environment that have been approved 

or are being discussed by regulators and legislators in popular business news publications 

and in other public forums.  In addition, both changes used in this study affect the 

auditor’s loss function for an integrated audit engagement.  For the purposes of this 

paper, I define the auditor’s loss function in the following equation: 

Auditor Profit (Loss) = Audit Fee  -  Cost of Audit  -  Expected Litigation Cost 
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 That is, for a given audit engagement of a public company, the auditor receives a 

fee, must perform a costly audit of the company’s internal control over financial reporting 

(ICFR) and of the company’s financial statements, and the auditor is exposed to some 

litigation risk as a result of issuing opinions on ICFR effectiveness and on the financial 

statements.  The two changes I examine in this study affect each of the two costs 

associated with this function. 

 The first change represented in this experiment – the change in auditing standards 

from Auditing Standard 2 (AS2) to Auditing Standard 5 (AS5) – affects the auditor’s cost 

of performing the ICFR audit and has recently been approved and enacted in the United 

States (PCAOB 2007a).1  Interested parties on both sides of this issue have lobbied for 

and against this change in the auditing standard, but because this change has only 

recently been adopted, no empirical data are available regarding the effects of its 

implementation.  The second change represented in this study – litigation reform limiting 

auditors’ liability following an alleged audit failure – affects the auditor’s expected 

litigation cost associated with an engagement and is an abstract representation of changes 

currently being considered within the U.S. and internationally.  These two issues have 

come to the forefront of the regulatory debate in auditing over the past few years, and any 

approved changes may be expected to have significant effects on the world’s capital 

markets. 

                                                 
1 In the experimental materials, the two auditing standards are not named; they are described as the existing 
standard and the proposed standard.  For expositional purposes, I refer here to the two standards presented 
in the experimental setting as AS2 (the existing standard) and AS5 (the proposed standard). 
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 I recognize that actual and perceived audit effectiveness may be different and are 

both empirically important and interesting.  In this study, I choose to examine investors’ 

perceptions of audit effectiveness rather than actual audit effectiveness because actual 

audit effectiveness is generally unobservable to individual investors and is not known 

until after investors make allocation decisions.  As such, perceptions of audit 

effectiveness – not empirical measures of actual audit effectiveness – are likely 

considered by investors when making investment allocation decisions.   

 I use an experimental approach in this study for two reasons.  First, because the 

two changes of interest in this study have not been implemented together, some of the 

regulatory environments of interest do not currently exist in a natural setting. An 

experimental study has the potential to provide ex ante evidence of possible 

consequences of implementing changes of this nature (Libby et al. 2001).  My 

experiment not only provides early feedback to audit regulators regarding the effects of 

the recent change to AS5, but it also provides interesting evidence regarding the possible 

effects of an environment where both changes are adopted.  The second reason I chose to 

use an experiment in this study is because I examine the regulatory changes’ effects on 

individual investors’ judgments, perceptions, and decisions.  Whereas archival 

methodologies observe aggregate decision outcomes, an experimental design allows 

researchers to better understand the judgment and decision-making processes of 

individuals.  The current experimental design allows me to examine the individual and 

combined effects of two plausible regulatory changes on individual investors’ perceptions 

and decision-making processes. 
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 In the experiment, 101 Executive and Evening MBA student participants serve as 

proxies for individual investors.  Prior research provides evidence that MBA students – 

particularly Executive MBA students – serve as reasonable proxies for individual 

investors (Elliott et al. 2007).  The participants review and consider information about an 

investment allocation decision involving a publicly-traded company and a risk-free 

alternative.2  After reviewing relevant background and financial information, participants 

provide preliminary judgments regarding audit effectiveness and financial statement 

reliability for the company and make a 12-month stock price prediction and investment 

allocation decision based on the provided information.  Participants then read about 

regulators’ and legislators’ decisions to implement or reject changes in the auditing 

standard and changes in the auditor liability laws and provide revised judgments and a 

revised investment allocation decision.3   

 I examine both within- and between-subject differences to understand the effects 

of these regulatory changes on participants’ perceptions and decisions regarding audit 

effectiveness.   

Those lobbying for a change in the auditing standard governing the ICFR audit 

have indicated that a new risk-based standard would improve audit effectiveness and 

would free up management resources (i.e., time, cash) to perform other value-adding 

activities to help improve the organization.  In approving AS5, regulators have accepted 

this argument and have expressed confidence that the new standard will improve 

                                                 
2 In order to provide a plausible alternative to investing in the public company, participants are also 
presented with the option of allocating funds to an FDIC-insured certificate of deposit (CD) account. 
 
3 For expositional purposes, I refer to participants in this study as investors when discussing results. 
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efficiency without sacrificing audit effectiveness (PCAOB 2007b).  In this study, 

however, I find that investors believe the change from AS2 to AS5 will increase the 

likelihood of material weaknesses going undetected by the auditor, increase the 

likelihood of intentional misstatements in unaudited financial statements, and decrease 

public companies’ investment in internal controls.  These results indicate that investors 

do not share regulators’ expressed confidence that AS5 will improve efficiency while 

maintaining audit effectiveness.   

Proposed changes intended to limit the auditor’s liability exposure following an 

alleged audit failure are motivated by a desire to prevent further industry concentration 

among large public audit firms.  Auditors and regulators have indicated that reputation 

concerns and professional diligence would counteract any economic incentives to accept 

higher levels of audit risk introduced by a reduction in the auditor’s expected litigation 

cost associated with a given engagement.  Results from this study indicate that investors 

believe a reduction in auditor liability exposure would decrease the amount of testing 

performed by the auditor, decrease management’s investment in internal controls, 

increase the likelihood of intentional and unintentional misstatements in unaudited 

financial statements, and decrease investors’ investment allocations in publicly-traded 

companies.   

 Interestingly, I find that experienced and inexperienced investors’ 12-month 

allocation decisions differ in response to the change in auditing standard.  Experienced 

investors choose to invest more in the stock under the new standard, and inexperienced 

investors choose to invest less.  Although I am not able to definitively identify the cause 
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of this divergence in behavior as part of this study, anecdotal evidence obtained from 

debriefing conversations with participants following the experiment suggest this result 

may be due to differences in risk preferences, perceptions of how management will 

respond to the changes, opportunistic behavior driven by the 12-month investment 

horizon, and differences in portfolio diversification for experienced and inexperienced 

individual investors. 

 This study contributes to the auditing literature by providing early empirical 

evidence regarding the possible effects on individual investors caused by the recently 

adopted changes in AS5 and by providing ex ante feedback concerning the possible 

effects of litigation reform limiting auditor liability exposure.  Evidence is also provided 

regarding a plausible but presently hypothetical environment in which both regulatory 

changes are present. 

 Although this study is not intended to address these changes’ effects on actual 

audit effectiveness, the potential for regulatory changes to affect investors’ perceptions of 

audit quality or financial statement reliability may inform regulators of possible 

unintended consequences of regulatory change and may inform audit firms and 

management regarding possible investor expectation gaps regarding actual and perceived 

audit effectiveness.  

 The results of this study should be of interest to academic researchers in 

accounting as well as regulators and legislators attempting to understand the intended and 

unintended consequences of regulatory changes in the auditing environment.   
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2. REGULATORY BACKGROUND 

  
 In 2001 and 2002, investors were jolted by several highly-publicized audit failures 

which led to criminal and civil legal proceedings against Arthur Andersen LLP – one of 

the Big 5 public accounting firms – that ultimately resulted in the firm’s demise.  At the 

time, the importance of a company’s internal controls over financial reporting (ICFR) and 

the significant liability exposure of public auditors were both debated and considered by 

regulators and legislators.  In the wake of these accounting scandals, the Sarbanes-Oxley 

Act (hereafter SOX) was signed into law in July of 2002.  The Act’s explicit objective 

was “improving the accuracy and reliability of corporate disclosures” and had far-

reaching ramifications for the public accounting industry and for publicly-traded 

companies registered with the Securities and Exchange Commission (SEC). 

   

2.1. From Auditing Standard 2 (AS2) to Auditing Standard 5 (AS5)  

 Among the many reforms mandated by the Act were those found in Section 404 

(SOX 404), which required the SEC to prescribe rules requiring public registrants to 

include in their annual reports (a) an assessment by management of the effectiveness of 

internal controls over financial reporting (ICFR) and (b) an independent auditor 

attestation report on management’s assessment.  Subsequently, and pursuant to Section 

404, the Public Company Accounting Oversight Board (PCAOB) released Auditing 

Standard 2 (AS2) to provide stringent and detailed requirements that the auditor was 

required to comply with when performing the audit of internal control.  Because the SEC 

did not release registrant guidance regarding management’s implementation 
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requirements, most public companies required to adhere to SOX 404 referred to AS2 as a 

framework for performing management’s assessment of internal control.   

 Following several years of SOX 404 and AS2 implementation and compliance, 

some public registrants and other interested parties (e.g., institutional shareholders) 

expressed concerns that the costs of compliance with the stringent regulations 

outweighed the benefits of the internal control audit and accompanying auditor opinions.  

These parties claimed that changes to ease the burden of the current auditing standard 

would reduce the costs of compliance for public companies and free up time and 

resources that could be used by managers to add real value to the firm.  In addition, these 

parties argued that auditors could perform more effective and more efficient audits by 

utilizing a risk-based approach to auditing that would focus audit resources on high-risk 

areas.  In contrast to those parties who lobbied for the reformation of AS2, other 

interested parties (e.g., investor advocate groups) pointed to the restored investor 

confidence and historic market performance during the 3 years following the passage of 

SOX 404 and AS2 as benefits of the regulation.  These parties also expressed concern 

that the loosening of standards could reduce audit effectiveness and reduce the auditor’s 

opportunities to discover incidences of fraud (Scannell 2007).  Providing some support 

for that argument are the results of a recent survey of 1,000 U.S. investors conducted by 

the Glover Park Group in association with the Center for Audit Quality.  The survey 

results showed that 76% of respondents believed the SOX 404 requirements to have been 

positive, that only 22% of respondents believed SOX rules should be eased, and that 66% 

of respondents would be concerned if SOX rules were eased (Glover Park Group 2007).  
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To summarize, arguments for and against the passage of AS5 were made by various 

interested parties.  Some argued that AS5 would improve the efficiency and effectiveness 

of the ICFR audit while freeing up more time, cash, and other resources public registrants 

could use to increase firm value.  Others warned that the proposed changes in AS5 would 

“relax” or “loosen” auditing standards and would reduce audit effectiveness.   

Empirical archival research provides mixed evidence regarding internal control 

disclosures and their information content for market participants (e.g., Whisenant et al. 

2003, Ashbaugh-Skaife  et al. 2008, Hammersley et al. 2008), but this stream of research 

is relatively young and has not reached a consensus.  In addition, there is little empirical 

evidence of individual investors’ perceptions of the costs and benefits of the current 

standard. 

 Siding with those parties lobbying for relief from the requirements of SOX 404 

and AS2, the PCAOB and SEC both approved Auditing Standard (AS5).  The new 

standard became effective for integrated audits with year endings of November 15, 2007 

or later.  In an attempt to focus the auditor’s resources on high-risk areas, the new 

auditing standard focuses on a top-down, risk-based approach to performing the audit of 

internal controls over financial reporting (ICFR).  In attempts at reducing what the 

PCAOB refers to as redundancies in the prior standard, the new standard eliminates the 

requirement that the auditor assess and attest to the effectiveness of management’s ICFR 

assessment process (PCAOB 2007b).  In addition, the new standard allows the auditor 

more judgment in determining the nature and extent of testing, permits auditors to rely 

more heavily on work performed by others (e.g., internal auditors), significantly reduces 
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the number of walkthroughs and multi-location testing required in the audit, and allows 

auditors to rely on work from prior years’ audits when determining the extent of testing 

required.  Regulators have indicated that they believe AS5 can maintain or improve upon 

the current levels of audit effectiveness while significantly increasing audit efficiency and 

reducing compliance costs for public companies (PCAOB 2007b).  Whether or not 

individual investors share the PCAOB’s expressed confidence is an empirical question I 

attempt to address in this study. 

 

2.2. Limiting Auditor Liability Exposure  

 One other significant consequence brought about by the accounting scandals of 

2001 and 2002 was the reduction in the number of global audit firms.  What had been 

known in previous years as the Big 8, the Big 6, and the Big 5 was reduced to the Big 4.  

Shortly after Andersen closed its doors in the wake of its criminal conviction, another Big 

4 accounting firm – KPMG – came under intense SEC scrutiny for its alleged purveyance 

of illegal tax shelters.  The very real possibility that criminal and civil proceedings might 

further reduce the number of global accounting firms forced regulators and legislators to 

consider the viability of the world’s capital markets with three or fewer firms with the 

resources to provide independent audit services to nearly all of the world’s largest public 

companies.  In addition to regulatory and legal sanctions, public accounting firms have 

seen increasingly large out-of-court financial settlements and jury awards following civil 

class-action lawsuits that result from alleged audit failures.  Because the viability of 
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public auditing markets is paramount to the capital markets’ long-term viability, domestic 

and international regulators and legislators have taken interest in this issue. 

 Litigation reform for auditor liability is not a new issue in the United States.  For 

many years, auditors were held to a standard of joint-and-several liability, which meant 

auditors could be held liable for the entire amounts of jury settlements in the event that 

the public registrant was bankrupt or otherwise unable to pay.  Following years of 

lobbying by audit firms, federal and state governments passed proportionate liability laws 

in the 1990’s that limited auditors’ liability to their proportionate amount of damages; 

however, large punitive damages are still available to class-action plaintiffs who are 

successful in demonstrating gross negligence on the auditor’s part.  As the costs of 

litigation and the size of actual and punitive damage awards increase over time, the risk 

of a catastrophic lawsuit that could ultimately destroy a large accounting firm has 

increased.   

The risk of a potentially catastrophic lawsuit was recently illustrated in a case 

where BDO Seidman – the sixth-largest accounting firm in the United States – was found 

negligent in a Florida class-action audit failure lawsuit and was ordered to pay more than 

$170M in actual damages and more than $350M in punitive damages following the 

bankruptcy of a Miami-based financial services company (Reilly 2007).  In response, the 

accounting firm indicated that they may no longer continue as a national accounting firm 

because of the crippling weight of the jury’s punitive damages award.4   

                                                 
4 In the state of Florida – as in many states – the law permits investors to seek treble damages – actual 
damages and up to 3 times that amount in punitive damages – from public auditors.  The case and jury 
awards are currently being considered on appeal. 
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 Because of the serious detrimental effects of a further reduction in the number of 

large public accounting firms, regulators and legislators within the U.S. and abroad have 

begun to consider more seriously the issue of auditor liability reform and possible 

liability caps.  These discussions, which have been led by the U.S. Treasury’s “Paulson 

Committee”5, the U.S. Chamber of Commerce, and by the European Union’s Internal 

Services Commission, continue to consider various liability cap formats in hopes of 

finding a viable tool for reducing auditor liability exposure. 

 While some interested parties (i.e., investor advocate groups) argue that limiting 

auditor liability may introduce economic incentives for auditors to accept higher levels of 

audit risk and to reduce the quality of public audits (Reilly 2006), auditors and legislators 

have indicated that the audit firms’ reputation concerns would outweigh any economic 

incentives introduced by possible litigation reform.  Regardless of whether actual audit 

quality would be affected by the passage of litigation reform limiting auditor liability, no 

empirical evidence exists suggesting what effects – if any – a legislative change of this 

nature would have on investors’ perceptions of audit quality. 

 Because regulatory and legal reforms are forward-looking, archival data generally 

do not exist to help inform policy makers about the possible intended and unintended 

consequences of regulatory changes.  One of the strengths of experimental research is the 

ability to provide ex ante evidence of the effects of proposed environmental changes.  

This study is the first to provide empirical evidence of the possible effects on investors’ 

                                                 
5 The “Paulson Committee” was formed in May 2007 by U.S. Treasury Secretary Henry M. Paulson, Jr. 
and is chaired by former SEC Chairman Arthur Levitt and former SEC Chief Accountant Donald 
Nicolaisen.   



  20  

  

perceptions of the recent change from AS2 to AS5 and to also provide forward-looking 

evidence of possible effects of litigation reform regarding auditor liability exposure.  
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3. HYPOTHESIS DEVELOPMENT 

 

 In this experiment, I use a 2x2 between-subject design incorporating two 

regulatory changes as independent variables to examine how regulatory changes affecting 

the auditor’s loss function affect investors’ perceptions of audit quality.  The two changes 

in this study include (1) a change in the auditing standard governing annual audits of 

internal control for public companies and (2) a change in the auditor liability laws 

governing class-action lawsuits following alleged audit failures.  When considering the 

possible effects of these two changes, one must consider that actual audit effectiveness is 

unobservable to investors – particularly to individual investors.  Because actual audit 

effectiveness is unavailable to individual investors, their perception of audit effectiveness 

likely serves as an information proxy when making investment decisions.  Those 

perceptions of audit effectiveness may be formed, in part, by viewing publicly-available 

auditing standards and liability laws.6   

 In much the same way that auditors must be concerned about their independence 

in fact and appearance, auditors and regulators should consider a regulatory change’s 

effects not only on actual audit effectiveness, but on perceived audit effectiveness as 

well.  

 

 

 

                                                 
6 Although individual investors may not be well-versed in the intricacies of auditing standards or auditor 
liability laws, it is reasonable to expect individual investors to be familiar with popular business 
publications that summarize the details of those regulations and laws and discuss the potential effects of 
any regulatory changes. 
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3.1. Experimental Manipulation Checks 

 As part of the experimental design, I include two dependent variables as part of 

the experiment that are used as manipulation checks to support the assumptions used in 

the development of my formal hypotheses.  These experimental manipulation checks are 

intended to provide assurance that participants understand the intended implications of 

the independent variable manipulations.  The first manipulation check examines whether 

participants understand that the amount of testing required by AS5 is reduced relative to 

AS2.7  The second check confirms that participants perceive a reduction in the auditor’s 

cost of an audit failure with the introduction of litigation reform that effectively limits 

investor recourse following an alleged audit failure.   

 Assuming that investors believe the auditor’s expected cost of an audit failure 

decreases with the litigation reform and that the auditor’s extent of testing decreases with 

the passage of AS5, I now present a series of three hypotheses. 

   

3.2. Hypothesis 1:  Audit Effectiveness 

3.2.1. AS5: Improving Efficiency without Reducing Effectiveness? 

 The PCAOB has stated that AS5 was designed “…to both increase the likelihood 

that material weaknesses in companies’ internal control will be found before they cause 

material misstatement of the financial statements and steer the auditor away from 

procedures that are not necessary to achieve the intended benefits.”  (PCAOB 2007b)   

                                                 
7 It is important to distinguish between a reduction in the overall amount of testing to be performed and a 
move to a less effective amount of testing.  Regulators and auditors generally agree that AS5 will reduce 
the amount of testing to be performed, but the espoused view is that removing redundant work will improve 
efficiency without reducing effectiveness. 
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 In addition to the PCAOB’s claims that AS5 will increase the likelihood of 

identifying material weaknesses as part of the ICFR audit, managers and large 

shareholders have indicated that the changes prescribed by AS5 will free up valuable firm 

resources (i.e., cash and time) to allow managers to focus more on value-adding activities 

that should improve firm performance over time.  Accordingly, it is possible that 

investors believe these claims that the changes introduced will increase audit 

effectiveness while reducing the costs of compliance and allowing managers to spend 

more time on value-adding activities. 

If, however, investors believe auditors have achieved an acceptable level of audit 

effectiveness and efficiency given the current regulatory environment, then changes in 

the environment emphasizing audit efficiency may cause investors to perceive reductions 

in future levels of audit effectiveness.  This change in perception may be due to the fact 

that the auditor’s evidentiary basis for drawing conclusions regarding the effectiveness of 

a company’s internal control is reduced – or is perceived to be reduced – in a setting 

where the auditor limits the nature and extent of testing.   

Because the majority of the public information on AS5 emphasized the efficiency 

benefits of the “relaxed” or “eased” auditing standard, I predict that individual investors’ 

perceptions of audit effectiveness will be adversely affected by the  change in the 

auditing standard.  This prediction is particularly relevant for individual investors who 

may have preferred a more stringent auditing standard that provides additional assurance 

of reliable financial reporting for relatively unsophisticated, less diversified, and less-

experienced market participants.   
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H1a: Investors’ perceptions of audit effectiveness decrease with the change 

from AS2 to AS5.  

 

3.2.2. Litigation Reform: Reducing the Auditor’s Liability Exposure 

 Of obvious significance to an auditing firm is the expected cost of an audit failure.  

This cost may include several factors, but expected litigation cost is likely one of the 

more significant factors associated with an alleged audit failure.  Another major cost of 

an audit failure – reputation cost – may be more difficult to quantify but is obviously 

significant.  When considering litigation reform, both of these costs should be considered. 

 Accounting research is replete with studies examining various aspects of auditor 

litigation (e.g., Palmrose 1987, 1988).  Within this research, the most relevant stream of 

work for this study demonstrates that audit quality may be affected by changes in the 

litigation environment.  Schwartz (1997) provides analytical evidence in her model that 

greater liability exposure provides an incentive for auditors to increase audit quality.  

Consistent with predictions from expected utility theory, Dopuch et al. (1994) and 

Gramling et al. (1998) both provide evidence that auditors exert less effort in a 

proportionate liability setting compared to a joint and several liability setting.  Burton et 

al. (2007) find that the size, distribution, and probability of penalties for an audit failure 

affect auditor effort and audit quality.  In addition to research on the effects of litigation 

changes, a number of studies show that auditor independence may be impaired by 

economic dependence to audit clients (i.e., Calegari et al. 1998, Kinney et al. 2004).  On 

the other hand, prior research demonstrates that reputation concerns are significant for 

auditors.  Mayhew (2001) demonstrates that auditors seek to establish strong reputations 
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in order to receive fee premium rewards.  Empirical research also shows that firms with 

strong reputations (i.e., Big N, industry specialists) can charge audit fee premiums based 

on their reputation (i.e., Craswell et al. 1995) and that audit firms lose clients following 

an impairment of their reputation (Barton 2005).   

 The popular business press is quick to publish news regarding audit failures and 

alleged impairments of auditor independence (i.e., Enron, Worldcom), but most public 

audits are carried out in a professional and effective manner that builds stronger auditor 

reputations.  It isn’t clear whether the passage of litigation reform limiting auditor 

liability would be perceived by investors as impairing audit effectiveness.  If investors 

perceive the auditor to be an agent who would respond opportunistically to a reduction in 

liability exposure, then investors may perceive a reduction in audit effectiveness with the 

passage of litigation reform.  If, on the other hand, investors believe reputation concerns 

and professional norms are paramount to public auditors, then those investors may not 

perceive a reduction in audit effectiveness following litigation reform that effectively 

reduces the auditor’s expected cost of an audit failure.   

 In the traditional audit risk model (Audit Risk = Inherent Risk * Control Risk * 

Detection Risk), the auditor attempts to achieve an acceptable level of audit risk for a 

given engagement.  Audit risk is defined as the risk that the auditor will provide an 

unqualified opinion on financial statements that are materially misstated (AU 312).  The 

same principle applies to an audit of internal control; that is, audit risk is the risk that the 

auditor will provide an unqualified opinion on a company’s internal controls that contain 

a material weakness.  In this model, the auditor assesses – but cannot change – the levels 
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of inherent risk and control risk for a specific engagement.  Detection risk is inversely 

related to the amount of testing performed by the auditor.  In order to achieve desired 

levels of audit risk, the auditor reduces (increases) the amount of testing to be performed.   

 By applying the tenets of expected utility theory, the auditor can tie an acceptable 

level of audit risk to an expected cost of an audit failure. 

 

Expected Litigation Loss = Audit Risk * Expected Penalty 

 

From the simple equation shown above, the auditor can calculate the expected 

litigation loss due to an audit failure by multiplying the engagement’s Audit Risk by the 

Expected Penalty for an audit failure, which could be viewed as a function of the penalty 

size and probability of incurring said penalty.  If the Expected Penalty amount decreases, 

then the auditor can increase Audit Risk by some amount while maintaining the same 

level of Expected Litigation Loss.  An increase in Audit Risk achieved through a 

reduction in testing would provide certain and immediate cost efficiencies to the auditor 

and would increase the likelihood of probabilistic, delayed penalties.8   

The litigation reform represented in this experiment effectively limits the amount 

of damages investors can seek to recoup from an auditor following an alleged audit 

failure.  In the experimental case, the existing litigation environment permits investors to 

seek treble damages – actual damages and up to three times that amount in punitive 

                                                 
8 Discussions of auditor litigation generally correspond to a failure in the audit of a company’s financial 
statements – not an audit of a company’s internal control.  It is conceivable, however, that plaintiffs could 
refer to the auditor’s opinion on internal control to further demonstrate reliance on the auditor’s opinions 
when making an investment decision.  In an integrated audit setting, both audits affect the auditor’s loss 
function. 
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damages – from the auditor following an alleged audit failure.  The experimental 

manipulation proposes a change to that legislation that limits investor recompense to 

actual damages with no availability of punitive damages. 

An impairment in the auditor’s reputation affects the audit firm directly and the 

investor indirectly.  In addition, if the rate of acceptable audit risk increases across the 

audit industry, then reputation concerns may not be as significant for a specific audit 

firm.  The limiting of auditor liability directly limits investor recourse following an 

alleged audit failure and provides quantifiable economic incentives to public audit firms.  

Because the reduction in investor recourse more directly affects investors and because 

reputation concerns by public audit firms may not be as relevant for an industry-wide 

regulatory change, I predict that investors will perceive a reduction in audit effectiveness 

following litigation reform that effectively reduces the auditor’s expected cost of an audit 

failure. 

H1b: Investors’ perceptions of audit effectiveness decrease with the passage of 

litigation reform limiting auditor liability exposure.  

 

 In order to measure investors’ perceptions of audit effectiveness, I ask participants 

to provide judgments on three measures of audit effectiveness: (1) the likelihood of a 

material weakness in internal control going undetected by the auditor, (2) the likelihood 

of an intentional material misstatement (i.e., fraud) being present in future financial 

statements, and (3) the likelihood of an unintentional material misstatement (i.e., error) 

being present in future financial statements.  Because each of these three measures – 

which represent the likelihood of an audit failure – is inversely related to audit 
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effectiveness, I expect to see an increase in the likelihood of all three events with the 

adoption of the new auditing standard or with the passage of litigation reform. 

 

3.3. Hypothesis 2: Implications for Investments in Internal Control 

 If the investor perceives that the auditor will perform less testing in the annual 

audit of internal controls, then the investor’s perception of management’s investment in 

internal controls may also be affected.  Prior research demonstrates that auditors and 

managers exhibit levels of strategic dependence where one party considers – albeit 

imperfectly – the rational and probable actions of the other when making decisions 

(Bloomfield 1995, 1997; Zimbelman & Waller 1999).  Although extant research 

demonstrates that auditors and managers do not achieve Nash equilibriums in their 

strategic interactions, evidence does support the notion of a single level of strategic 

thinking between managers and auditors.  That is, if auditors are expected to reduce the 

amount of testing and to accept higher levels of audit risk, then managers may, in 

response, be expected to reduce their investments in maintaining effective internal 

controls.  Because I assume the auditor and manager are both viewed by investors as 

economically rational agents attempting to minimize the costs associated with SOX 404 

compliance, I predict investors will expect a reduction in management’s investment in 

internal control given changes in either the auditing standard or the auditor liability laws. 

H2a: Investors perceive that management will invest less in internal controls 

with the change from AS2 to AS5.  
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H2b: Investors perceive that management will invest less in internal controls 

with the passage of litigation reform limiting auditor liability exposure.  

 
3.4. Hypothesis 3:  Implications for Investing Decisions 

 H1a predicts that investors will perceive reductions in audit effectiveness 

following a change from AS2 to AS5.  This prediction is based on my assumption that 

individual investors believe the current regulatory environment has led auditors to 

achieve appropriate levels of audit effectiveness and efficiency.  Therefore, I assume that 

the change in auditing standard will introduce greater information risk for individual 

investors, which will lead to lower stock price predictions and a reduction in the amount 

of capital invested in the publicly-traded company.   

It is possible that individual investors believe that the reduced compliance costs 

for public companies will free up cash and other resources to allow managers to focus on 

activities that will increase the firm’s value.  If this were the case, one might predict the 

opposite result.  Because I predict the effects of increased information risk will lead to a 

perception of lower audit effectiveness (H1a) and because I also predict a perceived 

reduction in the quality of internal controls (H2a), I now predict that a change in the 

auditing standard will negatively affect investors’ stock price predictions and investment 

allocation decisions.  As such, I present my third hypothesis related to the change in 

auditing standard in the alternative form: 

H3a: Investors’ will predict a lower stock price and will invest less in the 

company’s stock following a change in auditing standard from AS2 to 

AS5.  
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Similarly to H1a, H1b predicts investors will perceive reductions in audit 

effectiveness following the passage of litigation reform limiting auditor liability.  If 

investors perceive auditors to be economically rational agents who accept higher levels of 

audit risk following reductions in the expected cost of an audit failure, then investors will 

perceive future financial disclosures to be less reliable.  In addition, the passage of 

litigation reform reduces the investor’s ability to recover losses following an audit failure.  

As such, I expect investors to predict lower stock prices and to allocate less money to the 

publicly-traded stock.   

H3b: Investors’ will predict a lower stock price and will invest less in the 

company’s stock following the passage of litigation reform limiting 

auditor liability exposure.  
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4. EXPERIMENTAL METHOD 

 

 I use a 2 x 2 between-subjects repeated measure design with MBA student 

participants serving as proxies for individual investors.  The independent variables are the 

applicable auditing standard (AS2 / AS5) and the relevant auditor liability law (high 

liability / low liability).  The participants in this study are 101 Executive and Evening 

MBA students from a large, public university.  They serve as a proxy for individual, 

nonprofessional investors.  Participants were randomly assigned to one of the four 

treatment conditions.   

 At the beginning of the experiment, the participants were asked to assume the role 

of an investment advisor who has been asked to invest $5,000 on behalf of an established 

client.  The client has asked that the participant allocate the funds with a 12-month 

horizon between two investment options: (1) a publicly-traded corrugated container 

manufacturing firm and (2) a 12-month FDIC-insured certificate of deposit account (CD) 

at a local bank.9  The participant is told that the client will close all positions at the end of 

12 months and realize any gains or losses at that time.  Participants are instructed that 

their objective is to maximize their client’s wealth at the end of the 12 months. 

 Participants first view background and financial information for both investment 

options.  For the certificate of deposit, this information includes the applicable 12-month 

interest rate (5.05% APY)10, an FDIC-insurance disclosure, and some basic background 

                                                 
9 The CD account is included to provide participants with a productive benchmark alternative investment.  
This use of two possible investments effectively removes the options of not investing any of the money or 
investing all of the money in the stock due to the lack of a reasonable alternative.  
 
10 The 5.05% used for the 12-month annual percentage yield (APY) on the certificate of deposit represents 
the national average for 12-month CDs during the time the experiment was conducted per BankRate.com.   
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information about the nature of CD accounts.  For the publicly-traded company, the 

information includes background on the company, a purchase price for the stock 

($24.40), stock performance information for the past 3 years, a summary of the past 3 

years of quarterly financial information, and management’s and the auditor’s opinions on 

internal control effectiveness taken from the company’s previous 10-K filing.  To 

increase the level of mundane realism in the experimental setting, all information is taken 

from actual companies’ web sites and SEC filings; the names of the bank and 

manufacturing company were both changed to avoid recognition.  In addition to 

investment-specific information, all participants also read a section that describes the 

current auditing standard governing audits of internal control (i.e., AS2) and a current 

description of the applicable laws governing auditor litigation exposure. 

 After reviewing the information about the investments and the regulatory 

environment, participants are asked to provide their assessment of the company’s 

performance, future earnings potential, and to provide their perceptions of the amount of 

testing performed by the auditor, the perceived level of audit effectiveness, the perceived 

level of management ICFR investment, and the perceived costs of an audit failure.  After 

answering these questions, the participants are asked to predict the stock price in 12 

months and to make an investment allocation decision to invest the $5,000 between the 

CD account and the individual stock.   

 In the next stage of the experiment, participants are told that they received e-mail 

communication from their client prior to locking in their investment allocation decision.  

In the e-mail, the client asks the participant to review two articles that might be relevant 
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to an investment decision, and the participant then receives two news articles discussing 

the possible changes to the auditing standard and to the auditor liability laws.  The news 

articles are compilations of actual articles and press releases that appeared on regulator 

web sites, in the Wall Street Journal, or in other popular business news outlets.  The 

purpose of the compilation articles is to concisely present publicly-available information 

regarding the possible regulatory changes in a balanced and familiar manner. The article 

discussing AS5 presents balanced arguments for and against the change and outlines the 

significant changes that are included in the new standard.  Each of the changes discussed 

in the article is an actual change prescribed by AS5.  The article discussing a change in 

the applicable auditor liability laws is an abstract representation of a change in the 

litigation environment.  The article introduces a proposed bill in the manufacturing firm’s 

home state that seeks to replace the existing law outlining auditor litigation exposure.  

The existing law allows investors to seek actual damages and up to three times that 

amount in punitive damages from the auditor.11  The proposed change eliminates the 

possibility of seeking punitive damages and limits investor recompense to actual 

damages. 

 To ensure the compilation articles provided unbiased information in a clear 

manner representative of what might be found in a popular news publication, 47 Masters 

of Accountancy students from two public universities reviewed the auditing standard and 

auditor liability compilation articles respectively.  Masters of Accountancy students were 

chosen as reviewers because of their exposure to and understanding of the details of the 

                                                 
11 The Illinois Public Accounting Act; Public Act 095-0386. 
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existing and impending auditing standard, their understanding of the effects of litigation 

on auditors, and their relative freedom from bias relative to other plausible reviewers 

(e.g., audit partners, regulators).  The reviewers rated the articles in terms of clarity, 

freedom from bias, length, and likelihood of appearing in a popular business publication.  

Reviewers also indicated their level of exposure to and knowledge of the topics discussed 

in the articles.  As displayed in Table 1, the reviewers were highly knowledgeable about 

the regulatory changes, and they indicated that the articles were clearly written, free from 

bias, and were generally representative of articles commonly found in popular business 

news publications. 

 After participants read the news articles discussing the two possible changes, they 

viewed two short press releases announcing that each of the two changes discussed in the 

articles had (or had not) been approved and implemented.  For changes that were 

implemented, participants were told that the changes were immediately effective.  For 

changes that were not approved, participants were told that the existing standard or 

liability law would remain in effect.  These news articles and corresponding press 

releases announcing whether the changes had or had not been approved represent the 

manipulations of the independent variables. 

 In the section following the news articles, participants are asked to revisit their 

preliminary judgments, stock price prediction, and investment allocation decision.  They 

are asked to answer the same questions while considering the information provided in the 

news articles.  After making their revised judgments, stock price prediction, and 

investment allocation decision, the participants complete a post-experimental 
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questionnaire that includes independent variable manipulation checks, questions about 

the participants’ investment experience and knowledge, and questions about demographic 

information.  
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5. RESULTS 

 

5.1. Post-Experimental Manipulation Checks 

 In addition to the two dependent variables used as manipulation checks in the 

actual experiment, each participant is asked two questions that serve as post-experimental 

manipulation checks for the two independent variables.  The questions ask whether or not 

changes in (1) the auditing standard and (2) the auditor liability laws were approved and 

implemented in the case.  Of the 117 MBA participants, 1 participant did not respond to 

the manipulation checks, 9 participants answered one question correctly and one question 

incorrectly, and 6 participants answered both questions incorrectly.  Overall, 86.3% of the 

MBA participants answered both of the manipulation checks correctly.  I do not include 

participants who failed to answer these manipulation checks correctly.  Therefore, the 

final sample consists of 101 MBA participants.   

 

5.2. Descriptive Statistics 

 In the post-experimental questionnaire, information was collected about the 

participants’ background and investing experience.  These descriptive statistics are 

summarized in Table 2.  In this study, 57.4% of participants have experience investing in 

individual stocks in the past 3 years, 71.3% plan to invest in individual stocks in the next 

2 years, 35% of participants are female, and participants have, on average, 11.57 years of 

work experience.  On a familiarity scale (1 = Not at All Familiar; 9 = Very Familiar), 

participants indicated mean (standard deviation) familiarity levels of 3.708 (2.380) with 

SOX 404, 5.911 (1.621) with financial statements, and 5.327 (1.728) with general 
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investing options.  In order to confirm that the random assignment effectively controlled 

for differences among participants in these variables, I test for systematic differences 

across cells for each variable and find no significant systematic differences.12 

 

5.3. Tests of Experimental Manipulation Checks and Hypotheses 

 In order to test the manipulation checks within the experiment and the hypotheses, 

I use ANCOVA analyses with the auditing standard (AS2 / AS5) and auditor liability 

exposure (high liability / low liability) as the main fixed factors.  Because participants 

provide pre- and post-treatment measures, I include the pre-treatment measure as a 

covariate when analyzing the post-treatment dependent variables, which are the variables 

of interest for between-subject differences.13  In the following paragraphs, I discuss the 

results for each of the tests of the experimental manipulation checks (see Table 3) and 

hypotheses (see Tables 4 -6). 

 

5.3.1. Manipulation Check 1: Perceived Cost of an Audit Failure 

 The first manipulation check confirms that investors perceive a reduction in the 

auditor’s cost of an audit failure following litigation reform limiting the auditor’s liability 

exposure.   

                                                 
12 In addition to testing for cross-cell differences, I also include these variables as covariates in the 
ANCOVA analyses.  The only variables that are significant as covariates are the Investing Experience and 
Gender variables.  Investing Experience is significant in both tests of H3, whereas Gender is only 
significant in the stock price prediction variable used to test H3.  These results are discussed in detail later 
in the paper. 
13 If analyses are performed using a repeated-measures ANOVA, the results are qualitatively the same.  For 
ease of interpretation, I choose to report results from the ANCOVA with the pre-treatment included as a 
covariate.   
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 As predicted, results reported in Table 3 indicate that the auditor litigation reform 

significantly reduces investors’ perceptions of the auditor’s expected cost of an audit 

failure (F = 44.557, p = <0.001).  As expected, the change in auditing standard (F = 

2.179, p = 0.143) and occurrence of both changes (F = 2.020, p = 0.159) do not appear to 

affect investors’ perceptions.  These results indicate that investors perceive a change in 

the economic incentives for the auditor following the passage of litigation limiting 

auditor liability.   

 

5.3.2. Manipulation Check 2: Amount of Auditor Testing in Performing the 

Audit of Internal Controls 

 The second manipulation check confirms that investors will perceive a reduction 

in the overall amount of testing with the passage of the new auditing standard (F = 

23.717, p = <0.001).  This result indicates that investors do perceive a reduction in the 

amount of testing to be performed by the auditor under the new standard.  Of interest, the 

results indicate that a change in auditor liability exposure also appears to cause investors 

to perceive a reduction in the auditor’s amount of testing (F = 8.585, p = 0.004), which 

provides early evidence that is consistent with the predictions in H1b.   

 With both manipulation checks supported by the data, I proceed to test my 

hypotheses. 
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5.4. Test of Hypothesis 1: Perceptions of Audit Effectiveness 

 The PCAOB claims that the change to AS5 will increase efficiency while 

maintaining or improving current levels of audit effectiveness.  In addition, any liability 

reform would be intended to protect auditors from catastrophic losses with the obvious 

intention of maintaining a desired level of audit effectiveness.  My first hypothesis test 

attempts to identify what effect, if any, investors believe the two regulatory changes 

included in this study will have on audit effectiveness.  To test this hypothesis, I use three 

dependent variables that provide measures of the likelihood of types of an audit failure, 

which is inversely related to audit effectiveness.   

 As shown in Table 4, the results from the first measure of audit effectiveness 

indicate an increase in the perceived likelihood of a material weakness going undetected 

by the auditor following a change from AS2 to AS5 (F = 10.629, p = 0.002).  The 

passage of litigation reform limiting the auditor’s liability does not significantly affect 

this perception (F = 0.847, p = 0.360).  The increased likelihood of failing to detect a 

material weakness following the adoption of AS5 represents a perceived reduction in the 

level of audit effectiveness under the new standard, which supports H1a.   

 Two other important measures of audit effectiveness are the likelihood of 

intentional (i.e., fraud) or unintentional (i.e., error) material misstatements being present 

in a company’s financial statements.  Results from tests examining the perceived 

likelihood of these two material misstatements indicate that investors believe both the 

change in auditing standard (F = 8.119, p = 0.005) and the change in auditor liability laws 
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(F = 2.753, p = 0.100) will increase the likelihood of fraudulent financial reporting (FFR) 

in future financial statements.  These results support both H1a and H1b.   

 Finally, investors do not appear to perceive an increased likelihood of a material 

unintentional error in the financial statements following a change from AS2 to AS5 (F = 

2.261, p = 0.136), but they do perceive a significant increase following the litigation 

reform (F = 4.728, p = 0.032).  This measure provides support for H1b, but not for H1a.   

 I interpret the results from the three measures used to test H1 as providing general 

support for the hypothesis and as producing evidence of investors’ perceptions that the 

regulatory changes described in this experiment reduce audit effectiveness. 

 

5.5. Test of Hypothesis 2: Management’s Investment in Internal Control 

 The second hypothesis predicts that investors will perceive a reduction in 

management’s investment in internal control following a change in the auditing standard 

and following a change in the auditor’s liability exposure.  The results, which are shown 

in Table 5, support H2a and H2b.  Investors perceive management’s investment in 

internal control will be reduced with the change to AS5 (F = 6.163, p = 0.015) and with 

the passage of the litigation reform (F = 10.812, p = 0.001).  A marginally-significant 

interaction effect is evident when both regulatory changes occur (F = 3.097, p = 0.082).  

These results provide evidence that investors believe managers will react to reductions in 

the level of auditors’ tests of controls by investing less in those controls.   
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5.6. Test of Hypothesis 3: Stock Price Prediction and Investment Allocation 

 My final hypothesis predicts that investors will predict a lower 12-month stock 

price and will allocate fewer funds to the stock following the proposed regulatory 

changes in the experimental case.  Table 6 provides general descriptive statistics of stock 

price predictions and investment allocation decisions. 

 In my initial tests, I find that neither the change in the auditor liability exposure (p 

= 0.859) nor the change in the auditing standard (p = 0.228) is significant on its own, and 

the interaction effect is also insignificant (p = 0.606).  This preliminary analysis fails to 

provide support for either H3a or H3b.   

 Because the investor’s relative level of experience investing in individual stocks 

may affect participants’ use of information in making stock price predictions and 

investment allocation decisions (Elliott 2006, Elliott et al. 2007), I run secondary tests 

with a binary variable to indicate individual stock investing experience as a third factor in 

my analysis.  The results from this analysis are shown in Table 7. 

 Somewhat surprisingly, I find that investment experience interacts significantly 

with the auditing standard in the stock price (F = 4.377, p = 0.040) and investment 

allocation (F = 6.895, p = 0.010) measures.  For both measures, experienced investors 

predict an increased stock price and invest more money in the stock after viewing the 

change in the standard, which is contrary to the predictions in H3a.  Inexperienced 

investors, however, predict a lower stock price and invest less in the stock, which is 

consistent with the predictions made in H3a.   
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 I also include a gender variable (1 = Female) to control for possible gender 

differences among investors.  I find that the gender variable is significant in tests of the 

predicted stock price (F = 4.134, p-value = 0.045), but the variable is not significant for 

the investment allocation tests (F = 0.072, p-value = 0.789).  I discuss the implications of 

these results in more detail in the next section of this paper.   

 During debriefing discussions with the experimental participants, participants’ 

comments provided anecdotal support for three plausible explanations for the observed 

results of diverging behavior for experienced and inexperienced investors.14  In order to 

provide additional insight into understanding these results, I discuss each of these 

explanations in the ensuing paragraphs.   

 First, experienced investors may be more aware of actual base rates of materially 

misstated financial statements and may be better able to calibrate the risk of the firm 

presented in this case being engaged in engaged in the issuance of materially misstated 

financial statements.  Less experienced investors may be susceptible to an availability 

effect in which they quickly and easily remember prominent fraud cases (e.g., Enron, 

Worldcom) in which investors relied on materially misstated financial statements and lost 

much of their invested capital.  This may lead inexperienced investors to overestimate the 

likelihood of fraudulent financial reporting or of the issuance of materially misstated 

financial statements, which could lead to less investment and lower stock price 

predictions with an increase in information risk. 

                                                 
14 Because the debriefing information was not part of the experiment, I am unable to identify which – if any 
– of the discussed explanations are responsible for the observed results.  Future research may further 
examine the effects of these three explanations on investors’ judgments and investment decisions. 
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 A second explanation for the results is that experienced investors may be more 

diversified in their own holdings and may be more willing to accept higher perceived 

levels of audit risk if the improved efficiencies of the new auditing standard are expected 

to permit managers to focus their time and resources on other value-adding activities.  

Relatively inexperienced investors who are likely less diversified may be less willing to 

accept higher perceived levels of audit risk even if the efficiencies of the new auditing 

standard are expected to free up resources that could be used on value-adding activities 

that could potentially increase firm value.   

 Finally, a third explanation that arose during discussions with participants 

following the experiment is one related to the investment horizon.  Several participants 

indicated that they felt the new auditing standard would reduce audit effectiveness and 

that, as a result, managers would opportunistically manage earnings or engage in 

fraudulent financial reporting.  Because the investment horizon was fixed at 12 months, 

these participants felt that the stock price would be artificially inflated during that time 

period and that the market would not discover the misstatements until after the participant 

had closed his or her position and sold the stock.  Thus, these participants felt that the 

new auditing standard would decrease audit effectiveness and the quality of internal 

controls, but because of the investment horizon, they predicted an increased stock price 

and chose to allocate more funds to the public company.15  

 

                                                 
15 Because the post-experimental debriefing discussions were not associated with the responses provided by 
participants, I am unable to identify whether this strategy was carried out by participants who were 
considered experienced or inexperienced. 
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6. ADDITIONAL ANALYSIS 

 

6.1. Gender Differences 

 

A wide variety of research in psychology and in other social sciences 

demonstrates that people tend to be overconfident (Lichtenstein, Fischhoff, and Phillips 

1982), particularly with technical and relatively uncertain tasks, such as individual stock 

investing (Griffin and Tversky 1992, Odean 1998).  Men and women both exhibit 

overconfidence, but men are generally more overconfident than women (Lundeberg, Fox, 

and Puncochar 1994), particularly in tasks deemed to be “masculine” in nature (Deaux 

and Farris 1977).  Using data from 35,000 households, Barber and Odean (2001) find that 

men trade individual stocks more often than women and that, as a result, men reduce their 

net returns through excessive trading more than women.  Thus, men’s overconfidence in 

investing in individual stocks leads to more trading and reduced net returns as compared 

to those of their women counterparts. 

In an effort to provide empirical feedback on the issue of gender differences 

among individual investors, I examine gender differences among participants in my 

study.  Because prior research in psychology and economics has not developed specific 

theoretical expectations for the variables of interest in my study, I do not develop formal 

hypotheses for this analysis; rather, I approach this section in an exploratory manner.16 

Of the 101 MBA participants in the experiment, 65 identified themselves as being 

male and 35 identified themselves as being female.  One participant chose not to identify 

                                                 
16 It is important to note that the analysis included in this section is performed purely post hoc and that the 
analyses performed herein were not considered beforehand as part of the experimental design.  As such, the 
reader should use caution in interpreting the results of this analysis and should refrain from making any 
causal conclusions regarding the effects of gender on any of the experimental variables of interest. 
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his or her gender.  In cross-cell tests of gender composition, I find no systematic 

differences in the composition of the four treatment cells (F = 0.22, p = 0.804).  In 

addition, the Gender variable is not statistically significant when included in the principal 

analyses as a covariate except in the case of the Stock Price prediction variable.  Table 8 

shows results for gender comparison tests.  Interestingly, although men and women in the 

study have similar work experience (t = 0.741, p = 0.461) and participate in the same 

MBA coursework as their male counterparts, the female participants are significantly less 

familiar with financial statements (t = 1.602, p = 0.112), are less familiar with 

investments in general (t = 2.438, p = 0.017), have less investing experience with 

individual stocks (t = 2.578, p = 0.011) and with mutual funds (t = 2.235, p = 0.028), and 

they plan to invest less in individual stocks within the next 2 years (t = 1.790, p = 0.077).   

Although the female participants differ significantly from the male participants in 

the areas mentioned above, they do not differ significantly in their perceptions of audit 

effectiveness or their perception of management’s investment in ICFR following the 

regulatory changes presented in the study.  Consistent with Barber and Odean (2001), I 

find that female investors predict significantly lower stock prices than males (t = 2.835, p 

= 0.006) and that female investors allocate marginally significantly less money to the 

risky individual stock than the male investors (t = 1.489, p = 0.140). 

These findings extend prior research on gender differences in investing behavior 

by providing evidence that although male investors perceive similar reductions in audit 

effectiveness and internal control quality as their female counterparts, male investors still 



  46  

  

predict higher stock prices and allocate more money to risky individual stocks than do 

female investors presented with the same investment choices.   
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7. CONCLUSIONS, LIMITATIONS, AND FUTURE RESEARCH 

 

 In this study, I examine the potential effects of two significant changes in the 

auditing regulatory environment on individual investors’ perceptions of audit 

effectiveness.  The first change – the replacement of AS2 with AS5 – has already been 

approved by the PCAOB and the SEC.  The second change is an abstract representation 

of possible litigation reform that limits auditor liability exposure following an alleged 

audit failure.  Although a change of this nature is not impending, the issue of auditor 

litigation reform is currently being debated and considered both domestically and 

internationally.  This study is the first to examine the possible effects of these regulatory 

changes on individual investors’ perceptions of audit effectiveness.  Because actual audit 

quality is unobservable to investors, their perceptions of audit quality likely serve as 

information proxies when making investing decisions.   

 The PCAOB and SEC have both expressed confidence that the adoption of AS5 

to replace AS2 will improve audit efficiency without undermining audit effectiveness.  

Results from this study indicate that individual investors perceive both an increase in 

audit efficiency and a reduction in audit effectiveness under AS5.  Whether or not actual 

audit effectiveness will change with the introduction of the new standard is unknown and 

is not the purpose of this study.  This study provides evidence, however, that investors’ 

perceptions of audit effectiveness are negatively affected by the change in auditing 

standard, which presents an issue that regulators and public audit firms should consider 

moving forward.  These changes in perception result in lower stock price predictions and 

reduced investments in publicly-traded companies for inexperienced investors, but it 
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appears to increase experienced investors’ predictions of stock price and investment 

allocations for investments with a 12-month horizon.  This difference is partially due to 

investors’ gender differences and may also be due, in part, to a base rate fallacy among 

inexperienced investors, by different risk preferences resulting from varying levels of 

investor diversification, or by opportunistic trading behavior motivated by the 12-month 

investment horizon used in this study.  These findings provide early feedback to 

regulators and practitioners concerning the possible effects of a change from AS2 to AS5 

on individual investors’ perceptions of audit effectiveness.    

 The results of this study should also be of interest to regulators and legislators 

debating the potential costs and benefits of litigation reform aimed at further limiting 

auditor liability following alleged audit failures.  If litigation reform of this nature is 

passed, the results of this study suggest that investors will perceive a reduction in audit 

effectiveness that is associated with a perceived reduction in the auditor’s cost of an audit 

failure.  If investors perceive auditors as being willing to accept higher levels of audit risk 

following a reduction in their expected litigation costs for audit failures, then the 

implications for investor confidence and the capital markets that rely on audited financial 

statements may be adversely affected, particularly for inexperienced individual investors.   

 This study is the first to examine individual investors’ perceptions of changes in 

audit effectiveness that result from changes in the auditing regulatory environment.  The 

study also extends prior research on gender differences among investors. 

This study is subject to several limitations common to experiments.  Although the 

information used in this experiment was taken directly from publicly-available filings, 
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press releases, and popular business publications, the case materials used in this study 

may not be entirely representative of materials actually available to individual investors.  

Although the experiment was conducted in a classroom setting and the MBA participants 

appeared to diligently attend to the experimental materials and to understand the 

investment task required of them, the incentives present in any experimental setting are 

generally not representative of real-world incentives, and the participants in the study 

may not be entirely representative of the general population of individual investors. 

 Future research may examine whether the differential effects observed in stock 

price predictions and investment allocation decisions for experienced and inexperienced 

investors continues to diverge with more experienced investors (i.e., professional 

investors).  In addition, future research might examine whether the investment decisions 

would be affected by the ability for investors to diversify their holdings or by longer 

investment horizons.  Finally, work examining these changes’ effects on actual audit 

effectiveness would be insightful and interesting, particularly when viewed in light of this 

study’s findings on perceived audit effectiveness. 
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Your Role 

For the purposes of this activity, you have been asked to assume the role of 
an individual investment advisor.   
 
 

 

Your Client’s Request 

You have been approached by one of your established clients, and you have 
been asked to invest $5,000 of the client’s money for a 12-month period.   
 
The client has asked that you allocate the funds among two options: an 
FDIC-insured certificate of deposit (CD) account at a local bank and a 
purchase of common stock in Madsen Paper & Packaging, a publicly-traded 
company. 
 
 
 

Your Task 

In the following sections, you will receive relevant information regarding the 
two investment options selected by the client.  As you read through the 
materials, you will be asked to answer questions and make judgments 
regarding the information provided.  You will also be asked to make an 
investment allocation decision to invest the client’s money for a 12-month 
period. 
 
Your objective is to choose an investment allocation of your client’s money 
that will maximize your client’s wealth. 
 
 
 
 

 
 
 
 
 

 
 

Please stop and wait for the experimenter to tell you when and how to 

proceed. 
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Part 1: The Two Investment Options 
 
On this and the following page, you will read information about the two investment 
options selected by the client.  Remember that you have been asked to review these 
investment options and will be asked to make an investment allocation decision after you 
review these materials. 
 
You may keep this packet on your desk and refer to it for the remainder of the activity. 
-------------------------------------------------------------------------------------------------------------------- 

 

 

Option A: First Bank Certificate of Deposit (CD) Account 
 
First Bank’s Certificate of Deposit Account is a popular alternative to a traditional 
savings account because it offers higher returns while still maintaining FDIC insurance.  
It is generally considered a low-risk, moderate-return investment. 
 
 
 
 

First Bank’s FDIC-Insured Certificate of Deposit (CD) Account 
 

A First Bank Certificate of Deposit account offers a higher interest rate than a regular 
savings account but maintains the security of an FDIC-insured account.   

• No monthly service fees.  

• Fixed interest rates.  

• Interest compounded daily. (Rates shown are annual yields.) 

 

Time to Maturity Principal Invested Today’s Rate (APY) 

12 months $1  to  $10,000 5.05% 

 
 
Deposits are FDIC insured for up to $100,000 per depositor. 
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-------------------------------------------------------------------------------------------------------------------- 

 

Option B: Madsen Paper & Packaging, Inc. (Ticker: MDN) 
 
The following information about Madsen Paper & Packaging is taken from their 10-Q 
and proxy filings for the third quarter of 2007.  Because the financial information is 
quarterly, it is not audited. 
 
 

Company Background 

Madsen Paper & Packaging’s corporate headquarters are located in Illinois.   The original 
company was founded more than 100 years ago.  Madsen Paper & Packaging became a 
publicly-traded company on the New York Stock Exchange (NYSE) in 2000.  The 
company’s stock trades under the ticker symbol MDN.   
 
Madsen manufactures a broad range of cardboard and corrugating medium at 4 
containerboard mills.  They also produce a wide variety of corrugated packaging products 
at 68 corrugated products plants located throughout the United States.   
 
The company employs over 8,300 people nationwide. 
 
 

Corporate Governance 

The company’s board of directors currently consists of 7 members, 6 of whom are 
independent.  Four independent directors make up the Audit Committee, and 3 
independent directors make up the Compensation Committee.  The CEO chairs the 
board’s Nominating Committee. 
 

 

Executive Compensation 

The company provides equity-based incentive plans to corporate executives to reward 
them for strong firm performance.   
 
In 2006, approximately 63% of the CEO’s compensation and approximately 62% of the 
CFO’s compensation consisted of performance-based incentives, which are closely tied 
to the company’s earnings performance.   
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MDN – MADSEN PAPER & PACKAGING  10/01/2007   05:40:00am EDT 
Last Trade: $24.4000   Sector: Materials 
Volume: 1,092,900   Industry: Containers & Packaging 

 

Summarized Financial Information 
(in thousands) Sep. 30, 2007  Sep. 30, 2006 Sep. 30, 2005 

Total Current Assets $648,856  $521,608 $660,834 

Total Assets 1,972,702  1,921,224 2,066,717 

Total Current Liabilities 361,707  335,720 328,381 

Total Liabilities 1,263,064  1,254,486 1,257,831 

Total Equity 709,638  666,738 808,886 

Net Sales 559,159  507,856 489,437 

Gross Profit 112,987  73,578 73,266 

Net Income 31,191  8,987 12,619 

     

Stock Price $24.40  $22.44 $24.29 

Shares Outstanding 104,973,070  103,789,937 107,408,207 

Earnings Per Share $0.30  $0.09 $0.12 

Price / Earnings Ratio 81.333  249.333 202.417 
 
Company Information: 5-Year Charts 

Stock Price Movement (Sep 1, 2002 to Oct 1, 2007)
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Part 2: The Current Regulatory Setting 
 

Auditing Standard:   Audit of Internal Control 
Following the highly-publicized accounting scandals and audit failures of 2001 and 2002 
(i.e., Enron, Worldcom, Xerox), significant regulatory changes took place in accounting 
and auditing.  The objective of the changes was “to protect investors by improving the 
accuracy and reliability of corporate disclosures”. 
 
As a result, a new auditing standard was implemented to increase the attention paid to a 
company’s internal controls.  A company’s internal controls are a set of checks and 
balances that help protect company assets from theft or loss, help ensure the accuracy of 
financial data, help prevent and detect fraud, and help ensure regulatory compliance.   
 
The current auditing standard significantly increased the testing of controls performed by 
auditors when conducting their annual audit. 
 
As part of the audit of internal controls, the auditor must do the following: 
 

• Perform an audit of management’s process for assessing internal control effectiveness 
and express an opinion on this process. 

 

• Test every control intended to address the risk of fraud. 
 

• Test controls over all relevant assertions related to all significant accounts and disclosures 
in the financial statements. 

 

• Perform at least one walk-through (i.e., re-perform and trace a transaction’s path through 
the system) for each class of transaction. 

 

• Perform tests at every significant location in a multi-location company. (i.e., every 
manufacturing plant) 

 

• Perform enough testing such that the auditor’s own work provides the principal evidence 
for the auditor’s opinion.  Auditors cannot rely on the work of others (i.e., the company’s 
internal auditor) to provide principal evidence.   

 

• Plan each year’s audit independent of prior years’ results.  The auditor may not rely on 
evidence from prior years.  Each year’s audit “must stand on its own”.   

 
Though the standard has significantly increased the amount of work performed by the 
auditor and, therefore, the amount of audit fees charged to public companies, regulators 
have emphasized the standard’s importance in the following manner:  
 
The auditor should be aware that external users of financial statements are interested in 

information on internal control over financial reporting because it enhances the quality 

of financial reporting and increases their confidence in financial information, including 

financial information issued between annual reports, such as quarterly information. 
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Because the quarterly financial information presented in this case is not audited, the 
company recommends that investors refer to management’s assessment of and the 
auditor’s opinion on internal control over financial reporting from the prior year (Dec. 31, 
2006), which are both included below: 
 

Management’s Report on Internal Control over Financial Reporting 
Madsen’s management is responsible for establishing and maintaining adequate internal control over 

financial reporting. Internal control over financial reporting is a process designed to provide reasonable 
assurance regarding the reliability of financial reporting and the preparation of financial statements for 
external purposes in accordance with generally accepted accounting principles.  

Because of its inherent limitations, Madsen’s internal control over financial reporting may not prevent 
or detect misstatements. A control system, no matter how well conceived and operated, can provide only 
reasonable, not absolute, assurance that objectives of the control system are met. Because of the inherent 
limitations in all control systems, no evaluation of controls can provide absolute assurance that all control 
issues and instances of fraud, if any, have been detected. Also, projections of any evaluation of 
effectiveness to future periods are subject to the risk that controls become inadequate because of changes in 
conditions, or that the degree of compliance with the policies and procedures may deteriorate. 

Madsen’s management, under the supervision of and with the participation of the Chief Executive 
Officer and Chief Financial Officer, assessed the Company’s internal control over financial reporting as of 
December 31, 2006. Based on this assessment, Madsen’s management concluded that its internal control 
over financial reporting was effective as of December 31, 2006. 

 

Independent Auditor’s Report on Internal Control over Financial Reporting 
We have audited management’s assessment that Madsen Paper & Packaging maintained effective 

internal control over financial reporting as of December 31, 2006.   

In our opinion, management’s assessment that Madsen Paper & Packaging maintained effective 
internal control over financial reporting as of December 31, 2006, is fairly stated, in all material respects. 
Also, in our opinion, Madsen Paper & Packaging maintained, in all material respects, effective internal 
control over financial reporting as of December 31, 2006. 

------------------------------------------------------------------------------------------------------------------ 

Risk and Recovery of Losses 
Investing in publicly-traded stock involves a degree of risk.  In order to reduce this risk, 
investors rely on auditor opinions of financial statement reliability and of internal control 
effectiveness when evaluating a company’s financial information.  If the auditor’s 
opinions are later shown to be unreliable, investors often file class-action lawsuits against 
the auditor in attempts at recovering investment losses.   
 
Because Madsen Paper & Packaging is incorporated in the state of Illinois, any class-
action lawsuit brought by investors against the company’s auditor would be tried under 
Illinois state law.   
 
Like many other states, the Illinois Public Accounting Act allows investors to seek actual 
damages and up to three times that amount in punitive damages.  Thus, if an individual 
invested and lost $100,000, the investor may attempt to recover up to $100,000 in actual 
damages and up to $300,000 in punitive damages from the auditor. 
 
Though investors are not always successful in recovering damages, the average amount 
of out-of-court settlements and jury awards both continue to increase. 
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Now that you have had an opportunity to review the information about the two 
investment options, you will now answer a few questions and then make your investment 
decision. 
 

Please answer the following questions based on the information provided thus far.   

 
1. Indicate on the scale below your judgment of Madsen Paper & Packaging’s earnings performance 

for the quarter ended September  30, 2007. 

         
Weak Performance  Strong Performance 

 
2. Indicate on the scale below your judgment of Madsen Paper & Packaging’s earnings potential over 

the next 12 months. 

         
Weak Potential  Strong Potential 

 
 

3. Given the regulatory setting described in this case, indicate on the scale below your judgment of 
the amount of testing to be performed by the auditor in conducting audits of internal controls.  

         

Too Little Testing 
Optimal 
Amount 

Too Much Testing 

 
4. Indicate on the scale below your judgment of the current regulatory setting’s effect on the 

auditor’s overall expected cost of an audit failure. 

         
Less Costly No Effect More Costly 

 
 
5. Given the regulatory setting described in this case, indicate on the scale below your judgment of 

the likelihood that a material weakness in Madsen’s internal controls will go undetected by the 
auditor. 

         

Very Unlikely 
Equally Likely 

& Unlikely 
Very Likely 

 
6. Indicate on the scale below your judgment of the current regulatory setting’s effect on Madsen 

Paper & Packaging’s investments in internal controls.   

         
Less Investment No Effect More Investment 

 
 
7. Given the regulatory setting described in this case, indicate on the scale below your judgment of 

the likelihood that an intentional material misstatement (i.e., fraud) will be present in Madsen’s 
future quarterly financial statements. 

         

Very Unlikely 
Equally Likely 

& Unlikely 
Very Likely 

 
8. Given the regulatory setting described in this case, indicate on the scale below your judgment of 

the likelihood that an unintentional material misstatement (i.e., error) will be present in Madsen’s 
future quarterly financial statements. 

         

Very Unlikely 
Equally Likely 

& Unlikely 
Very Likely 
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Please review the following additional information before making your investment 
decision.  Remember that your task for this activity is to maximize your client’s wealth 
by investing $5,000 of your client’s money among the following two investment options. 
 

 

 

Option A:  12-month Certificate of Deposit (CD) Account 
Any money you choose to invest in the certificate of deposit account will earn an annual 
return of 5.05%. 
 
Risk of Losses: 

Because the CD account is FDIC-insured, there is no risk of loss.  Also, the rate of return 
is fixed, so there is no variance in the annual return. 
 

 

 

 

Option B: Common Stock in Madsen Paper & Packaging, Inc. 
Any money you choose to invest in Madsen Paper & Packaging, Inc. (Ticker: MDN) will 
be used to purchase shares of common stock in the company.  The current stock price is 
$24.40.  There are no transaction costs involved with buying or selling the stock.   
 
After 12 months have passed, you will sell the shares, and your client will realize a gain 
or loss.   
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Investment Allocation Decision 

 
 

1. Today’s stock price for Madsen Paper is $24.40.  Based on the information 
provided in this case, what do you think the stock price will be in 12 months?  

   
         $_______________ 
 

 
 
 
 
Please indicate in the space below how much of your client’s $5,000 you want to invest 
in Madsen Paper & Packaging, Inc.   
 
Any amount NOT invested in Madsen Paper & Packaging will be invested in the 
Certificate of Deposit (CD) account. 
 
 
 

2. Amount to invest in Madsen Paper & Packaging, Inc.: $_________________ 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

 
 
Please stop, turn your packet face down on the desk, and wait for the 

experimenter to tell you when and how to proceed. 
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Just as you were about to submit your investment allocation decision on 
your client’s behalf, you receive the following e-mail from the client: 
 
 
 
 

From:   Your Client  (YourClient@Hmail.com) 

To:  MyAdvisor   (MyInvestmentAdvisor@Hmail.com) 

Cc:  None 

Subject: Information about Investments... 

---------------------------------------------------------- 

 

Before you invest the $5,000 I gave you, please take some 

time to review the attached information. 

 

I’m not an expert by any means when it comes to investing 

(after all, that’s what I pay you for), but I was reading 

some articles on the business news sites, and I came across 

two articles that might be of interest to you in deciding 

how to invest my money.   

 

The attached articles discuss possible changes (1) in the 

standards auditors have to comply with when examining a 

company’s internal controls and (2) in investors’ ability 

to recover losses from auditors if something goes wrong 

with the investment. 

 

Please go over the articles before you make any decisions 

about investing my money. 

 

Thanks! 

 

- Your Client 

 

 

 

 

 

 

 

 

The articles your client attached to the e-mail are found on the following 
pages. 
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Regulators Mull Changes to Current Auditing Standard 
[September 30, 2007 – Washington, D.C.  - 8:08pm EDT] 
 
Regulators met into the night to debate proposed changes to the auditing standard 
governing annual audits of public companies’ internal control.  While they meet 
behind closed doors, a number of interested parties – including auditors, investors, 
creditors, and managers –wait anxiously to see if the standard will change.  The 
proposed standard would replace the existing one, which has a brief but storied past. 
 
Following the highly-publicized audit failures of recent years (i.e., Enron, 
WorldCom), Congress passed a law in 2002 requiring, among other things, that 
public companies have an annual audit of their internal control over financial 
reporting in addition to their annual financial statements.  As a result, the existing 
auditing standard was created and implemented in June 2004 to prescribe the steps 
necessary to complete this audit of internal control.   
 
Under the existing standard, the audit of internal control over financial reporting has 
produced significant benefits.  Issuers and auditors have described a focus on 
corporate governance that had not existed in the past and improvements in the 
quality and efficiency of important corporate processes and controls.  Corporate 
board members have noted an improvement in audit committee oversight, while 
investors have found public company financial reporting to be of higher quality and 
enhanced transparency.  In addition, recent research shows that effective internal 
control is positively correlated with more accurate and reliable financial reporting. 
 
Along with these benefits have come significant costs.  Companies consistently 
complain that compliance with the existing standard has required greater effort and 
resulted in higher costs than expected.  Some argue that the significant cost of 
compliance may be discouraging public companies from listing on U.S. exchanges. 
 
Business groups, especially smaller companies, say the required audits are overly 
costly and burdensome.  Some say the current standard focuses more on minor 
control issues and places insufficient emphasis on the most critical areas of internal 
control.  One thing companies and regulators appear to agree upon is that the 
current standard is burdensome, costly, and difficult to apply.  In lobbying for a 
revised standard, managers claim that time and money spent making sure the 
company complies with the current standard could be better used elsewhere in the 
company to better benefit shareholders.   
 
The proposed standard emphasizes increased efficiency while 
striving to maintain current levels of audit effectiveness.  The 
new standard would implement a “top-down” approach that 
allows more auditor judgment and would result in less work and 
testing by the external auditor.  Instead of testing every major 
control, auditors would focus on a few critical controls.  Auditors 
and regulators both estimate up to 50% reductions in the amount 
of testing if the proposed changes are approved.  The new 
standard would also allow auditors to rely heavily on the work of 

Summary of Approved Changes: 

 
1. Auditors will no longer evaluate 

and opine on management’s 
assessment process. 

 
2. Top-down approach will reduce 

tests performed by the auditor. 
 
3. Auditors may rely more on the 

work of others. 
 
4. Auditors will test fewer locations 

for large companies. 
 
5. Auditors may rely somewhat on 

last year’s audit.  Each audit will 
not have to “stand on its own”.   
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the company’s internal auditors and others when forming their opinion. 
Though this reduction in the amount of testing by the auditor would almost certainly 
achieve the desired reduction in the cost of the audit, some investor advocate groups 
have cautioned that any loosening of the existing standard could also erode the 
auditor’s role and reduce avenues meant to root out fraud.   

 
Some claim the market’s success in recent years is a 
result of restored investor confidence that has 
resulted from the stringent and costly efforts made 
by auditors.  Others argue that the strong market 
performance has occurred in spite of, not because of, 
the stringent standards.   
 
Whereas managers may be the loudest supporters of 
a change, at least one former regulator has warned 

that efforts to “lower the bar” risk a return to pre-Enron days of deception and 
inaccurate reporting.  He warns that the changes might erode the building investor 
confidence and harm the capital 
markets. 
   
The auditing profession has also 
lobbied against scaling back some of 
the standard out of fear it could 
increase litigation exposure for firms 
if they miss red flags.  Others believe auditors are just trying to preserve the high fees 
they earn under the current standard.   
 
The issue is not clear by any means, and all parties involved make convincing 
arguments to support their positions either for or against the proposed changes.  
Regulators are in the unenviable position of having to weigh these arguments and 
make a binding decision that affects all public companies and public audits moving 
forward.   
 
An announcement of the regulators’ decision is expected tomorrow morning. 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

Market Cap 
Average Increase 

($) 
2001 – 2006 

Average 
Increase (%) 
2001 – 2006 

S&P Small-Cap $1,044,000 311% 

S&P Mid-Cap $1,820,000 251% 

S&P 500 $5,789,000 189% 

Dow Jones Industrial Average
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Illinois Considers Auditor Litigation Reform 
[September 30, 2007 – Springfield, IL  -  6:12pm EDT] 

 
Legislators and regulators spent the day debating a bill proposing significant 

legislative reform to the Illinois Public Accounting Act.   
 

The proposed reform would reduce the amount investors may seek from 
public auditors following an alleged audit failure.  An audit failure occurs 
when a public auditor issues an unqualified (i.e., “clean”) opinion on a 

company’s financial statements which are later found to have significant 
errors, whether intentional or unintentional.  The standard also applies to the 

audit of a company’s internal control over financial reporting.  Because audits 
are performed on a test basis, audit failures can occur – though it’s rare – 
following an audit that complies with all relevant professional standards. 

 
Under the existing state law, investors claiming auditor negligence may seek 

actual damages and up to three times that amount in punitive damages.  
Actual damages represent the amount of money actually invested in the 
company, and punitive damages may be awarded to plaintiffs as a means of 

providing some award above and beyond actual damages.  Punitive damages 
are also a means of punishing the auditor beyond actual damages.  Because 

the cost of litigating a case is high, audit firms sometimes settle out-of-court 
without admitting negligence. 

 
Following recent high-profile lawsuits where public auditors were found to be 
negligent and were hit with heavy punitive damages, litigation reform has 

taken center stage in the United States.  Several public audit firms have 
complained about the increasingly heavy burden of settlements and jury 

awards for lawsuits following audit failures.   
 
Illinois is one of the first states to address this issue, but most feel the state 

will set a precedent one way or another that will quickly be implemented in 
the other states.   

 
The proposed litigation is relatively simple, but significant.  The new law 
would limit recoveries for investors to actual damages.  The option of seeking 

punitive damages for negligence on the part of the auditor would be 
eliminated. 

 
The theory behind removing punitive damages is to prevent investors from 
delving too deep into the pockets of auditors following an audit failure.  With 

the number of large audit firms being reduced to 4 firms over the past few 
years, many fear that any further reduction in the number of firms could 

force the capital markets into a monopolistic environment where 1 or 2 audit 
firms would be the only viable options for providing the necessary service.  If 
this were to happen, many believe the world’s capital markets would suffer 

from a lack of qualified auditors to provide assurance on public financial 
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disclosures.  Accordingly, some lawmakers proposed the current litigation 
reform to protect auditors from potentially catastrophic investor lawsuits. 

 
Some believe that limiting the auditor’s liability will create an incentive for 

auditors to work less while avoiding the costly penalties of punitive damages 
following an audit failure.  They believe investors will also lose a valuable 
remedy for poor investments that turn out to have been based on faulty 

information.  Others argue that auditors would be largely unaffected by a 
litigation reform because their reputations are their most valuable asset and 

that they would provide the same level of professional service regardless of 
their liability exposure.  
 

A final vote is expected to take place when the session opens tomorrow 
morning. 
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After reading the articles and thinking about them, you check on-line to see 
if any decisions have been announced regarding either of these issues.  You 
find the two following announcements: 
 
 
 
 

Regulators Approve Changes to Current Auditing Standard 
[October 1, 2007  -  Washington, D.C.  -  8:27am EDT] 
 
Following several days of discussion and debate, auditing regulators announced this 
morning that the proposed changes to the existing standard for audits of internal 
control have been approved.  The newly-approved standard will supersede the 
existing one.     
 
For details on the approved changes included in the new standard, please see 
yesterday’s article entitled “Regulators Mull Changes to Current Auditing 
Standard”.   
 
The new standard will be effective immediately and will affect the future audits for all 
publicly-traded companies. 
 
 
 
 
 
 
 
 

Illinois Approves Auditor Liability Reform 
[October 1, 2007  -  Springfield, IL  -  9:14am EDT] 

 

In a move that is likely to set a precedent for other states, Illinois legislators 

voted today to enact legislative reform that limits auditors’ liability exposure 
following an alleged audit failure.  Under the newly-passed law, investors will 
no longer be permitted to seek punitive damages from auditors following an 

alleged audit failure.    
 

For more information on the changes, please see the article entitled “Illinois 
Considers Changes to Auditor Liability Laws”, which was posted last night. 

 
The new law will be effective immediately and will likely set a precedent to be 
followed by the other states. 
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Taking into consideration the approved changes (1) to the auditing standard and (2) 

to the auditor liability laws, please answer the following questions. 

 
1. Given the approved regulatory changes described in the articles, indicate on the scale below your 

judgment of the amount of testing to be performed by the auditor in conducting audits of internal 
controls. 

         

Too Little Testing 
Optimal 
Amount 

Too Much Testing 

 
 
2. Indicate on the scale below your judgment of the regulatory changes’ effect on the auditor’s 

expected cost of an audit failure. 

         
Less Costly No Effect More Costly 

 
 
3. Given the approved regulatory changes described in the articles, indicate on the scale below your 

judgment of the likelihood that a material weakness in Madsen’s internal controls will go 
undetected by the auditor. 

         

Very Unlikely 
Equally Likely 

& Unlikely 
Very Likely 

 
 
4. Indicate on the scale below your judgment of the regulatory changes’ effect on Madsen Paper & 

Packaging’s investments in internal controls.   

         
Less Investment No Effect More Investment 

 
 
5. Given the approved regulatory changes described in the articles, indicate on the scale below your 

judgment of the likelihood that an intentional material misstatement (i.e., fraud) will be present in 
Madsen’s future quarterly financial statements. 

         

Very Unlikely 
Equally Likely 

& Unlikely 
Very Likely 

 
 
6. Given the approved regulatory changes described in the articles, indicate on the scale below your 

judgment of the likelihood that an unintentional material misstatement (i.e., error) will be present 
in Madsen’s future quarterly financial statements. 

         

Very Unlikely 
Equally Likely 

& Unlikely 
Very Likely 

 
7. Indicate on the scale below to what extent you agree with the regulators’ decision to make changes 

to the current auditing standard.  

         
Strongly Disagree Neutral Strongly Agree 

 
 
8. Indicate on the scale below to what extent you agree with the legislators’ decision to make 

changes to the current auditor liability laws. 

         
Strongly Disagree Neutral Strongly Agree 
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Final Investment Allocation Decision 

 

Now that you have had an opportunity to review the information regarding the newly 
approved changes to the auditing standard and to the auditor litigation laws, please 
answer the following questions and then make your final investment decision. 
 

1. Please indicate on the scale below your judgment of how the changes discussed in 
the news articles will affect the future stock price of Madsen Paper & Packaging. 
         
Lower Stock Price No Effect Higher Stock Price 

 
 
2. Today’s stock price for Madsen Paper is $24.40.  Taking into consideration all of 

the information provided in this case and in the news articles, what do you think 
the stock price will be in 12 months? 

  
         $_________________ 
 
 
 

After considering all of the information presented, please indicate in the space below how 
much of your client’s $5,000 you want to invest in Madsen Paper & Packaging, Inc.   
 
Any amount NOT invested in Madsen Paper & Packaging will be invested in the First 
Bank Certificate of Deposit account. 
 
 
 
 

3. Amount to invest in Madsen Paper & Packaging, Inc.: $_________________ 
 
 
 
 
 
 
 
 
 
 
 

 
 
Please stop, turn your packet face down on the desk, and wait for the 

experimenter to tell you when and how to proceed. 
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Finally, please answer the following questions.  Your responses are anonymous. 

 
1. In this case, Illinois legislators made a decision regarding a new auditor litigation law.  

Did the legislators approve the new law?       
          Yes    No 

 
2. In this case, auditing standard setters made a decision regarding proposed changes to the 

standard for the audit of internal controls over financial reporting.  Did the standard 
setters approve the changes and implement a new auditing standard?    

           Yes    No 
 

3. In your opinion, how sensitive are auditors’ resource allocation and effort decisions to 
changes in their expected cost of an audit failure? 
         
Not at all Sensitive  Very Sensitive 

 
4. Please indicate your level of familiarity with corporate financial statements (i.e., balance 

sheet, income statement, statement of cash flows)? 
         
Not at all Familiar  Very Familiar 

 
5. Please indicate your level of familiarity with investing and investing options in general. 

         
Not at all Familiar  Very Familiar 

 
6. Please indicate your level of familiarity with Section 404 of the Sarbanes-Oxley Act. 

         
Not at all Familiar  Very Familiar 

 
7. Have you invested in individual stocks within the past 3 years?        Yes         No 
 
8. Do you plan on purchasing individual stocks in the next 2 years?        Yes         No 
 
9. Have you ever invested in mutual funds?          Yes         No 

 
10. How many years of full-time work experience do you have?   ___________________ 
  
11. What is your current job title?  ____________________________________ 
  
12. Please indicate your professional certifications, if any: 
 

Certification Yes / No If Yes, for how long? (years) 

Certified Public Accountant (CPA)    

Chartered Financial Analyst (CFA)    

Certified Management Accountant (CMA)    

Other ___________________________    

 
 

13. Gender:    Male   Female 
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Table 1: Characteristics of Compilation News Articles 
 

N 

Mean 

(Std. Deviation) 

 

 Clarity of 
Writing 

Length of Article “Tone” of Article Likely to Appear in WSJ… 
Familiarity with 
Subject Matter 

 
1 = Very Unclear 
5 = Very Clear 

1 = Too Short 
3 = About Right 
5 = Too Long 

1 = Negative Bias 
3 = No Bias 
5 = Positive Bias 

1 = Very Unlikely 
3 = Equally Likely/Unlikely 
5 = Very Likely 

1 = Not at all Familiar 
3 = Somewhat Familiar 
5 = Very Familiar 

Article Discussing 
Auditing Standard 

16 
4.3125 

(0.7042) 

16 
3.1250 

(0.3416) 

24 
2.875 

(0.6797) 

16 
3.0625 

(1.2366) 

16 
4.2500 

(0.8563) 

Article Discussing 
Auditor Liability 

Law 

15 
4.2000 

(1.3732) 

15 
3.000 

(0.0000) 

22 
3.2727 

(0.7025) 

15 
3.4667 

(0.9155) 

15 
4.6000 

(0.5071) 

 
 

42 Masters of Accountancy students from two large, public universities viewed the news articles used to introduce the independent 
variable manipulations in the experimental case.  At one university, the students were only asked to rate the “tone” of the article to 
determine the articles’ freedom from bias.  At the other university, students were asked to answer all five questions concerning the two 
news articles.  Four students at the first university viewed both news articles and provided “tone” ratings for both articles.  The 
remaining 38 students viewed only one of the two articles. 
 
The article’s “tone” measures whether or not the article presents information regarding the proposed change in a balanced and 
unbiased manner.  T-tests for the articles introducing the auditing standard (t-stat = -0.9010, p-value = 0.3769) and the auditor liability 
law (t-stat = 1.8209, p-value = 0.0829) are not significantly different from 3 at the 0.05 significance level, which provides evidence 
that the information presented to participants was free from bias.   
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Table 2: Descriptive Statistics 

 
 Overall 

Sample 
N = 101 

 
Mean 

(Std. Dev.) 

AS2 / High 
Liability 
N = 27 

 
Mean 

(Std. Dev.) 

AS2 / Low 
Liability 
N = 21 

 
Mean 

(Std. Dev.) 

AS5 / High 
Liability 
N = 27 

 
Mean 

(Std. Dev.) 

AS5 / Low 
Liability 
N = 26 

 
Mean 

(Std. Dev.) 

Mean 
Comparisons 

 
 

F-statistic 
(p-value) 

Familiarity w/ SOX 
404 

1 = Not at all Familiar 
9 = Very Familiar 

3.708 
(2.380) 

3.963 
(2.361) 

3.619 
(2.729) 

3.333 
(2.075) 

3.904 
(2.482) 

0.13 
(0.879) 

Familiarity w/ 
Financial Statements 

1 = Not at all Familiar 
9 = Very Familiar 

5.911 
(1.621) 

6.111 
(1.450) 

6.024 
(1.874) 

5.556 
(1.553) 

5.981 
(1.676) 

0.61 
(0.544) 

Familiarity w/ 
Investing 

1 = Not at all Familiar 
9 = Very Familiar 

5.327 
(1.728) 

5.556 
(1.578) 

4.929 
(1.777) 

5.148 
(1.680) 

5.596 
(1.897) 

0.05 
(0.956) 

Individual Stock 
Investing within Past 
3 Years 

1 = Yes 
0 = No 

0.574 
(0.497) 

0.593 
(0.501) 

0.524 
(0.518) 

0.593 
(0.501) 

0.577 
(0.504) 

0.11 
(0.898) 

Individual Stock 
Investing Planned 
within Next 2 Years 

1 = Yes 
0 = No 

0.713 
(0.455) 

0.667 
(0.480) 

0.714 
(0.463) 

0.667 
(0.480) 

0.808 
(0.402) 

0.71 
(0.495) 

Work Experience Number of Years 
11.567 
(6.932) 

11.269 
(6.442) 

12.476 
(5.904) 

11.889 
(6.873) 

10.808 
(8.399) 

0.05 
(0.952) 

Gender  
1 = Female 
0 = Male 

0.35 
(0.479) 

0.346† 
(0.485) 

0.333 
(0.483) 

0.296 
(0.465) 

0.423 
(0.504) 

0.22 
(0.8036) 

 

Of the 117 MBA participants, 1 participant did not respond to the manipulation checks, 9 participants answered only one manipulation 
check correctly, and 6 participants answered both manipulation checks incorrectly.  Thus, 101 of the 117 participants (86%) answered 
both manipulation checks correctly.  These 101 participants make up the sample population for this study.  
 
†One participant failed to answer the “gender” question.  Thus, N = 26 for the AS2/High Liability setting for that one question. 
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Table 3: Tests of Experimental Manipulation Checks 

 

Manipulation Check 1: Perceived Cost of Audit Failure 
Dependent Variable: Post-treatment “Cost of Failure” 

Source 
Type III Sum of 

Squares df Mean Square F Sig. 

Corrected Model 180.211(a) 4 45.053 12.772 .000 

Intercept 121.224 1 121.224 34.365 .000 

Pre “Cost of Failure” 2.279 1 2.279 .646 .424 

Auditor Liability (AL) 157.178 1 157.178 44.557 .000 

Auditing Standard (AS) 7.687 1 7.687 2.179 .143 

AL * AS 7.124 1 7.124 2.020 .159 

Error 328.064 93 3.528     

Total 2611.500 98       

Corrected Total 508.276 97       

a  R Squared = .355 (Adjusted R Squared = .327) 
 

 

Manipulation Check 2:  Amount of Auditor Testing when Performing Audit of Internal Control 
Dependent Variable: Post-treatment “ICFR Testing“ 

Source 
Type III Sum of 

Squares df Mean Square F Sig. 

Corrected Model 81.808(a) 4 20.452 15.284 .000 

Intercept 29.216 1 29.216 21.833 .000 

Pre “ICFR Testing” 39.235 1 39.235 29.320 .000 

Auditor Liability (AL) 11.488 1 11.488 8.585 .004 

Auditing Standard (AS) 31.738 1 31.738 23.717 .000 

AL * AS 3.663 1 3.663 2.738 .101 

Error 128.464 96 1.338     

Total 2392.750 101       

Corrected Total 210.272 100       

a  R Squared = .389 (Adjusted R Squared = .364) 
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Table 4: Tests of Hypothesis 1 

 

Hypothesis 1 – Measure 1:  Likelihood of Undetected Material Weakness 

Dependent Variable: Post-treatment “MW Likelihood” 

Source 
Type III Sum of 

Squares df Mean Square F Sig. 

Corrected Model 45.142(a) 4 11.285 4.193 .004 

Intercept 227.992 1 227.992 84.713 .000 

Pre “MW Likelihood” 13.742 1 13.742 5.106 .026 

Auditor Liability (AL) 2.280 1 2.280 .847 .360 

Auditing Standard (AS) 28.607 1 28.607 10.629 .002 

AL * AS 2.640 1 2.640 .981 .324 

Error 258.368 96 2.691     

Total 2929.500 101       

Corrected Total 303.510 100       

a  R Squared = .149 (Adjusted R Squared = .113) 

 

Hypothesis 1 – Measure 2:  Likelihood of Intentional Material Misstatement (i.e., fraud) 

Dependent Variable: Post-treatment “FFR Likelihood”  

Source 
Type III Sum of 

Squares df Mean Square F Sig. 

Corrected Model 103.083(a) 4 25.771 11.202 .000 

Intercept 73.272 1 73.272 31.851 .000 

Pre “FFR Likelihood” 80.637 1 80.637 35.052 .000 

Auditor Liability (AL) 6.333 1 6.333 2.753 .100 

Auditing Standard (AS) 18.676 1 18.676 8.119 .005 

AL * AS .484 1 .484 .211 .647 

Error 218.544 95 2.300     

Total 2611.250 100       

Corrected Total 321.628 99       

a  R Squared = .321 (Adjusted R Squared = .292) 
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Table 4: Tests of Hypothesis 1 (cont.) 

 
Hypothesis 1 – Measure 3:  Likelihood of Unintentional Material Misstatement (i.e., error) 
Dependent Variable: Post-treatment “Error Likelihood” 

Source 
Type III Sum of 

Squares df Mean Square F Sig. 

Corrected Model 47.667(a) 4 11.917 5.130 .001 

Intercept 92.392 1 92.392 39.773 .000 

Pre “Error Likelihood” 26.722 1 26.722 11.504 .001 

Auditor Liability (AL) 10.983 1 10.983 4.728 .032 

Auditing Standard (AS) 5.252 1 5.252 2.261 .136 

AL * AS 4.793 1 4.793 2.063 .154 

Error 220.681 95 2.323     

Total 2864.250 100       

Corrected Total 268.348 99       

a  R Squared = .178 (Adjusted R Squared = .143) 

 
As part of the experimental materials, participants were asked to respond to three questions dealing with audit effectiveness after reading 
through the background materials and again after reading the compilation articles introducing the independent variable manipulations.  
Participant responses to the latter set of questions are summarized in this table.  The former responses to these questions are included as 
covariates in the analyses. 
 
H1 – Measure 1: “Given the approved change(s)…, indicate on the scale below your judgment of the likelihood that a material weakness 
in [the company’s] internal controls will go undetected by the auditor.” (1 = Very Unlikely, 5 = Equally Likely & Unlikely, 9 = Very 
Likely) 
 
H1 – Measure 2: “Given the approved change(s)…, indicate on the scale below your judgment of the likelihood that an intentional 
material misstatement (i.e., fraud) will be present in [the company’s] future quarterly financial statements.”  (1 = Very Unlikely, 5 = 
Equally Likely & Unlikely, 9 = Very Likely) 
 
H1 – Measure 3: “Given the approved change(s)…, indicate on the scale below your judgment of the likelihood that an unintentional 
material misstatement (i.e., error) will be present in [the company’s] future quarterly financial statements.” (1 = Very Unlikely, 5 = 
Equally Likely & Unlikely, 9 = Very Likely) 
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Table 5: Tests of Hypothesis 2 

 

Hypothesis 2:  Management’s Investment in Internal Control 
Dependent Variable: Post-treatment “Management’s ICFR Investment” 

Source 
Type III Sum of 

Squares df Mean Square F Sig. 

Corrected Model 51.900(a) 4 12.975 7.257 .000 

Intercept 38.823 1 38.823 21.714 .000 

Pre “ICFR Invest.” 12.166 1 12.166 6.804 .011 

Auditor Liability (AL) 19.330 1 19.330 10.812 .001 

Auditing Standard (AS) 11.019 1 11.019 6.163 .015 

AL * AS 5.536 1 5.536 3.097 .082 

Error 171.639 96 1.788     

Total 2552.500 101       

Corrected Total 223.540 100       

a  R Squared = .232 (Adjusted R Squared = .200) 
 

 

 
As part of the experimental materials, participants were asked to respond to one question dealing with their perceptions of management’s 
investment in internal controls for financial reporting (ICFR) after reading through the background materials and again after reading 
through the compilation articles introducing the independent variable manipulations.  Participant responses to the latter question are 
summarized in this table.   The former response is included as a covariate in the analysis. 
 
H2:  “Indicate on the scale below your judgment of the [regulatory change(s)’] effect on [the company’s] investments in internal controls.” 
(1 = Less Investment, 5 = No Effect, 9 = More Investment) 
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Table 6: Stock Price Predictions and Investment Allocation Decisions 

 

Post-treatment 

Amount Invested 
N 

Post-treatment 

Price Prediction  

Mean 

(Std. Dev.) 

Std. Dev. Min. Prediction Max. Prediction 

0 29 24.010 1.523 19.00 26.50 

500 3 24.800 4.521 19.80 28.60 

1,000 11 25.159 1.697 22.50 28.00 

1,250 2 24.500 0.707 24.00 25.00 

1,500 6 24.833 1.033 23.00 26.00 

1,750 1 26.400 . 26.40 26.40 

2,000 9 25.061 1.198 23.00 26.90 

2,300 1 26.500 . 26.50 26.50 

2,500 10 25.550 1.289 23.00 27.00 

3,000 3 26.967 2.684 24.90 30.00 

3,500 5 27.896 1.899 25.20 30.00 

4,000 4 28.350 1.248 27.00 30.00 

5,000 11 26.836 2.706 24.00 31.72 

1,786 95 25.351 2.149 19.00 31.72 
 
 
Participants were presented with and asked to allocate funds among two investment options.  The first option was a 12-month certificate of 
deposit (CD) at a local bank that paid a fixed rate of 5.05%.  The second option was to purchase shares of a publicly-traded company at 
$24.40 per share.  Six participants did not provide a post-treatment investment allocation decision. 
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Table 7: Tests of Hypothesis 3 

 
Hypothesis 3:  Predicted Stock Price 
Dependent Variable: Post-treatment “Stock Price”  

Source 
Type III Sum of 

Squares df Mean Square F Sig. 

Corrected Model 265.329(a) 9 29.481 16.068 .000 

Intercept 13.010 1 13.010 7.091 .009 

Gender (1 = Female) 7.585 1 7.585 4.134 .045 

Pre “Stock Price” 203.414 1 203.414 110.866 .000 

Auditor Liability (AL) .003 1 .003 .001 .970 

Auditing Standard (AS) 1.714 1 1.714 .934 .337 

Investing Experience (IE) 5.856 1 5.856 3.192 .078 

AL * AS .966 1 .966 .527 .470 

AL * IE .280 1 .280 .153 .697 

AS * IE 8.031 1 8.031 4.377 .040 

AL * AS * IE .594 1 .594 .323 .571 

Error 143.112 78 1.835     

Total 57225.709 88       

Corrected Total 408.441 87       

a  R Squared = .650 (Adjusted R Squared = .609) 
 
 

When primary analyses are run on the 12-month predicted stock price, the only significant variable is the participant’s preliminary stock 
price prediction (p = 0.000).  The auditing standard (p = 0.228) and auditor liability (p = 0.859) are both insignificant, and no interaction 
effect is present (p = 0.606).   
 
Due to the theoretical importance of participants’ gender and stock investing experience on their stock price predictions and investment 
allocation decisions, I perform a secondary analysis of the stock price prediction measure that includes Investing Experience as a third 
fixed factor and Gender as a covariate.  Investing Experience is a binary variable taking the value of 1 if the participant has invested in 
individual stocks within the past 3 years.   
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Table 7: Tests of Hypothesis 3 (cont.) 
 

Hypothesis 3:  Investment Allocation Decision 
Dependent Variable: Post-treatment “Investment Allocation”  

Source Type III Sum of Squares df Mean Square F Sig. 

Corrected Model 167045379.764(a) 9 18560597.752 16.027 .000 

Intercept 4275816.787 1 4275816.787 3.692 .058 

Gender (1 = Female) 83554.673 1 83554.673 .072 .789 

Pre "Invest Choice" 155620596.322 1 155620596.322 134.376 .000 

Auditor Liability (AL) 3399104.805 1 3399104.805 2.935 .090 

Auditing Standard (AS) 571907.323 1 571907.323 .494 .484 

Investing Experience (IE) 12007.093 1 12007.093 .010 .919 

AL * AS 1025958.861 1 1025958.861 .886 .349 

AL * IE 46319.813 1 46319.813 .040 .842 

AS * IE 7985576.151 1 7985576.151 6.895 .010 

AL * AS * IE 427180.980 1 427180.980 .369 .545 

Error 96122415.935 83 1158101.397     

Total 544665000.000 93       

Corrected Total 263167795.699 92       

a  R Squared = .635 (Adjusted R Squared = .595) 

 
 

When primary analyses are run on the 12-month investment allocation decision, the only variable significant at the .05 level is the 
participant’s preliminary stock price prediction (p = 0.000).  The auditing standard (p = 0.317) and auditor liability (p = 0.106) are both 
insignificant, and no interaction effect is present (p = 0.446).   
 
Due to the theoretical importance of participants’ gender and stock investing experience on their stock price predictions and investment 
allocation decisions, I perform a secondary analysis of the investment allocation measure that includes Investing Experience as a third 
fixed factor and Gender as a covariate.  Investing Experience is a binary variable taking the value of 1 if the participant has invested in 
individual stocks within the past 3 years.   
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Table 8: Response Differences by Gender 

 
 Overall 

Sample 

N = 100 

 

Mean 

(Std. Dev.) 

Male 

 

N = 65 

 

Mean 

(Std. Dev.) 

Female 

 

N = 35 

 

Mean 

(Std. Dev.) 

Mean 

Comparisons 

 

 

T-statistic 

(p-value) † 

Familiarity w/ SOX 404 
1 = Not at all Familiar 
9 = Very Familiar 

3.685 
(2.381) 

3.815 
(2.455) 

3.443 
(2.252) 

0.745 
(0.458) 

Familiarity w/ Financial Statements 
1 = Not at all Familiar 
9 = Very Familiar 

5.910 
(1.629) 

6.100 
(1.456) 

5.557 
(1.882) 

1.602 
(0.112) 

Familiarity w/ Investing 
1 = Not at all Familiar 
9 = Very Familiar 

5.320 
(1.736) 

5.623 
(1.611) 

4.757 
(1.841) 

2.438 
(0.017) 

Investment Experience with Mutual Funds 
1 = Yes 
0 = No 

0.850 
(0.359) 

0.908 
(0.292) 

0.743 
(0.443) 

2.235 
(0.028) 

Individual Stock Investing within Past 3 Years 
1 = Yes 
0 = No 

0.570 
(0.498) 

0.662 
(0.477) 

0.400 
(0.497) 

2.578 
(0.011) 

Individual Stock Investing Planned in Next 2 Years 
1 = Yes 
0 = No 

0.710 
(0.456) 

0.769 
(0.425) 

0.600 
(0.497) 

1.790 
(0.077) 

Work Experience Number of Years 
11.533 
(6.959) 

11.912 
(7.100) 

10.829 
(6.730) 

0.741 
(0.461) 

 
 
One participant declined to answer the “gender” question as part of the post-experimental questionnaire.  Thus, there are only 100 
participant responses for this portion of the analysis.    
 
†Reported p-values are two-way values due to a lack of developed theoretical expectations regarding the differences between gender 
responses for the specific variables used in this study. 
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Table 8: Response Differences by Gender (cont.) 

 
 

  

Overall 

Sample 

N = 100 

 

Mean 

(Std. Dev.) 

Male 

 

N = 65 

 

Mean 

(Std. Dev.) 

Female 

 

N = 35 

 

Mean 

(Std. Dev.) 

Mean 

Comparisons 

 

 

T-statistic 

(p-value) † 

Likelihood of Undetected Material Weakness 
1 = Very Unlikely 
9 = Very Likely 

5.080 
(1.740) 

4.915 
(1.520) 

5.386 
(2.080) 

1.2934 
(0.199) 

Likelihood of Intentional Misstatement (i.e., FFR) 
1 = Very Unlikely 
9 = Very Likely 

4.780 
(1.797) 

4.746 
(1.611) 

4.843 
(2.124) 

0.256 
(0.799) 

Likelihood of Unintentional Misstatement (i.e., error) 
1 = Very Unlikely 
9 = Very Likely 

5.100 
(1.653) 

5.070 
(1.436) 

5.157 
(2.017) 

0.253 
(0.801) 

Effect on Management’s Investment in ICFR 

1 = Less Investment 
5 = No Change 
9 = More Investment 

4.800 
(1.503) 

4.815 
(1.270) 

4.771 
(1.880) 

0.139 
(0.890) 

Predicted Stock Price $ / share 
25.355 
(2.160) 

25.792 
(2.121) 

24.507 
(2.006) 

2.835 
(0.006) 

Percentage Invested in Stock % of $5,000 
0.358 

(0.346) 
0.396 

(0.362) 
0.289 

(0.307) 
1.489 

(0.140) 

 
 
One participant declined to answer the “gender” question as part of the post-experimental questionnaire.  Thus, there are only 100 
participant responses for this portion of the analysis.    
 
†Reported p-values are two-way values due to a lack of developed theoretical expectations regarding the differences between gender 
responses for the specific variables used in this study. 
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