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Effects of Procedure Frame, Procedure Verifiability, and Audit Efficiency Pressure on
Planning Audits of Fair Values

Abstract

We report the results of an experiment that exasnénelitors’ planning judgments relevant to
determining the accuracy of fair values reportefinancial statements. In the experiment, 49
experienced audit managers budget time for 15 proes relevant to auditing a level 3 asset in
the fair value hierarchy. We test the effectshoéé features present in the typical fair value
auditing context: the frame of the audit procederg., varying whether auditors assess whether
management’s assumptioaie vs. are notappropriate), the pressure for audit efficiency
communicated to the auditor (high vs. low), andek&ent to which the audit quality of a
procedure can be verifiek post(rated by each participant for each procedure3uRgindicate
significant main effects of frame and efficiencggsure on auditors’ planning judgments, and a
significant interaction between frame and procedwréiability, with a negative frame
increasing auditors’ planned effort more with retpge procedures for which audit quality is less
verifiable. Results also indicate that frame affidiency pressure do not affect auditors’
estimates of achieved audit risk and that audaoesnot aware how frame affects their
judgments. Overall, the results suggest the inyooe of all three factors in audit planning and
the importance of procedure frame in auditing séadsl and audit firm guidance.



Effects of Procedure Frame, Procedure Verifiability, and Audit Efficiency Pressureon
Planning Audits of Fair Values

1. Introduction

Auditing fair values presents particular challentgeauditors, and prior research and
PCAOB inspections indicate that audits of fair eslare susceptible to judgment probléms.
However, despite the importance of fair valuesoohaly’s financial reporting environment,
relatively little research has addressed auditimgvialues’ In this paper, we examine the extent
to which three contextual features — procedure dé;gmnocedure verifiability, and pressure for
audit efficiency — interact to affect audit plangijmdgments for fair values, thereby ultimately
affecting audit efficiency, audit effectivenessddhe potential for materially misstated audited
fair values.

Consider an audit manager planning an audit tosaghe accuracy of a level-3 fair value
given a client’s pre-audit book value and a suppgmnodel/spreadsheet that shows how the fair
value was calculatetl. The auditor must allocate audit effort to variguscedures designed to
evaluate the reasonableness of the client’s estiofdair value. The auditor follows the typical
“process audit” approach of reviewing and testirgnagement’s process for determining fair
value? Some process audit procedures test whether maresgehose an appropriate valuation

model and appropriate underlying assumptions (fteredauditing assumptions”). Other

! For commentary highlighting the challenges of tindifair values, see Bell and Griffin [2012] antir3tensen,
Glover and Wood [2012]. For evidence from PCAOBpiections indicating deficiencies in audits of fatues, see
Griffith, Hammersley and Kadous [2012].

2 For reviews of relevant research, see Martin, Rioth Wilks [2006] and Bratten, Gaynor, McDaniel, iague,
and Sierra [2012].

3 SFAS No. 157 (FASB [2006]) defines a three-leveraichy of the subjectivity of inputs to a fair-wval
determination. Level 3 fair values involve circuarges in which “relevant observable inputs areamailable,
thereby allowing for situations in which thereitfié, if any, market activity for the asset orility at the
measurement date” (paragraph 30) and are the mak¢iging fair values to audit (PCAOB [20034],) Sec.
328).

* The process audit approach is sanctioned in atatidards (PCAOB [2003]) and practical applicatjaidance
(IAASB [2011]), and is the dominant approach iniapdactice (Griffith et al. [2012] and IAASB [20])1



procedures test whether management applied thelradectly by vouching model inputs to
supporting documentation and determining whethentbdel’s calculations are accurate
(hereafter, “auditing implementation®) Interviews with experienced auditors and evatiretiof
PCAOB inspection reports suggest that a primargaedor audit deficiencies with respect to
audits of fair values and other financial estimasehat auditors tend to devote relatively too
little effort to auditing management’s assumpticglative to the effort they exert auditing
implementation (Griffith, et al. [2012]). Our reseh sheds light on factors that contribute to
that tendency.

One important element of this context is that apchcedures differ in the extent to
which the quality of audit work is verifiabkx postby audit supervisors and independent
inspectors. Auditing assumptions involves morgexilvity than does auditing implementation
and therefore is less verifiable by other auditdrscontrast, auditing implementation consists
mostly of recalculation and mechanical tracingrobants, and therefore is less subjective and
more verifiable by other auditors. Prior researnlthe effect of subjectivity and verifiability on
auditors’ decisions typically focuses on proposediteadjustments, and provides evidence that
auditors’ incentives affect decisions about whetbaequire corrections when judgment latitude
is available (see, e.g., Libby and Kinney [2000¢I9dn, Elliott and Tarpley [2002]), and that
reducing latitude appears to constrain auditorsigiens under some circumstances (Ng and Tan
[2003]). Prior work investigating subjectivity andrifiability has not focused on audit
planning.

A second important element of this context is thatit procedures typically are framed

positively, both in professional standards anchadudit guidance implemented by auditing

® For simplicity, we assume that the client chosedbrrect model. Particularly on new engagementsith new
investments, model choice could be considered aratpand important stage, but with characterisiivdar to
assumption choice.



firms. The audit is planned to determine whetleeorded fair value iszasonablerather than
not reasonabléPCAOB [2003c], AU342.4; IAASB [2008], ISA 540.6) he positive frame is
pervasive in standards for auditing estimates aisdnot clear whether standards setters have
considered whether a negative frame would prodifeereht audit judgments. Prior accounting
research on framing effects is somewhat mixed @sege, Kida [1984]; Trotman and Sng [1989];
Emby [1994], and Fukukawa and Mock [2011]), perhagsause aspects of the contexts
operationalized in prior research affect the extenthich a framing effect could be observed.
We expect the effects of frame to be evident infalue audit planning, particularly with
respect to less verifiable audit procedures (awgdjting assumptions) that require more
judgment and provide more latitude for framing ef$eto operate.

A third important element is that audit planningaxs in the context of the audit firm’s
goals for both audit effectiveness (achieving azeptable level of risk that the financial
statements are free of material misstatement) tintkacy (expending the least audit effort to
achieve a given level of effectiveness). Subotéimaditors face pressure from their superiors,
and partners face pressure from clients, for tluit &oi be done as efficiently as possible while
still meeting audit effectiveness goals. Auditoray respond to efficiency pressure by
budgeting less audit effort and jeopardizing attant of effectiveness goals (see, e.g.,
McDaniel [1990]; Turner [2001]). As with frame, w&pect the effects of pressure for audit
efficiency to be evident in fair value audit plangj particularly with respect to less verifiable
audit procedures, because it is difficult for theliamanager or a third party reviewer to know
how much effort is appropriate for those subjectissessments.

From an experimental design perspective we facedithieulty of not knowingex ante

what amount of effort auditoshouldallocate to a particular audit procedure in aipaldr



circumstance. Therefore, we do not attempt tordete whether the correct amount of audit
effort is allocated to auditing more- or less-viabte procedures in our experimental setting.
Rather, we vary procedure frame and efficiencyquesand assess the effects of those variables
individually and in interaction with procedure Vf&bility (i.e., we test for interactions between
verifiability and frame and between verifiabilitpé efficiency pressure).

To test these predictions, we perform an experinmewhich experienced auditors plan
the audit of management’s process for determirhieddir value of an asset that is classified as
level 3 in the fair value hierarchy. Participaate 49 audit managers from two Big-4 firms who
are experienced in auditing fair values. Theimeanly task is to determine hours of audit effort to
be expended on fifteen audit procedures typicalduo audit management’s process for
determining fair values. We manipulate procedument (positive/negative) between
participants and pressure for audit efficiency (lugh) within participants. Procedure
verifiability differs naturally across the fiftee@udit procedures and participants rate the
verifiability of the quality of audit work for eaciudit procedure to provide a participant-specific
assessment of which procedures are relatively moless verifiable.

Results indicate significant main effects of pragedframe and efficiency pressure on
auditors’ planning judgments, with auditors plamnthe least audit effort (mean of 26.25 hours)
given the combination of positive frame and higlicefncy pressure, and the most audit effort
(mean of 41.55 hours, or 58% more hours) giverogposite combination of negative frame and
low efficiency pressure. Frame interacts signifibawith procedure verifiability, such that the
effect of frame is approximately three times stemigr procedures that auditors rate as less

verifiable than for procedures that auditors ratenare verifiable.



Results also indicate that auditors appear to $atkinsight concerning the effects of
these variables on their planning judgments. Auditassessments of the post-audit risk of
material misstatememte notinfluenced by these variables. Also, in respdosgipplemental
guestions a majority of auditors (27 of 49) indectat frame would not affect their planning
judgments, and when analyses are based on onlg favicipants, we observe the same
significant interaction between frame and verifigpthat we observe in the overall analyses. A
minority of auditors (22 of 49) indicate that framveuld affect their planning judgments, but
disagree regarding the direction of the effecthwitice as many indicating they would plan
more hours under a positive frame than under ativeg@ame, which is opposite the effect of
frame on planning judgments that we observe.

This study contributes to the research literatue ta accounting practice. From a
research perspective, our study is the first torema how procedure frame, procedure
verifiability, and efficiency pressure combine féeat audit planning judgments in the important
fair value setting. We provide evidence of maitees of frame and efficiency pressure, as well
as evidence of an interaction between frame anckpikge verifiability that has not been
documented previously, thus contributing both ®dkcounting and psychology literatures. Our
findings also contribute to the literature examgnjuastification in the audit review process (see,
e.g., Peecher [1996]; Rich, Solomon and Trotma@T],9Gibbins and Trotman [2002]) by
identifying how the verifiability of the quality atudit work for a procedure interacts with frame
to affect audit planning with respect to that pohao®. We also contribute to the literature
investigating the potential for misstated fair \edland other high-uncertainty estimates in

audited financial statements (see, e.g., MartinhRind Wilks [2006]; Griffith, et al. [2012]) by



identifying circumstances in which variables typigabserved in the fair-value context affect
audit planning.

From a practice perspective, the current auditrenment can be characterized as
utilizing a positive frame for wording audit proagds in both auditing standards and firm
practice manuals, and often subjects auditorsladively high efficiency pressure. We provide
evidence that this combination is most problemfati@udit effectiveness in the sense that it
produces the lowest amount of planned audit effd.also provide evidence that vulnerability
to framing effects is greatest when the qualitpadit work is least verifiable, which is troubling
since more subjective, less verifiable procedueas. (auditing client assumptions) are
fundamental to the typical approach of auditing aggament’s process for developing fair value
estimates. The accuracy with which a model has beplemented is of minimal importance
when the assumptions underlying the model are pytogriate.

As to auditing standards, the PCAOB and IAASB staids emphasize positive frames.
Our results suggest that doing so may expose filabstatement users to unintentional "under
auditing” by auditors, particularly with respectaimcedures for which sufficient audit effort is
most crucial. More generally, we provide insighbat how factors within the control of audit
firms and audit standard setters could affect affitiency and effectiveness in the important
context of fair value auditing, and our resultsidd@eneralize to similar contexts, such as
assessing goodwill impairment or post-retirememiefies, that require auditing high-uncertainty
estimates. We also shed light on potential intetiees, such as reframing audit procedures and

relaxing efficiency pressure in key areas, thatdtauprove audit effectiveness.



The remainder of this paper proceeds as follovexti& Il provides background and
hypotheses. Section Ill describes our experimaen&thod. Section IV provides results and

analyses. Section V provides conclusions, impbecat and directions for future research.

2. Background and Hypotheses
2.1 STANDARDS RELEVANT TO AUDITING FAIR VALUES

Current US and international auditing standardsviaeit to the auditing of estimates,
including fair values, require auditors to deterenwhether management’s estimates are
“reasonable” rather than whether they are “notarable” (PCAOB [2003c], AU342.4; IAASB
[2008], ISA 540.6). Both U.S. and internation@rslards allow three approaches for auditing
fair value estimates: (1) auditing management @e0@) developing independent estimates,
and (3) auditing subsequent events (PCAOB [2008dB28; IAASB [2008], ISA 540). Recent
research (Griffith, Hammersley, and Kadous [201&])cates that auditors typically focus
primarily on auditing management’s process. Lils®myrecent international auditing guidance
(IAASB [2011]) focuses primarily on auditing managent’s process. That approach involves
the auditor developing an understanding of theysatprocess for determining fair value
amounts and disclosures (PCAOB [2003a], AUD 328A)ditors assess the reasonableness of
management’s key assumptions underlying the fairevamount, rather than assessing the
unreasonableness of those assumptions (PCAOB [2088D 332.5,-.40; PCAOB [2003a],

AUD 328.26,-35-36; IAASB [2008], ISA 540.6).



2.2 RESEARCH RELEVANT TO AUDITING FAIR VALUES

Despite a relatively large literature assessing#reefits and drawbacks of fair-value
accountind, only limited research has addresseditingfair values. Some studies use archival
methods to relate audit fees to fair value. Egeeet al. [2011] analyze publicly traded bank
holding company data from 2006 and 2008 and prosw@ence that auditors charge a premium
for auditing assets whose fair values are lesdiable (Level 3 on SFAS No. 157’s fair value
hierarchy). Chen et al. [2010] analyze a sampleoaimercial banks for the period of 2007 and
2008 and provide evidence that banks with highaesuats of Level 3 assets and liabilities have
higher amounts of discretionary loan loss provisiand greater audit fees. Griffin [2011]
examines factors that affect whether auditors adetmdequire their clients to adjust fair value
measurements, and finds that auditors are mody likeequire adjustments under conditions of
high uncertainty (when fair values are more subjebt determinedandthere exists a large
range of potential misstatements). Overall, tle#gdies provide evidence that auditors
recognize that there is heightened risk of misstate with respect to fair values that are less
verifiable, and that auditors respond to that higigld risk with larger loss provisions, audit
adjustments and audit fees. To the extent théwehifpes compensate auditors for greater audit
effort, rather than only compensating auditorsa®suming greater risk, these results also imply
that auditors respond to less verifiable fair valbg requiring greater audit effort.

Martin, Rich and Wilks [2006] draw on psychologis#ilidies of judgment and decision
making to highlight various potential audit judgréifficulties that could occur when auditing
fair values, but also indicate that little resednels directly examined psychological factors
affecting fair value auditing. They point out thlaé specific knowledge for auditing fair value

measurements will be difficult for auditors to dbtand maintain, due to its complexity,

® For reviews of this literature, see AAA FASC [192800, 2005].



changing nature, and the lack of training and etloican this area. Yet, prior research in other
contexts suggests auditors may be overconfidetitein own ability to audit fair values and
weight insufficiently the views of outside expefgsg., Hunton, Wright and Wright [2004]).
Current standards require that auditors not coralyleely on outside experts and focus some of
their own effort on auditing fair values (PCAOB [®&&])” Therefore, while auditing fair values
is a challenging task, audit practice requires #ualitors be able to perform that task effectively.
Martin et al. make two points that are particulaggrmane to our research. First, they
note that “... auditors must be able to identify ksgumptions and inputs in the FVM (‘fair
value measurement’) process. The lack of existindagce on what would constitute a
significant assumption suggests that auditing stethdetters will likely need to specify
principles to identify such assumptions. Identifylkey assumptions and testing their
reasonableness is a major concern among audité’g¢Ms.” (p. 290). Though in recent years
some guidance has been provided on identifyingdesymptions (e.g., IAASB [2008]), the
unstructured nature of auditing assumptions likelgtinues to be problematic. Second, Martin
et al. note that “...auditors must be careful naitoply search for evidence that corroborates
management’s assertions, even though current guidihnce specifies that very approach (e.g.,
PCAOB [2003b], AU Sec. 332.35). Finding such evick is far too easy if this is all the

auditor is pursuing.” (p. 289).

" Per AU 328, the auditor needs to consider whethese a specialist or whether the auditor hascserfit skills
(PCAOB [20034a], AU 328, par. 20). However, evea Hpecialist is used, “... while the reasonablenéss
assumptions and the appropriateness of the metlsmdsand their application are the responsibilitthe specialist,
the auditor obtains an understanding of the assonmgpand methods used. However, if the auditoekel the
findings are unreasonable, he or she applies additprocedures as required in section 336" (PCAZI®3a], AU
328, par. 22).

Martin et al. [2006] go on to state “Instead, aoditmust also consider evidence that could potgntlissconfirm
management’s assertions. Although no prior resedirelstly examines this issue in relation to awdjtFvVMs, prior
research has examined the issue generally and stsggaumber of useful steps in avoiding the corition bias
and other motivated reasoning effects in auditragt(e.g., Koonce [1992]; Kennedy [1995]; Andersma Koonce
[1998]).” (p. 289). While we agree that prior resgh has identified important ways to reduce camdiion bias and

9



Griffith et al. [2012] provide interview evidencertsistent with Martin et. al’'s [2006]
concern. Griffith et al. interview 24 experiencaadlitors and examine PCAOB inspection
reports from 2008 and 2009 to understand the psagssd to audit estimates and the sorts of
problems that occur. They identify as a critisslue that: “audits of estimates tend to be too
focused on verifying aspects of management’s madkér than on critically evaluating the
reasonableness of the estimate” (pp. 4-5), andtabse this tendency may stem from auditors
“framing the task of auditing estimates as oneasffication rather than evaluation” (p. 5).

The concerns expressed by Martin et al. [2006]@nffith et al [2012] are consistent
with the potential for procedure verifiability apdocedure frame to affect audit judgment. We

discuss each of these points further in the neatdections.

2.3 PROCEDURE VERIFIABILITY

The subjectivity, structure and verifiability ofd@tiprocedures covary in ways that can
affect audit effectiveness and efficierfcyzor example, at one extreme are procedures skassa
whether the client’'s assumptions are appropriatigim of the client’s circumstances. These
procedures require that the auditor consider whettheer assumptions would be more
appropriate, but current standards lack specifidajuce about what constitutes significant

assumptions, such that the auditor faces an ugtatttask and must make a subjective

motivated reasoning, those results do not prediuel@ffects of procedure verifiability, procedurariing and time
pressure that we investigate.

® According to Bonner [1994, 2007], a task is mdractured if relevant information cues are cleagcified and
if the relations between cues and outcomes arespetiified. Task structure reduces task complexity thereby
improves performance by increasing the claritynpfuits and processing that is required in a judgraeskt Also,
prior auditing research provides evidence that saslcture typically improves consensus of auditdgments
(Boritz [1985]; Abdolomohammadi and Wright [19873uggesting that it is easier for auditors to yeeifich other’s
judgments when judgment tasks are more structured.

10



assessment that is difficult for other auditorsedfy.’® Also, prior research provides evidence
that auditors have difficulty generating alternatassumptions when provided the prompt of the
client’'s assumptions (Libby [1985]; McDaniel andnkey [1995]; Earley, Hoffman and Joe
[2008]), suggesting that auditors struggle witls fadgment task. Therefore, we view auditing
assumptions as requiring relatively subjectives lsuctured, and less verifiable audit
procedures that should challenge auditors’ judgmapabilities. We refer to such procedures as
“less verifiable.”

At the other extreme are audit procedures devatediditing the mathematical accuracy
of the client’s fair value calculations. Whereasliing assumptions faces an absence of
underlying data, auditing this sort of model imp&artation faces the opposite problem. Clients
support their valuations with underlying calculaso often performed in voluminous
spreadsheets. Auditing the mechanical accuratlyeske calculations necessarily is based on the
numerical relations embedded in the spreadshdetreiore, we view auditing implementation
as requiring relatively objective, more structuradgd more verifiable audit procedures that,
while potentially quite effortful, are straightfoand to accomplish. We refer to such procedures
as “more verifiable.”

From the perspective of prior psychology resegoobcedures that are less verifiable
have more ambiguity associated with them. Peogtelly prefer precision over ambiguity,

and prior research provides evidence of such “anityigiversion” in a variety of contexts,

19 professional standards essentially require thaatigétor first consider management’s assumptioustia@n
consider whether alternative assumptions are nacesdore specifically, AU 328.28 indicates thatéors are
explicitly not substituting their judgment for thatt management (PCAOB [2003a]). If managementdedsrmined
that different valuation methods result in a ran@idifferent measurements, the auditor evaluates management
has considered this fact (.18). Management idestffignificant assumptions, and the auditor carsidensitivity
of the valuation to those assumptions. If managgmieesn’t identify significant assumptions, thelitar considers
whether the auditor should do so (.34 - .36). abhéitor may develop an independent model or assangtbut is
not required to do so (.40). Thus, managemetigditst mover, and the auditor examines what memegt
provides and then determines whether the auditmldiconsider alternative models/assumptions furthe

11



including auditing (Ellsburg [1961], Fox and Welp2002], Nelson and Kinney [1997]). Prior
research also highlights that auditors strugglé yutlgments made under ambiguity (Luippold
and Kida [2012]).

Prior research also suggests that auditors mapmnesjo the latitude provided by less
verifiable procedures in a manner favored by thmaentives, and that reducing that latitude
would constrain their judgment. For example, aarditinterpret imprecise accounting rules in a
manner favored by their incentives (Hackenbrackdeldon [1996]; Libby and Kinney [2000];
Kadous, Kennedy and Peecher [2003]), but theirstats about whether or not to require audit
adjustments are constrained by precise threshisdd®ffer less room for interpretation (Ng and
Tan [2003]; Nelson, Elliott and Tarpley [2002]) ly precise materiality criteria (Nelson, Smith
and Palmrose [2005]). Similarly, auditors arelljk® perceive more latitude with respect to
planning decisions for audit procedures that ass \@rifiable.

Procedures that are less verifiable also exposgoasido less risk that their judgments
will be challenged in the audit review or PCAOBpastion processes. Auditors respond to the
ongoing requirement that they justify their dearsido other auditors in the review process by
considering reviewer preferences (Tan [1995]; Pee[d996]; Wilks [2002]), increasing
judgment quality by devoting additional effort (Keady [1993]), being more careful to justify
their positions (Koonce et al. [1995]), and in gahéy conducting and documenting audit work
in a manner that avoids having their judgments gesd (Rich, Solomon and Trotman [1997];
Gibbins and Trotman [2002]). Auditors also facerenexposure from juries when they allow
aggressive accounting with respect to precise atasdKadous and Mercer [2012]). Consistent

with these studies, we anticipate that auditorsgiee less exposure to being identified as

12



having performed low quality work with respect t@@edures that are less verifiable, and thus
may be more willing to compromise on the amourttroé devoted to those procedures.

In combination, the ambiguity, inherent latitudeldack of exposure in the review
process to demonstrated incorrectness may leavedesiable procedures more vulnerable to
reductions in planned audit effort. However, wendbtest hypotheses about a main effect of
procedure verifiability, because other task chamastics likely co-vary with procedure
verifiabilty and affect how many hours of efforearecessary to complete procedures
effectively!’ Also, we do not make hypotheses about whethetdhect level of audit
effectiveness is achieved for audit proceduredsftdreént levels of verifiability, because we have
no way of determiningx antewhat level of audit effort is correct for our gaular experimental
context, given the loss functions faced by auditonsractice. Rather, as noted below, we test

specific hypotheses regarding how procedure véiiiig interactswith other task variables.

2.4 PROCEDURE FRAME

Framing refers to alternative ways of describingeass of the same decision task, with
alternative frames typically differing accordingwthether they evoke positive or negative
connotations (Tversky and Kahneman [1981]). Letial. [1998] discuss “valence framing,”
wherein the wording of the task can portray thegjudnt or decision either in positive or
negative terms, and argue that there are threadaisalence framing types: (1) risky choice
framing, (2) attribute framing, and (3) goal fragrinBonner [2007] notes that attribute framing

is the type most closely associated with the frgneifiects in auditing, as only one attribute

' For example, the amount of audit effort necessappnduct more verifiable procedures like testimg
mechanical accuracy of a valuation model wouldxpeeted to vary with the size of the spreadshest th
operationalizes the model, with small spreadsheejsiring little time but large spreadsheets reéggimore time.
Those differences in audit effort would be driventlbe number of calculations necessary to perféveratudit
procedure, rather than by the verifiability of @nedit procedure.

13



(e.g., fairness of presentation, reasonableneass assumption, accuracy of a calculation, etc.) is
usually being evaluated by a particular procedluevin et al. [1998] review research in
psychology showing that attribute framing effeatsuwr through memory retrieval, such as
retrieving positive or negative associations, arfdrmation search, wherein the participants tend
to be affected by confirmation bias and seek oidence consistent with the outcome implied

by the frame.

Multiple studies in auditing examine the effecframing on auditors’ judgments, but
results are somewhat mixed. One set of studiesi@enthe going-concern context. Kida [1984]
investigates whether auditors use confirmatorytetiias based on their initial hypothesis. He
finds that hypothesis framing has a significaneefion the type of information the auditors
listed as relevant to their judgments, but doesesult in a significant difference in going
concern judgments. Trotman and Sng [1989] find pineferences for failure cues compared to
viable cues are affected by hypothesis framing wir@r information indicates non-failure of
the going concern, but not when it indicates gaingeern failure. They do not find a significant
effect of framing on the final probability judgmerin either scenario. Asare [1992] manipulates
frame in a sequential belief revision task, andwise finds no effect of frame on auditors’
going-concern judgments.

One potential reason for a lack of results of frangoing concern judgments is that the
relatively low base-rate of going concern problestuces auditors’ sensitivity to a framing
effect. Since going-concern judgments typicallyofaconcluding that the firm will continue as a
going concern in practice, these judgments mayivet significant latitude in judgment for an

effect to be identifiable. Emby [1994] tests tHfieets of framing in a different context —

12 A related sequential belief revision literature@mmnes updating of beliefs, but does not maniputai®me while
holding constant underlying information (i.e., MdMin and White [1993]; Bamber, Ramsay and Tubb87]® In
general, that literature provides evidence of comdtion proneness in belief updating.

14



assessing the quality of an internal control syst&mby manipulates frame (requiring auditors
to assesstrengthsof the control system vs. assessrilk of the internal control system) and
information presentation mode (simultaneous vsusetial), and finds significant effects of
framing on the amount of substantive testing thoitats assessed to be necessary. Emby and
Finley [1997] replicate this finding and also shthat the framing effect is reduced when
auditors use a framing-mitigation technique (ratimg relevance and sign of each item of
evidence).

Most recently, Fukukawa and Mock [2011] examine thhbeframe affects audit risk
assessments and effort allocations with respedlt@ation, existence and accuracy assertions in
an accounts receivable context. Japanese audituis risk assessments both before and after
being exposed to evidence, with assertion frameiputated between auditotd. Fukukawa and
Mock find significant effects of their frame manlation for the existence and accuracy
assertions, but mostly insignificant effects fog traluation assertion, and speculate that the lack
of results for the valuation assertion may havenlised by weak evidence being provided
with respect to the valuation assertion. Howekakukawa and Mock’s framing manipulations
for the existence and accuracy assertions intratloegeriality of misstatement for the negative

frame but not the positive frame, which may haveciéd their results’

13 Fukukawa and Mock [2011] examine four risk-relateelsures, with some based on the belief-function
framework (Shafer [1976]; Srivastava and ShafeBP19Srivastava and Mock [2002]). In general tffiag similar
results for their probability-based risk measureé another risk measure transformed from beliefssrents.
Y Eor example, Fukukawa and Mock’s [2011] frame malaifions for the existence assertions are:

[positive frame] — “Accounts receivable on the 2@@dance sheet exist.”

[negative frame] — “A material amount of accour@saivable that does not exist is included in th@420

balance sheet.”

The wording of the negative frame introduces malidyj and so confounds frame with misstatementennality.
The frame manipulation for the accuracy assertemasimilar problem, but the frame manipulatiantifie
valuation assertion does not. Therefore, thecetiéframe that Fukukawa and Mock find for thestehce and
accuracy assertions may be attributable to thejatiee frame emphasizing materiality while theisjioe frame
does not.

15



Overall, while the results of these studies areeahion balance they suggest that framing
could have an effect on auditor judgments. Ne[2009] likewise suggests that framing could
affect professional skepticism. Further, the wogdof auditing standards suggest that the fair
value auditing context may be particularly vulndeaio framing effects. AU 328, Auditing Fair
Value Measurements and Disclosures, emphasizeththauditor assesses whether the client’s
model, assumptions, and resulting book value “easanable” (see, e.g., paragraphs .19-.40).
Consistent with the psychology literature on fragpiwe suspect that auditors provided the
typical positive frame will tend to focus too muah supporting the reasonableness of
management’s fair value estimate, as opposed tesiiog on supporting the possible
“unreasonableness” of that estimate by seekingwadence that potentially invalidates it. A
positive frame can encourage auditors to fail ffigantly consider alternative assumptions, to
place too much credence in management’s indicatidow assumption significance or
sensitivity, and to overstate the importance oflence supporting the reasonableness of
management’s valuation. Consistent with this viéuiffith et al. [2012] suggest that a more
general focus on verification as opposed to evalnatffects auditors’ professional skepticism in
the fair value context.

Given a general tendency towards confirmation idegreby auditors pursue a focal
hypothesis first rather than considering focal alternative hypotheses together, we anticipate
that procedure frame affects audit effort alloqasit

H1: Auditors allocate more audit effort when audidgedures are framed negatively
than when procedures are framed positively.

We also predict an interaction between frame andeature verifiability. Prior research

in psychology has not addressed this issue direétlfew prior studies examine whether frame

15 See Nickerson [1998] for a review of psychologieslearch on confirmation bias. See Brown, Peeaeér
Solomon [1999] and Bamber et al. [1997] for reskatgpporting the existence of confirmation biaaunliting.
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interacts with the level of ambiguity with whichgirabilities are defined, which is somewhat
related to our topic since more subjective, lesdiable procedures might be viewed as having
more ambiguity associated with them. However,dlstadies tend to compare responses to
ambiguity between framing conditions, rather thaaneining whether the effect of frame differs
depending on levels of ambiguity. Also, the stageovide somewhat conflicting results (Levin
et al. [1986]; Bier and Connell [1994]) that depemdthe manner in which ambiguity is
operationalized (Kuhn 1997). More generally, tegghology literature has not
comprehensively examined moderators of framingcesf@_evin et al. [1998]), and we are not
aware of any studies that have investigated thenéxd which framing effects are mitigated by
the verifiability of judgment quality.

We predict that the effect of frame increases asquure verifiability decreases. More
verifiable procedures involve judgments that arearabjective and more structured, and
therefore offer relatively less latitude for a fiagneffect to occur. On the other hand, less
verifiable procedures like assessing the reasonabteof assumptions require relatively more
hypothesis generation and evaluation, and so shpyoldde more latitude for a framing effect to
occur. Note that this interaction hypothesis cadhitits the findings of Fukukawa and Mock
[2011], which is the prior study closest to our owivhile they find an effect of frame with
respect to the accuracy assertion, which maps diesttly into auditing implementation, they
find no significant effects of frame for the valioat assertion, which maps most directly into
auditing assumptions. We anticipatstaongereffect of frame on auditing assumptions than for
auditing implementation.

H2: Auditors’ effort allocations are more affected logrhing as the verifiability of audit
procedures decreases.
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2.5AUDIT EFFICIENCY PRESSURE

Prior research indicates that efficiency presstfiects audit judgment in important ways.
McDaniel [1990] finds in an inventory-auditing cert that increasing time pressure results in
decreased audit effectiveness (in terms of fewdit@uerrors and higher sample sizes) but
increased audit efficiency (in terms of amountiwfet spent achieving a given level of
effectiveness). Glover [1997] finds that auditongler time pressure try to improve audit
efficiency without harming effectiveness by focugson information they judge to be most
important and disregarding others, thus leavingithess vulnerable to dilution effects. Brown,
Peecher and Solomon [1999] find that auditors wieacancerned about efficiency are more
likely to view evidence as highly diagnostic whéae evidence would support an auditee-
provided explanation. Asare, Trompeter and Wr[ghB00] find that auditors who are provided a
list of five potential causes of a gross margirctilation respond to a restrictive time budget by
continuing to test for each cause (maintaining &ditg” of testing) but reducing the number of
different tests conducted for each cause (redu@regnt” of testing). Turner [2001] finds that
auditors who are informed that their reviewer in@@rned that too much effort is expended
trying to disprove client-provided explanationspasded by examining less evidence in an
accounts receivable valuation task. Finally, atetanding literature indicates that some
auditors respond to restrictive time budgets bynateirely signing off on uncompleted audit
procedures® In general, this research suggests that auditerkely to respond to efficiency
pressure by reducing audit effort.

Similar to prior research, we anticipate that edfcy pressure affects auditors’ planning

judgments by reducing the amount of time that auglibudget to audit fair values. In addition,

% See, e.g., Rhode [1978]; Alderman and DeitrickB]9Lightner, Leisenring and Winters [1983]; Poreem
[1992]; Otley and Pierce [1996]; Shapeero, Koh, Kitidugh [2003]; and Hyatt and Prawitt [2010].
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we predict annteractionbetween efficiency pressure and procedure veilifiab Prior research
offers mixed evidence concerning this potentiarattion. McDaniel [1990] previously tested
for an interaction between task structure (mantedl@as amount of detail specified in the audit
program) and efficiency pressure, but the inteoacis not significant. Yet, one way to interpret
Asare et al.’s [2000] result that auditors resptmdfficiency pressure by maintaining testing
breadth while reducing testing extent is that thecsure that they provided auditors (in the form
of five alternative hypotheses of the cause ofesgmargin fluctuation) might have constrained
auditors from ignoring some hypotheses (i.e., auslimight have reduced breadth of testing as
well as extent if they had not been provided acstmed set of hypotheses to test).

We anticipate less aggressive responses to eftigipressure as the verifiability of audit
procedures increases, because mistakes or premsgjoreff of audit procedures are detectible
and the inherent structure of these tasks consttagmamount of time that can reasonably be
trimmed from their execution. On the other handliprocedures that are less verifiable, like
determining the reasonableness of assumptions¢claek criteria to determine sufficiency of
audit effort and so offer more latitude for shotscthat allow a tighter time budget to be
achieved. Therefore, we expect that efficiencygguee will affect auditors’ effort allocations to
a greater extent with respect to audit proceduraisare less verifiable.

H3: Auditors’ effort allocations are more affected Wffagency pressure as the
verifiability of audit procedures decreases.

3. Method
3.1 DESIGN, OVERVIEW OF EXPERIMENT, AND PARTICIPANT
We conduct an experiment in which audit procedramé (positive/negative) is

manipulated between participants and efficiencgguee (low/high) is manipulated within
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participants. Participants first assign audit effo the 15 procedures and assess achieved audit
risk assuming relatively low efficiency pressuretba audit, and then perform the same tasks
assuming relatively high efficiency pressure. iegrants next rate the extent to which the
quality of each of the fifteen procedures can héied in the review process (those verifiability
ratings are the basis for a participant-specitissification of procedures as low or high
verifiability for our hypothesis tests). Particijga finish the experiment by answering
supplemental questions and providing demographg. da

Participants are 49 auditors from two Big-four f&i21 from one firm, 28 from the
other, assigned evenly to the between-particip@abse manipulation) with an average of 10.7
years of experience and a median title of auditagan (29 managers, 20 senior managgrs).
Participants had worked on an average of 10.3 swdivhich they examined the valuation
model underlying the fair value of an asset oriligh and 2 audits of real estate investment
companies® Participants were recruited by a senior represietof their firm and completed

the experiment by accessing the experimental nadgesnline.

3.2 DEPENDENT VARIABLES

Participants determine the numbeiaoflit hoursthat they budget for each of fifteen
audit procedures by assigning hours of audit effofifteen-minute increments. Participants
also estimatachieved audit risky assessing the probability that no material tatssnent exist
within ABC's financial statements if the audit isrfprmed within their time budget and no

material misstatement is found. That assessmenade on a 0-100 percentage scale (with 0%

7 Fifty auditors initially completed the experimelntaaterials, but one auditor assigned the maximarifiability
score to all fifteen audit procedures, which regdithat s/he be dropped from the analyses.
18 Audit firm affiliation, years of experience, titlaumber of fair-value audits and number of reghtesaudits did
not interact with any manipulated variables in anglyses, so will not be discussed further.
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= certain that material misstatement is preser®y 5®0/50 chance of material misstatement,

and 100% = certain that material misstatement i [ge@sent)’> %

3.3 INDEPENDENT VARIABLES

Procedure Verifiabilityis measured within participants by including ie #udit program
the fifteen procedures shown in Appendix A and@glaach participant to assess the
verifiability of each procedure. Specifically, feach procedure participants rated the extent to
which the quality with which the senior performée pprocedure could be verified in the audit
review process, with a rating of 1 (7) indicatirg (complete) ability to verify in the review
process that the procedure was performed wellcdeiures with a verifiability rating above the
mean rating for that participant are classifiedhig$ verifiability for that participant, and
procedures with a verifiability rating below the amerating for that participant are classified as
low verifiability for that participant?

Procedure Framés manipulated between participants by wording pdaces using a
positive or negative frame. An example of a pesiframed procedure f@&\ssess whether
management’s forecasts and projections have beeuraie historically.” An example of the

same procedure under a negative franfAssess whether management’s forecasts and

19 After pilot testing we changed how the achieveditaisk measure is scaled. We originally wrote $itale such
that 100% indicated certainty that material misstant is present, but pilot participants were ceafluby that
presentation, with some spontaneously reversingadhie and rating the likelihood that the accouss fvee of
material misstatement, so we used that formath®mtain experiment.

2 Estimated achieved audit risk should be a tatggtauditors use to determine the appropriate atrafiaudit
effort. It should be influenced by such factorghesnature and extent of the reliance by outdialeefiolders on the
audited financial statements (Messier et. al [2D18jd should not depend on frame or efficiencguee.
Therefore, we make no hypotheses with respectéatsfof our manipulated variables on achievedtaisk, but
we elicit risk assessments to determine whethewuaawyticipated effects occur.

ZLWe exclude 28 (1.9%) out of a total of 1470 (e2els of time pressure x 15 procedures x 49 ppaits)
responses because the verifiability rating for @igaar procedure equals that participants’ mearifiability rating.
Those responses belong to two participants. Inatuthose responses as either high verifiabilitjoar verifiability
produces similar results in all analyses.
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projections haveot been accurate historically?® This manipulation is intended to produce
alternative frames that are complements of eacér ¢ehg., P(assumptions are reasonable) =1 —
P(assumptions are not reasonable)), and holdsasdrtbiat the audit will provide positive
assurance rather than negative assurance abdutdheial statements. As discussed in section
4.3.2, we support that our framing manipulation te¢leose conditions by testing whether
auditors believe they would make the same planpidgment regardless of procedure frame.
Efficiency Pressures manipulated within participants by first havipagrticipants budget
time and assess achieved audit risk under conditraticating relatively unconstrained time,
and then under conditions indicating relatively mmoonstrained time. Participants received the
following instruction for the low efficiency-pressucondition:
Sometimes auditors experience relatively less pnegssure on a client engagement due
to matters unrelated to the client, such as scheglulme of year, etc. Imagine you now
are in such a situation for the ABC audit, such twst and time budget are not a concern
and you can design a time budget that is signifigdess constrained by time pressure.
After completing their time budget and assessirgeaed audit risk in the low efficiency-
pressure condition, participants received the ¥alhg instruction for the high efficiency-
pressure condition:
Now assume that after you have submitted the tinugét to the audit partner, the
partner responded that the firm is very concerrmitaudit efficiency and asks that you
consider how you can decrease the budget. Thegparbtes that other audit managers
have successfully reduced similar budgets by smant amounts while still being able to
meet audit objectives. The partner asks that yoefally consider each step and

determine theninimum amount of time that could be allocated to eaclegdare while
still providing appropriate assurance that audjectives have been mefll other

22 Our frame manipulation is intended to hold conistaat the audit provides positive assurance tifinancial
statements are free of material misstatementstaapobduce alternative frames that are complemafnggach other
(e.g., P(assumptions are reasonable) = 1 — P(asismspre not reasonable)), such that affectsashé on
participants’ judgments are unintentional. Howewss possible that participants could extraébimation from a
framing manipulation e.g., inferring that differdrames imply different levels of assurance abouether the
financial statements are materially misstated,iatghtionally respond to frame in their planningidéons. As
discussed in the results section, responses tdesupptal questions indicate that our results ateerplained by
participants intentionally modifying their plannidgcisions in light of procedure frame.
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assumptions in the case still hold (for example,saame risk characteristics are present
and the same audit personnel will be assignedetauialit).

Participants are provided with the budget they areg under low efficiency pressure and can
adjust that time budget upwards or downwards aslibeve appropriate given the high
efficiency-pressure instruction.
3.4 TASK AND PROCEDURE

The task is adapted from training materials useadBig-Four accounting firm.
Experimental materials first were pilot-tested witfo senior partners specializing in auditing
fair values, modified based on their comments,taed pilot tested with 12 audit managers from
the audit firms providing participants and modifeghin. The task requires auditors to assume
the role of an audit manager who is responsiblgfanning the audit of the fair value of a rental
property that is the largest asset on ABC Investr@@@mporation’s balance sheet. The audit
manager is provided the client’s discounted caslv fhodel used to value the property
(calculating a present value of $10.6 million) anlist of audit procedures used by their firm in
the past for similar types of audits. Participaares informed that audits of similar properties
average 30-40 preparer hours (excluding managepartder review) but vary considerably
between clients, that inherent and control risksamsessed as sufficiently high to not allow
significant modifications to substantive procedutbat the partner concluded that no specialist
was needed for this work, and that the person paify the procedures and reporting to the
manager would be an audit senior experienced gratidit. Participants also are informed that
misstatements totaling $250,000 would be considerarial.

After reviewing the client’s schedule of prospeetoash flows and DCF calculation (see
Appendix B), participants are given the low effiaig pressure manipulation and assign audit

effort to audit procedures, with the proceduremfd positively or negatively depending on the
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framing condition to which the participant is assgd. All participants receive procedures in the
same order that is used in the audit firm’s malefram which the case is adapted. Participants
estimate achieved audit risk under the assumptianthe procedures were performed within
their time budget and no material misstatementfoasd.

Participants then are given the high efficiencysptege manipulation and repeat the
process of assigning audit effort (by adjustinghbars assigned under low efficiency pressure)
and estimating achieved audit risk.

Each participant then rates the extent to whicbrighe believes that the quality with
which the senior performed each of the 15 procedcae be verified during the audit review
process. The experiment concludes with particpanswering some supplemental and

demographic questions.

4. Results
4.1 MANIPULATION CHECKS

To assess whether participants attended to therfgamanipulation, a supplemental
guestion asked them to indicate whether audit pho®s were written in terms of whether a
particular objective had been satisfied (for examnpAssess whether management’s forecasts
and projections have been accurate historicallpgy,satisfied (for example, “Assess whether
management’s forecasts and projections have notdamirate historically.”), or they did not
recall. Forty-two (86%) of participants answerkd manipulation check correctly (with one
participant not answering the question), indicatimgft the frame manipulation was successful.
Results are similar if based on only those parictp who answered the framing manipulation

check correctly, so analyses are based on all aRipants.
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To assess whether participants attended to thaesfliy pressure manipulation, we
examined whether participants reduced their tinggbts when moving from low to high
efficiency pressure. Forty-five (92%) of partiaipa reduced their time budgets (the remaining
four (8%) did not change their time budgets). Aodi allocate significantly less time overall
given high efficiency pressure than they allocatery low efficiency pressure (one-sided p <
0.001), with auditors allocating a mean of 2.00rsqer procedure given high efficiency
pressure and 2.55 hours per procedure (28% mareh ¢pw efficiency pressure. These results
indicate that the efficiency pressure manipulati@s successful. Results are similar if based on
only those participants who did not change themetbudgets between efficiency pressure

conditions, so analyses are based on all 49 paatics.

4.2 TESTS OF HYPOTHESES

Table 1, Panel A includes descriptive statisticauditors’ effort allocations, broken out
by procedure frame (positive, negative), efficiepegssure (high, low), and procedure
verifiability (high, low)?* Panel B includes the results of a repeated-meagMXOVA?*

Additional descriptive data is included in Table 2.

% Analyses include procedure verifiability as a bjneariable in which a procedure is classified @h{low)
verifiability for each participant if the procedunas a verifiability rating that is higher (lowéhgan the mean
verifiability rating for that participant. Simildout less significant results are obtained whes ltimary variable is
based on the median (rather than mean) ratingafcin participant (but power is lower in this anadyisécause the
median split requires excluding 41% of observatidues to tie scores) or split into high/medium/loerifiability
levels with the medium level omitted for each gap@nt (but power is lower because we drop the haitidrd of
observations). Results of raw verifiability scosee insignificant when included in place of thedy verifiability
score in an ANCOVA (which we attribute to low powekre to the noisiness of raw verifiability scores).

% Results are similar if based on non-parametridyaiswith ranked data, and if dependent variabfeslog
transformed.
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4.2.1 Frame

H1 predicts that auditors’ effort allocations afieeted by framing. Consistent with H1,
auditors allocate significantly more effort givemegative frame than they allocate given a
positive frame (one-sided p < 0.017). On averaghtars allocate 2.03 hours per procedure
given a positive frame, and 2.50 hours per proa@B8% more) given a negative frame.

H2 predicts that the effect of frame on auditoffdm® allocations is more severe when
auditors are considering procedures that are kesable. Consistent with H2, the effect of
frame is significantly greater when auditors coasigrocedures that are less verifiable (one-
sided p < 0.018). On average, moving from a pasiid a negative frame of a more-verifiable
procedure increases effort allocations by 2.0276 £.0.26 hours, while moving from a positive
to a negative frame of a less-verifiable proceduncesases effort allocations by 3.06 — 2.31 =
0.75 hours (an increase of almost 200% over thagehéhat occurs when procedures are more

verifiable).

4.2.2 Efficiency Pressure

H3 predicts that the effect of efficiency pressoineauditors’ effort allocations is greater
when auditors are considering procedures thatesseverifiable. H3 is not supported (one-sided
p < 0.337). The effect of efficiency pressure aditors’ effort allocations to a procedure is not

influenced significantly by the verifiability of éhprocedure.
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4.2.3 Combined Effects

These effects combine to create relatively lar@fertinces in time budgets between
experimental conditions. Participants in the pesiframe/high efficiency-pressure setting
budget an average of 1.75 hours per procedureg.@6Z= 1.75 x 15 procedures) for the entire
audit program devoted to auditing fair value obtasset. Participants in the negative frame/low
efficiency-pressure setting budget an average#f Bours per procedure, or 41.55 (= 2.77 x 15
procedures) for the entire audit program, whicansncrease of over 15 hours (58%). The
frame x verifiability interaction indicates thaigtdifference occurs disproportionately more for
procedures that are less verifiable. While important not to over-interpret effect sizes in
experimental data, given the abstraction necedesargerationalize an experimental context,
these differences do seem substantial and likeyeteconomically meaningful, both in terms of
audit efficiency (audit effort expended) and awdiectiveness (likelihood that material

misstatements are detected).

4.3 ADDITIONAL ANALYSES
4.3.1 Achieved Audit Risk

During the experiment participants estimadetiieved audit riskinder both low and high
efficiency pressure by assessing the probabildy, thnder the assumption the audit was
performed within their time budget and no mateméstatement was found, no material
misstatement exists within ABC'’s financial statemsemith regard to the asset. Participants
made these estimates on a 0-100 percentage satldfv = certain that material misstatement
is present, 50% = 50/50 chance of material misstate, and 100% = certain that material

misstatement is NOT present). Table 3, Panel Agis descriptive statistics of auditors’
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estimates of achieved audit risk, broken out byedore frame (positive, negative) and
efficiency pressure (high, low). Panel B showsrémults of a repeated-measures ANOVA that
indicates no significant main effects of frame fiiceency pressure, and no interactiohThus,
while participants modify their audit programs sfgrantly in response to efficiency pressure
and frame, their judgments of achieved audit rigkret significantly different, implying either
that they are not aware of the effects of thesmbkas on their planning judgments or that they

don't believe their planning judgments affect agkid audit risk.

4.3.2 Self-Insight Regarding Framing Effects

Our frame manipulation is designed to hold constaat the audit provides positive
assurance that the financial statements are freeatdrial misstatements, and to produce
alternative frames that are complements of eacdtr ¢éhg., P(assumptions are reasonable) = 1 —
P(assumptions are not reasonable)). Evidenceatltators believe they would make the same
planning judgment regardless of procedure framelavimalicate that our framing condition
meets those conditions, as well as shedding lighthe extent to which auditors have self-insight
concerning the effect of frame on their planningisiens.

Therefore, at the end of the experiment particpane asked two questions to assess
their beliefs about the effect of frame on theicidmons (see Libby, Bloomfield and Nelson 2002
for a discussion of this experimental techniquexch question asked participants “Would the
audit procedures you design and the time budgetigoalop differ between these two steps?”
The “two steps” are two versions of the same exdeosm a sample audit program, with one

version framed positively and one framed negativéme question regards an audit procedure

% Results are similar if based on non-parametrityaisawith ranked data, or if the dependent vagasllog
transformed.
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that we view as typifying low verifiability (posite frame: “Review the valuation method and
assumptions used to develop the fair value measoidestermine whether theye appropriate
considering the nature of the asset being valueejative frame: “Review the valuation method
and assumptions used to develop the fair value unesi$o determine whether thane not
appropriate considering the nature of the asset being valuet@he other question regards an
audit procedure that we view as typifying high fiahility (positive frame: “Mathematically
recalculate the terminal value based on the methguloyed to assess whether the calculason
accur ate”’; negative frame: “Mathematically recalculate teeminal value based on the method
employed to assess whether the calculdsamt accurate.”).?® For each question, participants
respond “yes” or “no” that the audit proceduresytesign and the time budget they develop
would differ between the two versions, and theefhyriexplain their answer.

Twenty-seven participants indicate for both questithat they believe frame would not
influence their planning decisions. Twenty-twotpgpants indicate they believe frame would
influence their audit planning decisions in resgottsat least one of the two questiéhbut
disagree as to thdirectionof that effect. Eleven indicate more audit workulebbe necessary
in the positive framé® five indicate more audit work would be necessarthe negative frame,

and the other six participants do not provide alcation one way or the other.

% The order with which these questions appearediwag, with the low verifiability question alwaysereding the
high verifiability question.

2" Twenty of 49 participants indicate that belief foe question regarding the less-verifiable procedeight of 49
participants indicate that belief for the questiegarding the more-verifiable procedure (six of ¢fght indicated
that belief for both procedures).

%8 A typical explanation supporting an answer thaterfwurs should be devoted to the positively fraregion:

“It is easier to determine if methods and assumgti@re not appropriate than to evaluate how apjatepr
reasonable a method and assumptions are.” Eveghhbe experiment was set in the context of anfired audit,
which requires positive assurance, some of theeal@wlicted that the negative frame implied theitands
providing a negative assurance which requireddésst than a positive assurance. For example pamgcipant
wrote: “Positive assurance [version] 1 needs tmbee precise than negative assurance [versioniv@uld perform
more procedures in order to positively confirm ttiet measurements are appropriate. There wouldobe leeway
in [version] 2.”
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We coded an indicator variableame-relevance perceptidfFRP”) as 1 for the 22
participants who indicated they believe frame wauafthence their audit planning under some
circumstance, and as 0 for the other 27 particgpaAs shown in Table 4, Panel A, when FRP is
included in the analysis of auditors’ effort alltoas, significant effects still are observed for
frame, verifiability, efficiency pressure, and théeraction between frame and verifiability. In
addition, there is a marginally significant intefan between frame, verifiability and FRP (p <
0.057). Table 4, Panels B and C report descrigiggstics and an ANOVA including only the
27 participants who doot view frame as relevant (i.e., FRP = 0), and inisaesults for those
participants that are similar to the overall resultith a significant interaction between frame
and verifiability as well as significant main eftedor verifiability, efficiency pressure and
(marginally) frame. Table 4, Panels D and E repesdcriptive statistics and an ANOVA
including only the 22 participants who view frangeralevant (i.e., FRP = 1), and indicates
significant main effects of frame, verifiability drefficiency pressure, but an insignificant
interaction between frame and verifiabilffy.

In general, these responses indicate a lack ofrsgtfht concerning the effect of frame
on audit planning decisions. Over half of partifs indicate that frame would not affect
planning decisions, yet display the main effedrafme and the interaction between frame and
verifiability that we predict. Of the participantho indicate that frame would influence their
audit planning decisions, half indicated that thsifive frame would require more hours, which
biases away from the result we predict and firel,(a main effect of frame in which participants

assign more audit effort when procedures are framegghtively).

2 A typical explanation supporting an answer thatertwurs should be devoted to the negatively fraveesion:
“Validating that something is appropriate generattyuld seem to be a reasonableness test, wheralamtng that
it is not appropriate seems like it would requirg@andalone assessment.”

% |n analyses of auditors’ estimates of achievedtaistk, FRP is not significant as a main effeciroan interaction
with other variables.
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5. Conclusion

This paper reports the results of an experimenthicth 49 audit managers with an
average of over ten years of audit experience ghl@amudit of an investment classified as level 3
of the FASB'’s fair-value hierarchy. Audit procedudrame (positive, negative) is manipulated
between participants, and audit procedure veriftglfimeasured across 15 procedures) and
efficiency pressure (high, low) are varied witherficipants. Results indicate significant main
effects of procedure frame and efficiency pressuri time budgets significantly higher when
efficiency pressure is low and when proceduredgrareed negatively. Results also indicate a
significant interaction between procedure frame pioatedure verifiability, such that framing
effects are stronger with respect to procedurdspidudicipants view as less verifiable.

Despite the effect of our manipulated variabledbodgeted hours, participants’ estimates
of achieved audit risk (and presumably audit quplire unaffected. Supplemental questions
provide further evidence that participants lack-seight regarding the effect of the frame
manipulation on their decisions. Most participantiicate a belief that frame would not
influence their planning decisions, and when aredysclude only those participants, results are
very similar to those of analyses that includepaltticipants. Also, the participants who indicate
a belief that frame would influence their plannaerisions disagree as to the direction of that
influence, with half of participants indicating alief that they would budget more hours given a
positiveframe, but analyses indicating a main effect afrfe in which participants budgeted
more hours given aegativeframe.

These results make contributions to the reseatefature and have implications for audit

practice and audit standards setting. Regardioggaiure frame, our finding of a main effect of
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frame and an interaction between frame and proee¢knifiability adds to the literature
investing the effect of frame in other contextg (eKida [1984]; Trotman and Sng [1989]; Asare
[1992]; Emby [1994]; Emby and Finley [1997]; Fukwkaaand Mock [2011]). Most notably, we
find that frame has a larger effect when procedaredess verifiable (more subjective), while
Fukukawa and Mock [2011] find framing effects relat’to the existence and accuracy
assertions (which typically utilize procedures the relatively more objective and verifiable,
like determining mechanical accuracy) but not fer valuation objective (which typically
utilizes some procedures that are relatively malgextive and less verifiable, like those
included in our context). Unlike Fukukawa and M¢2R11], our study was designed
specifically to test a hypothesized interactionssn procedure frame and procedure
verifiability, and provides strong evidence thatlsan interaction can occur in circumstances
like the fair value setting that we operationalize.

From a practice perspective, the interaction betmgecedure frame and procedure
verifiability is of concern since it suggests this most vulnerable audit procedures are those
that are perhaps the most important — procedueg¢satidress the appropriateness of the
fundamental assumptions and judgments that driveddue estimates. The mechanical
accuracy of a model’s computations doesn’'t mattechmf the assumptions underlying a model
are unsound, but an audit of that model can Idakitnuch work was done even when it focuses
on the relatively more verifiable procedures.

The lack of self-insight concerning the effect iarhe on audit planning judgments
compounds this concern, as it suggests that agdaterunlikely to anticipate framing effects and
take steps to counteract them. However, rather ieaessarily being a problem, framing effects

potentially could be used by audit firms to enhaawgdit effectiveness, similar to “choice
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architecture” interventions recommended in othertexts (Thaler and Sunstein [2008]).
Specifically, firms that understand auditors’ temcieto be influenced by procedure frame can
design their audit programs to frame procedureatinegy, thus “nudging” auditors to plan more
audit effort and minimizing the level of audit rilkat actually is achieved.

Regarding efficiency pressure, our finding of amnefifect of efficiency pressure on audit
planning judgments adds to the literature documgrgifects of efficiency pressure on effort
allocations (see, e.g., McDaniel [1990]; Glover9I Brown, Peecher and Solomon [1999]).
Perhaps more surprising is the lack of a significgateraction between efficiency pressure and
procedure verifiability on auditors’ planning judgnts. One possible explanation for this
finding is that auditors view the total time budgstsomewhat fungible when actually
conducting audit tests, such that the interactetmvben efficiency pressure and procedure frame
would be observed more in where the audit seniendg their time than in where the audit
manager allocates that time in audit planning.oAlsrprising is that the large effect of
efficiency pressure on auditors’ effort allocationsiot mirrored in auditors’ assessments of
achieved audit risk. This result might be explaibgdoise in the risk estimate, to auditors
believing that they are only trimming inefficienaghen moving from low to high efficiency
pressure, or to auditors being unwilling to indeceglatively high achieved audit risk in any
circumstance.

Our research is subject to three important linotadi First, we cannot determine what
amount of audit efforshouldbe planned in our experimental setting, and tloeeetannot
characterize whether a particular time budgekeyito be ineffective or inefficient. Thus, for
example, it could be that a time budget of 26.2%rtids appropriate in this setting, such that

relaxing efficiency pressure and using a negati@mé creates inefficiency by increasing the
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average time budget to 41.55 hours. On the othed ht could be that a time budget of 41.55
hours is appropriate, such that increasing effygaressure and using a positive frame
encourages ineffectiveness by reducing averageliirdgets to 26.25 hours. Both effectiveness
and efficiency may be affected by the variableswamipulate to a degree that is economically
significant, but we limit generalizing these resuti the directional effects that we observe.

Second, we do not incorporate auditors’ use ofigpsts in our experimental setting.
Auditors sometimes employ specialists to asses®nadleness of management’s fair values or
to develop independent estimates of fair valuer. eitber case, auditors are required by
professional standards to evaluate the specialigigk and perform additional procedures if they
deem it necessary to do so. Moreover, given tineageseness of fair values in current financial
accounting, extending to such areas as financsgluments and impairment testing, as well as
the broader use of estimates in accounting praaiseresults may have implications for a
variety of audit settings.

Third, we do not directly observe audit outcometemnms of the fair values that auditors
ultimately are willing to accept in the financightements, but rather examine effects on audit
planning decisions and estimated achieved audit #danning decisions are important, affecting
the time auditors have for performing procedurestherefore likely affect audit effectiveness
and efficiency. However, it could be that auditaspond to tighter budgets by doing the same
amount of work they would have done otherwise atieereporting budget over-runs or under-

reporting time.
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TABLE 1

Descriptive Statistics and Analysis of Audit PlangnDecisions

Panel A: Hours Budgeted by Procedure Verifiability, Framed Efficiency Pressure (hrs mean,

[median], <standard deviation>)

Positive Frame (N=24) Negative Frame (N=25)
Average Average
Low High across Low High across
Efficiency | Efficiency | efficiency | Efficiency | Efficiency efficiency
Pressure Pressure pressure Pressure Pressure pressure
2.61 2.01 2.31 3.36 2.76 3.06
Low Verifiability [2.00] [1.50] [2.00] [2.00] [2.00] [2.00]
<2.34> <1.86> <2.13> <3.16> <2.72> <2.96>
2.03 1.49 1.76 2.25 1.78 2.02
High Verifiability [1.00] [1.00] [1.00] [1.38] [1.00] [1.00]
<2.01> <1.54> <1.81> <2.43> <2.13> <2.29>
2.31 1.75 2.03 2.77 2.24 2.50
Average [2.00] [1.00] [1.50] [2.00] [1.25] [2.00]
<2.20> <1.72> <1.99> <2.84> <2.47> <2.67>

Panel B: Results of ANOVA Examining Effects of Frame, Eiincy Pressure, and Verifiability
on Hours Budgeted

F P< Hypothesis
FRAME 4.753 0.017+ H1 (supported)
VERIFIABILITY 43.378 0.001
TIME PRESSURE 21.906 0.001t
FRAME = VERIFIABILITY 4.452 0.018* H2 (supported)
TIME PRESSURE * VERIFIABILITY 0.169 0.341+ H3 (not supported)
FRAME * EFFICIENCY PRESSURE 0.019 0.892
FRAME * EFFICIENCY PRESSURE *
VERIFIABIILTY 0.019 0.891

T equivalent one-tailed test given our directional predictions

Table 1 reports descriptive statistics and theltesfian ANOVA of auditors’ effort allocations
(budgeted hours). Panel A presents descriptivee afeduditors’ effort allocations, by procedure
verifiability level (high v. low), procedure framefficiency pressure. Auditors assigned hoursfteeh
audit procedures in .25 hour increments in theedrdf auditing the fair value of a real estate
investment. Auditors completed the task first agsg a relatively unconstrained time budget (low
efficiency pressure) and then assuming a more @nestl time budget (high efficiency pressure).
Procedure frame was manipulated between auditaihas positive or negative (e.g., “Assess whether
the significant assumptions used by managemeneasuaring fair value, taken individually and as a
whole, providgdo not providep reasonable basis for the fair value measuremaentslisclosures”).
Auditors also rated the verifiability of each ayglibcedure on a scale of 1 to 7 (fhe’ability to verify in
the review process that the procedure was perfomedicl 7="complete ability to verify in the review
process that the procedure was performed well'grifMbility level dichotomizes verifiability scosefor
each auditor based on the mean verifiability se@ress all procedures for that auditor
(Low<Mean<High).
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TABLE 2
Additional Descriptive Statistics

Panel A: Hours Budgeted, by Procedure, Frame, and Effigiéressure (hrs mean, [median],
<standard deviation>), Ordered by Mean Low EfficigRPressure

Positive Frame (N = 24)

Negative Frame (N =25)

Procedure

Low Efficiency
Pressure

High Efficiency
Pressure

Procedure

Low Efficiency
Pressure

High Efficiency
Pressure

5.32[5] <2.51>

4.39 [3.5] <2.46>

6.74 [8] <3.61>

5.94 [5] <3.2>

3.89 [3.5] <2.94>

2.92[2.5] <1.81>

5.42 [4] <5.01>

4.15 [3] <3.71>

3.85 [4] <2.62>

2.68[2] <1.68>

4.8 [4] <2.82>

3.94 [3] <2.51>

3.84 [3]<2.67>

2.84[2.5] <1.66>

3.63 [3] <3.22>

2.91[2] <3.13>

3.08 [2] <2.8>

2.49[1.5] <2.82>

3.41[3] <2.12>

2.93 [2] <2.04>

2.63[2]<1.87>

1.78 [1] <1.25>

3.11[2] <2.71>

2.61[2] <2.48>

2.28[2] <1.89>

1.59 [1.5] <0.97>

2.16 [2] <1.18>

1.72 [2] <1.03>

1.77 [2] <1.2>

1.27 [1] <0.82>

2.15 [2] <2.09>

1.71[1] <1.94>

1.63 [1.5] <0.95>

1.21[1] <0.7>

1.73 [2] <0.91>

1.2 [1] <0.91>

1.3[1]<1.1>

1.07 [1] <1.07>

1.66 [1] <1.18>

1.39 [1] <1.13>

1.26 [1] <0.95>

1.01[1] <0.74>

1.6 [2] <1.06>

1.23 [1] <0.87>

1.25[1] <0.9>

0.82 [1] <0.56>

1.58 [1] <1.52>

1.25 [1] <1.55>

1.24[1] <0.91>

0.96 [0.88] <0.85>

1.35[1] <1.02>

1.01 [1] <0.89>

1.07 [1] <0.61>

0.81[0.88] <0.52>

1.27 [1] <0.88>

1.02 [1] <0.84>

0.63 [0.5] <0.58>

0.67 [0.5] <1>

0.9 [0.5] <0.97>

0.57 [0.25] <0.58>

Average

2.34[2.03] <1.63>

1.77 [1.45] <1.26>

Average

2.77 [2.43] <2.02>

2.24[1.75] <1.79>

Panel A presents descriptive data of auditors’retitiocations, by procedure, procedure frame,
and efficiency pressure. See Table 1 for desongtpf variables.
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Panel B: Verifiability Scores, by Procedure and Frame (secoean, [median], <standard
deviation>), Ordered by Overall.

TABLE 2

Additional Descriptive Statistiqgontinued)

Procedure Overall Positive Frame Negative Frame
(N=49) (N=24) (N=25)
2 6.76 [7] <0.59> 6.71[7] <0.62> 6.8 [7] <0.58>
7 6.45 [7] <1.11> 6.33 [7] <1.23> 6.56 [7] <0.99>
14 6.17 [6.5] <0.99> 6.22 [7] <0.94> 6.12 [6] <1.04>
15 6.17 [6] <0.78> 6.3 [7] <0.81> 6.04 [6] <0.73>
9 6.15 [7] <1.1> 6 [7] <1.30> 6.28 [7] <0.88>
1 6.1 [6] <0.9> 6.43 [7] <0.73> 5.8 [6] <0.96>
8 5.26 [6] <1.3> 5.45 [6] <1.25> 5.08 [6] <1.34>
3 5.19 [5] <1.27> 5.27 [5] <1.45> 5.12 [5] <1.13>
11 5.18 [5] <1.25> 5.29 [5] <1.22> 5.08 [5] <1.28>
6 5.16 [5] <1.69> 5.42 [6] <1.42> 4.92 [5] <1.74>
5 4,94 [5] <1.27> 5.3 [5]<1.24> 4.6 [5] <1.21>
12 4.94[5] <1.53> 5.23 [5] <1.33> 4.68 [5] <1.66>
10 4.82 [5]<1.39> 4.71 [5] <1.38> 4.92 [5] <1.40>
4 4.66 [5] <1.33> 5.05 [5] <1.12> 4.32[5] <1.42>
13 4.5[4] <1.31> 4.7 [5] <1.05> 4.32 [4] <1.50>
Average 5.5 [5.6] <1.40> 5.63 [5.93] <1.14> 5.38 [5.60] <1.19>

Panel B presents descriptive data of auditorshgatiof the extent to which fifteen audit
procedures are verifiable, by procedure frame.e ddta excludes the 58 observations for which
the verifiability rating was equal to the mean fiahility for that procedure. These 58
observations were not used in the statistical aealybut including these observations in the
analyses produces similar results. See Table ddscriptions of variables, and Appendix A for
listing of procedures.
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TABLE 3

Descriptive Statistics and Analysis of Auditor'séssed Post-Audit Probability of No Material
Misstatement (“Achieved Audit Risk”)

Panel A: Assessed Probability of No Material MisstatemesdgtFAudit, by Procedure Frame,
and Efficiency Pressure (hrs mean, [median], <stethdeviation>)

Frame
Positive Negative Average
(N=24) (N=25)
69.5 77.04 73.35
Low [80] [90] [80]
<27.4> <22.84> <25.2>
Efficiency . 66.92 75.68 71.39
Pressure High [74.5] [85] [76]
<26.28> <21.29> <24.02>
68.21 76.36 72.37
Average [75] [85] [80]
<26.59> <21.86> <24.51>

Panel A presents descriptive data of auditors’sseskprobability that no material misstatement

exists within the company’s financial statementwegard to the FV audit, by procedure
frame, and efficiency pressure. See Table 1 fecgtions of variables.

Panel B: Results of ANOVA Examining Effects of Procedureufie and Efficiency Pressure,
and Verifiability on Assessed Probability of No Meaal Misstatement Post Audit

F P<
FRAME 1.508 .226
TIME PRESSURE 0.776 .385
FRAME =« TIME PRESSURE 0.074 787

Panel B reports the results of an ANOVA of auditassessments of the post-audit probability
that no material misstatement exists in the fingnstiatements with regards to the fair value of

the property being audited assuming the work wa dathin the assigned budget without
detecting a material misstatement. See Table ddscriptions of variables.
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TABLE 4
Analysis of Audit Planning Decisions, ConditionedAuditors’ Beliefs About Whether Those
Decisions Should Be Affected by Procedure Frame

Panel A: Results of ANOVA Examining Effects of Frame, Efincy Pressure, Verifiability,
and Frame Relevance Perception (“FRP”) on HourgBtedl

F P< Hypothesis
FRAME 4.825 0.017 H1 (supported)
VERIFIABILITY 39.293 0.001
TIME PRESSURE 21.928 0.001
FRAME * VERIFIABILITY 3.291 0.03% H2 (supported)
TIME PRESSURE * VERIFIABILITY .169 0.34% H3 (not supported)
FRAME * EFFICIENCY PRESSURE .019 0.892
FRAME * EFFICIENCY PRESSURE * VERIFIABIILTY .019 0.891
FRP 437 512
FRAME * FRP .015 .902
VERIFIABILITY *FRP 337 561
FRAME *VERIFIABILITY *FRP 3.616 .057

T equivalent one-tailed test given our directigmadictions

Table 4 repeats the analyses included in Table auditors’ effort allocations, but also includes
a “frequency relevance perception” (“FRP”) indmatariable set to a value of 1 if auditors
indicated that procedure frame would affect thadlibplanning decisions, and set to 0
otherwise. Panels A reports results of an ANOVét ihcludes FRP. Panels B and C report
descriptive statistics and an ANOVA for the 27 mapants for whom FRP = 0. Panels D and E
report descriptive statistics and an ANOVA for #&participants for whom FRP = 1. See Table
1 for descriptions of other variables.
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TABLE 4 (continued)

Panel B: Audit Planning Decisions of 27 Participants Indicg Frame is NoRelevant (FRP =
0), by Procedure Verifiability, Frame, and EfficignPressure (hrs mean, [median], <standard
deviation>)

Positive Frame (N=12) Negative Frame (N=15)
Average Average
Low High across Low High across
Efficiency | Efficiency | efficiency | Efficiency | Efficiency efficiency
Pressure | Pressure | pressure | Pressure | Pressure pressure
25 1.91 2.2 3.39 291 3.15
Low Verifiability [2] [1] [1.75] [2] [2] [2]
<2.32> <2.02> <2.19> <2.92> <2.7> <2.82>
2.03 1.47 1.75 1.97 1.58 1.77
High Verifiability [1] [1] [1] [1] [1] [1]
<2.11> <1.63> <1.9> <1.89> <1.77> <1.83>
2.25 1.68 1.97 2.65 2.22 2.44
Average (2] (1] (1] (2] [1.9] (2]
<2.22> <1.83> <2.05> <2.54> <2.36> <2.46>

Panel C: Results of ANOVA Examining Effects of Frame, Effincy Pressure, and Verifiability
on Hours Budgeted, Based on Data from 27 Partitgpaicating Frame is Ndtelevant (FRP
=0)

F P< Hypothesis

FRAME 1766 0.098 H1 (marginally
supported)

VERIFIABILITY 30.148 0.001
TIME PRESSURE 11.940 0.001
FRAME * VERIFIABILITY 9.054 0.002 H2 (supported)
TIME PRESSURE = VERIFIABILITY 0.042 0.419% H3 (not supported)
FRAME * EFFICIENCY PRESSURE 0.241 0.623
FRAME * EFFICIENCY PRESSURE * VERIFIABIILTY 0.012 0.913

T equivalent one-tailed test given our directiguradictions
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TABLE 4 (continued)

Panel D: Audit Planning Decisions of 22 Participants Indiieg Frame iRelevant (FRP = 1),
by Procedure Verifiability, Frame, and EfficiencseBsure (hrs mean, [median], <standard
deviation>)

Positive Frame (N=12) Negative Frame (N=10)
Average Average
Low High across Low High across
Efficiency | Efficiency | efficiency | Efficiency | Efficiency efficiency
Pressure Pressure pressure Pressure Pressure pressure
2.72 2.12 2.42 3.31 2.52 2.92
Low Verifiability [2] [2] [2] [2] [1.5] [2]
<2.37> <1.68> <2.07> <3.55> <2.76> <3.19>
2.02 1.52 1.77 2.64 2.06 2.35
High Verifiability [2] [1] [1] [1.75] [1] [1]
<1.9> <1.43> <1.7> <2.98> <2.53> <2.77>
2.38 1.82 21 2.94 2.26 2.6
Average (2] [1.25] (2] (2] (1] (2]
<2.18> <1.59> <1.92> <3.25> <2.63> <2.97>

Panel E: Results of ANOVA Examining Effects of Frame, Eiincy Pressure, and Verifiability
on Hours Budgeted, Based on Data from 22 Partitspadicating Frame iRelevant (FRP = 1)

F P< Hypothesis

FRAME 4510 0.023 H1 (supported)
VERIFIABILITY 11.156 0.001

TIME PRESSURE 10.277 0.001

FRAME * VERIFIABILITY 0.017 0.449 H2 (not supported)
TIME PRESSURE = VERIFIABILITY 0.168 0.34% H3 (not supported)
FRAME * EFFICIENCY PRESSURE 0.124 0.725

FRAME * EFFICIENCY PRESSURE * VERIFIABIILTY 0.019 0.891

T equivalent one-tailed test given our directigmadictions
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APPENDIX A

Audit Procedures and Auditor Agreement on VerifigbLevel

Procedure

Verifiability Level
(% participants)

[positive fegative) frame]

High

Low

Assess whether management’s forecasts and poojgcttave rfot)
been accurate historically.

75%

25%

Assess whether the fair value measurement rdesridoes not
reconcile) to the financial statements.

94%

6%

Review the valuation method and assumptions tesddvelop the fair
value measures to assess whether theynatg gppropriate
considering the nature of the asset being valuegRed by
AU328.18).

34%

66%

Determine whether albfiy) significant assumptions underlying the
fair value measurement haveo() been included in management’s
calculation of fair value. Significant assumpti@re those that are:
a) Sensitive to variation or uncertainty in amoainhature (for
example, assumptions about short-term interest exteless
susceptible to variation than long-term rates

b) Susceptible to misapplication or bias

c) A small change in the assumption may resulaigd changes in th
value of the asset or liability being measured

D

17%

83%

Assess whether the significant assumptions ugedamagement in
measuring fair value, taken individually and ashele, provide do
not provide) a reasonable basis for the fair value measurevaent
disclosures. (As required by AU 328.28).

23%

77%

Review the related contractual agreements to asdestber all there
are any) relevant contractual terms hatpat have not) been
incorporated into the model.

51%

49%

Mathematically recalculate the terminal valuedabsn the method
employed to assess whether the calculational @ccurate.

86%

14%

Test the inputs used to develop the fair valueasnements and
disclosures to assess whether @iy} such inputs havalf not have)
sufficient evidence to support them.

43%

57%

Evaluate whether the fair value measurementr@$ lfeen correctly
calculated from such inputs and management’s assomsp (AU
328.39)

79%

21%

10

Assess whether the evidence regarding this faurevamount isr{ot)
consistent with other evidence obtained and evatudtiring the audit
(Required by AU 328.47).

33%

67%

11

Conclude whether audit evidence to reduce theafiskgnificant
misstatement in the financial statements to anapjately low level
is (not both) sufficient and competent. (Required by AU 32808
328.15).

39%

61%
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APPENDIX A (continued)

12

Conclude whether management haat) appropriately applied the
highest and best use concept within StatementAST (Section 820-
10-55).

32%

68%

13

Determine whether the fair value measurement risfigoes not
reflect) the value that would be received or paid, in atedy
transaction between market participants, to selbset or transfer th
liability at the measurement date.

e

15%

85%

14

Assess whether Level 3 disclosures required be®i@tt 157 are
(not) complete (ASC Section 820-10-50).

77%

23%

15

Evaluate whether the fair value measurement anelalied
disclosures in the financial statements ai)(in conformity with

GAAP. (AU 328.15)

83%

17%

Appendix A lists the fifteen procedures used ingRperimental materials. Procedure numbers

correspond to Table 2. For a given participampracedure is assigned a verifiability level of

high (low) if that procedure is above (below) thver@ge of the verifiability score assigned to all

procedures by that participant. Thus, e.g., 94%anficipants assigned a verifiability score to

procedure number 2 (*Assess whether the fair valaasurement reconciledoges not

reconcile) to the financial statements”) that is above therage score they assigned to all
procedures.
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APPENDIX B

Client’'s Schedule of Prospective Cash Flows andg&mneValue Calculation

ABC Company Schedule Of Prospective Cash Fiow
Fiscal year ending Apni 30, 2011 In inflated Dollars for the Fiscal Year Beginning 5/1/2011 and Onward
Year 1 Year 2 Year 3 Year 4 Year 5 Year 6 Year 7 Year 8 ‘Year 9 Year 10
For the Years Ending Apr-2012 Apr-2013 Apr-2014 Apr-2015 Apr-2016 Apr-2017 Apr-2018 Apr-2019 Ape-2020 Apr-2021
Potential Gross Revenue
Base Rental Revenue $1,060,200 $1.002.727 $1,125,509 $1,102.877 $1,115948 51,132,687 $1,149678 $1,166,923 $1,242,628 $1,301.607
Absorption & Tumover Vacancy (457,554) (537,004)
Scheduled Base Rental Revenus 1,060,900 1,092.727 1,125,509 645323 1,115,948 1,132,687 1,148,678 1,166,923 705,624 1,301,607
Expense Reimbursement Revenue
Real Estate Taxes 75.015 7,265 79,583 48,154 84,430 86,962 89,571 92,258 55,354 97 877
Insurance 17,503 18,028 18,569 11.236 19,700 2020 20,900 21,527 12,916 22838
Management Fee 39,343 40,526 35,740 20,297 42,481 42,752 43538 40,819 21,101 43,708
Commen Area Maintenance 187,536 183,162 198,957 120,386 211,074 217,406 223928 230,646 138,384 244,692
Total Reimbursement Revenue 319,397 328981 332,849 200,073 357,685 BT AN 377,937 385,250 227,755 409,115
Total Potential Gross Revenue 1,380,297 1,421,708 1,458,358 845,396 1,473,633 1,500,098 1,527 615 1,552,173 933,379 1,710,722
General Vacancy (69,015) (71,085) (72,918) (73,682) (75,005) (76.381) (77,609) (85,526)
Effective Gross Revenue 1311282 1350623 1,385,440 845,396 1,399 951 1,425,003 1451234 1474564 933,379 1,625,186
Operating Expenses
Real Estate Taxes 75,000 77,250 79,568 81,955 84413 86,946 89,554 92,241 95,008 97,858
Insurance 17,500 18,025 18,566 19,123 19,696 20,287 20.89% 21523 22,168 22834
Management Fee 30,338 40519 41,563 25,362 41,999 42,753 43537 44,237 28,001 48,756
CAM 187,500 183,125 198,919 204,886 211,033 217,364 223885 230,601 237,519 244 645
Total Operating Expenses 319,338 328,919 338616 331,326 357,141 367,350 a7 en 388,602 382,686 414,093
Net Operating Income 991,944 1,021,704 1,046,824 514,070 1,042,810 1,057,742 1,073,352 1,085,962 550,683 1,211,093
Leasing & Capital Costs
Tenant Improvements 245,864 285,023
Leasing Commissions 239,30 280,959
Reserve 25,000 25,750 2653 27,318 28,138 28,982 29,851 30,747 31,669 32,619
Total Leasing & Capital Costs 25,000 25,750 26,523 512,573 28,138 28,982 29,851 30,747 597 651 32619
Resale Amount
Gross Proceeds from Sale $14,515,753
Commissions & Adjusiments (290,315)
Net Proceeds From Saie $14,225428
Cash Flow Before Debt Service $956 944 $995954  $1,020301 $1,457  $1,014672 51028761 $1,043 511 $1,055.215 ($46,968) $15,403912
& Tanes
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ABC Company

Fiscal year ending April 30, 2011
Prospective Present Value

Cash Flow Before Debt Senvice plus Property Resale
Discounted Annually (Endpoint on Cash Flow & Resale) over a 10-Year Perod

Faor the
Analysis Year
Period Ending

Year 1 Apr-2012
Year 2 Apr-2013
Year 3 Apr-2014
Year 4 Apr-2015
Year 5 Apr-2016
Year 6 Apr-2017
Year 7 Apr-2018
Year B Apr-2019
Year 9 Apr-2020
Year 10 Apr-2021

Total Cash Flow

Total Property Present Value

Rounded to Thousands

P.V.of

Annual Cash Flow

Cash Flow @ 10.00%
o066 944 879,040
905 G54 823,102
1,020,301 766,568
1497 1,022
1,014,672 630,032
1,028,761 580 708
1,043 511 535 487
1,065,215 402 265

(46 968) (19.919)
15,403,912 5938 875

22483799 10,627,180

$10,627,180
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