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Abstract

We examine the differential effect of management engaged versus employed valuation specialists
on auditor planned evidential procedures related to auditing fair value measurements (FVVMs).
Accounting estimates are inherently difficult to audit, and the complex finance-based modeling
that underlies estimates of many financial instruments may be beyond auditor expertise. Thus, we
also examine to what extent auditor fair value expertise mitigates overreliance on management’s
process, rather than engaging in a critical analysis of the overall estimate. Inspection reports issued
by the PCAOB consistently cite audit firms for deficiencies related to FVMs, raising concerns
about auditors' application of professional skepticism and consideration of potential management
bias. These deficiencies have led to the perception that auditors may not effectively evaluate FVMs
or the inputs and assumptions made by management or specialists used in them. Using auditors
with varying levels of fair value domain-specific expertise, we conduct a quasi-experiment to
examine how management’s valuation specialists (engaged vs. employed) affects auditors’
evidential planning judgments for complex FVMs of financial instruments. We rely on
psychological distance theory to predict how auditors process information and reach judgments
for FVMs. We find that when the valuation specialist is management-engaged (outsourced FMV
specialists), auditors with higher domain-specific expertise are more likely than auditors with
lower domain-specific expertise to conduct a higher percentage of evaluative (i.e., judgment based)
as compared to confirmatory audit procedures. Further, the judgment of auditors with less domain-
specific expertise is influenced by the source of management provided evidence. Overall, these
findings suggest that the source of FVMs impacts the perceived reliability of evidence gathered
from management, resulting in differential perceptions of persuasiveness and nature of evidence
gathered beyond assessments of the risk of material misstatement.
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Management Engaged vs. Employed Valuation Specialist: The Effect on Evidential
Planning Assessments for the Audit of Fair Value Measurements

Introduction

The Financial Accounting Standards Board (FASB) issued SFAS 157: Fair Value
Measurements in September 2006, resulting in significant growth in the number of fair value
measurements (FVMs) subject to audit. SFAS 157 increased the magnitude of auditors’ exposure
to fair value assurance, amplifying their audit significance and impact on financial reporting
quality, as well as intensifying their focus on the interpretation of financial statements. The
auditor’s effectiveness at auditing FVMs is essential to financial statement users due to the
increased use of fair value. The growing number of audit deficiencies that have resulted in audit
failures and misstated financial statements (see Appendix 1 for an example) has led to the
perception that auditors may not effectively evaluate FVMs (Copeland 2005; Martin, Rich, and
Wilks 2006; Griffith, Hammersley, and Kadous 2014; Christensen, Glover, and Wood, 2012; Barr-
Pulliam, Mason, and Brown 2018).

FVMs can be challenging to audit because auditors must weigh more subjective evidence
in their judgment process, including inputs and assumptions, as well as valuation methods and
models, of specialists, along with the level of controls (e.g., Bratten, Gaynor, McDaniel,
Montague, and Sierra 2013). Thus, the objective of this study is to examine factors that impact
auditor planning judgments that involve highly complex and subjective financial securities (e.g.,
Level 3 in the fair value hierarchy). Specifically, we examine the nature of audit evidence auditors
plan to examine to validate the FVMs reported by management which is a critical issue identified
by the Public Company Accounting Oversight Board (PCAOB). The PCAOB has expressed
concern that auditors tend to focus on the verification audit procedures related to management’s

model rather than critically evaluating the reasonableness of the estimate. They assert that auditors
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are likely framing the task of auditing estimates as one of verification rather than evaluation.
Auditors exercise professional judgment in determining the nature and extent of audit evidence to
collect (Joyce 1976). Thus, since the nature and extent of substantive audit evidence examined has
a direct effect on the ability to uncover a material misstatement (Mock and Wright 1993), it is
important to examine the types of substantive audit procedures auditors plan to use when gathering
evidence related to FVMs.

Over 66 percent of audit clients consult an engaged specialist (Cannon and Bedard 2016).
The PCAOB Standing Advisory Group notes that the various methods and models used by
specialists to value complex financial instruments and the measurement uncertainty inherent in
those valuations have resulted in the PCAOB’s identification of the use of specialists and the
tendency for auditors to confirm their work-product as an area of concern (PCAOB 2009).
Additionally, the PCAOB finds that there is substantial diversity in practice regarding how auditors
use management employed or engaged specialists as well as the audit procedures performed to
evaluate their work. Thus, we examine the effect of management-engaged valuation specialists vs.
management-employed valuation specialists' on audit evidential planning judgments related to
auditing complex FVMs under SFAS 157 (now ASC 820). If auditors do not appropriately assess
work performed by a valuation specialist, there may be increased detection risk in that planned
audit procedures will fail to detect a material misstatement (PCAOB 2017-003).?

Smith-Lacroix, Durocher, and Gendron (2012) raise an important question that is relevant
in this context: do auditors’ knowledge provide them with the necessary competencies to

understand and question the work of these experts or have they been socialized to accept the work

! Language consistent with the PCAOB’s Proposed Amendments to Auditing Standards for Auditor's Use of the
Work of Specialists (PCAOB 2017)

2 Detection risk is affected by (1) the effectiveness of the substantive procedures and (2) their application by the
auditor, i.e., whether the procedures were performed with due professional care (PCAOB AS No. 8).
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of experts. Research suggests that auditors do not apply professional skepticism and consider
potential management bias related to FVVMs and are overconfident in their ability to assess risks in
an environment that is more complex and where auditors may not be as knowledgeable as the
specialists (e.g., Barr-Pulliam, Joe, Mason, and Sanderson, 2017). Indeed, the PCAOB has
expressed concerns about auditor professional skepticism regarding performing appropriate audit
procedures to address audit risk. Auditors who have developed domain-specific expertise
concerning FVMs are more likely to exhibit enhanced judgment and decision making (e.g., Barr-
Pulliam, Mason and Brown-Liburd 2017). Specific to this study, Bratten et al. (2013) suggest that
research should be conducted to determine how auditors’ lack of valuation expertise affects the
audit quality of FVMs and reliance on external parties, and whether or not auditors are more likely
to accept management’s estimate if valuation specialists are hired (not hired) by management.
Therefore, we also examine the extent that domain-specific expertise mitigates over-reliance on
management’s valuation specialist.

In this study, we draw on construal level theory (CLT) of psychological distance to
examine how auditors with domain-specific expertise (i.e., audits of FVMSs), incorporate
management’s use of an engaged valuation specialist vs. an employed valuation specialist into
their planned audit procedures.® CLT proposes that variances in mental representations of events
associated with greater versus smaller psychological distance affect predictions, evaluations,
preferences, and behaviors of individuals (Liberman and Trope 2008; Trope and Liberman 2010).
CLT posits that humans can mentally represent the same situation more concretely or more
abstractly and the level of abstraction (i.e., construal level) has differential effects on creative and

adaptive thinking (e.g., problem-solving, risk-taking, analytic evaluations). Because individuals

3 Domain specific experience relates to familiarity with an area of auditing that requires specialized knowledge, such
as particular accounts or industries (Bedard and Biggs 1991).
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have more opportunities to observe the behavior of people proximate to them, they can accumulate
more knowledge about contextual, specific (i.e., low-level) features about the psychologically
proximate individual (Jones and Nisbett 1972). Therefore, consistent with prior research in the
auditing domain (e.g., Weisner 2015; Weisner and Sutton 2015) we expect that the physical
separation of the management-engaged specialist from the client’s physical environment will result
in a more critical assessment of the information generated by the specialist.

The heightened degree of judgment and subjectivity that accompany FVMs, especially
those based on models, makes it challenging for auditors to navigate the complexities of FVMs
(PCAOB 2009). Thus, auditors will engage in more abstract reasoning (i.e., high-level processing
in their judgments of information provided).* Further, the limited level of control and oversight
auditors can exercise over management’s valuation specialist requires greater audit effort in that
auditors should be more skeptical and question the reliability of the source of information
regardless of whether the specialist is engaged or employed. It is likely that these challenges are
perceived to be greater in situations where the specialist is management engaged because of the
increased risks due to lack of integrity over the valuation process and an inability to externally
validate FVM assumptions (Cannon and Bedard 2016).

In contrast, auditors are generally able to observe the proprietary models used by a
management-employee specialist, and as a result, they may feel less skeptical in situations where
management-employed specialists provide FVMs. However, auditors have to be mindful of the
possibility that management may be able to exert more significant pressure on employed valuation

specialist, which increases the risk of material misstatement. Thus, the potential for auditor bias

4 “Auditing Fair Value Measurements and Using the Work of a Specialist,” PCAOB Standing Advisory Group Meeting, October
14-15, 20009.
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in evaluating management valuation specialists can negatively impact audit quality and is of
concern to regulators.

Our results indicate that auditors’ assessment of the risk of material misstatement is not
differentially impacted by whether the valuation specialist is management-engaged or
management-employed. This finding suggests that auditors would likely determine the same level
of detection risk and therefore, the nature and extent of audit procedures would not vary between
management employed versus management-engaged valuation specialist.® However, when
management uses an engaged vs. employed valuation specialist, we find that auditors with domain-
specific expertise are more likely to conduct evaluative audit procedures (i.e., judgment based) as
compared to confirmatory audit procedures. In other words, they plan to perform more effective
substantive audit procedures. In contrast, auditors with less domain-specific expertise are not as
adept at isolating the information that is most important and task-relevant, a skill that has been
shown to improve as familiarity increases (Worth and Mackie 1987). As such, these auditors
indicate a lower likelihood of performing evaluative substantive audit procedures to gather
sufficient and appropriate audit evidence regarding the engaged specialist and FVM information
generated by the specialist. This finding is consistent with audit deficiencies identified by the
PCAOB, and we provide evidence that low domain expertise may explain the deficiencies noted.

Additional analysis indicates that the difference between auditors’ assessments of the
persuasiveness of management provided evidence for an engaged versus employed valuation
specialist is greater for auditors with less domain-specific expertise than auditors with high
domain-specific expertise. Our results suggest that auditors with superior FVM expertise respond

to the potential management bias inherent in F\VMs by engaging in a critical assessment (i.e., a

5 Indeed, the guidance provided by auditing standards apply to both management-engaged and management
employed specialist (PCAOB AS No. 1210).
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skeptical mindset) of management provided evidence and responding with a planned audit
approach that incorporates more evaluative vs. confirmatory audit procedures. Given the current
economic climate, the transition to a fairer value-oriented set of standards, and the increased media
attention on the impact of FVMs, these findings are important to auditors, investors, and regulators.
Further, our results provide insight on one of the top three deficiencies identified by PCAOB
inspectors, auditors’ assessment and response to the risk of material misstatement. Specifically,
inspectors note that substantive procedures are not always responsive to significant risks of
material misstatement.

We organize the remainder of the paper as follows: in the next section, we provide an
institutional background of this study, while the third section includes a discussion of the relevant
literature and hypotheses development. The fourth section outlines our experimental method, the
fifth section presents our results, and the final section discusses the implication of the findings.
Theory and development of hypotheses
Auditing Fair Value Measurements (FVMs)

Accounting estimates are, by nature, difficult to audit, and the complex finance-based
modeling underlying estimates of many financial instruments may be beyond an auditor’s
expertise. FVMs for Level 3 instruments involves a high degree of subjectivity, both in the
preparation and attestation phases. The complexity of many FVMs and their judgment-based
nature can create difficulties for auditors who attest to their reasonableness (Copeland 2005). Due
to the complexity associated with the audits of FVMs, the PCAOB (2014) added FVVMs of financial
instruments to its list of priority projects. This action is consistent with the growing importance of

FVMs for financial reporting and to regulators (PCAOB 2011b) and is likely due to the large
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number of audit deficiencies related to evaluating FVMs (PCAOB 2010b).° It is also consistent
with concerns by the regulators that auditors are insufficiently prepared for challenges in
evaluating audit evidence to determine the reasonableness of client-prepared FVMs (PCAOB
2009).

The SEC has stated that they are also interested in how auditors audit and how management
reports the nature of the valuation assertions when reporting entities use engaged specialists to
determine the FVM of exchange-traded investments. Anecdotal evidence indicates the SEC has
requested further information related to issuers’ use of data from engaged specialists as part of its
filing reviews. Specific information requested relates to the extent an issuer estimates FVMs using
prices from engaged specialists, how issuers validate the information to determine whether the fair
value classification is proper; and whether the issuer identified any limitations or deficiencies in
its internal controls related to FVVMs, along with the nature and severity of any such deficiencies.

In addition to recent reports from the PCAOB about audit deficiencies in higher risk areas
such as FVMs, recent academic research has also highlighted concerns. Earley, Hoffman, and Joe
(2008) discuss the challenge for auditors of being the “second mover,” making their judgments
after being exposed to their client’s judgment and note that fair value judgments are an important
area where management’s valuation judgment precedes the auditors’ judgment and that the fair
value task is uncertain and ill-structured. They caution that fair value judgments could be a setting
in which auditors’ judgments could be swayed towards management’s preferred treatment because
they are the “second mover.” Griffin (2014) examines the impact that supplemental disclosures

may have on auditor fair value judgments and finds that when both estimation subjectivity and

6 Of 82 PCAOB inspection reports released in August and September of 2011, there were 84 deficiencies attributed to 36 firms.
Forty-two percent of the deficiencies relate to the valuation of FVMs and other estimates.
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estimation imprecision are high, auditors are less likely to require adjustment if the financial
statements include supplemental disclosures.

This study examines an area in which the PCAOB has cited audit firms for lack of
professional skepticism and failure to critically evaluate management’s estimates: the use of
valuation specialists. For example, the PCAOB expects auditors to perform procedures to
"evaluate whether management's assumptions are reasonable and to evaluate the source and
reliability of the evidence supporting management's assumptions.” Procedures that assess whether
the client’s assumptions are appropriate in light of the client’s circumstances require auditors to
consider whether other assumptions would be more appropriate, but current standards lack specific
guidance about what constitutes significant assumptions. Therefore, auditing assumptions are
relatively subjective, less structured, and less verifiable audit procedures that potentially challenge
auditors’ judgment capabilities. Less precise guidance may explain why the PCAOB cites Big 4
firms for failure to obtain an understanding of the specific methods and assumptions underlying
certain FVVMs obtained from third-party pricing services used in the measurement of hard-to-value
financial instruments. Further, these deficiencies may be attributable to auditors who may lack the
domain-specific expertise to effectively identify audit procedures that will produce more
persuasive audit evidence, and as such, the nature of substantive tests do not sufficiently support
the audit conclusions reached. We, therefore, examine whether the sourcing of valuation specialist
and auditor domain-specific expertise affect the nature of substantive audit procedures that
auditors plan to use during the audit planning phase.

The following sub-sections discuss these two important factors as noted by the PCAOB
and prior research (e.g., Martin et al., 2006), subsequently leading to the development of our

research hypotheses.
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Management’s valuation specialists

Management’s use of valuation specialists, whether engaged or employed, can make the
audit process more difficult, given the lack of an audit trail, the underlying task complexity, and
the estimation uncertainty factors related to the FVMs. As a result, regulators have expressed
concerns that over-reliance on management’s or their specialists’ process could undermine the
quality of the reported FVM and related audit work (SEC 2011; PCAOB 2011a). While there is
some extant literature on the auditor’s use of specialists, research on the effects of management
valuation specialists on audit quality is lacking, and further empirical research is needed to
examine the implications of their use on the quality of audits of F\VMs (Bratten et al., 2013). Much
of the recent literature points to a lack of understanding of the measurement inputs by the auditor
and suggests an over-reliance on management’s assertions and information provided by valuation
specialists (e.g., Griffith et al., 2014, Barr-Pulliam et al., 2017). Smith-Lacroix et al. (2012) explore
the behavioral consequences of the use of FVMs and argue that the auditors’ system of expertise
is now considerably more reliant on a “secondary” layer of expertise revolving around valuation
specialists, causing the auditors’ degree of control over their work to increasingly erode.

Some have argued that specialists engaged by management are independent (e.g., King
2006), and when FVM is outsourced inherent risk decreases (e.g., Bierstaker et al., 2013).”
However, research suggests that reliance on engaged specialist may be problematic (e.g., Griffith
et al., 2014; Christensen et al., 2012). As an example, Glover et al. (2014) survey audit partners

and report that significant issues encountered when using engaged specialists include the inability

7 While management engaged valuation specialist may be perceived as being independent, auditors are expected to
ascertain if there is a relationship between the external specialist and the company that could impair the specialist's
objectivity and compromise the integrity of the work performed (PCAOB AS 1210). Thus, auditors should maintain
a skeptical mindset and not exhibit blanket acceptance of the engaged valuation specialist’s independence from
management.
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of the audit team to obtain sufficient information about the proprietary models or assumptions. As
a result, auditors find it difficult to gain an understanding of how the FVM is derived to assess the
reasonableness of management’s inputs, assumptions, and methodologies. Additionally,
Christensen et al. (2012) examine estimates reported by public companies and find that FVMs
based on subjective models and inputs can contain estimation uncertainty or imprecision that can
be many times greater than materiality. This estimation uncertainty, coupled with untested
proprietary models or assumptions and complex FVMs with wide ranges can result in material
misstatements due to estimation errors (i.e., increased inherent risks).

For FVMs with extreme estimation uncertainty, which gives rise to significant risks,
auditing standards require the auditor to make evaluations in addition to the standard procedures
used in the audit of estimates, such as understanding management’s (or specialist’s) model, testing
controls, and considering the reliability of data (PCAOB (2003b), AICPA 2003). Given the
number of inputs used in model-driven FVVMs, the inherent economic and estimation uncertainty,
and management’s discretion in forming estimates, it appears that the use of valuation specialists
could make the audit environment even more complicated. The risks of using an engaged specialist
include, for example, lack of integrity over the valuation process, an inability to externally validate
FVM assumptions as prescribed by current audit standards (Cannon and Bedard 2016), and lack
of independence between management and management-engaged specialists.

Despite these risks, the evidence presented in the source credibility literature suggests that
the audit client’s use of an engaged valuation specialist is likely to lead to the auditor’s over-
reliance on their work because auditors may perceive the specialists’ work to be independent of
management and that the specialist has a degree of competence. Further, over-reliance may also

result from the inability of the auditor to fully understand the FVMs or the process to develop it.
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In fact, auditors report that they sometimes fail to understand what the fair value model’s key risk
drivers are due to a lack of knowledge about the methods or models used; therefore, they
misinterpret which assumptions are critical (Griffith et al., 2014). As a result, auditors may be
more sensitive to source credibility as compared to source objectivity when evaluating the
reliability of evidence provided by engaged valuation specialists. Because of the complexities
associated with audits of FVMs, ambiguous auditing standards, and the need to integrate multiple
and changing cues to determine an outcome that is uncertain, auditors face increased processing
demands that may cause them to use simplifying processing strategies (Bratten et al., 2013).

In contrast to blanket acceptance of experts, it is possible that auditors may have lower
confidence in management-engaged valuation specialist, and as a result place less reliance on the
work performed by the engaged specialist (Weisner and Sutton 2015). While there should be no
difference in auditors’ planned evidence gathering procedures when the FVM is determined by a
management-engaged or a management-employee valuation specialist, construal level theory
(CLT) proposes that variances in mental representations of events associated with greater versus
smaller psychological distance affect predictions, evaluations, preferences, and behaviors of
individuals (Liberman and Trope 2008; Trope and Liberman 2010). In other words, the greater an
individual's psychological distance from target events or objects, whether temporal, spatial, or
social, the higher the likelihood that target events and objects will be abstractly represented (high-
level construal) rather than concretely (low-level construal).

People are more likely to organize behavior regarding abstract traits when thinking about
temporally distant vs. near individuals (Nussbaum, Trope, and Liberman 2003). Abstract
characteristics (high-level construals) involves interpreting events in more systematic and

straightforward terms (Liberman, Sagristano, and Trope 2002) and retaining only features
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considered relevant to the object, while omitting those that are perceived to be unrelated (Rosch
and Lloyd 1978; Schul, 1983; Semin and Fiedler 1988; Smith 1998). In contrast, low-level
construals exhibit more concrete traits which focus on features that are incidental. Further,
compared to low-level construals, high-level construals are more focused on “why,” and as a result,
only the essential meaning of the action is retained, while less important details are omitted
(Liberman and Trope 1998).

Psychological distance is considered a subjective experience about proximity (Trope and
Liberman 2010) and studies demonstrate that the link between psychological distance and level of
construal occurs on a conceptual level as well (Bar-Anan, Liberman, and Trope 2006) and is
subconsciously activated (Bar-Anan, Trope, Liberman, and Algom 2007). As an example,
experimental participants watched a video of two students interacting with one another and were
then asked to write a written description of what went on in the video (Fujita, Henderson, Eng,
Trope, and Liberman 2006). Participants viewed a video where the students in the video were from
the same campus as the participants (spatially near), or the students in the video were from the
same school but on a study abroad trip in another country (spatially distant). Participants in the
spatially distant location condition used more abstract language when describing the video as
compared to participants in the spatially near condition.

In an audit setting, Weisner and Sutton (2015) use CLT to examine whether the physical
location of a computer audit specialist and historical experience with the auditee's internal control
environment influences auditors' reliance on the work of the specialist. Specific to this study, they
find that auditors are less confident about relying on the work of a management-hired computer
audit specialist who is physically distant (high psychological distance) as compared to a physically

proximate specialist (low psychological distance). Regarding the effect on audit planning, auditors
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are less likely to reduce budgeted audit hours due to reliance on the work of the specialist if the
specialist is a physically distant specialist. These results suggest that auditors may be more
skeptical of management engaged specialist and may place less reliance on their work.

Domain Specific Expertise

Auditing research demonstrates that auditors with greater experience generally exhibit
better performance than less experienced auditors (e.g., Farmer et al. 1987; Libby and Frederick
1990; Bedard and Biggs 1991; Tubbs 1992; Shelton 1999), but not always (e.g., Ashton 1991,
Bedard and Chi 1993; Nelson et al. 1995; Bonner et al. 1996). Bonner and Lewis (1990) show that,
although more experienced auditors outperform less experienced auditors on average, knowledge
and innate ability provide a better explanation of variation in performance. Specific experiences
and training create knowledge, and knowledge combines with innate ability to perform specific
audit tasks. According to Barr-Pulliam, Mason, and Brown-Liburd (2018), most auditors enter the
profession with a background that sufficiently equips them with technical accounting knowledge
that includes exposure to rudimentary fair value-related concepts such as testing for impairment
of goodwill, but considerably more effort is necessary to lead to expertise in fair value for financial
instruments. Training and working on audit engagements requiring assessments of lower order
FVMs, may improve auditor ability, generally, but alone are probably insufficient to appreciate
the FVMs fully for complex financial instruments.

The mixed results suggest that general experience measures are not sufficient in predicting
superior performance (Bedard 1989; Libby and Luft 1993). However, instead, task-specific
measures of knowledge or experience are found to better identify “experts” (Davis and Solomon
1989; Bonner and Lewis 1990), in that these measures are better predictors of superior

performance (e.g., Libby and Tan 1994; Ramsay 1994; Jamal and Tan 2001).
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While increased processing demands associated with the audit of FVMs may cause auditors
to over-rely on a specialist’s process, auditors who develop specialized knowledge and experience
with fair value accounting are more likely to possess a higher cognitive capacity and as a result
are less likely to fall prey to the “experts can be trusted” heuristic. As a result, they are more likely
to exhibit enhanced judgment and decision making because of the domain specific expertise they
have developed concerning FVMs (e.g., Barr-Pulliam, Mason and Brown-Liburd 2017).
Interactive Effect of Sourcing of Valuation Specialist and Domain Specific Expertise

Consistent with CLT, we expect that the general association between psychological
distance and level of construal will influence how auditors process information about
management-engaged vs. management-employed valuation specialists. Specifically, the physical
separation of the management-engaged specialist from the client’s physical environment will result
in a more critical assessment of the information generated by the specialist. Because individuals
have more opportunities to observe the behavior of people in closer proximity to them, they can
accumulate more knowledge about contextual, specific (i.e., low-level) features about the
psychologically proximate individual (Jones and Nisbett 1972). Also, psychologically proximate
relationships ordinarily involve more exposure to privileged information about the other's thoughts
and feelings, and thus a better sense of the other's complexities and depth of personality (e.g.,
Andersen, Glassman, and Gold 1998; Andersen and Ross 1984).

Therefore, we expect auditors to rely on high-level processing in their judgments of
information provided by management-engaged specialists and on lower level processing in
judgments of management-employed specialists even in situations where the auditor has
equivalent knowledge about both types of specialist. We expect this effect to occur when auditors

have greater domain specific expertise because, as noted in the discussion of domain specific
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expertise above, expertise reflects the accumulated amount of deliberate practice of explicit,

effortful, and goal-directed actions, which is reflective of high-level construals. Essentially,

auditors with greater domain specific expertise will recognize, that while the evidence originated
from a management engaged specialist is outside of the influence of management because
management is ultimately responsible for the F\VMs reported, the evidence has the potential to be
manipulated by management. Thus, auditors with greater domain specific expertise will be more
cognizant of the unique risks associated with complex FVM and will have the abilities necessary
to effectively identify audit procedures that will provide more persuasive evidence. In contrast,
auditors with less domain specific expertise will likely view the evidence by the management
engaged specialist as independent of management. Therefore, they will rely on less effortful
processing, and as such, will resort to simple decision rules (e.g., experts know best); resulting in
planned audit procedures that focus more on confirmatory as opposed to evaluative audit
procedures.

Based on the above discussion, we propose the following hypothesis:

H1: Auditors with greater domain specific expertise will make planning judgments (i.e.,
planned audit procedures) that result in more evaluative (i.e., persuasive) vs. confirmatory
audit procedures when management-engaged specialists versus management-employed
specialists prepare fair value measurements. Whereas, auditors with less domain specific

expertise will make planning judgments resulting in less persuasive vs. confirmatory audit
procedures, regardless of the type of valuation specialist.

Experimental Design
Participants

Auditors who specialize in the audits of FVMs were recruited from three international
public accounting firms and one regional public accounting firm to participate in the study by
senior representatives from their firms. Sixty-eighty auditors with an average of 3.69 years of

auditing experience, completed the experiment either in their office or at a training seminar
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conducted by one of the participating firms. The majority of the participants are audit seniors who
are generally responsible for evaluating complex estimates (Griffith et al., 2014). The mean for
self-reported knowledge of FVM and training is 3.76 and 3.74, respectively, on a seven point
Likert Scale - 1 (Not Very Knowledgeable) to 7 (Very Knowledgeable). Further, participants
indicated a mean of 5.91 times they encountered similar FVM issues on their audit engagements.
These demographics indicate participants had the requisite general domain auditing knowledge as
well as task specific knowledge. Table 1 presents demographic information. Except for “the
number of times participants encountered the audit issue,” there were no significant demographic
differences between the four experimental conditions, supporting random assignment.®
Insert Table 1 here

Experimental tasks

Auditors were randomly assigned to one of two experimental conditions to complete the
tasks. In our experiment, we manipulate the client use of a valuation specialist (employed vs.
engaged) between participants. Participants received a realistic case adapted from an auditing case
that was developed by one of the Big 4 firms.® We made minor modifications to the case based on
the comments and experiences of audit partners, an audit manager, and national practice employees
with expertise in FVMs and disclosures at several firms.

Our case solicits planning risk assessments and evidence judgments, as well as planned
audit procedures, after reviewing a client situation where there are material Level 2 and Level 3
financial assets subject to FVMs, and arguably an environment where both engagement risk and

inherent risk are higher (i.e., publicly held company, highly subjective estimates, Level 3 assets,

8 Participants in the management-engaged condition had the greatest amount of experience with the audit issue as
compared to all other conditions (means = 15.12 vs. 1.53, respectively; p < .001). We conduct additional analyses to
examine the impact of this variable on our overall findings, which we discuss in the additional analyses section.

9 No participants were recruited from this firm.
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etc.). The client, a for-profit publicly traded conglomerate consisting of multiple business lines
and operating in a variety of industries throughout the United States, is highly profitable and has a
financial segment that manages an investment portfolio of approximately $500 million, used to
fund operations as needed. Their investment portfolio represents approximately 20 percent of
consolidated total assets, and for the past several years, it has consisted of both equity securities
within the S&P 500 Index, investment grade bonds, and alternative investments. Alternative
investments consist primarily of collateralized debt obligation (CDO) securities.

The company’s FVMs have been determined to be an area of concern for the current year’s
audit engagement because the market for certain securities held in the portfolio experienced a
significant decrease in the volume and level of activity that could result in their classification from
a Level 2 to a Level 3 investment.' Participants received information indicating that the company
has been a major client for the past seven years with significant billable hours and audit fees and
that in each of those years a standard unqualified audit report has been issued. Background
information focused on the company (industry, history, audit history, and summary financial
statements) and the issue at hand. Participants were then asked to provide planning judgments
about FVM, including risk assessments (e.g., risk of material misstatement), and the likelihood of
performing selected substantive audit procedures. Additionally, participants provided selected
demographic information.
Independent variables

We investigate the effects of the client’s use of a valuation specialist (SPECIALIST) AND

domain specific expertise (EXPERTISE) on auditors’ planned audit procedures to gather evidence

10 Approximately 72% of auditors indicated that the CDO should be classified as a Level 3 investment, compared to 26% who
indicated that the CDO should be classified as a Level 2 investment.
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about reported FVMs.!! The specialist manipulation is one in which the company either does or
does not outsource FVMs to an engaged valuation specialist. In the outsourced condition,
participants are told that for securities with an inactive market and where significant inputs are
unobservable, the company engages a third-party valuation specialist with expertise in FVMs for
complex Level 2 and 3 securities; that the specialist firm has a strong standing in the industry; and
that the specialist has worked with the company for over 10 years. Additionally, a director at the
specialist firm was a former VP of Finance at the company, and as a result, the firm is
knowledgeable about the company’s business. Thus, there is a potential that the information
provided by the engaged specialist firm may not be entirely objective, and auditors may be
skeptical of the relationship between the client and the valuation specialist.*?

In contrast, in the condition where an employed valuation specialist (in-house), participants
are told that the fair value measurement is produced in-house by a manager responsible for FVMs
and disclosure. The employed fair value specialist responsible for preparing FVMs has over ten
years of experience with the company, extensive knowledge of fair value estimation, and the
required experience to perform FVMs for complex Level 2 and 3 securities.

To measure domain-specific expertise, we construct a variable which measures auditors’
self-reported years of audit experience, task experience, and knowledge of FVMs. These three
measures load on a single factor that captures our measure of EXPERTISE (eigenvalue = 1.75).
Similar to Barr-Pulliam et al. (2017) our expertise measure examines technical expertise (i.e.,
knowledge and ability) rather than general expertise. Because the majority of auditors enter the

profession with a background that sufficiently equips them with technical accounting knowledge,

1 'We use Interaction!, a windows based software program designed to perform statistical analysis of interactions
using dichotomous, categorical, or continuous variables.

12 Auditors are required to evaluate the relationship of the valuation specialist to the client including circumstances that might
impair the objectivity of the valuation specialist (SAS No. 73, AICPA 1994, SAPA NO. 2, PCAOB 2009).
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they are capable of auditing simple fair value-related concepts (e.g., calculating and testing for
impairment of goodwill). However, they acquire greater knowledge when accounting firms invest
considerable resources that provide on-the-job and firm-specific training in areas such as fair value
and when they gain direct experience though working on audit engagements requiring assessments
of FVM (Solomon, Shields, and Whittington 1999). In fact, prior research suggests that the
preferred way for auditors to acquire knowledge is through specialized indirect experience such as
training coupled with focused direct experience such as working on audit engagements requiring
a specific skill (Solomon et al. 1999).
Dependent variables

To examine how the reliance on management’s specialist potentially impact subsequent
audit evidence decisions, we analyze auditors’ responses to the likelihood of performing selected
substantive audit procedures generally conducted to gather evidence about FVMs. Audit
participants received a list of 16 standard substantive audit procedures taken from a general audit
program for the audits of FVM and were asked to indicate the likelihood of performing the audit
procedure. ** The list included both confirmatory procedures (i.e., those that focus on verification
of management’s model components and that require little judgment) and evaluative procedures
(i.e., those that focus on the evaluation of the reasonableness of significant assumptions and model
selection that are more susceptible to management bias). (Appendix 2 lists both the confirmatory
and evaluative substantive audit procedures.).

To verify that the classification of the procedures as confirmatory or evaluative, we
validated the classification by having two Ph.D. students with prior audit experience independently

classify each of the procedures by the nature of the procedure (more confirmatory [less auditor

13 We asked auditors to respond to several substantive audit procedures based on procedures outlined in the auditing standards for
fair value estimates (AU 328).
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judgment] versus more evaluative [more auditor judgment]). Differences were reconciled by an
accounting professor, not associated with this study, specializing in research related to audits of
FVMs. Our dependent variable is the participants’ proportion of planned evaluative to
confirmatory substantive audit procedures (RATIOEVAL), calculated as the mean likelihood
assessments of audit procedures classified as evaluative procedures divided by the mean likelihood
assessments of audit procedures classified as confirmatory. Because there is greater risk of
intentional or unintentional bias with subjective versus objective financial statement accounts
(Glover et al. 2008; DeZoort et al. 2001), audits of subjective accounts require more judgment
based audit analysis than objective accounts. Further, evaluative audit procedures require auditors
to engage in more critical thinking. As noted by Nolder and Kadous (2017) critical analysis of
evidence entails organizing pieces of evidence in an integrative manner; which is akin to a

skeptical mindset.

We control for auditors’ assessment of the risk of material misstatement. Assessed risk of
material misstatement impacts the auditor’s decision regarding the nature, timing, and extent of
audit evidence gathered to achieve their planned level of detection risk and guides the selection of
audit procedures to achieve an effective and efficient audit. For example, if the risk of material
misstatement is assessed as high, the auditor would presumably design audit procedures to collect
more persuasive evidence and engage in more direct observation than when the risk of material

misstatement is assessed as low.

Results
Manipulation checks
To determine whether participants encoded the SPECIALIST experimental condition as

intended, we asked them to respond to the statement: “In developing fair value measurement and
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disclosures, Sl uses the services of a third-party valuation firm,” where 1=true and 2=false. 100
percent of participants in the engaged specialist condition answered true, and 100 percent of the
participants in the employed specialist conditions answered false (y° = 68.0, p <.001).
Test of hypotheses

Table 2 provides the means and standard deviations of the participants’ audit planning
judgments by experimental conditions.

Insert Table 2 here
Insert Table 3 here

H1 posits that participants with greater domain specific expertise will assess a higher
likelihood of performing evaluative versus confirmatory audit procedure when the client uses an
engaged specialist to develop FVMs, the interactive effect of EXPERTISE and SPECIALIST. A
multiple regression indicates results (F (4, 13) = 2.214, p =.07, R? = .123) consistent with our
hypothesis. We find a significant interaction effect of EXPERTISE x SPECIALIST for
RATIOEVAL (B = -.122, t (63) = -2.79, p = .007). Figure 1 presents the interactive effects of
EXPERTISE x SPECIALIST for RATIOEVAL and as demonstrated, the influence of EXPERTISE
results in a higher proportion of evaluative substantive audit procedures for management-engaged
specialist as compared to management-employed specialists. Recall, there is no significant
difference in the risk of material misstatement across conditions which indicates that the planned
audit approach would be equivalent. However, our results suggest that psychological distance
influences auditors’ evidential planning judgments given the finding that auditors with greater
domain specific expertise are more likely to perform a higher proportion of evaluative substantive
audit procedures when management uses an engaged specialist versus management-employed

valuation specialists.
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Insert Figure 1 here

Additional Analyses

Given regulator’s concern regarding auditors’ application of professional skepticism and
consideration of potential management bias, we explore whether the source of the FVM and the
level of domain specific expertise has an impact on the perception of the credibility of management
provided evidence. Specifically, we examine auditors’ perception of the persuasiveness of
management-provided evidence. Auditor’s assessment of the persuasiveness of management-
provided evidence likely impacts the extent that they will rely on the evidence. For example, less
reliable information should be weighted less in the auditor’s judgment process (Hirst 1994), and
as such, auditors will adjust the planned audit approach accordingly (Beaulieu 2001, 1994).
Further, professional standards require auditors to maintain an attitude that incorporates a
questioning mind, and critical assessment of client provided evidence and information (e.g., AS
13.7; AU 88 230.07, 316.13).

We ask auditors to respond to the following question on a 7-point Likert scale (1 = Very
Low Persuasiveness and 7 = Very High Persuasiveness), How would you weight the
persuasiveness of the audit evidence S| provided related to the fair value measurement and
disclosure of the CDO? Non-tabulated results demonstrate a moderately significant interaction of
EXPERTISE x SPECIALIST (B =.578, t (63) = 1.76, p = .082). This finding provides evidence that
auditors with high domain specific expertise assess the persuasiveness of management provided-
evidence the same regardless of the source of the valuation (i.e., management engaged vs.
management employed specialist), means = 4.27 vs. 4.0, respectively. However, the source of the
FVM influences low domain specific expertise auditors judgments regarding the nature of audit

procedures performed. Specifically, these auditors find management provided evidence to be more
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persuasive when management employed vs. management engaged specaialist develop the FVMs
(means = 5.09 vs. 3.80, respectively).

Taken together, results from our primary and supplemental analysis suggest that auditors
with superior FVM expertise respond to the potential management bias by adopting a skeptical
mindset. In other words, they engage in a critical assessment of management provided evidence
and respond with a planned audit approach that incorporates more evaluative vs. confirmatory
audit procedures. However, it is of concern that auditors regardless of the level of domain specific
expertise did not indicate that they would perform a higher proportion of evaluative procedures for
an employed specialist. Evidence generated by management is generally considered to be the least
reliable form of evidence, and as such, auditors are expected to perform substantive audit
procedures that provide them with more persuasive evidence, especially given the inherent
complexity and risks associated with FVMs. Indeed, the PCAOB inspection reports have
consistently cited auditors for deficiencies related to their reliance on evidence generated by
specialists, including failure to understand the methods, models, and assumptions used by the
specialists.

Conclusion

This study examines the effects of domain specific expertise and the client’s use of engaged
or employed valuation specialists on audit planning judgments. We asked 68 auditors with prior
experience in auditing FVMs to indicate the likelihood of using selected substantive audit
procedures consisting of both evaluative and confirmatory procedures after viewing a case
involving FVMs. Results indicate that auditors are more likely to use a higher proportion of
evaluative procedures when the client engages a valuation specialist, AND the auditor has greater

domain specific expertise.
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Our findings suggest that auditors may be prone to the effects of psychological distance
when auditing FVVMs generated by a management-engaged valuation specialist. Specifically, using
construal level theory to motivate our expectation of the influence of psychological distance we
find that auditors with greater domain expertise appear to be more skeptical of FVMs prepared by
a management-engaged valuation specialist and as such are more likely to perform substantive
audit procedures that will result in more persuasive evidence. Further, results suggest that auditors,
regardless of domain specific expertise are more likely to select audit procedures that are less
extensive and persuasive (i.e., confirmatory) when the client employs the valuation specialist.
Given that there was no significant difference in the risk of misstatement when management
employed vs. engaged a specialist, it is logical to expect the nature and extent of testing to be
similar.

As in all studies, there are limitations that represent opportunities for future research. We
do not solicit the outcome that auditors expect to report in their financial statements. As Level 3
FVMs are highly subjective, it is likely that auditors will have to engage in negotiations with
management to arrive at the appropriate amounts to report in the financial statements. Future
research could examine how auditors resolve issues related to FVMs. Additionally, this study
captures auditors’ planning judgments and not the actual audit effort. Given the PCAOB finding
from inspections that auditors are not obtaining sufficient evidence to support their risk
assessments for FVMs, future research that provides more insight into the relationship between
planning risk assessments and audit effort would be valuable.

This study has implications for the auditing profession, as recent PCAOB inspection
reports for the largest audit firms cite a number of deficiencies related to auditing FVMs and the

effectiveness of controls over them (PCAOB 2010a). They state that a number of the deficiencies
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cited are due to a lack of professional skepticism on the part of the auditor. By applying a well-
documented theory from psychology to this audit context, we provide insight concerning how
auditors incorporate valuations of management-engaged versus management-employed valuation
specialists into their planning judgments, which potentially helps to explain why auditors may not
exhibit an appropriate level of professional skepticism when auditing fair value estimates.
Additionally, our study sheds light on the PCAOB findings that audit evidence obtained is not

appropriate and does not sufficiently support audit conclusions related to fair value estimates.
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Appendix 1: Example of audit deficiencies relating to FVMs and related disclosures

PCAOB Release No. 104-2013-147 - Inspection of KPMG LLP - July 30, 2013

A.12. Issuer L

In this audit, the Firm failed in the following respects to obtain sufficient appropriate audit evidence to support its

audit opinions on the financial statements and the effectiveness of ICFR —

e  The issuer used information from an external pricing vendor to determine the recorded fair value of the

majority of its fixed-maturity AFS investment securities. For securities for which pricing information was

not available from the external pricing vendor, the issuer obtained prices from its external investment

manager. The Firm failed to sufficiently test the issuer's controls over the valuation of the fixed-maturity

AFS investment securities without readily determinable fair values. Specifically —

o

With respect to the prices obtained from the external pricing vendor, the Firm selected for testing a
control that consisted of the issuer's review of information provided by the issuer's external
investment manager. The information reviewed included the investment manager's comparison,
for certain of the issuer's investments, of prices obtained from the issuer's external pricing vendor
to prices received from other pricing vendors, and the identification of investments for which
variances between prices exceeded established thresholds. There was no evidence in the audit
documentation, and no persuasive other evidence, that the Firm had identified and tested controls
to ensure that the prices used in the investment manager's comparison were the same as those the
issuer used to record its fair values. In addition, the Firm failed to consider the effect of incorrect
calculations by the investment manager of certain variances between prices on its conclusions
regarding the severity of an identified deficiency in this control.

The Firm failed to test whether the issuer's controls addressed the need for the issuer to have a
sufficient understanding of how the external pricing vendor had priced the AFS investment
securities without readily determinable fair values to enable the issuer to determine (a) whether the
prices were reasonable and determined in accordance with GAAP and (b) whether the securities
were appropriately classified within the fair value hierarchy.

The Firm failed to identify and test any controls over the valuation of investments for which its

external pricing vendor did not provide a price.
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o  With respect to the substantive testing of the valuation of the AFS investment securities, the Firm tested the

value of the securities at an interim date and, to extend its conclusions to the year end, it developed

expectations of year-end values for the AFS investment securities and tested some transactions that

occurred after the interim testing. The procedures performed to extend the Firm's conclusions were not

sufficient. Specifically —

o

A.13. Issuer M

The Firm's expectations were that the value of most of the investments it had tested at interim
dates would not change significantly from the interim testing date to year end, and that, for some
investment securities without readily determinable fair values, the value would not change by
more than five percent of the value on the interim testing date. The Firm failed to obtain evidence
to support these expectations but nevertheless used them despite the diverse composition of the
issuer's portfolio, the issuer's disclosure regarding market volatility in the last half of the year, and
the decline in the credit rating of certain of the relevant investments. The Firm's testing of the
valuation of certain investments that were reclassified from level 2 to level 3 between the interim
testing date and year end was not sufficient. Specifically, the Firm's year-end testing was limited
to (1) comparing the value of these securities at the interim testing date to the value at year end
and (2) obtaining a price for only one security from a pricing service, without performing any
additional procedures to evaluate whether the price was reasonable and determined in accordance
with GAAP.

The Firm failed to sufficiently test the valuation of the securities that the issuer acquired between
the interim testing dates and year end, as its testing was limited to (a) testing the prices at the date
of acquisition and (b) verifying that the change in price from the date of acquisition to year end

was in line with its expectation, without obtaining evidence to support its expectation.

In this audit, the Firm failed in the following respects to obtain sufficient appropriate audit evidence to support its

audit opinions on the financial statements and the effectiveness of ICFR —

e The issuer obtained pricing information for the majority of its AFS investment securities from external

pricing vendors and used this information to record the securities' fair value. The Firm failed to test whether

the issuer's controls addressed the need for the issuer to have a sufficient understanding of how the external
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pricing vendors had priced its AFS investment securities without readily determinable fair values to enable
the issuer to determine (a) whether the prices were reasonable and determined in accordance with GAAP
and (b) whether the securities were appropriately classified within the fair value hierarchy.

e The Firm tested the value of the issuer's AFS investment securities at an interim date and, to extend its
conclusions to the year end, it developed expectations of year-end values for these securities. With respect
to certain AFS investment securities, the Firm used market indices to develop its expectations of the
securities' value, but it failed to obtain evidence to support its assumption that the securities underlying the
indices were comparable to the issuer's AFS investment securities. In addition, for one category of AFS
investment securities, the Firm failed to perform procedures to support its conclusion that a difference
between the recorded fair value and its expectation of fair value, which exceeded the Firm's level of

materiality, did not represent a material misstatement.
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Appendix 2: SUBSTANTIVE AUDIT PROCEDURES

o EVALUATIVE: Procedures that focus on the evaluation of the reasonableness of significant assumptions and
model selection that are more susceptible to management bias.

1.

Determine that management has identified significant assumptions underlying the valuations. Identify
and evaluate any specific risks identified.

Evaluate the consistency of assumptions and sensitivity to changes in assumptions for SI’s valuation
method.

Consider whether variances from the prior period fair value measurements result from changes in
market or economic circumstances.

Assessment of the third party valuation specialist used to evaluate and document the appropriateness of
management’s assumptions.

Develop independent fair value estimates for corroborative purposes and compare to SI’s fair value
estimates.

Use an external third party valuation specialist to develop independent expectations.

Evaluate the expertise, objectivity, and experience of those persons determining the fair value
measurements (including 3™ party specialist).

e Confirmatory: Procedures that focus on verification of management’s model components that require little
judgment.

8.

9.

10.

11.

12.

13.

14.

15.

16.

Confirm holdings of SI’s investments on a security by security basis.

Review investment statements from third parties reflecting investment activity and compare with SI’s
records.

Perform tests of SI’s significant assumptions, valuation models, and the underlying data.

Identify and verify sources of documented support for management’s assumptions.

Perform recomputation of selected inputs.

If an independent specialist is used to estimate fair value, obtain an understanding of the nature of the
work performed by the specialist.

Determine that SI’s valuation method is appropriate and applied consistently. Specifically, assess the
accuracy of management’s assumptions over time.

Verify growth rates, discount rates, etc. used in the valuation model.

Reconcile differences between SI's fair value estimates and independent fair value estimates.
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Table 1
Sample demographics

Variables N
Audit Experience years 68 3.69 (4.74)
Number of times encountered FV issues | 68 3.07 (6.01)
Position
Partner 3 4%
Director 1 1%
Manager 7 10%
Senior 95 82%
Advanced In-Charged 1 1%
Knowledge of FV 68 3.76 (1.31)
FV Training 67 3.74(1.39)

30

This table presents demographic data for the total sample. Amounts represent the mean responses and (standard

deviations). For position, the responses represent the number of participants and percentage of the total.
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Table 2

Audit planning judgments: Descriptive statistics.

31

Mean Valuation Specialist
Variable (SD) Management Engaged Management Employed Total
RATIOEVAL .946 .95 939
(11) (.134) (.130)
Low 4.56 4.46 4.74
Risk of Material Misstatement (1.46) (.849) (1.22)
8 N 18 26 44
£ 987 92 966
L% RATIOEVAL (:29) (121) (:207)
(&} .
£ | High 4.15 4.82 417
§ Risk of Material Misstatement (1.14) (1.33) (1.02)
< N 13 11 24
[
g
al RATIOEV 963 941 951
(.205) (.130) (.167)
Total . . . 4.39 4.57 4.49
Risk of Material Misstatement (1.33) (1.01) (1.16)
N 31 37 68

This table presents the by-cell means, standard deviations, and sizes for participants’ assessment of the risk of material misstatement measured on a scale of 1 — 7 where 1=low

risk; 4 = moderate risk; and 7 = high risk and the planned proportion of evaluative versus confirmatory substantive audit procedures.
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Table 3
Test of Hypotheses

Beta
Estimate  Std. Error  t-value
Constant .865 .080 10.707
EXPERTISE .091 036  2.481**
SPECIALIST -.020 .039 -.495
EXPERTISE * SPECIALIST -122 .044 -2.79**
RMM .021 .017 1.20

Notes:

1. Dependent Variable: RATIOEVAL = the proportion of evaluative versus confirmatory
planned substantive audit procedures

2. SPECIALIST (0 = Management Employed; 1 = Management Engaged [Reference
category]); EXPERTISE = constructed single variable measuring auditors’ self-reported
years of audit experience, task experience, and knowledge of FVMs; RMM =
participants’ assessment of risk of material misstatement measured on a scale of 1 — 7
where 1=low risk; 4 = moderate risk; and 7 = high risk

3. **-p-values are significant at the .05 level.

34

34



Planning Assessments for the Audit of FVMS

Figure 1

Interaction of Expertise and Specialist
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