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This paper examines the impact of two elements of the client's control environment

on auditor's assessment of the risk of material misstatement: audit committee

strength and CEO narcissism, the latter of which is a component of management

philosophy, operating style, and tone at the top. We predict and find that auditors'

risk assessments are adequately responsive to both elements; however, importantly,

a strong audit committee decreases perceived risk assessments only when the client

has a CEO with less narcissistic characteristics. In other words, our findings suggest

that the presence of narcissistic CEOs' attitudes weakens the perceived audit com-

mittee effectiveness, leading auditors to rely less on a strong audit committee. Our

findings contribute to the auditing literature by exploring auditors' responses to the

complex dynamics between management boards and those charged with governance.

From a practical perspective, our results suggest that auditing standards and practice

guidance should consider making such complexities and the role of management

attitudes and styles even more explicit.

K E YWORD S

audit committee strength, auditor risk assessments, CEO narcissism, control environment

1 | INTRODUCTION

Risk assessment is an integral part of every audit engagement, and

understanding the client and its control environment is at the core of

external auditors' risk assessment for a high-quality audit. Specifically,

as part of assessing the entity's control environment, auditors are

expected to evaluate (1) the participation of those charged with

governance, especially the entity's board of directors and audit com-

mittee, and (2) management's philosophy, operating style, and tone at

the top.1 By doing so, auditors should obtain an adequate understand-

ing of the client's monitoring structure and potential or realized

approach towards the client's business risks, financial reporting,

aggressive accounting practices, internal control and information

processing. Indeed, recent high-profile corporate failures, such as

Wirecard (Germany), Wells Fargo (United States), Steinhoff

(South Africa), Carillion (United Kingdom) and Odebrecht (Brazil), have

once again highlighted the importance for auditors to adequately

understand the client and its control environment. Ultimately, these

considerations should influence auditors' assessment of the risk of

material misstatement (RMM). However, given the highly dynamic

and integrated structure of the control environment, its understanding

and translation into auditor risk assessments are not straightforward.

In practice, rather than evaluating the governance structure and

management attitudes separately, auditors are likely to consider the

combined effect of these two control environment mechanisms in

their risk assessments. In this study, we examine whether the
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response of auditors' risk assessment to audit committee strength—an

indicator of the governance quality—is contingent on the client CEO's

narcissism—an essential element of management philosophy and

operating style, and reflecting the tone at the top.

Audit committees operate at the centre of the communication

between management and external auditors, and they are considered

a crucial constituent of an entity's overall corporate governance struc-

ture. According to prominent regulations worldwide (e.g., European

Commission, 2006; Sarbanes–Oxley Act, 2002), an effective audit

committee must be composed of independent members, financial

and/or industry expertise and extensive experience. From an agency

theory perspective, an effective (‘strong’) audit committee is essential

to reduce the client's overall business risk and, in turn, should influ-

ence subsequent audit risk assessments (Bedard & Johnstone, 2004;

Cohen et al., 2010). However, even after worldwide structural reforms

in the post-SOX era regarding the qualifications of audit committee

members and the restrictions on the direct involvement of CEOs in

the nomination of audit committee members, audit committees' effec-

tiveness remains an issue of debate. It is argued that audit committees

might be strong in form, but they are frequently weak in substance

due to, for example, the CEO's extensive influence (e.g., Beasley

et al., 2009; Fiolleau et al., 2013; Gendron et al., 2004; Gendron &

Bedard, 2006), and the audit committee's role being ceremonial rather

than substantial (Cohen et al., 2010). Prior auditing research has

established that auditors are responsive to the strength of the audit

committee in their planning judgements, including risk assessments

(e.g., Bedard & Johnstone, 2004; Sharma et al., 2008; Stewart &

Munro, 2007). In the current study, we extend this literature by exam-

ining whether the presence of a narcissistic CEO will reduce auditors'

perceived audit committee strength due to the potential malicious

behaviour of CEOs, even when the audit committee is strong in form.

Narcissistic individuals are mostly characterized as self-centred,

pursuing their own goals at the long-term cost of others (Campbell

et al., 2005) and making impulsive, risky decisions (O'Reilly

et al., 2014; Rosenthal & Pittinsky, 2006) that are harmful and costly

for organizations (Campbell et al., 2004). As they believe that their

actions are perfect, narcissists do not like to be accountable and trans-

parent (Sedikides et al., 2002) and resist criticism. Consequently, to

avoid criticism, judgement and monitoring, narcissists tend to influ-

ence and dominate others, for example, by restraining information

sharing within the organization (Campbell & Miller, 2011; Nevicka

et al., 2011). To avoid adequate monitoring over self-interested

managerial activities, CEOs are likely to be either reluctant to share

information with the audit committee or selective towards good news

(Kothari et al., 2009), specifically when they are with a narcissistic per-

sonality trait. Consequently, such an information asymmetry between

the CEO and audit committee is likely to restrain the monitoring

ability of the audit committee over CEOs' activities (Adams &

Ferreira, 2007; Chen et al., 2017; Harris & Raviv, 2008; Lisic

et al., 2016).

We examine whether auditors' risk assessments are responsive to

such complex dynamics between a narcissistic CEO and the audit

committee. While prior auditing research documents that auditors

incorporate evidence of their clients' CEO personality or management

attitudes into their overall (fraud) risk assessments (Apostolou

et al., 2001; Boyle et al., 2015; Johnson et al., 2013), the current study

examines how CEO narcissism may mitigate the impact of audit com-

mittee strength on auditors' risk assessments. We predict that when

the client's CEO is a narcissist, auditors' risk assessment response to

audit committee strength will be reduced because they perceive the

client's audit committees as less effective in monitoring due to

the potential influence of a narcissistic CEO.2

To test our prediction, we conducted a 2 � 2 experiment among

112 Dutch auditors from Big 4 and non-Big 4 firms who assessed the

RMM based on a scenario in which audit committee strength and

the client's CEO narcissism were manipulated each at two levels (low

and high). Consistent with our prediction and theory, we find that

audit committee strength reduces RMM only when the client's CEO is

less narcissistic. Hence, the presence of a narcissistic CEO not only

weakens this desirable impact of the audit committee on auditors'

assessed RMM but even eliminates the effect. Our findings suggest

that, in their risk assessments, auditors are perceptive of the adverse

influence of the client's CEO's narcissism on audit committee effec-

tiveness. Follow-up interviews with eight senior audit partners from

all Big 4 audit firms in the Netherlands confirm that, in practice,

auditors consider the impact of a narcissistic CEO and the effective-

ness of the audit committee as well as their interplay.

Our paper contributes to the existing literature, audit practice,

and regulations in several ways. First, this paper is the first to examine

the moderating impact of CEO narcissism on the relationship between

audit committee strength and auditors' risk assessments. This is an

essential extension to the auditing literature because recent studies in

management explicitly indicate the need for research focusing on the

role of the CEO's personality on the dynamics of CEO–board dyads

and the consequences of such dyads for organizations (Samimi

et al., 2020).3 Although prior literature provides insights regarding the

direct impact of CEO narcissism on auditors' judgements

(e.g., Johnson et al., 2013), it does not consider the combined impact

of governance structure and management attitude—two important

control environment elements—on auditors' risk assessments. Second,

our findings complement prior research on the effectiveness of the

audit committee (e.g., Bruynseels & Cardinaels, 2014; Carcello

et al., 2011; Cassell et al., 2018; Fiolleau et al., 2013; Kim et al., 2017;

Lisic et al., 2016). We show that, even without explicit knowledge

about the relationship between audit committee members and CEOs,

auditors are likely to perceive audit committees as weaker in sub-

stance. This is, merely, because of the presence of a CEO with a dis-

tinct personality, which appears to be indicative of certain intended

attitudes and behaviours in auditors' minds. Third, we contribute to

the ongoing revisions of auditing standards on the assessment of

RMM by documenting that auditors are indeed sensitive to the com-

plex dynamics of the entity's control environment. Specifically, when

the client has a highly narcissistic CEO, auditors put less emphasis on

the potentially favourable impact of strong audit committees on moni-

toring and internal controls. Heiman-Hoffman et al. (1996) indicate

that in the determination of misstatements in financial reporting,
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relative to situational factors like firm-specific conditions, attitude

factors—the management philosophy towards dishonest, hostile,

aggressive and unreasonable behaviours—are potentially more critical

warning signs for auditors. Our findings confirm that, in auditors' risk

assessment, CEO narcissism (an attitude factor) appears to dominate

the effect of audit committee strength (a situational factor). Boyle

et al. (2015) and Hammersley (2011) argue that the client CEO's

personality should be incorporated into the auditors' risk model,

specifically if the CEO is narcissistic (Craig & Amernic, 2011). In line

with previous studies, our findings imply that the inclusion of the

narcissistic personality trait is necessary because, via their potential

influence over the monitoring ability of audit committees, narcissistic

CEOs affect auditors' perceptions regarding audit committee strength

in their risk assessment.

2 | INSTITUTIONAL BACKGROUND,
LITERATURE REVIEW AND HYPOTHESIS
DEVELOPMENT

2.1 | Audit committee requirements in the
Netherlands

In the Netherlands, different from most other countries (such as the

United States and the United Kingdom), most corporations have a

‘two-tier board’ structure that is composed of a management board,

mainly responsible for the decision management (initiation and

implementation), and a supervisory board, principally responsible for

the decision control (ratification and monitoring). Dutch corporation

law and the Dutch Corporate Governance Code (2016) require

supervisory boards to consist of only non-executive members.4

Supervisory boards of publicly listed companies are required to have

an audit committee (a subcommittee of the supervisory board) of

which more than half of the members, including the chairperson, are

independent. The members of the audit committee are selected from

the full supervisory board. According to Dutch law, the chair of the

supervisory board or a former managing director of the company

cannot be appointed as the chair of the audit committee.

Audit committees are in charge of the nomination and selection

of the external auditors and the first point of contact for external

auditors, specifically if the auditor identifies potential irregularities in

the financial reporting. Regarding audit committee communication

with auditors, the audit committee is required to meet with external

auditors at least once a year, without the presence of the executive

board, and more frequently if needed. Moreover, the audit committee

is expected to monitor the integrity and quality of the financial

reporting and assess the effectiveness of internal risk management

and control systems.

In addition to the independence and meeting frequency require-

ments, and similar to requirements in other jurisdictions, and in line

with the EU Statutory Audits Directive (European Commission, 2006),

at least one of the members of the audit committee must have

financial, accounting and/or auditing expertise.

2.2 | Audit committee strength and auditor-
assessed risks of material misstatements

From an agency theory perspective, corporate governance with a

strong board and an audit committee as monitoring tools are pre-

sumed to be efficient contractual mechanisms mitigating potential

agency problems in an organization (Cohen et al., 2008). Specifically,

an active, functional and well-structured audit committee is expected

to limit potential misstatements (DeZoort et al., 2003; Xie

et al., 2003).

Audit committees are responsible for the coordination and

communication between internal and external auditors and for

assuring the independence of external auditors. Consequently, they

play a vital role in the financial reporting and audit quality through

strong monitoring and overseeing of management and internal

control of the financial reporting process (Beasley, 1996;

Klein, 2002; Sarbanes–Oxley Act, 2002). Previous archival studies

confirm that firms with strong audit committees (proxied by

independence, experience, accounting, financial expertise and

involvement) are more likely to have higher quality financial

reporting, are less likely to engage in fraudulent financial reporting

(e.g., Abbott et al., 2004; Beasley et al., 2000; Bedard et al., 2004;

Cohen et al., 2013; Dhaliwal et al., 2010; Klein, 2002; Xie

et al., 2003) and are less likely to be associated with internal

control and disclosure problems (e.g., Hoitash et al., 2009;

Johnstone et al., 2011; Krishnan, 2005; Naiker & Sharma, 2009;

Zhang et al., 2007).

While in the pre-SOX period, auditors did not perceive audit com-

mittees as a strong monitoring mechanism in the financial reporting

process (Cohen et al., 2002), in the post-SOX period, the role of audit

committees has improved significantly (Cohen et al., 2010). Auditors

are explicitly required to consider the governance structure of the

audited entity when assessing the effectiveness of its control environ-

ment (e.g., ISA 315, International Standards of Auditing [ISA], 2019),

and they consider effective audit committees as a source of internal

control strength (Hines et al., 2015). Strong and effective corporate

governance and audit committees reduce clients' overall business risk

and, hence, should also influence the subsequent assessment of RMM

(Bedard & Johnstone, 2004; Cohen et al., 2010). Stewart and

Munro (2007) document that the existence of an audit committee

decreases auditor-assessed RMM. Similarly, Sharma et al. (2008) find

that strong corporate governance is associated with lower control

environment risk. Furthermore, Contessotto and Moroney (2014)

find that there is a negative association between the audit

committee strength in substance and auditor-assessed RMM. In

line with the above arguments and in an attempt to replicate the

findings of previous studies, we expect auditors' risk assessments to

be lower in response to a strong audit committee, and we

hypothesize that:

Hypothesis 1. Auditors' risk assessments are lower in

response to a strong audit committee compared with a

weak audit committee.
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2.3 | CEO narcissism and auditor-assessed risks of
material misstatements

While the audit committee, being the most prominent vehicle for the

participation of those charged with governance, is an important com-

ponent of the entity's control environment, auditors also consider

other organizational factors, as prescribed by auditing standards

(e.g., ISA 315, ISA, 2019). An important element of the control envi-

ronment is that of management philosophy, operating style and tone

at the top. Specifically, given that CEOs are among the main figures in

the organizational decision-making process and all strategic choices

are affected by their cognitive values (Hambrick & Mason, 1984),

auditors are likely to consider the influence of CEOs in their assess-

ment of the control environment and ultimately the RMM.

The Theory of Reasoned Action (Ajzen & Fishbein, 1980) states

that individuals' behaviours are shaped by their intentions, which are

linked to their personality traits. Auditors likely consider clients'

behavioural intentions as strong predictors of a specific behaviour

(Kaplan et al., 2011). In this paper, we are interested in the personality

trait of CEO narcissism. On one hand, narcissism can be considered a

desirable personality trait at the top of an organization and potentially

a key ingredient for CEOs, because individuals with a narcissistic per-

sonality are more willing to pursue positions of power that require

independent thinking, risk taking, passion, charisma and self-

confidence (De Vries, 2004). On the other hand, extreme narcissistic

traits of CEOs are commonly considered a ‘toxic drug’
(De Vries, 2004). Narcissists continuously search for affirmation,

recognition and rewards (Resick et al., 2009) and are characterized by

traits such as excessive self-focus, self-entitlement, dominance,

self-confidence, a sense of entitlement, grandiosity and low empathy

(Ham et al., 2017; O'Reilly et al., 2014).

Recent studies in management, finance and accounting suggest

that a high level of narcissism is related to unethical conduct

(Amernic & Craig, 2010) and that CEO narcissism increases risk taking

and has negative consequences for the organization (Ham

et al., 2017; Ham et al., 2018; Johnson et al., 2013; Young

et al., 2015). More specifically, CEO narcissism is associated with real

earnings management (Ham et al., 2017; Olsen et al., 2014), meeting

or beating analyst forecasts (Olsen et al., 2014), firm performance

volatility (Chatterjee & Hambrick, 2007), merger and acquisition

decisions (Aktas et al., 2016), corporate tax avoidance (Olsen &

Stekelberg, 2015), overinvestment (Ham et al., 2018), financial mis-

reporting and fraud (Hales et al., 2011; Rijsenbilt, 2011; Rijsenbilt &

Commandeur, 2013; Schrand & Zechman, 2012). Narcissistic CEOs

exhibit excessive risk taking (Campbell et al., 2004; Foster et al., 2009)

and misreporting (Hales et al., 2011; Rijsenbilt, 2011; Rijsenbilt &

Commandeur, 2013; Schrand & Zechman, 2012).5

Based on the Theory of Reasoned Action and auditors' required

focus on management philosophy, operating style and tone at the top

as part of their required evaluation of the entity's control environment

during audit planning, we suggest that the presence of a narcissistic

CEO may have an adverse influence on auditors' risk assessment due

to auditors' perceptions of the CEO's behavioural intentions. Our

second hypothesis replicates prior auditing research that has docu-

mented that the clients' CEO personality trait is positively related to

auditors' overall (fraud) risk assessments (Apostolou et al., 2001; Boyle

et al., 2015; Hammersley, 2011; Heiman-Hoffman et al., 1996), and

more recent studies directly associate it specifically with narcissism

(Johnson et al., 2013; Judd et al., 2017).

Hypothesis 2. Auditors' risk assessments are higher in

response to the presence of a narcissistic CEO com-

pared with its absence.

2.4 | The moderating effect of CEO narcissism

Given their positions in the organizations, CEOs have an information

advantage regarding all strategic decisions of an organization relative

to others (Beck & Mauldin, 2014; Compernolle & Richard, 2018;

Fiolleau et al., 2013), including governance bodies, such as audit com-

mittees. As part of the head of the management board, the CEO has

controlling power over what information is shared with the audit

committee and auditors, including how and when this is done

(Fiolleau et al., 2013).

Using this opportunity, together with the incentives derived from

their personality, to avoid the costs of their actions, CEOs may

purposefully be reluctant to share or be selective in sharing news

regarding their actions (Kothari et al., 2009), mainly with the ones

responsible for monitoring. Such opportunistic use of information

power may generally cause a higher risk of both adverse selection

(hidden information) and moral hazard (hidden action).

Prior research argues that the CEO's extensive influence may

weaken the substantive effectiveness of audit committees even when

they are strong in form (e.g., Beasley et al., 2009; Fiolleau et al., 2013;

Gendron et al., 2004; Gendron & Bedard, 2006). CEOs may dominate

over audit committees through informal involvement in the selection

of committee members via co-option (Cassell et al., 2018), involve-

ment in the auditor selection process (Fiolleau et al., 2013), their social

ties with committee members (Bruynseels & Cardinaels, 2014) and

their overall power (Lisic et al., 2016). While these prior studies have

examined CEO influence on the effectiveness of audit committees,

we argue that the presence of a narcissistic CEO will reduce the effect

of audit committee strength on auditors' risk assessment, as a result

of the potential malicious behaviour of CEOs. Prior research shows

that narcissistic CEOs have a lower tolerance for monitoring (Young

et al., 2015) and a strong preference to use information power and

dominance to limit the criticism and judgement abilities of others

(Nevicka et al., 2011). Therefore, they are likely to be less inclined to

share information with the audit committee, to avoid extensive

questioning which may cause them to be accountable and responsible

to make explanations for their choices. The primary incentive for nar-

cissists to have a lower tolerance for extensive monitoring stems from

the deterrence of attitudes such as being accountable, the expectation

to explain, rationalize and defend one's self-evaluations to another

person (Sedikides et al., 2002). Moreover, narcissistic CEOs may also
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be reluctant to share information to avoid reporting by audit

committees on their performance arisen from risky operations,

because of their focus on strong success and achievement orientation

and avoidance of fear and failure (Elliot & Thrash, 2001).

Given that a less informed audit committee will be unable to con-

duct high-quality monitoring over CEOs' self-interested managerial

activities, auditors' assessed risks are less likely to be alleviated even if

the audit committee is strong in form. With a narcissistic CEO,

auditors are likely to attribute greater salience to the CEO's

personality relative to audit committee strength. Hence, we expect

that, in the presence of a narcissistic CEO, due to the information

asymmetry arising from the CEOs' potential attitudes and intentions,

auditors perceive audit committees to be less effective even though

they are strong in form. Therefore, we expect the effect of

audit committee strength on the auditor-assessed RMMs to be

weakened by CEO narcissism in our final hypothesis (see also

Figure 1).

Hypothesis 3. The effect of audit committee strength

on auditors' risk assessments is weaker when the CEO‘s
narcissism is high compared with low.

3 | RESEARCH METHOD

3.1 | Procedure and participants

To test our hypothesis, we designed and administered an experiment

by using a 2 CEO NARCISSISM (high vs. low) by 2 Audit Committee

(AC) STRENGTH (high vs. low) between-participants design. We ran-

domly assigned participants to one of the four treatment conditions.

The experimental case used in this study is an adaptation of the

Johnson et al. (2013) case with the permission of the author team.

The case was carefully adapted to fit our research objectives and con-

textually and linguistically translated into Dutch. The case centres on

a construction company (Groenendijk Construction N.V.), which has

problems in the timely delivery of a project within budget. One of the

prominent adjustments we made to the original case was the intro-

duction of the client's CEO instead of the general manager, to reflect

our purpose of investigating auditors' response to the CEO's

narcissistic traits.

Participants were Dutch audit professionals from the Big 4 audit

firms and one smaller audit firm. Audit professionals at the senior staff

level and higher were invited to participate by the researchers and the

research assistants through personal requests. Auditors at these ranks

are considered to be core audit team members who, following Dutch

and International Standards on Auditing, are required to be involved

in audit and fraud risk assessments in the planning stage of the audit

(ISA 315, ISA, 2019). Each participant received an email with a link to

a Qualtrics survey containing a (1) brief introduction to the research

project, (2) information about the hypothetical audit engagement and

client (including the description of our manipulations), (3) the depen-

dent variable measures, (4) manipulation checks and (5) postex-

perimental questionnaires. To mitigate the risk of participants sharing

and discussing information about the case and, thereby, discovering

manipulations, the email only referred to an audit judgement case and

urged participants to complete the questionnaire in one sitting. Fur-

thermore, reading the case and answering took no longer than 25 min,

the window between the distribution of the emails and closing

Qualtrics was short (6 days), and once completed, the questionnaire

could not be submitted again. Once responses were submitted, all par-

ticipants received an email to verify that they completed the survey

themselves, and after the closing of Qualtrics, all participants were

thanked for their effort and debriefed about the experimental nature

of the survey. The experimental protocol in which the aforementioned

measures are embedded was independently reviewed and approved

by the Ethics Committee of one of the authors' universities.

F IGURE 1 Predicted interaction: CEO
narcissism by audit committee strength on
auditors' assessed risk of material misstatement
[Colour figure can be viewed at
wileyonlinelibrary.com]
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3.2 | Independent variables

To manipulate CEO NARCISSISM, we followed Johnson et al. (2013)

and Chatterjee and Hambrick (2007) by using a composite measure

including (1) the prominence of the CEO's photograph in the

company's annual report, (2) a dialogue between the auditor (the par-

ticipant) and the client manager that included (in the high narcissism

condition) or did not include (in the low narcissism condition)

conversational cues by the CEO that were consistent with narcissism

and (3) the CEO's use of first-person singular pronouns in

conversation.6 The resulting manipulation is presented in Table 1.

To manipulate AC STRENGTH, we used a composite of (1) audit

committee financial and accounting expertise (high vs. low), (2) the

number of audit committee meetings (six vs. two per year) and

(3) audit committee and CEO social ties (absent vs. present), which is

consistent with prior research. Financial or accounting expertise may

enhance financial reporting quality and reduce fraud and restatements

(Abbott et al., 2004). The number of audit committee meetings is

expected to increase the audit committee effectiveness (Davidson

et al., 2005; DeZoort et al., 2002) and diligence, which is negatively

associated with the occurrence of financial statement fraud (Abbott

et al., 2004; Abbott & Parker, 2000). Finally, Bruynseels and

Cardinaels (2014) provide evidence that intense social ties between

the CEO and audit committee members influence the audit commit-

tee's effectiveness because these induce feelings of reciprocity from

the audit committee members towards the CEO (Côté et al., 2007;

Gibbons, 2004). Our AC STRENGTH manipulation is provided in

Table 2. Despite the manipulated variation in strength, we ensured

that the audit committee in both conditions is in compliance with the

Dutch Corporate Governance Code (2016).

In all four conditions of the experiment, all other information

regarding Groenendijk Construction was held constant. Compared

TABLE 1 CEO NARCISSISM manipulation (translated from Dutch)

CEO NARCISSISM

treatment
attribute

High CEO
NARCISSISM

Low CEO
NARCISSISM

CEO photograph CEO in the middle of

the management

team and the

foreground

CEO as a part of the

management team

(second from left

in the picture, not

in the foreground)

CEO's

conversational

cues and the use

of first-person

singular

pronouns

‘I make sure things

get done on time,

and let me tell you,

it is not always

easy. I'll give you

an example. The

first quarter close

this year was a real

nightmare. My

contract supervisor

dropped the ball

on getting some

change orders

processed, and

construction in

progress [CIP] was

way out of line

compared to the

latest progress

estimates, thanks

to one of my

accounting clerks

not getting the job

done. I worked like

a dog to get the

change orders and

CIP in shape for

closing—I must

have put 80 hours

in that week. After

that debacle, I had

a meltdown and

told my staff that

they had better

follow my

procedures to the

letter from now

on, our heads

would roll. I have

got my hands full

keeping this place

running—I do not

have time to do

their work for

them’.

‘The team has a

history of stepping

up when it counts

to make sure

things get done on

time. I'll give you

an example. Our

first-quarter close

this year was on a

tight deadline. We

got a little behind

on getting

subcontractor

change orders to

processed, and we

had not completed

reconciling

construction in

progress [CIP] to

the latest progress

estimates. The

team knew we had

to get the change

orders and CIP

account detail in

shape for closing,

and everyone

stayed late to get

the job done. After

things settled

down, we had a

meeting to go over

our quarter-end

procedures. The

team came up with

great suggestions

to streamline the

process and make

it easier to meet

deadlines in the

future’.

TABLE 2 AC STRENGTH manipulation

AC STRENGTH
treatment High AC STRENGTH Low AC STRENGTH

Audit committee

financial and

accounting

expertise

The audit committee

is composed of

Bram Zegveld, a

former Big 4

accounting firm

partner; Yvonne de

Raas who has a

background in

banking; Petra van

Opeinde who, as a

compliance officer,

manages the legal

department of a

large bank; and the

fourth member

Dreef de Vries, a

very experienced

director from the

construction

industry. Yearly,

the audit committee

has six meetings.

The audit committee

is composed of

Bram Zegveld, an

experienced

purchase manager

and a golf buddy of

Michel van Beek;

Yvonne de Raas, a

retired HR

consultant; Petra

van Opeinde who,

as a compliance

officer, manages

the legal

department of a

large bank; and the

fourth member

Dreef de Vries, a

very experienced

director from the

construction

industry, who joins

Michel van Beek in

several social

networks. On

average, the audit

committee meets

twice every year.

Audit committee

and CEO social

ties

Number of audit

committee

meetings
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with (particularly fraud) cases used in existing research (see,

e.g., Asare & Wright, 2004), and following the approach of Johnson

et al. (2013), the information in our case was limited to relevant (high

level) information regarding the financial position and the construction

projects of Groenendijk, in order to avoid any undesirable noise.

3.3 | Dependent variable

We asked participants to assess the RMMs on a 7-point scale ranging

from ‘very low’ to ‘very high’ in response to the following statement:

‘Based on the information I received in the case, my estimate of the

risk of a material misstatement in Groenendijk's financial statements

over 2017 is …’.7

4 | RESULTS

4.1 | Sample

A total of 125 auditors participated in this study; however, 13 partici-

pants were eliminated for being extreme outliers (using the inter-

quartile range rule) and/or highly influential observations (according

to Cook's distance), resulting in a final sample of 112 participants. Of

these, 55 (49.1%) are senior staff, while 57 participants (50.9%) hold

manager or higher positions in their firm. The mean audit experience

is 11.6 years. The majority (92%) of the participants work at a Big

4 audit firm, and 50 participants (44.6%) hold a Dutch ‘Register
Accountant’ (equivalent to CPA) certification. Of note, the majority of

participants (64.3%) have never experienced any fraud, while 39 par-

ticipants (34.8%) have encountered fraud on at least one engagement.

Hence, the mean number of engagements on which participants expe-

rienced fraud is below 1. See Table 3 for more demographic details

about the participants. None of the measured demographic variables

varies significantly across treatment conditions, suggesting that ran-

domization in our experiment was successful.

To reduce overall experimental error, we checked for potential

demographic covariates to be included in our analysis. Audit experi-

ence, CPA and rank all correlate with our primary dependent variable

and with each other. The correlation with the dependent variable is

strongest for rank (measured as senior staff vs. manager or higher);

hence, we include RANK as a covariate in our analysis. Gender, firm

type (Big 4 vs. non-Big 4), sector experience and fraud experience are

not significantly associated with our dependent measure. We further

measured participants' risk aversion (based on Young, 1985) and their

own narcissism (using the Dutch translation of the short 16-item NPI

[NPI-16] questionnaire by Ames et al., 2006) to understand whether

these measures have a significant impact on auditors' judgements.

Neither measure is associated with the dependent variable, so we do

not include them as covariates.

4.2 | Manipulation checks

Following Johnson et al. (2013), we employ six items based on the

NPI to measure the effectiveness of the CEO NARCISSISM manipula-

tion. For example, one item reads, ‘The CEO demands respect’;
another reads, ‘The CEO has a high opinion of himself’. Participants
indicated their agreement with each item on a scale from 1 (strongly

disagree) to 7 (strongly agree). As the six items loaded onto a single fac-

tor that captures over 40% of the variance of the items, we computed

an unweighted average index of the six items. The mean of the index

TABLE 3 Sample demographics
Mean (SD) % na

Gender 112

Male 78.6%

Female 21.4%

Age 34.28 (9.08) 111

Employing audit firm 112

Big 4 92%

Non-Big 4 8%

Audit experience 11.60 (9.12) 111

In possession of Dutch CPA (‘RA’) licence 44.6% 112

Current rank 112

Senior staff 49.1%

Manager or higher 50.9%

Participants reporting fraud experience on at least

one engagement

34.8%

Number of engagements on which fraud was

experienced

0.92 (1.77) 111

Number of engagements in the construction sector 2.24 (3.35) 111

aData are missing where n < 112.
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for participants in the high CEO NARCISSISM treatment (4.95) is signif-

icantly higher than the index means of the low narcissism treatment

(4.53; p < 0.05, one tailed). Consistent results were obtained from five

of the six individual items.8 We conclude that our narcissism

manipulation was successful.9

The manipulation check of AC STRENGTH consisted of four items

measuring the perceived level of the audit committee's independence,

financial and accounting expertise, diligence and overall committee

quality. Participants indicated their agreement with each item on a

scale from 1 (strongly disagree) to 7 (strongly agree). The four items

loaded onto a single factor capturing over 80% of the variance of the

items, so we again computed an unweighted average index. The mean

of the index for participants in the high AC STRENGTH treatment con-

dition (4.52) is significantly greater than the index means in the low

AC STRENGTH condition (2.95; p < 0.01). We obtain consistent results

from all four individual items; hence, we conclude that our

manipulation of AC STRENGTH was successful.

4.3 | Hypothesis testing

Table 4 reports the overall analysis of our experiment. The depen-

dent variable is the participants' assessment of the RMM in the

client's financial statements. The ANCOVA in Table 4, Panel A, dem-

onstrates that the overall model is highly significant at conventional

levels (F(1,106) = 7.27, p < 0.001). Panel B reports the means

adjusted for the effect of the covariate (RANK) included in the

ANCOVA.

TABLE 4 Risk of material misstatement

Panel A: Results of a 2 � 2 ANCOVA for risk of material misstatement per CEO NARCISSISM and AC STRENGTH

Source SS df MS F value p value

Corrected model 9.51 4 2.38 7.43 <0.001

CEO NARCISSISM 1.84 1 1.84 5.75 0.018

AC STRENGTH 2.24 1 2.24 7.00 0.009

CEO NARCISSISM � AC STRENGTH 1.65 1 1.65 5.16 0.025

RANK 2.65 1 2.65 8.28 0.005

Error 34.21 107 0.32

Panel B: Adjusted means (SE) for risk of material misstatement

CEO NARCISSISM condition

AC STRENGTH condition

High Low Total

High 5.75 (0.11)

n = 27

5.79 (0.11)

n = 29

5.77 (0.08)

n = 56

Low 5.25 (0.11)

n = 28

5.78 (0.11)

n = 28

5.51 (0.08)

n = 56

Total 5.50 (0.08)

n = 55

5.78 (0.08)

n = 57

5.64 (0.05)

n = 112

Panel C: Contrast coefficients

High CEO NARCISSISM; high AC

STRENGTH

High CEO NARCISSISM; low AC

STRENGTH

Low CEO NARCISSISM; high AC

STRENGTH

Low CEO NARCISSISM; low AC

STRENGTH

+1 +1 �2 0

Panel D: Planned contrast tests

Source df F statistic p value (one tailed)

Contrast weights (+1, +1, �2 and 0) 107 15.55 <0.001

Panel E: Planned pairwise mean comparisons

Condition Mean comparison Mean difference SE p value

Low CEO NARCISSISM High versus low AC STRENGTH �0.53 0.15 <0.001 (one tailed)

High CEO NARCISSISM High versus low AC STRENGTH �0.03 0.15 0.400 (one tailed)

Low AC STRENGTH High versus low CEO NARCISSISM 0.01 0.15 0.93 (two tailed)

High AC STRENGTH High versus low CEO NARCISSISM 0.5 0.15 0.002 (two tailed)

Note: The dependent variable is the auditor-assessed risk of material misstatement. CEO NARCISSISM and AC STRENGTH are each manipulated between

subjects as high or low. In all panel tests, we control and adjust for participants' RANK (senior staff vs. manager or higher).
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Hypothesis 1 predicts a main effect of AC STRENGTH on auditors'

risk assessments. As shown in Table 4, Panel A, the main effect is

significant (p < 0.01), and adjusted means in Panel B reveal that, as

predicted, auditors' risk assessments are lower when the audit com-

mittee is strong (5.50) compared with weak (5.78), supporting

Hypothesis 1.

Hypothesis 2 predicts that auditors assess a higher RMM when

the client has a narcissistic CEO. The effect is also significant (p < 0.5),

such that a narcissistic CEO leads to higher risk assessments (5.77),

compared with a nonnarcissistic CEO (5.51), supporting Hypothesis 2.

Given the significant interaction term and our interaction prediction,

these main effects should, however, be interpreted with caution.

Our primary interest in the current study is the interaction

between CEO NARCISSISM and AC STRENGTH, as predicted in

Hypothesis 3. Figure 2 depicts the interaction plot employing adjusted

means. The overall pattern suggests that auditor-assessed RMM is

consistently high, except when CEO NARCISSISM is low and AC

STRENGTH is high, in which case risk assessments are lower.

Hypothesis 3 predicts that AC STRENGTH reduces auditors'

assessments of the RMM more strongly for clients with a less com-

pared with a more narcissistic CEO. To test Hypothesis 3, we use a

planned contrast test (adjusted for covariates RANK and CEO

LIKEABILITY) because we predict a nonsymmetrical, ordinal interaction

(Buckless & Ravenscroft, 1990). As illustrated in Table 4, Panel C, we

use contrast weights +1, +1, �2 and 0 because Hypothesis 3 predicts

a stronger decreasing effect of AC STRENGTH when CEO NARCISSISM

is low. The contrast shown in Table 4, Panel D, is statistically signifi-

cant (F(1,107) = 15.55; p < 0.001), providing overall strong support

for our interaction prediction.

Next, we examine planned pairwise mean comparisons (adjusted

for RANK) in Table 4, Panel E. Results demonstrate that the negative

effect of AC STRENGTH is significant only when CEO NARCISSISM is

low (AC STRENGTH high = 5.25 vs. low = 5.78; Δ = �0.53,

p < 0.001, one tailed) but not when CEO NARCISSISM is high (AC

STRENGTH high = 5.75 vs. low = 5.79; Δ = �0.03, p = 0.40, one

tailed). Hence, in the presence of a narcissistic CEO, the effect of AC

STRENGTH on auditors' risk assessment is not only weakened but is

also eliminated altogether. Results provide partial support for

Hypothesis 3.

For completeness, in two-tailed post hoc tests, we also examine

the simple effects of CEO NARCISSISM holding AC STRENGTH high or

low (see Table 4, Panel E). When AC STRENGTH is low, we observe no

significant effect of CEO NARCISSISM (CEO NARCISSISM high = 5.79

vs. low = 5.78; Δ = 0.01, p = 0.93, two tailed), suggesting that risk

assessments are consistently high in the presence of a relatively weak

audit committee. In contrast, when AC STRENGTH is high, low CEO

narcissism reduces auditors' risk assessments (CEO NARCISSISM

high = 5.75 vs. low = 5.25; Δ = 0.5, p < 0.01, two tailed). Concluding,

we find support for our prediction that the presence of a narcissistic

CEO undermines the perceived effectiveness of the client entity's

audit committee, to the extent that auditors' risk assessments are not

at all affected by audit committee strength when the client has a

narcissistic CEO, supporting Hypothesis 3.

4.4 | Supplemental analyses

Employing the NPI-16 questionnaire by Ames et al. (2006), we mea-

sured participants' narcissistic personality to understand whether

auditors' perception regarding the consequences of CEO narcissism

possibly changes with the level of their own narcissism. The NPI-16

consists of 16 paired and opposing items that participants select. One

example of such a pair is ‘I really like to be the center of attention’
versus ‘It makes me uncomfortable to be the center of attention’. The
16 pairs are scored 0 or 1, and the score on the scale is the mean of

all the answers, resulting in a final score between 0 and 1. Our sam-

ple's mean (SD) response is 0.28 (1.65). Nontabulated results indicate

that auditor narcissism does not correlate with auditors' risk assess-

ments, neither does it have a significant moderating impact on the

effect of CEO narcissism on risk assessments. Further, based on

F IGURE 2 Observed interaction plot: CEO
NARCISSISM by AC STRENGTH on auditors'
assessed risk of material misstatement (adjusted
means) [Colour figure can be viewed at
wileyonlinelibrary.com]
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Young (1985), we examined participants' risk aversion; however, this

measure does not correlate with auditors' risk assessments either or

moderate the impact of either of our two main independent variables.

4.5 | Interview findings

To corroborate and add to our experimental results, as anecdotal evi-

dence, we interviewed eight senior audit partners from different Big

4 audit firms in the Netherlands regarding their thoughts on how audit

committee strength influences auditors' assessment of RMM and

whether the CEOs' personality potentially moderates the effect of

audit committee strength on their risk assessments in their practice

experience.10 Table 5 provides the interview protocol employed.

All but one of the audit partners indicated they consider the audit

committee as important but depending on several conditions. Specifi-

cally, while the presence of an audit committee is important, it does

not ensure a strong control environment per se. The audit committee

members' lack of financial and accounting expertise affects auditors'

RMM assessments. Most partners mention an average of four to six

audit committee meetings per year to be common and emphasize that

the quality of the audit committee agenda is more important than the

number of meetings.

We further asked how they incorporate the personality of the

CEO into their risk assessments. Most of the auditors confirm

the importance of the personality of a client's CEO as a risk factor.

Although a narcissistic CEO in itself is not necessarily bad, they

suggest that a strong CFO must be a countervailing power able to

withstand the CEO's pressure. Only when out of balance, the risk of

management override in combination with other factors (poor

financial position, bonus plans, growth through acquisitions, private

equity pressure, etc.) will lead to increased RMM and additional

substantive testing (accounting estimates, tax position and target

journal entry testing).

When it comes to the interplay between CEO and audit commit-

tee, in our interviewees' view, social relationships between the CEO

and audit committee members could indeed influence the assessment

of the audit committees' strength although auditors do not actively

search for such relationships. As one of the partners indicated that ‘it
can have an (indirect) influence as it creates an unpleasant feeling’.
Most partners believe, however, that a dominant CEO impacts the

monitoring ability of the audit committee due to potentially withhold-

ing information. One of the partners stated that ‘A narcissistic CEO

makes me nervous. Then a strong audit committee is less relevant,

although a good audit committee can partially mitigate the risk’.
Finally, our interviewees comment on the fact that no guidance is

available when it comes to translating the potential risks of a narcissis-

tic CEO to the extent and nature of audit procedures. As one of the

partners noticed ‘you cannot perform targeted substantive tests with

just a dominant CEO unless there are [direct] signals’. However, audi-

tors should also be careful in drawing conclusions, as one of the part-

ners notices that ‘with a narcissistic CEO, you tend to dig deeply into

the wrong things’.

5 | CONCLUSION AND DISCUSSION

This paper examines the relationship between audit committee

strength and auditor-assessed RMMs and whether this relationship is

moderated by CEO narcissism. As predicted, we find that auditors

respond adequately to situations of increased risk, as manipulated in

our experiment, both when this is due to a perceived weakness in the

audit committee and the potential dominance of narcissistic CEO.

Most importantly, we find that in the presence of a narcissistic CEO,

the audit committee strength's impact on auditors' risk assessment is

not only weakened but also altogether eliminated. This implies that

the presence of a CEO having a strong and dominant personality trait

such as narcissism, ex ante, leads an audit committee to be perceived

as weak by auditors due to the potential malicious behaviour of CEOs

driven from their personality, even when the audit committee is

strong in form. As the principal agent, CEOs have the opportunity to

control the extent of the information and narcissistic CEOs further

have incentives to limit the information sharing with audit

committees. These findings provide evidence on the salience of

attitude factors in auditors' judgements―that is, the management

philosophy towards dishonest, hostile, aggressive and unreasonable

behaviours―relative to situational factors like firm-specific conditions,

which is in line with Heiman-Hoffman et al. (1996) and Apostolou

et al. (2001). This implies that the client CEO's narcissism, as a strong

personality trait, is a crucial element evaluated by auditors and

should be incorporated into the auditor risk assessment model, as

suggested by Boyle et al. (2015) and Hammersley (2011).

Therefore, from a regulatory perspective, based on our findings, we

suggest that rather than leaving auditors with implicit choices, the

explicit inclusion of CEO personality as a contingency factor in

auditor-assessed risks of material misstatement appears to be

essential in the ISAs.

TABLE 5 Interview protocol

1. Could you indicate if and how, generally speaking, the composition

of the audit committee influences your assessment of RMM?

2. How do the following factors specifically impact your assessment

of the audit committees' strength?

a. Social relationships between the CEO and audit committee

members

b. Financial and accounting expertise of audit committee members

c. The frequency of audit committee meetings

3. Could you indicate how, generally speaking, important the

personality of clients' CEO is in your risk assessment? More

specifically, is a dominant CEO a factor you would take into account

in assessing RMM?

4. Do you believe that a dominant CEO impacts the monitoring ability

of the Audit Committee, and if so, how and why?

5. If you believe that a dominant CEO negatively impacts the

monitoring ability of the CEO, and thus is an important factor

affecting your risk assessment (RMM) adversely, in practice, do you

have additional guidance on how to assess such risks and perform

specific (substantive) audit procedures?
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Our study's results have several implications for audit practice.

For instance, Chen et al. (2017) argue that independent directors do

not necessarily have better monitoring abilities than nonindependent

directors due to the information disadvantages. Extending this argu-

ment to a two-tier board setting, non-executive directors on the audit

committee, a subcommittee of the supervisory board, are likely to

have an information disadvantage compared with the executive direc-

tors on the management board. One implication of our findings is that

auditors may need to be made explicitly aware of audit committee

members' factual independence and strength to counteract the per-

ceived problems arising from a potentially narcissistic top manager in

the client firm. Our findings suggest that ‘formal’ independence does

not fulfil this objective. In the case of narcissistic CEOs, to prevent an

increase in the RMMs, companies should ensure that independent

audit committee members have access to strategic and operational

information directly and be less influenced by narcissistic CEOs'

potential biases in information sharing attempts. In this respect, both

the CFO and the chair of the audit committee play a key role in pro-

viding countervailing power. At the same time, our findings imply that

in order to increase the effectiveness of the audit committee, auditors

should report their concerns of potential management override or

manipulation by a narcissistic CEO to the audit committee.

The Dutch Corporate Governance Code currently requires audit

committees to have at least one meeting with the auditor, without the

presence of the CEO. Our experimental and interview results suggest

that, in the case of a CEO with a narcissistic personality, audit firms

should consider requiring the auditor to discuss the potential risks due

to the CEO's personality with the audit committee in private meet-

ings, to review the effectiveness of the oversight measures taken by

the audit committee to share concerns with respect to strategic and

operational risks that are not reported or underreported.

As with any research, our findings are subject to certain limita-

tions that suggest avenues for future research. One limitation is that

our study only focuses on CEO narcissism as a personality characteris-

tic. Future research could extend our work to examine whether audi-

tors are sensitive to other client management (including the CFO's)

personality characteristics that might be harmful to corporate gover-

nance effectiveness. Another important limitation of our experiment

is that we are unable to observe the actual mechanisms or dynamics

causing audit committees to be effective or ineffective. Future field

research may focus on the actual processes involved in cases in which

an audit committee is confronted with a narcissistic CEO, ultimately

strengthening board oversight and reducing the RMMs. Finally, while

our study focuses on auditors' risk assessments, future research may

examine other auditor planning judgements and decisions, such as the

nature, timing and extent of planned audit procedures, in response to

client management integrity concerns.
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ENDNOTES
1 In December 2019, to improve audit quality globally, the International

Auditing and Assurance Standards Board (IAASB) revised ISA 315 (ISA,

2019)—Identifying and Assessing the Risks of Material Misstatement

and explicitly referred to the factors that should be considered in the

risk of material misstatements.
2 We reason that the combination of a strong audit committee and a nar-

cissistic CEO is plausible given the two-tier governance structure in

which the supervisory board (rather than the CEO) selects the members

of the audit committee.
3 The current literature on CEO–board dynamics merely focuses on CEO

demographic characteristics, but CEO personality may explain such

relations better (Engelen et al., 2016; Nadkarni & Herrmann, 2010).
4 The Dutch Corporate Governance Code (2016), which applies to all

listed companies, is in accordance with legal requirements and

European guidelines and contains best-practice provisions subject to

the ‘comply or explain’ approach.
5 Among other factors that enter into risk taking (such as locus of control,

experience and dominance), narcissism is prominent (Chatterjee &

Hambrick, 2011).
6 The narcissism manipulation that Johnson et al. (2013) developed is

based on an analysis of selected items from the Narcissistic Personality

Inventory (NPI) by Raskin and Hall (1981).
7 Following Johnson et al. (2013), we also asked for participants' assess-

ment of the financial reporting fraud risk as a secondary dependent

measure, using the same scale: ‘Based on the information I received in

the case, my estimate of the risk of fraud related to Groenendijk's

financial statements over 2017 is …’. However, our (nontabulated)

analyses using this alternative dependent measure did not produce any

significant results.
8 The manipulation check did not produce significant results for the item

‘The CEO is an integer person’, where the mean in both conditions

is 4.02.
9 We also measured the extent to which participants perceived the CEO

to be competent, successful in his career and likeable. Perceptions of

CEO competence and career success do not vary significantly

across the narcissism manipulation, but participants in the high

narcissism condition perceive the CEO as significantly less likeable

(3.45) than participants in the low narcissism condition (3.91; p < 0.040,

two tailed).
10 Despite the fact that we consider these interviews anecdotal, we

applied for and obtained approval from the Ethics Board of one of the

authors' universities for holding the interviews.
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