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The Use of Remedial Tactics in Negligence Litigatio

ABSTRACT: Prior research suggests that negative outcomed aifftge and juror
judgments of auditor actions, contrary to the ihterthe legal system. We
experimentally examine whether remedial tactic®l@gy and first-person justification)
cause lower frequencies of negligence verdictsagain auditor in a civil litigation case.
Our results indicate that apology and justificatietividually result in lower frequencies
of negligence verdicts when compared to a contialig receiving no remedial tactic.
We also find that the use of both tactics togettoes not provide incremental benefit
over either one of the tactics individually. Additally, we present evidence that
remedial tactics result in lower assessments ot@sdresponsibility to detect fraud.
While prior research finds that remedial tactictigate the assessment of blame by
directly-injured parties, our results expand thewmyyproviding evidence that remedial

tactics also impact the decisions of unharmed oBser
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1. Introduction

Legal standards indicate that auditors’ work shdaélcevaluated based on the quality of
the auditors’ actions and not on the consequenicée® @udit. However, prior research
has established that outcome effects influencegsid@nderson, Jennings, Lowe and
Reckers 1997) and jurors (Lowe and Reckers 1994nwelvaluating auditor actions,
thereby distorting the intent of the legal systé&® legal expenses continue to increase
for public accounting firms (Melnitzer 2007), awatg remain justifiably concerned with
unfavorable legal verdicts. Knowledge of outcomas gegatively bias judgments
against auditors in negligence cases by incregsmgs’ need to assign blame (Kadous
2001) and causing jurors to ignore legally relevantsiderations such as audit quality

(Kadous 2000).

We investigate two remedial tactics that may reisulbwer frequencies of negligence
verdicts against auditors: apology and first-pefsstification. Remedial tactics help
disassociate the actions of the accused with negatitcomes (Blumstein et al. 1974).
Apologies allow the accused wrongdoer to expres®®p penitence, or regret about a
situation without admitting guilt (Taft 2000; Takiand Ayling 1996). Alternatively, a
first-person justification allows the accused tditate the appropriateness of decisions

given the information available when decisions waegle (Schlenker 1980).

We examine the effects of remedial tactics usingxgreriment where jury-eligible
participants read a transcript and rendered a efeirdan auditor negligence trial adapted

from Kadous (2001). Our study provides evidencejtirars who receive an auditor’'s



apology or first-person justification provide sifjcantly lower frequencies of negligence

verdicts compared to jurors not receiving remetiefics.

Our findings suggest that an apology results inglol@vels of jurors’ need to assign
blame to the auditor, and a first-person justifmatlters jurors’ expectations of the
auditor’s professional responsibilities when eatiit is compared to a group receiving
no remedial tactic. We find no added benefit touke of these remedial tactics together
compared to either tactic individually. Additionglive explore the influence of remedial
tactics on jurors’ perceptions of the auditor'sy@ssibility to detect fraud. We find that
the effects of remedial tactics on negligence \e@sds mediated by perceptions of the
auditor’s responsibility to detect management fraudinteresting finding in light of

auditors’ concerns regarding an expectation gawdmt their actual and perceived roles.

Research in psychology, management, and medicmaumtes that remedial tactics are
effective when expressed directly to injured part@ur research extends prior findings
by examining the effects remedial tactics have mimaumed jurors who cannot directly
forgive the accused. We provide evidence that réamhtattics are also effective when
expressed to an unharmed, third-party observerfi@dings suggest that utilizing

remedial tactics can cause more favorable juryigerch an auditor civil litigation trial.

The remainder of this paper is organized as folloM® second section presents

background, theory, and hypotheses. The third@edgscribes the experimental design



and procedures. The fourth section provides thdtseand discussion. The final section

contains concluding comments and limitations.

2. Background, Theory Development, and Hypotheses

Civil litigation expenses against business profasslis have increased significantly as
plaintiffs and their attorneys seek remuneratiarelteged professional negligence. Legal
expenses for public accounting firms increased frofmpercent of revenue in 1999 to
14.2 percent in 2004 (Melnitzer 2007). Accountaetrain justifiably concerned over the

audit “expectation gap” and increased costs astwutigith defending audit decisions.

Knowledge of outcomes affects individuals’ judgnsefiischhoff 1975), influences
management decisions (Brown and Solomon 1993; Ja8®4) contributes to increased
verdicts against auditors (Anderson et al. 199%yé.and Reckers 1994), and leads to
reverse outcome bias in certain circumstances [Reand Piercey 2008; Lipe 2008).
Jurors often over-rely on outcome information wieealuating auditors’ performance
(Kadous 2000; Kadous 2001; Lowe and Reckers 198) though outcomes represent
imperfect information regarding the appropriaterafss decision (Tan and Lipe 1997).
Plaintiffs’ attorneys may introduce negative outesn(i.e., significant economic loss to
shareholders, employee and community job lossescampany economic downturn)
into trial testimony in an attempt to link outconveish auditor actions. As a result,
negative outcomes can overshadow other pertinehtdhand contextual information
leading to increased judgments against the audiferexamine, in an auditor litigation
setting, the impact of two remedial tactics (apglagd first-person justification) found

to cause a reduction in legal liability claims ier contexts.



Remedial Tactics

Remedial tactics are specific verbal responsesdideénts with negative outcomes
(Goffman 1961; Goffman 1967) that individuals usénfluence impressions of prior
actions. Individuals accused of breaking a somatmutilize these tactics when an
offended party demands sanctions (Scott and Lyr@&8)1 Prior research has identified
two remedial tactics individuals can use to remagerceived social violation: apologies
and accounts. We examine whether an apology apddfis type of account (first-
person justification) cause fewer negligence vésdigainst auditors in litigation cases.
Remedial tactics do not alter the facts surroundimg@ncounter; rather, they diminish the
impact of negative outcomes on judgments madenddght. When effective, remedial
tactics change evaluators’ judgments to more pasédssessments by disassociating the

actions of the accused with negative outcomes (Btaim et al. 1974).

Physicians and other healthcare providers faceu patential malpractice lawsuits
experience significantly fewer legal claims wheeytlemploy remedial tactics (Berwick
2003; Lamb 2004; Wu and Pronovost 2003; Zimmern@#p Interestingly, evidence
from medical malpractice suggests monetary settiésnaften fail to satisfy individuals
because the injured parties desire an apologyowige emotional healing (Leape 2006;
Schmidt 2007). The use of remedial tactics in madidiffers in three important ways
from their use in auditor litigation. First, in aexlical malpractice situation, the physician
(the offending party) directly approaches the pdter close family member (the

damaged party) and delivers the remedial tactianlauditor litigation setting, the



auditor expresses remedial tactics in testimongotird toward the juror (an uninjured
third-party observer). Second, in a medical maljicacsetting, the damage caused by the
offending party typically involves physical injupy death, while alleged auditor
negligence is linked to economic damages. Thirel oiserved reduction in medical
malpractice claims occurs before a negligence tineghuditor negligence litigation,
remedial tactics cannot be employed until a lawisuited and the auditor utilizes the
tactics during formal trial proceedings. Becausthete differences, we examine whether

the effects found in medical malpractice also existn auditor litigation context.

Apology. Plaintiffs alleging negligence seek to associatgtiee outcomes with auditor
actions, which leads to an increase in jurors’ neeaksign blame to the auditor for the
outcomes (Kadous 2001). Such an association raauttere verdicts against auditors
despite their performance of the audit in accordamith professional standards. An
apology is an expression of sorrow, penitenceegrat about a situation given without
admitting wrongdoing (Taft 2000; Tanick and Aylit§96). Apologies facilitate
emotional or psychological healing in victims ofomgdoing (Taft 2000; Weiner 1986,
1995). Prior research has found that an apologyeswive both simple interpersonal
conflicts (Gonzales, Manning, and Haugen 1992; htwsjd.iebeskind, and Schwartz

1996; Holtgraves 1989) and legal disputes (Taniak Ayling 1996).

In situations where fault is denied, apologiesaatk that the alleged wrongdoing does
not accurately or fairly represent the true chamact the actor (Schlenker 1980;
Struthers, Eaton, Santelli, Uchiyama, and Shinz&@i8). By expressing one of the most

critical components of an apology, remorse, theised receives more favorable



evaluations and less severe sanctions (TedeschRaisd 1981; Goffman 1971; Austin,

Walster and Utne 1976).

Though individuals use apologies to express reggrdtremorse about a negative
outcome, an apology it synonymous with an admission of guilt or fault. Witeone
appropriately, an apology can exist without an egpion of wrongdoing. In fact, legal
research specifically states defendants may apm@egthoutadmitting guilt:

“First, an apology is not necessarily equivalentht® admission of liability. ‘I'm

sorry’ is not the same as ‘I'm at fault.” ‘I'm sgri is polite and human. Not to

say, ‘I'm sorry’ is rude and arrogant. It has nathto do with fault. Moreover,

‘I'm sorry’ in everyday speech usually means ‘I'orig/ we find ourselves in this

current situation.’ It is not about fault.” (Kanaza 2004, p. 32).
The mitigating effect of an apology results frore #xpression of sympathy and not from
an acceptance of responsibility. Legal statutesome states protect sympathetic
apologies from being admissible as evidence. Ir61M8ssachusetts was the first state to
enact a law to protect apologies followed by Texzaifornia, Florida, Washington, and

Colorado (Robbennolt 2003). As of 2007, 29 stasebdome form of “apology law”

(Bender 2007).

Based on prior research in medicine and psycholgyhypothesize that the utilization
of an apology will result in fewer negligence vetdiagainst an auditor when compared
to jurors receiving no remedial tactic. We formadtgte Hypothesis 1 as follows:

H1: Jurors’ negligence verdicts against an auditor i lower when the auditor
expresses an apology than when no remedial tasfecadvided.



First-Person Justification. Plaintiffs in negligence cases introduce outconfiermation

as part of trial testimony in an effort to disctedifendants’ prior decisions. Wood

(1978) suggests that outcome knowledge (i.e., khew-it-all-along effect”) alters
individuals’ perceptions of the inevitability of @vent in hindsight (see also Christensen-
Szalanski and William 1991). Thus, outcome knowkedgn lead to negligence

accusations despite the presence of uncertainty.

A defense strategy that involves the remedial ¢adtfirst-person justification differs
from other legal defenses that rely solely on tmeadty experts who testify about the
correctness of defendants’ actions. Although & pesson justification does not present
new factual evidence (Blumstein et al. 1974), stiategy differs from testimony given
by other withesses because it provides specifigimsnto decision-making processes

directly from the defendarft.

Goffman (1971) contends that the victim of a socfégénse often assumes the accused
had a nefarious purpose when engaging in the questibehavior. When an auditor fails
to detect fraud or other material misstatementspthintiff may suggest possible motives

such as negligence in performing professional dutrcompetence, or greed.

A first-person justification is a verbal statem#md accused utilizes to assert the
reasonableness or necessity of decisions made undertainty, and the person acted in
a manner similar to anyone in like circumstancesKmann, Seibert, and Tynan 1997).

Justifications attempt to change the impressiamefriginal action from offensive to



acceptable (Schlenker 1980). Additionally, jusations prove effective when an
“audience feels the account describes the reabnefas the action” (Riordan, Marlin,

and Kellogg 1983, p. 214).

When a first-person justification conveys that deeisions and actions were acceptable
given the circumstances, it allows jurors to albeir impressions of the defendant’s
actions. We hypothesize that a first-person justtfon will result in fewer negligence
verdicts against auditors compared to a group veweino remedial tactic. We formally
state Hypothesis 2 as follows:
H2:  Jurors’ negligence verdicts against an auditor i lower when the auditor
expresses a first-person justification than whemamedial tactic is provided.
Interaction of Remedial Tactics
Based on prior research examining individual remletdictics and their effectiveness, we
consider the interaction of justification and agyloWe are not aware of any prior
research that tests the combined use of two reinedizcs. Eaton, Stuthers, Shomrony,
and Santelli (2007) suggest but do not empiricadgmine whether the effectiveness of
an apology diminishes when offenders justify tlagtions. Specifically, they assert that
the effectiveness of a justification may decreakemcombined with an apology because
individuals may misinterpret the justification fan excuse. Taft (2000) suggests that
when a justification is combined with an apolodye tecipient may view the apology as

less sincere or view the defendant as less rembifeefthe associated outcomes.



In Hypothesis 1 and Hypothesis 2, we predict thatadial tactics will cause lower
frequencies of negligence verdicts compared toigeravhen jurors do not receive either
tactic. While theory suggests apology and firstsparjustification operate in different
ways, both tactics work to alter impressions résgltrom negative outcomes. Thus, we
believe that the presence or absence of one taittienpact the effectiveness of the
other. When an auditor expresses a(n) apologyif(gation), the addition of a(n)
justification (apology) will moderate the benefittbe apology (justification). The impact
of the apology (justification) will be strongerstdting in fewer negligence verdicts,
when a(n) justification (apology) is absent tharewlone is present. We formally state
Hypothesis 3a and Hypothesis 3b as follows:

H3a: Jurors’ negligence verdicts against an auditor ol more positively affected by
the expression of an apology when a justificat®absent than when a
justification is present.

H3b: Jurors’ negligence verdicts against an auditor ol more positively affected by
f[he expression of a justification when an apolagghbsent than when an apology
is present.

3. Experimental Methods

Research Design

We employed a 2 x 2 between-subjects design withogg (absent, present) and

justification (absent, present) as independentbées. We adapted litigation case

materials from Kadous (2001). The plaintiff, anestor who experienced substantial

losses, alleged that the auditor acted negligemttgeasuring the inventory of a client (a

gravel distributor). The facts of the case reved#had the client’'s management

intentionally misstated inventory. The auditor sgw@an unqualified audit opinion, and

the lawsuit accused the auditor of acting negligdmy not discovering the fraudulent



behavior. The plaintiff argued that the audit fismegligence also caused substantial loss
to a creditor, bankruptcy for the gravel distributnd job losses for company

employees. The complete case consisted of thetififasicomplaint; the respondent’s
answer; opening and closing statements from batirepaattorneys; withess testimony;
expert witness testimony for the plaintiff and defant; the judge’s instructions to the
jury; and in three of the four cases, testimony i@sponses to cross examination from an

audit partner.

When auditor negligence cases go to trial, defetsdanevail at a rate of 46 percent to 54
percent (Palmrose 1991). We designed our contoalmto align with the verdict
frequencies reported by Palmrose (1991) and tdafignteplicate Kadous (200%)This
design provides a guilty percentage that allowsusst the impact of the treatments
both in our planned direction (lower frequency eglgence verdicts) and in the
alternative direction (greater frequency of neglige verdicts) to rule out alternative

explanations.

We manipulated auditor apology at two levels (abgmesent). In the apology condition,
the auditor apologized for tlrtcomeseferenced in the case without admitting guilt or
providing any additional information surrounding tispute. To increase the salience of
the auditor’s apology, the defense attorney refsrdrihe apology in the closing

statement.

10



We manipulated auditor first-person justificatidrivao levels (absent, present). In the
first-person justification condition, the auditoisjified the decisions made during the
audit. The auditor’s testimony did not introduce aew facts to the case, but rather, the
partner briefly reiterated the appropriatenesfieffirm’s decisions. Similar to the
apology condition, the defense attorney referertisedustification in the closing

statement.

To examine the manner by which apology and jusiifon together impact juror
judgments, a treatment group received both tadtichis case the auditor both
apologized for the outcomes and provided a firssqe justification of previous
decisions’ Figure 1 contains the wording added to the comask for each experimental
group.

[Figure 1 about here]
Participants and Administration
We conducted an experiment utilizing 139 jury-ddigiadults To increase the diversity
of our sample, we used two methods to solicit pgndints, in person and via the Internet.
The paper-based materials for administering theysitu person and the electronic
version for administration via the Internet werentical. Non-business-major
undergraduate students (n=89) completed the expatim a classroom setting. We also
acquired participants (n=50) using “chain” emaskiag individuals to participate in the
study and then forward the invitation to their agrbook contacfsThe resulting
sample includes participants from nine differeatest ranging in age from 19 to 66 years

with a variety of educational, socio-economic, gedgraphic backgrounds.

11



We compared the Internet and paper-based groupkfferences in demographics and
negligence verdicts. No significant difference®itlher negligence verdicts or
demographics were found between groups while chingdor experimental condition.

The remainder of the analysis combines the restib®th groups.

We randomly assigned patrticipants to one of foyreexnental groups. We instructed
participants to consider themselves as jurorsercise. Participants reviewed the case
materials and evaluated the actions of the audit liiy assigning a verdict, which yielded
a binary dependent variable for our primary analyBarticipants then completed
additional questions regarding the trial followgdabpost-study questionnaire including

demographic information.

4. Results and Discussion

Manipulation Checks

To test the experimental manipulations, participaasponded to questions regarding the
auditor’s testimony. Most participants, 121 oufl8® (87.1%), correctly identified
whether the auditor testifiédUnless otherwise noted, we measured all manipuatnd
other questions on a Likert-type 11-point scalehaned at 0 and 10 using two-tailed
tests. Of those participants correctly recalling aluditor testimony who also received the
apology manipulation, 54 of 61 (88.5%) correctlgaked the presence of the apology.
For experimental conditions that included audigstimony, we compared participants’
responses who received the apology manipulatiohase who did not receive an

apology. Results indicate that participants peetithe auditor apologized for the

12



damages caused by the inventory misstatement.@ %< 0.001, one-tailed) and the

firm’s audit work (t = 5.23p < 0.001, one-tailed.

To test the effectiveness of the justification npatation, participants assessed the extent
to which the auditor justified the firm’s audit woParticipants receiving the justification
manipulation correctly recognized that the audtstified prior decisions as evidenced
by differences in responses to this question frantiggpants receiving auditor testimony
but not the justification manipulation (t = 2.§6< 0.01, one-tailed). Because the use of
common words is not specific to our theory, we aisasured responses to two
synonyms for the word “justification.” Participamo received the justification
treatment indicated that the auditor rationalized 8.70,p < 0.001, one-tailed) and
explained (t = 1.69 < 0.05, one-tailed) prior decisions significantipre than those

who received auditor testimony but not the justifion manipulation.

The results from the apology and justification npatation questions show a distinct
difference between participants who received reaiadctics and those who did not. We
conclude that on average the potential jurors ctigreecognized each remedial tactic

manipulation.

Tests of Hypotheses

We conducted binary logistic regression and dioeati planned comparison analysis to
test the influence of remedial tactics on negligewerdicts. Table 1 Panel A provides
descriptive statistics for participants’ negligemveedicts. Results of the logistic

regression yield significant main effects for bagiology f < 0.05, one-tailed) and

13



justification ( < 0.01, one-tailed). We also find a significartenaction between
treatmentsf{ < 0.05, one-tailed). Table 1 Panel B presentsdhelts of the logistic
regressiort’

[Table 1 about here]
Apology as a Remedial Tactic
We analyzed the planned comparisons using Fishrast test! Results demonstrate a
significant difference in verdicts between the coh{no apology and no justification)
and the apology condition, supporting Hil<0.04, one-tailed). When an auditor testifies
in an auditor litigation lawsuit and expresses pol@gy, jurors are less likely to find the

auditor guilty of professional negligence.

We examined reactions to post-verdict questionadset groups who received the
apology and those who did not to examine the maanepology causes a lower
frequency of negligence verdicts. We asked paditip to indicate the importance of
determining blame for the outcomes as in Kadou81R0rable 2 reports the results of

comparing the group receiving the apology aloné wie control group.

Results show that jurors’ need to assign blamewit in the apology group compared to
the control group (t = -2.34,= 0.02, two-tailed). The same influence of thedhiee

assign blame does not exist when comparing théigasion-only group to the control
group (t =-1.57p = 0.12, two-tailed), suggesting that an apologguely affects
negligence judgments through this mechanism. Iitiad¢g we find a significant

correlation between the jurors’ need to assign blamd negligence verdicts in the

14



combined control and apology groups (Spearman’s=rt#22,p < 0.05). We do not
observe the same relationship between jurors’ teadsign blame and negligence
verdicts in the other groups. We thus concludehattion in jurors’ need to assign
blame is uniquely related to differences in neglmgeverdicts caused by the apology
manipulation.

[Table 2 about here]
To determine whether the potential jurors viewegldpology as an admission of guilt,
we asked participants to assess the extent theoaadcepted responsibility (liability) for
the damages caused by the inventory misstatemehosed on “no responsibility” (“no
liability”) and “extensive responsibility” (“extenge liability”). Participants did not
believe the auditor either accepted responsiljiitgan = 1.74, sd = 1.89) or accepted
liability (mean = 1.18, sd = 1.51) for the damagdsese findings are consistent with the
notion that defendants can apologize during negtigditigation without accepting

liability or admitting fault.

Justification as a Remedial Tactic

The results from the justification planned compamishdicate a significant difference in
verdicts between the control and justification dtinds supporting H2g < 0.01, one-
tailed) as noted in Table 1 Panel C. When an authstifies in a negligence lawsuit and
justifies prior decisions, jurors are less likedyfind the auditor guilty of professional

negligence.

A first-person justification allows the accusedtarify that decisions were reasonable or

necessary given prior circumstances. This tactiwkhresult in jurors viewing auditors’

15



actions as more appropriate. To gain insight ihi® toncept, we asked participants to
assess the auditor’s responsibility to discoverlsmigstatements in financial statements.
We find that participants in the first-person jtistition group reported significantly
lower assessments of “auditors’ responsibilitieddtect small misstatements in financial
statements” when compared to the control group2#=2,p = 0.02, two-tailed). In
contrast, comparing the apology manipulation tocwatrol group does not result in the
same effect (t = 1.34,= 0.19, two-tailed), suggesting that justificatiomquely affects
negligence judgments through this mechanism. Iitiad¢g we find a significant
correlation between jurors’ assessments of auditesponsibilities to detect small
misstatements and negligence verdicts in the comabdontrol and justification groups
(Spearman’s rho = 0.29fh,< 0.05). We do not observe this same relationshipe other
groups. Thus, we conclude that variation in jurassessments of auditors’
responsibilities to detect small misstatementsiiquely related to differences in
negligence verdicts caused by the justification imalation?

[Table 3 about here]
Interaction of Remedial Tactics
Hypothesis 3a predicts that the effect of audipmiagy on jurors’ negligence verdicts is
moderated by the presence of a first-person jaatiin. Tests of simple main effects
indicate that when a justification is absent, aolagy causes a lower frequency of
negligence verdicts (47.1% versus 24.2% respeytipet 0.04, one-tailed).
Alternatively, there is no significant differenaejurors’ negligence verdicts when the

auditor expresses an apology and justificatiomesgnt (26.2% versus 16.7%

16



respectivelyp = 0.40, two-tailed). These results support Hypsith8a. Figure 2 depicts
this interaction graphically.

[Figure 2 about here]
Hypothesis 3b predicts that the presence of aroggohoderates the effect of auditor
first-person justification on jurors’ negligencerdiets. Tests of simple main effects
indicate that when an apology is absent, theresigraficantly lower frequency of jurors’
negligence verdicts (47.1% versus 16.7% respegtipet 0.01, one-tailed).
Alternatively, differences between the percentagfgsrors’ negligence verdicts is not
significant when the apology is present (26.2% we4.2% respectivelp, = 0.99; two-

tailed), which supports Hypothesis 3b.

To further investigate the interaction of both reaétactics, we examined the jurors’
need to assign blame and their perceptions ofubléa’s professional responsibilities.
We find that the combination of the apology andifiesition treatments does not provide
a significantly different level of jurors’ need &ssign blame compared to the group
receiving only the apology (t = -1.18= 0.26, two-tailed) or only the justification
(t=-0.34,p=0.74, two-tailed). Also, the combination of ampg} and justification does
not incrementally alter jurors’ assessments of tausli professional responsibility to
detect immaterial misstatements when comparedsmoreses of those receiving only the

apology (t = 0.40p = 0.69; two-tailed) or justification (t = 1.56,= 0.12; two-tailed).

We examined whether combining tactics is detrimentéhe effectiveness of each tactic

used alone by testing whether jurors perceivedfimdogy as less sincere. We find no

17



significant difference between jurors’ impressiofshe apology’s sincerity (t = 0.0p,=
0.96, two-tailed) when the defendant expresses amigpology compared to the group

with both an apology and justification.

Finally, we examined whether jurors viewed the coration of an apology with a
justification as excuse-making. We asked partidipém rate the extent to which the
auditor provided excuses during testimony and ceoatpthe justification group to the
group receiving both tactics. Results indicate igaiScant difference between the two

groups (t = 0.51p = 0.62, two-tailed).

Results associated with Hypothesis 3a and Hypal8ssupport our predictions that
apology and justification work in different mannéoscause a lower frequency of
negligence verdicts against auditors. Based ormesign and analysis, we conclude that
each remedial tactic acts as a substitute withdde@ benefit to the combined use of

remedial tactics.

Jurors’ Perceptions of Auditors’ Responsibilities b Detect Fraud

Auditors should be judged based on the qualityheirtaudit and not on outcomes
associated with events beyond their control. Rgeearch has found that in hindsight,
judges assess auditors’ past performance morelpdnsim do other auditors. These
differences in assessments reflect an expectaiprbgtween auditors’ actual and
perceived roles (Anderson, Lowe, and Reckers 1998]itors remain concerned about
the expectation gap between stakeholders’ peraeptibtheir responsibility to detect

fraud and the intended purpose of an audit (McEarmeMartens 2001; Taub 2005).

18



We examined the influence of remedial tactics amiggpants’ perceptions of auditors’
responsibilities to detect fraud using a questiochared at “no responsibility” and
“extensive responsibility.” We conducted mediataralysis to examine the overall

effect of remedial tactics and juror assessmentsaafl responsibility on negligence
verdicts. Consistent with the discussion in Keritgshy, and Bolger (1998) and analysis
performed by Shankar and Tan (2006), two stepsean@red to show mediation: a
significant relationship exists between independanibles and the mediating

variable, and the significance of the independaniables decreases when the mediator is

included in the model.

Our results satisfy both conditions. First, apolaegy justification are both significantly
correlated with the mediating variable, jurors’essnents of the auditors responsibility
to detect fraud (Spearman’s rho = .1p% 0.03 and Spearman’s rho = .163; 0.03,
respectively). Second, in Panel C of Table 4 wenstiat in a complete model including
the mediating variable, perceptions of the audstog'sponsibility to detect fraud is
significant (Wald = 14.121p < .001, two-tailed) while the influence of theardction is
statistically insignificant (Wald = 2.53p,= 0.11, two-tailed). As the interaction term is
statistically insignificant when the mediator ipent, a total mediation of the
relationship exists between remedial tactics aryligience verdicts by perceptions of
auditors’ responsibilities to detect fraud. Thsnedial tactics may decrease the
expectation gap between stakeholders’ perceptibaaditors’ responsibilities to detect

fraud and the intended purpose of an audit.
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5. Conclusion, Limitations and Future Research

Our research examines the influence of remediticsaon jurors’ judgments in auditor
negligence litigation. A primary problem affectiagditors is the disparity between the
services auditors provide and the expectationsiahtial statement users. Auditors
attempt to manage the liability associated witk thsparity by strictly following
professional standards. Plaintiffs seeking daméwgesconomic losses often accuse
auditors of negligence and influence jurors by &g on the negative outcomes rather
than on a clear determination of fault. Tan and [P2©8) show erroneous information
can continue to influence individuals’ judgmentgesubsequent to correction of that
information. Auditors may choose to use remedieti¢a to help counteract this

influence.

Prior research has shown that remedial tacticzlearease liability expenses for medical
providers. We experimentally examine remedial &zcéind note three distinctions
between a medical setting and an auditor litigati@h. We conclude that apology and
first-person justification cause lower frequen@ésegligence verdicts when compared
to jurors not receiving any remedial tactic. Themmedial tactics act as substitutes, and
results indicate no added benefit of using bothedial tactics together rather than

individually.

Though the plaintiff in any case may attempt tedlily link negative outcomes to auditor
actions, our findings suggest that remedial tactiay mitigate the plaintiff’s complaint.

Apologies result in lower levels of jurors’ needassign blame to the auditor for the
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negative outcomes. A first-person justificationuehces observers’ impressions that the
auditor’s actions were reasonable and in accordartbeprofessional standards.
Justifying prior actions during testimony and limgiassurance services to codified
standards may well prove successful in achievingrible litigation outcomes.
Importantly, the positive effects of apology andtification are also manifest by altered

assessments of auditors’ obligation to detect fraud

Prior research in psychology, management, and nmedmas found that remedial tactics
are effective when provided directly to an injupadty. In our research, the observer
juror was not harmed and therefore cannot dirdotigive the accused. We extend
existing theory by providing evidence that remethatics are also effective when

expressed to an unharmed, third-party observer.

Though the results of this study provide insight inegligence litigation against auditors,
limitations do exist. We do not examine varyingamstances in which each tactic may
be more or less appropriate. Our results supperétfectiveness of remedial tactics
generally, but future research could assess snator contextual settings in which one

tactic would be preferable to another.

The introduction of remedial tactics required thigaduction of an auditor’s testimony

into evidence for the apology and justificatioratraents. Based on discussions with

litigation attorneys and review of relevant litena, we did not have the auditor testify in
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the control group. This design precludes us frosedsg conclusively that auditor

testimony containing only information previouslypented would not alter the verdict.

Our study provides evidence that remedial tactese fewer negligence verdicts against
an auditor when expressed by the accused to anraetahird party. Future research
could investigate whether the same results ocqurafs received the tactics from
someone other than the accused. For example, figsearch could examine whether
third-person remedial tactics, such as having amregy apologize on behalf of a client,

lessen the frequency of negligence verdicts againgitors.
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TABLE 1
Analysis of negligence verdicts against the auditor

Panel A: Negligence frequencies by group

Apology
No Yes
No Control Apology

47.1% 24.2% 35.8%

(16 / 34) (8/33) (241 67)
Justification

Yes Justification Both

16.7% 26.2% 22.2%

(5/30) (11/42) (16 /72)

32.8% 25.3% 28.8%

(21/64) (19/75) (40/ 139)
Panel B: Logistic regression
Effect B S.E. Wald df p-value
Apology -1.022 0.532 3.688 1 <0.05
Justification -1.492 0.598 6.214 1 <0.01
Apology * Justification 1.595 0.804 3937 1 <0.05
Panel C: Fisher’s exact test
Comparison df p-value
Apology vs. Control 1 0.04
Justification vs. Control 1 <0l
Apology vs. Both 1 0.99
Justification vs. Both 1 0.40

Notes:

* After reading all materials, participants rendeaeckrdict indicating that the audit
firm was guilty or not guilty of negligence. Cekgentages reflect rate of negligence
verdicts against the auditor.

t+ One-tailed

T Two-tailed
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TABLE 2
Jurors’ need to assign blame

Panel A: Descriptive statistics

Apology
No Yes
No Control Apology
Mean 7.7 6.4 7.0
SD (1.7) (2.8) (2.4)
Justification
Yes Justification Both
Mean 6.9 7.1 7.0
SD (2.5) (2.6) (2.5)
7.3 6.8
(2.1) (2.7)
Panel B: Analysis of Variance
Source df Mean SquareF-value p-valué
Apology 1 10.731 80a9 0.18
Justification 1 0.123 0.021 0.89
Apology * Justification 1 0238 3.378 0.07
Error 135 5.931

Panel C: Comparison of means analysis

Comparison t df p-value
Apology vs. Control -2.34 66 0.02
Justification vs. Control -1.57 63 0.12
Apology vs. Both -1.13 74 0.26
Justification vs. Both -0.34 71 0.74
Notes:

* Participants responded to a Likert-type item (aneti@t O and 10) asking how
important it was to figure out who was to blametfue events described in the case.

t+ Two-tailed
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TABLE 3
Jurors’ expectations of auditors’ professional cesbilities

Panel A: Descriptive statistics

Apology
No Yes
No Control Apology
Mean 5.7 6.5 6.1
SD (2.9) (2.4) (2.7)
Justification
Yes Justification Both
Mean 7.3 6.3 6.7
SD (2.5) (2.8) (2.7)
6.4 6.4
(2.8) (2.6)
Panel B: Analysis of Variance
Source df Mean Squar&-value p-value
Apology 1 0.145 0.020 0.89
Justification 1 16.046 B27 0.13
Apology * Justification 1 29.664 4.202 0.04
Error 135 7.059

Panel C: Comparison of means analysis

Comparison t df p-value
Apology vs. Control 1.34 66 0.19

Justification vs. Control 2.42 63 2.0

Apology vs. Both 0.40 74 0.69

Justification vs. Both 1.56 71 0.12
Notes:

* Participants responded to a Likert-type item (aneti@t O and 10) asking for level of
agreement that auditors cannot be expected towdssmall misstatements in financial
statements because the level of detail of theis tess to be limited.

+ Two-tailed
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TABLE 4
Jurors’ expectations of auditors’ responsibilitiesletect fraud

Panel A: Descriptive statistics

Apology
No Yes
No Control Apology
Mean 6.9 5.6 6.2
SD (2.5) (2.5) (2.6)
Justification

Yes Justification Both
Mean 55 5.2 5.3
SD (2.6) (2.8) (2.7)

6.2 5.4

(2.6) 2.7)

Panel B: Comparison of means analysis

Comparison t df  p-valde
Apology vs. Control 2.129 66 0.04

Justification vs. Control 2.160 63 0.03
Apology vs. Both - 0.506 74 0.62
Justification vs. Both - 0.363 71 0.72

Panel C:Mediation effect of fraud responsibility on neglige verdicts

Effect B S.E. Wald df p-value
Apology -0.848 586  2.093 1 0.15
Justification -1.169 .639  3.350 1 0.07
Apology * Justification 1.390 .873 2.535 1 0.11
Fraud Detection Responsibility 0.353 094 14121 1 <0.01
Notes:

* Participants responded to a Likert-type item (Osd¢éle) asking for level of agreement
that the auditor is responsible for actively sesaghor every small instance of fraud.

Tt Panel C reports the results of a binary logistgression with negligence verdicts as
the dependent variable and jurors’ perceptiont@fuditor’s responsibility to detect
fraud as a mediating variable. Table 1 providesmave statistics for the dependent
variable.

1 Two-tailed
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FIGURE 1

Experimental materials and manipulations

The complete case consisted of the: 1) Plainttifsplaint; 2) Respondent’s answer; 3) Plaintiff
and defense attorneys’ opening and closing statesnénWitness testimony; 5) Expert witness
testimony for each side of the case; 6) Judgetsuasons to the jury; and 7) Testimony and
responses to cross examination from an audit pafxeept in the control group).

The experimental manipulations contained the falhgwadditional wording from the audit
partner and subsequent cross-examination:

Apology Group: Jones & Company has a long history of performiigipiguality audits. We
work hard to protect the integrity of our compamg ahe auditing profession. | apologize that an
audit was not able to detect the inventory misgtatd.

Cross-examinationt understand Bierhoff relied on the audit to exterioan to Big Time Gravel.
I’'m sorry they experienced a loss on their investine

Justification Group: Jones and Company has a long history of performiigig-quality audits.
We work hard to protect the integrity of our compamd the auditing profession. | appreciate
this opportunity to explain and justify the actiang firm took in auditing Big Time Gravel. We
performed a high-quality audit of Big Time Grav&uditors cannot be expected to find every
error in a company. We provide reasonable assuthat¢he financial statements are fairly
stated. Users of financial statements—especiaflgitsrs—are expected to perform their own
research to verify the conclusions made by an audsince we did the job according to
professional standards, we cannot be responsibk/énts outside the scope of an audit.

Cross-examinatianThere is always a chance that an audit will raissaterial misstatement. We
cannot provide a 100% guarantee; it's impossibendgally Accepted Auditing Standards

require us to provide reasonable assurance agaatstial misstatements. We performed an audit
according to these standards.

Apology and Justification Group: Jones & Company has a long history of performirghhi
quality audits. We work hard to protect the intggaf our company and the auditing profession.
| apologize that an audit was not able to detexinlientory misstatement. | also appreciate this
opportunity to explain and justify the actions éium took in auditing Big Time Gravel. We
performed a high-quality audit of Big Time Grav&uditors cannot be expected to find every
error in a company. We provide reasonable assuthat¢he financial statements are fairly
stated. Users of financial statements—especiaflgitsrs—are expected to perform their own
research to verify the conclusions made by an audsince we did the job according to
professional standards, we cannot be responsibkvénts outside the scope of an audit.

Cross-examinatiarThere is always a chance that an audit will raissaterial misstatement. We
cannot provide a 100% guarantee; it's impossibendgally Accepted Auditing Standards

require us to provide reasonable assurance agaatstial misstatements. We performed an audit
according to these standards.

| understand Bierhoff relied on an audit to extarldan to Big Time Gravel. I'm sorry they
experienced a loss on their investment. Howeverammot be held responsible for business
losses from every organization that decides towdiness with Big Time Gravel. Our job is to
perform a good audit according to professionalddaats, which we did in this case.
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FIGURE 2
Negligence verdicts against the auditor conditiooegresence of justification
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ENDNOTES

!Another type of account is an explanation. Expliamatare used when outcomes are favorable,
while justifications are used when outcomes arawofable (Blumstein et al. 1974).

2 Plaintiffs can compel defendants to testify inilditigation in the United States. When the
plaintiff does not subpoena the auditor to testtig, defense team must consider the risks of the
auditor testifying, including aggressive cross eixetion by plaintiffs’ attorneys, the potential to
misspeak, and the possibility that the jury willtie or not find the auditor credible (Mensch
2003).

% The auditor did not testify in the control groupchese we developed this condition to provide a
baseline for the comparison of the treatment gro@fternative control groups in which an
auditor’s testimony consisted of precise wordsaalyepresented or in which the auditor appears
and no testimony is provided would compromise seali

* Kadous (2001) examined affective attribution, outes surrounding an audit, and audit quality
on juror negligence verdicts. For comparison puegpwe provided participants in our control
group the same materials as the no attributiorathegoutcome, high audit quality group
reported in Kadous.

®> To help incorporate the use of both manipulatiovesadded two additional sentences to this
experimental group’s materials. To test whethes #tuiditional wording affected our results, we
eliminated this extra wording and administeredrttagerials to 26 additional participants whose
responses are not included in the results. Theiémecy of negligence verdicts between the two
versions was not significarp & 0.30, two-tailed).

® Since jurisdictions vary in requirements for pai@rjurors, we used the most common juror
attributes and define “jury-eligible participants United States citizens age 18 or older.
Discussions with two negligence litigation attoraédydicated a bias against jurors with
substantial experience in accounting generallyaamiting specifically. Following this advice

and Kadous (2001), we intentionally solicited amcluded participants who were not attorneys or
accountants.

"We compared the time-stamps on the Internet-basgmbnses between tbentrol group
(shortest length) and thmthtactics group (longest length). We did not finsignificant
difference of the completion time between the twoditions p > 0.60, two-tailed).

 We implemented electronic controls to prohibiehmet participants from viewing the transcript
after responding to questions related to the verdititten case instructions clearly instructed
participants not to refer to the case materialsnndreswering these questions.

° Sincerity is a necessary but insufficient comparienan effective apology (see Risen and
Gilovich 2007 for a discussion). When compared poiat on the rating scale indicating neutral
sincerity, responses suggest that participanteped the apology as sincere (t = 3.86; 0.001,
one-tailed).

19 Experimental materials also included measuresdfgipants’ audit familiarity, time to

complete the study, method of data collection, d@gmiographics. We evaluated each variable as
a possible covariate and found them all to be mB@ant (results not reported).
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! Fisher’s exact test is a robust non-parametrihotefor testing simple main effects that
examines differences in data expressed as propstiopercentages and does not rely on
distributional assumptions (Hays 1994). This analigsappropriate when a data set is small,
sparse, or skewed (Conover 1999).

12\We asked participants to respond to an item itidigahe appropriateness of the auditor’s
actions. Participants in the justification and aggl groups both perceived the actions of the
auditor as more appropriate than those in the abgtoup (t = 2.75p = 0.03, and t = 2.1 =

0.04 respectively, both two-tailed), indicatingttbath treatments changed the impression of the
appropriateness of auditor actions.

13 We performed an additional analysis of the maipdtiyeses by eliminating participants who
failed the manipulation check. In all cases, tlagistical results yield the same conclusions: pi1:
= 0.03, one-tailed; H < 0.001, one-tailed; H3@:= 0.16, two-tailed; and H3lp:= 0.99; two-
tailed.
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