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ABSTRACT

ETHICAL CONTROL ON REPAIRING A USER’S TRUST BASED@COUNTING
BELIEFS

By

Michelle C. Lau
Organizations rely on controls to minimize distons of accounting information.
Nonetheless, users of accounting information oftecounter preparer distortions from a
lack of preparer knowledge and/or objectivity. §bhiudy examines the process to repair a
user’s damaged beliefs following an encounter wiparer bias or preparer error. Users’
beliefs are examined in the context of trust toarathnd assessments of accounting
information as a subjective rather than objectiudgment. The effects of an
organization’s control response to error (biasgalery on repairing a user’'s damaged
beliefs about accounting information are investgdain general, the research question
examines whether a user’s trust based accountirgfdare shaped only through one’s
direct experience with an information preparefndirectly by controls governing
preparer behavior. Based on experimental data ife@nparticipants, an organization’s
ethical control response repairs a user’s damagkefd following preparer bias less
effectively than a non ethical control responséfeing preparer error. Controls
governing preparer behavior are found to shapedsuseliefs about accounting
information in some scenarios, while in others dmbyor her direct experience with the
information preparer matters. Overall, findingsnfrthis study demonstrate economically

equivalent distortions of accounting informatiorvégsychologically different sequences



on a user’s beliefs about accounting information.
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INTRODUCTION

Distortions of accounting information can violatgectations and damage a user’s
beliefs about accounting information. The purpdsehis paper is to investigate the
effectiveness of ethical control on repairing arisséamaged beliefs about accounting
information. Management accounting research grodimdegency theory has traditionally
focused on agency controls such as incentivespipeaince evaluation, monitoring, and
decision rights to minimize agent behaviors agdimstfirm such as self-interested
preparer distortions (Christensen and Feltham 2098} a growing body of research
acknowledges the boundaries of agency theory (d¢ayeen 1988; Fehr and Schmidt
2006; Salterio and Webb 2006), and examines aligenanechanisms to control agent
behavior (Booth and Schulz 2004; Rowe 2004).

Organizations increasingly rely upon ethical cliglan addition to or in lieu of
traditional agency controls to govern manageriibas when managerial actions are
perceived to be unethical and/or incongruent withgoals of the firm (Booth and Schulz
2004). Considering ethical climate (i.e., ethicahtrol) on a user’s beliefs about
accounting information is important for at leasotmreasons. First, the effectiveness of
ethical control depends not only on its abilitygtmvern agent behavior such as mitigating
preparer distortions and promoting a preparer’'sraamication honesty, but also on how it
influences a user’s beliefs about agent behavidrt@ characteristics of accounting
information. A user that distrusts accounting miation will choose not to rely on the

information as a basis for decision making regasila its inherent accuracy or objectivity

! Ethical climate refers to the shared assumptibosianormative and acceptable behavior, and how an
organization responds to ethical issues (Victor @atlen 1988). Ethical climate can take many forms,
including the specific control mechanisms suchoamél ethics training, codes of conduct, periogviews,
and reporting systems (Sims 1992).



(King 1996; Rowe, Shields, Birnberg 2012). Secardanizations are investing
increasing resources to communicate details ot&tklimate (i.e., corporate social
responsibility reporting), therefore understandmogv such programs affects a user’'s
beliefs about accounting information is both relgvand important to organizations. This
study examines whether ethical control governireparer behavior influences a user’s
beliefs about accounting information. The reseabstion asks - can knowledge of a
preparer’s ethics training repair a user’'s damdgghi@fs about accounting information?
While a user’s beliefs about accounting informatan be easily damaged by
encountering self-interested preparer distortidhisd 1999), a user’s beliefs can also be
damaged by encountering a lack of preparer knoveledhgl/or experience limitatiohs

(Luft and Shields 2001; Gronewold, Gold, Salter@i2). A natural question then arises —
does the nature of a preparer distortion affectrosigoverning preparer behavior on
repairing a user’'s damaged beliefs about accouiriiogmation?

Drawing on implicit theory (Dweck, Chiu, and Hon§9b) and evidence from
psychology | predict the process to repair a ustaimaged beliefs about accounting
information depends not only on type of control gwng preparer behavior, but also on
the nature of preparer distortion. Based on erpamntal evidence, | find users are more
responsive to controls governing preparer behdweltowing preparer distortions of error
relative to preparer distortions of bias. Spealfi; | find a non-ethical control more
effectively repairs a user's damaged beliefs foltayypreparer error than an ethical control
following preparer bias. Results from the curremidy provide evidence that in some

scenarios a user’s beliefs about accounting infaonare influenced only by his or her

2 Although various heuristics and cognitive biasas give rise to preparer errors, in this paper arepbias
refers to the objectivity (i.e., self-interest)tbé information preparer.



direct experience with the preparer and/or inforamatvhile in other scenarios a user’s
beliefs are shaped by the controls governing pesgdaghavior.

A 2x3x(4) mixed factorial design is used to tet bllypotheses. | manipulate two
levels of preparer distortion preparer bias or areperror. | also manipulate three levels
of control (none, ethical, and non-ethical). Rapants’ beliefs about accounting
information are measured prior to and post mantmra Participant choice behavior and
attitudes are also observed in a post distortiahcamtrol period.

The current study adds to a nascent but growiegglitire that examines belief
revision strategies following preparer distortiafisiccounting information. The current
study extends extant research on verbal and wsstrategies (e.qg., Elliot, Hodge and
Sedor 2012) to investigate ethical control on nepgia user's damaged beliefs about
accounting information. In this study, preparepes are shown to have psychologically
different consequences than preparer biases oara beliefs about accounting
information. Findings from this study demonstriie consequences of those
psychological differences on the effectivenesstioical control on repairing a user’s
damaged beliefs about accounting information. @lehis study yields important
insights on how individuals process accountingnmi@tion involving subjective
judgments. Moreover, this study offers an altavegperspective by examining the effects
of ethical control governing preparer behavior fribra perspective of an information user.

The remainder of this paper is organized as folldvesction 2 reviews literature
and develops the hypotheses. Section 3 describgsskarch design. Section 4
summarizes results. Section 5 concludes the payokoféers a discussion of future

research.



LITERATURE REVIEW & HYPOTHESES DEVELOPMENT

Ethical control on accounting beliefs

Accounting research grounded in agency theorytioadilly focuses on formal
controls such as incentives, performance evaluadind monitoring to mitigate self-
interested behavior such as dishonest communicafiprivate information. Yet
organizations also invest considerable resourcpsaoimote honesty, integrity, and trust to
mitigate agent behaviors against the firm (DekkK#4 Emsely and Kidon 2007; Booth
and Schulz 2004; Webb and Salterio 2006). Etluoatrols are often prescribed as an
alternative to or in lieu of traditional agency trats to govern managerial behavior. As an
example, The Sarbanes-Oxley Act of 2002 (SOX) megypublic companies to disclose
whether they have (or not) adopted a code of etfiite Federal Acquisition Regulations
(FAR) also requires companies doing business wigh.inited States federal government
to provide periodic ethics training to all emplogee

While prior research examines the influence ofcathtontrol on ethical behavior
(e.g., Ponemon 1990; Booth and Schultz 2004), eema$ut growing area has begun to
consider how ethical controls influence beliefsw@harcounting information (e.qg.,
Gronewold, Gold, Salterio 2013). In an experimeatalit setting, Gronewold et al. (2013)
examine how ethical control alters perceptions abwiwillingness of auditors to self-
report preparer errors. Importantly, Gronewoldlef2013) find auditors’ beliefs about
accounting information depend on how organizati@spond to the discovery of preparer
errors. In their study, when organizations embeacers as a cause for learning and

improvement (rather than punishment such as blamsarections), accounting information



is believed to be of better quality. Prior resednells ethical controls not only have a
significant effect on shaping the ethical behaweibagents, but also on beliefs about agent
behavior such as preparers’ willingness to commnataierrors.

Gronewold et al. (2013) findings support the impode of how an organization
chooses to respond to error discovery. In practicganizations often adopt formal
training programs to mitigate preparer distortioagsed by both errors and biases.
Tangible skills training can be used to minimizegarer distortions caused by lack of
experience and/or knowledge. In contrast, manyrorgéions rely on intangible skills
training such as formal ethics programs as a meamsnimize deliberate preparer
distortions (Delaney and Sockell 1992). As arsiilation, the formal ethics training
program of The Walt Disney Co. focuses not onlyratigating intentional preparer
distortions affecting external reporting but alsternal accounting records such as such as
time cards, expense reports, invoices, performamatiation and payroll (See Table 1 for
additional examples).

Extant studies on ethical training focus on theteot delivery and outcomes on
ethical behavior (Delaney and Sockell 1992). Deyaand Sockell (1992), for example,
find evidence to support a positive associatiomnvben corporate ethics training and
ethical behavior by managers. Indeed, a primajgablve of managerial accounting
systems is to facilitate learning and to improveisien making (Atkinson, Banker, Kaplan
1997; Sprinkle 2000). While management accountysgesns (e.g., The Balanced
Scorecard) capture metrics such as employee poaticn rates, and dollars invested, the
conditions that make ethical training an effectte@trol mechanism (or not) remains

relatively under explored. In particular, ethit@ining on beliefs about accounting



information is not well understood. A recent studyrortune 500 companies reports 96%
of CEOs surveyed believe the impact of spendingrograms such as ethics training is
important, however only 8% of CEOs report havingadequate understanding of this

investment (Phillips and Phillips 2009).

Assessment of Accounting Information as a Subjeclivdgment

Accounting information is often assumed to be ctiye, precise, and reliable. An
important characteristic of accounting informatistbeing reasonably free from preparer
error and preparer bias. When economic realitpusine and straightforward,
characteristics of accounting information can b&lgaerified (audited). However, many
types of accounting information lack an underlybasis for comparison are therefore hard
to verify® (Rowe et al. 2012). Finding an underlying basiagsess management’s opinion
for example, can be costly or non-existent. Whéormation is hard to verify, users often
form subjective beliefs about accounting informati@sed on expectations about the
information and/or the information preparer (Ht994; Kadous et al. 2012; Rowe et al.
2012). Specifically, users form beliefs based xmeetations that information is
reasonably free of preparer errors and/or prefmases.

Importantly, decision makers often rely on theibjective beliefs about accounting
information rather than seeking methods to objetyiassess the information (Rowe et al.
2012). Rowe et al. (2012) find when comparabiityaccounting information is low

(lacks standardization, uses technical languagepgexs trust the information has been

% The IASB and FASB recognize that many types afrimfation (e.g., management’s opinions) are
considered useful for decision making, but mayb®tlirectly or indirectly verifiable. As such, ViEbility
is no longer included as an underlying characiergdtaccounting information.

* Although various heuristics and cognitive biasas also give rise to preparer errors, in this pgpeparer
bias refers to the objectivity (i.e., self-intejestt the information preparer.



competently prepared by an expert with appropkatavledge of accounting rather than
seeking methods to verify the contents for corregsn A manager who distrusts the
information will simply ignore the information asasis for decision making (Rowe et al.
2012). That is, a user’s beliefs can have sigaifianfluence on whether information is
deemed useful, regardless of the inherent charsiitsr(e.g., accuracy, consistency,

verifiability) of the information.

Subjective Judgment of Accounting Information agast Based Judgment

Relying on subjective beliefs about accounting finfation can expose the user to
unintentional and/or intentional distortions of agnting information by the information
preparer. Accounting based decisions involvingestitve beliefs requires a willingness
of a user to be vulnerable to the information prephased on positive expectations that
the information supplied is reasonably free fromparer errors and/or preparer biases.
This notion is consistent with trust - defined las Wwillingness of a party to be vulnerable
to the action of another party based on the expentthat the other party will perform a
particular action important to the trustor, irresjpee of the ability to monitor or control
that other party (Mayer, Davis, and Schoorman 18#isseau, Sitkin, Burt and Camerer
1998; Mayer and Davis 1999). As an illustratiospu@sidiary manager enters into an
exchange relationship for goods and labor basdthohto verify cost estimates supplied
by another manager. To the extent the cost estsraat constructed based on asymmetric
information (e.g., customized product featuresiveey scheduling, inside market
knowledge) the subsidiary manager risks being traeally or unintentionally exploited
by the other manager’s information advantage. Aagar choosing to continue in this

relationship notwithstanding the risk of being eif@dd reveals his or her expectations



about errors and/or bias embedded within the adcayumformation. The current study
draws upon the trust literature to better undetstasers’ beliefs about accounting
information as a subjective (trust-based) judgment.

Trust is a history dependent variable (Rotter 198@mer 1999). Over time, as
one’s expectations are confirmed trust is strenggde.g., Coletti, Sedatole, Towry
2005). Individuals often demonstrate high levélmmial trust provided no reason to do
otherwise (Berg, Dickhaut, and McCabe 1995; Mckpigummings, Chervany 1998).
This phenomenon is attributed to positive sociglestations such as fairness, reciprocity
and honesty (Berg et al. 1995; McKnight et al. 988lquitt, Scott, Lepine 2007).
Similarly, subjective beliefs about accounting imfi@tion are also reinforced when
positive expectations of an information preparet/anthe information are confirmed.
Moreover, research finds information users dematestelatively positive beliefs about
accounting information even with limited or no prexperience with an information
preparer (Rowe et al. 2012).

Despite high levels of initial trust, trust candsesily damaged and is often hard to
re-establish once expectations are unmet or vibldtewicki and Wiethoff 2000; Dirks
and Ferrin 2002; Kim, Ferrin, Cooper, and Dirks £208Bmsley and Kidon 2007; Elliot,
Hodge, Sedor 2012). Similarly, users’ beliefs alsmcounting information are easily
damaged when expectations about the informatiofoandormation preparer are violated
(King 1996). As an example, King (1996) finds bisyeemain reluctant to rely upon a
seller's accounting information after a single eanger with misreported costs even when

a seller is honest in subsequent interactions.



Accounting information beliefs are sensitive torgsexpectations about the
information preparer (Hirst 1994; King 1996; Maireesd Wahlen 2006; Kadous et al.
2012). Kadous et al. (2012) find that investomawinformation with greater relevance
when it is received from a highly competent sousther than a less competent source.
Hirst (1994) finds auditors’ beliefs about an intany valuation report depends on the
likelihood that the information preparer reportghifully and accuratelyAs expectations
about the preparer’s objectivity to report truthftdnd competence to measure inventory
accurately diminish, so too does the inferentidll@af accounting information. Hirst
(1994) also provides evidence that auditor judgsehaudit information quality to be
unaffected by the degree of its verifiability. &ings from these studies suggest that users’
subjective beliefs about accounting information seesitive to expectations of
competence and/or integrity of an information prepaln addition, subjective judgments
about accounting information can differ from théuat characteristics inherent in the

information itself.

Repairing Damaged Trust-Based Accounting Beliefs

Accounting information users frequently encount&pgarer errors and/or biases
that violate their expectations causing damagesbefs as many factors such as economic
incentives (Healy and Wahlen 1999), knowledge ltiains (Kadous et al. 2012),
mechanical or calculation error (Gronewold et 8l13), and cognitive processes (Luft and
Shields 2001) cause preparer distortions of acaogimformation. For example, Luft and
Shields (2001) find cost-estimates are inhereetg keliable (e.g., less accurate, more
inconsistent) when intangibles are expensed raltiagr capitalized because the choice of

accounting method affects how well managers are @ablearn cost-profit relations. To



the extent preparer errors and biases distort aticguinformation from economic reality,
users’ expectations about information and/or tlegparer can be violated. As such, users’
beliefs about accounting are easily damaged follgv@ncounters with preparer distortions
embedded within accounting information.

Maintaining positive beliefs about accounting imf@tion reduces transaction costs
(e.g., Dyer and Chu 2003), aids decision making (Zand 1972), and facilitates ongoing
relationships both within and across the firm (egamer and Tyler 1996). Despite the
importance of a user’s positive beliefs about aotiog information, beliefs can be easily
damaged. In particular, users’ beliefs can be gdsimaged from encounters with preparer
distortions embedded within accounting information.

Devising strategies to repair a user's damagedusticy information beliefs are
both relevant and important to organizations. Havekepairing damaged beliefs can
prove more challenging than establishing initiadipee beliefs about accounting
information. Repairing damaged beliefs differs frestablishing initial beliefs as one must
not only (re-)establish positive expectations s @vercome any negative expectations
following an expectation violation (Kim et al. 2004Assuming the process to repair a
user’'s damaged beliefs requires a user to overcmygative expectations from preparer
distortions, the effectiveness of ethical contsgpiedicted to depend on whether concerns
of subsequent preparer distortions can be alleviate

A growing area of research investigates stratdgiespair damaged trust. Extant
research investigates verbal responses on trusir feiowing an expectation violation
(Kim et al. 2004; Kim, Dirks, Cooper, Ferrin 20@8]|iot et al. 2012). Elliott et al. (2012)

examine a CEQ’s verbal response to attribute tlierying cause for an unexpected

10



earnings misstatement. In their study, they fmdestors’ willingness to trust and
perceptions of management’s trustworthiness depepais whether a CEO offers an
internal (i.e., personal) or external (i.e., sitoia&l) explanation for the underlying cause of
the earnings restatement. Although extant resdantises on verbal response as a belief
revision strategy, organizations also invest carsible resources on ethical controls to
manage expectations. The extent to which ethmatrol can be used to repair user’s
beliefs about accounting information following atpectation violation from preparer

distortion has yet to be fully examined.

Implicit Theory

Research on interpersonal evaluative and judgnrecepses in psychology offers
theory and evidence to predict the process to regsairs’ beliefs about accounting
information depends not only on ethical control#, &so on the nature of preparer
distortion. Implicit theory describes a systenbefiefs which guides how individuals
interpret and evaluate their social environment €bkvet al. 1995). Hence, it is relevant
for understanding how preparer distortions andcatiaontrol affect a user’s beliefs about
accounting information (Pedersen 1965; Dweck €1205; Chiu, Hong, Dweck 1997).
Two assumptions about the personal attributeshadretare central to the theory.
According to implicit theory individual attributessich as a person’s intelligence are either
assumed to be fixed and cannot be changed, orealédl - developed and changed with
effort and training over time (Dweck et al. 1995yéxk 2008). Importantly, assumptions
about the malleability or fixedness of individuétridutes are not mutually exclusive but

domain specific according to implicit theory. Th&ta user may believe preparer
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attributes (e.g., competence) to be malleable endomain, while fixed in another (e.g.,
integrity) (Dweck et al. 1995).

When users assume the underlying cause of preghatertions are caused by fixed
rather than malleable preparer attributes, thersus#l expect future preparer distortions
to re-occur with more certainty across time andean(Hong, Chiu, Dweck and Sacks
1997). Importantly, prior research suggests irtligls tend to be more certain of future
preparer distortions related to integrity than cetepce (Reeder and Brewer 1979; Snyder
and Stukas 1999). As an illustration, King (19864is that once a user encounters a
single intentional preparer error he or she witi@pate subsequent dishonest
communication regardless of the level of honestyalestrated by the preparer in
subsequent interaction periods. In contrast, pegparors related to competence provide
less certainty about a manager’s future competandehe likelihood of subsequent errors
because even a very competent manager can pertmorly @t times (Reeder and Brewer
1979; Snyder and Stuaks 1999).

Based on the foregoing, two conditions are necgdealleviate a user’s concerns of
subsequent preparer distortions and repair a udangmged beliefs. First, a user must
believe preparer distortions are the result of Heahble (rather than fixed) preparer
attribute. To the extent a user believes the uyidgrcause of preparer distortions are the
result of fixed preparer attributes, ethical cohtvdl have little effect on repairing a user’s
beliefs. Users are predicted to be less respomsigthical control following preparer
distortions caused by integrity based attributes,(preparer bias) relative to competence

based attributes (i.e., preparer error).
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Second, a user must believe the response usedé¢ongareparer behavior will
adequately address the underlying cause of pregdetertion. As such, an ethical control
that does little to mitigate a user’s concernsutdife preparer distortions is predicted to be
less effective on repairing a user’s beliefs thae that does. Given research that suggests
distortions of self-interest (i.e., integrity) pide more certainty of future distortions than
distortions of error (i.e., competence), an ethomaitrol can exacerbate a user’s subjective
beliefs following preparer error by introducing cemns of agency problems than preparer
bias. In contrast, a non-ethical control that naitegs concerns of future preparer errors is
more likely to repair beliefs following preparera@rthan preparer bias. Taken together,
the formal hypothesis follows.

H: Ethical control on a user’s beliefs about accmgninformation depends on the
type of preparer distortion

Accounting based decisions involving subjectivadiglexposes the user to
potential distortions of information by the prepamnd thus reveals a user’s expectation
that the information has been prepared with apjaitgobjectivity and/or knowledge. As
previously stated, this notion is consistent witbenmon definition of trudt Das and
Teng (2004) further clarify the definition of trusy differentiating the trust construct into
the following three components (1) subjective t(@3ttrust antecedents, and (3)
behavioral trust. In this study, a user’s subjexbeliefs about accounting information are

viewed in parallel with subjective trust. Subjgetirust refers to a psychological state “a

® Trust research in the accounting literature foldwo streams. Some assume a substitutive relatjpns
between trust and control, and view trust as asrimél control mechanism (e.g., Dekker 2004). Others
assume a complementary relationship between tnastantrol. Though the focus of this study is toot
reconcile these two perspectives, this study assurst and control to be related but distinct emts.
Whereas control refers to explicit routines andcpdures managers use to maintain or alter patierns
organizational activities (Simons 1995), trust ref® expectations and interpersonal beliefs abthgrs
(Mcknight et al. 1998). For the purpose of thigdgfurust is viewed as an important component of a
management control system, but is not in itselbratml mechanism (Das and Teng 1998).

13



belief, attitude, or expectation concerning thelitkood that the actions or outcomes of
another individual, group, or organization will eceptable or will serve the actor’s
interests” (Sitkin and Roth 1993, p368). Thus, er'sssubjective beliefs about accounting
information are considered as a psychological egbea that information is reasonably
free from preparer distortions. Behavioral tresers to the actions or outcomes of
subjective trust such as the action to rely (o) natone’s expectations of information as a
basis for decision making. In this study, a usde€sision to rely on information in a
subsequent period (behavioral trust) is prediateokt greatest following preparer error and
a non-ethical control relative to other combinasiaf ethical control and preparer
distortion. While it is possible to observe subjpeetrust in absence of behavioral trust and
vice versa, it is the simultaneous combinationutijsctive trust and behavioral trust that
constitutes trust (Kee and Knox, 1970; Das and T&@gl). Analogously, it is the
simultaneous presence of a user’s positive bediledait accounting information and a
willingness to base decisions upon those beligfsitidicates a user’'s damaged beliefs
about accounting information have been repairedtlyarust antecedents are the
situational and personal attributes which affetjective trust.

To summarize, the current study examines how dtbararol and preparer
distortions (trust antecedents) influence subjedtigliefs about accounting information
(subjective trust), and the use of accounting mfation (or not) as a basis for decision
making (behavioral trust). Based on the foregoihg,formal hypotheses are stated as
follows:

H2: Following preparer error and a non-ethical calnusers are more willing to

rely upon accounting information in a post-distamtperiod relative to all other
combinations of preparer distortion and controh@aoral trust).

14



H3: Subjective beliefs mediate the relation betweantrols, preparer distortion
and subjective accounting based decisions.

15



METHOD

Experimental design

A 2x3x(4) mixed factorial design is used to tést hypotheses. Participants are
randomly assigned to one of six experimental camubt Two levels of preparer distortion
are manipulated (preparer bias or preparer eriag,three levels of control initiatives are
manipulated (no control, ethical, and non-ethidajrticipants complete four periods of
decision making. Participants’ beliefs about actimg information are measured via a
multi-item self-report Likert scale. Participant$ioice behavior is also captured in a post

distortion and control initiative period.

Participants

One hundred and fifty-nine students enrolled graduate level accounting course
from a large state university in the Mid-Westerntda States participated. Seventy
percent of the participants were male and the gecage was 26. The average full-time,
professional work experience was more than twosyeAll experimental materials were
accessed online via laboratory computers. Eigtiigi@ants ended the experimental
sessions prior to the final decision round, andewwat included in the overall analysis.
Participants were informed that their compensationld be based on the outcome of their
decision for a randomly selected decision pericalvelver, participants were not told how
many periods they might encounter. Participantewad that each decision period was
an independent from all other periods. Thus, thtearae of one decision period had no
effect on the outcome or decisions of any othersitat period. At the end of the study,

one of the participant’s decision period was chagerandom by the computer to
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determine his or her final compensation. Basetheroutcome of the participant’s

randomly chosen decision period, participants cealah up to $10.

Procedures

At the beginning of each experimental sessionj@pants are given a brief
introduction including an informed research etluoasent package, and guarantees for
anonymity. After signing the consent form, pagamts are provided further background
information about their role in the study. Papamts are asked to assume the role of a
division manager for a large eye wear manufactuker division manager, participants are
tasked with the decision to manufacture a standaodistom order for sunglasses. The
custom order requires the purchase of a specaity produced by another division within
the company. Participants are told that the sfigdens is unique and has no outside
market price. As such, a transfer price for thms lswust be agreed upon in order to
manufacture the custom order. While transferrivegdpecialty lens at the highest possible
price is most profitable for the lens supplierngferring lenses at the lowest possible price
is most profitable to the participant’s divisioRlowever, it is also described to participants
that finding a transfer price that distributes geogéquitably between both divisions is
important because bonuses are based on divisiooféisp Before proceeding, participants
respond to a series of questions to assess whethmrshe understands the background
information presented.

At the beginning of each decision period, partiogaare provided with
information that details both the standard andarustrder. The standard sunglass order is
described as an individual divisional project tbansistently meets divisional profit targets

and guarantees a cash bonus of $5 at the endlopeaod. The custom project is
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described as having the potential to generatetalwasus up to $10 at the end of the
period if divisional profit targets are met (or bonus if divisional profit targets are
unmet). The custom project requires the divisiomaggr to purchase custom lenses from
the internal lens division by accepting a propdsadsfer price equal teariable cost per

unit of custom lens produced plus a 30% markup. Each period, participants receive the
Lens Division manager’'s expected average variatdésoof custom lens produced. The
expected average variable cost per unit of cusesrs produced reported by the lens
division is described as being normally distributégth a standard deviation of $0.50/unit.
The participant also receives the proposed tramsfee between divisions, and the
expected profits for each division. Based on ttigeeted average variable cost per unit of
custom lens reported by the lens division, the psep transfer price splits expected
profits equally between both divisions. The staddad custom orders differ in variance
but are equivalent in payoffs (see Appendix A focexpt from experimental materials).
Participants are tasked with the decision to acttepproposed transfer price and
manufacture the custom order, or reject the praptsmsfer price and manufacture the
standard order. At the end of each period, paditis receive feedback on the outcomes
of their decision including the bonus earned (if)dmased on his or her decision.

Overall, period 1 serves as a practice round &otigpants to familiarize
themselves with the study and task on hand. Sheéocus of the current study is on the
repair of a user’s subjective beliefs about acaognnformation, period 1 also serves to
assess participant’s attitudes and expectatiogs fairness) on the proposed transfer
price. Period 2 serves to introduce the prepastodion manipulation, the ethical control

initiative manipulation, and measure a user’s suhje beliefs about accounting
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information. Period 3 and 4 provide a post prepdigortion period and enables the

measurement of behavioral trust.

Experimental treatments

Preparer Distortion
Following period 1, participants are informed of gtart of period 2. In period 2,

participants encounter a preparer distortion wherevealed that actual outcomes differ
from expected outcom®&s Specifically, the actual variable costs of cusiens produced
are greater than variable costs of custom lensysexdiinitially reported by the Lens
Division manager. As a consequence, the actuadfeaprice is greater than the proposed
transfer price, and an inequitable split of profitsse between divisions. The preparer
distortion is either described to participantstesresult of the Lens Division manager
being aware of additional material costs at thetohnegotiations but deliberately
withholding this information for personal reasopsefarer bias), or the Lens Division
manager being unaware of additional material ctststo a lack of competence and
experience with estimating variable costs (prepamnar). This manipulation is consistent
with the finding that a single encounter with agareer distortion can be adequate to
damage a user’s subjective beliefs about accoumtfognation (King 1999). Moreover,
prior research finds trust is easily damaged wioenakexpectations such as fairness and
honesty are violated. Participants’ attitudes tolsdahe consistency, expectations and
fairness of the expected and actual transfer pudeomes are also assessed via a Likert
self-report questions both prior and subsequenb&xe to the preparer distortion

manipulation in period 2.

® Participants who reject the proposed transfelepaire not subject to a preparer distortion.

19



Ethical Control
At the beginning of period 3, participants are mied of one of two control

initiatives adopted by top management subsequehetdistortion discovery. The ethical
control condition is described to participants asandatory 6 hour in-classroom training
course on ethical conduct focused on keeping hdymedts and records. The non-ethical
control condition is described as a mandatory & oin-classroom training course on
cost estimation focused on keeping accurate boo#kgsecords. Participants are also told
that the course has been added to the schedutatious learning and development
training to be received by all divisional managearsach subsequent year. A third
condition in which no control initiative is introded provides a baseline for comparison.
Dependent Variable

In period 3, after responding to the decision oéthkler to accept or reject the
transfer price, but prior to receiving feedbacklo® outcome of the participant’s decision,
participants complete a multi item questionnairagsess subjective beliefs about
accounting information. Participants were askegtfmrt the extent to which they agreed
or disagreed with the following statement “| bekewe information reported by the Lens
Division Manager to be reliable”. Participants walgo asked to respond to statements
based on properties of accounting information aghccuracy (“I believe the variable
costs per unit of custom lens produced reportethéy.ens Division Manager are
accurate”), truthfulness (“I believe the variabtests per unit of custom lens produced
reported by the Lens Division Manager to be truai)d faithful representation (“I am
confident the Lens Division Manager would not irtitenally lie to me”). Participants also
responded to the following statements, “The Lengdibn Manager lacks integrity” and

“The Lens Division Manager is trustworthy”. Paipiants responded to each statement
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using a seven point Likert scale. After respondmthe multi-item questionnaire,
participants receive outcome feedback based ondkeision to accept or reject the
transfer price at the end of period 3. Next, payints complete period 4 by submitting
their decision to either accept or reject the ti@mngrice. Participants respond to a final

guestionnaire and receive feedback on their fimahd of decision making.
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RESULTS

Sample

The following analyses are conducted based ondll@ring sample. Of the 159
participants, 43 participants rejected the trangfee in period 2 and did not encounter an
expectation violation, and are therefore not inellich the following analyses. The
remainingl108 participants accepted the transfeepn period 2 and subsequently
encountered the preparer distortion manipulatioro{er bias). Of the 108 participants, 36
participants were randomly assigned to the basebneition, while 72 participants were
either assigned to the strong ethical control doonlior weak ethical control condition.
Eight participants ended their experimental sesspyamaturely and were excluded from

the final analyses.

Manipulation checks

The literature on trust finds violations of so@abpectations such as honesty and
fairness (i.e., equity) damages trust betweengm(fdas and Teng 1998). Similarly,
expectation violations arising from preparer distors are expected to damage a user’s
subjective beliefs. To assess the effectivenesisegpreparer distortion manipulation,
several measures were analyzed to establish whEtlparticipants experienced an
expectation violation due to preparer distortiod & participants weighed the violation
equally across conditions. Results are report@abie 3. While participants agreed the
initial transfer price proposed by the Lens managdre equitable (Biagt = 2.20; Erroru
= 2.51) across preparer distortion conditions,ipaednts found the actual outcomes of the

transfer price to be highly inequitable in perio(B2as:p = 6.00; Erroru = 5.48) (Table 3,
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Panel A). In addition, results reveal that actuaiable cost reported by the Lens manager
was highly inconsistent with the expected variatast of participants for both types of
preparer distortion (Biagt = 5.85; Erromu = 5.50). Taken together, these results indicate
participants experienced a similar expectationatioh of equity and consistency
following both types preparer distortion. Moreowshen no control initiative was
introduced there was no significant differencesbbetween subjective beliefs across
preparer distortion conditions (Bigs= 0.175; Erroru = 0.022; F =.126, p =.73). The
preparer distortion manipulation appears to haenleffective and consistent across both
preparer distortion conditions.

To assess the ethical control manipulation, pgeicis were asked to identify the
type of training received by the Lens division mgera(Table 3, Panel B). As expected,
participants in the ethical control condition cathg responded that the Lens Division
manager had received ethics training, but notttasting. In contrast, participants in the
non-ethical control condition responded corredtigtithe Lens Division manager had
received cost training, but not ethics trainingu3hit appears that both the control and

preparer distortion manipulations were successful.

Tests of Hypotheses

ubjective Beliefs
As discussed in Section lll, subjective beliefs evereasured based on six Likert-

scale questions. Descriptive statistics are regateTable 3, Panel C. All six items
correlate significantly (p < 0.05, two-tailed) wili other items, with correlation
coefficients of at least .4 suggesting reasonad®fability (Table 4). The measurement

model with six measures provides a reasonably giowdth a minimum discrepancy?
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=16.81(df.=9, p > 0.05), a Root Mean Square Erfépproximation (RMSEA) of 0.07,
Comparative Fit Index (CFI) of 0.99, and a Tuckemifis Index (TLI) of 0.98 Table 5
presents the factor analysis results. Panel A thescthe set of six questions. Panel B
summarizes factor loadings and communalities. Asvehin Panel C, the factor analysis
yields a single factor that accounts for 68 peroéitihe cumulative variation. The factor
loading is consistent with expectations, and regressubjective beliefs. Participants’
factor score measures subjective beliefs and & tosgest the hypotheses.

Hypotheses

H1 predicts an interaction between ethical cordral preparer distortion on
subjective beliefs. Figure 3 illustrates the pattef results for the hypotheses. As shown,
there is a cross over interaction between con&natspreparer distortion. Table 6 presents
the analysis of variance (ANOVA) model with subjeetbeliefs as the dependent variable.
Table 6, Panel A reports cell sizes, means andiatdrerrors for subjective beliefs.
Results on Table 6, Panel B reveal a significatetraction between controls and preparer
distortion on subjective beliefs (F = 4.792, p<0.0&o-tailed).

A Post Hoc analysis was performed. As predictedrisesponsiveness to ethical
control was found to be greater following prepafstortions from error than bias.
Furthermore, non-ethical control had a more pasigitfect on subjective beliefs following
preparer error than ethical control (F(1,68) = 5% 0.05). No significant difference was
found between either ethical or non-ethical contmidition following a preparer
distortion of bias (F(1,68) = 0.58, p = .45). Atlohnal analyses (untabulated) were

performed using the baseline condition (no contitalpbsence of an ethical control

" As a rule of thumb, a model may be consideredat@ta reasonably good fit when RMSEA values are
close to 0.06, CFl and TLI are .95 or greater (Hd Bentler 1999; Albright and Park, 2009).
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initiative, no significant difference (F(1,34) =26, p = .725) was found across preparer
distortion condition (erropn = 0.022 versus bigs= 0.175) for subjective beliefs. These
findings provide support for the conclusion that #ffectiveness of controls governing
preparer behavior on repairing a user’s subjedieleefs about accounting information
depends on the nature of preparer distortion.

H2 predicts repair of behavioral trust will be gesst given a non-ethical control
following preparer error relative to all other comdtions of preparer distortion and
preparer control. As illustrated in Figure 4 pafethe percentage of participants who
rejected the proposed transfer price in the pagtdion period did not differ across
control conditions following a distortion of prepamiasy® (2, N = 45) = 1.13p = 0.570.
This sample included 11 participants in the no @mhanipulation, 15 in the ethical
training condition and 19 participants in the nohigal training condition. The percentage
of participants that rejected the proposed transfiee in the post-distortion period
following distortion of preparer error differs sigoantly across control conditioné (2, N
=63) = 14.22p > 0.01. As can be seen by the frequencies crbstatad in Figure 4 panel
A, the percentage of participants who rejectedotioposed transfer price was significantly
less following the non-ethical control relativerto control initiative condition. Following
a distortion of preparer error 48% of participajected the proposed transfer price in the
post distortion period when no control initiativasvintroduced compared with 13% of
participants rejecting the proposed transfer piadewing the introduction of the non-
ethical control initiative. Results from H2 proeslevidence that the effectiveness of
control initiatives on repairing behavioral trugipgnds on the nature of preparer

distortion. While an ethical control initiative hkitle effect on repairing behavioral trust
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following a distortion of preparer bias, a non e#thicontrol repairs behavioral trust
following a distortion of preparer error. Overalpport for H2 is found.

H3 predicts a mediating effect of subjective beliefh the relationship between
controls, preparer distortion and the decisioncieegt or reject a proposed transfer price in
a post-distortion period. The mediation analysis wanducted in AMOS. As a pre-
condition for mediation the direct effect betweentrol, preparer distortion and transfer
price decision was tested. A significant dire¢eef was found between preparer distortion
and transfer price decision (p < 0.05, two-taildxlt, not controls (p = 0.23, two-tailed).
Thus, the mediation analysis was conducted on peeplastortion and transfer price
decision. As recommended for small samples, a manpetric bootstrapping analysis was
used (Preacher and Hayes 2004). Results base@®@h Hootstrapped samples indicate
that whilst controlling for variable cost knowledgkthe Lens Division Manager, the total
effect of preparer distortion on transfer priceigien is marginally significant (TE =.152,
SE =.119, p = 0.059), the direct effect is not(J152), and the indirect effect is
marginally significant (p = 0.08). Thus, subjeetiveliefs mediates the relationship
between preparer distortion and transfer pricesi@eicontrolling for knowledge of
variable costs (IE lower 95% CI = -.004, upper 96%.188). Based on results of the
mediation, given an ethical control a negativetreteship was found between subjective
beliefs and the decision to accept the transfeepn a post-distortion period. Figure 4
summarizes the results.

Overall, findings in this study provide evidencattkthical control less effectively
repairs a user’s accounting beliefs following prep&ias than non-ethical control

following preparer error. While non-ethical contwas found to repair both a user’s
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subjective beliefs and behavioral trust relativeoocontrol, ethical control had little effect
on repairing a user’s subjective trust or behaviust. As Rousseau, Sitkin, Burt and
Camerer (1988) argue “trust is not a behavior dn@ce (e.g., taking a risk), but an
underlying psychological condition that can causeesult from such actions” (p 395). In
other words, it is the simultaneous presence df babjective trust (e.g., positive
subjective beliefs about accounting information) &ehavioral trust (e.g., decision to rely
on accounting information) that constitutes tregtair. Findings from this study reveal
ethical controls were less likely to repair damabgeliefs following distortion of preparer
bias compared to preparer error. Repairing a usansaged beliefs about accounting
information depends not only on re-establishingtp@sexpectations about the objectivity
and accuracy of accounting information, but als@bserving a user’s willingness to rely
on accounting information in a post distortion pdri In this study, repairing a user’s
damaged beliefs about accounting information dependoboth the nature of preparer

distortion, and also on the type of ethical control
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CONCLUSIONS

Organizations rely upon controls to mitigate digstors of accounting information
from economic reality. Distortions can lead to esation violations and damage a user’s
beliefs about accounting information. The follogiistudy examines whether ethical
controls governing behavior of a preparer can erilee a user’s beliefs about accounting
information, or whether a user’s beliefs are orifg@ted by their direct experiences and
interactions with a preparer. Results from thimlgtdemonstrate the effectiveness of
controls on repairing a user's damaged beliefs shotounting information depends on
the nature of control and type of preparer distorti Following a distortion arising from
preparer error, a non-ethical control repairs a'sifeliefs more effectively than an ethical
control following preparer bias. Results suppbet tonclusion that while in some
situations ethical control affects a user’s belafsut accounting information, in other
situations only a user’s direct experience withoarting information and interactions with
a preparer affect those beliefs.

Findings in this study provide important insights both practitioners and
scholars. First, | demonstrate distortions of infation arising from preparer bias to have
psychologically different implications than disiorts arising from preparer error. | find
the conditions conducive for non-ethical contra aot parallel to the conditions
conducive for ethical control on repairing a useldsnaged beliefs about accounting
information. Implementing a non-ethical control gaving preparer behavior was found to
be an effective strategy to repair damaged béiatiswing distortions due to preparer
error. In contrast, an ethical control governinggarer behavior was found to be an

ineffective strategy to repair damaged beliefsofiwlhg distortions due to preparer bias.
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Practically speaking, results from this study pdevimportant insights for understanding
the conditions of using ethical and non-ethicaltoala as a strategy to repair a user’'s
damaged beliefs about accounting information.

Second, results from this study contribute to godeenderstanding of assessments
of accounting information as a subjective judgmédmtior research in accounting focuses
either on preparer incentives to distort accounimfigrmation, or controls used to mitigate
preparer distortions of accounting information.s&es from my study add to extant
research by examining controls from the perspedfube information user. Moreover,
objective assessments of accounting informationoftem be difficult to ascertain in
practice. By examining a user’s subjective belafsut accounting information in the
context of trust, | provide a framework to bettadarstand assessments of accounting
information as a subjective judgment.

Findings in the current study also provide insigiiscorporate social responsibility
efforts. Prior research documents numerous bereggociated with ethics training. In
addition, an increasing trend by companies to tepotheir ethical initiatives exists. As
organizations seek to increase the visibility @&tlethics programs, the current study
identifies conditions that exacerbate their effemtiess. Findings from this study provide
some insight on policy decisions aimed to improwgorate ethics (e.g., Sarbanes Oxley)
from the perspective of the accounting informatiger. Specifically, a user’s beliefs may
not reflect whether a control actually achievesrdese behavior from an information
preparer.

Several streams of future research exist. Theentstudy examines specific forms

of controls, preparer distortions, and accountiagegl decisions. Future studies can
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investigate how different variations of these Vialea can affect assessments of accounting
information. For example, under what conditionsetiaecal controls versus traditional
agency controls more or less effective on mitigaagency concerns? What are the
implications of implementing ethical controls follong various internal or external audit
deficiencies? Are ethical controls more or lese@ffe as a reactive versus preventative
control strategy?

While the current study focuses on beliefs fromghespective of the information
user, future research could also examine the simterbctions between the information
user and preparer to examine accounting in a dyadimulti-party (rather than individual)
setting. This could bring together two streambtefature that focus on verbal
communication by the preparer (e.g., cheap tald)farmal controls on belief revision
strategies following an expectation violation. éngprehensive model that includes not
only a user’s beliefs about the information prepavat also individual attributes of the
information user (e.qg., risk preferences, trusppreity, optimism), and contextual
variables (e.g., gain/loss frame, interaction mgtmcentives) could be useful for
expanding the current understanding of factorscéiffg subjective beliefs involving

accounting information.
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TABLE 1
Examples of Corporate Ethics Training and DevelaprRgograms

Company Industry Excerpts from Corporate Ethics Training Programs (extracted from company’s website)
The Walt Mass Media | Compliance training, including trainnegarding the Company's Standards of Business @bndu
Disney Co. and ethics, is provided to employees and Cast Mesnberldwide through the Company's

learning management system known as Disney Deveaop@onnection. It is the Company's
intent, through its compliance training, to ensinag all of its employees and Cast Members have
the knowledge and training to act ethically andllgin compliance with the Company's
Standards of Business Conduct.

Accurate and complete record keeping is essentidlet successful operation of our company, as
well as our ability to meet our legal and regulgtobligations. You have the responsibility to be
accurate, complete, and honest in what you repod record to meet regulatory requirements,| as
well as in all Company documents including accaumtiecords, time cards, expense reports,
invoices, payroll records, business records, perémice evaluations etc...

D

The Coca-Cola  Beverage To ensure an ongoing commitment to andratathding of ou€ode of Business Conduct, we

Co. offer online training to all associates with Compgmovided computers discussing topics related
to ethics and compliance. All newly hired assodatzeive the training upon hire and all others
receive the training at least once every threesydar2010, approximately 22,000 employees
(management and non-management) certified theiptante with theCode of Business Conduct
and the Company's anti-bribery requirements. Intehdto a number of optional training courses
on various topics, associates are requested teipate in ethics training on an annual basis,
resulting in an average of 60 minutes of ethiasimng per associate per year.
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TABLE 1 (cont'd)

Examples of Corporate Ethics Training and DevelaprRgograms

Company Industry Excerpts from Corporate Ethics Training Programs (extracted from company’s website)
Boeing Aerospace and The Boeing Company is committed to fostering anremment where integrity is valued and
Defense forms the foundation for every decision. Althoughintaining ethical behavior is woven

throughout our daily communications and activitié® company conducts three mandatory an

standards at Boeing. Annual activities include Remitment to Ethics, Code of Conduct and t
Ethics Challenge. The Boeing Code of Conduct ¢eatibn occurs annually. Employees certify
once a year that they will adhere to the Code afdDot, which outlines the ethical business
conduct required of employees in the performandeeaif company responsibilities. Individuals
certify that they will not engage in conduct oriaty that may raise questions as to the compa
honesty, impartiality or reputation or otherwise®a embarrassment to the company, among
other things. The annual Ethics Challenge traiidgcates employees about situations they n

dilemmas; then learn which is the best answer amgd Whis training, which is administered by

face in daily business using specific case scesafarticipants answer questions about ethical

d

educational activities annually as reminders alboutcommitment to ethics and business conduct

ne

ny's

ight

managers, is typically completed in a group setting
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APPENDIX A

Excerpt from Experimental Materials

This period, your division can manufacture custamgtasses that can be sold to retailers
for $26.00 per unit. The Lens Division managemoses to transfer custom lenses to your
division at a price equal toariable cost per unit of custom lens produced plus a 30%

markup. It is up to you whether you choose to accepejaat this transfer price. (Note:
Profits for the custom sunglasses will be showyoto at the end of each period regardless
of your decision.)

If you reject the proposed transfer price for costenses, then your division will
manufacture standard sunglasses, and you willadonus of $5.00 at the end of this
period.

If you accept the proposed transfer price for auskenses, then your division will
manufacture custom sunglasses. You will earn a®©onh@10.00 if your division’s profit
per unit is $3.00 or more at the end of this perichowever your division’s profit per
unit is less than $3.00, then you will earn a boofus0.

The Lens Division manager reports an average er@ist per unit of custom lens

produced of $10.00 to you. The costs are normadiyiduted with a standard deviation of
$0.50/unit. Profits for the custom order are sumirea below for both divisions:
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TABLE 2
Experimental Transfer Price Data

Panel A: Expected outcome shown to participant

Sunglasses Division Expected Lens Division Expected
Custom Order $ per unit Custom Order $ per unit
Selling price of sunglasses to retailer $18Tansfer price of lens to Sunglasses Division $13.00
(Variable cost per unit plus 30% markup)
Minus: Minus:
Transfer price of lens from Lens Division 13.00 Variable cost per unit of custom lens produced 10.00
Other costs 2.00
Profit Sunglasses Division __$® Profit Lens Division $3.00
Panel B: Actual outcome shown to participant adgoggaroposed transfer price
Sunglasses Division Actual Lens Division Actual
Custom Order $ per unit Custom Order $ per unit
Selling price of sunglasses to retailers $181vansfer price of lens to Sunglasses Division $15.60
(variable cost per unit plus 30% markup)
Minus: Minus:
Transfer price of lens from Lens Division 15.60 Variable cost per unit of custom lens produced 12.00
Other costs 2.00
Profit Sunglasses Division __30 Profit Lens Division $3.60
Your Bonus this period $0 Lens Division Manager’s bonus this period $10.0
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FIGURE 1
Hypothesized Relations Among Control, Preparerdisin, Subjective Beliefs and
Transfer Price Decisions

Panel A: Predicted relations of Preparer Distortion by CoinBondition on Subjective
Beliefs

Subjective
Beliefs

Preparer Bias

Preparer Error

Non-Ethical Ethical
Control Initiative
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FIGURE 2
Framework of Subjective Accounting Information Bés as a Subjective Trust Judgment

Panel A: Subjective Beliefs as a subjective trust judgment

Trust Antecedents Subijective Trust Behavioral Trust

Preparer Distortion

Subjective Beliefs | Transfer Price
about Accounting | | Decision
Information :

A 4

Control Initiative

Panel B: Subjective accounting beliefs (subjective trust) measured based on the
following six items:

1. | believe the variable costs per unit of custonslproduced reported by the Lens
Division Manager to be true.

2. | am confident the Lens Division Manager would mbéntionally lie to me

3. | believe the variable costs per unit of custonslproduced reported by the Lens
Division Manager are accurate

4. | believe the information reported by the Lens Bion Manager to be reliable.

5. The Lens Division Manager lacks integrity

6. The Lens Division Manager is trustworthy

Panel C Transfer price decision (behavioral trust) is swad based on the following
item:

1. Accept proposed transfer price or Reject progpdssansfer price
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TABLE 3
Manipulation Checks

Mean Mean
Panel A: Preparer Distortion Manipulation Check Bias Error

n=45 n =63
Pre-preparer distortion based oninitial costs reported by the Lens Division Manager
Q: Profits are equitably split between my divisemd 2.20 2.51
the Lens Division (t = -.9865p33*)
Post-preparer distortion based on actual costs reported by the Lens Division Manager
Q: Profits are equitably split between my diviseam 6.00 5.48
the Lens Division (t 68, p =0.10%
Q: Actual variable costs of custom lens producedcansistent  5.85 5.50
with initial costs reported by the Lens Division Meer (t=1.01, p=.32%
Panel B: Control Manipulation Check Ethical Non-Ethical

n= 30 n=42

Q: The Lens Division Manager received cost training 4.43 2.86

(F=8.47,p <0.09

Q: The Lens Division Manager received ethics tragni 2.07 4.07
(F = 16.06510.05")

Panel C: Descriptive Statistics for Subjective Beliefs afrficipants who choose to accept
the transfer price in Period 2

Ethical Control
None Ethical Non-Ethical

Erro 0022 | 320 | 0.369

Preparer Distortion n=25 n=15 n=23
Bias 0.175 | -0.052 -0.282

n=11 n=15 n=19

*two-tailed equivalent.

38



TABLE 4

Subjective Belief Scale Correlations (N = 72)

Item 1

Item 2 ltem 3 ltem 4 ltem 5 Item 6
ltem 1 -
Item 2 0.597* -
Item 3 0.689* 0.724* -
Item 4 0.667* 0.725* 0.826* -
ltem 5 -0.440* -0.486* -0.494* -0.537* -
ltem 6 0.496* 0.627* 0.603* 0.652* -0.57* -

See Figure 2 Panel B for item descriptions

*p <0.05, Two-tailed equivalent.
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TABLE 5

Factor Analysis of Subjective Belief Dimensions£N2)

Panel A: Descriptive Statistics (Mean and Standardeviation)

Question item

| believe the variable costs per unit of custonslproduced reported
by the Lens Division Manager to be true

| am confident the Lens Manager would not interdibnlie to me

| believe the variable costs per unit of custonslproduced reported
by the Lens Division manager are accurate

| believe the information reported by the Lens Bien Manager to
be reliable

The Lens Division manager lacks integrity.
The Lens Division manager is trustworthy

Panel B: Factor Loadings and Communalities

Question item

| believe the variable costs per unit of custonslproduced reported
by the Lens Division Manager to be true

| am confident the Lens Manager would not interdibnlie to me

40

Mean

4.69
4.49

4.60
4.48

3.92
4.16

Reliability Belief

Std. Deviation

Factor

0.62
0.72

1.47
1.56

1.33
1.42

1.50
1.43

Communality

0.79
0.85



Question item

| believe the variable costs per unit of custonslproduced reported

by the Lens Division manager are accurate

TABLE 5 (cont'd)
Factor Analysis of Subjective Belief Dimensions£N2)

| believe the information reported by the Lens Bien Manager to

be reliable

The Lens Division manager lacks integrity.
The Lens Division manager is trustworthy

Panel C: Principal Component Factors

Question item

| believe the variable costs per unit of custonslproduced reported

by the Lens Division Manager to be true

| am confident the Lens Manager would not interdibnlie to me

| believe the variable costs per unit of custonslproduced reported

by the Lens Division manager are accurate

| believe the information reported by the Lens Bien Manager to

be reliable

The Lens Division manager lacks integrity.
The Lens Division manager is trustworthy
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Eigenvalue

4.07
0.66

0.46

0.34

0.29
0.17

Reliability Belief

Factor

0.79

0.81
0.49
0.64

Explained
Variance

67.82
11.07

7.63
5.75

491
2.82

Communality

0.89

0.90
-0.70
0.80

Cumulative Explained

Variance (%)

67.82
78.89

86.52
92.27

97.18
100.00



FIGURE 3
Post Hoc Analysis

Test of HE' (N = 72)

Preparer Distortion and Control Initiative on Subjective Beliefs

0.6,
0.4]
.{<69
0.2
0o _ Preparer Bias
-0.052
-0.2 | £
582 re_poarsezr rror
-0.4 '
Non-Ethical Control Ethical Control

a\/ariables described in Table 3
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TABLE 6
How Preparer Distortions and Control Initiative &d¢t Subjective Beliefs
Test of H1

Panel A: Subjective Beliefs Factor, Mean [StandardError], n = 72

Preparer
, ,
Cantrol Condition Condition n Subjective Belief Factor
Ethical Control Bias 15 -0.052
[.980]
Error 15 -0.320
[.807]
Non-ethical control Bias 19 -0.282
[.985]
Error 23 0.369
[.744]
Panel B: ANOVA Model of Subjective Beliefs
Source of Variation SS df MS  E-statistic  p-value
Intercept 0.357 1 0.357 0.465 0.498
Controls 0.917 1 0917 1.194 0.278
Preparer Distortion 0.639 1 0.639 0.832 0.365
Controls X Preparer Distortion 3.679 1 3.679 4.792 p <.05*
Error 52.21 68 0.768

* Two-tailed equivalent.
This table reports the results for tests of H1 gishe factor score from a principal component agialg
the six questions resented in Table 3 Panel Aad¢pendent variab
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FIGURE 4
Tests of H2 and H3

Panel A: Participants’ Decision to Accept vs. Reroposed Transfer price in
Post-Distortion Period (H2 Behavioral Trust) (N168)
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Bias x| Error x| Bias x| Error x| Bias x| Error x

control| control Control Control Ethical| Ethical

Ethical| Ethicall Non Non

B Reject
B Accepl

Distortion x Control

Panel B: Observed relations of Preparer Distortitthjcal Controls, Subjective
Beliefs on Transfer Price Decision in a Post DisbarPeriod (N = 72)

Variable cos
Knowledgg

Ethical
Controls

Preparer
Distortion

Transfer Pric
Decision

.09 -0.04
n.c
Subjective Beliefs
ubjectiv | 5T
-0.1
.15 (0.06%)

* One-tailed significance at less than 0.05
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