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ABSTRACT

The professional auditing literature identifies the need for
a client control environment evaluation prior to the design of an
auditor's internal control tests. The purpose of this study 1is to
determine what specific client attributes comprise a client's control
environment and to investigate auditor perceptions regarding the
importance of these attributes. In addition, auditor insights
regarding the attributes' relation to various notions of control and
risk is explored.

Interviews and questionnaires were used in order to investigate
the importance of various control environment concepts for specific
audit engagements. A total of 146 auditors, from all the "Big 8"

CPA firms, responded to the questionnaires. Partners in both practice
and Executive offices of several "Big 8" firms were interviewed.

Research results indicate a consistent ranking of the control
concepts across various auditor partitionings. Moreover, it was
found that the more important control concepts were consistently
labeled as "accounting control" and "control risk" related while
the least important control concepts were viewed as "administrative
control" and "inherent risk" related. It was also found that auditors
believed that more audit attention should be focused on these client
attributes than was actually being given. Another major finding
indicated that firm affiliation, years of audit experience, audit

firm client specialty, management structure of the client, and client
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total assets exhibited some of the strongest associations with the
various auditor responses.

It was found that the AICPA accounting/administrative control
dichotomy is not a useful notion to auditors. Moreover, it appears
that auditors do not distinguish between inherent and control risk
elements. It was also concluded that differences in the control
concepts' importance ratings existing along client demographic variables
can be interpreted as an appropriate tailoring of the audit. However,
differences in ratings along auditor and audit firm demographic
variables could portend a potentially dangerous lack of consensus

among auditors and audit firms.
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CHAPTER I
AN OVERVIEW OF THE RESEARCH

The financial statements of business enterprises reflect the
assertions of management concerning that enterprise's results of
operations, financial condition, and changes therein. Independent
auditors, whose task 1s to render an opinion on these financial
statements, gather and evaluate evidence in order to form an opinion
concerning the fairness of these assertions taken as a whole. The
third standard of field work expressly states that, "Sufficient competeht
evidential matter is to be obtained . . . to afford a reasonable basis
for an opinion regarding the financial statements under examination'
[AICPA, 1983a, pp. 7-8]. In addition, when auditors ultimately render
their opinion in their standard short form report the statement is made
that, "Our examination was made in accordance with generally accepted
auditing standards. . . ." [AICPA, 1983a, p. 302]. One such standard
that represents an important source of competent evidential matter
is the second field work standard which states that:

There 1is to be a proper study and evaluation of the existing

internal control as a basis for reliance thereon and for the

determination of the resultant extent of the tests to which

auditing procedures are to be restricted. [AICPA, 1983a, p. 7]
Thus, it is evident that the review of a client's internal controls 1is
an integral part of any independent audit.

The typical audit, which encompasses a review of internmal control,

is portrayed in Figure 1. This representation reflects the sequencing
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of events as espoused by the professional literature and by other
researchers (see for example Martin [1980], and Biggs and Mock [1980]).
The entire left side of the figure deals with the client's intermal

control.

Audit Impact of the Control Environment

Notice that the first decision point on Figure 1 requires that
a decision be made as to the sufficiency or acceptability of the
client's control environment (referred to as the "environment for
controls" by the SEC [1979]). 1If it is not acceptable, no further
internal control work should be performed by the auditor and subsequent
substantive tests will have to be altered accordingly. Kinney
[1975], Martin [1980)], and Lambert and Lambert [1979] also depict
such a link as does the AICPA's Special Advisory Committee on Internal
Accounting Control when they state:

Internal accounting controls cannot be evaluated in a
vacuum. The committee believes that an overall evaluation
of a company's internal accounting control environment is
a necessary prelude to the evaluation of control procedures
and techniques.

A poor control environment would make some accounting
controls inoperative for all intents and purposes because,
for example, individuals would hesitate to challenge a management
override of a specific control procedure. On the other hand, a
strong control environment, for example, one with tight
budgetary controls and an effective internal audit function,
can significantly complement specific accounting control
procedures and techniques.

Although it is possible for accounting control procedures
and techniques to be working in a company that has a poor
control environment, the committee believes it is unlikely that
management can have reasonable assurance that the broad
objectives of internal accounting control are being met unless
the company has an environment that establishes an appropriate
level of control consciousness. [AICPA, 1979, p. 12]



In a review of twenty-seven (27) of the most recent, significant
audit failures discussed in the SEC's Accounting Series Releases,
Eisenschmeid and Haskins [1983] note that in fourteen (14) of them,
the SEC concluded that the auditors failed to adequately evaluate a
client's internal controls and/or link their evaluations to subsequent
audit procedures. In regards to this latter point, a number of
empirical studies (see for example, Aremns [1970] and Morris and
Anderson [1976]) have also found that the theoretical link that is
supposed to exist between internal control evaluations and the
resultant audit programs, does not necessarily exist. Not only should
there be a link between the results of an auditor's internal control
tests with subsequent substantivas tests but there should also be a
link between an auditor's review and evaluation of the client's control
environment with subsequent complifance and substantive tests.

Willingham and Parks [1982, p. 28], in discussing the Peat,
Marwick, Mitchell & Co. SEADOC approach, refer to the control environment
as those "general control features of the company that can influence
the performance of control responsibilities." Arthur Young & Co.
{1980] explicitly identify a client's control environment as a part of
all internal accounting control systems. Warren [1979] and Holstrum
and Kirtland [1982] similarly note that the environment in which clients
exercise specific controls is important to the auditors evaluation
of audit risks. Price Waterhouse & Co. [1979, p. 15] believe that
the desirable characteristics of a proper control environment are
", . . awareness (the communication of what [management] expects),

attitude (the existence of incentives to exercise control), and



discipline (the assurance that activities are controlled).”

Nicholas [1982, p. 58] asserts that these desirable characteristics are
the results ". . . of the combined effect of the organization's,
'charter', its policies, operating procedures and style of management,
and the reactions and expectations of the people within the organization
as a whole." The assessment of a control environment's overall impact
is important in predicting the pervasiveness and effectiveness of the
client's financial reporting process in achieving control and even in

achieving organizational integrity [Collins, 1982].

The Need For This Study

The first significant appearance in the professional literature
of the notion of a control environment, and the audit concerns it warrants,
was not until the 1979 report of the Special Advisory Committee on
Internal Accounting Controls. At that time their report concluded that,
". . . there is not sufficient empirical knowledge of how extensively
control procedures and techniques are employed, in what combinations, in
which industries, in companies of what size, and so forth" [AICPA,
1979, p. 27]. In specifically addressing research on control environments,
Felix and Kinney [1982, p. 251] note the same conclusion:

Background literature that would allow the researcher to

understand the current practices [in this regard] . . .

is relatively sparse.
Moreover, they also note that research describing or classifying the

cues that auditors use to plan the audit and to develop beliefs concerning

the "state of the auditee's affairs" is nonexistent. Likewise, Wright



(1982, p. 1-3] states that research on the impact of a client's
control environment is greatly needed because;

+ + o we have virtually no empirical results to address the
following important issues:

1. Do auditors actually rely heavily on environmental
factors in practice? and 1f so, which ones are most
heavily utilized?

2. How are these factors incorporated with other audit
evidence in making decisions?

3. 1Is the reliance on various environmental factors
beneficial or harmful? Research on the effect of
environmental factors is, thus, greatly needed. The
environmental factors deal with the setting in which
the audit takes place.

The insights into control environment concerns that do exist, have
been only at a conceptual level (e.g. AICPA [1979], Lambert and
Lambert [1979], Cook and Kellgy [1979]), or at a very micro level
(e.g. Mock and Turner [1981] and Abdel-khalik, Snowball and Wragge
{1983]). Felix [1981] believes that broad-based state descriptive
research is needed that investigates how auditors identify important
controls and what combinations of strengths and weaknesses are
acceptable. Cushing and Loebbecke [1983, p. 68] note in their review
of firms' auditing practices, that the preliminary phase of internal
control evaluation exhibits some of the ''greatest diversity among the
firms." Hylas and Ashton [1982] also call for more research into the
"less rigorous audit procedures" that are performed prior to determining
the extent of reliance to be placed on internmal controls and prior to
determining the amount of detailed testing to perform. In the same

vein, Mock and Watkins [1980, p. 2] believed "additional research is

needed regarding . . . the way in which [auditors] weight various



informational, organizational, and behavioral cues. . . ." Therefore,
because "survey research on the evaluation of internal control and use
of the evaluations in audit planning has not been common" [Felix, 1981,
p. 9] and because as Tabor [1983, p. 348) states, "I know of no other
research that addresses both internal control evaluation and the
subsequent audit program planning decision in the same experimental
task,”" there appears to be a research void concerning what auditors do
in regards to control environment evaluations, how these evaluations
affect subsequent audit activity, and what factors account for
differing audit approaches in this area.

There is no doubt that control environment evaluations represent
a subjective, ill-structured decision task as defined by Mintzberg et al.
[1976]. Yet, the importance of making such evaluations is not
diminished by these facts [Defliese et al., 1984]. It appears that
researchers have shied away from investigating how auditors perform
this task and how it might be improved. Bamber and Bylinski [1982, p.
35] state that ". . . [audit] context has been given little thought in
audit information processing research. Furthermore, ill-structured
problems have not been investigated in auditing." This study
represents a first step, embarking along the unexplored paths pointed to

by all these authors.

Overview of Existing Research

Joyce and Libby [1981] note three research paradigms relevant to
internal control audit judgments. They refer to them as policy-capturing,

probablistic judgment and predecisional behavior paradigms. The type



of research represented by this study falls into the third category
where auditors are faced with an ill-defined information search task,
in unstructured contexts. The best examples of accounting research
conducted in this vein are Mock and Turner [1981] and Biggs and

Mock [1980]. Verbal protocols from four auditors were collected in

a field experiment and analyzed. The quditors' protocols concerned
their review and evaluation of an internal control system to determine
scope revisions for subsequent audit programs. These studies found a
great deal of variability among auditors' decisions and that they
focused on a much greater proportion of the available information than
they actually reported.

The policy-capturing paradigm of research attempts to mathematically
reflect the judgment policies of auditors. Much research in this area
has employed the Brunswick Lens Model and used various regression or
ANOVA techniques. Much of this work is typified by Ashton [1974]
and Joyce [1976]. Ashton's study involved a factorial design in
soliciting auditor evaluations of a payroll control system's strength.
He found there was a fairly high level of auditor consensus. Joyce
on the other hand, investigated differing man-hour allocations for
auditing of accounts receivable based upon different levels of control
strengths and weaknesses. He found less auditor consensus than did
Ashton.

Solomons and Wilson [1980] provide a good example of the
probabilistic judgment paradigm, as it applied to intermal control
research. They investigated audit team consensus concerning prior

probability distribution judgments in six cases. Their primary



finding was that audit team judgments were less variable than the
judgments of individual auditors. In another study, Joyce and Biddle
[1981] eiplored anchoring and adjustment heuristics (see Tversky and
Kahneman [1974]) that possibly mitigate belief in the Bayes' Theorem
as descriptive of human judgment. They found that auditors do, at
times, make judgments in violation of Bayes' Theorem but these violations
could not always be explained by anchoring or adjustment heuristics.
Instead, a contingent adjustment strategy was used where the auditors
made large substantive test adjustment recommendations when internal
controls were weak and only small adjustments as the controls became
stronger.

These prototypical studies exhibit a variety of results across
artificial contexts and thus it is difficult to make generalizations.
However, the following inferences seem warranted:

1. No known study has directly'investigated an actual client's
control environment.

2. No known study has directly investigated auditors'
identification of specific environmental attributes as
sources of audit evidence (previous studies look at
evaluations of evidence provided by the researcher and
its impact upon subsequent audit procedures); and

3. No known study has directly investigated the opinions of
actual audit teams in regards to evidence concerning
clients' control environment.

Most of the research that has been done on organizational

environments has been in the organizational behavior field. Downey
and Ireland [1979] review most of this literature and conclude that the

most fruitful means of studying environments is by focusing on

actual environmental attributes as they exist in a real world context
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in a qualitative fashion, as opposed to assessing a few attributes with
highly precise, quantitative methods in artificial settings. Konrath
{1971] and Amey [1979] both discussed a similar view, albeit from a

systems viewpoint. They suggested that no system (e.g., internal account-
ing control) can be properly reviewed and evaluated if taken out of context

of the larger system (e.g., management control) of which it is a part.

The Research Objectives

A significant finding of human information processing (HIP)
studies suggests that decision makers do not adhere to normative
decision models in complex settings [Wright, 1982]. As an example,
Tversky and Kahneman [1974] found that people use "rules of thumb"
in order to simplify their decision tasks in complex settings. Research
in auditing has also found this to be the case (see Libby [1981]).
Thus, given that there are a multitude of factors, with numerous
interactions, that auditors could and should consider in their assess-
ments of client control environments, which ones do they select? Do
their selections differ across clients and audit teams? According to
Ashby's Law of Requisite Variety (see Konrath [1971]), the factors
used by auditors should not be a simplified set of just a few cues
across different client settings, but should be varied enough to
match the variety represented by a diversity of clients. In fact,
slightly modifying the labels ?f the axes in Daft and Wiginton's [1979]
depiction of the relationship between language variety and organizational
reality, Figure 2 suggests that the incongruous matching of the variety
of audit approaches with the degree of complexity of the situation at

hand, can result in erroneous audit approaches from the outset.
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Client Reality

Simple Complex
- Appropriate Error
E Low Variety 1 2 (Oversimplification)
g
3 3 4
&
- Error Appropriate
B
3 High Variety (Overkill)

Figure 2

Control and Reality

The obvious point to be made is that cells 2 and 3 should be avoided
and cells 1 and 4 represent appropriate audit approaches.

Because the task of evaluating a client's control environment
is very important and given the fact that most auditor internal
control judgment research has not been concerned with the comprehensive,
pre-decisional behaviors of auditors regarding these evaluations,
this study has the following objectives:

1. 1Identify auditor choices of different control environment

attributes used as audit evidence, identifying the demographic

factors assoclated with differing ratings of importance;

2. Ascertain whether auditors believe that more attention should
be focused on these attributes than is now being given;

3. Investigate the impact of evaluations of control environment
attributes (i.e., favorable vs. unfavorable) on the nature,
timing and extent of subsequent audit programs; and

4. Determine which client control environment attributes are
identified by auditors as influencing their assessments of
inherent risk and control risk and whether an accounting vs.
administrative control dichotomy parallels auditors' rankings
of the various control environment concepts.
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Each of the objectives is pursued within the context of an actual
engagement and the auditor insights solicited are those of the actual
audit team performing the current (or latest) audit. The demographic
factors solicited will be grouped according to individual auditor,
audit practice office, and client characteristics. There are no a-
priori hypotheses. Since no known work has explored the auditor's
concern with a client's overall control environment in an actual
engagement setting emphasizing the identification of pertinent sources
of evidence, this exploratory study's value is in its descriptive
contribution and in expanding knowledge in the broader control sphere.
To paraphrase Mautz and Sharaf [1961], the purpose of this study is

to better understand auditing by analyzing the way in which it functions.

Regsearch Methodology

Daft and Wiginton [1979, p. 186] suggest that effective research
into the complex aspects of organizations (e.g., their control
environments) would most likely reflect the following characteristics:

1. It would focus on general patterns rather than on specific
details;

2, It would rely on some type of human observation of the

system, and human thought processes would be used to form
the observations into a model of the system;

3. Many potential explanatory variables would be left unmeasured;

4. Imprecision would characterize measured variables and
relationships among measured variables; and

5. The research process would rely heavily on language of
high variety rather than on mathematics or statistics.
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In the auditing research context of this study, the above points
are relevant. For any initial model building effort where state
descriptive or exploratory research is required, ". . . an array of
research techniques which are based on high variety language . . . are
required" [Daft and Wiginton, 1974, p. 187]. More specifically, Felix
and Kinney [1982] suggest that in auditing studies where existing
research is sparse, there are two possible approaches offering promise.
One approach is aimed at gathering information on what auditors do.
They admit that the structure for data collection may have to be crude.
Examples of legitimate data sources in this regard would be auditor
work papers (which are for the most part unavailable to researchers),
interviews with auditors, audit manuals, and litigation files.

The second approach they suggest solicits "structural descriptions"
by auditors of what they do (in the context of this study it would be
in regards to their client control environment assessment). They believe
that a prime data source in this regard is a mail opinion survey which
has ". . . the advantage of focusing on extant practices as the auditor
recalls them and not on a documentation of practices" [Felix and
Kinney, 1982, p. 253]. Paralleling this view, Felix [1981, p. 10]
believes that:

Survey research on new and developing topics in intermal

control evaluation is certainly useful. In addition, survey

based knowledge of standard evaluation practices may be

practical and could contribute to testable descriptive theory

of internal control evaluaiion.

This study employs both approaches suggested above. Interviews

of Big Eight personnel along with a thorough review of their in-house

literature on control environments provided the basis for formulating
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the questionnaire that addresses this study's stated research objectives
in detail, using actual clients and their respective audit teams.
In trying to employ ". . . data collection techniques that take
advantage of natural language'" [Daft and Wigintom, 1979, p. 187],
Likert scaled responses are used on the questionnaire. These authors
suggest such an approach is "high in variety" because the ". . .
language-based labels are used to classify the various values which the
variable may assume" [p. 187]. Projecting these values into a numeric
scale for analysis purposes will facilitate the use of statistics as
a further descriptive tool. However, such structure may also reduce
the "variety" of the language based labels. Because '"the concern for
precise calculation can inhibit insight [and because] novel, insightful
ideas can be hard to prove" crosstabulated contingency tables will be
used [p. 187]. Such an approach uses data in its nominal form without
imposing simplifying structural compromises.

This study is entirely pre~theoretical. No hypotheses are tested.
As Glaser and Strauss [1967] argue, exploratory, state-descriptive
research 1s necessary, since testable hypotheses must be derived from

theories that are grounded in real world data. It is anticipated that

testable hypotheses will result from this exploratory study.

Organization of the Thesis

The remainder of the thesis is divided into six chapters. Chapter
II reviews that portion of the organizational behavior control literature

applicable to audit control environment concerns. This chapter also
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reviews the recent accounting literature that has adopted a behavioral
rather than an economic orientation in addressing the concept of
control.

Chapter III narrows the focus reflected in Chapter II. Chapter
I1I reviews the accounting internal control literature from an
historical perspective. Specifically, the definitional problems
encountered by the profession are discussed in light of the varying
responsibilities implied by the different definitions. Also, the
notion of "control environment" is reviewed as is the relevant
empirical research on auditors' internal control judgments.

The scope of the thesis is briefly restated in Chapter IV and then
a detailed description of the data collection process is presented.
Chapter IV discusses the design of the questionnaire, the solicitation
of participants, and the administration of the questionnaire.

Chapters V and VI present the data analysis. Chapter V deals
exclusively with the debriefing questions completed by the respondents.
The main purpose for this analysis is to determine the existence of any
unacceptable biases or mitigating factors that would necessitate the
omission of a particular questionnaire from the primary data analysis.
Chapter VI discusses the results of the primary data analysis which
was designed to achieve the four research objectives stated earlier.

The last éhapter summarizes the study's limitations and findings
and provides a discussion of the potential implications for the
profession arising from those findings. Also included are some

suggestions for further research.
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CHAPTER 11
LITERATURE REVIEW: ORGANIZATIONAL CONTEXTS

As mentioned in Chapter I, most of the research that has been
done on organizations' internal environments has been by researchers
with organizational behavior or soclology interests and backgrounds.
Therefore, this chapter discusses the parts of that literature that can
be linked to the audit notion of a client's control environment. The
first section briefly discusses the insights of several organization
theorists, highlighting the macro concerns of management in achieving
a proper level of control that encourages initiative and performance
conducive to the organization's goals. This linkage to goals is
crucial because an auditor's concern with a client's control environment
is only warranted to the extent that a favorable control environment
results in an increased audit confidence that specific internal accounting
controls are not being overriddéﬁ and are achieving the goals for which
they were established.

The second section presents the accounting control theorists who
focus many of these organizational concerns onto the role that accounting
plays in the exercise of control. These perspectives are necessary in
order for auditors to understand their clients' sources of control,
conflicts of power, interplay of conflicting self-interests, monitoring
of behaviors, and the attitudes of client personnel regarding each

of these issues.
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Organizations and Control

Weber on Control

Max Weber's [1947] classic work on the rational, bureaucratic
organization dealt extensively with the issue of control. Weber was not
so much concerned with organizations as rational instruments to achieve
goals but rather with the seemingly ironic reality of rational
organizational behavior resulting in quite irrational consequences
[McNeil, 1978]. Therefore, his notion of a rational bureaucracy is a
concern for achieving efficiency of control as a means of achieving
efficiency of results.

Weber purports that control should be based on the creating and
monitoring of rules within a hierarchy of authority. The flow or
exercising of control within such an environment would thus be vertical
in direction and would be "control over" (Boland [1979]) members of
the organization. Moreover, close control via rules would supposedly
enhance the reliability and predictability of behaviors from the
organization's members [Mouzelis, 1968]. Logically, once a particular
administrative layer of the organization becomes more efficient and
rational through the imposition of rules, then the implementation of
rules at lower levels in the organization can take place in order to

achieve similar efficiency and rationality.

Dornbusch and Scott on Control

Dornbusch and Scott [1975] conceptualize the execution of control
from the perspective of an ex-post evaluation process. They identify

four crucial elements of the evaluation process, and hence the control
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process, as being: allocating, establishing criteria, sampling, and
appraising. From a control perspective, operationalizing these elements
involves assigning a task to a participant, establishing the criteria
by which the task performance is to be evaluated, determining the sample
of task performances or associated results that are to be evaluated,
and appraising the task performance based upon the preceding allocation,
criterion setting, and sampling.

In discussing their evaluation processes, several important
environmental factors arise. First, the more complex the member's
task, the more complex the evaluation process should be. Secondly,
consistent with Drucker [1964], performance measures should reflect
"real goals.” Such a point is subtle, yet if not recognized, output
may parallel that of Russian workers' when evaluated on tonnage of nails
produced . . . they made only railroad spikes! Third, multiple goals
must be given relative weighting in the evaluation process (this
coincides with one of Steers' [1975] suggestions). Fourth, increased
difficulty of evaluation arises when outcomes are the results of
combined efforts of more than one member of the organization. Such a
point is8 a major concern of other control researchers such as Van de Ven
et al. [i976],‘Thompaon [1967] and Ouchi [1977, 1978) when they discuss
interdependencies and ambiguity of cause and effect relations. Lastly,
Dornbusch and Scott write of the frequency of communicated evaluations.
In essence, the more frequent the commmication, the greater the
perception of close and tight control.

This last point appears worth noting because it hints at the need

for including time horizons and time preferences within a control
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concept. Smith [1979] suggests that as decisions or evaluations
become more politically based as opposed to economically based, there
is a tendency for greater emphasis on short-run satisfactions and
results. Agency theorists [Wallace, 1980] believe that such managerial
behaviors and tendencies result in one of the primary demands for
auditors . . . monitoring and deterring this type activity. Notice
that these behaviors are derivatives of environmental forces (i.e.
political decisions and political evaluations) which leads to the
conclusion that to fulfill this demand for auditing, auditors need

to be concerned with the organization environment and climate.

Thompson on Control
J. D. Thompson's [1967] view of "organizations in action"

examines uncertainty as a major control environment issue requiring
managerial attention. In the face of externally created uncertainties,
organizational concerns focus on achieving self-control through ''norms
of rationality." Organization managers attempt to cope with
uncertainty by creating certain parts of the organization specifically
to deal with uncertainty or by creating suborganizations which operate
at near certainty levels. The only way for an auditor to be sensitive
to these external forces and the managerial reactions to them would be
to fully understand the client's business environment [McAllister, 1980]
and to then use that insight to understand the client's internal
environment.

Internal uncertainties create similar concerns and arise from
the interdependencies among organizational components. Depending upon

the organization's interdependencies, certain means of control and
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coordination are more appropriate than others. Thompson identifies
interdependent relationships to be either pooled, sequential, or

reciprocal (see Figure 3). As the interdependency relations progress

Pooled Sequential Reciprocal

Main Main Main
Organization Organization Organization
Subunit Subunit) (‘Subunit ' Subunit Subunit '
A B A B A B
B

e J L/ L

Figure 3

Thompson's Interdependent Relations

from pooled to reciprocal, cause and effect relations tend to become
less and less clear. Likewise, there may be greater and greater
ambituity concerning desired outcomes which, together creates less
precise assessment situationms.

A large part of a manager's control task is to implement the
appropriate assessment mechanism given the nature of organizational
interdependencies, desired outcomes, and cause and effect relatioms.
Such a task translates into strategies suggested in Figure 4. As
an organization's setting and situation progresses from cell 1 towards
cell 4, there is an increasing burden placed on the information system
to provide qualitative, in addition to quantitative, data. Auditors

need to be aware that managers continually seek to bring certainty to
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Preferences Regarding Possible Outcomes

Certain Uncertain
Computational Compromise
Certain Strategy Strategy
Beliefs About 112
Cause/Effect 1%
Judgmental Inspirational
Uncertain Strategy Strategy
Figure 4

Types of Decision Models
[Thompson, 1967]

uncertain situations and one of the ways to do this would be to

focus an inordinate amount of effort on trying to concretize cell 4
conditions. Likewise, auditors themselves must be careful not to
approach their client control environment evaluations, a highly fuzzy

task, with inappropriate, concretized, programmed approaches.

Arrow and Evans on Control

Arrow [1964] suggests that organizational control has two
aspects: (1) the choice of operating rules for instructing members of
the organization how to act; and (2) the cholce of enforcement rules to
persuade or compel organization members to act in accordance with the
operating rules. In essence, Arrow 1is suggesting two separate systems

that can be categorized as the operating system and the other being
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the incentive system.l This dichotomy is helpful because the first
system can be viewed as the context (i.e., the environment) in which
control exists and if is determined by an organization's technology
and command over resources [Pfeffer and Salancik, 1978]. The second
system is dependent upon information systems that define objectives and
measure performance. In addition, the incentive system is dependent
upon determinations of the relationship between information indices

and ultimate rewards.

Evan's [1975] approach is a little less economically oriented.

He views control as the means of securing effective compliance from
subordinates just as Arrow does. However, according to Evans, effective
compliance has a major reliance upon a cognitive and a motivational
aspect. In other words, organizational members must understand what

is being asked of them and they must be willing to do it. Furthermore,
central to this notion is the flow of information up and down the
hierarchy. Effective top-down flow implies comprehemnsible orders or
instructions. Effective bottomup flow of information should increase
motivation of the subordinates.

Evans and Arrow parallel Dornbusch and Scott in the importance
given to evaluations within a control system and neither give as much
attention to environment and technology as does Thompson. Arrow's
two parallel systems idea is insightful as is Evans' two-directional
information flows approach. The concerns for auditors would thus be

incentive systems and organizational structure.

lBesides the Dornbusch and Scott [1375] discussion of incentives,
see also Clark and Wilson [1961] for an excellent essay on the role of
incentive systems.
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Ouchi on Control

"Control is not the same thing as structure" [Ouchi, 1977, p. 95].
Rather, control is an evaluation process based on the monitoring and
evaluation of behavior or of outputs and the dissemination of rewards.
It is, thus, a process highly dependent upon the communication of
reliable and valid information. According to Outchi, there are only
two phenomena which can be observed, monitored, and counted; they are
behaviors and outputs.

"Behavior control is exerted when means-ends relations are known
and appropriate instruction is possible" [Ouchi and Maguire, 1975, p. 559].
Furthermore, the application of behavior controls not only requires
knowledge of means~ends relations but also agreement. Ouchi continues
by suggesting that the greater the task interdependence, and the
manager's knowledge of the tasks performed by his/her subordinates,
the greater the emphasis on behavior type controls. Ouchi [1978]
elaborates on this by suggesting that behavior control is normally
more subtle, more flexible, and richer than output controls.

On the other hand, in using output control, the transformation
process need not be known at all, but instead, a reliable measure
of the desired outputs must be available [Ouchi, 1977] (similar to
Arrow's highlighting of indices). The use of output measures is a
result of a need for quantifiable, simple indices used by managers
many times to defend their position [Ouchi and Maguire, 1975].

In considering the control system as consisting of a set of

conditions that govern the particular control to be used (i.e., the
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control environment), Ouchl suggests the relationships as reflected

in Figure 5 [Ouchi, 1977, p. 98].

Knowledge of Transformation Processes

Perfect Imperfect
Behavior or Output Output Control
High Control
Availability of (Tin Can Plant) (Life Insurance Co.)
OQutput Measures
Behavior Control Ritual Control
Low
(a baseball (U. S. Foreign Service)
double-plgy)
Figure 5

Ouchi's [1977] Control Types

The resulting generalizations that follow are numerous. First,
the more nonroutine and unanalyzable the task, the less appropriate
behavior control. Second, task homogeneity reduces the need for output
measures. Third, the more complete the set of formalized rules and
procedures to specify behavior, the less the need for output control.
Lastly, behavior control can be tailored to the needs of individual
departments, whereas output control can be maintained by a central
office. Auditors should be sensitive to these dimensions of their
clients and tailor their internal control queries accordingly.

A precaution that Ouchi and Maguire [1975] are quick to insert

is the necessity for avoiding double-binds (see Bateson [1972] for a



25

thorough discussion of double-binds). In a control context, such a
situation could occur when organizational members are rewarded on output
measures and are asked to perform behavioral duties that detract from
the time and attention they can devote to tasks that would increase
output. One final comment by Ouchi [1978] claims that as one rises in
the hierarchy, the amount of behavior control received decreases while
the amount of output control received increases due to means-ends
relations becoming less clear.

Most of Ouchi's observations are an outgrowth of his study of a
large retail institution. In later works, he progresses from this
baseline to explore production institutions. These later works reveal
a more macro view towards control as indicated in the following:

Design of organization control systems must focus on achieving

cooperation among individuals who hold partly divergent

objectives. Such a collection of people can be moved towards
cooperation through: (1) market mechanisms which precisely
evaluates each person's contribution and permits each to

pursue non-organizational goals, but at a personal loss of

reward; (2) a clan mechanism which attains cooperation by

selecting and socializing individuals such that their

individual objectives substantially overlap with the organiza-

tion's objectives; and (3) a bureaucratic mechanism which does

a little of each--it partly evaluates performance as closely

as possible, and it partly engenders feelings of commitment

to the idea of legitimate authority in hierarchies. [Ouchi,

1979, pp. 845-846]

The information requirements for each type of control are prices,
rules, and traditions for markets, bureaucracies, and clans, respectively.
A market is a very efficient form of control but the most demanding
on information systems. A clan is the most demanding in regard to

social underpinnings but the least dependent on a formal information

system. In reality, if the pricing mechanisms required for a market
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are unavailable or inappropriate and the social conditions for a clan
are nonexistent or not pervasive enough, then the bureaucratic mechanism
becomes the preferred approach. In truth, Ouchi believes all
organizations exhibit some aspects of all three type mechanisms, although
the bureaucratic mechanism appears to dominate regardless of context.

Paraphrasing Ouchi [1979], people must either be able to trust each
other or to closely monitor one another if their desire is to
participate in cooperative endeavors. Weber would suggest that for
any sort of goals to be realized or progress achieved, rules and
monitoring take precedence. The other authors discussed, as well as
Ouchi, would say that it depends. For Ouchi, it depends on the clarity
with which preferences can be assessed (similar to Thompson's cause/
effect dimension) and the degree of goal incongruence (similar to
Thompson's clarity of preferences notion). Implicit in Ouchi is the
conclusion that organizations approach control from a continuum
perspective. Market mechanisms are put in place; where they do not
fit clan possibilities are considered; and when neither totally provides
the needed control as perceived by managers, bureaucratic modes are
instituted. Ouchi ultimately ties his micro and macro views together
by simply asserting that output and behavior control techniques are
applicable within bureaucratic or market models. Ritual and
behavioral approaches are applicable for clan models.

Clearly, the role of accounting in these models is informational
in nature. To varying degrees, accounting can aid in the market model
(e.g., transfer prices) and in the monitoring and evaluating aspects

of the other two. Collins [1982] discusses Ouchi's market, clan,
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and bureaucracy types of control as they relate to management

accounting information systems. Collins suggests accounting as useful

in communicating role expectations, providing motivation, and
communicating organizational climate. These items are almost exactly
identical to the professional auditing literature's elements of a

controi environment. The AICPA [1979]'identifies clients' commmication
of performance standards, monitoring of performance, and organizational
polictes and procedures as comprising, in part, their control environment

which should be a concern of auditors.

Intermediate Summary
The preceding discussion provides distinctively different, yet in

many ways, similar views of the processes or means by which a person
or group of persons influences what another person or group of persons
will do (this is an intentionally vague definition of control as given
by McMahon and Ivancevich [1976]). It is dangerous to equate domination
to notions of good or bad and control should not be thought of as good
or bad. At particular times, in certain situations, and from different
perspectives, domination is the most legitimate course of action.
In fact, domination as opposed to adaptation, may truly be the real
means by which organizations deal with (or control) their internal
and external environments [McNeil, 1978].

Tuggle and Saunders [1979] provide an easy framework from which
to assess an organization's particular control network(s). Schematically

their framework is depicted in Figure 6.
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With these key questions in mind, how might the writers discussed
in the prior pages be summarized? Flamholtz and Tsui [1980] provide
the following summations in Figure 7 (liberty has been taken in partially
amending their summarizations). From the Figure 7 summarizations, the
diversity as well as the similarity of control conceptualizations can
be seen. There is no question that "certain management control
activities can have functional, dysfunctional, and non-functional
effects on different elements of the organization all at the same
time" [Mouzelis, 1968, p. 74] no matter what view of control 1s adopted.

Organizationally Contextualized Accounting
Foundations of Control

An organization has a desired state of affairs that are explicit
in its goals. The basic control process that takes place is much
like a thermostat. The organization's desired state is compared to
its actual state, and if there are significant differences, corrective
action is taken. One of, if not the primary, vehicles by which this
control process 1s executed, involves accounting information and
accounting systems [Anthony and Dearden, 1976].

Having highlighted some of the general control concerns as
isolated and discussed by organizational theorists, the next section
discusses some of the accounting control theorists' views.
Specifically, their views pertaining to how control is achieved
via accounting and the potentially functional and dysfunctional
consequences of using accounting in this way are presented. The

recognition of an accounting/organizational behavior interaction is
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important if auditors are to understand the nuances, subtleties and
seemingly irrational behaviors stimulated by certain uses (or misuses)
of accounting information for the achieving of control. It has to

be remembered that the most basic, yet most important ingredient

of any control system, are the people controlling and the people

controlled.

Anthony and Dearden on Control
Anthony and Dearden [1976] suggest that control within

organizations involves the planning and coordinating of activities,
and the communicating, processing and evaluating of information in
order to influence peoples' behaviors. These control activities can
be segregated into three categories: (1) strategic planning, (2) manage-
ment control, and (3) operational control. All of these involve
the organization's information system. In particular, the management
control system relies most heavily on financial measures and assessments.
As can be seen from Figure 8, the management control process
encompasses a number of environmental (e.g., goals, strategies, plans
and action) and accounting information concerns (e.g., measurement,
commmication, revisions, and comparisons).
Even though auditors are primarily concerned with the overall
fairness of the resulting financial information, they should be aware
of the nature of the rules [Weber, 1947, and Arrow, 1964}, the standards
of measurement [Dornbusch and Scott, 1975, and Ouchi, 1977, 1978], and
the originations of control [Thompson, 1967, and Ouchi, 1979] that
influence the execution of the control process from which the financial

statements spring. Without any assurances and knowledge of this sort,
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the ending financial statement results are sterile and any evaluations

of them are being done in a vacuum.

Boland on Control

As most accounting writers do, Boland [1979] adheres to an
information systems perspective for addressing the issue of control
within organizations. Briefly, information systems provide a process
and an environment for legitimation, sense-making, and the context
for social interactions. According to Boland, accounting has the
potential to provide information and insights in all three arenas.

Much of auditing's focus on internal controls has been a search
for and evaluation of what Boland would call the "controls over"
the financial reporting process. If organizations are truly loosely
coupled [Weick, 1979], or comprised of clans [Ouchi, 1979] or rely
upon myths, ceremony and rituals [Feldman and March, 1981], then it is
important for auditors to be just as sensitive to the client's
processes referred to by Boland as "control with." Such an audit
concern orientation would focus on the motivations of managers,
superior/subordinate relationships, the impact of the informal
organization structure, etc. These sort of environmental or contextual
issues have received only passing attention in the professional

auditing literature to date.

Otley and Berry on Control

Otley and Berry [1980] stipulate that management's primary
function is to effect organizational control, where control is defined

as monitoring activities, and then to take action in order to ensure
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that desired ends (output and/or behavior) are atcaiﬁed. Moreover,
the function of control mechanisms is to provide the dissemination

of rewards within the environment of competing interest groups.
Borrowing from Skinner's [1953] notion of operant conditioning, control
may be achieved in part by the design of reward structures which
influence individuals to act in an agreed upon manner by pursuing
their own self-interest. This emphasis on rewards ties neatly

to Dornbusch and Scott's [1975] emphasis on evaluation. One way in
which to conceive of all this is to view the control process as
setting boundaries on peoples' tasks but .yet making those boundaries
dynamic and inspirational. Otley and Berry suggest that accounting
is important in formulating objectives and identifying reasonable
regions of activity (i.e., inspirational boundaries). They are quick
to add, however, that accounting is not totally sufficient for these
purposes.

In another vein, these two authors adhere to the belief that
control involves feedback and feedforward information flows, which
result in the unavoidable linking of planning to control. From
Bogart's [1980] perspective, there is an obvious omission in the feed
processes suggested by Otley and Berry . . . feedwithin. These feed
processes are tantamount to a system designed to communicate
organizational expectations and the monitoring of actions. Such a
system has to be viewed as relevant within the wider concept of
internal control.

Accounting is but one of the integrative devices available to

organizations. However, as suggested previously, it is not a totally
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sufficient information source for the needs of affecting control.

This is the case because one of the most crucial cond;tions necessary
before a process can be controlled 1s the existence of a predictive
model within the system being controlled. A comprehensive predictive
model, out of necessity, would contain variables that are outside

the scope of traditional accounting. This prerequisite implies that
traditional accounting information systems are needlessly restricted.
Moreover, if auditing is viewed as a control and monitoring device
[Wallace, 1980], then auditing needs to incorporate a predictive model
too. Because as Defliese et al. [1984, p. 285] state, '"the conditions
permitting control are more important than specific control procedures,'
it is feasible to conclude that the predictive model (i.e., the

basis on which to infer the current and continued acceptability of a

client's internal controls) should be based on the conditions of

control (i.e., the control environment).

Hofstede on Control

Hofstede [1981] believed that control includes the presuppositions
of a target; that outputs can be identified and compared to targets;
that control efforts can be redirected if targets are not met; and
that repetitive activities allow learning to occur. Inherent in
these premises is the belief that no matter how ambiguous the cause
and effect relations might be, there is still the need for some
statement concerning objectives. Obviously, these objectives may
be simply stated, such as an accounting clerk being told to update

his/her vendors' listing weekly. The point is that there must be a
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benchmark for evaluation purposes, that have operational characteristics
specified in order for the measurement process, either qualitatively
or quantitatively, to take place.

Depending on the circumstances, one of six different control
mechanisms will be most appropriate. Hofstede's six types of control
are: routine, expert, trial and error, intuitive, judgmentsal, or
political. It is important to realize that different control modes
may apply to different activities within the same organization (a
similar caveat was expressed by Ouchi). Therefore, auditors who
have a static mental set concerning the types of controls they want
and expect to see operating at their clients, may erroneously mis-
evaluate any one or all of the above.

The other note on Hofstede is concerned with learning. Learning
is based upon history, both perceived and recorded. Perceived
history is tantamount to Weick's [1979] enactment + selection -+
retention process. Recorded history certainly encompasses accounting
information. The idea of learning as a control element leads to the
concern for change. As Nelson [1981, p. 100] states, "It is
unpredicted change that opens the question of what an organization
should do, thus complicating the question of what are the appropriate
[control modes now]." Thus, learning how to control implies learning
about the organization's people, tasks, goals, and potentialities for

change all of which are environment related.
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Amey on Control

In regard to the central notion of most of the control theorists’
use of open systems typologies is that of a cybernetic, self-controlling
imagery. However, Amey [198Q, p. 13Q] argues that the ''general
cybernetic model of the error-controlled feedback system is a closed
system,"

In a particular vein, Amey [1980] suggests that a classic
budgetary control system is primarily a cybernetic system based on
the principle of feedback to provide mechanisms for goal-seeking and
self-controlling behavior. As he further notes, the empirical
evidence suggests that in practice they do not control effectively.
Because every system is a part of a larger system, external standards,
not internal ones as in budgetary control, should provide the control.
Comparisons of observed results (he obviously believes all actions
result in observed results) with external standards, highlighting
relationships between controlled variables and uncontrolled variables,
is a proper performance evaluation approach. How well any system
performs (e.g., an individual or complex organization) can only be
judged relative to the objective of the larger system of which it
forms a part [Amey, 1980].

The main thrust of Amey's views as they pertain to internal
control issues is that a notion of self-contained control has to be
secondary to the reality of external control from the next larger
system's vantage point. Thus, once again the belief that the control
environment is more important than the specific controls, is asserted.

Moreover, there are such huge differences between social and biological
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systems that an equilibrium-seeking objective is not even appropriate
for the former [Amey, 1980]. Nelson [1981] also hints at the folly

of steady-state views for organizations by suggesting that once
equilibrium is established, the interpretation is that all that is

then required is what has been done today be repeated tomorrow.
Recognizing this fact, auditors should become especially concerned
with both the internal and external forces (e.g., competition,

scarcer resources, higher goals, etc.) exerting their influence upon
the desirability of adherence to specific controls by the client's
personnel. Such forces should result in a dynamic execution of control

that would require a fresh and critical review every year.

Intermediate Summary

The five accounting perspectives on control just discussed are
summarized in Figure 9. Many of these writers draw upon the earlier
works of Argyris [1952] and Hopwood [1973] who dealt extensively with
the behavioral implications of accounting control. Relevant to this
study, and increasing in popularity, is the view that control is a
dynamic process within organizations that predominantly relies upon
human cognitions and organizational contexts as opposed to some
universally applicable set of imposed and regulated actions. In
the ensuing chapters, such insights provide the context within which
auditors are assumed to operate and evaluate a client's control
environment. That is to say, for controls to be effective, they
require behavioral relevance (the identification of all relevant

behaviors or goals required by the organization), behavioral validity



Control
Theorists

Boland [1979]

Otley and
Berry [1980]

Hofstede [1981]

Anthony and
Dearden [1976]

Amey [1979, 1980]

Control Definition

Control "over"

Control "with"
Monitoring activities
and taking action to
ensure desired ends

Accomplishing organi-
zational objectives

Any system designed to

~maintain a desired

state or condition

Autonomous, learned
behavior

Basis for Control

Related to hierarchically
structured, bureaucratically
operated processes with
rules and orders

Related to shared realities

Reward structures,
predictive models,
objectives and choices

Routine, expert, trial and
error, intuitive, judgmental,
or political

Detector, selector, effector,
and communication

External standards, open
system, maximizing of
adaptability

Figure 9

Auditing's Control
Environment Concerns

The information system,
attributions of people,
social interactions, and
types .of causality

Same a8 above

Competing interest groups,
information flows, goals,
coordination and change

Ambiguity of objectives,
measurability of outputs,
knowledge of the effects
of interventions, and
repetitiveness of the
activity

Management planning

The "larger" system in which
the control system functions

Organizationally Contextualized Accounting Control and
Environment Summaries

6¢



40

(must lead to the behavior or outputs to which it purports to lead)
and behavioral reliability (must repeatedly produce the same behavior

or output) [Flamholtz and Tsui, 1980].

Controls in Business Organizations

Attesting to the integrated view set forth above (i.e., the
merging of organization behavior and current accounting insights)
was a study sponsored by the Financial Executives Research Foundation
(FERF) [1980]. This study represents a major effort to identify existing
control techniques within the large U.S. corporationms.

In general, controls were found to be contingent on five items:

(1) organizational structure;

(2) performance appraisal and reward systems;

(3) formal and informal performance measures;

(4) data processing; and

(5) independent performance reviews.
These items represent nothing new except the confirmation of what
the previous writers have stressed. Thompson's [1967] technology
and boundary discussions, or Weber's [1347] hierarchy deal with item
one. Dornbusch and Scott [1975] deal extensively with item two whereas
Amey [1980] supports item five. The data processing element simply
encompasses information systems aspects while item three 1is a
recognition of the dual nature of control, vis-&-vis the cognitive
and formal aspects that Weick [1979] and Ouchi [1977, 1978, 1979]
recognized. Figure 10, from the FERF, illustrates numerous examples

of control modes found in all organizations. For the auditor, it is



41

Formal Controls Informal Controls
Policy manuals Shared values and philosophy of top management
Procedures manuals Selecting honest people
Chart of accounts Personal monitoring
Reports Follow-up
Forms Spontaneous meetings
Authorization limits “Build rules into people" (e.g., training)
Regular meetings Engendering control consciousness
Decision guidelines Observe operations
Regular reviews "Poking around"
Systems (e.g., inventory) Example set by top management
Documentation "Know your people"
MBO Daily involvement
Accounting rules Experienced judgment
Reward systems Peer pressure

Figure 10

FERF [1980] Control Modes

not so much a question of which one or two will be exhibited by their
clients, but rather, knowing that they probably all exist with
differing emphases at different times, under different conditionms.

The listing in Figure 10 is interesting to the extent that many
of these items also appear in many of the Big Eight firms' in-house
literature on the control environment of a client. One of the primary
purposes of this study is to investigate the perceptions of auditors

concerning such control environment attributes.

Summary

San Miguel [1977, p. 181], concluded in his review on the

accounting control literature, that:
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Too often cost standards and budgets are based on

idealized models of economic behavior that conflict with

the complex realities of behavior in large organizations.

For example, cost standards and budgets require efficient,

machine-1like compliance of workers and managers. This

assumes that workers and managers as physiological machines,

can be controlled through basic drives and emotions.
Cooper et al. [1981] reach a similar conclusion when they suggested
that just as standard operating procedures encourage imitative
behavior and are coercive by nature, so too are most accounting systems.
These two views typify much of the "new" accounting literature on
control.2

On the other hand, accounting contributes in important ways
to the identification, implementation, and operation of controls.
Cooper et al. [1981, p. 186] believe that "accounting systems
facilitate commitment, satisfaction and . . . internalization of
values." Just how this 1s accomplished is not quite clear except
possibly in the way proposed by Shields et al. [1981] when they view
accounting information as useful for making inferences concerning
causality. Cooper and his associates continued, by further suggesting
that accounting systems are a significant aspect of the power system
in an organization. Regardless of the theory of control subscribed
to, issues concerned with, power and authority inevitably arise.

Control is an outgrowth of power structures or at the very least,

control results in conflicts between the formal power structure and

2The word 'new" 1s used to describe the recent literature on
accounting that are attempts at integrating it with recent theoretical
developments in the organizational behavior, administrative science,
and sociology literature.
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the informal power bases and such interactions create a client-specific
atmosphere (environment) in which specific control procedures must be
executed.

In conclusion, Burns and Stalker's [1971] method of generalization
is as good as any. Controls, in their view, can be either "mechanistic"
or "organic."” Mechanistic controls are appropriate for organizations
in stable contexts. They are hierarchical in form and are inherent
in functional job definitions and can also be established via
instructions and decisions from superiors. On the other hand, organic
controls are appropriate for changing conditions. They comprise a
network structure and are derived from a community of interest. Most,
if not all organizations, exhibit both types of control. The
important point is that together they comprise the control system
of an organization. The "organic" controls are not secondary in
importance nor appearance. In the next chapter the auditors
historical lack of concern for the "organic" types of controls is
noted and the current trend redirecting audit efforts in this regard

is reviewed.
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CHAPTER III

AUDITING LITERATURE REVIEW: INTERNAL CONTROL
AND THE CONTROL ENVIRONMENT

This second and final phase of the literature review continues
to narrow the focus of the control contexts presented in Chapter II
by discussing the relevant auditing literatures on internmal control
and a client's control environment. The chapter concludes with a
review of the recent reséarch dealing with internal control and
highlights the fruitful research area and variables that are the

focus of this study.

Auditors, Systems and Sensors

From a macro view, the rendering of an audit opinion involves the
joint assessment of piecemeal evidence collected on the various aspects
of a clients' financial reporting process. The system generating the
financial information is a logical place to begin such an assessment.
Auditors have typically focused on the "controls" comprising the
system(s) and have not found it necessary to dwell on the organizational
"control" (to use Drucker's [1964] distinction) that is or is not
achieved. The identification, review and evaluation of relevant
"controls" has the purpose of providing evidence in regards to only
financial statement assertions, not the propriety of the decisions
underlying those statements. In this regard, auditors define and
delineate internal control systems conducive to their ends. In essence,

they make "self indications of organizationally relevant objects
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that are meaningful [to them], and interpret(ing) those objects [in
light of their] interaction with others" [Boland, 1979, p. 266].

Over the years, the notion of control has acquired numerous
meanings.l The meaning most consistent with the original French term
is reflected in the concepts of regulation and monitoring [Otley and
Berry, 1980]. It is in this sense th;t auditors are concerned with
internal control systems. Audit assurance can be partly achieved by
confirming that adequate regulating and monitoring procedures exist and
operate within a client's financial reporting process.

An important point to note is that the internal controls of
concern to auditors generally reflect a systems perspective. A system
can be thought of as "a collection of objects united by some form of
interaction or interdependence" [Amey, 1979, p. 247]. The objects or
characteristics comprising a system involve:

1. flows (of information, materials, money, etc.);

2. structure (referring to physical and geographical aspects,
organizational design, etc.);

3. procedures (the pre-planned activities which affect the
flows and structure); and

4. controls (centers on the prevention and correction of
deviations . . . from standards). [Brown, 1966, p. 319]

These elements comprise all control systems whether they are related

to asset control, personnel control, cost control, equity control,
production control, market control, division control, economic control,
supplier control, etc. Moreover, Ackoff, as quoted by Amey [1979, p. 247],

asserts,

1Rathe [1960] 1ists "57 varieties."
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[A system's] behavior is more than the sum of the behaviors of

its elements. The system cannot be broken down into independent

subsystems and performance of the whole depends critically on

how well the parts fit and work together, not merely on how well

each performs when considered independently.
Konrath [1971, p. 54) elaborates by suggesting:

The question which arises here is whether any of these control

[groupings or systems] can be dealt with in isolation. Of

much greater concern [than artificially delineating and then

reviewing a particular internal control system——accounting or

otherwise] is the degree to which the various systems interact——
that i3, the extent to which the variables of one set of

controls affect the state of another set.

The cautions expressed above are pertinent to auditors' reviews
and evaluations of clients' internal control systems. Typically, the
systems which are isolated for review are very small subsystems (e.g.,
cash disbursements) of the larger effort on the part of management to
control their organizations. However, auditors tend not to be primarily
concerned with the overall notion of organizational control, but
rather with only these limited accounting control aspects. One of the
more effective ways to mitigate the shortcomings of such subsystemization
is to implant within the isolated subsystem and the review processes
that address the subsystem, some sort of "sensor element." A sensor
element is any monitoring device that "perceives environmental changes
which affect the [particular] system" under consideration [Konrath,
1971, p. 54].

Such a concern is directly encompassed in the notion of a client's
control environment. The control concepts comprising the control
environment could just as easily be labeled sensor items. It appears

imperative that auditors acknowledge and utilize these sensor items

(i.e., control environment attributes) in assessing the impact and
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significance of a particular system's interactions, interdependencies,
dynamics, and limitations in executing the financial reporting

process which auditors evaluate as one of thelr primary audit objectives.

Historical Perspective of Internal Control

One of the earliest indications of internal control being a
concern to those involved in commerce, can be found in the Mesopotamian
Fupire around 3500 B.C. [Lee, 1971]. At that time, there is evidence
of a concern for the separation of accounting duties. Other early
evidence involves the use of test checking in Hellenic Egypt, internal
auditing in Persia, and the auditing of collections by the Hebrews.
During the Greek and Roman Empires there are clear indications of
distinguishing between the person who imposes taxes and the person
collecting them. Likewise during this era, auditors were used
extensively to review the public accounts of government officials.

With the advent of the Dark Ages came the use of tally sticks (the
concept being very similar to current cash-imprest systems), vouchers
and subsidiary ledgers. Lee [1971] highlights other early evidences

of internal control, such as: Pacioli's double-entry bookkeeping being
a control device as well as a recording procedure; Columbus being
accompanied by an auditor who represented Queen Isabella; and the
appearance of a book Verrechning Van Domeine in 1604 describing the
state of the art of internal control concepts.

Auditor concern with internal controls arose in the U.S. during
the mid-1800's with the expansion of railroads. This was indicative

of the changing economic climate of U.S. commerce as companies were
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establishing geographically dispersed operations and thus, there

was a growing separation of ownership from management.
By 1857, internal auditor[s were] regularly reconciling bank
balances and verifying all stock issues. Auditor[s were also]
express[ing] the need for segregation of duties, voucher system[s]
and [other] control [issues] [Bookholdt, 1983, p. 78].

An early article in the Journal of Accountancy professing the

potential of independent audits, opens with the introduction:

It is unfortunate that our country and city governments

are not yet awake to the benefits of accounting and for the
most part call on accountants only when a defalcation is
suspected or is known to exist. However, the call for such

a service is greater than many people realize. It of
necessity falls to the lot of the accountant to serve the
public, and the man who is called upon in a case of defalcation
should possess in the highest degree tact, integrity and
accounting ability. [Crawford, 1915, p. 112]

In 1909, "internal check" was being discussed in conjunction
with audit programs [Byrne, 1957]. It was not until 1947 that the
American Institute of Accountants (AIA), the predecessor of the AICPA,

published a Tentative Statement of Auditing Standards stating that

there must be a study of internal control as a basis for determining
subsequent audit tests. Two years later, the AIA attempted to further
develop the notion of intermal control. Their definition was (see
[Bymme, 1957, p. 41]):
Internal control comprises the plan of organization and all
of the co-ordinate methods and measures adopted within the
business to promote operational efficiency, and encourage
adherence to prescribed managerial policies; to check the
accuracy and reliability of its accounting data; and to
safeguard assets.

For a number of years, the consensus was that every area of

business (e.g., sales, production, engineering, etc.) had a counterpart
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in accounting, and that this internal control definition incorporated
these tangential areas [Williams, 1952].

In 1957, a series of articles appearing in the Journal of
Accountancy debated the above definition and the role of auditors in
relation to internal control. Byrne [1957] viewed the above definition
as suggesting three different types of control: internal administrative
control ("the plan of organization and all the other co-ordinate
methods . . . to encourage adherence to prescribed managerial policies"),
internal accounting control (those related to "accurate and suitable
recording and summarization of authorized financial transactions'),
and internal check (controls aimed to "safeguard assets"). Byrne's
contention was that the independent auditor's concern did not include
internal administrative control because "its presence or absence
[does not] affect his audit program" [p. 46].

Levy [1957], a lawyer, sided with Byrne and suggested that if
auditors embrace the broader notion of internal control, a change in
the legal liability dangers encountered by auditors would arise.

He asserted that the audit function is not responsible for attesting
to things such as management efficiency, effectiveness of operating

policies and competency and faithfulness of employees, all of which

are encompassed in the larger notion of internal control as defined

in 1949.

In May of that year, Grady [1957] asserted that the narrower view
of internal control espoused by Byrne and Levy was not a sound

position for the profession to take. Grady [1957, p. 37] asked
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three basic questions (the forerunners to some of this study's
questions):

1. Would the narrower view of internal control increase the
effectiveness of our work . . .?

2, 1Is it possible or feasible to compartmentalize the examination
and evaluation of internal control in auditing practice?

3. 1Is a narrow concept of responsibility for investigation and
evaluation of internal control compatible with the present
stature and future potentialities of public accounting?

A fourth question implicitly posed by Grady was:

4., Would a client's internal administrative controls
have a bearing on the independent auditor's selection of
the appropriate auditing procedures and his determination
of the extent of the tests to which such procedures are
restricted?

Grady's answers are "no" to questions 1, 2, and 3 and "yes" to

number 4. He contended that:

« » » it would be the height of futility for the auditor to

spend his time checking the clerical aspects of accounting

records when the validity of the basic information shown in

them is dependent on the controls exercised and the decisions

made in other departments. [p. 39]

Question number 2 portended some of the issues raised by

Konrath [1971]). The third question addresses the notion of audit risk
which he believed can be lessened by taking on greater responsibilities.
So, in Grady's mind, the interactions of the various control segments
within a business should not be arbitrarily separated, and the "whole"
must be considered jointly by the auditor.

The last view in this debate was espoused by Mautz and Schlossen

[1957], who failed to take an explicit stand on internal control but
who supported the position that internal control cannot be compart-

mentalized. Moreover, in regards to "safeguarding of assets," they
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suggested that a number of vitally important intangible assets fall
under this notion such as the company's credit rating and reputation
for honesty and fair dealing. In protecting these assets, no
distinction is made between accounting and administrative controls, so
why should it be distinguished in regards to tangible assets?

Internal Control and Generally Accepted
Auditing Standards (GAAS)

The debate concerning the 1949 definition of intermal control
and the concomitant responsibilities of auditors has continued to the
present day. On numerous occasions the profession has tried to clarify
and resolve various differences of opinion. Statement on Auditing

Procedure (SAP) No. 29, issued in 1958 and entitled Scope of the

Independent Auditor's Review of Internal Control was an attempt to

clarify the auditor's involvement.

Internal control, in the broad sense includes, controls which
may be characterized as either accounting or administrative
as follows:

a. Accounting controls comprise the plan of organization and
all methods and procedures that are concerned mainly with,
and relate directly to, the safeguarding of assets and the
reliability of the financial records. They generally
include such controls as the systems of authorization and
approval, separation of duties concerned with record keeping
and accounting reports from those concerned with operations
or asset custody, physical controls over assets, and
internal auditing.

b. Administrative controls comprise the plan of organization
and all methods and procedures that are concerned mainly with
operational efficiency and adherence to managerial policies
and usually relate only indirectly to the financial records.
They generally include such controls as statistical analyses,
time and motion studies, performance reports, employee training
programs and quality controls (quoted from AICPA [1972, p. 234]).
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SAP No. 33 in 1963 went on to state that:

The independent auditor is primarily concerned with the accounting

controls . . . . If the independent auditor believes, however,

that certain administrative controls may have an important bearing
on the reliability of the financial records, he should consider

the need for evaluating such controls (quoted from AICPA [1972,

p. 235]).

For all practical purposes, administrative controls were still
covered by the definition of accounting controls when it could be
established that they had a bearing upon financial statement reliability.
In 1972, the profession once again found it necessary to publish a
revision in the form of SAP No. 54 entitled, The Auditor's Study and

Evaluation of Internal Control.

Administrative control includes, but is not limited to, the
plan of organization and the procedures and records that are
concerned with the decision processes leading to managements'
authorization of transactions. Such authorization is a
management function directly associated with the responsibility
for achieving the objectives of the organization and is the
starting point for establishing accounting control of trans-
actions.

Accounting control comprises the plan of organization and the
procedures and records that are concerned with the safeguarding
of assets and the reliability of financial records and
consequently are designed to provide reasonable assurance that:

a. Transactions are executed in accordance with managements'
general or specific authorization.

b. Transactions are recorded as necessary (1) to permit pre-
paration of financial statements in conformity with generally
accepted accounting principles or any other criteria applicable
to such statements and (2) to maintain accountability for
assets.

c. Access to assets is permitted only in accordance with
managements' authorization.

d. The recorded accountability for assets 18 compared with the
existing assets at reasonable intervals and appropriate action
is taken with respect to any differences. [AICPA, 1972,
P. 239-240]
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These definitions currently remain intact as the authoritative view
on internal control and appear in Statement on Auditing Standards (SAS)
No. 1.

In a slightly different vein, SAS No. 30, issued in 1980 and

entitled, Reporting on Internal Accounting Control dichotomizes

internal accounting control into:
Primary control procedures . . . are applied at points where
errors or irregularities could occur in the processing of
transactions and the handling of assets. [AICPA, 1980, p. 9]
Secondary control procedures include any administrative controls
or other management functions that achieve, or contribute to the
achievement of, specific control objectives and thus are
comprehended in the definition of internal accounting control.
[AICPA, 1980, p. 9]
The effect of this differentiation appears to be to label accounting
controls as primary controls. Similarly,
it appears that secondary controls refer to those administrative
controls which, as discussed in SAS No. 1 . . . may be used
for accounting control purposes as well as for administrative
purposes. Thus, it seems that secondary controls refer to that
subset of previously defined administrative controls which
impact upon the reliability of financial statements. [Arrington
and Pany, 1981, p. 367]
The most recent pronouncement dealing with internal control,
SAS No. 43 [AICPA, 1982], still asserts that administrative controls
are not within the province of the auditors' review of internal
control, thus making virtually no substantial change from the 1958
SAP Statement.
The elaborations above are important because they never preclude

the possibility that auditors should be concerned with a client's

control environment. For example, SAS No. 3 entitled, The Effects of

EDP in the Auditor's Study and Evaluation of Internal Control discusses
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internal control within an EDP environment. According to Jancura
and Lilly's [1977] interpretation of SAS No. 3, the distinction
between accounting and administrative controls is minor and
administrative controls often have a substantial impact on the
reliability of financial statements. In fact, the auditors'
responsibilities as defined in SAS No. 3,

+ « « include most of the typical EDP controls; paragraphs

6 through 9 [of SAS No. 3] indicate that when a computer

is being used, many of the controls normally associated

with computer center operations are actually EDP accounting

rather than administrative controls. This is true regardless

of whether these procedures are performed in the EDP

department or in_a user department. [Jancura and Lilly,

1977, p. 71-72]

Where or how should auditors draw the line between accounting
and administrative controls? Johnson and Jaenicke [1980, p. 9]
assert that establishing that boundary "has more than only conceptual
or semantic significance." For example, the Special Committee established
to investigate the landmark fraud at Equity Funding [AICPA, 1975, p.

27], states that:

+ + « it appears that internal accounting and administrative
controls at Equity Funding were so weak as to raise concern
about the reliability of the accounting records. (Emphasis
added)

Another example of where the auditor's concern for client controls
should transcend the AICPA's dichotomy can be found in the SEC's

Accounting Series Release No. 209 [CCH, 1981] where Tidal Marine

Corporation's administrative controls were mentioned as a contributing
factor to the general audit risk that the company posed. Couple
these disastrous experiences with the belief by some parts of the

profession that both types of controls "are directed at reducing
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exposure to possible losses of an accounting or financial nature"
[Johnson and Jaenicke, 1980, p. 7] and the possible answer to the
question of where should the line be drawn between accounting and
administrative controls is that maybe there should not be one.

Brown [1966] believed that the boundaries of any control system
should not be dravm to conform with organizational structure simply
because that structure exists, Thus, it appears that auditors should
not be defining relevant controls from an audit perspective as only
those existing within a client's accounting department. Gilmore
[1982, p. 343-344] reports that, "The emergent cognitive perspective
on organizations asserts that boundaries are soclally constructed,
taken vs. given, and imposed vs. discovered." Auditors appear to be
guilty of this, too.

If auditors are to avold the sort of pitfalls noted at
Equity Funding and Tidal Marine, what should be the means by which to
delimit their involvement with client controls? One answer espoused

in A Statement of Basic Auditing Concepts [AAA, 1973, p. 5] suggests

that:
In practice, the auditor's competence and the existence of
operational criteria dictate the boundaries of the subject
matter to be investigated by the audit process.
And yet this really does not help auditors determine relevant from
irrelevant controls. The answer rests upon individual auditor
judgments in regards to what client factors impinge upon the fimancial
reporting process, not upon only those factors that can be measured

and those the auditor feels comfortable with. The criteria used to

determine which client controls should be a part of the audit review
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process should be client specific not auditor specific. 1In this
regard, the Special Committee on Equity Funding [AICPA, 1975, p. 38]
summarized this belief in their report:

Absolute certainty is no more an attainable goal of auditing
than it is of any other professional endeavor. What is sought
is a reasonable degree of assurance; and what is applied to
achieve such reasonable assurance is and must be a professional
judgment as to how far inquiry should go. The necessity for
such a judgment reflects the fact that there is no ultimate
stopping place: each new level of test offers yet another
choice between reliance or still a further test.

Recently the SEC's Chief Accountant, Clarence Sampson, conceded
that there is "difficulty in pinpointing auditor association and the
scope and definition of internal control" [Berton, 1981, p. 28]. Such
a statement reflects the fact that many past efforts, at the profession
level, to delineate audit boundaries have been futile and that
individual auditor judgment is the final determinant.

The following summary of the official auditing pronouncements
dealing with internal control by Bailey et al. [1980] is offered:

a. Establishment and supervision of internal control systems
is a management responsibility;

b. Absolute assurance of effectiveness 1s probably not cost
effective; thus reasonable assurance is acceptable;

c. Concepts of internal control are independent of the data
processing mechanism (this applies to computer processing
as well as manual processing of transactions);

d. Any system of control may be compromised by error, collusion,
management override or deterioration in compliance;

e. Competent personnel of high integrity are essential to good
internal control;

f. Segregation of functions implies that those in position to
perpetrate "errors" not also perform functions making it
possible for them to conceal these "errors." For instance,
those who control assets should not also control the
accounting for assets;
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g There is a need to generate independent evidence supporting
valid authorization, approval and performance of actions;

h. Proper documentation as to the recording of authorized and
approved transactions must be maintained;

1. Access to assets must be limited to authorized personnel;
j. Perlodic comparisons of recorded amounts to actual assets

and a follow-up of the deviations is essential to good
internal control.

Internal Control and the FCPA

The Foreign Corrupt Practices Act of 1977 (FCPA) represents a
congressional response to the investigations and voluntary disclosures
received by the SEC concerning the questionable or illegal'payments
made by U.S. corporations. The provisions of the FCPA, in addition
to dealing with questionable payments to foreign officials, also
cover the record-keeping and internal accounting controls of companies.
These latter two areas were a direct response by Congress in regards
to the "revelation that records were falsified and off-the-books
funds were maintained to facilitate the questionable payments' [Maher,
1981, p. 753]. The original intent of the Senate committee dealing
with this Act was for the accounting control provisions '"to operate in
tandem with the anti-bribery provision'" [Maher, 1981, p. 754].
However, SEC enforcement of the Act suggests that the accounting
control provisions may not be enforced in only this dual fashion.
Actually, it appears that they may be applied to the broader scope
of the law that addresses corporate accountability [Maher, 1981].

The section of the Act dealing with accounting control, adopts the

AICPA term "internal accounting control" along with its definition.
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However, a great deal of ambiguity and uncertainty has ensued from
this adoption [FERF, 1980, pp. 309-310]. In fact, prior to the Act's
final wording, the Senate committee stated:

We do not believe that the existing auditing literature,

prepared to guide auditors in determining the scope and

nature of examinations of financial statements, provides

sufficient guidance to enable registrants to determine

the adequacy of a system of internal accounting control

as contemplated by the proposed rule, (From U.S. Senate

Hearings, quoted in Maher [1981, p. 755])

Moreover, nowhere in the Act is there any reference to the
existence and role of administrative controls. In their discussion
of the FCPA, Cook and Kelley [1979] assert that in reality, there
are very few administrative controls that do not impinge upon
accounting controls and therefore to ignore the one, weakens
the validity of the other.

Other discussions of the FCPA also make similar statements.
Martin and Johnson [1978] believe that a specification of only
accounting controls should not have been made. In regards to the FCPA,
and auditing in general, they feel that there should be no concern
with classifications of internal controls other than those controls
related to and those controls unrelated to financlal reporting processes.
Likewise, Noxon [1980] believes that no distinction between accounting
and administrative controls should be made. In trying to provide
some guidance to auditors as to what controls are 'related to" vs.
"unrelated to," Mautz and White [1979, p. 15] suggest, in their
study of managers' views of the FCPA, that:

. » » those measures designed to remind persomnei throughout

the company of their duties, to encourage efficiency, prudence,
and loyalty, and to provide for timely discovery of errors
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resulting from inadvertent lapses and deliberate irregularities
[should be the concern of auditors and managers].

White (in [FERF, 1980, Chpt. 6]) interprets the accounting control
provisions of the FCPA in a two dimensional fashion. He believes
that the implied relationship in the FCPA, between formality and
effectiveness of control is a direct relationship. That is to say,
as the formality of control mechanisms increases, the effectiveness
of the control exerted will also increase. However, an outgrowth
of his research concerning managers' views of control, lead him to
hypothesize that there are formal (mechanisms of control) and
informal (control environment) approaches to control and the
relationship that exists is not quite the one suggested by the FCPA.
In particular, Figure 11 1s from White (see FERF [1980, p. 342]) and
serves to illustrate this point.

Within the business sector, few organizations "approximate the
'pure types' represented by cells 1 and 3" [p. 342]. In reality,
most organizatiéns are therefore typified by cells 2 or 4. Applying
the implied logic of the FCPA (i.e., more formal controls lead to more
effective control) would suggest that cell 2 organizations would be
characterized by effective control whereas cell 4 organizations would
have ineffective control. Yet, White quickly points out that [FERF,
1980, p. 343]:

Japanese organizations, though quite informal (cell 4), are

notoriously well-controlled. And, several U.S. corporations

embarrassed by significant breakdowns in recent years appeared

to be representative models of large, well managed companies
with rather elaborate formal controls (cell 2).
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Control Environment

(Informal)
Strong Weak
¢ High or Low #2
High lnigh Effectiveness Effectiveness
Control
Mechanisms
#4 #3
(Formal)
High or Low
Low Effectiveness Low Effectiveness
Figure 11

Formal and Informal Approaches to Control
And Control Effectiveness

The point of this position is that in order to achieve effective-
ness of control, it is necessary for managers to be equally concerned
with both the formal (mechanisms) and informal (control environment)
approaches to control. In specifically addressing the control
environment aspect, Mautz et al. [FERF, 1980] stated the following:

[The internal control environment] begins with the example

set by the chief executive officer and other members of top
management and the emphasis they are seen to put on high
standards of personal performance in all they do. It extends
to factors influencing employee morale such as standards for
training and promotion, the existence of desirable leadership
within the employee group, a company reputation for satisfactory
treatment of employees, including rewards for good performance
and punishment of those guilty of infractions, and finally,

a monitoring program constantly alert to personnel failure

[p. 343-394].

Gradual erosion of control occurs in the absence of on-going
management attention to, and effort and investment in, control
systems and the control environment. [p. 395]
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Client Control Environments

This section elaborates further the nature and role of a client's
control environment in an audit context.

To borrow a phrase, "internal control is people." A system

of internal control is made up of people and procedures,

procedures in which people are expected to perform and report

in a normal fashion. But unknown to the reviewer, the pressures

which motivate the people in the "system" may change

sufficiently that they cease to act in an expected fashionm,

whereupon the internal control procedure loses its

effectiveness. . . . There are so many events and relationships

which can work to offset the most effective internal control

measures and which at the same time would be neither apparent

to nor necessarily discoverable by the independent auditor that

acceptance of responsibility for the review and evaluation

of internal control is hazardous at best. [Mautz and Sharaf,

1961, p. 145]

Mautz and Sharaf's position points to the dynamics of an
auditing concern for the amorphous nature of an organization's system
of internal controls while also noting the importance of auditor
involvement, nevertheless. The very fact that people are the main
components of internal control systems gives rise to many of the
concerns discussed in Chapter II. In fact, Bower and Schlosser
[1965] emphasized the fact that internal control relates to the
actions of individuals as opposed to some inorganic system's component.

Since organizations are themselves dynamic and because they also
face dynamic external environments, appropriate internal control systems
should be fluid enough to enable the organization to remain viable. It
is this fluidity and personnel element that creates a demand for
auditor internal control reviews and evaluations to be more than mere

programmatic processes . . . they must also be subjective and organic

(see Dirsmith and McAllister [1982]).
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Collins [1982] notes four general facets of an organizational
system that dictate the pervasiveness and effectiveness of a particular
managerial accounting system. He points to the importance of social
contexts, the socialization processes of organization members, the
organizational climate's congruency and external influences. The
intangibleness of these four items make them no less influential in
the ultimate outcome of a specific control's effectiveness. In
reality, the previous definition of the control environment given by
Mautz et al. [FERF, 1980] can be thought of as a specification of
Collins' four general notions. Reinforcing Collins' belief, as well
as Mautz and Sharaf's [1961], Lambert and Lambert [1979, p. 26]
assert that "it 1s the internal accounting environment that largely
determines whether the controls, procedures, and techniques [of a
financial reporting system] will operate effectively."

The first significant effort on the part of the accounting
profession to discuss the importance and nature of a clients' control
environment was contained in the Report of the Special Advisory

Committee on Internal Accounting Control [AICPA, 1979]. Although this

report does not specifically define the term, there is a great deal

of discussion of it (the best definition of the control environment was
the previously quoted one from Mautz et al. [FERF, 1980]). The Report
states that an evaluation of a client's internal accounting control
environment "is a necessary prelude to the evaluation of control
procedures and techniques" [p. 12]. Mock and Turner [1981], Biggs

and Mock [1980], AICPA [1982], Martin [1980] and numerous other

researchers have since espoused the importance of an evaluation of the
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control environment prior to performing other audit procedures.1
Generally, the reason cited for such a step is that a poor control
environment would most likely undermine the implementation of any
specific controls [Martin, 1980].
The Report of the Special Committee described the control
environment by discussing the more significant factors that shape
it. The Report identified organizational structure as a pervasive concern
and then detailed the important factors as [AICPA, 1979, pp. 13-17]:
Organizational structure (i.e., reporting relationships,
subunit functions, and authority, responsibilities and

limitations of key positions)

1. personnel (i.e., control is highly dependent upon the
competence and integrity of the organization's employees);

2. delegation and communication of responsibility and
authority (i.e., those who need to be informed are and
there are effective reviews of decisions);

3. budgets and financial reports (i.e., provide goals and
thus enables managers to identify appropriate actions,
provide means for evaluation of personnel, etc.);

4. organizational checks and balances (i.e., financial
control and internal audit); and

5. EDP (i.e., may influence the organization structure and
the control techniques most appropriate for the situation).

Miotto [1980, p. 16] stated that the above areas are important
in creating an acceptable "atmosphere in which data is produced,
processed, reviewed, and accumulated." Voicing the same concern,

Holstrum and Kirtland [1982, p. 13] believed that:

1Based upon the discussion of the ambiguity of an accounting/
administrative control dichotomy, no such distinction will be made in
regards to a client's control environment. The phrase "control
environment" will simply refer to any aspects relevant to a client's
financial reporting process.
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The control environment provides us with a general knowledge of

the methods used by the entity to communicate responsibility

and authority; of management's supervision of the system,

including the existence of an internal audit function, 1if

any; and of the competence of the personnel.

Also, SAS No. 22 [AICPA, 1983a, Sec. 311.06] in discussing audit
planning and supervision, implicitly referred to the control
environment as:

« « « conditions under which accounting data are produced,
processed, reviewed and accumulated within the organization.

Johnson and Jaenicke [198Q, p. 24], in a similar vein, suggested
that it is important for auditors to evaluate a client's control
environment because it establishes,
Conditions under which the system of internal accounting and
operational [administrative] controls can operate efficiently
and, in part, monitors performance of the accounting system
through reporting and analyzing the results it produces.
Lending additional credibility and emphasis to these notions, the
SEC [CCH, 1981] (release No. 34-~15772, dated April 1979 with an
amended version No. 278 dated June 1980) expressed some of the same
concerns. The SEC noted that a control environment was highly dependent
upon the careful exercise of management judgment and that responsibility
for a proper control environment usually starts with the audit committee
of a board éf directors. In two subsequent articles, Rappaport
[1980] described how auditors might aid corporate directors in
obtaining the information that they need to fulfill this role. Also,
Cohen and Pearson [1981] discuss the importance of auditing the
numerous client's judgments that impact financial reports as well as

the financial reporting process. These authors mentioned such client

factors as personnel, planning systems, political and social
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environments, management judgment processes and management
motivations as areas that should be receiving new or increased audit
attention.

A few years earlier, the Commission on Auditors' Responsibilities
(CAR) report [AICPA, 1978] discussed the "condition of the controls over
the accounting system" [p. 62]. This is perhaps one of the earliest
professional references to the control environment. In their report,
CAR recognized the fact that administrative controls are a part of
that environment. However, in describing auditor's roles in this
regard, their report still precludes auditors getting involved with
assessing administrative controls although there may come a time in
the "evaluation of the audit function" when it will be appropriate
to do so. As a point of interest, Pomeranz [1980] contends that
the profession is already moving in that direction and he calls
for "preemptive audits"-~reviewing transactions before they are

consummated.

Why Audit a Control Environment?

Much of this heightened concern can be traced to a post Watergate,
FCPA, consumerism ethos calling for greater accountability on the part
of all business organizations. Couple this with the economic pressures
of recent times, and it is perhaps evident that the motivation to
override or reduce the enforcement of controls exists. In fact,

St. Plerre and Anderson [1982] report that the Commission on Auditors
Responsibilities found that in those situations where management

was not totally trustworthy, it was unlikely that a valid independent
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audit could be performed. Neumann [1381] reports that most of the
questionable or illegal acts of business that have recently come to
light have not been the result of poor control procedures, but of the
circumvention of those procedures through management override or
collusion. He prescribed increasing the role and responsibilities
of corporate audit committees and the institution of codes of

conduct. The Report of the Special Advisory Committee on Internal
Accounting Control [AICPA, 1979], as do Hylas and Ashton [1982], points

out that collusion and circumvention of control procedures can occur
simply as a result of misunderstanding of instructions, mistakes
of judgment, and carelessness as well as intentional misconduct.
Romey et al. [1980], in their discussion of fraud, believe the
relevant factors to be situational pressures, opportunity, and
personal characteristics. Continuing in identifying possible concerns
for auditors in assessing the environment in which specific control
procedures exist, Rommey and Albrecht [1379] note that conflicts of
interest, personnel policies and consumer and vendor histories may
be important.

In a study on management fraud, Jack Katz [1979], an
organization behavioralist, presented a paper to a conference sponsored
by Peat, Marwick, Mitchell & Co. on some commonalities that underlied
such cases as General Electric, Equity Funding, B.F. Goodrich, Homestake
0il, Gulf 0il, National Student Marketing and others. He pointed to
such things as obedience by subordinates and respect for "expertise"
to be factors permitting frauds and cover-ups to attain some level

of success. 1In fact:
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Complex organizations are based on expectations of ignorance

which separate occupants of different ranks and specializations

and separate insiders from outsiders. [p. 296]

Both superordinates and subordinates and insiders and outsiders

have common interests in limiting the knowledge each obtains

about the other. 1In what are often quite tacit ways, bargains
are struck as to what each will require the other to know.

[p. 297)]

Accepting the fact that all of the above-mentioned factors
possibly exist, there is a need to ascertain their impact upon a
financial reporting system. Borrowing from Miller (quoted in
Brown [1966, p. 323-324]), the following results could arise:

1. omission (simply not processing information that should
be processed);

2. error (processing information but not correctly and without
subsequent adjustment);

3. queuing (delaying the processing of information);

4, filtering (systematic omission or modifying of information); or

5. approximating (processing less accurate information).
Any of these situations could arise as a result of the previously
mentioned forces or circumstances. Any of these situations could be
due to willful, negligent or unknowing behavior. Any of these
situations could result in materially false or misleading financial
statements. Any of these situations could render the most ideally
designed control system inept. Therefore, all of these situations
should be of concern to auditors and would require that auditors
review an& evaluate a client's control environment along with

their other reviews and evaluations.
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Benefits from Auditing Control Environments

One theme articulated by Mautz and Sharaf [1961] is that
auditing is an investigatory activity based on a need for evidence
in arriving at an opinion on a set of financial statements. Therefore,
it can be inferred that "audit procedures are the actions that
obtain evidence" [Loebbecke, 1981, p. 26]. The auditor's review and
evaluation of a client's internal controls is a part of the evidence
gathering process and is deemed by the profession (as noted in the
second standard of field work) as necessary in order to determine
the nature, extent and timing of subsequent audit procedures.2
Borrowing and modifying Kinney's [1975] portrayal of the relationship
that exists, Figure 12 reflects the routes to an audit opinion.

Notice that the whole process should theoretically start with
an evaluation of the control environment. Even the‘best designed
internal control system cannot be relied upon if the propensity for
management override or collusion is great. In that case, an audit
opinion would be pursued by extensive testing of account balances at
year end. On the other hand, if the control enviromment is favorable,
the route to an audit opinion then depends on the auditor's decision
concerning the design of the system. Since assessing a client's control
environment is the initial phase of an audit, it can be assumed that
it impacts the nature, extent and timing of both substantive tests

and compliance tests (AICPA, 1983b].

2See Weber [1978] and Morris and Anderson [1976] for a discussion
of the literature and a study of this audit relationship. Evidence
suggests that it may not be a clearcut relation.
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Substantive
Internal Control Study Tests Opinion
and Evaluation
Analytical
Review
Gontrol — Design La Tests of Opinion
Environment Evaluation Complianc
Evaluation mp
Tests of
-_-._______‘ Account
Balances

Figure 12

Route to an Audit Opinion

The nature of this impact is twofold. One is as discussed at the
end of the previous section. That discussion noted several results
that could occur in regards to a financial reporting system when
intentional or unintentional circumventing behavior exists. The
second way in which control environment assessments impact subsequent
audit tests and planning stems from its link with audit risk. Warren
[1979, p. 66] defined audit risk as the "probability of issuing an
inappropriate opinion on financial statements because material errors
or irregularities, if they exist, will not be detected." Some of the
major determinants of audit risk are, according to Warren, the integrity
of management, the internal accounting control system (referred to
as "control risk" in AICPA [1983b]) and the economic condition of
the organization under audit (a part of the AICPA's [1983b] notion
of "inherent risk"). These areas are very much in accord with the

facets of a control environment that were previously presented.
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Using some of the logic presented by Brumfield et al. [1983],
the relevancy of the client's control environment can be extended
to include having an impact on the auditor's business risk where
business risk is defined as '"the probability that an auditor will
suffer a loss or injury to his professional practice" [p. 60].

These authors believe that audit risk and business risk are related.
In essence, audit risk (rendering an inappropriate opinion) can be
an important factor in the events that lead to a realization of
business risk and business risk can influence to some extent the

auditor's evaluation of acceptable audit risk.

Regsearch Potential

The audit process is concerned with auditors' judgments
concerning sources of audit evidence, the evaluation of audit evidence
and the ramifications of audit evidence. However, in regards to
internal control:

The most studied aspect of auditor judgment has been auditor

evaluations of intermal control quality and the audit program

planning implications thereof. Because objective criteria

for determining the true quality of an internal control system

or the appropriate amount of audit work to perform in a

subsystem do not exist, judgmental consensus or agreement among

auditors has been the focal point of this research. [Joyce

and Libby, 1982, p. 105].

As this statement implies, there has been little research in
regards to the sources of audit evidence. This is partly due to the
fact that internal control work has traditionally been viewed as very

routine, programmatic and clearly delineated. However, upon

introducing the notion of a control environment, all three facets of
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auditor judgment (sources, assessments, and ramifications of

evidence) are fertile areas for research. If the auditor's

judgment process is viewed as involving the evaluation of numerous
pieces of information, necessitating trade-offs amongst multiple
criterta [Biggs and Mock, 1983], then investigating numerous potential
sources of evidence related to assessments of a client's control
environment should provide some insights into these trade-offs.

Most of the research that has been undertaken concerning auditor
internal control judgments can be typified by the following studies.
Ashton [1974] and Ashton and Brown [1980] studied different auditors'
evaluations of the quality of an internal control system. Their
results indicated a rather high consensus among the different
auditors' evaluations. Joyce [1976], Biggs and Mock [1983], Joyce and
Biddle [1981], and Mock and Turner [1981] investigated the consensus
of auditors in regards to audit program and sample size choices based
upon certgin internal control circumstances. In general, they found
there to be considerable differences in the auditor choices.

In terms of the independent variables investigated in these,
and similarly related studies, the following represent the most
frequently mentioned. Ashton [1973] hypothesized that audit
experience and firm affiliation might bear upon differing auditor
judgments. He found mild support in this regard. Joyce [1976]
found CPA firm affiliation to affect decision weights. Mock and
Turner [1981] discovered no evidence of years of audit and non~audit
experience, the type of clients assigned to, and specialized/

advanced training to have any significant effect upon auditor judgments.
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Nanni [1984], however, did find that the auditor's firm,
his/her position, and audit experience may influence internal control
judgments. Lewis [1980] also found a difference amongst firms in a
study on audit materiality judgments. Likewise, Bamber and Bylinski
[1982] note that auditors differed in their beliefs concerning the
purpose and conduct of audit reviews. They found these differences
to exist amongst firms, offices within a firm, and individuals. 1In
another context, Gibbins and Wolf [1982] found that auditors believed
the design stage of an audit to be dependent upon such things as
client profitability and the client's business. And lastly, Wright
[1982] suggests that client size, industry growth trend, the length
of the audit association with the client, and auditor education are
not primarily related to auditor judgments but are best described as
intermediary or secondary influences.

From a purely a-priori standpoint, a numbér of researchers have
advocated many of the above variables as being relevant for providing
insights into differing auditor judgments and approaches. In a non-
auditing context, Tracy and Azumi [1976] suggest organizational size,
task variability, and automaticity of the client's operations as
influencing the type of administrative control exercised.3 They
hypothesize that size is positively correlated with the extent to which
formalized control mechanisms (rules, procedures, etc.) are utilized
to preprogram behaviors whereas greater task variability and

automaticity should be negatively correlated.

3It is appropriate in this context to view administrative
control as somewhat analogous to control environment.
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Along a simtlar line, Dirsmith and McAllister [1982] suggest
that the level of task uncertainty faced by and the amount of task
interdependence within a work unit influences the specific control
practice employed. They suggest (based upon Van de Ven et al.

[1976] and Thompson [1967]) that as task uncertainty increases the
personal mode of control (as opposed to rule oriented) will increase.
Also, as interdependencies get more complex, there should be a greater
emphasis upon more elaborate control approaches. McAllister and
Dirsmith [1982] more generally suggest, and found, that the greater
the client's environmental uncertainty, the greater the audit concern
in assessing it.

Anderson et al. [1970] assert that the nature and size of
the client's operations, the audit team, along with several other
factors determine the kind and amount of evidence necessary to
render an audit opinion. More specifically, Rappaport [1980] hints
that a client's customer profile, trends in the client's financial
condition, types of new products being introduced, changes in
competition, and other such environmental issues could influence an
auditor's approach to evaluating a client's internal controls.

In regards to individual audit team and team member variables,
Mock and Watkins [1980] hypothesize that years of audit experience,
specialist status, level of audit training courses completed,
commercial experience, and client mix may be associated with differing
audit judgments. Cheney and Fuerst [1978] also suggest such
individual characteristics as age, education level, and years of

experience.
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Lastly, Brumfield et al. [1983] and the FERF [1980] suggest a
number of factors potentially affecting the auditor's business risk.
They again point to the client's economic environment, industry,
management philosophy, previous audit history, financial performance,
business reputation and location as possibly affecting an auditor's
assessment of their business risks and thus affecting their audit
approach.

Although these variables have been and will continue to be
referred to as indepéndent variables, this is perhaps a misnomer.

" For the purposes of this study, it is more appropriate to regard them

as dimensions along which auditors may change their views or disagree
on the source, evaluation and ramifications of audit evidence pertaining
to a client's control environment. In subsequent discussions of the
research methodology, a number of these variables will again be

highlighted.

Summary

This chapter has reviewed and discussed the audit profession's
evolving view of internal control. One of the currently evolving
audit concerns was identified as dealing with a client's control
environment. This, too, is exhibited in the professional literature,
official pronouncements, and in other circles of concern (e.g., the
FCPA, the SEC, and CAR). A brief discussion of the link between
internal control audit work and the rest of the audit was provided,
which led to the discussi;n of the most recent research regarding

auditor judgments as they relate to internal control issues. The
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chapter ended by identifying the fertile research ground exposed
by the previous discussions, suggesting a number of dimensions along

which client control environment evaluations might differ.
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CHAPTER 1V
EXPERIMENTAL DESIGN AND PROCEDURE

This chapter describes the research procedures and design of this
study. The following sections pro§ide an introduction and a discussion
of both phases of the research effort. Phase I deals with the
identifying of control environment attributes while Phase II is
concerned with investigating auditors' evaluations of these attributes

in a real-world audit setting.
Introduction

A number of Big Eight firms address some of the concerns of
this study in their preliminary internal control audit work. They
have developed control environment (e.g., Peat, Marwick, Mitchell &
Co. and Ernst & Whinney), general control (e.g., Coopers & Lybrand),
or special risk (e.g., Deloitte, Haskins & Sells) evaluation checklists
to assist their auditors in assessing these audit issues. The
underlying assumption in the design of most of these forms 1s that
they need to be equally applicable to a variety of clients. As a
result, there are usually only a few speclfic issues addressed on
these checklists. The exploratory nature of this study and, indeed,
the nebulous characteristics of the task under examination, make
the sketchiness of these instruments inappropriate for application

here. Moreover, these prepackaged aids are inappropriate for this
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study because they incorporate ". . . assumptions that their designers

have already identified the organizational and environmental properties
deserving attention" [Hedberg et al., 1976, p. 53]. The purpose of
this study is to consider a wide variety of control environment

attributes within a variety of client contexts.
Phase 1

Because of the plecemeal approach taken in identifying control
environment attributes in both the organizational behavior and
accounting literatures, this study's initial objective was to determine
what attributes potentially comprise or have an impact on a control
environment. In other words, what attributes can be described as

contributing to or constituting a client's control environment?

Step 1
The first step taken in compiling an appropriate listing of control

environment attributes involved,interviewing auditors. At least one
practice office auditor (most often a partner), from each of the Big
Eight firms was interviewed. All interviews took place during April
and May 1983 and were conducted in person. The particular auditors
were chosen based upon their affiliation with The Pennsylvania State
University. Figure 13 depicts the profile of auditors interviewed in
this ini;ial step.

Prior to the interviews, each of the auditors was sent a brief
description of the research questions that constituted this study.
They were told that the purpose of the interviews was to provide a

brainstorming session in order to generate specific notions and
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Rank Firm City
Partner Touche Ross Philadelphia
Partner Deloitte, Haskins & Sells Philadelphia
Partner Peat, Marwick Mitchell Philadelphia
Partner Price Waterhouse Philadelphia
Partner Coopers & Lybrand Philadelphia
Supervisor Ernst & Whinney Columbus
Partner Arthur Andersen Pittsburgh
Principal Arthur Young Philadelphia

Figure 13

Auditor Profile in Step 1 Interviews

descriptions of relevant control environment attributes. None of the
auditors were given a preliminary listing of possible control

environment attributes.

Step 2

In order to complement and revise the findinés from Step 1, an
analysis of all relevant literature was conducted. A number of the
firms represented in Step 1 not only provided their publicly available
literature related to the topic but also provided some in-house,
proprietary material (e.g., audit questionnaires, audit manuals, etc.).
In total, the literature sources that were used are listed below.
Combined with Step 1, the Step 2 results helped generate a detailed
listing of items potentially identified as control environment
attributes.

(1) Publicly available Big Eight literature

(2) In-house, proprietary Big Eight literature (5 of 8 firms
provided this information)
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(3) Several major auditing textbooks

(4) Several recent Accounting Series Releases from the SEC
(the particular ASRs were identified by a national office
partner in one of the Big Eight; see also Eisenschmeid and
Haskins [1983])

(5) Several AICPA committee reports

(6) Several GAO reports

(7) Relevant sections from the Auditing Standards Board's
Statements on Auditing Standards

Fifty-five (55) potential attributes were identified as a result

of performing Steps 1 and 2.

Step 3
The final step of Phase I was performed for the purpose of

evaluating, reviewing and revising this prelimimary list of potential
control environment attributes. It was important to determine the
validity, completeness , relevance and understandability of the list.
In order to do this, interviews with Big Eight auditors were once
again undertaken. However, partners were chosen from the Executive
Offices of the respective firms. The reason for this is that these
partners would be more concerned with the normative question of should
these items enter into an auditors' client control environment evaluation.

In toi:al, five such interviews were conducted during July 1983.
The profile of interviewees is shown in Figure 14.

Once the partners involved agreed to review the listing, they
were provided with a brief discussion of the research study, along
with a listing of the 55 items. A week or two later the interviews

were conducted, focusing on this list. As a result of this step,
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Rank Firm City
Partner Coopers and Lybrand New York
Partner Price Waterhouse New York
Partner Peat, Marwick Mitchell New York
Partner Arthur Young New York
Partner Arthur Andersen Chicago

Figure 14

Auditor Profile in Step 3 Interviews

a final listing of forty-eight (48) attributes was derived (see
Appendix A).

Most of the comments made by the partners were suggestions
concerning the combining of items, elaborations and clarifications that
were needed. Some of their conjecture was that if the control
concept did not appear on an internal control questionnaire, then it
would not get much, if any, audit attention. They also made the
distinction that understanding the nature of a particular control
concept as it affects a client does not necessarily mean that the
auditor had to test and evaluate it. In general, they believed that
the more "business oriented thinking" the auditor did, the better the
client service he/she could provide which would go well beyond anything
required for a financial statement opinion and would include a number

of the control environment concepts identified in this study.
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Phase II1

Questionnaire Development and Pilot Test

Phase II of the research task involved the development of the
research instrument--a questionnaire. Having established the research
objectives of interest (see Chapter III) and having compiled a list
of potentially relevant control environment attributes (Appendix A),

a preliminary questionnaire was developed. The questionnaire contained
four sections. Three of the sections solicited information related

to the independent variables discussed in Chapter III. These sections
involved client profile, audit firm, and participant profile
questionnaires. This demographic data will be used to categorize
responses during the data analysis process (Chapter V provides a
summary of the number of respondents by each demographic variables'
categories). The fourth section dealt directly with auditor opinions
concerning the 48 control environment attributes. Each of the four
research objectives, as presented in Chapter III, were translated into
a question. Therefore, for each of the 48 potential control
environment attributes, the same four questions were asked, each one
addressing a different research objective. In addition to developing
the preliminary questionnaire, relevant introductory remarks, cover
letters, instructions and examples were developed.

The pertinent materials for conducting the study were then pilot
tested. The profile of the participants in the pilot test are

reflected in Figure 15.
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Rank Location
Partner, CPA Arthur Andersen, Chicago
Partner, CPA Peat, Marwick & Mitchell, New York
Manager, CPA Touche Ross, Philadelphia
Professor, CPA University of Utah
Associate Professor, CPA Pennsylvania State University
Assistant Professor Boston University
Graduate Student, CPA Pennsylvania State University

Figure 15

Pilot Test Participant Profile

It should be noted that none of the pilot test participants
were participants in the final administration of the questionnaire
nor involved in the preliminary interviews. The pilot test was
conducted from mid August through mid September, 1983. Detailed
responses were obtained from all participants and the research instrument

was modified accordingly.

Final Questionnaire

Five important changes in the questionnaire design resulted
from the pilot study. First of all, it became obvious that an
unacceptable level of ambiguity existed in regards to certain
terminology. As a result, definitions for the following terms were
provided in the instructions accompanying éach of the final questionnaire
booklets: control environment, administrative control, accounting
control, audit risk, inherent risk, and control tisk.l The final set

of instructions to the participants is included in Appendix E.

1The definitions provided were from official AICPA announcements.
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Secondly, the participants found that making estimates of audit
time devoted to evaluating each control environment attribute was an
inappropriate means of evaluating the degree to which the attributes
were deemed to be important. Therefore, unlike Joyce [1976] who used
audit hour allocations and Mock and Turner [1979] who used planned
sample sizes to assess the relative importance of the internal control
setting they presented, this questionnaire elicited evaluations of
importance along a five-point Likert-type scale. One end point
indicated "no" importance and the other reflected "a very great"
deal of importance. Some psychologists have shown that decision
makers cannot accurately reflect their attitudes or judgments on a
continuous scale when subjected to multiple stimuli [Doyle, 1977];
thus the use of the nominal scales [in this case ordinal]. Also,
in regards to the scale, it should be noted that a "standard" Likert
scale involves seven nominal categories ranging from strongly agree
to strongly disagree with the mid point being a neutral category.
Having already established the fact that all 48 of the attributes
contained in the questionnaire were relevant in certain settings via
performance of Phase I activity, the relevant opinions to solicit in
the final administration of the questionnaire were more appropriately
directed towards assessing the degree of relevance. Therefore, the
labeling of the discrete categories available for auditor responses
deviated from the standard Likert categories and they were labeled

as shown in Appendix E.2 Additional justification for only five

2The labeling of the five response categories was identical to that
used by McMahon and Ivancevich [1976] in their study of control in a
manufacturing firm and similar to the five point scale used by Clancy
and Collins [1979].
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response categories, rather than the traditional seven, has been
presented by Kerlinger [1973]. Moreover, many firms and auditing
textbooks accustom auditors to think in terms of five levels in
their overall internal control evaluations by rating internal
controls as unreliable, poor, fair, good, and excellent (see for
example Robertson and Davis [1982]). It thus seems reasonable to
evaluate control environment attributes similarly.

A third outgrowth of the pilot test was the recommendation to
streamline the instrument itself. In other words, the questions
should each be written and presented in a parallel fashion in order to
reduce confusion and increase the ease and speed with which they could
be addressed. Appendix E reflects the way in which this was achieved.

The fourth recommendation implemented was to "anchor" the
evaluations of the control environment attributes, i.e., provide a
reference point. This could be accomplished in two ways. One way
would be to provide a case scenario depicting a hypothetical, real-
world client. Most internal control research utilizes this approach
(see for example Nanni [1981], Mock and Turner [1981]). This
approach was not chosen due to the belief that the control environment
evaluations of auditors depend upon the varietious, personal context
of an actual audit. Therefore, the second alternative was adopted
which asked the auditors to respond in regards to a specific client
which they were currently auditing or had recently completed.

The last major pilot study recommendation was a suggestion that

respondents be given the opportunity to provide explanations for their
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answers in certain instances. Appendix E reflects the way this

recommendation was incorporated.

Final Administration

Subjects

Practicing auditors were the subjects requested to complete the
questionnaire. Due to the length of the instrument (the average
time to complete all materials during the pilot test was approximately
one and a half hours) it was important to recruit one principal
liaison at each of the Big Eight offices participating. Contacts
were mainly the people who had been consulted on the project from
its inception and any other people (either partners or managers) that
expressed an interest to help. It was up to the contact person to select
the audit team(s) that would be given the questionnaires. Likewise,
it was also up to the contact person to select the audit engagement
to be used as the audit teams' reference point. Detailed verbal and
written instructions were given to the contact people along with
the appropriate number of questionnaires for the auditors they had
selected. The only restrictions placed upon the choices of engagements
made by the contacts were:
(1) the client(s) should be publicly traded;
(2) the client(s) should not be a holding company;
(3) their office should be the principal auditors of the
client;
(4) each team member, comprised of one junior, senior, manager
and partner, should be given a questionnaire to be
completed in the context of the designated engagement;
(5) the team members should not collaborate in completing

the questionnaire; and
(6) no duplication of audit team members should exist.
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The selection of participants was not random nor were there
any monetary incentives offered to the participants. The extent
of care exercised by the participants as well as the number of
questionnaires returned was largely a function of the commitment
and consclentiousness with which the contact person executed his
role. Therefore, a great deal of time was devoted to cultivating
these particular people. There was no direct communications with
individual participants. Figure 16 depicts the relevant facts

concerning the distribution of the questionnaire.

Philadelphia Pittsburgh New York Other

Columbus
Washington,DC, Houston

Ernst & Whinney
Arthur Andersen
Arthur Young
Coopers & Lybrand
Deloittle, Haskins

Columbus, Chicago

& Sells
Price Waterhouse
Peat, Marwick,
Mitchell
Touche Ross

M MM M MM

N Rl

e M MM

Atlanta*
Houston

Washington, DC

*This contact also recruited a team at Greensboro.

Figure 16

Firm and Location of Contacts

As can be seen from Figure 16, there were 30 people who agreed
to serve as contact people with 31 different Big Eight offices. Of the
thirty contact people, twenty agreed to recruit two audit teams each,

seven agreed to recruit only one audit team, and three agreed to recruit
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three teams. 1In total, 228 questionnaires were distributed. Each
of the contact people were responsible for the disseminating,

collecting, and returning of the questionnaires.

Sequence of Events

The timing of the distribution of the questionnaires was
orchestrated to generally coincide with the completion of the
interim work of the selected engagement if it was a December 31
client. This was viewed as optimal due to the topic of the study
but was not a precondition for the selection of audit teams.

Prior to the mailing of any questionnaires, the contact person
was called. No questionnaires were mailed until the contact person
had been personally informed that they would be put in the mail
the next day and any last minute instructions or questions were
communicated. The first group of questionnaires were mailed October 17,
1983, and the last ones were mailed November 2, 1983.

For any questionnaires that had not been returned within three
weeks of their mailing, a second request letter was sent to the
contact. After another three weeks elapsed, any contact people who
had not returned questionnaires were called and reminded of the need
to follow-up with their audit teams. The first group of completed
questionnaires was received on November 18, 1983, and the last ones

were received February 3, 1984.

Questionnaire Booklet

The questionnaires sent to each contact person were organized in

groups of four, one for each audit team member. Each questionnaire was
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bound individually to form a booklet. All of the questionnaires
contained the same three sections: instructions to the participant,

the control environment attribute section, and a participant profile
gsection. However, one out of each four booklets contained an additional
fourth and fifth component. These additional sections were a client
profile and audit firm questionnaire. It was only necessary that

one member from each audit team provide this information since the

other three members would only be duplicating it. The manager or partner
of the engagement was the one to receive the booklet with these two
additional sections. The client, audit firm and participant profile
sections are contained in Appendix E along with the primary questionnaire.
Together they represent an entire questionnaire booklet.

The purpose of the instructions section in the front of each booklet
was to introduce the study, define key concepts, familiarize the
participant with the remaining sections in the booklet, and to
instruct the participant on how to properly indicate their responses
to the questions. The cover letter attached to each booklet,

Appendix D, was for the purpose of personalizing the research request
and conveying the importance of thelr comtribution.

The control environment attribute section followed the
instructions. Each page in this section presented a different one
of the 48 attributes derived from Phase I of the study. For each
attribute, the same four questions were asked. The pages were
duplicated back to back and the first sheet contained two examples of
how to properly mark responses. The ordering of the control environment

attributes was randomized in each booklet. The sheets (each sheet having
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two pages and thus two attributes) were randomized by blocks. There
were seven blocks each representing a grouping of related attributes.

In order to perform the randomization, each block was assigned
a number. A table of random digits taken from Robertson and Davis
[1982, p. 280] was used. A seven—-digit number with digits one through
gseven was derived. The blocks of control environment attributes were
then sequenced in each booklet according to the order of the digits
appearing in the random number.

The third section common to all booklets (it actually was
placed last in the booklets), was designed to gather demographic
data from each of the auditors. Eight items of information were
requested along the dimensions discussed in Chapter I1I concerning '
independent variables. The items solicited were:

(1) Firm affiliation

(2) Years of audit experience

(3) Position title

(4) Office location

(5) Prior professional experience

(6) Client mix experience

(7) Types of specialized audit training

(8) Academic degree(s)

In addition, this section contained a short debriefing
questionnaire. Participants were asked to provide information in
regards to:

(1) 1Interest in the exercise

(2) Clarity of the instructions

(3) Comprehensiveness of the control environment attributes

presented

(4) Time taken to complete the exercise

(5) Any other relevant comments

This information was used to determine, in part, if unacceptable

response bilases existed.
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The fourth section (only appearing in one team member's booklet),
asked for client information. The information sought was general
enough to allay the concerns of the auditors regarding client
confidentiality. In particular the information sought was related to:

(1) Client industry

(2) Management Strategy

(3) Turnover

(4) Total assets

(5) Change in total assets

(6) Total debt to total assets ratio

(7) Change in net income

(8) Type of information system

(9) Dispersion of operating facilities
(10) Management structure
(11) Predictability of financial performance
(12) Control ethic of accounting management
(13) Control ethic of management in general

This data represents potential dimensions along which auditor
assessments of the importance of certain control environment attributes
might differ. Chapter III contained a discussion of these potential
independent variables.

The fifth section (also only appearing in one team member's
booklet), dealt with certain audit firm characteristics. The information
requested pertained to:

(1) Years affiliated with client

(2) Existence of specialization in this client's industry

(3) Number of auditing professionals in the office

(4) Change in number of auditing professionals

(5) Changes in audit team assigned to this client

These factors represent the operationalization of the audit firm

independent variables discussed in Chapter III.
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Other Materials

Several other materials were used in administering the
questionnaire. First of all, a seﬁarate set of instructions to the
contact people was necessary in order to inform them of their role
and responsibility. Appendix C contains these instructions. A cover
sheet was also sent to the contact people, one for each booklet
they received. This cover sheet is also contained in Appendix C and
provided the means by which they could instruct the participating
auditors regarding the:

(1) Client engagement referent

(2) Date to be completed

(3) Where to return the completed booklet
In some cases these cover sheets were removed prior to their return
for confidentiality reasons but other labelling guaranteed that
booklets pertaining to the same client were identifiable. Appendix B
contains‘an example of the cover letter sent to all contact people
which accompanied the booklets for them to distribute.

lastly, forms (a copy is presented at Appendix F) were sent
to each contact person that could be used for participants to:

(1) Request a copy of the study's results

(2) Provide a listing of relevant references that they

would recommend

Also, a self-addressed return envelope, large enough for all of

their booklets was sent to each contact person.
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Controls

The primary means of control placed upon the execution of the
research task by the participating auditors, consisted of using
managerial level contact people and providing the participants with
an actual, recent client context. The questionnaires were personally
distributed to the audit team members at their respective offices
by either an audit manager or partner. These contact people provided
an introduction to the task as well as the due dates and their
endorsement. This approach is similar to the normal way that audit
assignments would be communicated.

One important concern in any research focusing on participant
attitudes or opinions is whether or not the research instrument
evokes the participant's true attitude. Cook and Selltiz [1964]
assert that an attitude cannot be directly measured but that it has to
be inferred from some sort of behavior such as self-reporting in
questionnaires. It should be noted that as Chein [1978] states,
attitudes involve perceptions and motivations, and because of certain
attitudes a person may perceive objects differently from someone else.
Chein also warns that specific behaviors cannot reliably be
predicted from information on someone's attitudes because in some cases
people may act contrary to their attitudes. Such an observation has
also been noted in the accounting literature (e.g., Dirsmith and
Lewis [1982]). 1In order to be as successful as possible in eliciting
realistic attitudes, the entire questionnaire used in this study

required that the auditors use, as a reference point, a specific client
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engagement that they were currently performing or had recently
completed. The particular engagement was specified for each engagement
team by the contact people. It is assumed that such a control
increases the likelihood of acquiring rich, descriptive data concerning
what auditors actually do rather than asking them, in artificial
settings, what they would do.

One other concern involves reactive bias or what is sometimes
referred to as experimental demand. Runkel and McGrath [1972]
suggest that participants' perceptions of and attitudes téward such a
study and toward the researcher, may effect their responses. However,
the subject matter of this study is one that is acquiring more
visibility and discussion within the professional literature so it
should not have been viewed as offensive, irrelevant or trivial. 1In
fact, as some firms move more towards a judgmental rather than pro-
grammatic evaluation approach regarding intermal controls (see for
instance Dirsmith and McAllister [1982], Nanni [1984] and Cushing
and Loebbecke [1983]) the concerns raised in this study are exactly
some of those being dealt with by these firms. Moreover, there are
only a few instances where the participants knew the researcher and the
anonymity of the participants was easily maintained if they so
desired. An analysis of the debriefing questions, presented in the
next chapter, also offers one means by which these potential concerns

can be evaluated.



94

Summary

The sections above discussed the two phases of this research
study. In particular, the derivation of the control environment
attributes, the modifications prompted by the pilot study, and the
administering of the final questionnaire were each described. Details

concerning the study's participants and a preliminary data analysis

were deferred to the next chapter.
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CHAPTER V

PRELIMINARY DATA REVIEW

This chapter reviews the results of administering the
questionnaire described in Chapter IV. The purpose of this review
is to provide a background for the detailed analysis of the
participants' responses presented in Chapter VI.

It should be recalled that the research strategy employed
is one of self-reporting by auditors with a sample survey instrument.
Typically, such an approach is useful when:

« + « the researcher does not believe it crucial to

design a special setting in which to collect data

from the actor. . . . [Runkel and McGrath, 1972, p. 83]

However, it should be recalled that auditor responses were

elicited within a specific client context. Therefore, the setting of

a particular client is important but it is a setting beyond the creation

and control of the researcher. Because both the actors and the
settings are factors of interest in this study, a number (24) of
demographic variables were obtained. There will be no attempt to
generalize the findings of this study to all the populations represented
by these demographic variables. Rather, the findings of this study
constitute facts related to the sample and they will serve to raise
issues and concerns that should possibly be addressed within the
larger sphere of auditing.

The next section provides a summary of the demographic variables

acquired via the returned questionnaires. The second section of this
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chapter assesses the likelihood that the participants' responses might
be differentially affected due to four potentially mediating attitudes.
This debriefing part of the questionnaire solicited responses regarding
the respondents' attitudes concerning the instructions and the
completeness of the exercise as well as their interest in completing
the questionnaire. Also, they were given a question concerning the
length of time they took to complete the questionnaire. Based upon
these indicators, and the comments made on an open—-ended question at
the end of the questionnaire booklet, no returned booklet was deemed
unacceptable for inclusion in the data base. This chapter concludes
with a summary of the demographic data for participants and an assessment

of the data's quality.

Demographics

As discussed in Chapters III and IV, three forms of demographic
information were collected because one of the primary purposes of this
study is to determine if participant responses differed according to

auditor, audit firm, and/or client demographic characteristics.

Auditor Variables

Auditors with different years of audit experience normally
have different responsibilities on an engagement. In order to
investigate if differing levels of experience influence auditors'
control environment evaluations, auditors from the four primary ranks
found in most Big Eight firms were utilized. The audit teams

participating in this study consisted of one assistant, one senior,
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one manager and one partner (the terminology may differ across
firms but the levels and functions do not).

The final sample was comprised of thirty-six audit assistants,
forty-three seniors, twenty-two managers, and forty-five partners.
It should be noted that the actual data acquired was in terms of
years of experience rather than ranks. However, assistants are
assumed to have two years or less of experience while seniors normally
have three to five years of experience. Managers are viewed as
having six to eight years of audit experience while partners have
nine or more.

Prior work experience was also deemed to be a potentially
relevant factor. Only twenty-six of the final sample of 146 had
other professional work experience prior to joining their respective
accounting firms. The type experience noted was generally financial
in nature and minimal in duration.

Forty-two of the participants labeled themselves as having an
audit specialty of some type. A specialty was arbitrarily defined
as spending fifty percent or more of one's chargeable audit time on
clients in one particular industry.

In terms of speclialized training and academic degrees, the final
sample was again varied. Twenty-seven auditors had formal computer
audit training, while thirty-four had some sort of specialized
industry training. Sixteen participants had both types of training,
and sixty-nine had neither type. Academic training characteristics
were a little less varied as only thirty auditors had degrees beyond

the bachelor's level.
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Audit Firm Variables

It 18 possible that an auditor's firm affiliation and geographic
locale might influence his assessment of a client's control environment.
This could be possible due to differing firm philosophies and local
"cultural" expectations. Eight different firms in eight different
cities comprised the final sample. Table 1 reflects the subjects'
disperson across firms and cities as well as indicating the respective
response rates to the questionnaire. In total, responses from
forty of the original fifty-seven audit teams were received. The

final auditor-participant response rate was 64X.

Table 1

Response Rates by Firm and City of Subjects
(response rate noted only if other than 100%)

Firm PHIL PITIT NYC DC COLS HOUS ATL CHIC Total

A 11(92) 8 8 8 35
B 3(75) 8 0 11
c 4(50) 8 7(88) 0 88 19
D 6(75) 12 0 10(63) 28
E 8 3(38) 4 15
F 3(38) 4 0 3(75) 10
G 0 8 0 7(88) 15
H _7(88) _2(25) _4(50) __ . 13

Total 42 33 11 11 4 15 10 146

aEight questionnaires were returned from this office, but they
were received too late to be included in the detailed data analysis.
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As can be seen from Table 1, most respondents were from the
Philadelphia or Pittsburgh offices. This may not be enough of a
geographic dispersion to highlight differing local cultural expectations.
It should also be noted that not all of the Big Eight were solicited
in every city depicted. Contact people were utilized only in those
cities with an entry in the table (zero values and the others).

The New York City practice offices tended not to respond due to

the research contact person being in the Executive Offices and
therefore not having the direct linebto an audit team in the field.
From looking at Table 1 and seeing that all of the Big Eight firms
participated, it may be assumed that there is no firm response bias.

In general, firms that originally agreed to participate and then
later withdrew returned their materials within three to four weeks.
A typical negative response of this sort was received with a cover
letter such as those portrayed in Figures 17 and 18 (letterheads
and signatures have been deleted).

The completed materials, from those teams who did participate,
were generally returned within a three- to nine-week period. 1In
reviewing those that were the latest ones returned, they had
still been completed during the internal control phases of the
respective engagements, albeit the latter stages of that area of
audit attention. In general, if the materials were not returned
prior to the first part of December, they were not returned until
mid or late January. The typical reason for the delay was due to
the holidays. It should also be noted that no authoritative

pronouncements from the AICPA, the SEC, etc., pertaining to
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November 16, 1983

Mr. Mark E. Haskins

409 Business Administration Bldg.
Pennsylvania State University
University Park, PA 16802

Dear Mr. Haskins:

I am sorry that I was not successful in following through with
your survey. Apparently it was poor timing. Our people are extremely
busy at this time gearing up for the year end.

After reviewing the material in your survey it seems that it
would not be practical to expect them to take on this additional
burden at this time. It is difficult to find each member of a team,
who worked on a particular engagement together, that is not heavily
" involved in client matters at this time of the year. Therefore,
completing the survey for all levels would take some time.

I am returming your materials, and again I am sorry it is not
complete. Good luck with your work and perhaps at some future
time I can be of more help.

Sincerely,

Figure 17

A Negative Response to the
Research Participation Request
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December 2, 1983

PERSONAL

Mr. Mark E. Haskins

409 Business Administration Building
The Pennsylvania State University
University Park, PA 16802

Dear Mark:

Unfortunately, it is our decision not to participate in your study.
This decision is largely based on the fact that our people are
extremely busy and will continue to be through the next four
months. It is unrealistic at this time for us to ask them to take
the time that the proper completion of your survey requires.

Sincerely,

Figure 18

A Negative Response to the
Research Participation Request
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internal controls, were issued during the period over which the
materials were outstanding. Therefore, there is no such external
stimulus differentially influencing the early vs. late respondents.
Typical positive response letters from contact people are exhibited
in Figures 19 and 20.

Another pair of audit firm variables dealt with the length
of time the firm had audited the particular client which the
respondents used as their reference, and whether or not the office
was a specialist in the industry of that particular client. The
length of tenure of the firm with the selected clients was segregated
into four categories. Twenty-five of the respondents were on engagements
that their office had held for five years or less. Twenty-nine
respondents were on client engagements that had been with their
office for six to ten years. Firm/client relationship tenures of
eleven to fifteen years and sixteen or more years involved twenty-
seven and sixty-five auditors, respectively. Moreover, of the 146
respondents, sixty-six were referencing client engagements that would
be considered an industry specialty of their respective offices.
Industry speclalty was assumed if over 20% of that office's chargeable
audit hours were on clients in that particular industry. There appears
to be an adequate dispersion across these variables so that differences
in responses might cleave along the different categories.

The last pair of audit firm demographic variables categorizes
the dynamic nature of the offices' and the audit teams' staffing.
Fifty-eight auditors were affiliated with offices that had grown

slightly over the past three years. Forty-six respondents indicated
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December 14, 1983

Mr. Mark Haskins

Instructor of Accounting
Pennsylvania State University

409 Business Administration Building
University Park, Pennsylvania 16802

Dear Mark:

I am enclosing the completed packets for your doctoral
dissertation study. You certainly have undertaken a challenging
area to evaluate. I am looking forward to seeing the results of
your study.

I apologize again for any inconvenience it might have caused
you from the delay in returning these packets. We have been
very busy in our Washington, D.C. office, and your patience has
been appreciated. Please let me know if there is anything
further that I might assist you with.

Sincerely,

Figure 19

A Positive Response to the
Research Participation Request
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November 21, 1983

Mr. Mark E. Haskins

Ph.D. Candidate

The Pennsylvania State University
409 Business Administration Building
University Park, Pennsylvania 16802

Dear Mark:

At long last we are returning the eight questionnaires that
you mailed to us weeks ago. We have opted for the approach of not
identifying the company names for either set of questionnaires and
thus we have simply coded them Company A and Company B. In both
cases the questionnailres were completed for an audit in process
for the year ended December 31, 1983.

We are all interested in a summary of your results when they
become available and you should coordinate distributing copies
of your survey through me. We have, therefore, avoided the
completion of eight request forms that you had previously sent us.

Having talked to most of the individuals who completed the
questionnaires, I think it is safe to say that participating in
this project was thought provoking and interesting. Admittedly,
it took about twice as long to complete the questionnaires than
most of us had anticipated when we first skanned them. I hope we
have added some meaningful information to your overall process.

Best of luck in completing your dissertationm.

Very truly yours,

Figure 20

A Positive Response to the
Research Participation Request
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that their offices had grown a great deal, while thirty-eight indi-~
cated no substantial shrinkage or growth in their offices. Only four
auditors responded that their office had declined slightly.

In regards to audit team staffing, several situations existed.
Individual changes that respondents noted involved four partner-only
changes, seven manager-only changes, and seventy~five of the 146
returned booklets were from auditors on engagements with a senior-only
change.1 Four booklets reflected a partner and senior change while
eighteen indicated a manager and senior change on the audit team.
There were a total of thirty-eight returned booklets that reported

no change in the audit team profile from the previous year.

Client Variables

Several different types of information describing the unique
aspects of the clients referenced By the auditors was acquired.
In many instances, these variables were closely related but no formal
measurement of this association was deemed crucial to the study
(e.g., total assets may be related to the client's debt ratio).

Three types of descriptors were solicited. The first category
involved objective, nonfinancial data. Comprising this category
was information concerning the clients' industry, the client's
personnel turnover over the last three years and its information system.

Table 2 depicts the categorizations along these lines.

lNote that 1if all members of a particular audit team returned
their booklets and the team had experienced a senior-only change,
it would register as such in all four booklets.



Table 2

Distribution of Respondents by Client Industry,
Turmmover and Information Systems

Industry
: Wholesale/
Manufacturing Utilities Retail Financial Other
10 8 16 29 23
Client Turnover
Other Any
' Acctg. & 2-way 3-way
Top Mgmt. Acctg. EDP Any other Combi- Combi-
Only Only Only Group nation nation
22 23 5 15 23 14
Information Systems
Changed from Remained Remained
Manual to EDP EDP Manual
20 102 24

No
Turn-

over

34

Total

146

90T



107

A second category of client demographic information can be
characterized as objective, financial descriptors. The four variables
in this category were: total assets, change in total assets, total
debt divided by total assets, and change in net income. Table 3
reflects the dispersion of respondents over these variables' categories.

The final category of client descriptors can be viewed
as subjective and nonfinancial. These are descriptions of the
client based upon the perceptions of one member of the audit team
(either the manager or partner). Included in this category were the
following: management's business focus, the diffusion of the client's
operating structure and management structure, the predictability
of the clients' financial performance, and the control ethic of the
client's accounting management and top management. Table 4 summarizes
the number of respondents affiliated with each category of these

client variables.

Representativeness of Potential
Explanatory Variables

All of the demographic variables (24 in total) were discussed

at length in Chapter II1. The foregoing summarization has been
provided in order to depict the distribution of respondents across
these variables' categories, leading to the subjective conclusion

that their distribution pattern will not bias, a-priori, any particular
outcome. It should be noted also, that in the analysis detailed in
Chapter VI, the demographic variables that contain sparse counts in
certain categories (e.g., the "highly decentralized" category of the

variable "management structure'), are in most instances, combined



Table 3

Distribution of Respondents by Client
Financial Demographic Variables
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Total Assets
(000,000's)
£$100 >$100
38 108
Change in Total Assets
Decrease Increase No Change
>5% <52 2152 <142
26 2 33 56 3
Total Debt/Total Assets
<40% >40%
110 32
Change in Net Income
Decrease Increase
>30% <29% >30%2 29%-20% <19%
18 25 49 30

[

Total

Total
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Table 4

Distribution of Respondents by Client Focus,
Structure, Predictability and Control Ethic

Top Managements' Focus

Internal External Balanced Total
39 20 81 146

Operation's Structure (five point scale)

Highly Highly
Diffused Localized Total
34 44 15 23 30 146

Management Structure (five point scale)

Highly Highly
Decentralized Centralized Total
4 23 18 43 58 146

Predictability (five point scale)
Unpredictable Predictable Total
8 19 40 146

I5
o
(S
o

Accounting Managers' Control Ethic (five point scale)

Too Little Appropriate Too Much  Total
'] 14 110 22 o 146

Top Managements' Control Ethic (five point scale)

Too Little Appropriate Too Much Total
4 28 92 22 '] 146
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with the adjoining category. This provides less potentially
discriminating cleavage points but it strengthens the statistical

basis for the analysis of the remaining categories.

Debriefing Data

The final page of the questionnaire booklet contained four
debriefing questions designed to determine questionable subject
involvement leading to possible response blases. The ensuing discussion
focuses on these items. Immediately following this discussion is a
brief conclusion regarding the implications of the debriefing results.

Table 5 summarizes the auditors' responses to the debriefing
questions by firm and by years of audit experience. The participants'
attitudes pertaining to their interest in the task of completing
the questionnaire, the clarity of the task's instructions, and
the comprehensiveness of the forty-eight control concepts in depicting
a control environment were solicited along a seven-point scale (the
higher the rating, the more favorable the response). The final
debriefing question asked for the time spent, in minutes, to complete
the questionnaire booklet.

In general, the respondents found the task somewhat dull as
the mean responses were below the mid-point of 3.5. The respondents
all rated the clarity of instructions above the mid-point, suggesting
they understood what they were to do. Also, they all rated the
comprehensiveness of the concepts above the mid-point indicating
that the 48 control concepts were viewed as a fairly complete set

of control environment cues.
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Table 5
Debriefing Data

(Mean response/standard deviation)
(1 = lowest, 7 = highest)

Interest Clarity of Comprehen- Minutes to
Firm in Task Instructions siveness Complete
A 3.1 1.2 3.6 1.5 4.2 1.5 127 47
B 2.8 1.8 4.9 1.3 4.7 1.7 116 45
c 3.2 1.5 3.9 1.7 5.0 1.4 131 47
D 2.8 1.5 4.8 1.3 4.6 1.6 125 53
E 2.6 1.4 4.5 1.9 4.5 1.7 134 58
F 3.6 1.6 4.5 1.5 5.2 1.5 132 84
G 3.0 1.3 4,5 1.9 5.0 1.6 139 58
H 2.4 .9 5.2 1.3 4.8 1.5 104 47
Auditor
Years of Experience
<2 3.4 1.4 4.9 1.8 5.2 1.3 135 59
3-5 3.0 1.4 4.4 1.5 4.1 1.6 133 57
6-8 2-9 lol 400 1.6 404 106 118 45
>9 2.7 1.4 4.0 1.5 4.9 1.5 117 47
Overall
3.0 1.4 4.3 1.6 4.7 1.5 127 53
Ranges

1-7 1-7 2-7 20-315
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Table 6 presents the chi-square statistics and product-moment
correlations for the appropriate pairings of the debriefing data
with firm, city, time to complete and years of experience.

It appears that firm and city affiliation is related to the
perception of the clarity of instructions only. The comprehensiveness
of the control concepts' listing is not significantly related to aﬁy
of the debriefing items which adds credibility to its completeness.

As can also be seen, there is an inverse relation between years of
experience and all the debriefing questions (three of these are
statistically significant); this may suggest that the more experience,
the more complex and ill-structured things are perceived to be. Also,
the "time" debriefing variable was not significantly correlated

with any of the other debriefing questions. This suggests that

the time spent on the task was not a surrogate for the respondents'

interest, understanding or perception of the study's comprehensiveness.

Debriefing Implications

Although the debriefing questions depict a wide range of
attitudes, the means appear to be reasonable. The booklets returned
by the individual respondents with the lowest scores for each of
the four debriefing questions were subjected to a special review.
The special review involved an evaluation of the written comments
throughout the booklet and a review of responses to the open-ended,
final question that directly solicited their comments. In all
cases, the booklets were judged to be acceptable and indicative of

that respondent's "true" belief regarding the issues presented



Table 6

Debriefing Data Correlations

Auditor Years Time to
Firm of Experience . City Complete
(Likelihood Ratio (Product-moment (Likelihood Ratio (Product-moment
Chi Square) Correlations) Chi Square) Correlations)
Interest in Task 41.16 -.190%% 46.89 .001
Clarity of Instructions 55.28% =, 204%* 64 .61%% -.138
Comprehensiveness 28.21 -.015 21.37 .089
Time to Complete -.150%

*Significant at p<.10.

**Significant at p<.03.

£TT



114

to him. Therefore, no booklets were discarded based upon any

of these debriefing results.

Summary

As a consequence of examining the debriefing data and based
upon a review of the diversity of demographic data achieved, only
one unanticipated course of action was taken. It was necessary at
times, during the detailed data analysis, to combine some of the
categories for a particular demographic variable when analyzing
its association with certain responses. This was necessary in those
instances where the distribution of responses and/or the sparseness
of auditors in a particular demographic category resulted in
contingency table cell counts that were so small that the statistical
calculations were tenuous, even with certain corrections such as
the Yates adjustment.

The average time spent by the auditors per booklet was just
a little over two hours~-judged to be quite long given most predecessor
auditing studies. At an average chargeable rate for a Big Eight
firm of $65/hour, this represents an investment of time on the part
of the 146 professionals, valued at $18,980.2 This fact alone
justifies a close scrutiny of the data and an interest in the
results. Chapter VI presents a detailed analysis of these auditors'

responses and the demographic variables associated with their

2The $65/hour was an average provided by a partner of one of
- the Big Eight firms.
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differing responses. The client demographic variables and their

respective shorthand labels are presented in Appendix G.
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CHAPTER VI

RESEARCH RESULTS

The purposes of this chapter are to describe the methods used
to analyze the research data and to present the results of the

analysis.

Data Analysis Methods

The objectives of this study have been discussed previously.
These objectives can be succinctly summarized as: (1) to determine
the relative importance of each of the forty-eight control concepts;
(2) explore the dimensions along which different evaluations of
their importance cleave; (3) investigate the potential audit impact
of each of the control concepts; and (4) to study their defimitional
attributes along an accounting vs. administrative control dichotomy
as well as an inherent vs. control risk dichotomy. Each of these
objectives requires a slightly different form of analysis. The
common denominator across all the analysis is the use of the

Statistical Package for the Social Sciences X (spss*) [Ndie,

1983]. Within SPSS*, the NONPAR TESTS, CROSSTABS, FREQUENCIES,

AGGREGATE, and NONPAR CORR procedures were utilized.

Objective #1

The first research objective was investigated through the
utilization of Kendall's Coefficient of Concordance W, using each of

the control concepts' mean ratings as the basis for determining their
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rank orderings. According to Nie [1983, p. 6841,

This test assumes that each case is a judge or rater. It

ranks the k variables from 1 to 'k for each case, calculates

the mean rank for each variable over all the cases, and then

calculates Kendall's W and a corresponding chi-square statistic,

correcting for ties. W ranges between 0 and 1, with 0

signifying no agreement and 1 signifying complete agreement.
As W approaches one, the chi-square level of significance will
approach zero.

In addition, the first objective was also pursued by plotting
the control concepts' mean ratings to the question of "how important
should the concept be to an audit" versus the respective variances
of these means. This provides a way of subjectively determining
the control concepts' relative relationships. One other avenue
of exploration regarding this objective involved the calculating of
997 confidence intervals around each control concepts' median response
as well as each concepts' percentage of responses that were not
"no importance". The purpose of this step was to ascertain which

of the control concepts were regarded by the participants as not

statistically different from '"mo importance."

Objective i#2

The second objective was explored in a three-step fashion.
First of all, a k-Sample Median Test was performed across all twenty-
four demographic variables, one at a time, for the participants’'
ratings of how important they perceived each control concept. This
test

+ « » determines whether k groups are drawn from populations
with the same median. [It] tabulates a 2 x k contingency table
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with counts of the number of cases greater than the median

and less than or equal to the median for the k groups.

[Nie, 1983, p. 693]

A chi-square statistic level of significance is calculated and provides
the basis for determining i1f the medians differ across the various
categories of the particular demographic variable used.

The second step relating to the second objective is very similar
but a bit more rigorous. Two-way crosstabulations were calculated
using the demographic variables as one axis and the auditors' ratings
of importance for the control concepts along the other axis. This
involved 1152 (48 x 24) 2-way tables. This analysis retained the
five-point response scales for each control concept whereas the
Median Test aggregated the responses to a two-point scale (i.e.,
< median and > median). The extent of association between response
categories and demographic categories is measured via a chi-square
statistic. Such a measure indicates if there is a statistically
significant systematic relationship between the two variables.

The third step was performed in order to determine the strength
of the associations exhibited by the Crosstabulations test and by
the Medians test. Kendalls' Tau b or Tau ¢ measures, along with
their significance levels, were calculated for the ordinal
demographic variable associations. Because there was no prior
directional hypotheses stipulated, two-tailed tests of significance
were in order. According to Nie [1983], Tau b is appropriate
when the number of rows equals the number of columns in the
crosstabulated table, and Tau ¢ is appropriate when the table is

rectangular. Both forms of Kendall's Tau range in value from -1
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to +1 with O reflecting no association. Both Tau b and Tau ¢ assume
the two crosstabulated variables are at least ordinal. 1If either

or both of them are nominal, the Tau measures have no meaning

[Nie, 1983]. All the response variables and most of the

demographic variables are ordinal.l For the tables with the seven
nominal demographic variables, Lambda 1s used to indicate the strength
of association. Lambda does not result in a significance statistic,
but rather generates a measure of the proportional reduction in
error. For example, if Lambda is .043, this can be interpreﬁed

to mean that, given the values of the demographic variable, the
prediction of the response variable improves by 4.3Z. Obviously,

Lambda will range from O to 1.

Objective #3
The third objective of the study, dealing with the audit

impact of the control concepts, is investigated by comparing plots

of the mean responses to the "how important should this concept be"
question, transposed on to a plot of the mean responses to the "how
important was it actually to the audit" and "who should have
responsibility for evaluating the concept" questions. In order

to derive a statistical evaluation focussing on this comparison, the
Sign Test was performed to determine if the differences between the
normative "should" and positive "actual" questions were statistically

significant. The reason for the use of the Sign Test is due to the

lThe seven variables that are nominal are: CLONE, CLTWOB,
CLFOUR, AUDFIVE, ONE, FOUR and SEVEN.
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fact that for each of the forty-eight concepts, no more than
twenty-five auditors noted a difference in importance to these

two questions. According to Nie [1983],a binomial distribution-
based test, such as the Sign Test, is most appropriate in such a
situation. The interpretation of this test is limited to the extent
that most auditors equated their responses to the "should" and
"actual" questions and the Sign Test ignores such ties. Therefore,

what can be concluded will be that when there are differences,

are they statistically significant and in what direction.

The remaining part of objective number three to be explored,
deals with the auditors' responses regarding whether audit
modifications are in order depending upon the existence of “favorable"
or "unfavorable" conditions for each of the particular control
concepts. This analysis again begins with a plot of the mean responses
to the '"to what extent should the nature, extent and timing of
audit procedures be modified if favorable conditions exist regarding
the control concept" question for all forty-eight control concepts.
Also plotted on the same graph are the mean responses to the same
question for an "unfavorable" situation. As a matter of additional
interest one other line is plotted together with these two: the
plot of the mean responses to the original normative question of
"how important should this control concept be?" 1In the same
vein, in order to develop some statistical conclusions beyond
the ad hoc conclusions derived from simply reviewing the plots, the
Wilcoxon Matched-Pairs Signed-Rank Test was performed on the “favorable"

vs. "unfavorable" paired responses. This test again ignores
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ties but the number of response differences exceeded the §g§§f
cutoff of twenty-five so the differences can be assumed to be
normally distributed rather than binomially distributed as in the
Sign Test. Because of this assumption, it is possible to take into
account the magnitude of the difference in addition to the direction
of the difference. This Wilcoxon test provides a two-tailed, test

statistic Z that incorporates these features.

Objective #4
The final objective noted at the beginning of this chapter,

is definitional in nature. As noted in Chapter III, the professional
accounting literature dichotomizes controls into accounting and
administrative and client-related risks into inherent and control.
Two sets of questions in the research instrument asked auditors to
indicate the extent to which each control concept adhered to the
definition of these four notions. Two scatter grams were constructed,
one for the control pair of responses and one for the risk pair of
responses. The mean ratings for all four notions were used to

locate each control concept in the respective two-dimensional plot.
As a means of statistically evaluating the displacement of each
control concept from the 45-~degree diagonal in each scatter gram,

the Wilcoxon Matched-Pairs Signed-Rank Test was used. If a control
concept was displaced from the diagonal, this simply indicates, for
example, that it was viewed as more of an accounting control than

an administrative control. The Wilcoxon test depicts if this is

a statistically significant difference in labels and because the test
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also indicates the direction of the difference, the appropriate label
is discernible. If these labels were truly dichotomous, the plots

would possess an "L" shape.

Data Analysis Results

The results pertaining to each of the research objectives and

data analysis methods will now be presented.

Importance of the Control Concepts

The first question (hereinafter referred to as ONEAS) presented
for each control concept, asked the auditors how much influence
should that particular control concept have upon their assessment
of their client's control environment. The mean ratings for each
control concept across all 146 respondents were computed. Table 7
depicts these means and their standard deviations. These two
descriptive statistics were then used to rank order the control
concepts from most important (i.e., the concept with the lowest mean
rating) to least important (i.e., the concept with the highest mean
rating) and these rankings also appear in Table 7.

Because there was no hypothesized ordering of the forty-eight
control concepts, it is important to establish that these rankings
‘are stable and meaningful. In order to statistically determine that
these rankings are uniform, mean ratings to ONEAS were determined nine
different ways according to aggregatioms by: (1) years of
audit experience of the respondents; (2) those who had prior work
experience and those who did not, (3) those auditors who viewed

themselves as specialists versus the generalists; (4) the various



Table 7

Rank Order of 48 Control Concepts
Based Upon Mean Responses to Question ONEAS

Control Concept # Response Control Concept # Response
Rank in Appendix A Mean Std. Dev. Rank in Appendix A Mean St. Dev.
1 10 1.68 .69 25 26 3.10 1.14
2 7 1.70 .76 26 47 3.12 1.24
3 14 1.78 .81 27 9 3.14 .98
4 13 2.03 .94 28 39 3.16 .95
5 23 2.15 .98 29 5 3.17 1.01
6 21 2.16 1.04 30 35 3.20 1.12
7 20 2,17 1.09 31 40 3.27 1.02
8 24 2.20 1.02 32 8 3.29 .93
9 25 2.26 .98 33 45 3.35 1.12
10 32 2,35 1.03 34 41 3.37 1.16
11 33 2.50 1.08 35 1 3.38 1.02
12 19 2.53 1.07 36 17 3.38 1.14
13 34 2.55 1.01 37 16 3.42 1.14
14 18 2,61 .99 38 » 6 3.42 1.15
15 43 2.62 1.13 39 11 3.46 1.06
16 28 2.68 .94 40 4 3.58 .99
17 42 2.68 1.29 41 36 3.66 1.07
18 12 2.69 .87 42 3 3.67 .97
19 27 2.77 1.01 43 2 3.71 1.03
20 15 2,77 1.19 44 37 3.80 1.02
21 46 2.78 1.06 45 48 3.83 1.02
22 31 2.91 .92 46 38 3.90 .92
23 22 2.92 1.01 47 29 4.15 .96
24 44 3.00 1.10 48 30 4.26 .90

€1
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kinds of specialized audit training possessed by the auditors;

(5) the various academic degrees held by the respondents; (6) a two-way
classification according to the auditors' office locale and their
years of audit experience; (7) another two-way categorization
according to years of audit experience and firm; (8) the city of

the auditor's office; and (9) the auditors' firm. Within each of

the nine differently partitioned response sets, the rankings were
compared using Kendall's nonparametric Coefficient of Concordance W.
W is a measure of agreement among the ranks of the control concepts
across each category within each of the nine partitionings. 1If

the rankings, within a partitioning, are totally unrelated, W is zero
and the chi~-square probability is one. On the other hand, if the
rankings are perfectly related, then W is one and the probability
that such an occurrence is by chance, 1is zero.

Table 8 reports Kendall's W and the level of significance for
each of the nine differently partitioned responses. As can be seen,
when all forty-eight control concepts are ranked, W is very large
and very significant. This indicates that the nine different
demographic factors used to partition the auditors who are acting
as judges in this situation, do not give rise to statistically
significant differences of opinions concerning the control concepts'
relative importance.

It is possible that these concordances are biased upwardly, due
to the number (48) of rankings involved. In order to test for
consistency of rankings when a decreased number of rankings is

required, the forty-eight control concepts were segregated into five



Kendall's Coefficients of Concordance for
Different Partitionings of Auditors

Table 8
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(Demographic Variable)

Partitioning of
Auditors by:

Coefficient W for:

All 48 Concepts
Cases in Appendix A

Groups of
Combined Concepts

1.

2.

3.

Years of audit

experience (IWO) 4
Prior work

experience (FIVE) 2
Specialist/Generalist
(SIX) 2

Special Audit
Training (SEVEN) 4

Academic Degree
(EIGHT) 2

Years of audit
experience x City
(TWO x FOUR) 12

Years of audit
experience x firm

(TWO x ONE) 16
city (FOUR) 8
Firm (ONE) 8

« 9467 %%k

« 9803%**

« 9877 k%%

. 964 3%k %

< 9789%%*

.8124%%%

« 7582%%%

- 8090%%*

- 8456%%%

.8375%

. 9000

. 9000

+9500%*

. 9500

« 7778%%%

. 6025*%*

<6437 %%
.6687%*

Significance based on X2.

*%*p <,0001
**kp <,005
*p <,01
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groups. Table 9 depicts these groupings. The process by which the
control concepts were grouped was ad-hoc. Two partners, in the
auditing divisions of the Executive Offices of two different Big
Eight firms, grouped the concepts according to their perceptions
of which ones exhibited a common audit concern. The minor differences
between the two were resolved by the researcher. In essence, Group #1
involves control concepts related to the clients' accounting
personnel, Group #2 embraces Board of Directors and top management
concerns, Group #3 has to do with client organizational structure
issues, Group #4 has the common thread of the client's communication
of performance expectations, while Group #5 deals with the client's
monitoring of performance.

Kendall's W was once again calculated using the rankings of
the five groups instead of the forty-eight individual control
concepts. The tests were performed with the judges partitioned in
the same ways as before. Table 8 also depicts the results for the
testing of the five groups' ranks. As that table reflects, the
rankings are once again very similar except for those partitionings
of auditors which result in dichotomous cases (e.g., variable EIGHT).
In these instances, a one place change in a concept's ranking
produces a W that is statistically insignificant. However, such
an occurrence is considered to be trivial and no cause for concern.

Having established the appropriateness of the rankings as
depicted in Table 7, the next step was to ascertain which of the
forty-eight concepts were viewed as having a level éf importance

significantly different from a "no importance" rating. Given the



Table 9

Expert Grouping of 48 Control Concepts

Group 1
Control Concepts

Group 2
Control Concepts

Group 3
Control Concepts

Group 4
Control Concepts

Group 5
Control Concepts

#1
#2
#3
4
#5
6
8
#23
#25

#28

Most Consistent
Ranking

#15
#16
#17
#18
#19
#20
#21

#22

#7
#13
#37
#38
#40
#41
#42
#43
#47

#9
#10
1
#12
#24
#29
#30
#31
#36
#44

#45

#14
#26
#27
#32
#33
#34
#35
#39
#46

#48

[XAN
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nature of the data, the best way to ascertain this was to comstruct
992 confidence levels around two different descriptive statistics
for each control concept.

The first confidence interval was constructed around the median.
Noether [1976, p. 131] provides the following formula:

d=1/2 (a+1 - 2.576\/10 )
where d is the number of observations to count in from both ends of
an ordered 1listing of the 146 ratings for a particular control
concept. This procedure, when applied to each of the forty-eight
control concepts, resulted in only two concepts whose confidence
intervals, around their respective median responses, encompassed
the rating of '"no importance". As would be expected, these are
control concepts #29 and #30 which are ranked 47th and 48th in
Table 7. All of the other concepts can thus be viewed as valid
elements of a client's control environment.

This fact 18 reinforced when confidence intervals were also
constructed around the proportion of responses other than "no
importance' for each control concept. The 99% confidence intervals
around the proportion of these positive ratings were constructed

using the following formula suggested by Conover [1980, p. 101]:

£ (2.576)™\ /3-59—;11

n

8=

where Y is the number of responses other than those of "no importance"

and n is the total number of ratings received for the particular
control concept. This procedure resulted in none of the concepts

having a confidence interval that encompassed 0% and only control
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concepts #29 and #30 had confidence intervals that included a value

of 50% or less.

Importance of Control Concepts: Summary

In reviewing the preceding results, it is logical to conclude
that all of the control concepts (except two) are legitimate constructs
of a client's control environment. Moreover, the evidence so far
suggests that auditors tend to agree on the relative Ilmportance of
the concepts. However, as the next section shows, there are a
number of differences of opinion concerning the absolute importance
attributed to the vatioué control concepts.

In order to reflect the ratings of the individual control
concepts and the variability/stability of those ratings, Figure 21
is presented. Each control concept's mean rating to the ONEAS
question is plotted against the variance of that mean. The figure
is then divided into six cells. The vertical divisions relate
to the ratings of "Great", "Moderate'", and "Low" importance.

The horizontal division is made where the variance equals 1.
According to Ijiri and Jaedicke [1966], accounting "fact" or
"objectivity" is established via consensus. In regards to Figure 21,

this suggests that those control concepts that are rated closest
to their true, but unknown level of importance, are those with the
smallest variances. Therefore, the three left-hand side cells can
be viewed as comprising control concepts whose ratings were quite

stable, and thus their ratings can be regarded quite confidently
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as indicative of a consensusly derived level of importance.2
Likewise, the levels of importance indicated for the control concepts
appearing in the three right-hand cells must be seen as more volatile
and perhaps less indicative of the importance that the profession
as a whole might regard them as having. Another interpretation
for the right-hand side control concepts 1s that their levels of
importance are dependent upon circumstances, much more than those
on the left-hand side. Since a variety of demographic attributes
existed within this study, this explanation is probably quite
appropriate and will be investigated in the next section.
The control concepts appearing in the upper-left cell are:
#10 Appropriateness of client's policy concerning the
authorization of transactions
#7 Segregation of duties of client personnel involved in
financtal reporting
#14 Effectiveness of client's general EDP controls
#13 Effectiveness of client's physical safeguards over
records and assets
#23 Appropriateness of client's internal audit staff's
duties and lines of reporting
#25 Controller's knowledge of FASB and SEC guidelines
The responding auditors consistently evaluated these items as
as having a great deal of importance to their client control environment
evaluations. It is not surprising to find these particular items
rated very importantly because they all represent traditional
accounting-type concerns.

Those control concepts consistently having little importance

are those appearing in the lower-left cell of Figure 21. These

2Note that confidence levels were not constructed around the
means due to the responses on any one control concept not being
normally distributed.
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control concepts are:
#4 Appropriateness of training programs for new personnel
involved in the financial reporting process
#3 Adequacy of client planning for staffing needs in the
financial reporting area
#38 Compatability of the client's informal organizational
structure with their organizational goals
#29 Appropriateness of the bases used in determining raises
and promotions for people involved in the financial
reporting process
#30 Appropriateness of the bases used in determining issues
and promotion for operations personnel
It is surprising to find #29 and #30 rated so poorly (actually the
worst of all the 48). Agency theory (see for example Wallace [1980]
or Baiman [1982]) would tend to suggest that auditors, in their
monitoring roles, should be concerned with the factors that motivate
client personnel. These incentives and motivating factors could
be economic or otherwise as discussed by Dornbush and Scott [1965]
or Otley and Berry [1982]. Control concept #38's low rating seems
to indicate that a client's grapevine [Clancy and Collins, 1979],
subculture and internal clans [Ouchi, 1979] are not viewed by auditors
as very important to their audits. Control concepts' #3 and
#4 low ratings can be interpreted as auditors having only a "here
and now'" emphasis towards their clients' execution of the financial
reporting process. Client personnel execute the financial reporting
process and auditors seem to be indicating not much concern for the
training of the people that precedes this execution nor the planning
for staffing that anticipates future needs and improvements in the
execution of the financial reporting process. Perhaps this is

consistent with the notion of an audit opinion being limited to a

single accounting period. Nevertheless, Hylas and Ashton [1982]
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indicated that such personnel concerns should be important audit
concerns but it appears that such is not the case.

The next section explores the dimensions along which rating
differences cleave. Only ratings to the ONEAS question (i{.e., the
question dealt with in this section) are discussed.

The Dimensions Associated
with Differing Ratings

As explained in the beginning of this chapter, the analysis
studying the dimensions along which absolute rating differences
occurred involves identifying those demographic variables that
exhibit a high degree of association with auditors' ratings of
importance for each control concept. This section discusses the
results of two tests performed to accomplish this task.

A statistically significant k-sample Medians Test indicates
that at least two categories of a particular demographic variable,
have different medians. Similarly, a statistically significant
Crosstabs Test implies a systematic relationship between the
demographic variable's categories and the control concept's
importance-ratings. Thus, both tests provide indications as to
whether a certain response rating is associated with a particular
category of the demographic variable under study.

Table 10 highlights the various demographic variables and
control concept combinations that resulted in statistically
significant associations at p < .05. The control concepts, in
rank order from left to right, constitute the horizontal axis

of the table. The twenty-four demographic variables, grouped
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according to client, audit firm, and auditor, provide the vertical
axis. An "X" indicates a statistically significant Medians Test
while an "0" indicates a statistically significant Crosstabs Test.
The vertical lines drawn just after control concept #25 and just
before #4 have a special meaning. Recall that control concept #25
was the lowest rated of the most important concepts in the upper-left
cell in Figure 7 and control concept #4 was the highest rated of
the least important concepts in the lower-left cell of Figure 7.
These two control concepts are used as cutoffs in Table 10 to
segregate the very important and very unimportant concepts from the
remaining, moderately important control concepts. |

A total of 110 and 112 significant Medians Test and Crosstabs
Tests, respectively, resulted. Table 11 summarizes the counts of
significant assoclfations by test and by demographic variable category.
Because of the differences in the number of categories for the
AUDITOR, AUDIT FIRM and CLIENT sections, as well as the three
control concepts' subdivisions, Table 11 comparisons are misleading.
Table 12 takes these counts of significant associations and scales
them to a common denominator enabling valid horizontal and vertical
comparisons to be made.

Table 12 is very informative. For all the tests, the
differences in ratings for the nine most important control concepts
are most often related to client demographic factors. The most
frequently appearing type of demographic variable associated with

different ratings for the nine least important control concepts
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Counts and Per Cent of Significant Associations

isppearing in Table 10

First Next Last
Nine Concepts Thirty Concepts Nine Concepts
(#10-#25) (£32-#11) (#4-#30) Total
n p 4 n y 4 n Y4 n 4

CLIENT

Median Test 23 34 4Q 59 5 7 68 100

Crosstab Test 18 28 31 48 15 24 64 100

Both Tests 13 43 13 43 4 14 30 100
AUDIT FIRM

Median Test 6 20 22 73 2 7 30 100

Crosstab Test 9 32 12 43 7 25 28 100

Both Tests 3 30 5 50 2 20 10 100
AUDITOR

Median Test 2 17 4 33 6 50 12 100

Crosstab Test 6 30 6 30 8 40 20 100

Both Tests 1 12 3 38 4 50 8 100
GRAND TOTALS

Median Test 31 28 66 60 13 12 110 100

Crosstab Test 33 29 49 44 30 27 112 100

Both Tests 17 35 21 44 10 21 48 100

LET
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Table 12

Common Size Counts of Distribution of Significant
Relationships Exhibited in Table 10
(Entries are Rounded Off)

First Nine Next Thirty Last Nine
Concepts Concepts Concepts
(#10-#25) (#32-#11) (#4-#30)

Median Test:

Client Variables 9 5 2
Audit Firm Variables 5 S 2
Auditor Variables 2 1 _6
Total Associations 16 11 10
Crosstab Test:
Client Variables 7 4 6
Audit Firm Variables 7 3 6
Auditor Variables _6 2 _8
Total Assoclations 20 9 20
Both Tests:
Client Variables 5 1 1
Audit Firm Variables 2 1 2
Auditor Variables 21 1 _4
Total Associations _8 _3 A

NOTE: Table 12's three major demographic category counts are
scaled to the same number of categories (5) contained in the
AUDITOR section. Also, the middle thirty concepts’ counts
are scaled down to nine categories, the same number
contained in the other two concept groups.
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involve auditor demographics (again for all three test situations).
For the middle thirty control concepts, no generalization can be
made.

In reading the rows of Table 12, instead of the columms,
another interesting fact surfaces. Generally speaking, most of the
statistically significant associations involve the most important
control concepts. This is also true when reading each line, except
for the auditor variables. Auditor variables are not associated
with the important éoncepts or the middle range concepts nearly as
often as they are with the least important control concepts. It
should be noted, that even though these geheralizations exist, audit
firm variables appear significant quite often.

On the surface it appears perplexing to have the greatest
number of significant demographic variable associations existing
with the most and least important control concepts. Recall that
it was these two categories that exhibited the smallest variances
(1.e., greatest consensus) in their ratings. An intuitive explanation
might be that even though these two categories' ratings are fairly
stable over respondents, the differences that do exist are clearly
along the different demographic variables' cateéories. In other
words, there may be very little crossover in ratings from a
particular demographic variable's categories. Whereas, on the
other hand, the middle-range concepts have a wide range of ratings
that exhibit no clear-cut cleavage along very many demographic

variables' individual categories.
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In order to explore this idea, the strength of association
was investigated for all the associations appearing significant in
both tests. As noted earlier in this chapter, the strength statistics
used were Lambda for nominal demographic variables and Kendall's
Tau b or ¢ for the ordinal demographic variables.3 Table 13
reports all these measures for the significant associations
occurring for both tests as well as the statistically significant
strength measures pertaining to the associations that were highlighted
in only one of the two tests.

Of the forty-eight significant associations resulting from both
tests, as exhibited in Table 11, fourteen required a Lambda
measure of strength. Eight of these fourteen (57%) were greater
than .10, meaning that most of the significant associations between
the nominal demographic variables and the importance ratings were
strong associations. The remaining thirty-four significant
associations were analyzed for strength via Kendall's Tau b or c.
Slightly over 67% (twenty—-three in total) of these had a Tau b or
¢ value that was significant at p < .10. Thus, in general, the
statistically significant associations reflected by both tests
(see Table 11), can be regarded as strong associations.

Table 14 summarizes in histogram form the various demographic
variables that were significantly associated with the control

concepts and were significantly strong in that association.

3Significance levels for Tau b and c are noted at p < .10,
p < .05 and p < .01. Lambda does not have a probability statistic,
so significance is interpreted as Lambda > .10 which indicates a
10% improvement in prediction is possible, given knowledge concerning
the level of the demographic variable.
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Table 14

Histogram of Demographic Variables with
Strength of Association Measures of: Lambda > .10 or Tau p < .10
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In total, Table 14 depicts eighty-four significantly strong
associations, thirty-one originally highlighted by both the Median
and Crosstab Tests, twenty-five of the original significant
Crosstab-only associations, and twenty-eight from the original
Median-only association tests. Also noted on Table 14 is whether
the strong associagion is with a control concept in the top nine,
bottom nine, or the middle thirty control concepts.

Recall that in discussing Table 12 it was suggested that the
reason for most of the significant associations appearing with the
control concepts with the smallest variances in their ratings
was that even though differences in ratings for those concepts were
small, they might be clearly and strongly along the demographic
variables' subcategories. Table 15 supports this conjecture, again
adjusting for the different number of items in the six categories
as done in Table 12, the common size counts by control concept and
demographic variable are shown. The column totals in Table 15
show that most of the strong associations are for the top and bottom
two control concept categories.

The other item of interest noted on Table 14 is the direction
of the association (note that Table 13 provides the respective control
concept numbers).4 The facts indicate that as the client's total
assets Increase (CLTHREEA), as the client's TD/TA ratio increases
(CLTHREEC), as the predictability of the client's financial

performance improves (CLSIX), and as the length of affiliation with

4It should be noted that the notion of a directional impact
where nominal variables are involved, is not interpretable.



144

Table 15

Common Size Counts of Distribution of
Significantly Strong Associations Exhibited in Table 14
(Entries are Rounded)

Top Nine Middle Thirty Bottom Nine
Control Concepts Control Concepts Control Concepts

Client Variables 6 3 2

Audit Firm Variables 5 4 3

Auditor Variables 2 1 A
13 8

12

NOTE: Same scaling adjustments used here as explained on Table 12.

the client increases (AUDONE), the importance of certain control
concepts decreases. Wright [1982] found similar demographics to be
important, mediating effects in auditor judgments.

The final, and most important point to be made from Tables 14
and 15 requires the identification of the demographic variables
appearing most frequently as having strong associations with various
control concepts. Table 15 indicates that for the top nine control
concepts, client factors are most often associated with the control
concepts' ratings of importance. Table 14 reflects the fact that
just as Hylas and Ashton [1982] discovered, client asset size
(CLTHREEA) was important. Another very important relationship
appears to also exist between a client's financial predictability

(CLSIX). A possible interpretation of why client variables dominate
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the strongly significant associations with the top nine control
concepts is that for the consistently important control concepts,
auditors have similar views but that individual client circumstances
dictate the proper level of importance. In other words, auditors
are tailoring their evaluations of control environments to their
particular clients. This has to be viewed as the proper course of
action and it is reassuring to see so few auditor variables strongly
associated with very important items. (Other studies such as Mock
and Turner [1981], Mock and Watkins [1980], Ashton and Brown [198Q0],
and Wright [1982] have also found limited significance attributable
to auditor demographics).

One concern does arise in that a number of strong audit-firm
associations exist with the top nine concepts. Table 14 reflects
the fact that most of these strong associations with the top nine
concepts are due to the firm (ONE) variable. Nanni [1984] and
Cushing and Loebbecke [1983] also found a great deal of firm
variation. In fact, the "firm" variable was strongly significant
more than any other single demographic variable. This clearly
suggests that there are audit firm differences in philosophy regarding
the importance of various client control environment attributes.

The other generalization warranted from reviewing these two
tables is that individual auditor variables are very important
when the bottom nine, the least important, control concepts are in

question. More specifically, the auditors' years of audit
experience is the single most dominant auditor variable in this regard.

As years of experience increase, so does the importance attributed to
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these control concepts. Since there were more staff auditors
responding to the questionnaire (79 in total) than managerial level
(67 in total) auditors, the overall ratings of these bottom concepts
is perhaps understated due to this direct relationship. Nevertheless,
such a relationship is expected due to the fact that staff personnel
are much more concerned with specific controls than the manager and
partner who tend to be responsible for assessing the general control
environment of the client.

Lastly, the demographic variables that do not appear on Table 14
should be noted. By their absence, the following demographic variables
are conspicuous:

1. client accounting management's control ethic (CLSEVENA)

2, the existence of a change in the audit team (AUDFIVE)

3. specialist or generalist auditors (SIX)

4. specialized audit training (SEVEN)

5. academic degree (EIGHT)

It would typically be thought that the control ethic espoused
and exhibited by a client's accounting management would have a
major impact on auditors' assessments of the importance of clients'
control environments (a similar belief was noted by Brumfield et al.
[1983]). The reason why this variable does not appear significant
(the same can be said for the management in general control ethic
variable (CLSEVENB) that was significant only once) is that these
notions are perhaps more properly classified as control concepts
themselves rather than as factors affecting auditors' views on other

control concepts. Or, auditors are not nearly as concerned with what

clients say as with what they do.
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Auditors would be pleased to see that a change in audit team
does not affect the importance ratings. This fact indicates a
continuity of approach and audit philosophy. However, this could
also be viewed somewhat negatively as all the auditors are conditioned
in the same vein that there is no room for or exercise of new
perspectives. The lack of many auditor variables being significant
also attests to this possibility.

The three other missing variables are all auditor related.
Training, neither academic, staff school nor specializations appear
to result in differing opinions concerning the importance of a
client's control environment profile (Mock and Turner [1981] and
Mock and Watkins [1980] found this to be true, also). It could be
argued that the notion of a control environment is so general and
so global across a variety of clients, that special training does
not improve one's insights at such a universal, nontechnical, broad
level. It is feasible that training affects the values that
auditors bring to bear upon control environment attributes rather

than affecting the identification of attributes.

The Dimensions Associated with
Differing Ratings' Summary

This section has highlighted those demographic variables that
exhibit a statistically significant, strong association with the
importance ratings for the relevant control concepts. It was found
that on average, client demographic variables (especially total

assets and financial predictability) are most important in regards
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to the most highly rated control concepts while auditor variables
(especially years of experfence) are most often strongly associated
with the lowest rated control concepts. Significant audit firm
variables (especially the "firm") are quite apparent and are fairly
evenly distributed across all rankings of the control concepts.

The next section discusses the audit impact of the forty-eight
control concepts. The first avenue to be explored concerns 'how
important was the control concept actually to the audit" as compared
to the normative question that has been the focus so far. The
second avenue leads to a discussion of where the audit impact, 1if
any, should occur.

Audit Impact of Control Concepts--
"Should" vs. "Actual"

The normative question (ONFAS) of "how important should the
control concept be" has been the focus thus far. A parallel question
(ONEAA) asked "how important was the control concept'. A comparison
of these questions, highlighting the major differences in the mean
responses could signal serious discrepancies between what auditors
see being done on the audit and what they believe should be done
in the context of client control environment evaluations. As
Johnson and Jaenicke [1980] point out, the evaluations of a control
environment are non-routinized, highly subjective and there is
very little firm or profession guidance available. Therefore,
differences between the "should" and "actual" aspects are likely
to exist. It would be unusual though, to encounter a situation
where the "actual" question 1s rated more importantly than the "should"

question.
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Figure 22 depicts the plots of the mean response ratings for
the "should" and "actual" importance ratings as well as presenting
a plot of who the respondents believed should have primary
responsibility on the audit team for assessing the particular
control environment attribute. The plots read from left to right
with the control concepts arrange& in descending rank. oxder of
importance.

The first thing to notice is that the "actual" plot never
rises above the "should" plot. This signifies that, in the
auditors' minds, they are not "over-killing" that particular
control concept in their control environment evaluations. On
average, auditors believe the control concepts should be given
greater acknowledgement and consideration than they see occurring.
This situation must be viewed cautiously, because most of the ratings
do not differ by very much. In fact, if 145 of the respondents
rated them equally and only one of the auditors rated the "actual
question lower, the average rating would then be lower for that
control concept. Therefore, only the larger discrepancies should
be viewed with any concern.

One other feature of the plots that should be noticed is
that the "should" and "actual" lines run fairly parallel. That is
to say, the differences in ratings do not tend to increase or decrease
as the control concepts ascend or descend in rank order.

Table 16 sfatistically addresses the reported differences
occurring between the "should" and "actual" responses. This table

summarizes the results of the Sign Test that was performed to
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(criteria:

Table 16

Sign Test for Matching of
"How Important Should" vs. "How Important Was" Questions

two-tailed significance level p < see below)

Control Concept

p < .01
Significantly More

p <.10
Significantly Hore

Coatrol Concept

p s .0l
Significantiy More

p<.10
Significantly More

(Rank Order) Important Question Important Question (Rank Order) Important Question Isportant Question
10 26 *Should”
7 *Should” “Should"™ 47 "Should"”
14 “Should® “Should" 9 “Should" "Should™
13 39 “Should" "Should”
23 "Should” “Should" - “Sbould” *3hould”
21 “Should"” "Should® 35 *Should™ "should”
20 “*Should" “Should" 40
24 “Should” “Should" 8 *Should" "Should”
} 25 "Should™ 45 “Should” “Should”
32 “Should" “Should" 41 “Should™ "Should”
33 "Should" "Should"® 1 “Should" "Should™
19 “Should" “Should" 17 “Should™
34 “Should" “Should" 16 *Should™ "Should”
18 *Should* 6 *Should" “Should”
43 12 “Should”
28 4 “Should"™ *Should”
42 3 “Should™ “Should”
12 “Should” “Should” 3 “Should™ *Should”
27 "Should” “Should" "Should” "Should"
15 "Should" “Should" kY “Should"
46 *Should" “Should" 48 “Should®
k)] “Should" *Should"® 38
22 "Should" “Should" 23 “Should"
44 “sShould" "Should" k1] “Should"

16T
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determine if those differences that do exist are significant and
to see in what direction the differences lie.

As can be seen from Table 16, all statistically significant
differences are with the mean ratings being higher for the "should"
question. The distribution of significant differences at the
p < .01 level is fairly constant (i.e., 67%, 70X and 44%, respectively)
from the top nine concepts' group, through the middle thirty and
lower nine concepts' groups. The control concepts with significant
differences from the top tier catégory are:

#7 Segregation of duties among financial reporting personnel

#14 Effectiveness of general EDP controls ,

#23 Appropriateness of internal audit staff duties and lines
of reporting

#21 Existence of factors that motivate managers to override
existing controls

#20 Compulsion of top management for reporting the most
favorable financial picture

#24 Effectiveness of internal audit staff in reporting
deficiencies

A majority of auditors rated the 'should" and the "actual"
questions equally for these control concepts. However, it remains
curious why such important concepts as these six, would not be
unanimously rated equally. Evidently, some auditors believe that
not enough audit attention is focussed in these areas. 1In tracing
these six control concepts back to Table 13, the most common
demographic variable resulting in a strong assocfation with the
"should" importance rating was firm affiliation (ONE). Perhaps this
then is.a situation where firm philosophies dictate a variety of
outlooks concerning these particular six control concepts, and yet

some individual auditors harbor the belief that still more should

be done with them.
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One last item to note concerning Figure 22 centers on the
dotted line reflecting which audit team member should have responsibility
for assessing the control concept. Conjecture might have led to the
expectation that this plot would have started in the lower left-~hand
corner and risen to the top right-hand cormer of the figure. This
would have reflected the most important concepts being dealt with
by the partners while the least important ones would be relegated to
the staff. In actuality, what is reflected is quite appropriate.
All of the concepts are apparently viewed, on average, as the
jurisdiction of either the senior or manager. These two members of
the audit team have the primary operational responsibility of seeing
the audit successfully and appropriately performed. Since they are
in a position to "get their hands dirty" in the audit, ideally they
should be concerned with all those client features that might possibly
affect the performance and the nature of the audit. If partners
were the team members designated, there would then be the added
problem of having them convey their assessments to the primary
operational audit team members who, not having first-hand familiarity
with the particular issue, must then interpret it and relate it to
the audit tasks being contemplated. Also, it would probably be
inappropriate to have assistant accountants assigned the assessment
task even though they have a great deal of responsibility for the
internal control work on most audits. Figure 22 reflects the fact
that, on average, staff assistants are never deemed as the proper audit
team member for these evaluations, not even for the least important

control concepts. °
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Audit Impact of Control Concepts--
"Favorable" vs. "Unfavorable"

Another pair of related questions was presented to each
participant in the study. The auditors were asked to indicate to
what degree would "favorable" and "unfavorable" conditions for each
of the control concepts affect the nature, timing and extent of
subsequent audit tests. These questions were asked because merely
rating a control concept as important or as unimportant may not
reflect the control concepts' real impact. For the concept to be a
vital part of an audit team's deliberations, it would have to
influence subsequent audit procedures in at least one of these three
ways. Figure 23 presents the plots of the mean ratings for the
"Mfavorable" and "unfavorable" questions with the control concepts
once again reflected in rank order. Also imposed upon the graph is
a plot of the importance ratings shown previousiy in Figure 22 for
the "should" question.

As would be expected, the plots descend as the control concepts
become less important in their rank orderings. This indicates that
as control concepts are viewed as less and less important, their
impact upon the nature, timing and extent of subsequent audit tests
also declines. Another facet of the graph to note is that the
“unfavorable" line falls rather sharply for the first third of the
control concepts and is relatively flat for the remainder of the
control concepts. An interpretation of this feature is that only
the very important concepts strongly influence audit planning. That

is not to say all the rest are unimportant in this regard, but rather,
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their level of impact decreases quickly to a plateau of "low"
importance. Notice that the "favorable" line, over the length of

the chart, 1s flatter than the "unfavorable" line. This indicates
that there are probably certain expectations held by the auditors
concerning these control concepts and that only in their absence (i.e.,
an "unfavorable" condition) are audits impacted. Moreover, "favorable"
conditions are not surrogates for other audit procedures, therefore,
relatively little impact results from "favorable" conditions.

Auditors would, however, derive an added sense of confidence and
security from "favorable" conditions. Confirming these notions is

the fact that the "favorable" line never rises above the "unfavorable"
line. '

Which of the control concepts result in a statistically
significant difference between the ratings for "favorable" vs.
"unfavorable" conditions impacting upon the audit? Table 17 provides
the answer. This table is based upon the Wilcoxon Matched-Pairs
Signed-Rank Test that takes into account both the direction and the
magnitude of the ratings' differences, for each control concept.

As can be seen from the table, at p < .0l, all but three of the
control concepts exhibit a significant difference in ratings.
Moreover, they all are in the direction of the "unfavorable'" question
which witnesses the greatest audit impact. This phenomenon supports
the contention made by Defliese et al. [1984, p. 285] concerning the
attributes of a control environment when they state that auditors
", . . should be especially alert to evidence suggesting their

absence [because they] are more important than the specific control



Wilcoxon Matched-Pairs Signed-Rank Test Summary
for "Favorable" vs. "Unfavorable" Impact Questions Differences

Table 17

(Criteria: two-tailed p < .01)

Control Concept

Condition With More

Control Concept

Condition With More

(Rank Order) Audit Impact (Rank Order) Audit Impact
10 "Unfavorable" 26 "Unfavorable"
7 "Unfavorable" 47 "Unfavorable"
14 "Unfavorable™ 9 "Unfavorable"
13 "Unfavorable" 39 "Unfavorable”
23 5 "Unfavorable"
21 "Unfavorable" 35 "Unfavorable"
20 "Unfavorable" 40 "Unfavorable"
24 8 "Unfavorable"
25 "Unfavorable" 45 "Unfavorable"
32 "Unfavorable" 41 "Unfavorable"
33 "Unfavorable" 1 "Unfavorable"
19 "Unfavorable" 17 "Unfavorable"
34 "Unfavorable" 16
18 "Unfavorable" 6 "Unfavorable"
43 "Unfavorable" 11 "Unfavorable"
28 "Unfavorable™ 4 "Unfavorable"
42 "Unfavorable" 36 "Unfavorable”
12 "Unfavorable" 3 "Unfavorable"
27 "Unfavorable" 2 "Unfavorable"
15 "unfavorable" 37 "Unfavorable"
46 "Unfavorable" 48 "Unfavorable"
31 "Unfavorable" 38 "Unfavorable"
22 "Unfavorable" 29 "Unfavorable"
44 "Unfavorable" 30 "Unfavorable"

NOTE:

With a p < .10 criteria, only concept number 23 did not exhibit a significant difference.

LST
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procedures themselves, since the latter are unlikely to function
well without the former."

It is worth noting that two of the three control concepts not
exhibiting a significant difference are concepts rated in the top-
nine category. Both of them are related to the internal audit function
of the client. This situation could be Indicative of the fact that
the internal audit function is so important to the external audit
function that the existence of "favorable" or '"unfavorable"
conditions impacts the audit equally, albeit in separate directions.
Such a contention would be supported by Ward and Robertson [1980].

The distribution of responses, shown below, tend to support this

equal weighting notion.

"Favorable" "Unfavorable"
Question Question
Audit Impact Control Concepts
Importance #23  #24 #23 #24
Very Great 20 14 20 17
Great 39 32 33 39
Moderate 31 33 38 30
Low 14 16 15 16
None 19 24 17 17

Where is the audit impacted most often when “"unfavorable"
conditions exist? Table 18 summarizes the number of respondents who
sald there was an impact when "unfavorable" conditions existed and
details where they believed that impact would be experienced.

As can be seen from Table 18, there is a large discrepancy between

the number of impacts cited for the most important control concepts

SThese authors refer to the .ontrol environment as "conditionms
of control.



Table 18

Area of Audit Impact Due to "Unfavorable" Control
Concept Conditions

Control Concept Audit Impact Felt: Control C P Audit Impact Felt:
(Rank Order) Nature Tining Extent Total®™ (Raok Order) MNature Timing Extent Total®

10 98 50 120 268 26 63 16 67 146
7 96 60 122 278 & 41 20 43 104
14 9% 49 106 251 9 % 20 85 179
13 97 58 106 261 39 50 16 67 13)
23 67 33 84 184 5 50 24 70 144
21 920 40 95 225 k> 54 8 52 114
20 92 43 96 231 40 50 14 50 114
24 60 27 70 157 8 49 » 66 152
25 82 24 89 195 45 31 12 52 115
32 78 59 102 239 41 A8 16 LY 1l
3 90 44 95 229 1 58 16 49 123
19 89 37 87 213 17 M 8 38 80
34 75 24 82 181 16 23 6 25 54
18 4 34 18 186 [ 43 10 48 101
43 3 36 71 180 11 57 5 38 100
28 70 40 92 202 4 &4 15 52 110
42 67 22 55 144 kY kY 6 32 70
12 60 26 65 151 3 k1 26 44 84
27 48 17 57 122 2 28 9 29 66
15 38 9 44 9 37 39 9 28 76
46 57 12 10 139 48 3% 3 20 39
k11 56 60 54 170 38 k'Y 6 29 n
22 62 16 53 131 29 k} k] 27 , 61
44 64 20 68 152 30 27 6 21 54

These may sum to more than 146 due to multiple responses by some of the participaunts.

66T
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versus the least important ones. Control concepts #23 and #24
(dealing with internal auditors), the only ones ranked in the top
nine that did not have a significant difference noted on Table 17,
have the least number of citations in the top nine grouping. (The
only other non-significant Table 17 control concept was #16
(qualifications of audit committee), which according to Table 18, has
the least number of impact citations of all the forty-eight control
concepts.) Such relationships hint at the possibility that these
three control concepts do not impact audit operations as much

as their similarly ranked counterparts. This is plausible because
all three of these control concepts pertain to client personnel not
centrally involved in the financial reporting process. Internal
auditors and audit committee members do not execute the financial
reporting process, they are overseers. Since external auditors must
achieve their own appropriate levels of satisfaction, it would be
nice to rely upon these client overseers to a certain extent but in
no way is the inability to do so going to drastically alter the course
and approach of an audit. This conjecture would be disputed by Ward
and Robertson [1980] and Rappaport [1980].

The other thing to note regarding Table 18 is the relative
equality of "nature" and "extent" citations which typically far
exceed the "timing" citations. The comments generally made by the
respondents reflected the fact that more ("extent") compliance,
substantive or analytical review (all being a response indicating

"nature") tests would be performed. Detailed audit adjustment
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suggestions were not provided except by a few auditors, therefore, specific
types of audit alterations that would be made are not discussed here.
The last characteristic to note regarding Table 18 is the simple
fact that as the control concepts descend in rank order, the total
number of "impact" citations decrease. Also, just as the Figure 23
"unfavorable" line declined sharply and then plateaued, the number
of "impact" citations, generally speaking, behave the same way.
This simply lends additional credibility to the Figure 23 plot.

Audit Impact of Control
Concepts: Summary

This section has reviewed the results of two different pairings
of audit impact questions. The first pairing was "how important
should this concept be" (ONEAS) versus "how important was it"
(ONEAA) . The ONEAS mean ratings indicated greater normative importance
than the ONEAA positive question for all forty-eight concepts.
The ratings for these two questions appeared to move in a synchronized
fashion. as reflected in Figure 22 and attested to by significant
positive Kendall and Spearman correlation coefficients at p < .01
for a two-talled test.

Observing the ONEBS question, "who should have audit responsibility
for evaluating the concept," in conjunction with the ONEAS ratings,
on average, seniors or managers tended to be designated as the audit
team members who should have primary responsibility for evaluating
the particular control concepts. An interesting sidelight is that
the correlation of ONEBS with ONEAS resulted in numerous statistically

significant (p < .05) negative correlations with six of the top
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twenty-four rated concepts (#33, #34, #15, #22, #23, #25). As was
discussed, this might indicate a mismatch of important control concepts
being assigned to staff rather than managerial level auditors.

The other major pairing involved the areas of audit impact
for "favorable" and "unfavorable'" conditions of the control concept.
It was seen that "unfavorable" conditions result in much more audit
concern and more frequent alterations of the nature, timing and extent
of subsequent tests than '"favorable" conditions.

Figure 23 reflected the fact that as the relative rankings of
the control concepts declined so too did the "unfavorable" audit
impact rating. This is further substantiated by Kendall and Spearman
correlations that are positive and significant for a two-talled test
of p < .01. All but one (#18) of the control concepts' correlations
had p values < .01.

Accounting vs. Administrative
Control Definitions

As discussed in Chapter II1I, the profession has dichotomized
internal controls into administrative and accounting. Auditors are
instructed to give primary emphasis to accounting controls and to
only those administrative controls that influence the client's
accounting controls. Based upon interviews with auditors, it appears
that no such distinction is made in practice. The only distinction
made appears to be between those controls that are important and thus
receive audit attention versus those that are not and receive no audit

attention. This particular section explores the relationship between
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an accounting/administrative control definitional dichotomy for each

of the control concepts and the levels of importance attributed to each.
Figure 24 presents the mean ratings for all forty-eight control

concepts along the accounting and administrative control dimensions.

If the belief is held that highly important controls would be

predominantly labeled as accounting and the least important controls

would all be administrative, then Figure 24 should have a shape

similar to:

Accounting
1

2
3
4

4 3 2 1 Administrative

As can be clearly seen, Figure 24 does not reflecﬁ such a relationship.
The 45° line separates the administrative from the accounting

type controls. An intuitive interpretation would suggest that all

the control concepts are viewed as moderately or greatly "administrative"

due to the fact that the control concepts are clustered along the

administrative axis from about 3.5 to 2.0. On the other hand, the

accounting ratings span a wider range of values indicating the

control concepts are perceived much more diversely along an accounting

dimension. There is also a clustering of concepts in the middle,

along the diagonal, that would lead to the conclusion that those

control concepts are viewed equally as administrative and accounting.

Moreover, there are more control concepts lying below the line
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than above, indicating a more extensive administrative control
labeling of the concepts.

In order to more confidently label the individual control concepts,
a Wilcoxon Matched-Pairs Signed-Rank Test was performed for the control
concepts' ratings along these two dimensions. Table 19 presents
the results of this test. The results depicted on this table indicate
that all of the bottom nine concepts are viewed as administrative in
nature whereas those with a statistically significant label in the
top nine category are viewed as accounting controls. The middle tier
of control concepts exhibit a mix of labelings although "administrative'-
appears three times as often as "accounting".

Another obvious feature of these results is the relatively
large percentage (56%) of the top nine category that did not have
significant differentiations between administrative and accounting.
Evidently, they are viewed by auditors as equal parts of both. This
would support the contention made by Martin and Johnson [1978]
that the categorization of controls is not important to auditors in
their determination of those issues that should recelve audit attention.

All the correlations (Kendall's and Spearman's) between the
"accounting" label ratings and the "how important should the concept
be" ratings were significant at p < .01 (two-tailled) and positive
for the forty-eight control concepts. This was also the case for
"accounting" ratings when paired with the audit impact due to
"unfavorable conditions" ratings. Such results indicate a direct,

and significant relationship between the degree of the auditor's



Wilcoxon Matched-Pairs Signed-Rank Test Summary

for "Accounting" vs.

"Administrative" Control Questions Differences

(Criteria: two-tailed p < see below)
p < .01 p < .10 p< .01 p < .10
Control Concept Concept Viewed Concept Viewed Control Concept Concept Viewed Concept Viewed
(Rank Order) More As: More As: (Rank Order) More As: More As:

10 26

7 "Accounting” "Accounting” 47 "Administrative"
14 "Accounting" "Accounting" 9 "Accounting" "Accounting"
13 "Accounting" "Accounting" 39 "Administrative" "Administrative"
23 5 "Accounting"
21 35 "Administrative" "Administrative"
20 "Accounting” 40 "Administrative” "Administrative"
24 8 "Administrative" "Administrative"
25 "Accounting" "Accounting" 45 "Administrative" "Administrative"
32 "Accounting" "Accounting" 41 "Administrative" “Administrative"
33 "Accounting" “Accounting" 1 "Administrative" "Administrative"
19 "Administrative" "Administrative" 17 "Administrative” "Administrative"”
34 16 "Administrative” "Administrative"
18 "Administrative" "Administrative" 6
43 "Administrative" 11 "Administrative" "Administrative"
28 "Accounting" "Accounting" 4 "Administrative" “Administrative"
42 "Accounting: "Accounting" 36 "Administrative" "Administrative"
12 3 “Administrative" "Administrative"
27 2 "Administrative" "Administrative"
15 "Administrative'" "Administrative" 37 "Administrative" "Administrative"
46 "Administrative' 48 “"Administrative" "Administrative"
31 "Administrative" "Administrative" 38 "Administrative" "Administrative"
22 "Administrative'" "Administrative" 29 "Administrative" "Administrative"
44 "Administrative" "Administrative" 30 "Administrative" "Administrative"

991
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labeling of a control concept as "accounting" and the concept's
overall importance to the audit.

The same correlations are just as consistent when "administrative"
ratings are used instead of the "accounting" ratings. In regards
to the "importance" ratings, all correlations were significant and
positive at p < .0l. The correlations between‘the "unfavorable"
and the "administrative" labelings were all positive and

significant at p < .0L.

Inherent vs. Control Risk Definitions

According to SAS #47 [AICPA, 1983b], the notions of inherent
risk and control risk should be crucial concerns of auditors in
assessing their overall audit risk on a particular engagement.
Chapter III discussed this in detail. Recall that inherent risk and
control risk are both client-related. Coopers and Lybrand [1983]
refers to them as the "internal control risk" and "situational risk"
posed by the client. Control risk can be thought of as the likelihood
that a client's internal control systems will not prevent or detect
the errors that result from the client's unique situations involving
personnel, industry, time pressures, competition, etc. The distinction
arises when the auditor’s role is contemplated. Auditors can do very
little about a client's situational risks but they can tackle the
issue of control risk by measuring it (e.g., via compliance sampling)
and suggesting ways to reduce it (e.g., management letters). Therefore,
the control concepts posed in this study might tend to be segregated

by the auditors according to those "beyond our control and ability
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to assess" (inherent risk items) and those that can be "investigated,
measured, and rectified" (control risk items).

However, the results overwhelmingly indicate that auditors do
not make clear-cut distinctions between inherent and control risk
items. The plot at Figure 25 indicates a very narrow band of control
concepts along the 45° diagonal that represents equal ratings for
a control concept along these two dimensions. In the upper right—hand
corner there are a few control concepts clearly on the "control risk"
side of the line and not surprisingly these tend to be the most highly
rated control concepts in the original "importance" measures.

This phenomenon, coupled with the fact that the correlations
(Kendall's and Spearman's) between the inherent risk and control
risk ratings are positive and significant at p < .0l (two-tailed)
for all forty-eight concepts, makes it necessary to seriously question
the assumption made in much of the literature that the two risk
factors are 1ndependént (see Robertson and Davis [1982] for
example). On the contrary, it appears that they are not always
distinguishable notions. It could be argued that they should move
indirectly. That is to say, if inherent (situational) risk is high
on a client, then an auditor would want to reduce his control risk
(a greater likelihood of preventing and detecting errors) and vice
versa. However, the questions asked of the auditors did not directly
relate to this issue, they were definitional only, therefore strong
assertions in this regard are not warranted.

Table 20 presents the results of applying the Wilcoxon Matched-

Pairs Signed-Rank Test to the "inherent" vs. "control" risk ratings.
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Table 20

Wilcoxon Matched-Pairs Signed-Rank Test Summary
for "Inherent" vs. "Control" Risk Questions Differences

(Criteria: two-tailed p < see below)
p < .0l p < .10 p < .01 p < .10
Control Concept Concept Viewed Concept Viewed Control Concept Concept Viewed Concept Viewed
(Rank Order) More As: More As: (Rank Order) More As: More As:
10 "Control" "Control" 26
7 "Control" "Control" 47
14 "Control" "Control" 9
13 “"Control" 39
23 "Control" "Control" 5
21 35 “"Control" "Control"
20 "Inherent" 40
24 "Control" “Control" 8
25 45 "Control"
32 “Control" "Control" 41
33 "Control" 1
19 "Inherent" "Inherent" 17
34 "Control" 16
18 6
43 11 "Inherent"
28 4
42 36 "Control"
12 3
27 "Control" “Control" 2 "Inherent"
15 37
46 "Control” "Control" 48 "Inherent” "Inherent"
31 "Control" 38
22 29
44 "Control" 30

0L
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The sparseness of significant differences is consistent with the
close distribution of the control concepts along Figure 25's 45°
line. Nine of the eleven significant differences at the p < .01
level are in the direction of "control risk". All of the significant
differences in the top nine category indicate a "control risk" label.
Given the fact that these particular control concepts were deemed
most important by the respondents, and that control risk falls within
the realm of auditor measurement and suggestions for improvement,
such a result would be expected.

it is also worthwhile to note that the lowest ranked control
concepts are not clearly labeled as one type of risk or the other.
This means that a fairly equal number of auditors rated them in both
categories. Therefore, control risk indicators are not always
viewed as the more important components of a control environment

evaluation.

Definitions Summary

Table 21 presents the findings of this section along with those
of the previous section for each of the forty-~eight control concepts
in rank order. As can be seen, a number of control concepts that
the auditors believed should receive greater audit attention are also
viewed as primarily administrative in nature. Likewise, a number
of those control concepts that would have an impact upon subsequent
audit tests, were they found to be unfavorable, are also viewed
as administrative in nature. This finding supports the contention
stated earlier that auditors do not use an accounting vs. administrative

control dichotomy in determining areas of audit inquiry. It should
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be noted, however, that the higher ranked control concepts tend to
be "accounting" labeled while the lower ones are "administrative."

It is also worth noting, albeit just a few cases exist, that
all those control concepts viewed as ingredients of control risk
were also viewed as being accounting controls (#35 is an exception).
Similarly, all inherent risk components were viewed by the respondents
as administrative controls. Such a result is intuitively appealing
and adds credibility to the complimentary nature of the AICPA's
definitions for these four notions.

Another result observable from Table 21 is that, for all but
one of the control risk-labeled concepts, auditors believe there
should be significantly more audit attention focused on them than
is currently being done. Similarly, for the nine accounting control-
labeled concepts, auditors believe that five of them should receive
greater audit attention. The control concepts singled out in this
fashion are listed below.

##7 Proper segregation of duties

#14 Effectiveness of general EDP control

#23 Appropriateness of internal audit staff's duties and
lines of reporting '

#24 Effectiveness of internal audit staff in reporting
detected deficiencies

#32 Promptness with which errors in internal reports are
detected and corrected

#33 Potential for errors in internal financlal reports

#27 Manner in which recommendations of internal and external
auditors are dealt with

#46 Adequacy of the client's analysis of budget variances

#9 Appropriateness of the client's chart of accounts

#35 Extent to which the clients line personnel review -
internal financial reports
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Any future studies designed to investigate these particular
concepts should, at a minimum, incorporate the demographic variables
highlighted in Table 13 as having a statistically strong association
with these concepts. The three demographic variables appearing most
frequently across the control concepts listed above are firm affiliation,
client total assets, and the predictability of the client's financial

performance.

Summary

This chapter was designed to: (1) describe the methods used
to analyze the responses to the returned questionnaires, and (2) present
the findings of this descriptive study. The four objectives stated
at the beginning of this chapter were each dealt with and summaries
were presented for each one. Chapter VII discusses the limitations
of this study and the implications for auditors and for future

research.
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CHAPTER VII
SUMMARY AND CONCLUSIONS

The purpose of this chapter is to: (1) discuss the limitations
of this research; (2) summarize the major findings of this study;

and (3) discuss their implications for future research.
Limitations

The shortcomings and dangers of using questionnaires in
empirical research has been discussed extensively in a wide variety
of literatures (see for example Deming [1944]). Several classic

potential pitfalls are noted below along with a notation as to how

the design of the current study attempted to minimize or circumvent them.

Potential Pitfalls : Current Study Design
1. no control over, and possible 1. wutilized a partner or manager
variability of environments to disseminate the instrument
in which participants at their respective offices
choose to complete the
instrument
2. participant fatigue 2. randomized by blocks the

order of presentation of
the control related concepts

3. late vs. early responses 3. maintained a record of the
date each questionnaire
mailed out and returned--also
phoned contacts the day of
the mailing to alert them
to its arrival

4. nonresponse 4. wutilization of contact people
who have been involved in
the study from its inception



176

Potential Pitfalls Current Study Design

5. timing 5. mailing coincided, in most
: cases, with the internal
control evaluation phase
of the audit for the clients
chosen
6. nonrandom sample 6. all of the Big 8 firms are
represented in at least three
different cities and all
auditor ranks are represented--
also, contact person at
each locale chooses engagement
7. meaning of terms 7. definitions provided for
key terms
In spite of these attempts to avoid some of the traditional
pitfalls assoclated with empirical research of this type, validity
problems cannot be totally avoided. In regards to intermal validity,
the potential exists for a reactive bias. Runkel and McGrath [1972]
suggest that because respondents know they are the focus of the
research, they might respond in a way they think they should. 1In
this study, having a contact person who might be the respondent's
superior overseeing the dissemination and collection of the
questionnaires, might also create this sort of bias. External validity
issues arise due to only using Big Eight auditors and publicly traded
clients. Also, allowing the contact people to choose the audit
teams and clients may have resulted in a selection bias. However,
such a likelihood could not be controlled for in light of the
exploratory spirit of this study and generalizations to the audit
profession and other clients are not warranted. Subsequent research

in this vein could possibly pursue fertile opportunities in controlling

for industry and for auditors. Lastly, construct validity issues
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arise due to problems of terminology and misinterpretations.
Definitions were provided for key terms and one of the major purposes
of the pilot test was to uncover these difficulties. The other

threat to construct validity is due to the possibility that the
listing of control environment attributes may not be complete
although Phase I of this study was designed to minimize the likelihood

of this being true.

Major Findings

The primary objective of this study was to ascertain the
important attributes of clients' control environments and to explore
the dimensions along which different levels of importance are ascribed
to these attributes. In Chapter VI, the research results that
addressed this objective were presented along with the results related
to the secondary objectives (e.g., definitional interpretations).

In this chapter, the generalizations underlying these specific
results are highlighted and their possible implications for the
auditing profession and for future auditing research are discussed.

The conclusions offered herein were discussed with five auditors
(three partners and two senior managers) from three different
Big Eight firms. Three of the auditors participated in the study.
They were interviewed in order to obtain reactions to the results
presented in Chapter VI. These interviews will hereafter be

referred to as the "post-study-interviews".
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Relative Rankings of Control Concepts

Overall, the auditors interviewed were not surprised by the
ranking of the control concepts as depicted in Chapter VI. The
control concepts generating the most discussion were those ranked
very high or very low. Conclusions related to the most important
control concepts are presented first.

Regarding control concept #25 (controller's knowledge of
generally accepted accounting principles (GAAP)), the remarks
focused on the financial reporting system. It is important that
the controller be familiar and comfortaﬂle with GAAP, but it must
manifest itself in that the financial reporting process incorporates
GAAP, generating data that i1s consistent with GAAP. Auditors
repeatedly noted that they would rather audit GAAP-financial
numbers as opposed to non-GAAP data that they then have to convert
to GAAP. Such a situation is preferable due to the fact that a
much "better feeling about the probability of errors in the
financial statements" exists.

The subtle distinction between a controller being able to
discuss GAAP with the auditors in the context of their financial
reports and incorporating GAAP in the design of their accounting systems
is important. The latter situation offers opportunities to auditors
with each new Financial Accounting Standards Board (FASB) pronouncement,
to assist their clients in modifying their financial reporting processes
in order to generate data consistent with the new pronouncement.
The current situation involving FASB's pension disclosures is a

prime example of information, not previously required for financial
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disclosure nor probably a part of many client accounting data
bases, that might have to become a regular part of the client's
financial reporting system. Auditors would prefer to see their
clients' systems designed to capture and control these additional
pension disclosures than have to derive the information at year end
from many different sources and thus under the control (or lack
of control) of diverse client segments.

Another of the most highly ranked control concepts dealt
with the propensity of a client's management to report the most
favorable financial picture (#20). The post-study-interviews
typified the importance of this notion as being a prime indication
of risk to be encountered by the audit team. In general, auditors
"feel more comfortable with clients who take a conservative
financial reporting posture.” Such a view is quite consistent with
auditors’' own tendencies towards conservatism (e.g., the accounting
for loss contingencies versus gain contingencies). The implication
of this control concept is that it can be a cue in one area that
should "tip-off" auditors in regards to other areas. For example,
if a client is hesitant to write-off past due receivables, this should
be an audit signal suggesting the possibility of this sort of
behavior regarding other assets. It should not be interpreted as
a localized issue (i.e., receivables only).

Control concepts #23 and #24 were also highly ranked and they
dealt with internal auditing issues. In general, auditors believed
that it was important to inquire into the backgrounds of the

client's internal audit staff. Moreover, auditors should investigate
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how the internal auditors perceive their internal audit function.
Since the internal auditors execute the internal audit function,
it is important to determine if their fulfilling of that role is
conducive with the corporate mission assigned to them and whether
or not their work complements the independent audit fumction. If
internal auditors fulfill the directives of their job descriptions
without the sensitivity implied by those tasks, the likelihood of
their effectively overseeing the financial reporting process declines.

Another internal audit concern voiced by the independent
auditors was regarding senior management's attitude towards
their internal audit staff. Clearly, no matter how effective
internal auditors might be in detecting irregularities and recommending
improvements, if senior management is not receptive there will be
no corrective actions instituted. Discussions with management as
well as proof of management's responsiveness to issues raised by
their internal auditors are both necessary in order to assess the
appropriateness (from an independent auditor's perspective) of
management's attitude towards their internal audit function. For
any independent audit assurances to rest upon the work of an
internal audit staff, that staff has to be more than a symbolic
corporate function.

Also receiving a very high ranking was control concept #21
that addressed the existence of factors possibly motivating managers
to override specific internal controls. The factors most commonly
cited by auditors were bonus plans, debt covenants and other

contractual constraints. It was generally believed that it was the
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audit manager's role to review these areas and determine the
financial accounts most likely to be impacted by client behavior
aimed at complying with such contracts or attempting to generate
additional compensation for themselves. Typically, the accounts
most likely to be impacted were described as those dependent upon
client judgments as opposed to routine daily processing. Accruals
and loss provisions would be examples of accounts of this type.

In the same vein, auditors also expressed a concern for more
general motivating influences such as pressure to meet goals, maintain
improving trends, etc. The financial statement impact of such
general forces are not as easily localized as those resulting
from bonus plans or debt covenants. Not only would accounts such
as loss provisions and accruals be potentially impacted, but all
other accounts could be viewed as candidates for manipulation.
Auditors expressed a great deal of concern in this regard and they
indicated that ultimately, they had to rely on the client's integrity
and the reasonableness of the resultant financial picture.

The remaining, most highly ranked control concepts (#10, #7,

#14 and #13), generated little discussion. It was generally believed
that their importance was self-evident and universally recognized.
Certainly these control notions (authorization of transactions,
segregation of duties, safeguards over assets and records, and EDP
controls) receive most of the attention in any literature discussing
internal controls. 1In reviewing Table 18, it appears that auditors
are not merely conditioned to believe these concepts are important,

but that these four control concepts did in fact receive
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most audit impact notations of all the forty-eight control concepts
presented to the respondents.

The thirty control concepts ranked in the middle generated
very little discussion during the post-study-interviews. The
auditors agreed with the rankings in that these control concepts
might be important at times, but not universally nor to a very great
extent. Such control concepts as top management turnover (#18),
management risk taking (#19), board of directors and audit committee
concerns (#17, #16 and #15), and other management related issues
(e.g., #47, #40, #8 and #39) were all viewed as "comfort level
items". By that, it was meant that these items contributed to a
feeling towards the client that the auditor acquired based upon
client appearances of competence, integrity, and conscientiousness.
Recall that this is in essence the definition of a control
environment. Even though these control concepts align very
closely with a control environment notion, auditors did not view
them as warranting the next level of audit concern--impacting the
design of subsequent audit tests. For this reason, they were
viewed only as moderately important.

The same scenario is applicable to some of the other middle-
ranked control concepts dealing with client internal reporting
(e.g., #9, #42, #34, #44, #45, #31, #33, #32, #46 and #35). Even
though these control concepts pertain to client monitoring of their
financial performance, auditors tended not to view them as very
important to the independent audit. The reason given was that

independent auditors are much more concerned with the fairness of
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the ending financial numbers than with the periodic intermal

financial results. Budgets and forecasts are more a tool for

managing, with only an indirect impact upon the yearly external
financial statements. However, the infamous Mattel and Itel filascos
should have taught auditors that these issues can have a financial
statement impact, directly related to the attest function [Eisenschmied
and Haskins, 1983].

The least important control concepts (the bottom nine) generated
the most comments during the post-study-interviews. The control
concepts dealing with client personnel training, evaluating and
planning (#3, #4 and #2) were viewed as incidental to the independent
audit. Such concerns were typically viewed as properly under the
jurisdiction of the client's internal audit department and not the
independent auditor. In essence, independent auditors "don't care
who the person is or how they got there, the system in place is more
important." All of the interviewees agreed that they "look
past the client's people to the data."

At first glance this appears to grossly contradict the notion
held by many that "internal control is people" [Mautz and Sharaf,
1961]. The auditors do not disagree. However, they do not audit
people to derive financial statement satisfaction; they audit financial
statements that generates a byproduct of satisfaction concerning the
people. All the training and staff planning in the world does not
provide an independent auditor with evidence for formulating a
financial statement opinion. The only significant area of audit

impact was denoted as possible management letter comments.
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It should be noted that one of the interviewees had experienced
a major fraud on one of his clients since completing his questionnaire.
He voiced the opinion that more personnel-related issues should
be of concern to the independent auditor. Any and all avenues of
evidence regarding client personnel competence and especially their
integrity should be acquired. In his mind, the control function
performed by a person is no more important than that person's
integrity. Such a concern hints at a void in current audit
approaches that should perhaps be rectified by more formalized, more
in-depth personnel inquiries.

Some very important concerns were voiced in regards to client's
organizational structure. Both control concepts #37 and #38 were
ranked very low. Auditors did agree that the formal organization
structure (#37) is a very minor audit concern. However, the post-study-
interviewees all attributed a great deal of importance to the client's
informal organization (i.e., grapevine, subculture, etc.) They
agreed that it did not impact their audit program or planning
directly and perhaps this accounts for its low rating. On the
other hand, they all believed that such a control concept was vital
to understanding "who holds the real power" in the client's organization.
Likewise, such a concept can provide valuable insights into the
issues being discussed by the client prior to the issues becoming
a part of the client's formal agenda for decision making. Such
advance insights provide independent auditors with the opportunity to
become involved in a "preemptive" vein [Pomeranz, 1980], helping to

influence the course of how things will be accounted for by the client.
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Another context in which informal networks were attributed
importance, was that their breakdown serves as a signal to the
independent auditors that there may be an undercurrent of turmoil,
deceit, hostility, jealousy, etc. among the client's personnel. As
one auditor noted, environments with such emotions are fertile for
behaviors that deviate from expected levels of integrity and
ethics. In his experience, he observed that people are prone to
setting aside their personal codes of conduct and adopting the
informal organizational mentality that may or may not be conducive
to the sound, reliable execution of good internal control.
Similarly, Katz [1979] found such situations to be a common
thread through most of the fraud cases he reviewed.

One other pair of low ranked control concepts dealt with

the appropriateness of information bases used in determining raises

and promotions for client personnel (#29 and #30). Auditors rated
these concepts much lower than a similar control concept (#21) that
addressed the same notion of client rewards but it was phrased

so as to focus on the motivational impact resulting from the
rewards. The indications from auditors tended to suggest that

the way in which raises, bonuses and promotions are determined by
a client is irrelevant to the audit. But, if these issues are
contextualized in terms of what kind of behavior is likely to be
encouraged from the particular structuring of incentives, they
become an important audit concern. The equity of and legitmacy

of rewards to client personnel do not concern aﬁditors. Therefore,

the employee morale and turnover issues that are linked to rewards
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do not impact internal control in the minds of auditors. These
sources of potential internal control impact are much more subtle

and routine when compared to the obvious behaviors created by
specific bonus plans, contractual restrictions, debt covenants, etc.
which auditors do view as important. The auditors interviewed

tended to lump.control concepts #29 and #30 under the general heading
of client personnel concerns which, as has already been mentioned,
are purely secondary in importance in the minds of most auditors.

The last control concept downplayed by auditors dealt with the
client's monitoring of their competition (#48). Auditors noted that
such an issue always interested them from a general business
perspective but not as an audit concern. Industry statistics were
used by auditors in their analytical reviews, but whether or not the
clients performed such analysis did not alter auditors' approach to
the audit.

In general, the post-study-interviewees agreed with the study's
ranking of the forty-eight control concepts. They tended to agree
that the most important items did influence their audit approach
whereas the remaining three~fourths only provided a certain feeling
of comfort or discomfort that did not necessarily translate into
specific audit impacts. It was interesting to note the one
interviewee's comments who had experienced a client fraud in the
interim. He attributed much more audit importance to client personnel
issues than he previously did and more than what was reflected in
this study. Such a consciousness-raising experience normally has

to occur for auditors, and even for the profession, to discard old
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notions and embrace new ones.l Perhaps it 1s time for the profession
to investigate means of monitoring and measuring the integrity,
conscientiousness and competence of client personnel irregardless

of the questionnaire results.

It should also be pointed out that much of the importance
attributed to various control concepts was due to the auditors'
desire to be "on top of things", to take part in the input leading
to ultimate client decisions. This was manifested in terms of
learning about the clients' informal networks, developing personal
relationships with key employees, reviewing client budgets and
forecasts, and any other means available to becoming an integral
part of the financial process as opposed to being only a year-end
attester. This "preemptive" approach i1s very consistent with the
definition of administrative controls presented in Chapter III and

perhaps indicates a growing concern in this regard.

Demographic Cleavages

As a focal point for discussing the demographic dimensions
along which different importance ratings cleaved for the various
control concepts, the post-study-interviewees were given a copy
of Table 22. This table depicts the demographic variables which
were most often strongly associated with various control concepts.
Recall that Tables 13 and 14 highlighted which combinations of
demographic variables and control concepts had statistically strong
associations. Table 22 also reflects the rankings by demographic

categories for all the top and bottom nine control concepts.

lAnother one of the interviewees termed this phenomenon as
"forensic auditing.”
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Table 22
(*significantly strong association per Table 13)

Rankings of Control Concepts by Demo
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The auditors were quite interested in the firms' rankings
as depicted in Table 22. It should be noted that the firms' relative
positions were very similar when grouped by the top nine and
bottom nine control concepts and by those control concepts for which
the firm variable had a significantly strong association. The
interviewees were given the names of their individual firm, and in all
cases, they were not surprised by their relative ranking on the various
control concepts. Such consistent rankings of the firms over the
various control concepts does add to the growing body of evidence
that challenges the notion that the Big Eight provide an undifferentiated
product [Nanni, 1984] [Cushing and Loebbecke, 1983].

The years of audit experience variable was of interest to
the interviewees. As depicted in Table 22, for the top nine control
concepts, partners and staff assistants hold very similar views
while seniors and managers hold similar views. It had not occurred
to the interviewees that this might be the case, but upon reflection
they believed the "gung-ho' assistants would attribute a great deal
of importance to these control concepts while the partner's concern
for audit risks would lead him to the same ratings. It was the
partner who should be "burdened" with these control issues. The
manager and senior tend to be much more concerned with the "administrative
audit tasks" than with the audit impact of these various control
environment notions. It appears somewhat incongruous that the

primary audit operations people (seniors and managers) do not focus



on these environmental cues for designing the audit whereas the
partner does for purposes of overall risk assessment.

The management structure variable presented no surprises.
The interviewees expected the control concepts to acquire greater
importance as the management structure became more and more
decentralized. Table 22 reflects the fact that this occurred for
all the various groupings of control concepts. As a client's
organization becomes more decentralized, communication processes
increase in importance [Loretta, 1983]. From an audit perspective

this translates into a concern for the conditions under which, and
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1

the effectiveness of, communications between the various manageﬁent

segments regarding the execution of financial control.

A similar relationship and concern exists in regards to the
diffusion of a cllent's operating facilities. For the top nine
control concepts with significantly strong associations, diffused
facilities warranted the most control environment concern whereas
localized facilities required the least control environment
concern, on average.

In the case of either management or operations structure,
caution must be voiced concerning these general tendencies. The
only legitimate reason for localized and centralized structures to

generate lower relative ratings for the control concepts is that

these situations foster a more constant and conscious control setting

due to the mere proximity of other related and interested parties
within the organization. However, auditors should be cognizant of

the fact that effective control can exist with decentralization.
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It may, however, warrant more of a conscious scrutiny by auditors,
which is what they seem to be indicating.

The management focus variable exhibited rankings inconsistent
with the interviewees' expectations. It could be argued that
clients exhibiting an externally oriented management focus, should
.receive greater control environment concern on the part of
the independent auditor. This added concern would be to make
sure that the external orientation is not at the expense of sound,
internal or well-balanced, control philosophies. The Table 22
results do not depict this situation on average, and may therefore,
indicate an insensitivity or lack of concern on the part of
auditors towards a client's management focus. McAllister [1980]
makes a strong case for why such a concern should be important
for independent auditors.

The rankings related to the predictability of a client's
financial performance were consistent with the interviewees'
expectations. On average, as a client's financial performance
becomes less and less predictable, a control concept acquires less
and less importance. The reasoning is based upon the notion that
predictability normally is a function of industry or competency
of management. For the more risky industries and for clients with
less competent managements, the control concepts' existence cannot
compensate for that fact and, therefore, is not important in

providing any "level of comfort" to the auditor.
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Expectations regarding the impact of changes in the audit
office size were also met. For fast growing offices, the control
concepts appeared the most important. Since most growth in public
accounting firms occurs at the lowest ranks, and since assistants
tended to rate the control concepts most highly, it was to be
expected that fast growing offices ranked the control concepts
highest. Another possible explanation is that growth is due to an
expanding number of clients, creating pressures to streamline
audit hours. Such streamlining could possibly be forcing auditors
to rely more heavily on subjective judgment assessments of controls.

Table 22 also reflects the relationship between the number of
years with a client and the control concepts. Across the table,
on average, the control concepts are viewed as more important for
the long term relationships than for shorter term relationships.
As the client/auditor relationship matures, auditors become more
keenly aware of the clients sthleties such as informal networks,
subcultures, etc. Moreover, auditors also become much more adept
at knowing how and where a control, or lack thereof, will impact
the client's financial reporting process. This increased familiarity
with a client enables the auditor to begin '"thinking like" the
client. Even though an auditor might view a particular control
concept as important, it is only through a long affiliation with
the client that his evaluation of that control concept will be
verified and its audit impact accurately perceived.

The final demographic variable depicted in Table 22 deals

with industry categories. As can be seen, the more stable industries
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(e.g., financial institutions and utilities) experience the highest
importance ratings for the control concepts. This is quite consistent
with the earlier discussions pertaining to a client's financial |
performance predictability.

In general, the demographic and control concept relationships
were not surprising to the interviewees. Each of the relationships
warrant further study. The auditors did indicate that it would be
ideal 1f some sort of early warning model, rigorously encompassing
these relationships, could be devised to stimulate auditor involvement

in regards to relevant control environment directions.

Definitional Results

Recall from Chapter VI that, in general, the more highly
ranked control concepts were labeled as accounting controls whereas
the lower ranked items were typically viewed as administrative
controls. According to the post-study-interviewees, this was
to be expected. However, they all expressed the opinion, as did
auditors during Phase I of this study, that an administrative versus
accounting control dichotomy is superfluous. In their minds, the
real dichotomy is between those controls that impact the financial
reporting process versus those that do not. In fact, several of the
interviewees noted that in order to complete that part of the
questionnaire, they had to continually refer back to the AICPA
definition of the two types of controls because they had never
intemalized the dichotomy in their own minds. Such a situation
seems to indicate that the AICPA effort to dichotomize controls

along this dimension is not an aid in operationalizing audit
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concerns in the internal control area. When queried as to why

the AICPA has even bothered to try to dichotomize, one auditor
implied that it might be a "defense" to hide behind if auditors

were ever questioned as to why certain controls (e.g., administrative
types) were not given audit attention. Such a purpose would be
consistent with the Feldman and March [1981] notion of the symbolic
use of information.

In another vein, interviewee reactions pointed to the pragmatic
notion that "no administrative controls are instituted by clients
without expecting some bottom line (financial statement) impact."
This comment suggests that administrative controls are for the
purpose of either reducing errors in the financial statements or
for generating cost savings or for both. The first purpose
should clearly result in auditor attention while the second purpose
may warrant auditor concern depending upon the materiality threshold
used to screen any of the other financial statement accounts.
Therefore, it could be argued that the only justification for
excluding administrative controls from receiving audit attention
is in the latter instance when they have a cost savings thrust
which is immaterial to the audit. Notice that this is not a
decision to ignore administrative controls due to them having no
impact upon the financial reporting process. Even though this is a
subtle distinction, it is a major change in focus and rationale
from what the AICPA literature suggests.

In regards to the inherent versus control risk dichotomy,

many of the same contentions were expressed by the interviewees.
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Recall from Figure 25 and Table 20 that? for the most part, auditors
were unable to clearly define the control concepts as one or the
other.2 SAS #47 [AICPA, 1983b] suggests that auditor assessments

of inherent and control risk might be made separately. According

to the indications of auditors in this study, it appears that a
separate analysis would not be possible or at the least, not warranted.
Auditors do not view these two risk notions independently of

one another and, therefore, their impact on overall audit risk is

a joint assessment. In fact, one of the post-study-interviewees
noted that all "important inherent risks are control risks and vice
versa'.

Moreover, given the fact that a number of the control concepts
were rated quite highly as components of one or the other risk
elements, a major audit implication arises. None of these control
concepts are amenable to quantitative measurement beyond a
subjective numerical evaluation. Therefore, the notion that risks
are precisely measurable is false and any measuring that occurs
still relies upon auditors' subjective, judgmental insights that
cannot be supplanted. As most auditors would agree, improvement
can and should be made in the direction of providing cues to
auditors for the purpose of focusing their attentions, not giving
them false or arbitrary measurement standards.

In summary, the AICPA control and risk dichotomies explored

in this study generated one clear reaction from the post-study-

2It should be noted that this is not due to the control
concepts not being relevant in this regard. SAS #47's [AICPA, 1983b]
hints at the relevance of many of this study's control concepts to
audit evaluations of inherent and control risks.
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interviewees which is also supported by the study's data. The

dichotomies are "great in theory, terrible in practice".

Future Research

Joyce and Libby [1982, p. 116] note that:

+ + « a number of public accounting firms have developed

what is known in the judgment literature as "expert
measurement and mechanical combination models." These

models substitute structure for part of the audit judgment
process to ensure that all important variables are evaluated
and then combined into a decision in a consistent fashion.
When employing these models, auditors measure parameters

that are most efficiently measured subjectively by experts.
Once the parameter estimates have been supplied, they are
processed mechanically via the model. One example is the
Peat, Marwick, Mitchell & Co. system for sample-size
determination in substantive testing. Other firms are
applying different expert measurement and mechanical
combination techniques that also should achieve higher

levels of consensus in audit planning. For example, Deloitte,
Haskins, & Sells has developed a system which links evaluation
of control components to specific substantive tests, and
Touche, Ross & Co. has developed sampling reliability decision
tables. At this point, no system directly considers the
effect of prior periods' control evaluations, the importance
of which is suggested by Joyce and Biddle ([1981]. This

issue provides a useful direction for further research.

In spite of these modelling attempts, much work and research
remains to be done concerning the expert, subjective evaluations
necessary as inputs to any useful audit planning decision model.
Not only do prior years' control evaluations need to be considered
but all of the environmental control concepts highlighted in this
study (especially the most highly ranked ones) also need to be
incorporated into these models. Of course, such a statement is
predicated on the belief that control environment evaluations are
", . . a necessary prelude to the evaluation of [client] control

procedures and techniques" [AICPA, 1979, p. 12].
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The future of auditing appears to be one encompassing these
sort of decision aids. The profession must be careful, however,
not to overlook or understate the importance of the qualitative
aspects of auditors' decisions en route to the development of
more soph:l.s;icated, programmatic models designed to assist them
in their audit planning processes. This study represents a small
attempt to identify the qualitative attributes of a clients'
control environment and auditors' perceptions of the attributes'
importance. Much more work 1s needed to refine the listing of
control concepts and the insights related to their perceived
importance. Utilization of research methodologies, other than
the sample survey, might result in additional ingights concerning
auditors' client control environment evaluations. For example,
process tracing methodologies, controlling for any one or any
combination of demographic settings, could be used to gain in-
depth insights regarding auditors' weightings and usages of the
various control environment cues. Additional insights could also be
achieved from a study of the audit working papers prepared in
connection with the planning stage of the audit.

Besides applying different research methodologles, various
other related questions also need to be studied in order to derive
a comprehensive body of research addressing élient control
environment evaluations. For example, the normative question
of how should control environment attributes affect audit planning
warrants study. There has been only limited research on audit team

deliberation processes and much more is needed. The control
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environment evaluation area is a prime setting for such research
efforts due to its audit planning input and subsequent modification
of audit plans as new and important control environment cues
redirect and refocus auditors' efforts. Another important aspect
needing research involves the issue of multiple criteria. No one
cue is ever evaluated in a vacuum. Auditors are under the influence
of many cues at any one time, even during the control environment
evaluation process. In what ways do the control environment cues
interact? How do auditors identify compensating strengths and
weaknesses in the control environment? What and how are welghtings
of the cues derived?

In another vein, research ié needed to consider the time
perspective. Over what time frame do auditors become adept at
evaluating and assessing the impact of various control environment
cues? Are there staff training implications? Issues concerning
the stability of the control concepts' criteria over time also
need exploring. Is there a transitory aspect to what are perceived
to be favorable versus unfavorable conditions for these environment
cues? If there 18, are they predictable?

In summary, most research has been done on auditor evaluations
of evidence but this study's emphasis on sources of audit evidence
should provide some preliminary ideas concerning auditor tendencies
within a highly subjective, ill-structured, evidence gathering
context. Future researchers interested in this area should benefit

from the exploratory nature of this study. Ashton [1974] noted
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that research was needed in regards to the individual factors,
situational factors, and combinations of both that account for
differing auditor judgments. This study should contribute towards
describing some of those factors. In another vein, the qualitative
control concepts used in this study may lend themselves to subsequent
research into how they might be more formally reviewed and evaluated
by auditors (e.g., introduction of a measurement based approach a
18 Mock and Wright [1980] or Mock and Samet [1982], rather than relying
on heuristics). Such an effort might represent a significant
contribution towards developing a theory of audit cues employed in
assessing audit risk and it may be useful in developing audit
approaches to evaluate the intangible control conscilousness that
permeates all clients' financial reporting processes to differing
degrees.

In the end, all audits represent pyramids of evidence
leading to the audit opinion. Those evidential pyramids are only
as sound as their foundations. One of the cornerstones of that
foundation is the control environment evaluation which warrants

and needs continued research.



201

BIBLIOGRAPHY

AAA, A Statement of Basic Auditing Concepts (American Accounting
Association, 1973).

Abdel-Khalik, A. Rashad, D. Snowball and J. H. Wragge, "The Effects
of Certain Internal Audit Variables on the Planning of
External Audit Programs," The Accounting Review (April 1983),
pp. 215-227.

AICPA, The Auditor's Study and Evaluation of Internal Control:

Statement on Auditing Procedure No. 54 (New York: AICPA, 1972).

» Report of the Special Committee on Equity Funding
(New York: AICPA, 1975).

» Commission on Auditors' Responsibilities; Report, Conclusions

and Recommendations (New York: AICPA, 1978).

» Special Advisory Committee on Internal Accounting Control
(New York: AICPA, 1979).

» Reporting on Internal Accounting Control (New York: AICPA,
1980).

» Omnibus Statement on Auditing Standards (New York: AICPA,
1982).

» Codification of Statements on Auditing Standards No. 1 to
44 (Chicago: Commerce Clearing House, 1983a).

» Audit Risk and Materiality in Conducting an Audit (New York:
AICPA, 1983b).

Amey, L. R., "Towards A New Perspective On Accounting Control,"
Accounting Organizations and Society (Vol. 4, No. 4, 1979),
pp. 247-258. .

, "System Objectives and Budgetary Control," Behavioral
Science (Vol. 25, 1980), pp. 130~-139.

Anderson, H. M., J. W. Giese and J. Booker, ''Some Propositions About
Auditing,” The Accounting Review (July 1970), pp. 524-531.

Anthony, R. and J. Dearden, Management Control Systems: Text and
Cases (Homewood, I1l.: Richard D. Irwin, Inc., 1976).

Arens, A. A., The Adequacy of Audit Evidence Accumulation in Public
Accounting, Ph.D. dissertation, University of Minnesota, 1970.




202

Argyris, C., The Impact of Budgets on People (New York: Controllefship
Foundation, 1952).

Arrington, C. E., and K. Pany, "SAS No. 30: Clarifying and Extending
the Accountant's Involvement With Reporting on Internal
Accounting Control," Journal of Accounting, Auditing and
Finance (Summer 1981), pp. 365-371.

Arrow, K. J., "Control in Large Organizations," Management Science
(April 1964), pp. 397-408.

Arthur Young and Co., Evaluating Accounting Controls: A Systematic
Approach (New York: Arthur Young and Co., 1980).

Ashton, R. H., Judgment Formulation in The Evaluation of Intermal
Control: An Application of Brunswik's Lens Model (unpublished
dissertation, University of Minnesota, 1973).

,» "An Experimental Study of Internal Control Judgments,"
Journal of Accounting Research (Spring 1974), pp. 143-157.

, and P. R. Brown, "Descriptive Modeling of Auditors' Internal

Control Judgments: Replication and Extension,'" Journal of
Accounting Research (Spring 1980), pp. 269-277.

Bailey, A. D., Jr., J. Gerlash, R. P. McAlfee and A. B. Whinston,
"Internal Accounting Controls In The Office of The Future,"
(Peat Marwick, Mitchell Foundation: ROADS, Paper No. 80-19).

Baiman, S., "Agency Research in Managerial Accounting: A Survey,"
Journal of Accounting Literature (Spring 1982), pp. 154-213.

Bamber, E. M. and J. H. Bylinski, "The Audit Team And The Audit Review
Process: An Organizational Approach,' Journal of Accounting
Literature (Spring 1982), pp. 33-55.

Bateson, G., Steps to an Ecology of Mind (New York: Ballantine
Books, 1972).

Berton, L., "The Ins and Outs of Internal Control: U of F
Symposium,” Journal of Accountancy (May 1981), pp. 28-32.

Biggs, S. F. and T. J. Mock, "An Investigation of Auditor Decision
Processes in the Evaluation of Internal Controls and Audit Scope

Decisions," Journal of Accounting Research (Spring 1983), pp.
234-255.

Bogart, D. H., "Feedback, Feedforward, and Feedwithin: Strategic
Information in Systems," Behavior Science (Vol. 25, 1980),
PP. 237-249.




203

Boland, R. J., Jr., "Control, Casuality and Information System
Requirements," Accounting, Organizations and Society (Vol. 4,
No. 4, 1979), pp. 259-272.

Boockholdt, J. L., "A Historical Perspective on the Auditor's Role:
The Early Experience of the American Railroads," The Accounting
Historians Journal (Spring 1983), pp. 69-86.

Bower, J. B. and R. E. Schlosser, "Internal Control--Its True
Nature," The Accounting Review (April 1965), pp. 338-344.

Brown, W. B., "Systems, Boundaries, and Information Flow,"
Academy of Management Journal (December 1966), pp. 318-327.

Brumfield, C., R. K. Elliott and P. D. Jacobson, "Business Risk
and the Audit Process," Journal of Accountancy (April 1983),
pp . 60-68 . -

Burns, T. and G. M. Stalker, The Management of Innovation (London:
Tavistock Publishing, 1971). .

Byrne, G. R., "The Independent Auditor and Intermal Control,"
The Journal of Accountancy (January 1957), pp. 41-46.

CCH (1981), Accounting Series Releases and Staff Accounting
Bulletins (Chicago: Commerce Clearing House, 1981).

Chein, I., "Behavior Theory and the Behavior of Attitudes: Some

Critical Comments," in Readings in Attitude Theory and Measurement,
ed. M. Fishbein, pp. 51-57 (New York: Wiley & Somns, Inc., 1967).

Cheney, P. H. and W. Fuerst, "An Investigation of Factors That May
Inhibit the Transfer and Use of New Information Within an
Organization," Proceedings of the Tenth Annual Meeting of
The American Institute for Decision Sciences (1978), pp. 173-175.

Clancy, D. K. and F. Collins, "Informal Accounting Information
Systems: Some Tentative Findings," Accounting, Organizations
and Society (Vol. 1, No. 1/2, 1979), pp. 21-30.

Clark, P. and J. Q. Wilson, "Incentive Systems: A Theory of
Organizations," Administrative Science Quarterly (June 1961),

Cohen, G. D. and D. B. Pearson, "Auditing the Client's Judgments,"
The Journal of Accountancy (May 1981), pp. 58-64.

Collins, F., '"Managerial Accounting Systems and Organizational Control:
A Role Perspective," Accounting, Organizations and Society
(Vol. 7, No. 2, 1982), pp. 107-122.




204

Conover, W. J., Practical Nonparametric Statistics (New York:
John Wiley & Soms, 1980).

Cook, J. M. and T. P. Kelley, "Internal Accounting Control: A
Matter of Law," Journal of Accountancy (January 1979),
PP. 56-64.

Cook, S. W. and C. Selltir, "A Multiple~Indicator Approach to
Attitude Measurement," in Readings in Attitude Theory and
Measurement, ed. M. Fishbein, pp. 220-235 (New York: Wiley
& Sons, Inc., 1967).

Cooper, D. J., D. Hayes, and F. Wolf, "Accounting in Organized
Anarchies: Understanding and Designing Accounting Systems in

Ambiguous Situations," Accounting, Organizations and Society
(VO].- 6, NO. 3, 1981), pp. 175-1910
Coopers and Lybrand, Audit Risk (New York: Coopers & Lybrand, 1983).

Crawford, L. V., "Defalcations," The Journal of Accountancy (Vol. 107,
1915), pp. 112-121.

Cushing, B. E. and J. K. Loebbecke, (tentative title, "Compariéon
of Audit Methodologles of Large Accounting Firms,") in review as
AICPA monograph (July, 1983).

Daft, R. L. and J. C. Wiginton, "Language and Organizationm,"
Academy of Management Review (Vol. 4, No. 2, 1979), pp. 179-191.

Defliese, P. L., H. R. Jaenicke, J. D. Sullivan and R. A. Gnospelius,
Montgomery's Auditing (New York: John Wiley & Sons, 1984).

Dirsmith, M. W. and B. L. Lewis, "The Effect of External Reporting
on Managerial Decision Making: Some Antecedent Conditions,"
Accounting, Organizations and Society (Vol. 7, No. 4, 1982),
PP. 319-336.

Dirsmith, M. W. and J. P. McAllister, "The Organic vs. the
Mechanistic Audit: Problems and Pitfalls,”" Journal of Accounting,
Auditing and Finance (Fall 1982), pp. 60-74.

Dornsbusch, S. M. and W. R. Scott, Evaluation and the Exercise
of Authority (San Francisco: Jossey-Bass, Inc., 1975).

Downey, H. K. and R. D. Ireland, "Quantitative Versus Qualitative:
Environmental Assessment in Organizational Studies,”
Administrative Science Quarterly (December 1979), pp. 630-637.

Doyle, P., "The Application of Probit, Logit, and Tobit in Marketing:
A Review," Journal of Business Research (September 1977), pp. 235-248.




205

Drucker, P. F., "Controls, Control and Management,” Management
Controls—-New Directions in Basic Research (New York: McGraw-

Eisenschmeid, N. L. and M. E. Haskins, "An Analysis and Synthesis
of Certain Accounting Series Releases: Implications for the
Profession," Unpublished Paper (1983).

Evans, P. B., "Multiple Hierarchies and Organizational Control,"
Administrative Science Quarterly (June 1975), pp. 250-259.

Feldman, M. S. and J. G. March, "Information in Organizations as

Signal and Symbol," Administrative Science Quarterly (June 1981),

Felix, W. L., Jr., "Research Opportunities in Auditing: Internal
Control Evaluation,'" (Peat, Marwick, Mitchell Foundation:
ROADS, Paper No. 81-222).

and W. R. Kinney, Jr., "Research in the Auditor's Opinion
Formulation Process: State of the Art," The Accounting Review
(April 1982), pp. 245-271. ,

FERF, Internal Control in U.S. Corporations: The State of the Art
(New York: Financial Executives Research Foundation, 1980).

Flamholtz, E. and A. Tsui, "Toward an Integrative Theory of Organizational
Control," Unpublished Working Paper, Series No. 14 (Pacific
Basin Economic Study Center, 1980).

Gibbins, M. and F. M. Wolf, "Auditors' Subjective Decision
Environment--The Case of a Normal External Audit," The Accounting
Review (January 1982), pp. 105-124.

Gilmore, T. N., "Leadership and Boundary Management," The Journal

of Applied Behavioral Science (Vol. 18, No. 3, 1982), pp. 343-356.

Glaser, B. G. and A. L. Strauss, The Discovery of Grounded Theory:
Strategies for Qualitative Research (Chicago: Aldine
Publishing Co., 1967).

Grady, P., "The Broader Concept of Internal Control,' The
Journal of Accountancy (May 1957), pp. 36-41.

Hedberg, B., P. C. Nystrom, and W. H. Starbuck, "Camping on Seesaws:
Prescriptions for a Self-Designing Organization," Administrative
Science Quarterly (March 1976), pp. 41-65.

Hofstede, G., "Management Control of Public and Not-For-Profit
Activities," Accounting, Organizations and Society (Vol. 6,
No. 3, 1981), pp. 193-211.




206

Holstrum, G. L. and J. L. Kirkland, "Audit Risk Model: A Framework
for Current Practice and Future Research,' presented at the
University of Illinois Auditing Research Symposium (November 1982).

Hopwood, A. G., An Accounting System and Managerial Behavior (Lexington,
Massachusetts: Lexington Books, 1973).

Hylas, R. E. and R. H. Ashton, "Audit Detection of Financial Statement
Errors," The Accounting Review (October 1982), pp. 251-764.

Ijiri, Y. and R. K. Jaedicke, "Reliability and Objectivity of
Accounting Measurements," The Accounting Review (July, 1966),
pp. 474-483.

Jancura, E. G. and F. L. Lilly, "SAS No. 3 and the Evaluation of
Internal Control," Journal of Accountancy (March 1977), pp. 69-74.

Johnson, K. P. and H. R. Jaenicke, Evaluating Internal Control
(New York: John Wiley & Sons, 1980).

Joyce, E. J., "Expert in Audit Program Planning," Journal
of Accounting Research (Supplement 1976), pp. 29-60.

Joyce, E. J. and G. C. Biddle, "Anchoring and Adjustment in
Probabilistic Inference in Auditing," Journal of Accounting
Research (Spring 1981), pp. 120-145.

Joyce, E. J. and R. Libby, '"Behavior Studies of Audit Decision
Making," Journal of Accounting Literature (Spring 1982),

Katz, J., "Concerted Ignorance: The Social Construction of Cover-Up,"
Urban Life (October 1979), pp. 295-315.

Kerlinger, F. N., Foundations of Behavioral Research, Second Edition
(New York: Holt, Rinehart and Winston, 1973).

Kinney, W. R., Jr., "Decision Theory Aspect of Internal Control
System Design/Compliance and Substantive Tests,” Journal of
Accounting Research (Supplement 1975), pp. 14-29.

Konrath, L. F., "The CPA's Risk in Evaluating Internal Control,"
The Journal of Accountancy (October 1971), pp. 53-56.

Lambert, J. C. and S. J. Lambert III, "Tentative Report on Internal
Accounting Control,”" The CPA Journal (May 1979), pp. 25-29.

Lee, T. A., "The Historical Development of Internal Control From the
Earliest Times to the End of the Seventeenth Century," Journal
of Accounting Research (Spring 1971), pp. 150-157.




207

Levy, S., "Internal Control and Legal Responsibility,”" The Journal
of Accountancy (February 1957), pp. 29-33.

Lewis, B. L., "Expert Judgment in Auditing: An Expected Utility
Approach," Journal of Accounting Research (Autumn 1980), pp. 5%~
602.

Libby, R., Accounting and Human Information Processing: Theory
and Applications (Englewood Cliffs, N.J.: Prentice-Hall, 1981).

Loebbecke, J. K., "Auditing Research State of the Art: Auditing
Approaches, Methods, Programs and Procedures," (Peat, Marwick,
Mitchell Foundation: ROADS, Paper No. 81-27).

Loretta, R. G., "Does Decentralization Mean Loss of Financial
Control?" Price Waterhouse Review (No. 2, 1983), pp. 10-15.

Maher, M. W., "The Impact of Regulation on Controls: Firms'
Responses to the Foreign Corrupt Practices Act," The Accounting
Review (October 1981), pp. 751-770.

Martin, A. S., Jr. and K. P. Johnson, "Assessing Internal Accounting
Control: A Workable Approach," Financial Executive (May 1978),
pp. 24-35.

Martin, J. W., "ldentifying Critical Internal Controls," The CPA
Journal (September 1980), pp. 41-45.

Mautz, R. K. and R. E. Schlossen, "Techniques of Internal Control,"
The Journal of Accountancy (October 1957), pp. 43-48.

and H. A. Sharaf, The Philosophy of Auditing (Sarasota,
Florida: American Accounting Association, 1961).

and B. J. White, "Internal Control: A Management
View,”" Financial Executive (June 1979), pp. 12-18.

McAllister, J. P., "The Audit Impact of Client Business Environment."
Unpublished Doctoral Dissertation, The Pennsylvania State
University (1980).

and M. W. Dirsmith, "How the Client's Business Environment
Affects the Audit," Journal of Accountancy (February, 1982),
pp. 68-74.

McMahon, J. T. and J. M. Ivancevich, "A Study of Control in a
Manufacturing Organization: Managers and Nonmanagers," Administra-
tive Science Quarterly (March 1976), pp. 66-83.

McNeil, K., "Understanding Organizational Power: Building on the
Weberian Legacy," Administrative Science Quarterly (March 1978),
pp . 65"90-




208

Miotto, N. J., "Evaluating Internal Accounting Controls,"
Management Accounting (July 1980), pp. 15-18.

Mock, T. J. and M. G. Samet, "A Multi-Attribute Model for Audit
Evaluation" (Peat, Marwich, Mitchell Foundation: ROADS,
Paper No. 1982-28).

and J. L. Turner, "The Effects of Changes in Internal
Controls on Audit Programs," in Behavioral Experiments in
Accounting II, ed. T. J. Burms, pp. 277-321 (Columbus: The
Ohio State University, 1979).

and J. L. Turner, Internal Accounting Control Evaluation
and Auditor Judgment (New York: AICPA, 1981).

and P. R. Watkins, "Modeling Auditor Judgment Based on
Two Methods of Auditor Rationale Documentation," (Peat, Marwick,
Mitchell Foundation: ROADS, Paper No. 80-13).

and J. A. Wright, "An Investigation of a Measurement Based
Approach to the Evaluation of Audit Evidence," (Peat, Marwick,
Mitchell Foundation: ROADS, Paper No. 1980-5).

Morris, W. and H. Anderson, "Audit Scope Adjustments for Internal
Control?" The CPA Journal (July 1976), pp. 15-20.

Mouzelis, N. P., Organization and Bureaucracy (Hawthorne, New York:
Aldine Publishing, 1968).

Nanni, A. J., Jr., The Auditor's Evaluation of Intermal Control: A
Systems View of Professional Judgment (unpublished Ph.D.
dissertation, University of Massachusetts, 1981).

» "An Exploration of the Mediating Effects of Auditor Experience
and Position in Internal Accounting Control Evaluation,"
Accounting, Organizations and Society (Vol. 9, No. 2, 1984),
pp. 149-163.

Nelson, R. P., "Assessing Private Enterprise: An Exegesis of
Tangled Doctrine," The Bell Journal of Economics (Spring 1981),
pp. 93-111.

Neumann, F. L., "Corporate Audit Committees and the Foreign Corrupt
Practices Act,”" The Journal of Accountancy (March 1981), pp. 78-80.

Nicholas, I. J., "Organizational Climate and Strategic Decision-
Making," Journal of General Management (Spring 1982), pp. 57-71.

Nie, N. H., SPSS™ Users Guide (New York: McGraw-Hill Book Company, 1983).




209

Noether, G. E., Introduction to Statistics: A Nonparametric
Approach (Boston: Houghton Mifflin Co., 1976).

Noxon, L. A., "Taking the Close Look at Your Internal Controls,"
The Internal Auditor (June 1980), pp. 19-25.

Otley, D. T. and A. J. Berry, '"Control, Organization and Accounting,"
Accounting, Organizations and Society (Vol. 5, No. 2, 1980),

Ouchi, W. G., "The Relationship Between Organizational Structure and
Organizational Control," Administrative Science Quarterly

» "The Transmission of Control Through Organizational Hierarchy,'
Academy of Management Journal (Vol. 21, No. 2, 1978), pp. 173-192.

» ""A Conceptual Framework for the Design of Organizational
Control Mechanisms," Management Science (September 1979),
pp. 833-848.

and M. A. Maguire, "Organizational Control: Two Functions,"

Administrative Science Quarterly (December 1975), pp. 559-569.

Pfeffer, J. and G. R. Salancik, The External Control of Organizations
(New York: Harper and Row, 1978).

Pomerang, F., "Preemptive Auditing," The Journal of Accountancy
(September 1980), pp. 28-36.

Price Waterhouse and Co., Guide to Accounting Controls: Establishing,
Evaluating, and Monitoring Control Systems (New York: Price
Waterhouse and Co., 1979).

, The Price Waterhouse Business Approach to Auditing Vol. 1

(New York: Price Waterhouse, 1982).

Rappaport, A., '"The Strategic Audit," Journal of Accountancy (June
1980), pp. 71-77.

Rathe, A. W., "Management Controls in Business,” Management Control
Systems, D. G. Malcom, and A. J. Rowe, Editors (New York:
John Wiley and Sons, 1960).

Robertson, J. C., and F. G. Davis, Auditing (Plano, Texas: Business
Publications, Inc., 1982).

Romney, M. B. and W. S. Albrecht, "The Use of Investigative Agencies
by Auditors," The Journal of Accountancy (October 1979), pp. 61-66.




210

Romney, M. B., W. S. Albrecht and D. J. Cherrington, "Auditors and
the Detection of Fraud," The Journal of Accountancy (May 1980),
pp- 63-690

Runkel, P. J. and J. E. McGrath, Research on Human Behavior (New York:
Holt, Rinehart and Winston, Inc., 1972).

San Miguel, J. G., "The Behavioral Sciences and Concepts and
Standards for Management Planning and Control," Accounting,
Organizations and Society (Vol. 2, No. 2, 1977), pp. 177-186.

SEC, "Statement of Management on Internal Accounting Control,"
Release 34-15772 (1979).

Skinner, B. F., Science and Human Behavior (New York: Mcmillan,
1953).

Smith, T. A., "Political Man, Economic Man, and the Problem of
Time Reference,” Social Science (Winter 1979), pp. 16-27.

Solomon, I.; and B. M. Wilson, "Auditing Team Consensus: An
Empirical Investigation," (Peat, Marwick, Mitchell Foundation:
ROADS, Paper No. 80-1).

Steers, R. M., "Problems in the Measurement of Organizational
Effectiveness," Administrative Science Quarterly (December
1975), pp. 546-558.

St. Pierre, K. and J. Anderson, "An Analysis of Audit Failures Based
on Documental Legal Cases," Journal of Accounting, Auditing
and Finance (Spring 1982), pp. 229-247.

Tabor, R. H., "Internal Control Evaluations and Audit Program
Revisions: Some Additional Evidence," Journal of Accounting
Research (Spring 1983), pp. 348-353.

Thompson, J. D., Organizations in Action (New York: McGraw-Hill,
1967).

Tracy, A. and K. Azumi, "Determinants of Administrative Control:
A Test of a Theory With Japanese Factories,' American
Sociological Review (February 1976), pp. 80-94.

Tuggle, A. M. and C. B. Saunders, '"Control and Its Organizational
Manifestations: A Propositional Inventory," Review of Business
and Economic Research (Spring 1979), pp. 1-17.

Tversky, A. and D. Kahneman, "Judgment Under Uncertainty: Heuristics
and Biases," Science (September 27, 1974), pp. 1124-1131.



211

Van de Ven, A. H., A. L. Delbecq, and R. Koenig, Jr., "Determinants
of Coordination Modes Within Organizations,” American
Sociological Review (April 1976), pp. 322-338.

Wallace, W. A., The Economic Role of the Audit in Free and
Regulated Markets (New York: Touche Ross and Co., 1980).

Ward, D. D. and J. C. Robertson, "Reliance on Internal Auditors,"
Journal of Accountancy (October, 1980), pp. 62-73.

Warren, C. S., "Audit Risk,” The Journal of Accountancy (August
1979), pp. 66-74.

Weber, M., The Theory of Social and Economic Organization, translated
by A. M. Henderson and T. Parsons (New York: The Free Press,

1947).

Weber, R., "Auditor Decision Making on Overall System Reliability:
Accuracy, Consensus, and the Usefulness of a Simulation Decision
Aid," Journal of Accounting Research (Autumn, 1978), pp. 368-388.

Weick, K., The Social Psychology of Organizing (Reading, Mass.:
Addison-Wesley Publishing, 1979).

Williams, R. L., "Two Costs of Poor Internal Control: Fraud and
Unreliable Accounting Informatiom," The Journal of
Accountancy (November 1952), pp. 581-585.

Willingham, J. and J. Parks, "Internal Control Analysis--A Solution,"
The CPA Journal (May 1982), pp. 24-35.

Wright, A., "The Effect of Environmental Cues on Audit Disclosure
Judgments," Boston University Working Paper (October 1982).



212

APPENDIX A

CONTROL ENVIRONMENT CONCEPTS



3.

4.

8.

10.

11.

12.
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CONTROL CONCEPTS
(Not Rank Ordered)

extent to which the client investigates the backgrounds and
references of new employees whose work is related to the
financial reporting process (e.g., financial management, EDP,
accounting, and internal audit personnel)

existence of client programs for on-going evaluation of employees
whose work 1s related to the financial reporting process (e.g.,
financial management, EDP, accounting, and internal audit
personnel)

adequacy of client planning for staff needs in regards to
employees whose work is related to the financial reporting
process (e.g., financial management, EDP, accounting, and
intemal audit personnel)

appropriateness of client training programs for new or promoted
employees whose work is related to the financial reporting
process (e.g., financial management, EDP, accounting, and
internal audit personnel) ‘

appropriateness of client policies and practices of required
vacations and rotation of duties for employees whose work is
related to the financial reporting process (e.g., financial

management, EDP, accounting, and internal audit personnel)

extent of client bonding of all employees who handle cash,
securities, etc.

proper segregation of duties among client employees whose work
is related to the financial reporting process (e.g., financial
management, EDP, accounting, and internal audit personnel)

manageability of the workloads of client personnel whose work
is related to the financial reporting process (e.g., financial
management, EDP, accounting, and internal audit personnel)

appropriateness of the client's chart of accownts

existence of an appropriate policy for the authorization of
transactions

effectiveness of a client's communication of formal codes of
conduct.

effectiveness of the client's policies and procedures manuals
in regards to the financial reporting process.



13.
14.

15.

16.
17.

18.

19.

20.

21.

22.

23.

24,

25.

26.

27.

28.

29.
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effectiveness of physical safeguards over records and assets
effectiveness of general EDP controls

conscientiousness of the audit committee in the execution
of their duties and responsibilities

qualifications of the members of the audit committee
qualifications of the members of the Board of Directors

extent of turnover in the client's top, executive management
positions and the reasons for it

reputation of the client's top, executive management for taking
unusual business risks

compulsion on the part of the client's top, executive management
for reporting the most favorable financial picture

existence of factors that might motivate managers to circumvent
or override existing controls (e.g., tight credit, low working
capital, bonus plans, need to meet forecasts, decaying industry, etc.)

extent to which the client's top, executive management is
dominated by one or a few individuals

appropriateness of the internal audit staff's assigned duties,
responsibilities, and lines of reporting

effectiveness of the internhl audit staff in reporting detected
deficiencies

extent of knowledge on the part of the client's controller
concerning FASB and SEC (where appropriate) guidelines

appropriateness of the client's actions in response to the
Foreign Corrupt Practices Act of 1977

manner in which recommendations of internal and external
auditors have been dealt with in the past

inferences that can be drawn concerning the relationship
between prior audit adjustments and the competence of the
relevant personnel

appropriateness of the information bases used in determining
raises and promotions for the client's employees (management
and staff) whose work is related to the financial reporting
process (e.g., financial management, EDP, accounting, and
internal audit personnel)



30.

31.

32.

33.
34,

35.

36.

37.

38.

39.

40.

41.

42,

43.

44.

45.
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appropriateness of the information bases used in determining
raises and promotions for the client's employees (management
and staff) whose work can be categorized as operations related

timeliness with which financial managers receive the information
that they need

promptness with which errors in internal financial reports are
detected and corrected

potential for errors in internal financial reports

effectiveness of internal financial reports in adequately
highlighting, identifying, or isolating problems

extent to which the client's line (i.e., operations) personnel
review internal financial reports

relevance of an internal financial report to the person
recelving it

compatability of the client's formal organizational structure
with their organizational goals

compatability of the client's informal organizational structure
with their organizational goals

accessibility of supervisors to employees, both of whoée work 1is
related to the financial reporting process (e.g., financial
management, EDP, accounting, and internal audit personnel)

congruency of responsibility with authority for the client's
employees whose work is related to the financial reporting
process (e.g., financial management, EDP, accounting, and
internal audit personnel)

incompatability (1f any) of centralized client management
over decentralized operations

appropriateness of separate accounting systems for each of the
client's diversified business endeavors (e.g., a client might
have a mining division and a banking division)

effectiveness of coordination among related functions for
financial reporting purposes (e.g., sales, accounting, and
production

adequacy of the client's budgetary process in covering all
units or functions

adequacy of the process by which operating budgets are revised



46.

47.

48.
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adequacy of a client's analysis of budget variances

extent to which native personnel managing the client's foreign
operations, are allowed to exercise their discretion in financial
reporting decisions

extent of a client's monitoring of their competition



217

APPENDIX B

COVER LETTER TO CONTACT PERSON



218

THE PENNSYLVANIA STATE UNIVERSITY

409 BUSINESS ADMINISTRATION BUILDING
UNIVERSITY PARK, PENNSYLVANIA 16802

College of Business Administration

Department of Accounting and
Management Information Systems October 21, 1983

Dear :

It was again a pleasure to talk with you on the phone and
hear of your continued interest in, and willingness to participate
in, my dissertation research. I am sure that you are aware of the
fact that you play a key role in this important phase of my disser-
tation. Your selection of audits and their respective audit teams
is the only way in which individuals are being recruited for this
study. Likewise, your endorsement, prodding and collection efforts
are also crucial. I guess there really isa't any other way to
express it other than to emphasize that your support is immensely
needed and sincerely appreciated.

This packet includes: an instruction sheet for you (please
excuse the fact that in the materials you are affectionately referred
to as the 'contact person'); enough cover sheets so that there is one
for each questionnaire booklet; a self-addressed return envelope; and
4 questionnaire booklets which is a sufficient number for the 1
audit teams you agreed to recruit (4 booklets for 1 audit team con-
sisting of 4 auditors). By the way, it is perfectly OK if you choose
an audit engagement, and thus audit team, that results in your being
one of the participants. 1In fact, I would guess that such a choice
would be logical.

Please read the sheet entitled Instructions to Contact Person
before doing anything with the materials. I trust that those instruc-
tions will answer your questions. However, if anything is unclear,
please do not hesitate to call me.

I do not know if there is a best time or manner to distribute the
items. It seems that Mondays might be bad as might the end of the week.
However, your personal delivery of the items to each participant is
likely to increase their sense of the importance of the task. As far
as my timetable is concerned, I am at your convenience; but I would hope
for about a two week turnaround.

AN PO AL OPPORTENITY PNIVERSITY
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October 21, 1983
Page 2

Thanks again for your agreeing to help and I look forward to
getting all the responses and finding some interesting, insightful
results, There is no doubt in my mind that this study will enrich
my teaching of auditing and will be of interest to other academics

and practitioners. I trust that you will find your participation
enjoyable and not too much of an inconvenience.

Most sincerely,

Mark E. Haskins

Ph.D. Candidate

(814) 865-1809 [0Office]
(814) 234-2111 [Home]

MEH/1mr

Enclosures
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CLIENT CONTROL ENVIRONMENT EVALUATIONS

Instructions to Contact Person

Enclosed are a number of blank cover sheets that you should complete according

to the clients and audit dates chosen. One completed cover sheet should be
attached (e.g. staple or paste) to the inside cover of each booklet which should
then be disseminated to the appropriate team members. As we discussed on the
phone, {t is important that each participant know the specific clfent and audit
date to use as a reference point in answering the questionnaires. One of the
novel features of this study is the use of actual audit teams. Therefore, {t

is important that for the clients chosen, a partner, manager, senfor, and junior
from the actual audit team assigned, each be given a questionnaire booklet.
However, nots that one out of four of the booklets has a set of biue sheets in

it. These blue sheets ask for some information that [ need from only one, well-
informed audit team member. Only the partner or the manager on the team should

be given that bookiet. In selecting the two or three clients and their respec-
tive audit dates, [ recognize that participant availabi}ity {s an {mportant
consideration on your part. Moreover, the selection of a client currently under-
going an audit might make the most sense from your standpoint and would also be
the best from my standpoint. If you select a client and audit date representing
a completed audit, it may be harder to orchestrate the audit team members, and,
from my point of view, it may be somewhat tenuous to get them to adopt that client
and audit date as their point of referenca. The restrictions that [ need to place
on your chofces are (1) the clients should be from different industries, (2) there
should be no duplication of audit team members selected, (3) the clients should be
publicly held, (4) the clients should not be a holding company, and (5) your prac-
tice office must be the principal auditors of the client {f there are subsidiaries
or multi-divisions involved.

I[f it 1s important that [ not know the clients' names, as the completed question-
naire booklets are returned to you, simply remove the cover sheet and code all
the booklets related to one client with the letter "A" on the booklet cover and
for the second set of booklets pertaining to the next client,code their covers
with the letter "B" and so on. [ have intentionally requested publicly held
clients and have asked for very general data on them, believing that this would
alleviate the need for this slightly increased effort on your part. However, if
you feel it necessary to remove the client name and code the booklets as suggested,
[ certainly will respect that desire. [ simply need to know: that an actual
audit team participated; that they had the same client and audit date as a point
of reference; and which booklets pertain to the same client.

Once you have received all the completed materials, please send them to me via
first class mail in the enclosed, self-addressed envelope. I[f at any time you
have questions please call me immediately at either of the two numbers below:
(814) 865-1809 office
(814) 234-2111 home

Your efforts in this regard are greatly appreciated!
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COVER SHEET

The information below should be read carefully before answering the question-
najre {tems.

The client which is to serve as your point of reference in responding to this
questionnaire booklet is:

The particular audit of this client which is to serve as a further point of
reference in responding to this questionnaire booklet {s:

audit for the ) an audit {n progress?
year ending and represents: a completed audit?

Your timely and conscientious completion of this questionnaire is requested.
Please return all materials completed to me by:

Thank you,

Contact person for the administering
of this research study

222
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THE PENNSYLVANIA STATE UNIVERSITY

409 BUSINESS ADMINISTRATION BUILDING
UNIVERSITY PARK, PENNSYLVANIA 16802

College of Business Administration
Depantment of Accounting and
Management Information Systems October 14, 1983

Dear Participant:

Please excuse the anonymity of the greeting, but
is serving as my contact person as well as yours. In essence,
using a "middle man" like this makes the administration of this
questionnaire more efficient. However, it does impede the
personalizing of my request for your conscientious participation
as well as your learning about me and the motives for this study.

Having worked for a number of years with Arthur Young & Co.
and finding these types of requests coming across my desk, I
understand that my questionnaire, which is the primary research
instrument for my doctoral dissertation in accounting, requires
an investment of your time. However, there has been a great
deal of preliminary work done in conjunction with partners from
all the Big Eight to streamline it and make sure it focuses on
important, relevant issues. Your effort in completing this ques-
tionnaire represents the major means by which auditor opinions are
being collected. Due to the helpful and insightful assistance of
people like yourself, I believe that the findings of this study
will be useful to teachers of auditing (myself included), standard
setting bodies, and audit firms as they wrestle with issues such
as audit risk, internal control, management fraud, auditor judgment,
etc.

The results of the study will be submitted eventualy for publi-
cation. However, if you would like a summary of the results as soon
as they are available (probably late Spring 1984), please fill out,
detach the attached form, and mail it to me. Also, if you have some
thoughts or ideas along the lines of this study and would like to
discuss them, feel free to call me.

Your time and effort in regards to this study are greatly

appreciated.

Sincerely,

Mark E. Haskins
MEH/1mr Ph.D. Candidate
Enclosure (814) 865-1809 [0Office]

(814) 234-2111 [Home]

AN EQUAL OPPORTUNITY UNIVERSITY
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CLIENT CONTROL ENVIRONMENT EVALUATIONS

T0: Each Participant

FROM: Mark Haskins, CPA, Ph.D. Candidate
409 Business Administration Building
The Pennsylvania State University (814)865-1809 office
Un{versity Park, PA 16802 (814)234-2111 home

RE: This questionnaire booklet on a client's control environment

You have been asked to participate in this study. [ hope that you will find it
thought provoking and interesting. This study is the basis for my doctoral dis-
sertation in accounting at Penn State. The specific objectives of the project are
to ascertain those factors assocfated with differing auditor views regarding:

1) the identification of important client control environment
attributes; and .

2) the relevance of these attributes %o an accounting/administrative
control dichotomy, assessments of audit risk, and subsequent
sudit procedures.

As a point of reference, the foilowing are applicable:

The preliminary phase of a review of internal control should be
designed to provide the auditor with an understanding of the
control environment ... Such an understanding should provide the
audTtor with a general knowledge of such matters as the organiza-
tional .structure, the methods used by the entity to communicate
responsibility and authority, and the methods used by management
to supervise the system ... {SAS No. 43, sec. 2.52).

The control environment: the general control features of the
company that can influence the performance of control responsi-
bflities {Willingham and Parks, CPA Joyrnal, May 1982, p.28].

Administrative control fncludes, but is not limited to, the
plan of organization and the procedures and records that are
concerned with the decision processes leading to management's
authorization of transactions. Accounting control comprises
the plan of organization and the procedures and records that
are concerned with the safeguarding of assets and the relfa-
bility of financial records. (SAS No. 1, sec. 320.27 and .28).

Audit risk s the risk that the auditor may unknowingly fail to
appropriately qualify his opinion on financial statements that are
materially misstated. [It comprises, in part, these two specific
types of risk]. Inherent risk is the susceptidbiliity of an account
balance or class of transactions to error exceeding tolerable error
before considering the operation of [specifically] related internal
accounting controls. Control risk 1s the risk that error, exceeding
tolerable error that may occur, will not be prevented or detected on
a timely basis by the system of internal accounting controls.
(A1CPA, 1982, Sec. 13].



Your part in this study involves giving your opinfons on a number of potentially
important aspects of a client's control environment. This questfonnaire booklet
is being given to a wide variety of audit team members from all the 8ig 8 firms

in a number of cities. Each team member should respond on an individual basis.
Since responses are, for the most part opinfons, each of your responses onl
reflect your opinfons and your knowledge of the designated client audit, not those
of other team mambers.

Since opinfons are sought in the questionnaire, there are obviously no right or
wrong answers. flease be completely frank in your opfnions.

The results of this study will be examined fn groups and, thus, the i{dentity of
respondents will neither be known nor sought. Your responses will be held in
the strictest confidence.

The value of this research and {ts potential contridution to our knowledge of
control environment assessments depends upon your complete and serious considera-
tion of the task at hand.

You should complete all {tems in this questionnaire booklet. Relax, it looks
more awesone than it actually is. For example, at the top of each page of the
CONTROL ENVIRONMEMT QUESTIONNAIRE a di fferent control related concept is pre-
sented (please note that there are different concepts presented on the front
and back of each page). However, for each control related concept presented,
‘the same series of questions are asked so that you should experience some
efficiency as you prograss, PLEASE, even though this efficiency of moving
through the questionnaire will occur, it is important that each control related
concept be considered with as much thought as the first one.

A1l of the control related concepts have been extensively discussed and screened
with partners in all the 8ig 8 firms, Each control related concept represents a
potential area of auditor concern.

There are six (6) sections for responses on each page of the CONTROL ENVIRONMENT
QUESTIONNAIRE (parts #1 and #3 have two sections each). In each of the six (6)
sections there are two response lines. You should respond to each line, except
where noted otherwise. Please make only one response per line by placing an "X*
on the appropriate space (section #3b asks you to circle one item per line rather
than using an "X"). In those cases where explanations are appropriate, please

be as concise as possible but the content of your explanation is much more
important to me than its style or length, The following page is presented as an
example. Also, it is very important that your answers be given from the audit
perspective of the named engagement on the cover sheet.

Upon completion of the materials, please return them to your contact person.

Thank you for your time and efforts in regards to this study.
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Control Related Concept

extent to which the client investigates the backgrounds and
nefenences of new employees whose work L8 nelated to the

accounting, and internal audit persannel)

financial aepomng process (e.g. ginancial management, EDP,

b.

The control aelated comcept above [should have, in your opinfon/actually had)
amount of influence on the assessment of this client's control environment.
A Very Great A Great A Moderate A Low No
Should have:
Actually had:

1f your answers to the “"should have® and "actually had" lines ware different, please give
a brief explanation.

[f both of your answers in part 1.a. were "no" please omit part 1.b.
In one one of your answars in part 1.a. was "no", pluso respond to only the other line in part 1.b.

The on the job (should have/actually had] operational responsibility (as opposed to
ultimate responsibility which the partner always has) for assessing the.control related comcept
above, for this engagement.
Supervisor/ Principal/
Junfor Senfor Manager Partner

Should have:
Actually had:

For this engagement, and in your opinion, the control related concept above s an accounting
control to extent and an administrative control to extent. (You should
respond in both categories and your answers need not be mutualTy exclusive.)
A Very Great A Great A Moderate A Low Mo
Accounting:

Administrative:

—

3.a.

For this engagement, and in your opinion, 1f you found [favorable/unfavorable] conditions
existing 1n regards to the control related coneept above, the nature, timing and/or effect
of your subsequent audit programs would be affected to extent.
A Very Great A Great A Moderate A Low No
Favorable:
Unfavorable:

In relation to your answer above, please circle which area(s) below would be affected and
note how, when conditions are [favorable/unfavorable] regarding the related

————

Area(s) Affected How Affected
Favorable: nature timing extent
Unfavorable: nature timing extent

For this engagement, and in your opinion, the contxol related concept above 1s to
extent helpful in assessing [inherent risk/control risk] which, in part, influences assessments
of overall audit risk.
A Very Great A Great A Moderate A Low
[nherent risk:
Control risk:

No
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Control Related Concept

existence of client programs fon on-goding evaluation of employeed
whose wonk 148 nelated to the §inancial nepornting process (e.g.
ginancial management, EDP, accounting, and internal audit personnel)

1.a. The control aelated comcept above [should have, in your opinion/actually had]
amount of influence on the assessment of this client's control environment.
A Very Great A Great A Moderate A Low
Should have:
Actually had:

No

If your answers to the "should have" and "actually had" lines waere di fferent, please give
a brief explanation.

[f both of your answers in part 1.a. were "no" please omit part 1.b.
In one of your answers in part 1.a. was "no", plusc respond to only the other line inpart 1.b.
b. The on the job [should have/actually had] operational uspons1b111 ty (as opposed to
ultimate responsibility which the partner always has) for assessing the.co related concept
above, for this engagement.
Supervisor/ Principal/
Junfor Senfor - Manager Partner

Should have:
Actually had:

A t——

2. For this engagement, and in your opinfon, the contral related concept above is an accounting
control to extent and an administrative control to extent. (You should
respond in both categories and your answers need not be mutualTy exclusive.)

A Very Great A Great A Moderate ALow Mo
Accounting:
Administrative:

3.a. For this engagement, and in your opinion, {f you found [favorable/unfavorablie] conditions
existing in regards to the control rxelated concept above, the nature, timing and/or effect
of your subsequent audit programs would be affected to extent.

A Very Great A Great A Moderate A Low No
Favorable:
Unfavorable: —

b. In relation to your answer above, please circle which area(s) below would be affected and
note how, when conditions are ([favorable/unfavorable] regarding the related

Area(s) Affected How Affected
Favorable: nature timing extent
Unfavorable: nature timing extent

4, For this engagement, and in your opinian, the contaol related concept above is to
extent helpful in assessing [inherent risk/control risk] which, in part, influences assessments
of overall audit risk.
A Very Great A Great A Moderate A Low No
Inherent risk: ¢
Control risk:




SONTRCL ENVIRONMENT QUESTIONNAIRE
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Control Related Concept

adequacy of client planning §or stafg needs in regards %o
employees whose work is related to the financial neporting
process (e.g. financial management, EDP, accounting, and
Antewnal audit personnel)

1.a.

The control related comcept above [should have, in your opinion/actually had]
amount of influence on the assessment of this client's control environment.
A Very Great A Great A Moderate A Low No
Should have:
Actually had:

If your answers to the “should have" and "actually had" lines wore different, please give
a brief explanation.

If both of your answers in part 1.a. were "no”, please omft part 1.b.
In one of your answers in part 1.a. was "no", please respond to only the other line in part 1.b,

The on the job [should have/actually had] operational responsibility (as opposed to
ultimate responsibility which the partner always has) for assessing the.control related concept
above, for this engagement.
Supervisor/ Principal/
Junior Senior Manager Partner

Should have:
Actually had:

For this engagement, and in your opinion, the econtrol related concept above is an accounting
control to extent and an administrative control to extent. (You should
respond in Doth categories and your answers need not be mutualTy exclusive.)

A Very Great A Great A Moderate A Low to

Accounting: :
Administrative:

3.a.

For this engagement, and in your opinfon, ff you found [favorable/unfavorable] conditions
existing {n regards to the control related concept above, the nature, timing and/or effect
of your subsequent audit programs would be affected to extent.
A Very Great A Great A Moderate A Low No
Favorable:
Unfavorable: .

In relation to your answer above, please circle which area(s) below would be affected and
note how, when conditions are [favorable/unfavorable] regarding the comtrol related comcept

Area(s) Affected How Affected
Favorable: nature timing axtent
Unfavorable: nature timing extent

For this engagement, and in your opinion, the control related concept above is to
extent helpful in assessing [inherent risk/control risk] which, in part, influences assessments
of overall audit risk.
A Very Great A Great A Moderate A Low No
Inherent risk:
Control risk:

|
I



CONTROL ENVIRONMENT QUESTIONGAIRE
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Control Related Concept

appropriateness of client thaining proghams for new or promoted
employees whose work s nelated to the ginancial reporting
process (e.g. ginancial management, EDP, accounting, and internal
audit personnel)

The control aelated comeept above [should have, in your opinton/actually had] _
amount of influence on the assessment of this client's control environment.

A Very Great A Great A Moderate A Low No

Should have:

Actually had:

1f your answers to the “should have” and "actually had" 1ines were different, please give
a brief explanation.

one of your answers in part 1.a. was "no“, please respond to only the other line in part 1.b.

1f both of your answers in part 1.a, were "no", please omit part 1.b.
In one

The on the job [should have/actually had] operational responsibility (as opposed to
ultimate responsibility which the partner always has) for assessing the.control related conceps
above, for this engagement.
Supervisor/ Principal/
Junior Senior Manager Partner

Should have:
Actually had:

2,

For this engagement, and in your opinion, the contral related concept above 1S an accounting
control to extent and an administrative control to extent, (You should
respond in Both categories and your answers need not be mutualTy exclusive.)
A Very Great A Great A Moderate A Low to
Accounting:
Administrative:

J.a.

For this engagement, and in your opinion, 1f you found [favorable/unfavorable] condftions
existing in regards to the control related conmeept above, the nature, timing and/or effect
of your subsequent audit programs would be affected to extent.
A Very Great A Great A Moderate ‘A Low No
Favorable:
Unfavorable:

In relation to your answer above, please circle which area(s) below would be affected and
note how, when conditions are [favorable/unfavorable] regarding the ecomtrol related

Area(s) Affected How Affected
Favorable: nature timing extent
Unfavorable: nature timing extent

For this engagement, and in your opinion, the control related comcept above is to
extent helpful in assessing [inherent risk/contrel risk] which, in part, influences assassments
of overall audit risk.
A Very Great A Great A Moderate A Low No
Inherent risk:
Control risk:

|
|
|
|



CONTROL ENVIRONMENT QUESTIONLAZRE
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Control Related Concept

a priateness of client policies and practices of required
viﬁcm and notation of duties for employees whose work 4is
nelated to the financial reporting proceds (e.g. §inancial
management, EDP, accounting, and intenal audit personnet)

1.2,

The control related comcept above {should have, in your opinion/actually had]

amount of influence on the assessment of this client's control environment.
A Very Great A Great A Moderate A Low

Should have:

Actually had:

If your answers to the "should have® and "actually had" lines were different, please give
a brief explanation.

If both of your answers in part 1.a. were "no”, please omit part 1.b.
In one of your answers in part l.a. was “no", please raspond to only the other line in part 1.h.

The on the job [should have/actually had] operational responsibility (as opposed to
ultimate responsibility which the partner always has) for assessing the.control related concepd
above, for this engagement.
Supervisor/ Principail/
Junior Senior Manager Partner

Should have:
Actually had:

For this engagement, and in your opinion, the contral aelated concept above is an accounting
control to extent and an administrative control to extent. (You should
respond in both categories and your answers need not be mutual Ty exclusive.)
A Very Great A Great A Moderate Alow tio
Accounting:
Administrative:

For this engagement, and in your opinion, 1f you found [favorable/unfavorable] conditions
existing 1n regards to the control related coneept above, the nature, timing and/or effect
of your subseguent audit programs would be affected to extent.
A Very Great A Great A Moderate A Low No
Favorable:
Unfavorable:

In relation to your answer above, please circle which area(s) below would be affected and
note how, when conditions are [favorable/unfavorable] regarding the control related

————

Area(s) Affected How Affected
Favorable: nature timing extent
Unfavorable: nature timing extent

For this engagement, and in your opinion, the eontrol refated conmcept above is to
extent helpful in assessing <Einherem: risk/control risk] which, in part, i{nfluences assessments
of overall audit risk.
A Very Great A Great A Moderate A Low No
Inherent risk:
Control risk:

|
|
|
|



CONTROL ZNVIRCNMENT QUESTIONMNALRE
233
Control Related Concept

extent of client bonding of alf empfoyees who handle cash,
secunities, eftc.

1.a.

The control related comcept above [should have, in your opinion/actually had]
amount of influence on the assessment of this client's control environment.

A Very Great A Great A Moderate A Low
Should have:
Actually had:

No

[f your answers to the “should have* and “actually had" linas were different, please give
a brief explanation.

1f both of your answers in part 1.a. were "no”, please omit part 1.b.

In one of your answers in part 1.a. was "no", please respond to only the other line in part 1.b.

The on the job [should have/actually had] operational responsibflity (as opposed to

ultimate responsibility which the partner always has) for assessing the control aelated concept
above, for this engagement.

Supervisor/ Principal/

Junior Senior Manager Partner

Should have:
Actually had:

For this engagement, and in your opinion, the comtrol related concept above s an accounting
control to extent and an administrative control to extent. (You should
respond 1n Goth categories and your answers need not be mutually exclusive.)
A Very Great A Great A Moderate A Low Mo
Accounting:
Administrative:

l.a.

For this engagement, and in your opinfon, if you found [favorable/unfavorable] conditions
existing fn regards to the comtrol related coneept above, the nature, timing and/or effect
of your subsequent audit programs would be affected to extent.
A Very Great A Great A Moderate AlLow No
Favorable:
Unfavorable:

————

In relation to your answer above, please circle which area(s) below would be affected and
note how, when conditions are [favorable/unfavorable] regarding the control related

) Area(s) Affected How Affected

Favorable: nature timing extent
Unfavorable: nature timing extent

For this engagement, and in your opinion, the control related concept above is to
extent helpful in assessing [inherent risk/control risk] which, in part, influences assessments
of overall audit risk.
A Very Great A Great A Moderate A Low No
[nherent risk:
Control risk:




CONTROL ENVIRONMENT QUESTIONNAIRE

234
Control Related Concept

propet segregation of duties among client employees whose wonk
48 nelated to the financial reporting process le.g. g4inancial
management, EDP, accounting, and intenal audit personnel)

1.a. The control aelated comeept above [should have, in your opinfon/actually had]
amount of influence on the assessment of this client's control environment.

A Very Great A Great A Moderate A Low No
Should have:
Actually had:

If your answers to the "should have" and "actually had" lines were different, please give
a brief explanation.

[f both of your answers fn part 1.a, were "no" please omit part 1.b.
In one one of your answers in part 1.a. was "no", pluu respond to only the aother line in part 1.b.

b. The on the job [should have/actually had] operational responsibility (as opposed to
ultimate rcsponsibﬂity which the partner always has) for assessing the control related concept
above, for this engagement.

Supervisor/ Principal/
Junfor Senior Manager Partner

Should have:
Actually had:

2. For this engagement, and in your opinion, the contral related corcept above is an accounting
control to extent and an administrative control to extent. (You should
respond in Goth categories and your answers need not be mutualTy exclusive.)

A Very Great A Great A Moderate A Low to
Accounting:
Administrative:

3.a, For this engagement, and in your opinfon, {f you found [favorable/unfavorable] conditions
existing in regards to the control xelated comcept above, the nature, timing and/or effect
of your subsequent audit programs would be affected to extent.

A Very Great A Great A Moderate A Low No
Favorable:
Unfavorable:

b. In relation to your answer above, please circle which area(s) below would be affected and
note how, when conditions are [favorable/unfavorable] regarding the comtrol related comcept

Area(s) Affected How Affected
Favorable: nature timing extent

Unfavorabie: nature timing extent

For this engagement, and in your opinion, the eontrwof related concept above is to
extent helpful in assessing [inherent risk/control risk] which, 1n part, influences assessments
of overall audit risk.
A Very Great A Great A Moderate A Low No
[nherent risk:
Control risk:
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Control Related Concept

manageability of the workfoads of client porsonnel whose work
{8 nelated to the financial neponting process (e.g. financial
management, EDP, accounting, and internal audit personnel)

1.a.

b.

The control related comcept above [should have, in your opinion/actually had)
amount of influence on the assessment of this client's control environment.
A Very Great A Great A Moderate A Low No
Should have:
Actually had:

[f your answers to the "should have* and "actually had" 1lines were different, please give
a brief explanation.

If both of your answers in part 1.a. were "no", please omit part 1.b.
In one of your answers in part 1.a. was "no", please respond to only the gther line in part 1.b.

The on the job [should have/actually had] operational responsibility (as opposed to
ultimate responsibility which the partner always has) for assessing the.control related concepd
above, for this engagement.
Supervisor/ Principal/
Junior Senior Manager .Partner

Should have:
Actually had:

For this engagement, and in your opinion, the contral related concept above is an accounting
control to extent and an administrative control to extent. (You should
respond in both categories and your answers need not be mutualTy exclusive.)
A Very Great A Great A Moderate Alow o
Accounting:
Administrative:

For this engagement, and in your opinion, {f you found [favorable/unfavorabie] conditions
existing in regards to the control related coneept above, the nature, timing and/or effect
of your subsequent audit programs would be affected to extant.
A Very Great A Great A Moderate A Low No
Favorable:
Unfavorable:

In relation to your answer above, please circle which area(s) below would be affected and
note how, when conditions are [favorable/unfavorable] regarding the comtnol related

) Area(s) Affected How Affected

Favorable: nature timing extent
Unfavorable: nature timing extent

For this engagement, and in your opinion, the control related comcept above {s to
extent helpful in assessing [inherent risk/control risk] which, in part, influences assessments
of overall audit risk.
A Very Great A Great A Moderate A Low
Inherent risk:
Control risk:

No
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Control Related Concept

appropriatencss of the client's chart of accounts

1.a. The control aelated comcept above [should have, in your opinion/actually had]
amount of influence on the assessment of this client's control environment.

A Very Great A Great A Moderate A Low
Should have:
Actually had:

No

1f your answers to the “should have" and “actually had" 1ines wore different, please give
a brief explanation.

If both of your answers in part 1.a. were "no", plesse omit part 1.b.
In one one of your answers in part 1.a. was "no”, please respond to only the other line in part 1.b.

b. The on the job [should have/actually had] operational responsibilitty (as opposed to
ultimata responsibility which the partner always has) for assessing the.co related concept
abave, for this engagement.

Supervisor/ Principal/
Junfor Senior Manager Partner

Should have:
Actually had:

2. For this engagement, and in your opinion, the contral related concept above 1s an accounting
control to extent and an administrative control to extent. (You should
respond in both categories and your answers need not be mutualTy exclusive.)

A Very Great A Great A Moderate A Low Mo
Accounting:
Administrative:

—— co— ctm—

3.a. For this engagement, and in your opinion, 1f you found [favorable/unfavoradble] conditions
existing in regards to the comtrol related coneeptl above, the nature, timing and/or effect
of your subsequent audit programs would be affectsd to extent.

A Very Great A Great A Moderate A Low No
Favorable:
Unfavorable:

b. In relation to your answer above, please circle which area(s) below would be affected and
note how, when conditions are [favorable/unfavorable] regarding the comerol related

Area(s) Affected How Affected

Favorable: nature timing extent
Unfavorable: nature timing extent

For this engagement, and in your opinion, the contaol related concept above is to
extent helpful in assessing [inherent risk/control risk] which, in part, influences assessments
of overall audit risk.
A Very Great A Great A Moderate A Low No
Inherent risk:

Control risk:

et ———
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Control Related Concept

existence of an appropriate policy for the authorization
0f transactions

1.a.

b.

The control Aelated comeept above [should have, in your opinion/actually had)
amount of influence on the assassment of this client's control environment.
A Very Great A Great A Moderate A Low No
Should have:
Actually had: ——

————
———

If your answers to the “should have" and "actually had" lines were di fferent, please give
a brief explanation.

If both of your answers in part 1.a. were "no", please omit part 1.b.
In one of your answers in part 1.a. was "no“, please respond to only the other 1ine in part 1.b.

The on the job [should have/actually had] operational responsibtlity (as opposed to
uitimate responsibility which the partner always has) for assessing the.contrwl related comcept
above, for this engagemant.
Supervisor/ Principal/
Junior Senior Manager Partner
Should have:

Actually had:

For this engagement, and in your opinfon, the contaol xelated concept above s an accounting
control to extent and an administrative control to extent. (You should
respond in Both categories and your answers need not be mutualTy exclusive.)
A Very Great A Great A Moderate ALlow to
Accounting:
Administrative:

———
— — mm— e—

3.a,

For this engagement, and in your opinion, if you found [favorable/unfavorable] conditions
existing in regards to the control aelated concept above, the nature, timing and/or effect
of your subsequent audit programs would be affected to extent.
A Very Great A Great A Moderate A Low No
Favorable:
Unfavorable:

In relation to your answer above, please circle which area(s) below would be affected and
note how, when conditions are [favorable/unfavorable] regarding the comtrol related

Area(s) Affected How Affected
Favorable: nature timing extent
Unfavorable: nature timing extent

For this engagement, and in your opinion, the control refated comcept above is to
extent helpful fn assessing [inherent risk/control risk] which, in part, influences assessments
of overall audit risk.
A Very Great A Great A Moderate A Low No
[nherent risk:
Control risk:
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Control Related Concept

effectiveness of a client's communication of formal codes of
~ conduct

1.a.

b.

The control related comeept above [should have, in your opinfon/actually had]
amount of influence on the assessment of this client's control environment.

A Very Great A Great A Moderate A Low No
Should have:
Actually had: —_—

If your answers to the “should have" and "actually had® lines were different, please give
a brief explanation,

[f both of your answers in part 1.a. were "no", please omit part 1.b.
In one of your answars in part 1.a. was "no", please respond to only the other line in part 1.b.

The on the job (should have/actually had] operational responsibility (as opposed to
ultimate responsibility which the partner always has) for assessing the contirol related concepd
above, for this engagemant.
Supervisor/ Principal/
Junior Senior Manager Partner

Should have:
Actually had:

For this engagement, and in your opinion, the control aelated concept above 1$ an accounting
control to extent and an administrative control to extent. (You should
respond in both categories and your answers need not be mutually exclusive.)
A Very Great A Great A Moderate A Low tio
Accounting:
Administrative:

For this engagement, and in your opinifon, {f you found [favorable/unfavorable] conditions
existing in regards to the control related concept above, the nature, timing and/or effect
of your subsequent audit programs would be affected to extent.
A Very Great A Great A Moderate A Low No
Favorable:
Unfavorable:

In relation to your answer above, please circle which area(s) below would be affected and
note how, when conditions are (favorable/unfavorable] regarding the comtnol related comcept

.

Area(s) Affected How Affected
Favorable: nature timing extent
Unfavorable: nature timing extent

For this engagement, and in your opinion, the contaol related concept above is to
extent helpful in assessing {Mherent risk/control risk] which, in part, influences assessments
of overall audit risk.
A Very Great A Great A Moderate A Low No
Inherent risk:
Control risk: .
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Control Related Concept

effectiveness of the client's policies and procedures manuals
4in negards to the ginancial reporting procesds

1.a.

The control related comeept above (should have, in your opinfon/actually had]
amount of influence on the assessment of this client's control environment.

A Very Great A Great A Moderate A Low
Should have:
Actually had:

No

If your answers to the "should have* and "actually had" lines were different, please give
a brief explanation.

If both of your answers in part 1.a. were "no", please omit part 1.b,
In one of your answers in part 1.a. was “no", please respond to only the other line in part 1.b.

The on the job [should have/actually had] operational responsibility (as opposed to
yltimate responsibility which the partner always has) for assessing the.control related concept
above, for this engagement.
Supervisor/ Principal/
Junior Sentor Manager Partner

Should have:
Actually had:

For this engagement, and in your opinion, the contral related concept above is an accounting
control to extent and an administrative control to extent. (You should
respond in both categories and your answers need not be mutualTy exclusive.)
A Very Great A Great A Moderats A Low Ho
Accounting:
Administrative:

For this engagement, and in your opinion, if you found [favorable/unfavorable] conditions
existing 1n regards to the control related concept above, the nature, timing and/or effect
of your subsequent audit programs would be affected to extent,
A Very Great A Great A Moderate A Low No
Favorable:
Unfavorable:

In relation to your answer above, please circle which area(s) below would be affected and
note how, when conditions are [favorable/unfavorable] regarding the related

Area(s) Affected How Affected
Favorable: natyre timing extent
Unfavorable: nature timing extent

For this engagement, and in your opinion, the control related comcept above is to
extent helpful in assessing [inherent risk/control risk] which, in part, influences assessments
of overall audit risk.
A Very Great A Great A Moderate A Low
Inherent risk:
Control risk:

No
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Control Related Concept

effectiveness of physical safeguards over records and assets

The control related comcept above [should have, in your opinion/actually had]
amount of influence on the assessment of this client's control environment. . - -

A Very Great A Great A Moderate A Low No
Should have:
Actually had: —_—

If your answers to the "should have" and "actually had" lines were di fferent, please give
a brief explanation,

[f both of your answers {n part 1.A. ware "no”, pleass omit part 1.b,
In one of your answers in part 1.a. was "no", please respond to only the other line in part 1.b.

™he on the job [should have/actually had] operational responsibility (as opposed to
ultimate responsibility which the partner alwsys has) for assessing the .control related concept

above, for this engagement.
Supervisor/ Principal/
Junfor Senior Manager Partner
Should have:
Actually had:

For this engagement, and in your opinion, the comtral related concept above 1S an accounting
control to extent and an administrative control to extent. (You should
respond in both categories and your answers need not be mutualTy exclusive.)
A Very Great A Great A Moderate A Low tio
Accounting:
Administrative:

3.a.

For this engagement, and in your opinion, {f you found [favorable/unfavorable] conditions
existing in regards to the contaol related concept above, the nature, timing and/or effect
of your subsequent audit programs would be affectad to extent.
A Very Great A Great A Moderate A Low No
Favorable:
Unfavorable:

In relation to your answer above, please circle which area(s) below would be affected and
note how, when conditions are [favorable/unfavorable] regarding the Aelated

Area(s) Affected How Affected

Favorable: nature timing extent
Unfavorable: nature timing extent

For this engagement, and in your opinion, the control related concept above is to
extent helpful in assessing [inherent risk/control risk] which, in part, influences assessments
of overall audit risk.
A Very Great A Great A Moderate A Low No
[nherent risk:
Control risk: .
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Control Related Concept

effectiveness of general EDP controls

1.2. The control xelated comcept above [should have, in your opinfon/actually had] __
amount of influence on the assessment of this client’'s control environment.
A Very Great A Great A Moderate A Low No
Should have: ——
Actually had: —_— —_—
[f your answers to the “should have" and "actually had" lTines wore different, please give
a brief explanation.
If both of your answars in part 1.a. were "no”, please omit part i.b.
In one of your answers fn part 1.a. was “no", please respond to only the other Tine in part 1.b.
b. The ________ on the job [should have/actually had] operaticnal nsponsibﬂity (as opposed to
ultimata responsibility which the partner always has) for assessing the.co related concept
above, for this engagement.
Suparvisor/ Principal/
Junior Senior Mapager Partner
Should have:
Actually had:

2. For this engagement, and in your opinion, the control rxelated concept above is an accounting
control to extent and an administrative control to extent. (You should
respond in Both categories and your answers need not be mutualTy exclusive.)

A Very Great A Great A Moderats Alow to
Accounting:
Administrative:

3.a. For this engagement, and in your opfnion, 1f you found [favorable/unfavorabie] conditions
existing in regards to the comtrol related concept above, the nature, timing and/or effect
of your subsequent audit programs would be affected to extent.

A Very Great A Great A Moderats A Low No
Favorable:
Unfavorable:
b. In relation to your answer above, please circle which area(s) below would be affected and
note how, when conditions are [favorable/unfavorable] regarding the comtrol related

) Area(s) Affected How Affected
Favorable: nature timing extent
Unfavorable: nature timing extent

4, For this engagement, and in your opinion, the control related concept above is to

extent helpful in assessing [inherent risk/control risk] which, in part, influences assessments
of overall audit risk.
A Very Great A Great A Moderate A Low No
Inherent risk:
Control risk: .
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Control Related Concept

conscientiousness of the audit committee in the execution
0§ their duties and responsibilities

The control related comcept above [shouid have, in your opinton/actually had]

amount of influence on the assessment of this client's control environment.
A Very Great A Great A Moderate A Low

Should have:

Actually had:

No

If your answers to the “should have" and "actually had" lines were different, please give
8 brief explanation.

1f both of your answers in part 1.a. were "no”, please omit part 1.b.
In

e of your answers in part 1.a. was “no”, please respond to only the other 1ine in part 1.b.

The on the job [should have/actually had] operational responsibility (as opposed to
ultimate responsibility which the partner always has) for assessing the.control related concept

above, for this engagement.
Supervisor/ Principal/
Junior Senior Manager Partner
Should have:
Actually had:

For this engagement, and {n your opinion, the contaal aelated concept above 1 an accounting
control to extent and an administrative control to extent. (You should
respond in both categories and your answers need not be mutualTy exclusive.)
A Very Great A Great A Moderate A Low o
Accounting:
Administrative:

For this engagement, and in your opinion, {f you found [favorable/unfavorable] conditions
existing in regards to the control aelated concept above, the nature, timing and/or effect
of your subsequent audit programs would be affectad to extent.
A Very Great A Great A Moderate A Low No
Favorabie:
Unfavorable:

In relation to your answer above, please circle which area(s) below would be affected and
note how, when conditions are [favorable/unfavorable] regarding the comtrol rxefated

’ Area(s) Affected How Affected

Favorable: nature timing extent
Unfavorable: nature timing extent

For this engagement, and in your opinion, the control related eoncept above is to
extent helpful in assessing [inherent risk/control risk] which, in part, influences assessments
of overall audit risk.
A Very Great A Great A Moderate A Low No
Inherent risk:
Control risk: .
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Control Related Concept

qualifications of the members of the audit committee

1.a.

b.

The control related comcept above [should have, in your opinfon/actually had]
amount of influence on the assessment of this client's control environmnt.
A Very Great A Great A Moderate A Low No
Should have:
Actually had:

[f your answers to the “"should have” and "actually had” 1ines ware different, please give
a brief explanation.

If both of your answers in part 1.a. were "no”, please omit part 1.b.
In one of your answers in part 1.a. was "no”, please respond to only the other 1ine in part 1.b.

The on the job [should have/actually had] operational responsibility (as opposed to
ultimate responsibility which the partner always has) for assessing the .control related comcept

abave, for this engagement.
Supervisor/ Principal/
Junior Senior Manager Partner
Should have:
Actually had:

For this engagement, and in your opinion, the sontral related concept above fs an accounting
control to extent and an administrative control to extent. (You should
respond in Both categories and your answars need not be mutualTy exclusive.)
A Very Great A Great A Moderate A Low to
Accounting:
Administrative:

3.a.

For this engagement, and in your gpinion, {f you found [favorable/unfavorable] conditions
existing in regards to the control related conecept above, the nature, timing and/or effect
of your subsequent audit programs would be affected to extent.
A Very Great A Great A Moderate A Low No
Favorable:
Unfavorable:

In relation to your answer above, please circle which area(s) below would be affected and
note how, when conditions are [favorable/unfavorable] regarding the comtxol related

) Area(s) Affected How Affected

Favorable: nature timing extent
Unfavorable: nature timing extent

For this engagement, and in your opinion, the contaol related eoncept above is to
extent helpful in assessing [inherent risk/control risk] which, in part, influences assessments
of overall audit risk.
A Very Great A Great A Moderate A Low No
[nherent risk:
Control risk:
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Control Related Concept

qualifications of the members 04§ the Board of Directonrs

The control related comeept above [should have, in your opinfon/actually had]
amount of influence on the assessment of this client's control environment.

A Very Great A Great A Moderate A Low No
Should have:
Actually had:

[f your answers to the “should have® and "actually had” lines were different, please give
a brief explanation,

[f both of your answers in part 1.a. were "no", please omit part 1.b.
In one of your answers {n part 1.a. was "no", please respond to only the gther 1ine in part 1.b.

The on the job [should have/actually had] operational responsibility (as opposed to
ultimate responsibility which the partner always has) for assessing the. comtrol related concept
abave, for this engagement.
Supervisor/ Principal/
Junfor Senior Manager Partner

Should have:
Actually had:

For this engagement, and in your opinion, the control related concept above 1s an accounting
control to extent and an administrative control to extent. (You should
respond in both categories and your answers need not be mutualTy exclusive.)
A Very Great A Great A Moderate A Low tio
Accounting:
Administrative:

b.

For this engagement, and in your opinion, 1f you found [favorable/unfavorable] conditions
existing in regards to the control related comeept above, the nature, timing and/or effect
of your subsequent audit programs would be affected to extent.
A Very Great A Great A Moderate A Low No
Favorable:
Unfavorable:

In relation to your answer above, please circle which area(s) below would be affected and
note how, when conditions are [favorable/unfavorable] regarding the related

) Area(s) Affected How Affected

Favorable: nature timing extent
Unfavorabie: nature timing extent

For this engagement, and in your opinion, the control related comcept above is to
extent helpful in assessing [inherent risk/control risk] which, in part, influences assessments
of overall audit risk.
A Very Great A Great A Moderate A Low No
Inherent risk:
Control risk:

|
|
|
|
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Control Related Concept

extent o tuwnoven in the client's top, executive management
positions and the reasons fon Lt

1.a.

b.

The control related comeept above [should have, in your opinfon/actually had]
amount of influence on the assessment of this client’'s control environment.

A Very Great A Great A Moderate A Low No
Should have:
Actually had:

If your answers to the “should have” and "actually had” lines were different, please give
a brief explanation.

If both of your answers in part 1.a, were "no", please omit part 1.b.
In one of your answars in part 1.a. was “no”, please respond to only the other line in part 1.b.

The on the job [should have/actually had] operational responsibility (as opposed to
ultimate responsibility which the partner always has) for assessing the.comtrol related concept
above, for this engagement.
Supervisor/ Principal/
Junior Senior Manager Partner

Should have:
Actually had:

For this engagement, and in your opinion, the contral related comcept above is an accounting
control to extent and an administrative control to extent. (You should
respond in Bath categories and your answers need not be mutualTy exclusive.)

A Very Great A Great A Moderate A Low to
Accounting: —
Administrative:

B
—————

For this engagement, and in your opinion, if you found {favorable/unfavorable] conditions
existing in regards to the control related coneept above, the nature, timing and/or effect
of your subsequent audit programs would be affected to extent.
A Very Great A Great A Moderate A Low No
Favorable:
Unfavorable: PR

In relation to your answer above, please circle which area(s) below would be affected and
note how, when conditions are [favorable/unfavorable] regarding the comtrol aelated

Area(s) Affected How Affected
Favorable: nature timing extent
Unfavorable: nature timing extent

Far this engagement, and in your opinion, the control related concept above is to
extent helpful in assessing {mherent risk/control risk] which, in part, influences assessments
of overall audit risk.
A Very Great A Great A Moderate A Low No
Inherent risk:
Control risk: .
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Control Related Concept

neputation of the client's top, executive management fon taking
wwsual business rishs

The control aelated comcept above (should have, in your opinfon/actually had]
amount of influence on the assessment of this client's control environment.
A Very Great A Great A Moderate A Low No
Should have:
Actually had:

1f your answers to the "should have" and "actually had" 1ines were different, please give
a brief explanation.

If both of your answars in part 1.a. were "no", please omit part 1.b.
In one one of your answers in part 1.a. was "no“, plcaso respond to only the other 1ine in part 1.b.

The on the job [should have/actually had] operational responsibility (as opposed to
ultimate responsibility which the partner always has) for assessing the.contwl related concept
above, for this engagement.
Supervisor/ Principal/
Junfor Senior Manager Partner

Should have: -
Actually had:

For this engagement, and in your opinfon, the control related concept above {s an accounting
control to extent and an administrative control to extent. (You should
respond in both categories and your answers need not be mutualTy exclusive.)
A Very Great A Great A Hoderate A Low No
Accounting: —_
Administrative:

b.

For this engagement, and in your optnion, {f you found [favorable/unfavorable] conditions
existing in regards to the control related comeept above, the nature, timing and/or effect
of your subsequent audit programs would be affected to extent.
A Very Great A Great A Moderate A Low No
Favorable:
Unfavorable:

In relation to your answer above, please circle which area(s) below would be affected and
note how, when conditfons are [favorable/unfavorable] regarding the arelated

Area(s) Affected How Affected
Favorable: nature timing extent
Unfavorable: nature timing extent

For this engagement, and in your opinion, the control related concept above is to
extent helpful in assessing [inherent risk/control risk] which, in part, influences assessments
of overall audit risk.
A Very Great A Great A Moderate A Low No
Inherent risk:

Control risk: .
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Control Related Concept

compulsion on the part of the client's top, executive management
for reporting the most favorable §inancial picture

The control aelated comeegpt above [chould have, in your opinion/actually had]
amount of influence on the assessment of this client's control environment.
A Very Great A Great A Moderate A Low No
Should have:
Actually had:

1f your answars to the "should have® and "actually had" lines were different, please give
3 brief explanation.

If both of your answers in part 1.A. were "no", please omit part 1.b.
In one of your answers in part 1.a. was "no", plusc respond to only the other line in part 1.b.

The on the job [should have/actually had] operational responsibility (as opposed to
ultimate responsibility which the partner always has) for assessing the.contwl related concept
above, for this engagement.
Supervisor/ Principal/
Junior Senior Manager Partner

Should have:
Actually had:

For this engagement, and in your opinion, the contral related concept above is an accounting
control to extent and an administrative control to extent. (You should
respond in both categories and your answers need not be mutualTy exclusive.)
A Very Great A Great A Moderate A Low o
Accounting:
Administrative:

J.a.

For this engagement, and in your opinion, if you found [favorable/unfavorable] conditions
existing 1n regards to the control related comeept above, the nature, timing and/or effect
of your subsequent audit programs would be affected to extent.
A Very Great A Great A Moderate A Low No
Favorable:
Unfavorable:

In relation to your answer above, please circle which area(s) below would be affected and
note how, when conditions are [favorable/unfavorabie] regarding the comtral related

Area(s) Affected How Affected
Favorable: nature timing extent
Unfavorable: nature timing extent

For this engagement, and in your opinion, the control aelated concept above is to
extent helpful in assessing [inherent risk/control risk] which, in part, influences assessments
of overall audit risk.
A Very Great A Great A Moderate A Low No
Inherent risk:

Control risk: .
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Control Related Concept

existence 0f factors that might motivate managers Lo
circumvent on ovewnide existing controls {(e.g. tight credit,
Low wonking capital, bonus plans, need to meet forecasis,

decaying industry, ete.)

b.

The control aelated comcept above [should have, in your opinion/actually had]
amount of influence on the assessment of this client's control environment.
A Very Great A Great A Moderate A Low No
Should have:
hctually had:

——— —

[f your answers to the “should have" and “actually had" lines were different, please give
a brief explanation.

If both of your answers in part 1.a. were "no”, please omit part 1.b.
In one one of your answars in part 1.a. was “"no", please respond to only the other 1ine inpart 1.b.

The on the job [should have/actually had] operational responsidbility (as opposed to
ultimate responsibility which the partner always has) for assessing the.control xelated comcept
above, for this engagement.
Supervisor/ Principal/
Junior Senior Manager Partner

Should have:
Actually had:

For this engagement, and in your opinion, the contral related concept above 1s an accounting
control to extent and an administrative control to extent. (You should
respond in both caugprics and your answars need not be mutualTy exclusive.)
A Very Great A Great A Moderate A Low to
Accounting:
Administrative:

3.a.

For this engagement, and {n your opinion, if you found [favorable/unfavorable] conditions
existing in regards to the control aedated comcept above, the nature, timing and/or effect
of your subsequent audit programs would be affected to extent. .
A Very Great A Great A Moderate Alow No
Favorable:
Unfavorable: '

——

In relation to your answer above, please circle which area(s) below would be affected and
note how, when conditions are [favorable/unfavorable] regarding the comtrol related

Area(s) Affacted How Affected

Favorable: nature timing extent
Unfavorable: nature timing extent

For this engagement, and in your opinion,.the control related concept above is to
extent helpful in assessing finheren: risk/control risk] which, in part, influences assessments
of overall audit risk,
A Very Great A Great A Moderate A Low No
Inherent risk:
Control risk: R
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Control Related Concept

extent to which the client's Zop, executive management 48
dominated by one on a few {ndividuals

1.4,

The control related comeept above (should have, 1n your opinion/actually had]
amount of influence on the assessment of this client's control environment.
A Very Great A Great A Moderate A Low No
Should have:
Actually had:

If your answers to the “should have* and "actually had" 1ines were different, please give
a brief explanation.

If both of your answers in part 1.aA. were "no", please omit part 1.b.
In one of your answers in part 1.a. was "no”, please respond to only the other line {n part 1.b.

The on the job [should have/actually had] operational responsibility (as opposed to
ultimate responsibility which the partner always has) for assessing the .comtrol related concept
above, for this engagement. ’
Supervisor/ Principal/
Junior Senfor Manager Partner

Should have:
Actually had:

For this engagement, and in your opinfon, the comtral related comcept above is an accounting
control to extent and an administrative control to extent. (You should
respond in Goth catagories and your answers need not be mutuaiTy exclusive.)
A Very Great A Great A Moderate AlLow No
Accounting:
Administrative:

For this engagement, and in your opinion, {f you found [favorable/unfavorable] conditions
existing in regards to the contaol related coneept above, the nature, timing and/or effect
of your subsequent audit programs would be affected to extent.
A Very Great A Great A Moderate A Low No
Favorable:
Unfavorable:

In relation to your answer above, please circle which area(s) below would be affected and
notd how, when conditions are [favorable/unfavorable] regarding the comtrol refated

Area(s} Affected How Affected

Favorable: nature timing extent
Unfavorable: nature timing extent

For this engagement, and {n your gpinion, the contaol related comcept above is to
extent helpful in assessing [inherent risk/control risk] which, in part, influences assessments
of overall audit risk.
A Very Great A Great A Moderate A Low No
[nherent risk:
Control risk:




CONTROL ENVIRONMENT QUESTIONNAIRE

Control Related Concept

appropriateness of the internal audit staff's assigned duties,
nesponsibilities, and &ines of repornting

1.a.

b.

The control reloted comcept above [should have, in your opinion/actually had)
amount of tnfluence on the assessment of this client's control environment.
A Very Great A Great A Moderate A Low No
Should have:
Actually had:

1f your answers to the “should have" and “actually had" lines ware different, please give
a brief explanation.

If both of your answers fn part 1.aA. were "no", please omit part 1.b.
In one of your answers in part 1.a, was "no”, pleasa respond to only the other line in part 1.b.

The on the job [should have/actually had] operational mponsfbnity (as opposed to
ultimate responsibility which the partner always has) for assessing the.co related concept
above, for this engagement.
Supervisor/ Principal/
Junior Senior Manager Partner

Should have:
Actually had:

For this engagement, and in your opinion, the contA L related comeept above is an accounting
control to extent and an administrative control to extent. (You should
respond in Goth categories and your answers need not be mutualTy exclusive.)
A Very Great A Great A Moderate A Low tio
Accounting:
Administrative:

For this engagement, and in your opinion, {f you found [favorabie/unfavorable] conditions
existing in regards to the control aeleted concept above, the nature, timing and/or effect
of your subsequent audit programs would be affected %o extent.
A Very Great A Great A Moderate A Low No
Favorable:
Unfavorabie:

In relation to your answer above, please circle which area(s) below would be affected and
note how, when conditions are [favorable/unfavorable] regarding the related

Area(s) Affected How Affected
Favorable: nature timing extent
Unfavorable: nature timing extent

For this engagement, and in your opinion, the controf related concept above is to
extent helpful in assessing [inherent risk/control risk] which, in part, influences assessments
of overall audit risk.
A Very Great A Great A Moderate A Low No
[nherent risk:
Control risk: .




CONTROL ENVIRONMENT QUESTIONNAIRE
251

effectiveness of the internal audit staff 4n reponting detected
degiciencies

Control Related Concept

The control related comcept above [should have, fn your opinion/actually had]
amount of influence on the assessment af this client's control environment.

A Very Great A Great A Moderate A Low No
Should have:
Actually had:

[f your answers to the "should have” and “actually had" Tines were different, please give
a brief explanation.

[f both of your answers in part 1.a. were "no*, please omit part 1.b,
In one of your answers in part 1.a. was "no", please respond to only the other 1ine in part 1.b.

The on the job [should have/actually had] operational responsibility (as oppased to
ultimata responsibility which the partner always has) for assessing the.comtrwl related concept
above, for this engagement.
Supervisor/ Principal/
Junior Senior Manager Partner

Should have:
Actually had:

For this engagement, and in your opinion, the contral related concept above fs an accounting
control to extent and an administrative control to extent. (You should
respond in both categories and your answers need not be mutualTy exclusive.)
A Very Great A Great A Moderate A Low to
Accounting:
Administrative:

For this engagement, and in your opinion, if you found [favorable/unfavorable] conditions
existing in regards to the control relsted concept above, the nature, timing and/or effect
of your subsequent audit programs would be affected to extent.
A Very Great A Great A Moderate A Low No
Favorable:
Unfavorable:

In relation to your answer above, please circle which area(s) below would be affected and
note how, when conditions are [favorable/unfavorable] regarding the related

Area(s) Affected How Affected
Favorable: nature timing extent
Unfavorable: nature timing extent

For this engagement, and in your opinion, the control related concept above s to
extent helpful in assessing [inherent risk/control risk] which, in part, influences assessments
of overall audit risk.
A Very Great A Great A Moderate A Low No
Inherent risk:

Control risk:
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Control Related Concept

extent of knowledge on the part of the client's controller
concerning FASB and SEC (where appropriate) guidelines

1.a.

b.

The control related comcept above [should have, in your opinion/actually had)
amount of influence on the assessment of this client's control environment.

A Very Great A Great A Moderate A Low No
Should have:
Actually had:

[f your answers to the "should have” and “actually had" lines were differsnt, please give
a brief explanation,

{f both of your answers in part 1.a, were "no”, please omit part 1.b.
In one of your answers in part 1.a. was "no”, please respond to only the other line in part 1.b.

The on the job [should have/actually had] operational responsibility (as opposed to
ultimate responsibility which the partner always has) for assessing the.co related comcept
above, for this engagement.
Supervisor/ Principal/
Junior Senior Manager Partner

Should have:
Actually had:

For this engagement, and in your opinion, the contral related concept above is an accounting
control to extant and an administrative control to extent. {You should
respond in both categories and your answers need not be mutualTy exclusive.)
A Very Great A Great A Moderate Alow tio
Accounting:
Administrative:

For this engagement, and in your opinfon, {f you found [favorable/unfavorable] conditions
existing in regards to the control related comeept above, the nature, timing and/or effect
of your subsequent audit programs would be affected to extent.
A Very Great A Great A Moderate A Low No
Favorable:
Unfavorable:

In relation to your answer above, please circle which area(s) below would be affected and
nots how, when conditions are [favorable/unfavorable] regarding the aelated

) Area(s) Affected How Affected

Favorable: nature timing extent
Unfavorable: nature timing extent

For this engagement, and in your opinion, the contaol related concept above s to
extent helpful in assessing [inherent risk/control risk] which, in part, influences assessments
of overall audit risk.
A Very Great A Great A Moderate A Low No
[nherent risk:
Control risk: .
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Control Related Concept

appropriateness of the client's actions 4in response 2o Zhe
Foreign Corupt Practices Act of 1977

1.a.

The control related comcept above [should have, in your opinion/actually had]
amount of influence on the assessment of this client's control environment.
A Very Great A Great A Moderate A Low No
Should have:
Actually had:

If your answers to the “should have” and “actually had" lines were different, please give
a brief explanation.

If both of your answers in part 1.a. were "no", please omit part 1.b.
In one of your answers in part 1.a. was “no", please respond to only the other Tine in part 1.b.

The on the job [should have/actually had] operational responsibility (as opposed to
ultimate responsibility which the partner always has) for assessing the.comtrol related comcept
above, for this engagement.
Suparvisor/ Principal/
Junior Senior Manager Partner
Should have:

Actually had:

For this engagement, and in your opinion, the contrsl rxelated concept above s an accounting
control to extent and an administrative control to extent. (You should
respond in both catagories and your answers need not be mutuaify exclusive.)
A.Very Great A Great A Moderate A Low tio
Accounting:
Administrative: _

For this engagement, and in your opinion, 1f you found [favorable/unfavorable] conditions
existing in regards to the control aelatsd concept above, the nature, timing and/or effect
of your subsequent audit programs would be affected to extent.
A Very Great A Great A Moderate A Low No
Favorable:
Unfavorable:

[n relation to your answer above, please circle which area(s) below would be affected and
note how, when conditions are [favorable/unfavorable] regarding the related

———
———

Area(s) Affected How Affected
Favorable: nature timing extent
Unfavorable: nature timing extent

For this engagement, and in your opinion, the control related concept above is to
extent helpful in assessing [inherent risk/control risk] which, in part, influences assessments
of overall audit risk.
A Very Great A Great A Moderate A Low No
Inherent risk:
Control risk:
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Control Related Concept

mannen in which recommendations of internal and external
auditons have been dealt with in the past

1.a. The control xelated comeept above [should have, in your opinion/actually had]
amount of influence on the assessment of this client's control environment.
A Very Great A Great A Moderate A Low No
Should have:
Actuaily had:

If your answers to the "should have" and “"actually had" lines wore different, please give
a brief explanation, .

If both of your answers in part 1.a. were "no”, please omit part 1.b.
In one of your answers in part 1.a. was “no”, please respond to only the other line in part 1.b.

b. The on the job [should have/actually had] operational responsibflity (as opposed to
ultimate responsibility which the partner always has) for assessing the.contrwl refated co
above, for this engagement.

Supervisor/ Principal/
Juntor Senior Manager Partner

Should have:
Actually had:

2. For this engagement, and in your opinion, the comtral related comcept above is an accounting
control to extent and an administrative control to extent. (You should
respond in both categories and your answers need not be mutuaiTy exclusive.)

A Very Great A Great A Moderate A Low No
Accounting:
Administrative:

3.a. For this engagement, and in your opinion, {f you found [favorable/unfavorable] conditions
existing in regards to the control related concept above, the nature, timing and/or effect
of your subsequent audit programs would be affectec to extent. :

A Yery Great A Great A Moderate A Low No
Favorable:
Unfavorable: '

b. [n relation to your answer above, please circle which area(s) below would be affected and
note how, when conditions are [favorable/unfavorable] regarding the L related

) Area(s) Affected How Affected

Favorable: nature timing extent
Unfavorable: nature timing extent

4, For this engagement, and in your opinion, the comtrol related conmcept above is to
extent helpful in assessing [inherent risk/control risk] which, in part, influences assessments
of overall audit risk.
A Very Great A Great A Moderate A Low No
[nherent risk:
Control risk:
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Control Related Concept

inferences that can be drawn concernining the nelationship
between prion audit adjustments and the competence 04§ the
nelevant personnel

1.a. The control related comeept above [should have, in your opinfon/actually had]
amount of influence on the assessmant of this client's control environment.

A Very Great A Great A Moderate A Low No
Should have:
Actually had:

If your answers to the “should have" and "actually had" lines ware di fferent, please give
a brief explanation.

If both of your answers in part 1.a. were "no", please omit part 1.b.
In one one of your answers in part 1.a. was "no", please respond to only the other line in part 1.b.

b. The on the job [should have/actually had] operational nsponsibnity (as opposed to
ultimﬁ responsibiiity which the partner always has) for assessing the.co related concept
above, for this engagement.

Supervisor/ Pr1nc1pal/
Junior Senior Manager Partner

Should have:
Actually had:

2. For this engagement, and in your opinion, the contral related concept above 18 an accounting
control to extent and an administrative control to extent. (You should
respond in Both categories and your answers need not be mutualTy exclusive.)

A Very Great A Great A Moderate A Low o
Accounting:
Administrative:

3.a. For this engagement, and in your opinion, {f you found (favorable/unfavorable] conditions
existing in regards to the control related concept above, the nature, timing and/or effect
of your subsequent audit programs would be affected to extent.

A Very Great A Great A Moderate A Low No
Favorable:
Unfavorable:

b. In relation to your answer above, please circle which area(s) below would be affected and
note how, when conditions are [favorable/unfavorable] regarding the comtrol related

.

Area(s) Affected How Affected

Favorable: nature timing extent
Unfavorable: nature timing extent

For this enqagement, and fn your opinion, the contrwd related concept above is to
extent helpful in assessing [inherent risk/control risk] which, in part, influences assessments
of overall audit risk.
A Very Great A Great A Moderate A Low No
Inherent risk: )
Control risk: .
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Control Related Concept

appropriateness of the information bases used <n detenmining
nacses and promotions forn the client's employees (management
and staff) whose work <4 nelated to the §inancial reporting
process (e.g. fimancial management, EDP, accounting, and
internal audit personnel)

The controf related comeept above [should have, in your opinion/actually had]
amount of influence on the assessment of this client's control environment.

A Very Great A Great A Moderate A Low No
Shouid have:
Actually had:

If your answers to the "should have" and "actually had" 1ines were different, please give
4 brief explanation.

[f both of your answers in part 1.a. were "no", please omit part 1.b.
In

one of your answers in part 1.a. was "no”, please respond to only the other line in part 1.b.

The on the job [should have/actually had] operational responsibility (as opposed to

ultimate responsibility which the partner always has) for assessing the control related concept
above, for this engagement.

Supervisor/ Principal/

Junfor Senior Manager Partner

Should have:
Actually had:

For this engagement, and {n your opinion, the contral related concept above is an accounting
control to extent and an administrative control to extent. (You should
respand in both categories and your answers need not be mutualTy exclusive.)
A Very Great A Great A Moderate A Low to
Accounting:
Administrative:

3.2,

For this engagement, and in your opinion, {f you found [favorable/unfavorable] conditions
existing in regards to the control related coneept above, the nature, timing and/or effect
of your subsequent audit programs would be affected to extent.
A Very Great A Great A Moderate A Low No
Favorable:
Unfavorable:

In relation to your answer above, please circle which area(s) below would be affected and
note how, when conditions are [favorable/unfavorable] regarding the comtrol related

) Area(s) Affected How Affected

Favorable: nature timing extent
Unfavorable: nature timing extent

For this engagement, and in your opinion, the control related concept above is to
extent helpful in assessing {inherent risk/control risk] which, in part, influences assessments
of overall audit risk.
A Very Great A Great A Moderate A Low No
Inherent risk:
Control risk: .
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Control Related Concept

appropriateness of the information bases used in detenmining
naises and promotions §on the client's operations employees
(managens and nonmanagenrs)

1.2. The eontrol aelated comeept above (should have, tn your apinion/actuaily had] ____
amount of tnfluence on the assessment of this client's control environment.
A Very Great A Great A Moderate A Low No
Should have:
Actually had: —_—
If your answers to the "should have" and "actually had" lines were different, please give
a brief explanation.
If both of your answers in part 1.a. were "no”, please omit part 1.b.
In one of your answers in part 1.a. was "no", please respond to only the other line in part 1.b.
b. The on the job [should have/actually had] operational responsibility (as opposed to
ultimate responsibility which the partner always has) for assessing the.control related concept
above, for this engagement.
Supervisor/ Principal/
Junior Senfor Manager Partner
Should have:
Actually had: —

2. For this engagement, and in your opinion, the contral related concept above is an accounting
control to extent and an administrative control to extent. (You should
respond in Both catagories and your answers need not be mutualTy exclusive.)

A Very Great A Great A Moderate A Low to
Accounting:
Administrative:

3.a. For this engagemant, and in your opinion, {f you found [favorable/unfavorable] conditions
existing in regards to the control aelated corcept above, the nature, timing and/or effect
of your subsequent audit programs would be affected to extent.

A Very Great A Great A Moderate A Low No

Favorable:

Unfavorable:

b. In relation to your answer above, please circle which area(s) below would be affected and
note how, when conditions are [favorable/unfavorable] regarding the comtrol related
Area(s) Affected How Affected
Favorable: nature  timing  extent
Unfavorable: nature timing extent
3,

For this engagement, and in your opinion, the control related comcept above 1s to
extent helpful in assessing finherent risk/control risk] which, in part, influences assessments
of overall audit risk.
A Very Great A Great A Moderate A Low No
Inherent risk:
Control risk:
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Control Related Concept

timeliness with which §inancial managerns receive the information
that they need

1.a.

Tha contwl aelated comeept above {should have, in your opinion/actually had}
amount of influence on the assessment of this client's control environment.

A Very Great A Great A Moderate A Low No
Should have:
Actually had:

1f your answers to the "should have” and “"actually had" lines were different, please give
a brief explanation,

{f both of your answers in part 1.A. were "no*, please omit part 1.b,
In one of your answers in part 1.a. was “no”, please respond to only the other line in part 1.h.

The on the job [should have/actually had] operational responsibility (as opposed to
ultimate responsibility which the partner always has) for assessing the.control related comcept
above, for this engagement.
Supervisor/ Principal/
Junior Senior Manager Partner
Should have:

Actually had:

———

For this engagement, and in your opinion, the contral related concept above 1S an accounting
control to extent and an administrative control to extant. (You should
respond in Both categories and your answers need not be mutualTy exclusive.)
A Very Great A Great A Moderate A Low tio
Accounting:
Administrative:

For this engagement, and in your opinion, if you found [favorable/unfavorable] conditions
existing in regards to the control related comeept above, the nature, timing and/or effect
of your subsequent audit programs would be affected to extent.
A Very Great A Great A Moderate A Low No
Favorable:
Unfavorable:

In relation to your answer above, please circle which area(s) below would be affected and
note how, when condftions are [favorable/unfavorabie] regarding the related

Area(s) Affected How Affected
Favorable: nature timing extent
Unfavorable: nature timing extent

For this engagement, and in your opinion, the contaol related comcept above is to
extent helpful in assessing 'Einherenr. risk/control risk] which, in part, influences assessments
of overall audit risk.
A Very Great A Great A Moderate A Low No
Inherent risk:
Control risk:
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Control Related Concept

prompitness with which evwns in internal ginancial reponts are
detected and conrected

1.a.

The control related comeept above [should have, in your opinfon/actually had]
amount of influence on the assessment of this client's control environment.

A Very Great A Great A Moderate A Low
Should have:
Actually had:

No

[f your answers to the “should have" and "actually had" lines were different, please give
a brief explanation.

If both of your answers in part 1.a, were "no”, please omit part 1.b,
In one one of your answers in part 1.a. was "no", please respond to only the other line in part 1.b.

The on the job [should have/actually had] operational responsibility (as opposed to
ultimate responsibility which the partner always has) for assessing the control related comcept
above, for this engagement.
Supervisor/ Principal/
Junior Senior Manager Partner

Should have:
Actually had:

For this engagement, and in your opinion, the control related concept above 1s an accounting
control to extent and an administrative control to extent. (You should
respond in both categories and your answers need not be mutualTy exclusive.)
A Very Great A Great A Moderate A Low tio
Accounting:
Administrative:

For this engagement, and in your opinion, if you found [favorable/unfavorable] conditions
existing in regards to the control related coneept ebove, the nature, timing and/or effect
of your subsequent audit programs would be affected to extent.
A Very Great A Great A Moderate A Low No
Favorable:
Unfavorable:

In relation to your answer above, please circle which area(s) below would be affected and
note how, when conditions are [favorable/unfavorable] regarding the Aelated

Area(s) Affected How Affected
Favorable: nature timing extent
Unfavorable: nature timing extent

For this engagement, and in your opinion, the control related comcept above {s to
extent helpful in assessing finherent risk/control risk] which, in part, influences assessments
of overall audit risk.
A Very Great A Great A Moderate A Low No
Inherent risk:
Control risk: .
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Control Related Concept

potential fon errorns in internal ginancial reports

1.8.

g

The control related comeept above (should have, in your opinfon/actually had}
amount of influence on the assessment of this client's control environment.

T ————

A Very Great A Great A Moderate A Low No
Should have:
Actually had:

[f your answers to the "should have" and "actually had" lines were di fferent, please give
a brief explanation,

If both of your answars in part 1.A, were "no", please omit part 1.b.
In one of your answers in part 1.a. was "na”, please respond to only the other line in part 1.b.

The on the job [should have/actuslly had] operational responsibility (as opposed to
ultimate responsibility which the partner always has) for assessing the.control related comcept
above, for this engagement.
Supervisor/ Principal/
Juntor Sentor Manager Partner

Should have:
Actually had:

For this engagement, and in your opinion, the contral xelated comcept above {s an accounting
control to extent and an administrative control to extent. (You should
respond in Both categories and your answers need not be mutualTy exclusive.)
A Very Great A Great A Moderste A Low Mo
Accounting:
Administrative:

————

——

For this engagement, and in your opinion, 1f you found [favorable/unfavorable] conditions
existing in regards to the control related coneept above, the nature, timing and/or effect
of your subsequent audit programs would be affected to extent.
A Very Great A Great A Moderate A Low No
Favorable: e
Unfavorable: '

In relation to your answer above, please circle which area(s) below would be affected and
note how, when condftions are {[favorable/unfavorable] regarding the comtrnol related

Area(s) Affected How Affected
Favorable: nature timing extent
Unfavorable: nature timing extent

For this engagement, and in your opinion, the control related concept above is to
extent helpful in assessing [inherent risk/control risk] which, in part, influences assessments
of overall audit risk.
A Very Great A Great A Moderate A Low No
Inherent risk:
Control risk: .




CONTROL ENVIRONMENT QUESTIONNAIRE
261

Control Related Concept

effectiveness of intenal financial repornts in adequately
highlighting, {dentifying, on isolating problems

The comtrol related comeept above (should have, in your opinfon/actually had]
amount of influence on the assessment of this client's control environment.

A Very Great A Great A Moderate A Low No
Should have:
Actually had:

[f your answers to the "should have” and "actually had” lines were different, please give
a brief explanation.

If both of your answers in part 1.a. were "no", please omit part 1.b.
In one one of your answers in part 1.a, was “no", pluu respond to only the gther line in part 1.b.

The on the job [should have/actually had] operational nsponsibi‘lity (as opposed to
ultimate responsibility which the partner always has) for assessing the.co related co
above, for this engagement.
Supervisor/ Principal/
Junior Senfor Manager Partner

Should have:
Actually had:

For this engagement, and in your opinion, the comtral related concept above is an accounting
control to extent and an administrative control to extsnt. (You should
respond in Both categories and your answers need not be mutualTy exclusive.)
A Very Great A Great A Moderate AlLow to
Accounting:
Administrative:

KN a'.

For this engagement, and in your opinion, {f you found [favoradble/unfavorable] conditions
existing in regards to the control related concept above, the nature, timing and/or effect
of your subsequent audit programs would be affected to extent.
A Very Great A Great A Moderate A Low No

Favorable:

Unfavorable:
In relation to your answer above, please circle which area(s) below would be affected and
note how, when condftions are [favorable/unfavorable] regarding the related

) Area(s) Affected How Affected

Favorable: nature timing extent
Unfavorable: nature timing extent

For this engagement, and {n your opinion, the controf related concept above is to
extent helpful in assessing [inherent risk/control risk] which, in part, influences assessments
of overall audit risk.
A Very Great A Great A Moderate A Low No
Inherent risk:

Control risk:
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Control Related Concept

extent to which the client's Line (i.e. operations) personnel
neview internal ginancial reports

1.4,

b.

The control related comeept above [should have, fn your opinion/actually had]

amount of influence on the assessment of this client's control environment.
A Very Great A Great A Moderate A Low

Should have:

Actually had:

No

If your answers to the "should have” and "actually had" lines were different, please give
a brief explanation.

If bath of your answers in part 1.a. were “no", please omit part 1.b,
In gne one of your answers in part 1.3. was "no", please respond to only the other line in part 1.b.

The on the job (should have/actually had] operational responsibility (as opposed to
ultimate responsibility which the partner always has) for assessing the .control related concept
above, for this engagement.
Supervisor/ Principal/
Junior Senfor Manager Partner

Should have:
Actually had:

For this engagement, and in your opfnion, the contral related concept above 13 an accounting
control to extent and an administrative control to extent. (You should
respond in both categories and your answers need not be mutualTy exclusive.)
A Very Great A Great A Noderate A Low Mo
Accounting:
Administrative:

For this engagement, and in your opinion, 1f you found [favorable/unfavorable] conditions
existing in regards to the control related coneept above, the nature, timing and/or effect
of your subsequent audit programs would be affected to extent.
A Very Great A Great A Moderate A Low No
Favorable:
, Unfavorable: -

In relation to your answer above, please circle which area(s) below would be affected and
note how, when conditions are [favorable/unfavorable] regarding the related

Area(s) Affected How Affected
Favorable: nature timing extent
Unfavorable: nature timing extent

For this engagement, and in your opinion, the controf related comcept above is to
extent helpful in assessing [inherent risk/control risk] which, in part, influences assessments
of overall audit risk.
A Very Great A Great A Moderate A Low No
Inherent risk:
Control risk:
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Control Related Concept

nelevance of an internal 64.na.nc,m£ nepont to the person
necedving it

1.a. The control aelated comcept above [should have, in your opinion/actually had)
amount of influence on the assessment of this client's control environment.
A Very Great A Great A Moderate A Low No
Should have:
Actually had:

If your answers to the "should have" and "actually had” lines ware different, please give
3 briaf explanation.

If both of your answers in part 1.a. were "no*, please omit part 1.b.
In one one of your answers in part 1.a. was "no", plcuc respond to only the other line in part 1.b.

b. The on the job [should have/actually had] operational responsibility (as opposed to
ultimE nsponsibnity which the partner always has) for assessing the .contrwl related comcept
above, for this sngagemant.

Supervisor/ Principal/
Junior Senior Manager Partner

Should have:
Actually had:

2. For this engagement, and in your opinion, the contral related concept above is an accounting
control to extent and an administrative control to extent. (You should
respond in Both categories and your answers need not be mutualTy exclusive.)

A Very Great A Great A Moderate A Low to
Accounting:
Administrative:

3.a. For this engagement, and in your opinion, {f you found [favorable/unfavorable] conditions
existing in regards to the contrsl relatad coneept above, the nature, timing and/or effect
of your subsequent audit programs would be affectad to extent.

A Yery Great A Great A Moderate A Low No
Favorable:
Unfavorable:

b. In relation to your answer above, please circle which area(s) below would be affected and
note how, when conditions are [favorable/unfavorable] regarding the Aelated

-

Area(s) Affected How Affected
Favorable: nature timing extent
Unfavorabie: nature timing extent

4, For this engagement, and in your opinion, the control related concept above is to
extent helpful in assessing {mherent risk/control risk] which, in part, i{nfluences assessments
of overall audit risk,
A Very Great A Great A Moderate A Low No
[nherent risk:
Control risk: .
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Control Related Concept '

compatability of the client's fonmal organizational stuciure
with their organizational goals

1.a. The control aelated comcept above [should have, in your opinion/actually had]
amount of influence on the assessment of this client's control environment.
A Very Great A Great A Moderate A Low
Should have:
Actually had:

No

1f your answers to the “should have" and "actually had" lines wore di fferent, please give
a brief explanation.

I# both of your answers in part 1.a, were "no", please omit part.l.b.

In one of your answers in part 1.a. was "no", please respond to only the other line in part 1.b.

b. The on the job [should have/actually had] operational responsibilit;

P (as opposed to
ultimate responsibility which the partner always has) for assessing the .contrwl related concept

above, for this engagement.
Supervisor/ Principal/
Junior Senfor Manager Partner

Should have:
Actually had:

2. For this engagement, and {n your opinion, the contral aelated concept above is an accounting
control to extent and an administrative control to extent. (You should
respond in Both categorias and your answers nesd not be mutualTy exclusive.)

A Very Great A Great A Moderate A Low Mo
Accounting:
Administrative:

3.a. For this engagement, and in your opinion, if you found [favorable/unfavorable] conditions
existing in regards to the control related concept above, the nature, timing and/or effect
of your subsequent audit programs would be affected to extent.

A Very Great A Great A Moderate A Low No
Favorable:
Unfavorable:

b. In relation to your answer above, please circle which area(s) below would be affected and
note how, when conditions are [favorable/unfavorable] regarding the related

Area(s) Affected " How Affected

Favorable: nature timing extent
Unfavorable: nature timing extent

3, For this engagement, and in your opinion, the control related comcept above is to

extent helpful in assessing [inherent risk/control risk] which, in part, influences assessments

of overall audit risk.

A Very Great A Great A Moderate A Low No
Inherent risk:
Control risk:




CONTROL ENVIRONMENT QUESTIONNAIRE
265

Control Related Concept

compatability of the client's informal ornganizational structure
with their onganizational goals

The control aelated comcept above [should have, in your opinion/actually had]
amount of influence on the assessment of this client's control environment.

A Very Great A Great A Moderate A Low No
Should have: -
Actually had: —

{f your answers to the “should have" and "actually had" lines wore different, please give
a brief explanation,

[f both of your answers in part 1.a, were "no”, please omit part 1.b.
In one one of your answers in part 1.2, was *no", please respond to only the other line in part 1.b.

The on the job [should have/actually had] operational responsidility (as opposed to
ultimate respansibility which the partner always has) for assessing the.co related concept
above, for this engagement.
. Supervisor/ Principal/
Junior Senior Manager Partner

Should have:
Actually had:

2.

For this engagement, and in your opinion, the comtrol rxelated concept above s an accounting
control to extent and an administrative control to extent. (You should
raspond in Both categories and your answers need not be mutuaiTy exclusive.)
A Very Great A Great A Moderate ALow Ho
Accounting:
Admintstrative:

l.a,

For this engagement, and in your opinion, 1f you found [favorable/unfavorable] conditions
existing {n regards to the comtrol aelated comcept above, the nature, timing and/or effect
of your subsequent audit programs would be affected to extent.
A Very Great A Great A Moderate A Low No
Favorable:
Unfavorable:

In relation to your answer above, please circle which area(s) below would be affected and
note how, when conditions are [favorable/unfavorable] regarding the comtrol refated

Area(s) Affected How Affected
Favorable: nature timing extent
Unfavorable: nature timing extent

For this engagement, and in your opinion, the control related comcept above is to
extent helpful in assessing [inherent risk/control risk] which, in part, influences assessments
of overall audit risk.
A Very Great A Great A Moderate A Low NO
Inherent risk: -
Control risk: .
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Control Related Concept

accessibility of supervisons to employees, both of whose work
48 nelated to the §inancial neponting process fe.g. f§inancial
management, EDP, accounting, and internal audit persomnel)

The contrwol related comcept above [should have, in your opinton/actually had]
amount of influence on the assessment of this client’'s control environment,

A Very Great A Great A Moderate A Low No
Should have:
Actually had:

[f your answers ta the “"should have" and “actually had" lines ware different, please give
a brief explanation.

1f both of your answers in part 1.a. were "no", please omit part 1.b,
In one of your answers in part 1.a. was "no”, please respond to only the other 1ine in part 1.b.

The on the job [should have/actually had] operational responsibility (as opposed to
ultimate responsibility which the partner always has) for assessing the contrwol related comcept
above, for this engagement.
Supervisor/ Principal/
Junior Senior Manager Partner

Should have:
Actually had:

For this engagement, and in your opinion, the contral rxelated concept above is an accounting
control to extent and an administrative control to extent. (You should
respond 1n Both categories and your answers need not be mutually exclusive.)
A Very Great A Great A Moderate A Low ’ Ho
Accounting:
Administrative:

For this engagement, and in your opinion, {f you found [favorablie/unfavorable] conditions
existing in regards to the comtrol related concept above, the nature, timing and/or effect
of your subsequent audit programs would be affected to extent.
A Very Great A Great A Moderate A Low No

Favorable:

Unfavorable:
In relation to your answer above, please circle which area(s) below would be affected and
note how, when conditions are [favorable/unfavorable] regarding the comtrwol related comcept

) Area(s) Affected How Affected
Favorable: nature timing extent

Unfavorable: nature timing extent

For this engagement, and in your opinion, the control related concept above is to
extent helpful in assessing {inherent risk/control risk] which, in part, influences assessments
of overall audit risk.
A Very Great A Great A Moderate A Low No
{nherent risk:
Control risk: .




CONTROL ENVIRONMENT QUESTIONNAIRE

Control Related Concept

congruency of responsibility wilh authonity for the client's
employees whose work {8 nelated to the financial reponting
process (e.g. ginancial management, EDP, accounting, and
internal audit personnel)

The control related comezpt above [should have, in your opinion/actually had]
amount of influence on the assessment of this client's control environment.

A Very Gre-t A Great A Moderate A Low No
Should have:
Actually had:

If your answers to the “should have" and "actually had" Tines were different, please give
3 brief explanation.

If both of your answers in part 1.a. were "no", please omit part 1.b.
In one one of your answers in part 1.a. was "no", please respond to only the other line in part 1.b.

The on the job [should have/actually had] operational responsibility (as opposed to
yltimate responsibility which the partner always has) for assessing the.control related comcept
above, for this engagement.
Supervisor/ Principal/
Junior Sentor Manager Partner

Should have:
Actually had:

2.

For this engagement, and in your opinion, the coniral related concept above is an accounting
control to extent and an administrative control to extent. (You should
respond in both categories and your answers need not be mutually exclusive.)
A Very Great A Great A Moderate Alow o
Accounting:
Administrative:

l.a.

For this engagement, and in your opinion, {f you found [favorable/unfavorable] conditions
existing in regards to the control aelated coneept above, the nature, timing and/or effect
of your subsequcnt audit programs would be affected to exunt.
A Very Great A Great A Moderate A Low No

Favorabie:

Unfavorable:
In relation to your answer above, please circle which area(s) below would be affected and
note how, when conditions are [favorable/unfavorable] regarding the xelated

) Area(s) Affected How Affected

Favorable: nature timing extent
Unfavorable: nature timing extent

For this engagement, and in your cpinion, the control related concept above is to
extent helpful in assessing [inherent risk/control risk] which, in part, influences assessments
of overall audit risk.
A Very Great A Great A Moderate A Low No
Inherent risk:
Control risk: .
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Control Related Concept

incompatability (i any) of centralized client management
over decentralized operations

1.a.

The control related comeept above (should have, in your opinion/actually had]
amount of tnfluance on the assessment of this client's control environment.

A Very Great A Great A Moderate A Low No
Should have:
Actually had:

If your answers to the “should have” and "actually had" lines were different, please give
a brief explanation.

[f both of your answers in part 1.a. were "no”, please omit part 1.b.
In one one of your answers in part 1.a. was "no*, please respond to only the other line in part 1.b.

‘ above, for this engagement.

The on the job [should have/actually had] operational nspons1bﬂity {as opposed to
ultimate responsibility which the partner always has) for assessing the.co aelated concept

Supervisor/ Principal/
Junfor Senfor Manager Partner

Should have:

Actually had:

For this engagement, and in your opinion, the contral related concept above is an accounting
control to extent and an administrative control to extent. (You should
respond in Doth categories and your answers need not be mutually exclusive.)
A Very Great A Great A Moderate ALow to
Accounting:
Administrative:

b.

For this engagement, and in your opinion, {f you found [favorable/unfavorable] conditions
existing in regards to the control related coneept above, the nature, timing and/or effect
of your subsequent audit programs would be affected to extent.
A Very Great A Great A Moderate A Low No
Favorable:
Unfavorable:

In relation to your answer above, please circle which area(s) below would be affected and
note how, when conditions are [favorable/unfavorable] regarding the Aelated

o——
'
———

Area(s) Affected How Affected
Favorable: nature timing extent
Unfavorable: nature timing extent

For this engagement, and in your opinion, the econtrol selated concept above is to
extent helpful in assessing {ﬂmerent risk/control risk] which, fn part, influences assessments
of overall audit risk.
A Very Great A Great A Moderate A Low
Inherent risk: )
Control risk: .

No

|
|
|
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Control Related Concept 263
appropriateneds of separate accounting systems fon each of the
caent'é.d@vwéé@ec{ business endeavons (e.g. a client nu.gh/t

have a mining division and a banking division)

1.a. The control aelated comeept above [should have, {n your opinion/actually had]
amount of influence on the assessment of this client's control environment.
A Very Great A Great A Moderate A Low
Should have:
Actually had:

No

1f your answers to the "should have" and "actually had" lines were different, please give
a brief explanation.

one of your answers in part 1.a, was "no“, please respond to only the other 1ine in part 1.b.

[f both of your answers in part 1.a, were "no", please omit part 1.b.
In

b. The on the job [should have/actually had] operational responsibility (as opposed to
ultimate responsibility which the partner always has) for assessing the.comtwl related concept
above, for this engagement.

Supervisor/ Principal/
Junior Senfor Manager Partner

Should have:
Actually had:

2. For this engagement, and in your opinion, the comtrol related concept above s an accounting
control to extent and an administrative control to extent. (You should
respond in Both categories and your answers need not be mutualTy exclusive.)

A Very Great A Great A Moderate Alow o
Accounting:
Administrative:

3.a. For this engagement, and in your opinfon, if you found [favorable/unfavorabie] condfitions
existing in regards to the control related coneept above, the nature, timing and/or effect
of your subsequent audit programs would be affected to extent.

A Very Great A Great A Moderate A Low No
Favorable:
Unfavorable:

b. [n relation to your answer above, please circle which area(s) below would be affected and
note how, when conditions are [favorable/unfavorable] regarding the comtrol related

Area(s) Affected How Affected
Favorable: nature timing extent
Unfavorable: nature timing extent

4, for this engagement, and in your opinion, the contaol aelated concept above is to
extent helpful in assessing {inherent risk/control risk] which, in part, influences assessments
of overall audit risk.

A Very Great A Great A Moderate A Low No

Inherent risk: i

Control risk: .
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Control Related Concept

eggectiveness of coordination among nelated functions fon
financial neponting purposes (e.g. sales, accounting, and
production)

1.a.

The control related comeept above [should have, in your opinion/actually had]
amount of influence on the assessment of this cliient's control environment.
A Very Great A Great A Moderate A Low
Should have:
Actually had:

No

If your answers to the “should have" and "actually had” lines were different, please give
a brief explanation.

If both of your answers in part 1.a., were "no", please omit part 1.b.
In one of your answers fn part 1.a. was “no”, please respond to only the other line in part 1.b.

The on the job [should have/actually had] operational responsibility (as opposed to
ultimate responsibility which the partner always has) for assessing the .control related comcepd
above, for this engagement.
Supsrvisor/ Principal/
Junior Senior Manager Partner

Should have:
Actually had:

For this engagement, and in your opinion, the contrsl related conmcept above 18 an accounting
control to extent and an administrative control to extent. (You should
respond in both categories and your answers need not be mutualTy exclusive.)
A Very Great A Great A Moderate A Low to
Accounting:
Administrative:

b.

For this engagement, and in your opinion, if you found [favorable/unfavorable] conditions
existing in regards to the control coneept above, the nature, timing and/or effect
of your subsequent audit programs would be affected to extent.
A Very Great A Great A Moderate A Low No
Favorable:
Unfavorable:

In relation to your answer above, please circle which area(s) below would be affected and
nate how, when conditions are [favorable/unfavorable] regarding the comtrol aelated comcept

-

Area(s) Affected How Affected
Favorable: nature timing extent
Unfavorable: nature timing extent

For this engagement, and in your opinion, the control related concept above is to
extent helpful in assessing ffnherent risk/control risk] which, in part, influences assessments
of overall audit risk.
A Very Great A Great A Moderate A Low No
Inherent risk:
Control risk: .

v
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Control Related Concept 271

adequacy 04 the client's budgetary process in covering all
units on functions

b.

The control related comeept above [should have, in your opinfon/actually had]
amount of influence on the assessment of this client's control environment.

‘A Very Great A Great A Moderate A Low
Should have:
Actually had:

1f your answers to the "should have" and "actually had" lines ware different, please give
a brief explanation.

f your answers in part 1.a, were "no*, please omit part 1.b.

both
n one of your answers in part 1.a. was "no", please respond to only the other line in part 1.b.

If
In

The on the job [should have/actually had] operational responsibility (as opposed to
ultimate responsidbility which the partner always has) for assessing the control related comcept
above, for this engagement.
Supervisor/ Principal/
Junior Senfor Manager Partner

Should have:
Actually had:

For this engagement, and in your opinfon, the control related concept above 1S an accounting
control to extent and an administrative control to extent. (You should
respond in both categories and your answers need not be mutually exclusive.)
A Very Great A Great A Moderate A Low Ho
Accounting:
Administrative:

For this engagement, and in your opinfon, if you found [favorable/unfavorable] conditions
existing in regards to the control related coneept above, the nature, timing and/or effect
of your subsequent audit programs would be affected to extent.
A Very Great A Great A Moderate A Low No
Favorable:
Unfavorable:

In relation to your answer above, please circle which area(s) below would be affected and
note how, when conditions are [favorable/unfavorable] regarding the related

) Area(s) Affected How Affected

Favorable: nature timing extent
Unfavorable: nature timing extent

For this engagement, and in your opinion, the control related conmcept above is to
extent helpful in assessing [inherent risk/control risk] which, in part, influences assessments
of overall audit risk.
A Very Great A Great A Moderate A Low No
{nherent risk:
Control risk: .
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Control Related Concept

adequacy 0§ the process by which operating budgets are revised

1.a.

The control related comeept above [should have, in your opinion/actually had]
amount of influence on the assessment of this client's control environment.
A Very Great A Great A Moderats. A Low No
Should have:
Actually had:

If your answers to the "should have” and "actually had" lines ware different, please give
a brief explanation,

If both of your answers in part 1.a, ware "no”, please omit part 1.b.
In one of your answers in part 1.a. was "no", please respond to only the other 1ine in part 1.b.

The on tha job [should have/actually had] operational responsibtlity (as opposed to
ultimata responsibility which the partner always has) for assessing the .control related comcept
above, for this engagement.
Supervisor/ Principal/
Junior Senior Manager Partner

Should have:
Actually had:

For this engagement, and in your opinion, the contral relatled concept above s an accounting
control ¢o extent and an administrative control to extent. (You should
respond in both categories and your answers need not be mutualTy exclusive.)
A Very Great A Great A Moderate A Low to .
Accounting:
Administrative:

b.

For this engagement, and in your opinion, 1f you found [favorable/unfavorable] conditions
existing in regards to the control related comeept ebove, the nature, timing and/or effect
of your subsequent audit programs would be affected to extent.
A Very Great A Great A Moderate A Low No
Favorable:
Unfavorable:
—

In relation to your answer above, please circle which area(s) below would be affected and
note how, when condftions are [favorable/unfavorable] regarding the related

) Area(s) Affected How Affected

Favorable: nature timing extent
Unfavorable: nature timing extent

——

For this engagement, and in your opinion, the contxol related concept above is to
extent helpful in assessing {mherent risk/control risk] which, in part, influences assessments
of overall audit risk.
A Very Great A Great A Moderate A Low No
[nherent risk:
Control risk:

—— ——— —— Y c—
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Control Related Concept 273

adequacy of a client's analysis of budget variances

The control related comcept above (should have, fn your opinfon/actually had]
amount of influence on the assessment of this client's control environment.

A Vary Great A Great A Moderate A Low No
Should have:
Actually had:

{f your answers to the “should have” and “actually had* lines were df fferent, please give
a brief explanation.

If both of your answers in part 1.a. were "no", please omit part 1.b,
In one of your answers in part 1.a. was “no", please respond to only the other line in part i.b.

The on the job [should have/actually had] operational nsponﬁbnity (as opposed to
ultimate responsibility which the partner always has) for assessing the.co related concept
above, for this engagement.
Supervisor/ Principal/
Junfor Senior Manager Partner
Should have:

Actually had:

For this engagement, and in your opinion, the control related concept above fs an accounting
control to extent and an administrative control to extent. (You should
respond in both categories and your answers need not be mutualTy exclusive.)
A Very Great A Great A Moderats A Low tio
Accounting:
Administrative:

3.a.

For this engagement, and {n your gpinion, {f you found (favorable/unfavorable] conditions
existing 1n regards to the control related coneept above, the nature, timing and/or effect
of your subsequent audit programs would be affected to extent.
A Very Great A Great A Moderate A Low No
Favorable:
Unfavorable:

In relation to your answer above, please circle which area(s) below would be affected and
note how, when conditions are [favorable/unfavorable] regarding the related

Area(s) Affected How Affected
Favorable: natyre timing extent
Unfavorable: nature timing extent

For this engagement, and in your opinion, the comtrol related concept above is to
extent helpful in assessing [inherent risk/control risk] which, in part, influences assaessments
of overall audit risk.
A Very Great A Great A Moderate A Low
Inherent risk:
Control risk:

No
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Control Related Concept : 274

extent to which foreign nationals managing the client's foreign
operations, are allowed to exercise thein discretion in
§inancial repornting decisions

The control related comeept above [should have, in your opinion/actually had]
amount of influence on the assessment of this client's control environment.

A Very Great A Great A Moderate A Low
Should have:
Actually had:

No

If your answers to the “should have” and "actually had” 1ines ware different, please give
a brief explanation.

[f both of your answers {n part 1.a, were "no”, please omit part 1.b.
In one of your answers in part i.a. was "no", please respond to gnly the other 1ine in part 1.b.

The on the job [should have/actually had] operational responsibility (as opposed to
ultimate responsibility which the partner always has) for assessing the.control related conceps
above, for this engagement.
’ Supervisor/ Principal/
Junior Seniar Manager Partner

Should have:
Actually had:

For this engagement, and in your opinion, the control related concept above {8 an accounting
control to extent and an administrative control to extent. (You should
respond in both categories and your answers need not be mutually exclusive.)
A Very Great A Great A Moderate A Low Mo
Accounting:
Administrative:

For this engagement, and in your opinion, if you found [favorable/unfavorable] conditions
existing in regards to the comtrol related coneept above, the nature, timing and/or effect
of your subsequent audit programs would be affected to extent.
A Very Great A Great A Moderate A Low No
Favorable:
Unfavorable:

In relation to your answer above, please circle which area(s) below would be affected and
note how, when condftions are [favorable/unfavorable] regarding the related

——

Area(s) Affected How Affected
Favorable: nature timing extent
Unfavorable: nature timing extent

For this engagement, and in your opinion, the contaol related econcept above is to
extent helpful in assessing [inherent risk/control risk] which, in part, influences assessments
of overall audit risk,
A Very Great A Great A Moderate A Low No
Inherent risk:
Control risk: .
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Control Related Concept

extent 0f a client's monitoring of thein competition

b.

The control related comeept above [should have, in your opinion/actually had]
amount of influence on the assessment of this client’'s control environment.

A Very Great A Great A Moderate A Low No
Should have:
Actually had:

m—m—— eme— eseeas—
e ———

If your answers to the “should have" and "actually had" lines were different, please give
a brief explanation.

1f both of your answers in part 1.a. were "no", please omit part 1.b.
In one of your answers in part 1.a. was “no”, please respond to only the other line in part 1.b.

The on the job [should have/actually had] operational responsibility (as opposed to
ultimate responsibility which the partner always has) for assessing the.control related concept
abdve, for this engagement.
Supervisor/ Principal/
Junior Senior Manager Partner

Should have:
Actually had:

For this engagement, and in your opinion, the contral relatrd concept above is an accounting
control to extent and an administrative control to extent. (You should
respond in Doth categories and your answers need not be mutually exclusive.)
A Very Great A Great A Moderate A Low to
Accounting:
Administrative:

For this engagement, and in your opinfon, 1f you found [favorable/unfavorable] conditions
existing in regards to the control related concept above, the nature, timing and/or effect
of your subsequent audit programs would be affectad to extent,
A Very Great A Great A Moderate A Low No
Favorable:
Unfavorable:

In relation to your answer above, please circle which area(s) below would be affected and
note how, when conditions are [favorable/unfavorable] regarding the comtrol related

Area(s) Affected How Affected
Favorable: nature timing extent
Unfavorable: nature timing extent

For this engagement, and in your opinion, the contaold related concept above is to
extent helpful in assessing [inherent risk/control risk] which, in part, influences assassments
of overall audit risk.
A Very Great A Great A Moderate A Low No
Inherent risk:
Control risk: .
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This form should only be completed by one team member, preferably the engagement
partner or manager.

Please place an "X" on the space representing the best description of the client.

1. INDUSTRY (mark gne according to client's predominant source of revenues)

Agriculture Utilities
Manufacturing: Wholesale
Food
Textiles Retail
Chemicals -
Petroleum Financial:
Metals Banking
Machinery Insurance
Electrical Brokerage

Machinery Other (please specify)
Transportation
Measuring

Instruments Other Services:
Other (please specify) Professional

Entertainment
Non-profit

Transportation: Other (please specify)
Rail
Air
Road

Other (please specify)

2. MANAGEMENT
a. Which one of the following best describes the predominant focus of this
client™s strategy for enhancing profits?

tends to focus on internal matters (e.g. controlling costs and
developing or refining their technological bases)

tends to focus on external matters (e.g. monitoring actions of
competitors, suppliers, and customers in order to exploit
opportunities)

tends to exhibit a balanced focus on both internal and external
matters

h. Over the last three years, in which category(ies) did the client experience
significant personnel turnover irregardless of cause? (The categories
are intended to be mutually exclusive).
top executive management (e.g. CEO, VP of finance or slaes, etc.)
accounting management (e.g. Controller, Accounting supervisor, etc.)
accounting staff (e.g. clerks, cost accountants, etc.)
EDP management (e.g. Chief programmer, In-charge operator, etc.)
EDP staff (e.g. non supervisory personnel)
internal audit management (e.g. Director, Supervisor, etc.)
others whose job was affiliated with the financial reporting process
(please specify)

T
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CLIENT FINANCIAL DATA (If the audit date noted on the cover sheet is a
completed audit use the audited financial statement amounts. If the audit
date noted on the cover sheet is for an audit in progress, use your best
estimate of what the final audited statements are most likely to report.
In either case, your reference point is the audit date on the cover sheet.)
a. Total assets are:

less than $10,000,000

between $10,000,000 and $100,000,000

greater than $100,000,000

b. The client's change in total assets from the year prior to the cover
sheet audit date is:
Decreased Increased
15% or more
14% to 6%
5% or less
No change

c. The Total Debt/Total Assets ratio as calculated from balance sheet
amounts for the cover sheet audit date, ignoring items such as
uncapitalized leases and convertible perferred stock, is:

40% or less

between 40% and 60%

60% or more

d. The client's change in net income from the year prior to the cover
sheet audit date is:
Decreased Increased
30% or more
29% to 20%
19% to 10%
9% or less
No change

INFORMATION SYSTEM

Over the last three years audited, which one of the following best describes
the client's financial reporting system?

changed from predominantly manual to predominantly EDP

changed from predominantly EDP to predominantly manual

no change - has remained predominantly EDP

no change - has remained predominantly manual

ORGANIZATION .

a. How would you characterize the dispersion of this client's main opera-
tions facilities (e.g. plant sites, outlets, branches, etc.)? Place
an "X" on the appropriate space.

Highly Highly
Diffused Localized

b. How would you characterize the client's management structure? Place an
"X" in the appropriate space.

Highly Highly
Decentralized Centralized
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PREDICTABILITY
In your opinion, how would the investing public most 1ikely assess this

client's financial performance? Place an "X" on the appropriate space.

Unpredictable . Predictable

CONTROL ETHIC (defined as the desire and commitment towards the fostering

of an organizationally healthy control consciousness in general and employ-

ment of controls in specific).

a. How would you characterize the extent to which accounting management
maintains and exercises a control ethic? Place an "X" 1n the

appropriate space.

An
Too Appropriate Too
Little Amount Much

b. How would you characterize the extent to which client management, in
general, maintains and exercises a control ethic? Place an "X" on
the appropriate space.

An
Too Appropriate Too
Little Amount Much
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This form should only be completed by one team member, preferably the engage-
ment partner or manager.

1. How many years has this practice office been the principal auditor for
this client?

2. Would you say that your practice office "specializes" in clients in
this industry? (As a guide, if 20% or more of your office's chargeable audit
hours are for clients in this industry, consider it a specialty).

3. Approximately how many auditing professionals (i.e. CPAs and those working
towards the CPA, who derive over half of their chargeable hours from typical
opinion audit engagements as opposed to tax, consulting, etc.) are employed
by your practice office?

4. Over the past three years this practice office's professional auditing
staff (see #3 for definition of auditing professionals) has (in numbers) ...
(Place an "X" on the appropriate line)

grown slightly.

grown a great deal.

not changed substantially.
decreased slightly.
decreased a great deal.

5. For your practice office's audit team, and for the audit date of this client as
noted on the cover sheet versus the prior year's audit, there was ...
(Place an "X" on the appropriate 1ine)

YES NO

a change in the lead engagement partner assigned.
a change in the lead engagement manager assigned.
a change in the lead engagement senior assigned.

tt—
—
———
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This form should be completed by each audit team member.
The following biographical data is an important part of this study. It

is needed in order to investigate whether differences in opinions, related
to control environment evaluations, occur along auditor profiles.

1. Your firfm's name:

Your years of audit experience:

Your position title:

Your office location at time of this engagement:

g s W N

If you have ever worked in a professional capacity outside of public
accounting, please complete the following:

Type of position: Internal auditor
Accounting/Information systems (non-auditor)

Finance related

Other (please specify)

Type of industry:

Number of years of experience:

Years since leaving above industry:

6. Place an "X" on the line next to the best description of your auditing
experience in regards to client mix over the last three (3) years.

Primarily a specialist (i.e. over 50% of your audit assignments
have been within one industry). If so, please specify the
industry (e.g. banking, insurance, retailing, etc.)

Primarily a generalist (i.e. a mix of industry assignments with
no one industry dominating).

7. Place an "X" on the line next to each kind of specialized audit training
that you have received beyond what all general purpose auditors at your
level receive.

statitical techniques

computer auditing

specific industry training (please specify)

other (please specify)
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Participant Profile (continued)

What academic degree(s) do you have and in what major(s)?

Degree(s) Major(s) (choose from accounting, other business
liberal arts, computer science, etc.)

Please rate the following aspects of the exercise you have just completed by
placing an "X" on the appropriate space.

a. The exercise itself:

Dull Interesting

b. The clarity of the instructions:

Unclear . Clear

c. The comprehensiveness, fn a control environment context, of the controil
related concepts presented in this study:
Incomplete Complete

Length of time it took you to complete this entire exercise.
minutes

Any comments you have concerning this study, its methods, its relevance, etc.
are most welcome.

Thank you for your cooperation!

PLEASE RETURN THIS COMPLETED BOOKLET TO THE CONTACT PERSON AT YOQUR OFFICE.
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To: Mark E. Haskins
409 Business Administration Building
The Pennsylvania State University
University Park, PA 16802

I would like a summary of the results of your study when
they become available. My address is below.

This is an area I am really interested in. Let's discuss -
these issues sometime in the near future. You can get in
touch with me as noted below.

Here are some readings and/or people that I think you might
find helpful:

Name

Address

Phone
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DEMOGRAPHIC VARIABLE LABELS*

1. Industry CLONE
2. Management's Focus CLIWOA
3. Personnel Turnover CLTWOB
4. Total Assets CLTHREEA
5. Change in Total Assets CLTHREEB
6. Total Debt/Total Assets CLTHREEC
7. Change in Net Income CLTHREED
8. Information System in Place CLFOUR
9. Operation's Structure CLFIVEA
10. Management's Structure CLFIVEB
11. Predictability of Financial Performance CLSIX
12. Accounting Management's Control Ethic CLSEVENA
13. Top Managements' Control Ethic CLSEVENB
14, Years Auditing this Client AUDONE
15. Office Specialize in this Type Client AUDTWO
16. Change in Office Size AUDFQOUR
17. Change in Audit Team AUDFIVE
18. Firm ONE
19. City FOUR
20. Years of Audit Experience WO
21. Prior Work Experience FIVE
22. Specialist/Generalist SIX
23, Speclalized Tralning SEVEN
24. Highest Academic Degree EIGHT

*AUDTHREE dealt with the size of the various audit firms and since they
were all very similar it was dropped from the analysis. THREE

dealt with the auditors' titles and was dropped in lieu of

using their years of experience.
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GLOSSARY OF ACRONYMS



ATA
AICPA
ASR

CCH
CPA
EDP
FASB
FCPA
FEI
FERF
GAAP
GAAS
GAO
SAP
SAS
SEC
spss*
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GLOSSARY OF ACRONYMS

American Accounting Association

American Institute of Accountants

American Institute of Certified Public Accountants
Accounting Series Release .
Commission on Auditor's Responsibilities
Commerce Clearing House

Certified Public Accountant

Electronic Data Processing

Financial Accounting Standards Board

Foreign Corrupt Practices Act of 1977

Financial Executive's Institute

Financial Executive's Research Foundation
Generally Accepted Accounting Principles
Generally Accepted Auditing Standards
Governmental Accounting Office

Statement on Auditing Procedures

Statement on Auditing Standards

Securities and Exchange Commission

Statistical Package for the Social Sclences: X
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