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PERRY GLEN MOORE

External Auditor Reliance on Internal Auditors: An
Examination of the Similarity of Auditor Judgments

(Under the direction of CARL S. WARREN)

External auditors increasingly rely upon internal
auditors in the performance of the external audit. Such
reliance provides one means by which an external auditor can
reduce fees and thus compete more effectively in the market
place. Under Statement on Auditing Standards (SAS) No. 65,
The Auditor's Consideration of the Internal Audit Function
in an Audit of Financial Statements, external auditors may
rely on the work of internal auditors in gaining an
understanding of the internal control structure, in
assessing control risk, and in substantive testing.
Implicit in this reliance is the assumption that internal
auditor judgments are similar to those of external auditors.

This study investigated this similarity assumption.
Specifically, this study examined whether internal auditors,
as a group, made similar judgment(s) as external auditors.
These judgments were analyzed within a framework that
studied both the context (internal control test vs.
substantive test) and the nature (objective vs. subjective)
of the audit judgments.

One hundred fifty-one research instruments were
distributed to 81 internal and 70 external auditors in two
Southeastern cities. 53 (44) internal (external) auditors
responded. The results of this study demonstrate that

internal auditors and external auditors do not make similar
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judgments. Judgments in areas involving substantive tests
and subjective assessments were not similar. However,
similar judgments were made for judgments relating to
internal control tests and objective assessments. In such
areas, external auditors may rely on the work of internal
auditors. To that extent, this study lends partial support
to SAS No. 65. In addition, the study identifies a
consistent bias by internal auditors to not place as much

reliance on the internal control structure as external

auditors do.

INDEX WORDS: Internal Audit, External Audit, Auditor
Judgment, Competence, Objectivity,

Organizational Independence, SAS No. 65
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CHAPTER I
INTRODUCTION

Accounting has been identified as an information system
designed to communicate relevant quantitative/qualitative
data about economic events affecting a business
organization. As such, accounting functions as the language
of business. An important component of that language is
auditing, which is defined as

. . . the process by which a competent,

independent person accumulates and evaluates

evidence about quantifiable information related to

a specific economic entity for the purpose of

determining and reporting on the degree of

correspondence between the quantifiable
information and established criteria [Arens and

Loebbecke 1991, 2].

This definition emphasizes several characteristics of
auditing. First, the auditor must be independent. This
separation from the auditee lends credibility to the
auditor's report.! Second, the auditor gathers evidence
about the auditee's operations. A report cannot be issued
without sufficient evidence supporting the work performed.
Third, the auditor must issue an opinion, a disclaimer of

opinion, or some other type of report. Generally, auditors

IThis standard of independence is different for internal
and external auditors. External auditors must be independent
of their clients, while internal auditors must be independent
of the activities they audit.
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are engaged for specific purposes, and their reports
communicate the auditee's success in meeting a set of pre-
established criteria. For example, a public accounting firm
may issue a standard audit report (opinion) on the fairness
of the auditee's financial statements. An internal audit
function may release an audit report on the effectiveness of
the auditee's internal controls with regard to their
compliance with federal and/or state pollution policies. As
Chapter II will demonstrate, the objectives of these two
groups of auditors are different. External auditors are
primarily engaged to express an opinion on the fairness of
the financial statements. On the other hand, internal audit
departments are established within business entities to
assist the company in becoming more efficient and effective.
Business entities request audits for a variety of
reasons. Wallace [1985] discusses this demand for auditing.
She proposes three different arguments which result in a
demand for auditing. First, she recognizes the impact of
agency theory on auditing. Under this argument, managers,
who act as stewards for absentee owners, contract for
outside audits to monitor their activities. Second, Wallace
discusses the importance of information to investors. Under
this scenario, an audit is demanded by investors because it
increases the quality of financial information. Third, she
examines the insurance relationship of the audit. Under
this hypothesis, managers demand an audit to diversify their

risk of expected loss due to litigation. Wallace stresses
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that these arguments are not competing hypotheses and that
each may have some impact on the demand for auditing.

Within this business environment, auditors may operate
in a variety of areas. In particular, this paper focuses on
auditing from two different perspectives: external auditing
and internal auditing. External auditors are primarily
hired to conduct the entity's annual financial statement
audit. As a result, their work and association with the
client is somewhat limited. On the other hand, internal
auditors function within the entity on a year-round basis.
This continuous presence enables the internal audit
department to focus on different aspects in addition to the
traditional financial oriented audit. Internal audits
encompass many areas, including operational, EDP,
managerial, and compliance. The next section discusses

today's auditing environment.

Today's Auditing Environment

Internal auditors and external auditors attempt to
operate in an environment which has significantly changed in
the past twenty years. Public accounting firms could not
advertise or directly solicit clients prior to ethics
changes in the late 1970's. Such changes made it easier for
the external auditing consumer to compare services across
firms. More recent developments allow the external auditor

to accept contingent fees, except for engagements where
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independence is required (i.e., a financial statement
audit).

The Foreign Corrupt Practices Act of 1977 focused
management's attention on the entity's internal control
structure. This act reinforced management's responsibility
for that structure. At that time, many entities without
internal auditors created such functions to supplement the
control structure and existing internal audit functions were
strengthened [Sawyer 1988].

In addition, the recessionary period of the early
1980's and the increased threat of stronger competition for
American consumer dollars (i.e., imports) challenged many
entities. Such pressures led many businesses to examine
their entire cost structure. For example, the success of
Japanese automobile imports forced General Motors, Ford, and
Chrysler to trim billions of dollars in costs.

One cost closely examined by public accounting firms
and their clients was the cost of the external audit. This
cost consists of two components: (1) the direct cost of the
external audit and (2) the internal costs of supporting the
external audit function. Management, the board of
directors, and audit committees have increasingly focused on
reducing the external auditor's fee [Sawyer 1988; Berry
1983; Macchiaverna 1981]. 1In some cases, companies have
even changed auditors to decrease audit fees [Couch 1988].
This fee pressure has also affected public accounting firms.

Simon and Francis [1988] document the existence of price-
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discounting on initial engagements by public accounting
firms.

The internal costs of supporting the external audit
function have also attracted attention [Wallace 1984]).
These costs include, among others, the development and
maintenance of the client's internal control structure.
Statement on Auditing Standards (SAS) No. 55 [1988],
Consideration of the Internal Control Structure in a
Financial Statement Audit, indicates that the internal
control structure consists of three elements: the control
environment, the accounting system, and control procedures.
The internal audit function is specifically identified as a
component of the control environment [paragraph 9].

External auditors increasingly rely upon and use the
internal audit function in the performance of the external
audit. Such reliance on and use of internal auditors
provides one means by which an external auditor can reduce
fees and thus compete more effectively in the market place.
Such use of and reliance on internal auditors led to the
revision of SAS No. 9 [1975], The Effect of an Internal
Audit Function on the Scope of the Independent Audit. SAS
No. 9 provided guidance for external auditors planning to
rely on the internal audit function. Under SAS No. 9,
external auditors relied on the internal audit function
primarily in gaining an understanding of the internal

control structure and in assessing control risk. External
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auditors also used internal auditors for direct assistance
under close supervision in a para-professional role.

The Auditing Standards Board (ASB) revised SAS No. 9 in
1991 by issuing SAS No. 65, The Auditor's Consideration of
the Internal Audit Function in an Audit of Financial
Statements. SAS No. 65 expands on SAS No. 9 by permitting
additional reliance on internal auditors in performing
substantive tests and by encouraging coordination between
the two audit functions. The next section discusses the
external auditor's concern regarding their reliance on the

work of internal auditors.

Focus of This Study

Internal audit judgments made under SAS No. 9 were
relatively routine: to assist the external auditor in
gaining an understanding of the internal control structure
and in assessing control risk. In contrast, under SAS No.
65, internal audit performance of substantive tests
generally requires more judgment than the other types of
tests. Some of these judgments may be subjective in nature.

This concern with external auditors' reliance on
internal auditors' performance of substantive tests was
expressed by Robert Roussey, an ASB member, who qualified
his assenting vote on SAS No. 65 as follows:

. « . the Statement [SAS No. 65] may be

interpreted to mean that the [external] auditor

may consider work performed by internal auditors

as a replacement for the substantive procedures

the [external] auditor should perform to obtain

sufficient, competent, evidential matter to
support the audit opinion [SAS No. 65, page 14].
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While internal audit work may not be substituted for
external audit work,? the work of internal auditors is
increasingly being relied upon by external auditors [Wallace
1984; Mautz et al. 1984]. Implicit in this reliance is the
assumption that internal auditor judgments are similar to
those of external auditors. This study will investigate
this similarity assumption. The research question examined
by this study is the following:

Do internal auditors and external auditors make
similar judgments?

To illustrate, an Auditing Procedures Study [American
Institute of Certified Public Accountants (AICPA) and
Canadian Institute of Chartered Accountants (CICA) 1989]
indicates that resolving exceptions from Accounts Receivable
confirmations is an activity which may be performed by
internal auditors. SAS No. 65 explicitly provides for such
internal audit work:

. « . the internal auditors . . . may confirm

certain accounts receivable . . . The results of

these procedures can provide evidence the

[external] auditor may consider in restricting

detection risk for the related assertions.

Consequently, the [external] auditor may be able

to change the timing of the confirmation

procedures, the number of accounts receivable to

be confirmed . . . [paragraph 17].

A judgment made by an internal auditor in resolving one or
more exceptions may not be similar to one made by an

external auditor. Such differences and subsequent reliance

on that judgment by the external auditor may affect the

substitution is explicitly prohibited by SAS No. 9
[paragraph 1] and implied by SAS No. 65.
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external auditor's assessments of the likelihood of material
misstatements. This, in turn, may affect the ultimate
opinion on the financial statements and the effectiveness of
the external auditor.

The results of this study demonstrate that internal
auditors and external auditors do not make similar
judgments. Judgments in areas involving substantive tests
and subjective assessments were not similar. However,
similar judgments were made for judgments relating to
internal control tests and objective assessments. In such
areas, external auditors may rely on the work of internal
auditors. To that extent, this study lends partial support
to SAS No. 65. In addition, the study identifies a
consistent bias by internal auditors to not place as much
reliance on the internal control structure as external

auditors do.

Organigation of Research

The remainder of this study is organized as follows.
Chapter II provides additional background by discussing the
overall audit process. This chapter also explores the
impact of the internal audit function on the external audit
and issues that are raised by external auditor reliance on
internal audit work. Chapter III contains a literature
review of past research and potential contributions of this
study. Chapter IV discusses the methodology of the study.

This chapter identifies possible judgment differences and
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how these differences may be examined. A series of

hypotheses is developed, and the research instrument is

introduced. Chapter V describes the findings of this study.

In Chapter VI, a summary of these results is presented, and

appropriate limitations of the research are also identified.
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CHAPTER II
THE OVERALL AUDIT PROCESS

The external auditor's primary objective is to express
an opinion on the fairness of the client's financial
statements [American Institute of Certified Public
Accountants (AICPA) 1992: AU 110.01). Over the course of
an audit engagement, the external auditor gathers evidence
to support the expression of an opinion. Arens and
Loebbecke [1991] identify four phases to this opinion
formulation process. Chapter II discusses this overall
audit process and relates the internal audit function to the
external audit process. In addition, the chapter explores
some of the issues raised by external auditor reliance on

the work of internal auditors.

Phase I - Plan and Design an Audit Approach

In the first phase, the external auditor acquires
knowledge about the business to develop an overall audit
strategy. As the external auditor develops the engagement
strategy, the auditor focuses on the audit objectives and
the available evidential matter to achieve these objectives.
A detailed audit program is a product of this strategic

analysis. The audit program serves as a guide for

10

Reproduced with permission of the copyright owner. Further reproduction prohibited without permission.



11
conducting the audit and includes specific procedures
required for arriving at an opinion.

During this planning phase, the external auditor gains
an understanding of the client's internal control structure
in order to plan how much reliance may be placed on this
structure. In addition, the external auditor also acquires
an understanding of the nature of the firm's business
activities. Knowledge of these and other areas is an
important component of this reliance judgment. Next, the
external auditor makes a preliminary assessment of control
risk. Materiality levels and acceptable levels for audit
risk and inherent risk are also established during Phase I.

In addition, under Statement on Auditing Standards
(SAS) No. 65 [1991], The Auditor's Consideration of the
Internal Audit Function in an Audit of Financial Statements,
the external auditor evaluates the internal audit function
to determine whether internal audit activities are relevant
to the financial statement audit [paragraphs 4-8]. If the
activities are relevant, the external auditor evaluates the
internal auditors' competence, objectivity, and quality of
work under guidelines established by SAS No. 65. A
satisfactory evaluation lends support to a closer working
relationship. Coordination between the two functions on
certain audit activities may also be provided for at this

stage.
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Phase II - Test Controls and Transactions

If reliance on the internal control structure is
planned, the external auditor makes appropriate tests of the
controls (e.g., compliance tests) to determine their
effectiveness. For example, procedures related to the
receipt of Cash on account may be analyzed to determine if
they are adequate to ensure that Cash transactions are
properly recorded. The external auditor uses such evidence
to support the preliminary assessment of control risk. A
low assessed level of control risk, combined with evidence
that the controls are working effectively, can lead to a
decrease in the extent of substantive testing planned.

External auditors use substantive tests to search for
errors or irregularities within the account balances. Some
of these tests involve evidential procedures such as
observation, inquiries, or inspection to determine whether
the balances on the balance sheet and income statement are
fairly stated in all material respects. While some
substantive tests are performed during Phase II, the

majority of such tests are performed in Phase III.

Phase III - Perform Analytical Procedures and Tests of
Details of Balances

In addition to using substantive tests, external
auditors use analytical review procedures to substantiate
the account balances. Such tests and procedures provide the
external auditor with evidence to support management's

representations in the financial statements. Due to their
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13
complex nature, some of these accounts and representations
(e.g., Loan Loss Reserves) are more difficult to substan-
tiate than others (e.g., Cash).

Throughout the first three phases, the external auditor
tests management's assertions in the financial statements.
AU 326 [AICPA 1992] identifies these assertions as (1)
existence or occurrence, (2) completeness, (3) rights and
obligations, (4) valuation or allocation, and (5)
presentation and disclosure. For example, ending
Merchandise Inventory is physically observed and counted to
verify its existence. Cut-off tests of Accounts Payable are
performed after year-end to search for unrecorded
liabilities to verify both completeness and rights and
obligations. Ideally, the client's internal control

structure functions to support and document these assertions

by management.

Phase IV - Complete the Audit

The external audiﬁor ties the evidence together in
Phase IV. To supplement the testing performed in earlier
phases, the auditor searches for, among other things,
contingent liabilities and events subsequent to the balance
sheet date. The external auditor integrates the evidence
gathered, evaluates its content, and makes a judgment
regarding the fairness of the financial statements. This

judgment ultimately leads to the expression of an opinion.
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Thus far, this discussion has focused on external
auditor activities. However, external auditors do not
operate in a vacuum. Increasingly, more firms are turning
to their internal auditors for assistance [Wallace 1984].
The next section of this chapter explores the impact of such

assistance.

Impact of the Internal Audit Function on the External Audit
Internal auditing is defined as "an independent
appraisal function established within an organization to
examine and evaluate its activities as a service to the
organization" [Standards for the Professional Practice of
Internal Auditing 1985, 1] (IIA Standards). The role
portrayed by the internal audit function in regards to the
financial statement audit has changed over the years [AICPA
and Canadian Institute of Chartered Accountants (CICA)
1989]. First, as mentioned previously, ccmpetitive
pressures on external auditors to reduce their fees led to
more reliance on the internal audit function. Second, the
Foreign Corrupt Practices Act of 1977 emphasized the
importance of a strong internal control structure. Third,
internal auditing took steps to be recognized as a
profession. One of these steps, taken by the Institute of
Internal Auditors (IIA), included the issuance of profes-

sional standards for internal auditors. SAS No. 65

3SAS No. 65 [footnote 2] notes that this concept of
independence is different from that required of external
auditors.
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recognized these changes, broadened areas for potential
reliance, and encouraged more coordination between the two
functions.*

As discussed earlier, SAS No. 55 [1988], Consideration
of the Internal Control Structure in a Financial Statement
Audit, indicates that the internal audit function is an
important aspect of the control environment. Internal
auditors operate within this environment to test the
effectiveness and efficiency of the accounting system and
control procedures. As a part of this work, internal
auditors routinely document the function and effectiveness
of various controls ([Schiff 1990]. This internal audit work
contributes to the reliability of the control environment
and the financial statements [AICPA and CICA 1989]. SAS No.
65 identifies two other areas where the internal audit
function impacts the external audit function: (1) the
external auditor may rely on the work of the internal
auditor and (2) the external auditor may use the internal
auditors to provide direct assistance. The following para-

graphs discuss these areas.

Reliance on Internal Auditors
SAS No. 65 [paragraph 12] identifies three areas where

an internal auditor's work may affect the nature, timing,

‘For a summary of the similarities and differences
between SAS No. 9, The Effect of an Internal Audit Function on
the Scope of the Independent Audit [1975], and SAS No. 65, see
Appendix A.
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and extent of the external audit. These areas include the

following types of external audit activities:

1. Procedures the auditor performs when obtaining an
understanding of the entity's internal control
structure

2. Procedures the auditor performs when assessing risk

3. Substantive procedures the auditor performs

For purposes of this study, these areas will be
classified into two categories: work related to the
internal control structure and work related to substantive
testing. The first two activities are related to the
client's internal control structure. Auditors use
compliance tests and other related tests to investigate this
structure. Reliance on such work was permitted under SAS
No. 9. The third activity pertains to the use of different
audit procedures which address the "accuracy" of the account
balances on the financial statements. Reliance on these
types of procedures is now permitted under SAS No. 65.

As discussed previously, the client's internal control
structure is the focus of the first two phases of the
external audit process. The external auditor assesses
control risk during Phase I. The internal auditor's role as
part of the control environment, in addition to their own
work in evaluating controls, lends support to the external
auditor's risk assessment. For example, the internal
auditor's examination of an on-line disbursement system may
document what controls exist and how effectively these

controls are working. External auditors may use this

information in assessing risk or in planning their own work.

Reproduced with permission of the copyright owner. Further reproduction prohibited without permission.



17

External auditors primarily perform substantive tests
during Phase III to verify the client's account balances.
Internal auditors may also perform substantive tests during
their audits of various activities within the entity. For
example, an internal audit of an entity's distribution
system at various warehouse locations may lead the external
auditor to reduce the number of planned field visits. An
internal audit of receivables may involve confirmation of
certain balances. This may lead the external auditors to
change the timing of their own confirmations or to reduce
the number of receivables to be confirmed.’

In deciding whether to rely upon the work of internal
auditors, the external auditor assumes that internal
auditors will make judgments similar to their own. The
similarity of judgments between the two groups increases in
importance as more reliance is planned and/or placed on the
internal audit function.® Of course, this similarity
assumption is applicable only in situations where the
external auditor relies on the work of internal auditors.

The next section discusses another alternative.

SThe Auditing Procedures Study [AICPA and CICA 1989]
referred to earlier elaborates on additional activities which
may be performed by internal auditors. Table 1 contains a
list of such activities.

¢In discussing the relationship between internal auditors
and external auditors, SAS No. 65 emphasizes the importance of
materiality, the risk of material misstatement, and the degree
of subjectivity in support of management's assertions. As

these factors increase, ". . . the need for the [external]
auditor to perform his or her own tests of the assertions
increases. As these factors decrease, the need . . ." for

external auditors to perform their own tests and review the
internal auditor's work decreases [paragraph 20].
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TABLE 1

INTERNAL AUDIT WORK WHICH MAY BE RELIED UPON

Audit of revenue cycle and Accounts Receivable

1. Document system of internal control.

2. Perform observation and inquiry tests.

3. Test computer controls.

4. Perform analytic procedures.

5. Select accounts for confirmation, mail
confirmations, and resolve exceptions.

6. Sales and sales returns cut-offs.

7. Test accuracy of aging schedule.

8. Review significant related-party transactions.

Audit of Purchases and Inventory control system

Document system of internal control.

Perform observation and inquiry tests.

Test computer controls.

Perform analytic procedures.

Observe physical inventory.

Sales and purchases cut-offs.

Search for unrecorded purchases and payables.
Clerical testing of inventory records.

Price testing.

OO W=
.

Audit of multiple subsidiaries

1. Document system of internal control.

2. Test internal control at all subsidiaries and
departments on a rotating basis.

3. Test controls at central computer location.

4. Audit other locations.

Using Internal Auditors to Provide Direct Assistance
Both SAS No. 9 and SAS No. 65 support the possibility

of internal auditors providing direct assistance to the
external audit function. 1In these situations, the internal
auditor works under the direct supervision of the external

auditor. In fact, direct assistance is not limited to
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internal auditors. Client personnel from a variety of
internal departments may assist the external auditor. This
assistance does not usually require extensive judgment on
the part of the internal auditor and is subject to review as
if the work had been performed by a member of the external
auditor's staff. In such situations, the internal auditors
(or other client personnel) operate as members of the
external audit "team". For these reasons, this form of

assistance is not of interest to this study.

Issues Related to Reliance on the Internal Audit Function
This paper has discussed the external audifors' concern
that internal auditor judgments will not be similar to their
own judgments. External auditors investigate the internal
audit function's competence, objectivity, and quality of
work to alleviate such concerns.” The following sections

identify issues related to competence and objectivity.

Compatence on Financial Statement Audits
As used in auditing, the word "competence" suggests
several different auditor characteristics. AU 210 [AICPA
1992] elaborates on some of these characteristics. First,
the auditor is to acquire the appropriate education. At a

minimum, this education includes the basic accounting and

'As discussed previously in this chapter, under SAS No.
65 the external auditor is required to evaluate each of these
components if reliance on the work of internal auditors is
planned.
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auditing knowlédge required for entry into the profession.
Second, the auditor is to be properly trained. This
training includes knowledge and application of firm
procedures, as well as continuing education about new
developments. Third, competency includes acquiring
professional experience. This "on the job" training enables
the auditor to make judgments that increase in difficulty
over time. These three characteristics (education,
training, and experience) all deal with the knowledge the
auditor gains over the years. This knowledge of accounting
and auditing and how things work provides the auditor with
the competence needed to complete their professional
obligations.

In that specific light, external auditors may be
considered more competent than internal auditors in
performing the financial statement audit. External auditors
undergo extensive training over their firm's standard
procedures. This training emphasizes the successful
completion of the financial statement audit. External
auditors also acquire broad experience in financial
statement audits through their work for various clients.
Such experience emphasizes the importance of firm procedures
and professional judgment in completing the audit. Internal
auditors may not possess the same degree of competence or
knowledge of financial statement audits as external
auditors. This is because their education, training, and

experience does not necessarily emphasize the financial
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statement audit process.® As a result, the potential exists
for internal auditors to make different judgments than

external auditors.

Objectivity/Organizationzl Independence

The concept of independence is applied differently by
external auditors and internal auditors. Generally accepted
auditing standards (GAAS) require the external auditor to be
independent in appearance and in fact from their clients
[AICPA 1992: AU 220]. The objective of this independence
standard is to lend credibility to the external auditor's
opinion on the client's financial statements. In contrast,
internal auditors are not truly independent of their company
due to the nature of their employment contract with
management. However, the standards for internal auditors do
require independence from the activities they audit [IIA
Standards, Standard 100]. Under GAAS, external auditors are

reluctant to apply the concept of independence to internal

$Internal auditing, as it is commonly practiced today,
focuses on a broader picture than just financial audits. This
training and experience encompasses various areas, including
operational, compliance, and EDP. In Mautz et al. [1984],
internal audit directors report that only 32 percent of their
function's time is spent on monitoring internal accounting
control. A 1983 survey of the internal auditing profession
[White and Xander 1984] reports that 46 percent of audit
efforts are spent on financial audits.

In addition, Schiff ([1990] reports that 64 percent of
internal audit directors view their function as a "tour of
duty". In that light, some of these internal auditors may not
possess much, if any, education, training, or experience in
accounting or auditing.
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auditors. Instead, GAAS refers to the objectivity of the
function.

In Abdel-khalik et al. [1983, 218], ". . . organiza-
tional independence of the internal audit staff is a
surrogate of its objectivity." Their foundation for this
surrogate was SAS No. 9 [1975], which says:

When considering the objectivity of internal
auditors, the independent auditor should consider
the organizational level to which internal
auditors report the results of their work and the
organizational level to which they report
administratively. This frequently is an
indication of the extent of their ability to act
independently of the individuals responsible for
the functions being audited. . . [paragraph 7].

In contrast, SAS No. 65 requires the external auditor
to make inquiries concerning the internal auditors'
organizational status within the entity [paragraph 5]. 1In
addition,

When assessing the internal auditors' objectivity,
the [external] auditor should obtain or update
information from prior years about such factors
as:

o The organizational status of the internal
' auditor responsible for the internal audit
function, including --

-- Whether the internal auditor reports to an
officer of sufficient status to ensure broad
audit coverage and adequate consideration of,
and action on, the findings and
recommendations of the internal auditors.

- Whether the internal auditor has direct
access and reports regularly to the
board of directors, the audit committee,
or the owner-manager.

- Whether the board of directors, the
audit committee, or the owner-manager
oversees employment decisions related to
the internal auditor. [paragraph 10]
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Under SAS No. 65, the external auditor focuses on the
organizational status of the internal audit function as an
indication of its objectivity. Such focus appears to be a
surrogate measure for organizational independence.’ The
"lack" of organizational independence of internal auditors
may lead to a judgment bias in favor of management. Such
bias may increase in likelihood for internal audit functions
without a direct reporting relationship (either functional
or administrative) to the audit committee of the board of
directors.

Harrell et al. [1989) examine objectivity by
investigating management's ability to bias the objectivity
of internal auditors. Their study reports significant
results between internal auditors who are ITIA members and
internal auditors who are not IIA members. This study will
attempt to replicate the results of Harrell et al. [1989].

This chapter has summarized the overall audit process,
particularly in regards to the external auditor. Internal
audit departments may operate within this environment as
both a complement and supplement to the external auditor's
work. Naturally, external auditors are concerned whether
internal audit judgments will be similar to their own.
Different judgments may arise because external auditors are
more competent in performing the financial statement audit.

Differences may also arise because the internal auditors

This study will use the same convention: organizational
independence will serve as a surrogate for the objectivity of
the internal audit function.
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lack organizational independence. Chapter IV will further
develop these two areas in the context of this study.
Chapter III discusses the contemporary academic
literature, which has focused primarily on SAS No. 9.
Implications of that prior body of research on the present

study are identified, as are the potential contributions of

this study.
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CHAPTER III
LITERATURE REVIEW
Much of the contemporary academic research related to
internal auditing has focused on the application of

Statement on Auditing Standards (SAS) No. 9 [1975], The

Effect of an Internal Audit Function on the Scope of the
Independent Audit. This research concentrates on the
external auditor's initial reliance judgment. Specifically,
SAS No. 9 [paragraph 4] identified the internal auditor
characteristics of competence, objectivity, and quality of
work!® as the key components of this initial judgment.

Early research attempted to identify specific
characteristics of competence, obiectivity, and quality of
work. Subsequent research built upon these early studies to
determine which component is considered to be the most
important by external auditors in making the initial
reliance judgﬁent. The following sections discuss this

research and its implications for this study.

Characteristics of Competence, Objectivity, and Quality of
Work

SAS No. 9 identified competence, objectivity, and

quality of work as components of the external auditor's

Ysynonyms for quality of work in prior studies include
the terms "performance" or "work performance".

25
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reliance judgment. A criticism of SAS No. 9 was its failure
to identify specific characteristics of these components.
Gibbs and Schroeder [1979, 1980] and Clark et al. [1981]
were among the first to study these components.

Gibbs and Schroeder [1979] identify factors useful in
evaluating the competence of the internal audit function.
The existence of a continuing education program, the
educational background of the staff, and the quantity and
quality of supervision are among the factors mentioned. 1In
contrast to SAS No. 9, SAS No. 65 [1991], The Auditor's
Consideration of the Internal Audit Function in an Audit of
Financial Statements, explicitly identifies each of these
items (in addition to several others) as factors in
evaluating competence.!

Gibbs and Schroeder (1980] note the failure of SAS No.
9 to provide specific criteria for operationalizing these
assessments. They develop three lists of characteristics
used in practice to evaluate competence, objectivity, and
performance. Several of their characteristics appear on
more than one list. For example, the fourth objectivity
component, "Top management's support of the work of the
internal auditing department," is also the second perfor-
mance component. Two components appear on all three lists
("Form, content, and nature of internal audit department's

reports" and "Internal audit department's degree of

"appendix A identifies each of the factors which may be
used to evaluate competence, objectivity, and quality of work.

Reproduced with permission of the copyright owner. Further reproduction prohibited without permission.



27
compliance with professional standards"). Studies reviewed
in the next section discuss the issues associated with the
overlap of such components.

Clark et al. [1981] focus on objectivity, report
similar results to Gibbs and Schroeder [1979, 1980], and
observe a marked variability by external auditors in
assessing objectivity. Milton [1979] criticizes the
approach of Gibbs and Schroeder [1979], in that they
consider each factor individually. Milton questions whether
this separation is actually performed in practice.

Subsequent research used these lists to determine which
factor is most important to the external auditor in
determining reliance or internal audit strength. Such

studies are discussed in the next section.

Reliance Judgment Process

Schneider [1984] investigates how external auditors
evaluate the strength of the internal audit function. He
attempts to determine how external auditors consider the
three factors together. His results identify work as the
most important component, followed by competence and
objectivity.

One problem in comparing the results from this study to
other studies is that Schneider classifies some of the
factors previously identified with work as characteristics

of objectivity. For example, "Top management's support of
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the internal audit function" is classified under objectivity
and not under performance.

Messier and Schneider [1988] present contradictory
results to Schneider [1984]. They report competence as most
important, followed by objectivity and then work
performance. Schneider [1985] focuses on the relationship
between reliance judgments and evaluations of internal audit
strength. His results show that reliance is occurring. The
external auditors view competénce and work as almost equally
important. Brown [1983] finds two factors to dominate the
reliability judgment: indépendence and satisfaction with
the previous years' audit work.

These mixed results [Schneider 1984, 1985; Brown 1983;
Messier and Schneider 1988] are not surprising. Brown and
Karan [1986]) find that their respondents can not easily
distinguish between competence and performance in judging
reliability. In addition, Messier and Schneider [1988] note
that these studies use different constructs to measure each
factor and emphasize the apparent overlap in operational-
izing each factor. Margheim [1986] determines that external
auditors did adjust the nature, timing, and extent of their
work due to reliance on internal auditors. A combination of
competence/work performance is identified as having a
significant impact on this judgment.

A more recent study by Edge and Farley [1991] (an
extension of Brown [1983]) examines this issue for external

auditors in Australia. While Australian GAAS is somewhat
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different, technical competence and due professional care
are judged to be the most significant out of a list of five
factors.!? Their external auditors also exhibit a high
degree of consensus across subjects.

Abdel-khalik et al. [1983] evaluate the impact cof
certain internal audit factors (EDP audit techniques and
organizational independence) on the external auditor's
initial reliance judgment. Their findings identify the
organizational independence factor (the level to which
internal audit reports) as the most significant. Their
study notes that "[tlhe importance of the level to which the
chief internal auditor.reports appears to be the only factor

about which a high degree of consistency between subjects

was achieved" [p. 226].

Other Research Pertinent to This Study

A study by Harrell et al. [1989] examines management's
ability to bias the internal auditor's objectivity. Their
results show that internal auditors who are members of the
Institute of Internal Auditors (IIA) resist such efforts.
However, internal auditors who are not IIA members do not

resist such efforts.

2The other factors are organizational status, scope of
the internal audit function, and satisfaction with previous
audit work.
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Implications of Prior Research for This Study

Prior studies [Messier and Schneider 1988; Schneider
1985; Margheim 1986; Edge and Farley 1991)] identify
competence as the most important factor in the initial
reliance judgment by external auditors. The lack of such
competence, particularly in regards to the financial
statement audit, may suggest a misplaced reliance on the
internal audit function. Chapter II identified competency,
particularly in regards to the financial statement audit, as
an important component in the evaluation of the internal
audit function.

Prior studies also place an important emphasis on
objectivity [Abdel—khalik et al. 1983; Brown 1983]. Abdel-
khalik et al. [1983) reports that this factor is the only
one which their respondents consistently agreed upon. SAS
No. 65 places an increased emphasis on objectivity. Harrell
et al. [1989] demonstrates management's ability to bias the
objectivity of internal auditors who are not IIA members.
Chapter II identified objectivity as another important
component in the external auditor's evaluation of the
internal audit function. The next section will discuss the

contributions of this study.

Contributions of This Study
The expected results should (1) replicate prior
research concerning external auditors [Ashton 1974; Ashton

and Brown 1980; Brown and Solomon 1990; Burgstahler and
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Jiambalvo 1986), (2) replicate prior research concerning
internal auditors ([Harrell et al. 1989], and (3) develop new
research concerning differences between the two groups. No
study has examined the experience/expertise issue® for
internal auditors. This study will test for differences
both across and within professions [and extend Bonner 1990;
Bonner and Lewis 1990; Frederick and Libby 1986].

In addition, a finding of similar judgments will
support SAS No. 65 and reliance on internal auditors. The
existence of different judgments creates concern for the
external auditor's réliance on internal auditors, which may
impact upon the effectiveness of the audit. Knowledge of
such differences may allow external auditors to compensate
for these differences. For example, external auditors might
assign specific tasks to internal auditors in areas where
similar judgments are demonstrated. Alternatively, in those
areas where differencés are identified, external auditors
may provide the internal auditors with additional training
or develop decision aids to generate similar judgments.

This chapter summarized the literature, its implica-
tions for this study, and the potential contributions of
this study. Chapter IV discusses the research design and
identifies the variables to be studied. That chapter also
develops a series of hypotheses and introduces the research

instrument to be used.

Bsee Chapter IV for more discussion of this point.
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CHAPTER IV
RESEARCH DESIGN
As this research study has demonstrated, reliance on
the work of internal auditors is allowable under generally
accepted auditing standards (GAAS) within the context of

Statement on Auditing Standards (SAS) No. 65 [1991], The

Auditor's Consideration of the Internal Audit Function in an

Audit of Financial Statements. Implicit in this reliance
judgmeht is the assumption that internal auditors and
external auditors will make similar judgments in given
situations. Specifically, this study examines this
similarity assumption: whether internal auditors, as a
group, make similar judgment(s) as external auditors, as a
group.

This chapter discusses the variables used in the study.
These variables were derived from prior research of the
professional. literature (see Chapters II and III for this
discussion) and through discussions with external and
internal auditors. The chapter also develops a series of

hypotheses and introduces the research instrument.

Independent Variables
This study examines differences in auditor judgments

within the context of a variety of audit settings. These

32
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judgments differ in three ways. First, different types of
auditors are making the judgments (internal vs. external).
Second, the judgment context varies (internal control test
vs. substantive test). Third, the task is varied from those
requiring an objective, knowledge-based measure to those
requiring a more subjective assessment. Each of these areas

is discussed in the following sections.

Type of Auditor

One objective of this study is to determine whether
internal auditors and external auditors make similar
judgments across a variety of situations. Several prior
studies have reported judgment differences within the public
accounting profession [see, for example, Bonner 1990; Bonner
and Lewis 1990; Frederick and Libby 1986]. Such studies
suggest an experience or expertise effect as one of the
primary sources of such differences. As Chapter III
indicated, one of the contributions of this study will be to
extend this body of research to internal auditing.
Currently, no study has examined the experience/expertise
issue for internal auditors. Such studieé report judgment
differences between external auditors at different position
levels (i.e., between seniors and managers). These prior
studies hypothesize that these differences may arise because
of the increased experience (or expertise) gained by

managers while on the job.
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Judgment Context

External auditors may rely on internal auditors in work
related to the internal control strﬁcture and in substantive
tests. Both contexts may be influenced by various factors
which may lead to differences in auditor judgments.
Chapters II and III discussed the importance of
organizational independence and competence. This chapter

will develop their potential to create judgment differences.

Oorganizational Indopen&enc‘

The effects of organizational independence on
differences in judgments may differ for internal control
tests and substantive audit tests. Substantive audit
procedures primarily focus on account balances, an important
concern of management. As a result, management may attempt
to exert more pressure on the internal audit function in the
performance of such tests. In contrast, internal control
tests only indirectly affect the account balances and should
not be as subject to management's influence. In addition,
the internal audit function is only a small part of the
complete internal control structure. This structure,
functioning as intended with its checks and balances, makes
it more difficult for management to perpetuate systematic
fraud. Therefore, the potential for bias may increase as
internal auditors are asked to make decisions requiring more

"judgment", a condition existing with substantive tests.
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Competence with Pinancial statement Audits

The effects of competence on differences in judgments
may differ for internal control tests and substantive audit
tests. Documenting the system of internal control and
performing observation and inquiry tests are procedures
internal auditors may perform [American Institute of
Certified Public Accountants (AICPA) and Canadian Institute
of Chartered Accountants (CICA) 1989]. Internal auditors
frequently perform such tests as they evaluate the
effectiveness and efficiency of the entity's internal
control structure [Schiff 1990). Such knowledge of and
experience with the control system may not lead to
differences in auditor judgments. In contrast, substantive
tests are more closely related to determining the "“fairness"
of the account balances, a set of procedures normally
associated with financial statement audits (and external
auditors). Differences in judgment may arise for internal
auditors who are asked to complete substantive audit
procedures in which they have no education, training, or

experience.™

Nature of Judgment
The nature of the judgment may also lead to differences

in auditor judgment. Webster [1984] defines an objective

“Internal auditors do use substantive tests in the
performance of their activities (i.e., confirming Accounts
Receivables). Therefore, such differences likely may arise in
situations where the internal auditor is unfamiliar with a
specific test.
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judgment as "expressing or dealing with facts or conditions
as perceived without distortion by personal feelings,
prejudices, or interpretations.” 1In accounting, objective
judgments typically exhibit a normative answer and, in
this study, are generally knowledge-based. These judgments
are expected to be uniform across auditors. Webster [1984]
defines a subjective judgment as "relating to or being
experience or knowledge as conditioned by personal mental
characteristics or states." In accounting, subjective
judgments do not have a clear-cut, uniform answer. These
objective and subjective judgments may be influenced by
factors related to either organizational independence or

competence with financial statement audits.

Organigational Indcpondonc;

The effects of organizational independence on
differences in judgments may differ for objective and
subjéctive judgments. Objective judgments may not be
influenced by a "lack" of independence because a departure
from the normative response may be more readily observable.
As judgments become more subjective, however, the ability of
management to influence those judgments increases. In
certain situations, management may emphasize the importance
a particular response will have on the financial "success"

of the entity. Such pressure is more difficult to detect

BIn this study, the normative response is the expected
consensus answer, as determined by a group of experts or
authoritative standards.
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since a uniform response may not exist. 1In fact, the
absence of a clearly defined "response" may prompt

management to exert more influence.

Competence with FPinancial Statement Audits

The effects of competence on differences in judgments
may differ for objective and subjective judgments. The
failure to acquire the appropriate knowledge of financial
statement audits may not lead to differences in objective
judgments since a normative, uniform response usually
exists. Such objective judgments tend to be routine.
However, subjective assessments require more "judgment" on
the part of the auditor, "judgment" which is acquired
through education, training, and experience (competency).
Public accounting firms emphasize the importance of such
subjective judgments through the training and experience
they provide. This increased competency with financial
statement audits on the part of external auditors may lead

to different judgments between the two groups.

Dependent Variables

For each case in the research instrument. the dependent
variable will be the judgment provided by the research

subjects. The judgments are requested in several different

formats:

1. Select the "best" response out of n, unordered
possibilities (n = 4 or 5).
Cases: 1, 2, 3, 4, 5, 10, 11
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2. Select a response on a n-point Likert-type
(ordered) scale (n = 3 or 6).
Cases: 6, 7, 8, 12

3. Select a response on a continuous scale (0-100).
Case: 8

4., Select a "Yes/No" response. Case: 9

Summary

Thus far, this chapter has identified three independent

variables:
Type of Auditor Internal vs. External
Judgment Context Internal control test vs.
Substantive test
Nature of Judgment Objective, knowledge-based
measure vs. Subjective
assessment

As the prior section demonstrated, the form of the
dependent variable will vary. Ultimately, the cases ask the
participant to select the best response out of n
possibilities (n = 2 - 6).'¢

These variables will be used to test the research
question introduced in Chapter I:

Do internal auditors and external auditors make
similar judgments?

The next section of Chapter IV identifies the research

hypotheses to be examined.

Except for Case 8 which requests a response on a
continuous scale.
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Research Hypotheses

The research question is examined through the following
hypotheses, stated in null form:

H,: Internal auditors, as a group, will make similar!’

judgments as external auditors, as a group.

H,: Internal auditors, as a group, will make similar
judgments as external auditors, as a group,
regardless of the judgment context (internal
control tests vs. substantive tests).

H;: Internal auditors, as a group, will make similar
judgments as external auditors, as a group,
regardless of the nature of the judgment
(objective, knowledge-based measure vs.
subjective assessment).

H, is the primary hypothesis of the study. H, and H;
study potential interactions between the variables. This
study's primary focus is exploratory: to determine whether
judgment differences exist across the two groups of

auditors. The next section discusses the research

instrument which will be used to test these hypotheses.

Research Instrument

The research instfument was administered to auditors
workipg in two Southeastern cities. Due to time constraints
imposed by the business entities, the research instrument
was not personally administered by the investigator. A key
contact person was identified at each company or firm.

This person was instructed to randomly select the specific

In this study, the word "similar" means that the
judgments will not be significantly (statistically) different.
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individuals (from various position levels) who would respond
for their particular entity. These key contacts were
provided with an appropriate number of research instruments
and a suggested cover letter for them to attach to the
individual packets.!® These key contacts then distributed
the packets. A stamped envelope was included in the packets
so that each respondent could return their research
instruments directly to the investigator. Chapter V
provides demographic information about each of these
entities.

The population was limited to auditors in (1) companies
(internal auditors) and (2) "Big Six" public accounting
firms (external auditors). The study did not attempt to
match internal auditors and external auditors who audited
the same entity. Four different companies were selected in
each city, as were three different public accounting firms.
Each company or firm was asked to provide between five and
fifteen auditors to serve as respondents.

The research instrument was composed of two parts.!
Part I contained a series of twelve cases set in a generic
business environment. These cases were developed from
several sources, including an analysis of research

instruments used by other academic research, a study of

!The suggested cover letters are included in Appendix B
as part of the research instrument.

YaAppendix B contains the research instrument. Note that
the headings listed above each case (i.e., Case 1, Case 2,
etc.) were not printed on the actual research instrument given
to the respondents.
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examples provided in several auditing textbooks and on
recent Certified Public Accountant examinations, and an
examination of one public accounting firm's audit manual.
Each of these cases was pre-tested by a group of auditors
working in two Southeastern cities and by a group of the
author's colleagues (Ph.D. students) who had prior auditing
experience. Part II requested demographic information about
the research participants. The following sections discuss

the research instrument.

Part I - Research Cases

Case 1

- Case 1 presents an audit procedure for Merchandise
Inventory, a substantive test. The respondent is given a
list of four audit objectives and requested to select the
one objective best addressed by this procedure. In this

case, answer "C" is the normative® answer for this

objective judgment.

Case 2

This case also requests an objective judgment related
to internal control. Respondents are given an internal
control objective for Sales. Four internal control

procedures are then listed, and the subjects are asked to

Ngee footnote 15 for this study's definition of
"normative."
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identify the procedure which best satisfies this objective.

Answer "C" is the normative response.

Case 3

Case 3 provides an audit procedure for Purchases. At
their most basic level, all audit procedures address one or
more of management's assertions in the financial statements
(see Chapter II). The respondents are requested to select
the specific assertion best addressed by this procedure.
This objective judgment is set in the context of a

substantive test, and "B" is the normative answer.

Case 4

In Casé 4, the respondents are presented with a
possible internal control error pertaining to cash
disbursements. They are then asked to select the procedure
which best prevents this error from occurring. The

normative answer to this internal control related objective

judgment is "C".

Case 5

Case 5 is similar to Case 2 in that an objective
judgment is required in an internal control context. 1In
both cases, the subject is presented with a control
objective and asked to match the objective to the control

procedure which best satisfies it. A control objective
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pertaining to Merchandise Inventory is given, and the

normative answer is "D".

Cases 6 and 7

Cases 6 and 7 contain a payroll system internal control
gquestionnaire, and the respondent is asked to assess the
strength of the control system in preventing and detecting
misstatements to the accounts. This case uses an instrument
introduced by Ashton [1974] and modified by Ashton and Brown
[(1980]. In their studies, a one-half fractional replication
of a factorial design is used. This means that their
respondents answered a lengthy series of cases (32 cases in
1974, and 160 cases in 1980). A complete replication of
their design is not practical.

In this study, Question Nos. 3 and 4 are varied across
respondents. In the 1974 study (which contains Question
Nos. 1 - 6), these two questions explain 25.2 percent and
26.2 percent, respectively, of the variance. In the 1980
study, these same two questions explain 20.2 percent and
26.4 percent, respectively, of the variance. Question No. 4
was set to "No" in Case 6, while Question No. 3 was set to
"No" in case 7. In addition to searching for differences in
auditor judgments, these cases will be used to replicate the

prior studies.?

AThis replication will be limited simply to determine
whether Case 6 (using Question No. 4) produces different
judgments than Case 7 (using Question No. 3). Ashton [1974]
and Ashton and Brown [1980] imply that Question No. 4 is
considered to be the most "important" of the two questions, so
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In addition, the original studies ask for a strength
assessment on a six-point scale (1 = extremely weak to 6 =
adequate'to strong). Actual practice does not usually
provide for six possible responses; many firms use three
categories (e.g., Low, Moderate, or High). This alternative
scale was used on some versions of the cases to determine
whether the type of response scale used leads to judgment
differences. Cases 6 and 7 contain the instrument and scale
used in the original studies, while Cases 6* and 7* contain
the instrument with the modified response scale. The
research instrument was structured so that each respondent
received both scales (i.e., either Cases 6 and 7* or Cases

6* and 7). These judgments are subjective in an internal

control context.

Case 8

Case 8 presents a cash disbursement system internal
control questionnaire, and the participant is asked to
assess the risk of material misstatement. This case uses an
instrument developed by Brown and Solomon [1990], who are
interested in configural information processing. These
authors also use a one-half fractional replication, which
means that their respondents answered a series of 16 cases.
A complete replication of their design is impractical for

this study.

its absence should lead to a lower perception of control
strength.
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In Brown and Soclomon [1990], Question Nos. A - C
represent controls not related primarily to the specified
objective (checks issued for proper purposes). Question No.
D lists three related segregation-of-duties controls.
Question No. E, also a segregation-of-duties control, is
designed to be a secondary preventive control, while
Question No. F serves as a detective control. 1In Brown and
Solomon, Question Nos. B and D~1 are held constant.

Question Nos. A, C, D-2, D-3, E, and F are varied, with
Question Nos. D-2 and D-3 varying jointly. Their results
support configural information processing, as approximately
40 percent of their respondents ". . . attributed above-
criterion judgment variance to one or both of the expected
interactions (D/E and D/F . . .)" [Brown and Solomon, 33].

The focus of the present study is different and will
not attempt to capture the same information. As a result,
Brown and Solomon's instrument is used only to identify
differences in auditor judgments for one specific control
environment. Question Nos. D-2 and D-3 were set to "No".
This setting provides é situation where two of the primary
controls are not effective (D-2 and D-3) while the secondary
prevertive (E) and detective (F) controls are working as
intended. |

In addition, the original study by Brown and Solomon
asks for a risk assessment on a 100-point scale (0 = no risk
to 100 = maximum risk). As a means of comparing response

scales, the alternative scale introduced in Cases 6 and 7
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was also used on some versions of this case (Case 8%).%
This internal control judgment requires a subjective

assessment.

Case 9

Case 9 presents two exceptions ("errors") identified
during Accounts Receivable confirmation. The respondents
are asked whether they will project the "error" to the
population. This type of judgment is required during
substantive testing, and the case draws on a research
instrument developed by Burgstahler and Jiambalvo [1986].
As Chapter I demonstrated, resolving such exceptions is an
activity which internal auditors may perform.

Case 9-A (Long) serves as the benchmark measurement in
Burgstahler and Jiambalvo. Confirmations are designed to
identify this type of "error" (a routine pricing error)
which should be projected. Burgstahler and Jiambalvo
expected all auditors to project this error, and 88 percent
do. This judgment is classified as objective.

Case 9-B (Long) was developed for this study in the
context of the Burgstahler and Jiambalvo instrument. The

judgment required in this case is subjective, involving a

Zpue to a misleading statement on the actual research
instrument for Case 8%, the results from this planned
extension cannot be analyzed. Several respondents noted the
discrepancy between what the instructions actually asked for
and what the explanatory note implied. The data for this
case, therefore, was thrown out.
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potential irregularity. The auditor must decide who is
telling the truth: the client or the customer.

This research study changes the original design of
Burgstahler and Jiambalvo. In their study, if the "error"
is projected, tolerable error is exceeded for the
population, on every case. Cases 9-A (Long) and 9-B (Long)
are presented in this format. In an attempt to create an
organizational bias, this requirement was not identified in
Cases 9-A (Short) and 9~B (Short) (i.e., tolerable error
will not be exceeded if the "error" is projected).
Respondents received either Cases 9-A (Long) and 9-B (Short)

or Cases 9-A (Short) and 9-B (Long).

Case 10

Case 10 investigates judgments in a substantive test
context regarding multiple location audits, a procedure
performed by both groups of auditors [AICPA and CICA 1989].
Recent audit findings for one retail store are presented,
and a subjective judgment is requested to determine the
extent of additional testing planned. The respondents can
choose to ignore the results and not extend tests, extend
tests at stores already selected for examination, or add

additional stores for increased testing.

Case 11
Case 11 is an analytical review procedure. The

respondents are presented with a series of account balance
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changes (expressed as a percentage) and then asked to select
the store to be examined this year. This judgment is
subjective, as the respondent can select any one of the five

stores in a substantive test context.

Case 12

This case was suggested by an external auditor during
pre-testing of the research instrument. A series of account
titles or audit areas (i.e., Cash, Accounts Payvable, or Cost
of Goods Sold) was listed with corresponding financial
statement amounts. These classifications and amounts are
based on an example from Zuber et al. [1983]. The
respondents were asked to indicate the risk of material
misstatement within each account or audit area on a three-
point response scale (Low, Moderate, or High). This is a
substantive test where the judgment is subjective.

These cases, set in a generic business environment,
request a variety of auditor judgments. Both the nature
(objective vs. subjective) and context (internal control
tests vs. substantive tests) of the judgments are varied.
These cases were selected as a representative sample of the
many different types of judgments actually made in practice.
Table 2 summarizes these cases on both of these independent

variables.
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TABLE 2

RELATIONSHIP OF CASES TO THE INDEPENDENT VARIABLES

Case Nature Context Expected Result
1 Objective Substantive Test Possible Diff.
2 Objective Internal Control No Differences
3 Objective Substantive Test Possible Diff.
4 Objective Internal Control No Differences
5 Objective Internal Control No Differences
6 Subjective Internal Control DPossible Diff.
7 Subjective Internal Control Possible Diff.
8 Subjective Internal Control Possible Diff.
9-A Objective  Substantive Test  Possible Diff.
9-B Subjective Substantive Test Diff. Expected

10 Subjective Substantive Test Diff. Expected

11 Subjective Substantive Test Diff. Expected

12 Subjective Substantive Test Diff. Expected

Variations within the Research Instrument

Several versions of the research instrument were
distributed. The order of the questions was randomized?
(except for the two parts of Case 9, where part A was always

presented before part B). These versions were as follows:

Ver. Cases
A 1-5, 6, 7%, 8, 9-A (Long), 9-B (Short), 10-12
B 1-5, 6%, 7, 8, 9-A (Long), 9-B (Short), 10-12
C 1-5, 6, 7%, 8%, 9-A (Long), 9-B (Short), 10-12
D 1-5, 6*, 7, 8%, 9-A (Long), 9-B (Short), 10-12
E 1-5, 6, 7%, 8, 9-A (Short), 9-B (Long), 10-12
F 1-5, 6*, 7, 8, 9-A (Short), 9-B (Long), 10-12
G 1-5, 6, 7%, 8%, 9-A (Short), 9-B (Long), 10-12
H 1-5, 6*, 7, 8%, 9-A (Short), 9-B (Long), 10-12

B7o achieve complete randomization, the researcher wrote
a Pascal program which utilized a random number generator.
This program produced a report which indicated the order of
the cases for each of the research packets.
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Part II - Demographic Information
In Part II, demographic information is obtained from

each respondent. Some of the information requested includes

the following:

o Age

o Certifications

o Highest degree earned, and year when that degree was
earned

o Office location

o Job title

o Years in current position

o For internal auditors, the number of employees they
supervise

o Years in internal or external auditing

o Determine whether internal auditors are a member of

the Institute of Internal Auditors or whether
external auditors are a member of the American
Institute of Certified Public Accountants

o Determine whether the internal auditor ever worked
in public accounting, and if so, how long

o For internal auditors, the years of business
experience outside of auditing

o Determine the functional area(s) where each internal
auditor primarily audits (i.e., financial,
operational, EDP)

o Determine length of time since each internal auditor
has performed or assisted with a financial audit

o Determine internal auditor familiarity with
different types of audit procedures (i.e.,
compliance tests, substantive tests, analytical
review procedures)

Two summary questions were also asked to measure the
perceived interest in and realism of each case. 1In
addition, the researcher will gather additional background
information on each company or firm through discussions with
appropriate management. For example, the director of the
internal audit function at each company will be asked to

identify who they normally report to.
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statistical Analysis

The similarity of judgments between internal auditors
and external auditors will be examined both within and
across professions. These cases request a variety of
judgments and rely primarily on categorical data. In
several cases (1 - 5, 10, 11), the judgment responses
represent unordered alternatives. In other words, the
individual responses are not related to each other. 1In
cases 6, 7, 8, and 12, the judgment responses are ordered on
an ordinal scale.

Due to the nature of the research instrument, each case
will be analyzed separately by two different statistical
methods. First, the statistical program SAS contains
several procedures which may be useful in analyzing this
data.? One such procedure is Proc NPAR1WAY, which analyzes
the relationship between n populations to determine if their
means are similar. This procedure utilizes non-parametric
tests such as the Wilcoxon Rank-Sum Test (for n = 2 samples)
to produce a Z-score and the Kruskal-Wallis Test (for n > 2
samples) to produce an approximate X{

Second, a Probit (or Ordered Probit) model will be
used.? Probit uses a gqualitative response model to analyze
the data in techniques similar to regression analysis.

These models can be used to analyze those cases with

discrete outcomes, especially those with ordinal dependent

AThis discussion draws on material from SAS [1988].

BThis discussion draws on material from Greene [1990].
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variables. LIMDEP [Greene 1988] is.a statistical program
that contains procedures which will be used to develop such

models.

This chapter has introduced the dependent and
independent variables to be used in testing the three
hypotheses. In addition, details of the research instrument
and its administration.were discussed. Chapter V presents

results from the analysis of this data.
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CHAPTER V
DATA ANALYSIS
This chaptér begins with a discussion of the admin-
istration of the research instrument. Second, a summary of
relevant demographic information is presented for each
internal audit "company" and external audit "firm". Next,
the hypotheses, developed in Chapter 4, are reviewed.

Finally, the results from each case are presented.

Administration of Research Instrument

The research instrument was pre-tested in August, 1992,
by a group of auditors working in two Southeastern cities
and by a group of the author's colleagues (Ph.D. students)
who had prior auditing experience. All individuals were
contacted by telephone in advance to solicit their
participation. Twelve internal auditors (ten companies®
and two colleagues) and six external auditors (five firm

offices? and one colleague) participated in this process.

In addition, two internal auditors and two external auditors

%0f these companies, seven agreed to participate in the
final research project.

ZFour of these offices agreed to distribute the final
research instrument. In addition, two other offices who never
returned the pre-test did agree to distribute the final
research instrument.

53
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participated in an extensive de-briefing of the research
instrument. These and other comments were used to clarify
and revise the research instrument. Discussions with one
external auditor prompted the addition of a new case (number
12) in the final administration.

The final research instrument was composed of the
following®:

Two consent forms
" Cover letter from researcher
General instruction sheet
Twelve cases
Request for demographic information
Self-addressed, postage-paid envelope

Each packet included two consent forms (as reguired by
the Institutional Review Board of the University of
Georgia). The respondents were asked to sign and return one
of these consent forms with their completed research
instruments. Both the consent form and the cover letter
assured the participant of the confidentiality of their
responses. The twelve cases, set in a variety of audit
settings, were presented in random order.

One hundred fifty-one research instruments were
distributed to 81 internal auditors (working for eight
different publicly-held "Companies") and 70 external
auditors (working for three different Big Six "Firms"?®) in

two Southeastern cities. As discussed in Chapter IV, time

constraints imposed by the business entities prevented the

Bappendix B contains the research instrument.

¥The same Big Six firms were used in both cities.
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researcher from personally administrating the instruments.
The research packets were delivered to the key contact
person® at each entity between October 5 - 7, 1992.%

Packets were distributed to the individual respondents as

follows:

Week of October S Firms 4 and 6;
Companies 3, 4, 5, and 8

Week of October 12 Firms 1, 2, and 5

Week of October 19 Firm 3;
Companies 1, 6, and 7

Week of October 26 Company 2
Response rates were similar for both groups: 53 (65
percent) of the internal auditors and 44 (63 percent) of the
external auditors completed and returned the instruments by
an arbitrarily set cut-off date of November 4, 1992%, The
next section provides more information about these companies

and firms.

Demographic Information

Table 3 presents detailed information about each

participating firm or company. Table 3 also presents

¥This key contact person participated in the pre-test
process for Companies 1, 2, 7, and 8 and Firms 1, 5 and 6.
Individually, they were not allowed to participate in the
final research administration. The key contact person at
Company 3 and Firm 2 did complete and return a final research
instrument (they did not participate in the pre-test).

lyith the exception of Internal Audit Company 1, where
the packets were not delivered until October 16, 1992.

2Three responses were received after this cut-off date.
They are not included in any of the analyses which follow.
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TABLE 3
DEMOGRAPHIC INFORMATION - INTERNAL AUDITORS

Internal Auditors

Size of Mean Age

Company staff n Revd ( %) Age Range

1 22 15 9 (60) 29.4 23-36

2° 14 10 3 (30) 28.0  25-33

3° 5 4 4 (100) 26.3 22-32

4 20 10 7 (70) 32.9  28-38

5° 53 11 4 (36) 26.3 25~27

6" 60 11 11 (100) 30.2  25-39

7° 40 15 12 (80) 35.9 22~55

8* 14 5 3__(60) 31.7 30-33

Internal Auditors 81 53 (65) 31.1 22-55
(55 percent of total)

External Auditors 70 44 (63) 27.7 23-49
(45 percent of total)

Both Groups 151 97 (64) 29.5 22-55

Participated in the pre-test of the research
instrument.

(Continued on next page]

information concerning the mean and range of the
respondent's ages. Table 4 summarizes the extent of their
certifications and the job titlgs of the respondents.

The participating entities were instructed to randomly
select individuals from various staff levels. Almost one~
half of the respondents (46 percent) were seniors. The
other half was split fairly evenly between staff and those
above the senior level (supervisors/managers to partners).
The next section reviews the hypotheses developed in Chapter

Iv.
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TABLE 3, CONTINUED
DEMOGRAPHIC INFORMATION - INTERNAL AUDITORS
I/A With
Number of Prior E/A Functionally
Company Businesgs IIA Members Experience Report To
1 Retail 9 2 Audit Comm.
2 Financial
Services 2 1 Audit Comm.
3 Utility 4 0 Audit Comm.
4 Health Care 2 3 CEO and
Chairman
5 Food & Bev. 4 3 Audit Comm.
6 Paper Prod. 11 6 Audit Comm.
7 Utility 11 2 CEO and
Audit Comm.
8 Utility 2 1 VP, Finance
Board
Company Oversee Hiring Assets Sales
1 Yes $ 1.6 billion $ 3.4 billion
2 Yes 7.8 billion 1.4 billion
3 No 0.4 billion 0.2 billion
4 No 2.4 billion 2.7 billion
S Yes 10.2 billion 11.6 billion
6 Yes 10.6 billion 11.5 billion
7 No 10.8 billion 4.3 billion
8 No 1.5 billion 1.0 billion
[Continued on next page])

Review of Hypotheses and Related Theory

Chapter IV introduced the three independent variables
to be studied: type of auditor (internal vs. external),
judgment context (internal control test vs. substantive
test), and nature of judgment (objective, knowledge-based
assessment vs. subjective assessment). H, tests whether
internal auditors and external auditors make similar
judgments. H, tests the judgment context across both groups

of auditors, and H; tests the nature of the judgment across

internal and external auditors.

Reproduced with permission of the copyright owner. Further reproduction prohibited without permission.



58

TABLE 3, CONTINUED

DEMOGRAPHIC INFORMATION ~ EXTERNAL AUDITORS

External Auditors

Mean
Firm ‘ n Rcvd ( %) Age Range
1° 11 10 (91) 27.4 25-34
2 11 8 (73) 31.5 23-49
3 11 3 (27) 28.3 24-33
4° 15 6 (40) 26.2 23-29
5° 11 10 (91) 25.8 23-31
6’ 11 7 _(64) 27.3 24-34
External Auditors 70 44 (63) 27.7 23-49
(45 percent of total)
Internal Auditors 81 53 (65) 31.1 22-55
(55 percent of total)
Both Groups 151 97 (64) 29.5 22-55

Additional Information

Size of Number of
Firm Professional Staff AICPA Members

71
85
166
300
600
709

AU WN R
DB WN O

* participated in the pre-test of the research
instrument.

Differences in judgment may arise for a variety of
reasons (see Chapter IV for a more complete discussion).
The lack of organizational independence may lead to
differences on substantive tests. Such tests primarily
focus on account balances, an important concern of

management (who may attempt to influence the performance or
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TABLE 4

CERTIFICATION AND STAFFING LEVELS

Auditor CPA CIA Other® Staff( %) Sr.( %) >Sr.( %)
Internal 31 17 8 18 (34) 21 (40) 14 (26)
External _37 0 1 7 (16) 24 (55) 13 (30)
Combined 68 17 9 25 (26) 45 (46) 27 (28)

Other is comprised of the following:
Certified Management Accountant (n = 1)
Certified Information Systems Auditor (n = 3)
Certified Fraud Examiner (n = 4)

Fellow, Life Management Institute (n = 1)

Note: 41 (77 percent) of the internal auditors and 37
(84 percent) of the external auditors had earned at
least one certification.

analysis of such tests). Organizational independence may
also lead to differences for subjective assessments. Unlike
objective, knowledge-based assessments where a normative®
response is observable, subjective assessments do not
exhibit a clear-cut response. Such uncertainty increases
the likelihood of management's bias. Differences are not
expected for objective assessments or for those judgments
involving internal control tests.

Differences may also arise because of a lack of
competency with financial statement audits. The external
auditor's education, training, and experience focuses on the

financial statement audit. On the other hand, an internal

Bgee footnote 15 for this study's definition of
"normative."
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auditor's education, training, and experience focuses on a
different perspective because of the varied responsibilities
and objectives of the internal audit function. Internal
auditors may to be familiar Qith internal control tests
because they routinely perform such tests of the company's
internal control structure. However, substantive tests are
more closely related to procedures commonly associated with
the financial statement audit process. Differences may
arise where internal auditors are asked to complete tasks
for which they have no education, training, or experience.
In addition, concerns over competency may lead to
differences for subjective assessments. Such assessments
require more professional "judgment" on the part of the
auditor, "judgment" which external auditors acquire through
increased education, training, and experience which focuses
on the financial statement audit process. As a result,
internal auditors may be at a disadvantage during the
financial statement audit process because of their lack of
this specialized education, training, and experience.

The next section presents an analysis of the results
for each case. This discussion is organized by the context

and nature of the judgments requested.

Analysis of Results
As discussed in Chapter IV, the dependent variable for
most of these cases is discrete. As a result, the responses

were analyzed using such non-parametric techniques as the
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Wilcoxon Rank-Sum Test (n = 2 groups) and the Kruskal-Wallis
Test (n > 2 groups). The Wilcoxon Rank-Sum Test reports a
Z-value and is used to determine whether the means of two
groups are similar. This Z-value is the primary test
statistic used in the study. The Kruskal-Wallis Test (the
primary test statistic for the related analyses at the end
of this chapter) reports a xzand is used to determine
whether the means of the multiple groups are similar. A
potential limitation of this test is that it only identifies
whether the means of the multiple groups are similar. The
Kruskal-Wallis Test does not identify which group(s) are
actually different if the means are dissimilar. Tables 5
and 6 provide an overall summary for the twelve cases.*
For this study, significance was set at a 0.10 level. Six
of the twelve cases are significant at this level. These

results are presented in the following sections.

Objective Assessments in an Internal Control Test
As discussed earlier, differences are not expected for
those judgments which are objective in nature and set in an
internal control setting. Cases 2, 4, and 5 were set in

this environment. None of these cases produced significant

results.

#In addition, each of the twelve cases was analyzed using
Probit Analysis. These results are also reflected in Tables
5 and 6. No difference in significance was identified between
the results from the Z-values and the t-ratios. As a result,
all future references to significance will reflect the Z- ,
values as computed by the Wilcoxon Rank-Sum Test or the X" as
computed by the Kruskal-Wallis Test.

Reproduced with permission of the copyright owner. Further reproduction prohibited without permission.



62

TABLE S

CASES 1 - 11 SUMMARY RESULTS

case Revd Used Z Value' Prob(2) t-Ratio® Prob(t)
1 96 96 1.4888 0.1366 1.498 0.13406
2 97 97 -0.3659 0.7145 -0.372 0.70968
3 97 97 -1.9181 0.0551 * -1.935 0.05295
4 97 97 -1.4491 0.1473 -1.457 0.14524
5 97 97 1.2138 0.2248 1.220 0.22237
6 47 47 2.9290 0.0034 *x 2.983 0.00286
6* 49 48 2.0009 0.0454 *» 2.046 0.04075
7 49 49 1.2622 0.2069 1.320 0.18677
T* 48 48 1.2623 0.2068 1.294 0.19554
8 50 50 F=6.654 0.0130 ** -2.579 0.01301
(df=1)
9-A(Long) 47 46 ~1.3449 0.1786 -1.369 0.17106
9-A(Short) 50 50 -1.5025% 0.1330 ~-1.529 0.12631
9-B(Long) 50 50 . 1.8895 0.0588 = 1.913 0.05570
9-B(Short) 47 46 0.7756 0.4380 0.796 0.42585
10 97 97 4.1278 0.0000 *« 4.247 0.00002
11 97 97 " 0.6750 0.4997 0.530 0.59637

* Significant at 0.10
** Significant at 0.05

Note: The missing response on Cases 6* and 9~A (Long)/9-B (Short)
was due to an ambiguous answer. On Cases 1 and 6,

one response is missing because it was not included in that specifig
research packet (by accident).

'As computed by the Wilcoxon Rank-Sum Test.

’as computed by Probit Analysis.

Case 2

In this case, the respondents were given a control
objective pertaining to Sales and asked to identify the
procedure best capable to achieve that objective. Almost
one-third of both groups of auditors missed the normative
response (see Table 7), but the difference between the two

was not significant (2 = -0.3659, Prob(Z) = 0.7145).
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TABLE 6

CASE 12 BSUMMARY RESULTS

Category Rcvd Used 2 Value' Prob(Z) t-Ratio?® Prob(t)
‘cash 97 95 ~3.3267 0.0009 ** -3.358 0.00079
Accounts Rec. 97 94 -~1.0933 0.2743 -1.112 0.26610
Inventory 97 96 =~2.7395 0.0062 ** -2,690 0.00715

Property, Plant,
and Equipment 97 96 -4.,0310 0.0001 ** -4.125 0.00004

Other Assets 97 96 ~-1.8774 0.0605 * -1.894 0.05822
Current Portion

of L-T Debt 97 96 ~1.5561 0.1197 -1.580 0.11399
Accounts Payable 97 96 -0.8242 0.4099% -0.783 0.43352
Accrued Liab. 97 96 -0.5712 0.5679 -0.471 0.63773
Long-Term Debt 97 96 ~-0.9827 0.3257 -1.045 0.29582
Def. Income Taxes 97 96 2.5479 0.0108 ** 2,599 0.00935
Common Stock 97 96 ~2.5789 0.0099 **x -2.448 0.01436

Retained Earnings 97 96 -~3.5005 0.0005 ** -3.569 0.00036

Sales 97 96 -1.1848 0.2361 -1.063 0.28759
Cost of Goods Sold 97 96 -2.4262 0.0153 ** -2.409 0.01600
Selling & Admin. ‘

Expenses 97 96 ~1.5959 0.1105 -1.633 0.10241
Interest Expense 97 96 0.1797 0.8574 0.186 0.85266
Provision for

Income Taxes 97 96 3.7824 0.0002 ** 3,804 0.00014

* Significant at 0.10
** Significant at 0.05

Note: One individual did not respond to any of the categories on
the case. For Cash (n = 1) and Accounts Receivable (n = 2), the
individuals just left that item blank.

'As computed by the Wilcoxon Rank-Sum Test.

A8 computed by Probit Analysis.

Case 4

This case asked the participants to assume that a
specific control error related to cash disbursements had
occurred. Next, they were instructed to select the
procedure best able to prevent such an error from occurring.
Over 85 percent of both auditors selected the normative
response (see Table 8). Both groups responded similarly,
and the difference between them was not significant (2 =

-1.4491, Prob(Zz) = 0.1473).
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TABLE 7
CASE 2 RESULTS
The following control objective is one part of the
internal control structure pertaining to sales:
Customer orders are properly authorized prior
to shipment.

Based on your experience, which of the following

procedures is primarily directed at achieving this

objective?

[Frequency of responses is indicated on the line: Int/Ext]

1/ 1 a. Sales invoices are pre-numbered and
properly accounted for.

16/11 b. Appropriate segregation of duties exists
between the sales department and the
credit department.

33/29 c. Sales are initiated through pre-numbered

Normative sales orders which are completed by

Ansver reference to pre-approved customer lists,
credit files, and price lists.

3/ 3 d. Billings are independently checked for
accuracy and agreement with approved price
lists, discounts, written quotes, etc.

Overall Responses

Judgment Int. ( %) Ext. ( %) Combined ( %)

Correct (c) 33 (62) 25 (66) 62 (64)

Wrong 0 38 15 (34) 35 (36)

53 44 97
Z = ~-0.3659 Prob(Z) = 0.7145
Case S

Case 5 was structured similarly to Case 2, in that a
control objective was given, and the respondents were asked

to select the procedure primarily directed at achieving such
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TABLE 8
CASE 4 RESULTS
Assume the following control efror has occurred:

Duplicate payments were made for the same
invoice.

Based on your experience, this error is best prevented
by which of the following procedures?

[Frequency of responaee is indicated on the line: Int/Ext]

2/ 0 a. Careful examination of the supporting
documents is made by the check signer.

1/ 2 b. A proper separation of duties exists
between the accounts payable function and
the person responsible for signing the
checks.

46/42 c. Supporting documentation is canceled with
Normative a "Paid" stamp when checks are written.

Ansver

4/ 0 d. Accurate and prompt recording is required
for all invoices.

Overall Responses

Judgment Int. ( %) Ext. ( %) Combined ( %)

Correct (c) 46 (87) 42 (95) 88 (91)

Wrong 7 13 2 (. 5) 9 (. 9)
53 44 97

Z = ~1.4491 Prob(Z) = 0.1473

an objective. However, this case dealt with Merchandise
Inventory. Table 9 shows that approximately three-quarters
of all respondents identified the normative procedure in
results that were not significant (2 = 1.2138, Prob(2) =

0.2248).
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TABLE 9
CASE 5 RESULTS

The following is an internal control objective for
merchandise inventory:

Physical loss of inventory is prevented.

Based on your experience, which of the following
procedures is primarily directed at achieving this
objective?

[Frequency of responses is indicated on the line: Int/Ext])

9/12 a. Periodic comparisons of actual quantities
tc perpetual records for inventories is
made.

0/ o b. The carrying value of inventory is
periodically compared to net realizable
value, and adjustments are recorded if
necessary.

o/ 0 c. Inventory accounts are adjusted for
results of periodic physical counts.

44/32 d. Materials leaving premises are checked for
Normative appropriate shipping documents.

Answver
Overall Responses
Judgment Int. ( %) Ext. ( %) Combined ( %)
Correct (d) 44 (83) 32 (73) 76 (78)
Wrong 9 17 12 (27) 21 (22)
53 44 97
Z = 1,2138 Prob(Z) = 0.2248

None of these cases (2, 4, and 5) produced significant
differences across the two groups. However, no differences
were expected since these cases were set in an internal

control setting while requesting an objective assessment.
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Generally, a large majority of both groups of auditors
selected the normative response, except for Case 2, where

one-third of each group selected an incorrect response. The
next section discusses those cases with objective

assessments in a substantive test situation.

Objective Assessments in a Substantive Test
As discussed in the prior section, objective
assessments are not expected to lead to differences in
auditor judgments. However, substantive tests may lead to
differences across the two groups, in contrast with internal
control tests. Three cases were set in this environment:

Cases 1, 3, and 9.¥ case 3 produces significant results.

Case 1

Case 1 presented the respondents with an audit program
step for Merchandise Inventory. Four possible audit
objectives were given, and the respondents were asked to
identify the objective best addressed by the procedure.

This case (see Table 10) was not significant (Z = 1.4888,
Prob(Z) = 0.1366). While a majority of both groups selected
the normative response, a large percentage of both groups

missed the case.

$case 9-A was set in this environment, but its results
will be discussed in the subjective assessment and substantive
test section, along with the results from Case 9-B.
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TABLE 10
CABE 1 RESULTS

The following procedure is one step of the audit program
for a financial statement audit of merchandise

inventory:

Trace test counts of the physical inventory to
the client's inventory compilation, and trace
totals to the trial balance.

Based on your experience, this procedure best addresses
which of the following audit objectives?

[Frequency of responses is indicated on the line: Int/Ext)

17/20 a. Inventories included in the balance sheet
. physically exist.

0/ 1 b. Inventories exclude items billed to
customers or owned by others.

35/23 c. Inventory listings are accurately compiled
Normative and the totals are properly included in
Answer the inventory accounts.

0/ 0 d. Slow-moving, excess, defective, and
obsolete items included in inventories are
properly identified.

Overall Responses

Judgment Int. ( %) Ext. ( %) Combined ( %)

Correct (c) 35 (67) 23 (52) 58 (60)

Wrong 7 33 21 (48) 38 (40)
52 44 96

Z = 1.4888 Prob(Z) = 0.1366

Case 3

Case 3 listed management's five assertions. The
participants were instructed to identify the assertion best

addressed by a given control procedure for Purchases. As
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TABLE 11
CASE 3 RESULTS
The following is a control procedure for purchases:
Purchase orders, receiving reports, and
vouchers are pre-numbered and periodically

accounted for.

Based on your experience, this procedure primarily
addresses which of the following management assertions?

[Frequency of responses is indicated on the line: Int/Ext)
15/ 8 a. Existence or occurrence

34/36 b. Completeness [Normative Answer)

4/ 0 c. Rights and obligations

0/ O d. Valuation or allocation

0/ o e. Presentation and disclosure

Overall Responses

Judgment Int. ( %) Ext. ( %) Combined ( %)
Correct (b) 34 (64) 36 (82) 70 (72)
Wrong 19 36 8 (18) 27 (28)
53 44 97
Z = -1.9181 Prob(Z) = 0.0551

Table 11 demonstrates, a majority of the respondents
selected the "Completeness" assertion, consistent with the
normative answer. However, external auditors selected this
response more frequently, in a significant difference from
the internal auditors (Z = -1.9181, Prob(Z) = 0.0551). Many
of the external auditor's procedures are assertion based.

Therefore, these results may suggest an increased competence
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with the specific assertions and procedures used to test

those assertions.

In Cases 1 and 3, one-third of the internal auditors
missed the normative response. For Case 3, especially, such
results may suggest a lack of competency with the financial
statement audit process, particularly in regards to
assertion-based testing. The next section presents results
from cases which request a subjective assessment in an

internal control test.

Subjective Assessments in an Internal Control Test
As discussed previously, the subjective nature of these
assessments may lead to differences in auditor judgments.
However, the context of the judgments is not expected to
produce differences due to the internal auditor's knowledge
of and work with the entity's internal control structure.
Cases 6, 7, and 8 are set in this environment, and two of
the three cases (6 and 8) reflect significant differences

between the two groups of auditors.

Cases 6 and 7

As discussed in Chapter IV, these cases replicate and
extend prior work by Ashton [1974] and Ashton and Brown
[1980]. The respondents were given an internal control
questionnaire for payroll. In these prior studies, Question
No. 4 (which is set to "No" in Case 6) explained 26.2 (26.4)

percent of the variance in the 1974 (1980) studies.
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Correspondingly, Question No. 3 (which is set to "No" in
Case 7) explainea 25.2 (20.2) percent of the variance in the
1974 (1980) studies. Answers to all other questions were
set to "Yes."

Ashton [1974] and Ashton and Brown [1980] use a six-
point response scale (Cases 6 and 7). Actual practice does
not usually provide for six possible responses. An
alternative, three-point response scale was developed (Cases
6* and 7*) to determine whether the type of response scale
used leads to judgment differences. Therefore, two
different versions of each case were distributed so that
each respondent received both response scales®: one on
Case 6 and the other on Case 7. The results from the
original response scale (n = 6 possibilities) are presented
in Table 12, while the results from the alternative response
scale (n = 3 possibilities) are reflected in Table 13.

Both versions of Case 6 produced significant
differences (Case 6: 2 = 2.929, Prob(Z) = 0.0034 and Case
6%: 2 = 2.0009, Prob(Z) = 0.0454). Neither version of Case
7 yielded significant results (Case 7: Z = 1.2622, Prob(Z)
= 0.2069 and Case 7*: 2 = 1.2623, Prob(Z) = 0.2068). The
absence of Question No. 4 (Case 6) led to differences in
judgment, while the absence of Question No. 3 (Case 7) did

not.

¥Wwith one exception: by mistake, one participant was
sent both cases on the same response scale (Cases 6* and 7%).

Reproduced with permission of the copyright owner. Further reproduction prohibited without permis

sion.



o Al

72

TABLE 12

CASE 6 AND CASE 7 RESULTS

You are auditing the internal controls of the payroll system.
Following is a portion of the internal control questionnaire
completed by an auditor on your staff:

(See Appendix B for Questions 1 and 2)

payroll preparation?

(See Appendix B for Questions 5 - 8)

Based on this internal control questionnaire, what is your
perception of the strength of this system in preventing and
detecting misstatements to the accounts?

3. Are the tasks of both payroll preparation and Yes: Case 6
payment of employees adequately separated from No: Case 7
the task of payroll bank account reconciliation?

4. Are the tasks of both timekeeping and payment of Yes: Case 7
employees adequately separated from the task of No: Case 6

Case 6 Case 7
Judgment Int ( %) Ext ( %) Int ( %) Ext ( %)
1) Extremely Weak 0 (0) o (0) 0O (0) 0 ( 0)
2) Very Weak 3 (12) 0 ( 0) 3 (11) 1 (5)
3) Substantial Weakness S (19) 2 (10) 8 (30) 6 (27)
4) Some Weakness 10 (38) 4 (19) 6 (22) 5 (23)
5) Not Quite Adequate 6 (23) 8 (38) 9 (33) 4 (18)
6) Adequate to Strong 2 (8) 7 (33) 1 ( 4) 6 (27)
26 21 27 22
Mean 3.96 Mean 3.89
Mean 4.95 Mean 4.36
Z = 2.9290 Z = 1.2622
Prob(2z) = 0.0034 Prob(2) = 0.2069

In other words, external auditors perceived the system

to be stronger (less risk) across both cases and response
scales, with significant differences for Case 6.

auditors placed more reliance on the system in preventing

External

and detecting misstatements.

may be management's orientation to compliance with control

directives in the internal audit companies.

Internal
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TABLE 13

CASBE 6% AND CABE 7+ RESULTS
You are auditing the internal controls of the payroll system.
Following is a portion of the internal control questionnaire
completed by an auditor on your staff:

« « + (See Appendix B for Questions 1 and 2)

the task of payroll bank account reconciliation?

payroll preparation?
. + (See Appendix B for Questions 5 ~ 8)

Based on this internal control questionnaire, what is your
perception of the strength of this system in preventing and
detecting misstatements to the accounts?

Cage 6* . Case 7*
Judgment Int ( %) Ext ( %) Int ( %) Ext ( %)
Low 7 (27} 2 (9) 9 (35) 6 (27)
Moderate 15 (58) 12 (55) 11 (42) 6 (27)
High 4  (15) 8 (36) 6 (23) 10 (45)
26 22 26 22
Mean 1.88 Mean 1.88
Mean 2.27 Mean 2.18
Z = 2.0009 Z = 1.2623

Prob(z) = 0.0454  Prob(z) = 0.2068

3. Are the tasks of both payroll preparation and Yes: Case 6
payment of employees adequately separated from No: Case 7

4. Are the tasks of both timekeeping and payment of Yes: Case 7
employees adequately separated from the task of No: Case 6

auditors may be less willing to accept risk in such

environments.

Case 8

Case 8 presented the respondents with an internal
control questionnaire for cash disbursements developed by

Brown and Solomon [1990]. Due to the nature of their
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experiment (configural information processing), the results
from the two studies cannot be directly compared.¥

The dependent variable in Case 8 was continuous (on a
0-100 scale); therefore, it was the only one which could be
examined using normal regression analysis. Table 14
presents the results which are significant (F = 6.654
(df=1), Prob(F) = 0.0130). For internal auditors, the
distribution is fairly consistent across all ranges;
however, for external auditors, the distribution is focused
on the lower end of the scale. As the regression equation
indicates, internal auditors perceived a much higher level
of risk.®

The results from cases 6 and 8 suggest that external
auditors attach more reliance to controls than do the
internal auditors. One reason for the internal auditor's
reluctance to attach more strength to the controls may be
their preoccupation with compliance on the controls.
Alternatively, another explanation may be that the internal
auditors are generally more restrained in their risk
assessments and strength perceptions. Internal auditors,
realizing the potential for independence concerns, may over-
compensate in such assessments. Correspondingly, internal

auditors may also recognize their lack of competence in a

%see Chapter IV for a complete discussion of the internal
control questionnaire.

#¥p supplementary analysis was also performed using the
intervals listed in Table 14 (e.g., 0-9, 10-19, etc.). Such
results are also significant (2 = -2.5728, Prob(2Z) = 0.0101),
as computed by the Wilcoxon Rank-Sum Test.
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TABLE 14
CASE 8 RESULTS

Following is a portion of a cash disbursement internal control
questionnaire completed by an auditor on your staff:

. - « (See Appendix B for Questions A - C)
D. Are primary check signers independent of:
1. furchasing and those requesting expenditures? Yes
2. Persons approving vouchers? No
3. Persons processing and recording cash disbursements? No
« « + (See Appendix B for Questions E and F)
Given the controls as represented above, assess the RISK that cash
disbursements could be materially misstated AS A RESULT OF checks

being written and/or disbursed for improper (unauthorized and/or
invalid) purposes.

Interval Internal External Combined
No Risk 0o - 9 0 0 0
10 - 19 0 5 5
20 - 29 5 4 9
30 - 39 3 5 8
40 - 49 5 1l 6
50 - 59 2 3 5
60 - 69 2 1 3
70 - 79 4 1 5
80 - 89 5 2 7
Max. Risk 90 - 100 2 0 2
28 22 50
Mean Values 52.78 35.54 45.2
R’ = 0.1217 Adjusted R? = 0.1034

Parameter Estimates Standard Error t-value Prob(t)

Intercept 52.7857 4.433 11.906 0.0001
Auditor -17.2403 6.684 -2.579 0.0130

F = 6.654 (df=1) Prob(F) = 0.0130

certain area and select the more conservative response. 1In
any event, external auditors and internal auditors made

different judgments on these two cases. The next section
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discusses those cases set in a substantive test environment

while also requesting a subjective assessment.

Subjective Assessments in a Substantive Test
Both subjective assessments and substantive tests may
lead to differences in auditor judgments for reasons which
were discussed earlier. Cases 9, 10, 11, and 12 are set in
this environment. Significant differences were expected for
each of these cases. Cases 9, 10, and 12 identified

significant results.

Case 9

This case was a partial replication and extension of
Burgstahler and Jiambalvo (B&J) [1986]. Respondents were
presented with two exceptions from the confirmation of
Accounts Receivable and asked whether they would project or
isolate that exception. One exception involved a routine
pricing error, and the other involved a potential
‘irregularity.

Cases 9-A (Long) and 9-B (Long) were presented in the
B&J context, where projection implied more audit work
(projecting the exception led to estimated error exceeding
tolerable error). This condition was not stated or implied
in Cases 9-A (Short) and 9-B (Short). 1In addition, the two
types of cases were mixed, with respondents receiving either
Cases 9-A (Long) and 9-B (Short) or Cases 9-A (Short) and

9-B (Long). A summary of Case 9 is presented in Table 15.
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Proj.

Isol.

Proj.

Isol.

TABLE 15
CASE 9 RESULTS
Case 9-A: Routine Pricing Error

Account No. 8227 was overstated by $1,456.72 due to a
pricing error. The client apparently charged the price
for an item located just below the correct item in the
price book. The error was not detected by the normal
review of invoice accuracy.

[Extra Paragraph) If the error is projected to the
population by multiplying by 20, the estimated error
(in conjunction with other sample errors, and allowing
for sampling risk) will exceed tolerable error. If the
error is "isolated" and not projected, the estimated
error (allowing for sampling risk) will not exceed
tolerable error.

Case 9-A (Long) Case 9-A (8hort)
With Extra Para. Without Extra P. Combined Totals
Int( %) Ext( %) Int( %) Ext( %) Int( %) Ext( %) Both( %)

7 (28) 10 (48) 13 (48) 16 (70) 20 (38) 26 (59) 46 (48)

18 (72) 11 (S 14 (52) _7 (30) 32 (62) 18 (41) SO (52)
25 21 27 23 52 44 96

Z = -1.344% Z = -1.5025
Prob(2) = 0.1786 Prob(Z) = 0.1330

Case 9-B: Potential Irreqularity

On their confirmation response, one customer noted that
the merchandise (totaling $1,215.87) pertaining to this
shipment had never been ordered or received. A check
of the shipping documents indicates that the order was
shipped by an independent carrier. This carrier has
not responded to repeated requests for delivery
information as of the end of the field work.

Case 9-B (Long) Case 9-B (Short)
With Extra Para. Without Extra P. Combined Totals
Int( %) Ext( % Int( %) Ext( %) Int( %) Ext( %) Both{ %)

19 (70) 10 (43) 16 (64) 11 (52) 35 (67) 21 (48) 56 (58)

8 (30) 13 (57 9 _(36) 10 (48) 17 (33) 23 (52) 40 (42)
27 23 25 21 52 44 96

2 = 1.8895 Z = 0.7756
Prob(Z) = 0.0588 Prob(Z) = 0.4380
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Only Case 9-B (Long) produced significant results (Z =
1.8895, Prob (2) = 0.0588).

Case 9-A did not produce significant results. 1In a
comparison of Case 9-A (Long) to Case 9-A (Short),
projection rates almost doubled when the restriction (of
exceeding tolerable error) was removed (i.e., both groups of
auditors were reluctant to project the exception knowing
that doing so would lead to more work). Generally, external
auditors were more willing to project the exception (though
not significantly).

Results for Case 9-B were almost the reverse. Internal
auditors were more likely to project the exception,
significantly so on Case 9-B (Long). In contrast to Case
9-A, internal auditors projected the exception at an even
higher percentage (70 to 64) when the tolerable error
restriction was imposed. On the other hand, external
auditors were more prone to isolate the exception under such
restrictions. This tendency by internal auditors to project
Case 9~B may be a result of the exception's nature: a
potential irregularity. The internal auditor's focus on
compliance with controls may lead them to project such
exceptions at higher levels than external auditors.

These results suggest that internal auditors and
external auditors may not resolve exceptions in similar
ways. For Case 9-A (a routine pricing error), external
auditors projected the error while internal auditors

isolated it. For Case 9-B (a potential irregularity),
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internal auditors projected the exception while external
auditors were more apt to isolate it. This reflects a
different approach to resolving exceptions, perhaps a result
of each group's different objectives. In addition, the
restriction of exceeding tolerable error generally
encouraged both groups to isolate the error, perhaps
incorrectly. Finally, for Case 9-A, approximately 50
percent of all auditors failed to select the normative
response (to project the exception). This may suggest a
problem with how exceptions are viewed, particularly for
"routine" items which confirmations are designed to

identify.

Case 10

Case 10 provided the respondents with the preliminary
audit results from one store (out of five to be examined)
where control violations had been discovered. The
participants were asked to indicate how these findings would
affect further work at this and possibly other stores.
These results were significant (2 = 4.1278, Prob(2) =
0.0000). As Table 16 discloses, internal auditors chose
responses leading to less work/effort than did external
auditors. Fifty percent of all external auditors selected
option "D", which would lead to the highest increase in
work, and 77 percent of external auditors (compared to 53

percent of internal auditors) extended work to other stores.

Apparently, internal auditors were more willing to live with
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TABLE 16
CASE 10 RESULTS

The company operates retail stores in approximately 600 different
locations throughout the United States. Each store has a standard
operating manual which includes uniform controls to be implemented.
Some of these controls are the following:

1. cash registers are used to record sales, sales returns, and
exchanges. All cash refunds and exchanges require
supervisory approval.

2. cash, personal checks, or major credit cards are accepted for
payment by normal retail customers (individuals).

3. Subject to approval by the store manager, non-profit organi-
zations and private businesses may establish credit (accounts
receivable) for purchases made in the store.

Controls of five stores are being evaluated (as a representative
sample) to determine if the prescribed controls are in place and
working properly. A recent examination of store No. 14 (the first
store to be visited this year) uncovered the following:

1. The standard operating manual could not be located by Store
No. 14 management.

2. Based on further investigation, credit approvals for non-
profit organizations and private businesses were made at
Store No. 14 without adequate investigation or documentation.

Based on your experience, which of the following options would you

perform?
Int( %)  Ext( %)
A) Do not expand tests of credit approvalas. 6 (11) 1 ( 2)

B) Expand tests of credit approvals at
Store No. 14, but not at other stores. 19 (36) 9 (20)

C) Expand tests of credit approvals to the
other four stores selected for
examination this year. 24 (45) 12 (27)

D) Expand tests of credit approvals to an
additional sample of stores. (For
exanple, expand the number of stores to

be examined from 5 to 10). 4 ( 8) 22 (50)
53 44
Z = 4.1278 Prob(Z) = 0.0000
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these errors and isolate them to the specific store in
question. External auditors, on the other hand, were strong
in their desire to provide additional comfort by expanding
their work to other stores.

Alternatively, these differences may also arise due to
the different objectives of each group of auditors.
External auditors design their tests to provide sufficient
evidence that the financial statements are not materially
misstated. Such tests, performed primarily on a sample of
the populétion, tend to emphasize "problems" which may be
discovered. On the other hand, internal auditors focus on a
different perspective and attempt to identify compensating
controls to neutralize or minimize such "problems." A
continuous internal audit presence may also enable the
internal audit function to devote more time into determining
whether such problems are really localized occurrences.

Both Statement on Auditing Standards (SAS) No. 65

[(1991), The Auditor's Consideration of the Internal Audit
Function in an Audit of Financial Statements, and the
Auditing Procedure Study [American Institute of Certified
Public Accountants and Canadian Institute of Chartered
Accountants 1989) identify the potential of multi-location
audits as an increased source of external audit reliance on
the work of internal auditors. SAS No. 65 says
. . . if the internal auditors' plan includes
relevant audit work at various locations, the
[external] auditor may coordinate work with the
internal auditors and reduce the number of the
entity's locations at which the [external) auditor

would otherwise need to perform auditing
procedures [paragraph 15].
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Case 10's results may imply that internal auditors and

external auditors are not making similar judgments in this

specific situation. As a result, external auditors may need
to exercise more care in relying on internal audit work

involving multi-location audits.

Case 11

Respondents were asked to complete an analytical review
process on Case 11. Account balance fluctuations (comparing
the current year to the prior year) for Sales, Cash,
Accounts Receivable, Inventories, and Fixed Assets were
presented. The respondents were then asked to select the
one store they would audit. As Table 17 indicates, almost
50 percent of both auditors selected Store E, whose results
were indicative of a strong downturn with a corresponding
increase in Accounts Receivable. These results were not
significant (Z = 0.6750, Prob(2) = 0.4997). One external
auditor selected Store A (fairly normal results with an
increase in fixed assets), while no one selected Store B,
which reported fairly normal results. Store D, representing
signs of rapid growth, and Store C, indicating a potential
problem with inventories, generated mild interest on the
part of both groups of auditors, including the attention of
one-third of the internal auditors.

In summary, Cases 9 and 10 demonstrated that internal
auditors and external auditors make different judgments.

While only Case 9-B (Long) produced significant results (on
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TABLE 17
CASE 11 RESULTS

The company operates retail stores in various states. You performed
a review of internal controls at several stores during interim

testing. At this time, you are planning the year-end substantive
tests of balances for the following accounts: sales, cash, accountg
receivable, inventories, and fixed asset additions.

Preliminary analytical review procedures have identified the
following stores as potential audit sites for these substantive
tests. You have decided to audit one of these stores and must now
decide which store will be audited this year.

The following table contains selected trial balance information
comparing the year just ended (1992) to the prior year (1991):

Account Store A |Store B {Store C |Store D |Store E
Sales +15.6% +10.4% -1.2% +21.7% -24.6%
Cash +9.8% +5.8% -21.4% +0.5% -19.7%
Acc. Rec. +8.3% -1.3% -1.7% +26.4% +18.7%

Inventories +3.6% +1.7% -21.5% -22.5% +1.7%

Fixed Assets +4.4% -1.2% +1.9% +2.2% -0.9%

Which store will you visit?

Int % Ext k1
Store A 0o (0) 1 ( 2)
Store B 0 (0) 0o (0)
Store C 17 (32) 8 (18)
Store D 10 (19) 12 (27)
Store E _3,3 (49)‘ iz (52)

z2 = 0.6750 Prob(Z) = 0.4997

Case 9), an analysis of the responses showed that on Case 9-
A, the internal (external) auditors isolated (projected) a
routine pricing error, while on Case 9-B, the internal
(external) auditors projected (isolated) a potential

irregularity. On Case 10, external auditors selected the
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options leading to an increase in work at other stores,
while internal auditors isolated the error to the store in
question. Case 11's results; while not significant,
demonstrated an increased focus by some of the internal
auditors on Merchandise Inventory. The results from Case 12

are discussed next.

Case 12

Case 12 presented a series of 17 account titles or
audit areas and asked the respondents to indicate the risk
of material misstatement within each area on a three-point
scale (Low, Moderate, and High). The classifications and
amounts are based on an example from Zuber et al. [1983].
As Table 6 revealed earlier, one-half (9 of 17) of these
areas led to significant differences across the two groups.
Three interesting trends emerge from these results: all
assets (but Accounts Receivable) and Cost of Goods Sold were
significant, both tax items were significant, and both
owner's equity items were significant. As Tables 6 and 18
indicate, in almost every instance internal auditors
perceived a higher level of risk. Only for Deferred Income
Taxes, the Provision for Income Taxes, and Interest Expense
did the external auditors perceive a higher level of risk.
These results may emphasize the existence of different
materiality levels assumed by each group of auditors. In
addition, the different objectives of each group may

emphasize the relative importance of one item over another
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TABLE 18
CASE 12 RESULTS
Various account titles or audit areas are listed below
for a small, wholesale retailer. Based on your
experience, indicate the risk of material misstatement
(i.e., Low, Moderate, or High) within each of these
accounts or audit areas [See Appendix B for the actual
dollar values given for each account or audit area]:
Cash Accounts Rec. Inventory

Int( %) Ext( %) Int( %) Ext( %) Int( %) Ext( %)
L 18 (35) 28 (65) 2 ( 4) 3 ( 7) 1 (2) 2 (5)
M 18 (35) 12 (28) 21 (42) 22 (50) 8 (15) 17 (39)
H 16 (31) 3 ( 7) 27 (54) 19 (43) 43 (83) 25 (57)

52 43 50 44 52 44

Z = -3.3267 Z = -1.0933 2 = -2.7395

Prob(Z)=0.0009 Prob(2)=0.2743 Prob(Z)=0.0062

PPE Other Assets Current LT Debt

Int( %) Ext( %) Int( %) Ext{ %) Int( %) Ext( %)
L 24 (46) 38 (86) 35 (67) 31 (84) 37 (71) 37 (84)
M 23 (44) 5 (11) 17 (33) 7 (16) 13 (25) 7 (16)
H S (10) _1 ( 2) 0 (0) _0 (0) 2 (4) _0 ( 0)

52 44 52 44 52 44

Z = -4.0310 Z = -1.8774 Z = -1.5561

Prob(Z)=0.0001 Prob(Z)=0.0605 Prob(Z)=0.1197

Accounts Pay. Accrued Liab. Long-Term Debt

Int( %) Ext( %) Int( %) Ext( %) Int( %) Ext( %)
L 8 (15) 7 (16) 6 (12) 4 ( 9) 32 (62) 31 (70)
M 27 (52) 27 (61) 25 (48) 26 (59) 17 (33) 12 (27)
H 17 (33) 10 (23) 21 (40) 14 (32) 3 (6) _1 (2)

52 44 52 44 52 44

Z = -0.8242 Z = -0.5712 Z = -0.9827

Prob(Z)=0.4099 Prob(Z)=0.5679 Prob(Z)=0.3257

[Continued on next page]

for that specific group. In fact, the results may even be

firm or company specific, based on a pre-conditioned risk
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TABLE 18
CASE 12 RESULTS, CONTINUED

Various account titles or audit areas are listed below
for a small, wholesale retailer. Based on your
experience, indicate the risk of material misstatement
(i.e., Low, Moderate, or High) within each of these
accounts or audit areas [See Appendix B for the actual
dollar values given for each account or audit area]:

Def. Income Tax Common Stock Retained Earn.
Int( %) Ext( %) Int( %) Ext( %) Int( %) Ext( %)
L 20 (39) 11 (25) 42 (81) 43 (98) 26 (50) 37 (84)
M 30 (58) 21 (48) 10 (19) 1 ( 2) 20 (38) 6 (14)
H 2 ((4) 12 (27) 0O (0) 0 (o0) 6 (12) _1 ( 2)
52 44 52 44 52 44
Z = 2.5479 Z = -2.5789 Z = -3.5005
Prob(Z)=0.0108 Prob(2)=0.0099 Prob(2)=0.0005
Sales Cost Goods Sold S & A Expenses
Int( %) Ext( %) Int( %) Ext( %) Int( %) Ext( %)
L 5 (10) 4 ( 9) 4 ( 8) 7 (16) 13 (25) 15 (34)
M 23 (44) 26 (59) 27 (52) 29 (66) 32 (62) 28 (64)
H 24 (46) 14 (32) 21 (40) 8 (18) 7 (13) 1 (2)
52 44 52 44 52 ‘44
Z = -1.1848 Z = —-2.4262 Z = -1.5959
Prob(Z2)=0.2361 Prob(2)=0.0153 Prob(Z)=0.1105
Interest Exp. Prov. Inc. Tax
Int( %) Ext( %) Int( %) Ext( %)
L 41 (79) 34 (77) 32 (62) 12 (27)
M 11 (21) 10 (23) 19 (37) 23 (52)
H 0 (0) O (o0) 1 (2) _9 (20)
52 44 52 44
Z = 0.1797 Z = 3.7824

Prob(Z)=0.8574 Prob(Z)=0.0002

model familiar to the individual respondents. The next
section discusses related analyses pertaining to Cases 6, 7,

and 9.
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Related Analyses
The primary focus of this study was to identify whether
the two groups of auditors made similar judgments. Related
analyses were also performed on Cases 6, 7, and 9 to

replicate prior research.

Cases 6 and 7

As discussed previously, Cases 6 and 7 were identical
in every respect except for which question was marked "No".
Ashton [1974]) and Ashton and Brown [1980] indicate that
Question No. 4 explains more of the variance than Question
No. 3. As a result, its absence should be felt more
strongly and lead to a lower perception of strength.

The absence of Question No. 4 did lead to significant
differences in judgment on both versions of Case 6, while
the absence of Question No. 3 did not lead to significant
differences in judgment on Case 7 (see Tables 12 and 13).
These findings lend partial support to the strength of
Question No. 4. However, a separate analysis was also
performed to test these findings. Internal auditor's
responses on Case 6 were compared to internal auditor's
responses on Case 7 (similar comparisons were also made for
Case 6* and Case 7%, and both comparisons were also made for
external auditors). None of these comparisons was
significant, even though an analysis of the mean values for
Cases 6 and 7 indicates that the controls in Case 6 are

perceived to be as strong or stronger than those in Case 7.
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The significance of both versions of Case 6 supports
Ashton [1974] and Ashton and Brown [1980]. However, the
failure of the supplementary analyses to duplicate these

results limits the strength of that conclusion.

Case 9

In Burgstahler and Jiambalvo (B&J) [1986], 88 percent
of their auditors (external only) project the exception
(used in Case 9-A (Long)). In this study, only 48 percent
of external auditors project this exception. This
difference may have been caused by several factors. First,
B&J present their respondents with eight different
scenarios, with this particular exception serving as their
benchmark. Their auditors may have detected this fact and
used this case as an anchor. Second, modifications were
made in the administration of the instrument for this study.
The following paragraph, on the general information page,
was added to this study's instrument:

Two "errors," identified by the confirmation

process, will be presented on the following pages.

You may assume that each "error" affects both the

subsidiary ledger and the general ledger. The

follow-up procedures performed on each "error" are

also identified. These "errors" may be indicative

of control weaknesses and may imply the need for

additional testing.
In addition, B&J's instructions concerning estimated error
exceeding tolerable error were included on all cases in
their general information.

The results of this study demonstrate that internal

auditors and external auditors do not make similar
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judgments. However, a lack of organizational independence
or competence with financial statement audits may not fully
explain the differences between the two groups of auditors.
Other situations, such as the impact of prior public
accounting experience, may influence these results. These

analyses are discussed in the next section.

Additional Analyses

Several other factors may impact the results presented
in the prior sections. These factors include the following:
impact of experience within the two professions, existence
of prior public accounting experience, and impact of
Institute of Internal Auditors (IIA) membership. The next

sections discuss each of these variables.

Experience Effect
As Chapter IV discussed, several studies (e.g., Bonner
1990) identify an experience effect by external auditors
across position levels. This study tested for a similar
effect among the external auditors across three position
levels: staff (n = 7), seniors (n = 24), and managers-
partners® (n = 13). This study provides limited support
for an experience effect. For Cases 1 - 11, only Case 3
(¥ = 9.85 (df=2), Prob( X ) = 0.0073) and Case 8 (F =

5.360 (df=1), Prob(F) = 0.0314) were significant. For Case

¥These positions were combined because of the small
number of respondents in the manager, senior manager, and
partner positions.
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12, only three relationships were significant: Common Stock
(% = 5.20 (df=2), Prob( X’ ) = 0.0712), Other Assets ( X =
4.72 (df=2), Prob(* ) = 0.0943), and Cash (X = 4.66
(df=2), Prob( X*) = 0.0975).%

Similarly, this study investigated the possibility of
an experience effect across internal audit staffing levels.
Prior research had only investigated the external audit
relationship, so this examination extends that body of
research to the internal audit profession. Three position
levels within the internal audit group were examined: staff
(n = 19), seniors (n = 20), and managers/supervisors (n =
14). only case 6* (X = 7.32 (af=2), Prob( X ) = 0.0258)
produced significant results. For Case 12, four areas
proved to be significant: Retained Earnings ( S 7.98

2
0.0185), Accounts Payable ( X" = 6.68

(df=2), Prob( X )

0.0354), the Current Portion of Long-

(df=2), Prob( X" )
Term Debt ( X = 5.66 (df=2), Prob( xz) = 0.0590), and Cost

of Goods Sold (X = 5.09 (af=2), Prob( X ) = 0.0787). Such
results provide limited support of an experience effect

among internal auditors.

470 determine whether inexperienced auditors were driving
the overall results, the main analyses were re-performed
comparing experienced internal auditors (managers) to
experienced external auditors (managers - partners). Cases 4,
8, and 10 produced significant results. In the main analysis,
Cases 3, 6, 6*, 8, and 10 had produced significant results.
Case 12 identified significant results on eight items,
reflecting only minor differences with the main analysis (Cash
and Common Stock were not significant while Sales was).
Therefore, differences still exist between the two groups even
after removing inexperienced auditors from the analysis.
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Prior Public Accounting Experience

Intuition suggests that internal auditors with prior
public accounting experience may make different judgments
than internal auditors without such experience. Of the 53
internal auditors in this study, 18 (34 percent) had prior
public accounting experience. All twelve cases were re-
examined comparing the judgments of those internal auditors
with prior experience to those without it. Case 6 (Z =
2.5066, P(2) = 0.0122), Case 9-A (Short) (Z2 = -1.6813, P(2)
= 0.0927), and Case 11 (Z = 2.5679, P(Z) = 0.0102) indicated
significant results. On Case 12, four areas proved
significant: Retained Earnings (Z = -2.7347, P(2) =
0.0062), Accounts Payable (2 = 2.4719, P(Z) = 0.0134),
Accrued Liabilities (Z = 2.0051, P(Z) = 0.0450), and Common
Stock (2 = -1.7889, P(Z) = 0.0736)." These results provide
limited support that those internal auditors with prior
public accounting experience did make different judgments
than those internal auditors without such experience. On
Cases 6, 9-A (Short), 11, and parts of 12, the overall
results appear to be driven by the internal auditors without

prior public accounting experience.

‘iAs a supplementary analysis, similar comparisons were
also made between all external auditors and those internal
auditors without prior public accounting experience. Cases 6,
9-A (Short), and 11 were still significant, as were the
analyses of Common Stock and Retained Earnings. Accounts
Payable and Accrued Liabilities were not significant.
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Institute of Internal Auditors Membership
As mentioned in Chapter IV, Harrell et al. [1989]

discuss the importance of membership within the Institute of
Internal Auditors (IIA). In their study, management is able
to bias the objectivity of those internal auditors without
IIA membership. More importantly, they are not able to bias
the objectivity of IIA members. In this study, the
judgments of internal auditors with IIA membership are
compared to those internal auditors without IIA membership.
None of the differences in Cases 1 - 11 were significant,
while five of Case 12's differences were significant:
Common Stock (Z = 3.3246, P(2) = 0.0009), Accounts
Receivable (Z = 2.0373, P(Z) = 0.0416), Deferred Income
Taxes (2 = -1.7995, P(Z) = 0.0719), Selling and
Administrative Expenses (Z2 = 1.7434, P(Z) = 0.0813), and
Inventory (2 = -1.7190, P(2Z) = 0.0856). One limitation to
such comparisons, however, is this study's population. Of
53 internal auditors responding, 45 (85 percent) were IIA
members.*? These results seem to suggest that the existence
of IIA membership does not lead to judgment differences,
especially on Cases 1 - 11. Such results do not support

Harrell et al. [1989].

A supplementary analysis was performed by removing the
non-IIA members and then comparing all external auditors with
internal auditors who were IIA members. For Cases 1 - 11,
such comparisons produced significant results for Cases 4, 6,
6%, 9-B (Long), and 10. With the exception of Case 4, these
were the same cases previously identified as having
significant differences (in the main analysis, Case 3 was also
significant).

Reproduced with permission of the copyright owner. Further reproduction prohibited without permission.



93
Summary

Analysis of these results indicates that external
auditors and internal auditors may not make similar
judgments. Table 19 provides a summary of these results.
Based on these findings, the following research hypotheses
can be rejected.

H, tested for similar judgments across the two groups
of auditors. Significant results for Cases 3, 6, 8, 9-B
(Long), 10, and 12 suggest that different judgments are
being made. As a result, H, is rejected for Cases 3, 6, 8,
9-B (Long), 10, and 12.

H, tested for similar judgments by the context of the
task: an internal control test or a substantive test. 1In
this study, six cases were set in each environment.
Significant differences are indicated on four out of six
substantive tests and for two out of six internal control
tests. The context of the judgment leads to judgment
differences. H, is rejected for Cases 3, 6, 8, 9-B (Long),
10, and 12.

H; tested for similar judgments by the nature of the
assessment: an objective, knowledge-based judgment or a
more subjective assessment. Two of the six objective
assessments reflected significant differences, while five of
seven subjective assessments led to significant differences.
The nature of the assessments led to judgment differences,
and H,; can be rejected for cases 3, 6, 8, 9-B (Long), 10,

and 12.
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TABLE 19
CASE SIGNIFICANCE SUMMARY
ase Nature Context Significance
1 Objective Substantive Test
2 Objective Internal Control
3 Objective Substantive Test 0.0551
4 Objective Internal Control
5 Objective Internal Control
6 Subjective Internal Control 6: 0.0034
6*: 0.0454
7 Subjective Internal Control
8 Subjective Internal Control 0.0130
9~-A Objective Substantive Test
9-B Subjective Substantive Test 9-B (Long): 0.0588
10 Subjective Substantive Test 0.0000
11 Subjective Substantive Test
12 Subjective Substantive Test 8 at 0.05
1 at 0.10

Table 2, discussed in Chapter 1V, identified the
expected differences for each case. Table 20 updates this
earlier table with the actual results. As anticipated, no
significant differences were reported for cases involving
objective assessments and internal control tests. As
predicted, significant differences were reported for three
of the four cases involving subjective assessments and
substantive tests. However, mixed results were reported for
cases involving either (1) an objective assessment in a
substaﬁtive test situation or (2) a subjective assessment in
an internal control test. Predicted judgments on such cases
were unclear, with different judgments possible. One-half
of these cases produced significant differences. Further
work can be performed in this area to identify those
interactions of the context and nature variables that lead

to judgment differences.
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TABLE 20

CASE RESULTS BY PREDICTED DIFFERENCES

Predicted
Interaction Differences Results

Objective assessment,
Internal control test None 2, 4, 5: not significant
Objective assessment, 1, 9-A: not significant
Substantive test 3: significant

Possible
Subjective assessment, 7: not significant
Internal control test 6, 8: significant
Subjective assessment, 9-B, 10, 12: significant
Substantive test Expected 11: not significant

This chapter has presented the results of this study.
Chapter VI presents concluding remarks, which include a
discussion of the results and its potential implications.

In addition, limitations of this study are also identified.
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CHAPTER VI
CONCLUDING REMARKS
This study has examined the following research
question:

Do internal auditors and external auditors make
similar judgments?

Chapter VI provides an overview of the results of this
study (which are discussed in more detail in Chapter V).
This is followed by a discussion of the contributions,
limitations, and implications of this project and its

findings.

Discussion of Results

As Chapter V demonstrated, these results imply that
differences in judgment may exist for internal auditors and
external auditors. These differences depend, in part, on
the context (internal control test vs. substantive test) and
the nature (objective vs. subjective) of the particular
judgments.

As Tables 19 and 20 indicated, every case reflecting
significant differences involved either a subjective
assessment or a substantive test. External auditors need to
be aware of the increased possibility of different judgments

in these two areas.
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The cases with significant results cover a variety of
audit areas, including Purchases, payroll, cash disburse-
ments, and Accounts Receivable. Significant results from
two cases (3 and 12) may suggest potential problems with a
lack of competence on the financial statement audit. On
Case 3, internal auditors may not have been familiar with
the role or mechanics of management's assertions. Many
external audit procedures are assertion-based. On Case 12,
internal auditors were asked for perceptions across 17
areas, including some for which they may not have any
experience or knowledge.

Debriefing questions do not support this concern with
competency. As Table 4 indicated, 77 percent of the
internal auditors had earned at least one certification. 1In
addition, 42 of 53 internal auditors (79 percent) indicated
that they had performed or assisted with a financial audit
within the past twelve months, and 25 of 49 internal
auditors® (51 percent) had spent at least one-third of
their time on financial audits. All eight internal audit
departments require or compensate their employees for
continuing professional education. In most firms (75
percent), internal audit was a separate career path within
the entity (except for Companies 5 and 6). In addition, a
debriefing question indicated that 36 of 53 internal
auditors (68 percent) were very familiar with substantive

tests, and only 5 of 53 (9 percent) indicated not much

“Four auditors did not respond to this question.
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familiarity. Lack of competence does not appear to drive
the results unless it encouraged a more conservative bias by
internal auditors.

Organizational independence does not appear to be a
factor, either. 1In fact, as discussed previously, the
results identify a consistent bias by internal auditors to
not place as much reliance on the internal control structure
as external auditors do (Cases 6, 8, 9, and 12). Only on
Case 10 (see Table 16) did external auditors perceive a
greater need for increased testing. Case 10's results may
have been driven more by the external auditor's fear of
litigétion than by a lack of independence. Correspondingly,
such different judgments may also be a product of the
differing objectives of each group of auditors, as developed
in further detail in Chapter V. Interestingly, Case 9-B
(Long), a potential irregularity, produced a higher
projection rate by internal auditors, even in situations
where tolerable error would be exceeded (70 to 64 percent).
Such results suggest an old maxim: when you know that you
are being watched, you tend to err on the side of caution.
Perhaps internal auditors are doing so in this instance.

Debriefing questions generally support such conclusions
(see table 3). All eight internal audit departments had
access to the board of directors, and all but one reported
functionally to the audit committee or chairman of the

board. However, in only 50 percent of these firms did the

Reproduced with permission of the copyright owner. Further reproduction prohibited without permission.



99
audit committee oversee the employment of the internal audit
director.

The results may also emphasize a potential problem in
the manner that the two groups resolve exceptions to
Accounts Receivable confirmations. While only Case 9-B
(Long) produced significant results, analysis of the raw
data raises some important concerns. First, disclosure that
projecting the exception would cause tolerable error to be
exceeded generally led to lower projection rates. In both
Cases (9-A and 9-B), fewer external auditors projected such
exceptions when the restriction was imposed. Internal
auditors were only lower on Case 9-A.

Second, the two groups of auditors perceived each
exception differently (see the combined totals in Table
15).% On Case 9-A, external auditors projected the
exception while internal auditors isolated it. On Case 9-B,
internal auditors projected the exception, while external
auditors were almost equally divided on whether to isolate
or project it. These results may imply a different
perspective in the mindset of each group of auditors.

This study also identifies a possible difference in the
manner that internal auditors and external auditors view the
results of a multi-location audit. Case 10 produced
significant results, where external auditors selected

options extending work to other locations. Internal

#“No statistical inferences can be drawn from the combined
totals since each is composed of two similar, but different,
versions of the case.
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auditors, however, selected options isolating the problem to
the specific store under examination. External auditors may
need to re-examine reliance on the work of internal auditors
in multi-location audits. For example, external auditors
may audit two stores while internal auditors may audit
another fifteen stores. Different judgments between the two
groups may ultimately lead the external auditor to an
incorrect judgment regarding the fairness of the financial
statements.

Finally, the impact of prior public accounting
experience did appear to impact the judgments of internal
auditors. These results indicated several cases (6, 9-A
(short), 11, and 12) where the existence of such experience
led to different judgments among internal auditors.
Generally, these results did not change even when those
internal auditors with prior experience were removed from
the analysis.

A future section of this chapter will discuss potential
implications of these findings. The next section presents a

summary of this study's extensions to prior research.

Extensions to Prior Research
This paper partially replicated the research
instruments of Ashton [1974], Ashton and Brown [1980], Brown

and Solomon [1990]%, and Burgstahler and Jiambalvo [1986].

As discussed in Chapter IV, this study did not attempt
to replicate the results from Brown and Solomon [1990] due to
the different focus of this study.
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Generally, the results of Ashton [1974] and Ashton and Brown
[1980] are supported by this study (see Chapter V).

Question No. 4 (Case 6) produced significant results while
Question No. 3 (Case 7) did not. In their earlier studies,
Ashton [1974] and Ashton and Brown [1980] report that
Question No. 4 had explained more of the variance than any
other question.

The results of Burgstahler and Jiambalvo [1986] are not
supported in this study. In their results, 88 percent of
the (external) auditors project the exception used in Case
9-A (Long). As Table 15 indicated, only 48 percent of the
external auditors projected the exception in this study. As
discussed in Chapter V, these differences may be a result of
the changes this study made to the research instrument.
Alternatively, Burgstahler and Jiambalvo's subjects may have
deduced the nature of their study and anchored on this one
judgment.

Harrell et al. [1989] was also re-examined. Their
results indicate management's ability to bias the
objectivity of internal auditors who are not Institute of
Internal Auditor (IIA) members. This study did not find a
difference in judgments between those internal auditors who
were members of the IIA and those who were not. However,

the large number of IIA members (45 of 53) may override such
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results. Removal of the non~ITA members generally produced
the same main results.®

The study also examined the judgments to determine
whether an experience effect existed across position levels.
Prior research [see, for example, Bonner 1990] identifies
such an effect for external auditors, while no previous
research has been performed on this topic for internal
auditors. This study provides limited support for an
experience effect (Cases 3, 8, and 12) among external
auditors. A similar effect is also reported for internal
auditors (Cases 6% and 12). Removing inexperienced auditors
from the analysis still produced significant differences on
four cases (4, 8, 10, and 12). The next section of this

chapter discusses potential limitations of this study.

Limitations of This 8tudy

One criticism of surveys of this nature is that they do
not reflect the real world. Extensive pretesting and
debriefing was performed on both groups of auditors in two
Southeastern cities, and 91 (98) percent of internal
(external) auditors found the cases to be either realistic
or somewhat realistic, while 81 (86) percent of internal

(external) auditors found them to be either interesting or

“Limiting the analysis to internal auditors who were IIA
members in comparison with all external auditors identified
the same cases as significant, with the exception of Case 4
(significant) and Case 3 (not significant).
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somewhat interesting. These results imply a real-world
perception by the respondents.

Second, the results may not generalize beyond the eight
companies and six firms studied. This may be a character-
istic of the specific firms themselves, their locations, or
some other factor not studied. However, the general
consensus within each group supports the generalization of
these results to the larger population.

Third, even though the respondents were instructed not
to use outside aids for support, some participants may have
used such materials to improve their judgments. Time
constraints imposed by the entities themselves prevented the
investigator from personally administrating the instrument.
An analysis of the time required to complete the research
instrument (around 20 minutes) does not support such

concerns.

Fourth, a reader of this study has identified another
potential limitation. On those cases involving objective,
normative responses (1 — 5, 9-A), the results may merely
reflect which group of auditors got the case "right" the
most, instead of measuring the similarity of judgments

across auditors.

Implications of This 8tudy

These findings lend mixed support to Statement on

Auditing Standards (SAS) No. 65, The Auditor's Consideration

of the Internal Audit Function in an Audit of Financial
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Statements. Generally, significant differences were not
identified for judgments where the task was internal control
related or objective in nature. External auditors should
have more confidence in their reliance on internal audit
work in such areas.

However, differences did arise for judgments involving
subjective assessments or substantive tests. Every case
identifying significant results included one of these two
factors. External auditors need to be aware of the
potential for differences in such areas. Reliance on
internal auditor judgments which are different may
ultimately impact the external auditor's opinion. As a
result, external auditors might desire to perform such tests
or assessments themselves. In addition, increased internal
auditor training or use of decision aids may encourage
similar judgments. Finally, internal audit work in these
areas may need to be reviewed more carefully in light of
these findings.

Internal auditors, on the whole, expressed less
confidence or perceived more risk in the internal control
structure than did the external auditors. Such results may
arise from a lack of competence in using such measures.
These results may also be a factor of the different
objectives of each audit group. External auditors may want
to consider this "conservative bias" in the planning and

execution of their work. Reliance on internal audit work
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which contains such biases may result in over-auditing an
area (and its resulting inefficiencies).

Differences were also reported in the manner in which
auditors resolved exceptions to Accounts Receivable
confirmations. Neither group of auditors appeared to handle
the two exceptions (9-A and 9-B) similarly. If internal
auditors isolated an exception, external auditors projected
it (and vice versa). Such differences may be a factor of
the different cbjectives of the two groups. Authoritative
standards? state that resolving such exceptions is a task
which internal auditors may perform. These results suggest
the need to further investigate how both groups of auditors
resolve such exceptions.®

Multi-location audits may be another area where
reliance needs to be closely examined. Results from Case 10
indicated that internal auditors were more likely to isolate
the control errors to the store in question, while external
auditors extended work to other locations. These

differences may impact the external auditor's judgment,

“see Statement on Auditing Standards No. 65, The
Auditor's Consideration of the Internal Audit Function in an

Audit of Financial Statements, and the Auditing Procedure
Study (American Institute of Certified Public Accountants
and Canadian Institute of Chartered Accountants).

“In addition, knowing that the projection of the
exception would lead to tolerable error being exceeded led
to such exceptions being isolated (on 9-A and 9-B by
external auditors and on 9-A by internal auditors). Perhaps
those resolving such exceptions should not be made aware of
the impact that those exceptions might have on tolerable
error. Such knowledge more frequently led to the isolation
of the exception.
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specifically when they rely upon such internal audit work.
Future research could investigate potential reasons for
judgment differences in multi-location audits.

One other disturbing result involved those cases
requesting an objective assessment. One-third of the
internal auditors did not identify the normative® response
on Cases 1 - 3, while similar numbers of external auditors
failed to identify the normative response on Cases 1, 2, and
5. For Case 9-A, only version 9-A (Short) produced results
where at least one group of auditors (external) selected the
normative response at least fifty percent of the time.

These results may imply concern over the competency of a
small, but substantial minority, of both groups of auditors.
Follow-up work in this area may identify why so many
auditors failed to select the normative response.

In summary, internal auditors and external auditors
made different judgments in certain situations, especially
in situations involving either a subjective assessment or a
substantive test. However, judgments involving objective
assessments or tasks set in an internal control environment
generally did not identify significant differences. As
such, this study lends partial support to SAS No. 65.
External audit reliance on the work of internal auditors may
need to be carefully placed, particularly to those judgments

involving internal control tests or objective assessments.

“sSee footnote 15 for this study's definition of
"normative."
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APPENDIX A

Comparison of 8A8 No. 9 and S8A8 No. 65

SAS No. 9 SAS No. 65
Specifically prohibits Implied, but not explicitly
substitution of internal mentioned
audit work for external audit
work (1]

Possible areas for reliance Possible areas for reliance

[9]: [12]:

1. To gain understanding of 1. To gain understanding of
internal control internal control
structure structure [13]

2. Assessment of control 2. Assessing risk [14-16)
risk 3. Substantive procedures

(17]

Direct assistance permitted Direct assistance permitted

in performing substantive in all three areas [27]

tests and tests of controls

[10]

All judgments affecting the Same as SAS No. 9 [19]

report must be those of the
external auditor (11]

No provisions mentioned Coordination is encouraged

in these areas [23]:

1. Holding periodic
meetings

2. Scheduling audit work

3. Providing access to
internal auditors'
working papers

4. Reviewing audit reports

5. Discussing possible
accounting and auditing
issues
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SAS No. 9 SAS No. 65

If the internal audit Same, except as noted below

function is to have a bearing in gaining an understanding

on the audit, the external of the internal audit
auditor must consider the function in obtaining an
competence and objectivity of understanding of the
internal auditors and internal control structure

evaluate their work (4]

Criteria for evaluating o Criteria for evaluating

competence {6]: " ‘competence [9]:

- Qualifications of staff, 1. Educational level and
including hiring, professional experience
training, and 2. Professional
supervision certification and

continuing education

3. Audit policies,
programs, and procedures

4. Practices regarding
assignment of internal
auditors

5. Supervision and review
of internal auditors'
activities

6. Quality of working-paper
documentation, reports,
and recommendations

7. Evaluation of internal
auditors' performance

Criteria for evaluating Criteria for evaluating

objectivity [7]: ‘ objectivity [10]:

1. Organizational level to 1. Organizational status of
which internal audit the director of internal
reports results auditing, including (a)

2. Organizational level to reporting level, (b)
which internal audit access to board of
reports administratively directors, and (c)

3. Review recommendations whether the board of
made in their reports directors oversees

employment decisions

related to the director
2. Existence of policies to

maintain objectivity

-—— e s — — — - - — 5 U - — - - e 4. - - - — — — - - — - — - ——— - ——— — -
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SAS No. 65

Criteria for evaluating work

(8]. Determine whether:

1. Scope of work is
appropriate

2. Audit programs are
adequate

3. Working papers adequately
document -work performed

4. cConclusions reached are
appropriate in the
circumstances

5. Any reports prepared are
consistent with the
results of the work
performed

No provisions mentioned

Criteria for evaluating work
[24-26]:
Same as SAS No. 9

When obtaining understanding
of internal control
structure, the external
auditor is to obtain an
understanding of the
internal audit function to
identify activities relevant
to planning the audit. This
includes inquiries into
[4-5]:

1. Organizational status

2. Applicaticn of standards
3. Audit plans

4. Access to records

5. Charter
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APPENDIX B

Research Instrument

The research instrument contains the following documents:
Consent FOrmM. . . « « ¢ « « ¢ o o o o o o« » « o« 115
Cover Letter (from researcher to participant) . 116
Part I: Judgment Cases

Background (internal auditors) . . . . . . . 117
Background (external auditors) . . . . . . . 118

e o e e « o« e o 137

CaSe 1 . « ¢ ¢ o o o o o o o o 4 o s = s+ e - 119
CaSe 2 . ¢ v « 4 e e e e e e e e s« e s« & . 120
CaASE 3 ¢ ¢ ¢ o+ o e o e o e o » e & s o + o & 121
Case 4 . . e o o e e o o o o & s &+ e o 122
Case 5 e o o o o o o s o @ e o + « « o« 123
Case 6 . . . e e o o @ e o e o o o « . 124
Case 7 . « o e e e e s s e e s o « a « 126
Case 8 . o . e o o s o o & e s s s e« o o 128
CaSE 9 . . ¢ ¢ ¢ o o s o o o e & o e« o« « « « 130
Case 10. e o o o s o e e s e s e e o o « « 135
CasSe 11. . o o ¢ o o o o o o o o o« o« o « « + 136

case 12- . . .

Part II: Demographic Information
Internal Auditors. . . . . . . . . . . . . . 138
External Auditors. . . . . . . . . . . . . . 140

Suggested Cover Letters:
For Responding Internal Audit Departments. . 141
For Responding Public Accounting Firms . . . 142
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CONSENT FORM

By signing this form, I agree to participate in this study
on auditor judgments. Some specific judgments made by
auditors will be investigated to better understand the audit
judgment process. I understand that my participation
consists of answering a series of twelve cases and related
demographic questions. This research study is being
conducted by:

Perry Glen Moore, CIA, CPA

J. M. Tull School of Accounting
Brooks Hall - Room 255
University of Georgia

Athens, GA 30602-6252

(706) 542 - 1616

Your participation is entirely voluntary; however, you are

free to withdraw from this study at any time without conse-
quence to you and have the results of the participation, to
the extent that it can be identified as yours, removed from
the research records or destroyed.

You will not be asked to identify yourself by name. The
results of your participation will be kept confidential and
will not be released in any individually identifiable form
without your prior consent, unless otherwise required by
law. No individual responses will be seen by anyone other
than the investigator.

I do not foresee any risk to you as you complete the
research instrument. 1In addition, no discomforts or
stresses are anticipated.

Please sign both copies of this form. You are to keep one
copy and then return the other copy to the investigator.

Perry Glen Moore Date Signature of Date
Investigator Participant

Research at the University of Georgia which involves human participants is carried out
under the oversight of the Institutional Review Board. Questions or problems regarding
your rights as a participsnt should be addressed to Keidi L. Roof, M.S., or

Dr. C. Michael Moriarty; Institutional Review Board; Office of V.P. for Research;

The University of Georgia; 604-A Graduate Studies Research Center; Athens, Georgia
30602-7411; Telephone (706) 542-6514.
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October 5, 1992

Dear Survey Participant:

Thank you for participating in this experiment on auditor
judgments. As you are aware, judgments are an important
part of the audit process. This research is designed to
study some specific judgments made by auditors to better
understand the audit judgment process.

For each of the twelve audit cases attached, you will be
asked to make a judgment(s). Each case has been placed on a
separate piece of paper and is to be treated independently
of one another. Please read each case and answer the
appropriate question(s). Due to the nature of the exercise,
you must work alone. Please do not refer to any audit
manuals, textbooks, or other aids as you complete the cases.

Following the cases, the last several pages request demo-
graphic information about you and your company. You are not
asked to identify yourself by name. All responses will be
kept confidential, and no company or individual will be
identified when the results are reported.

Please place the completed instrument and one copy of the
signed consent form in the enclosed, stamped envelope.
Please mail both of these items directly to me as soon as
you have finished the task.

Thank you for your participation in the study.

Sincerely,

Perry Glen Moore, CIA, CPA

Ph.D. Student
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Case Materials

Background

This questionnaire is composed of two parts. Part One
contains twelve audit cases dealing with audit judgments.
Part Two requests information about you and your background
in accounting and auditing.

NOTE: Please select only one answer for each case (i.e.,
pick the one best choice).

Part One

In each of the following twelve cases, you are to assume the
role of the internal auditor relative to the financial
statement audit process.

Please indicate the time when
you begin this exercise:
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Case Materials

Background

This questionnaire is composed of two parts. Part One
contains twelve audit cases dealing with audit judgments.
Part Two requests information about you and your background
in accounting and auditing.

NOTE: Please select only one answer for each case (i.e.,
pick the one best choice).

Part One

In each of the following twelve cases, you are to assume the
role of the external auditor relative to the financial
statement audit process.

Please indicate the time when
you begin this exercise:
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Case 1

The following procedure is one step of the audit program for
a financial statement audit of merchandise inventory:

Trace test counts of the physical inventory to the
client's inventory compilation, and trace totals
to the trial balance.

Based on your experience, this procedure best addresses
which of the following audit objectives?

a. Inventories included in the balance sheet
physically exist.

b. Inventories exclude items billed to customers or
owned by others.

c. Inventory listings are accurately compiled and
the totals are properly included in the
inventory accounts.

d. Slow-moving, excess, defective, and obsolete
items included in inventories are properly
identified.
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Case 2

The following control objective is one part of the internal
control structure pertaining to sales:

Customer orders are properly authorized prior to
shipment.

Based on your experience, which of the following procedures
is primarily directed at achieving this objective?

a. Sales invoices are pre-numbered and properly
accounted for.

b. Appropriate segregation of duties exists between
the sales department and the credit department.

c. Sales are initiated through pre-numbered sales
orders which are completed by reference to
pre-approved customer lists, credit files, and
price lists.

d. Billings are independently checked for accuracy
and agreement with approved price lists,
discounts, written quotes, etc.
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Case 3

The following is a control procedure for purchases:

Purchase orders, receiving reports, and vouchers
are pre-numbered and periodically accounted for.

Based on your experience, this procedure primarily addresses
which of the following management assertions?

a. Existence or occurrence

b. Completeness

c. Rights and obligations

d. Valuation or alleocation

e. Presentation and disclosure
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Case 4

Assume the following control error has occurred:
Duplicate payments were made for the same invoice.

Based on your experience, this error is best prevented by
which of the following procedures?

a. Careful examination of the supporting documents
is made by the check signer.

b. A proper separation of duties exists between the
accounts payable function and the person
responsible for signing the checks.

c. Supporting documentation is canceled with a
"Paid" stamp when checks are written.

d. Accurate and prompt recording is required for
all invoices.
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Case 5

The following is an internal control cbjective for
merchandise inventory:

Physical loss of inventory is prevented.

Based on your experience, which of the following procedures
is primarily directed at achieving this objective?

a. Periodic comparisons of actual quantities to
perpetual records for inventories is made.

b. The carrying value of inventory is periodically
compared to net realizable value, and
adjustments are recorded if necessary.

c. Inventory accounts are adjusted for results of
periodic physical counts.

d. Materials leaving premises are checked for
appropriate shipping documents.
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Case 6

You are auditing the internal controls of the payroll
system. Following is a portion of the internal control
questionnaire completed by an auditor on your staff:

1. Are the names on the payroll checked
periodically against the active employee Yes
file of the personnel department?

2. Are formal procedures established for
changing names on the payroll, pay rates, Yes
and deductions?

3. Are the tasks of both payroll preparation
and payment of employees adequately
separated from the task of payroll bank Yes
account reconciliation?

4. Are the tasks of both timekeeping and
payment of employees adequately separated Ne
from the task of payroll preparation?

5. 1Is the payroll audited periodically by
internal auditors? Yes

6. Was the internal control over payroll
found to be satisfactory during the Yes
previous audit?

7. Are the duties of those preparing the

payroll rotated? Yes
8. In hiring new employees, is an inquiry

made as to his/her background and former Yes

employers?

Based on this internal control questionnaire, what is your
perception of the strength of this system in preventing and
detecting misstatements to the accounts?

Extremely Very Substantial Some Not Quite Adequate
Weak Weak Weakness Weakness Adequate to Strong

1 2 3 4 5 6

Note: A low number indicates a weak system of internal control, while a high number indicates a strong system of
internal control.
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You are auditing the internal controls of the payroll

systen.

1.

Are the names on the payroll checked
periodically against the active employee
file of the personnel department?

Are formal procedures established for
changing names on the payroll, pay rates,
and deductions?

Are the tasks of both payroll preparation
and payment of employees adequately
separated from the task of payroll bank
account reconciliation?

Are the tasks of both timekeeping and
payment of employees adequately separated
fron the task of payroll preparation?

Is the payroll audited periodically by
internal auditors?

Was the internal control over payroll
found to be satisfactory during the
previous audit?

Are the duties of those preparing the
payroll rotated?

In hiring new employees, is an inquiry
made as to his/her background and former
employers?

Following is a portion of the internal control
questionnaire completed by an auditor on your staff:

Yes

Yes

Yes

No

Yes

Yes

Yes

Yes

Based on this internal control questionnaire, what is your
perception of the strength of this system in preventing and
detecting misstatements to the accounts?

Low
Moderate

High

Note: "Low" indicates a8 wesk system of internal control, while "High" indicates a strong system of internal

control.
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Case 7
You are auditing the internal controls of the payroll

system. Following is a portion of the internal control
questionnaire completed by an auditor on your staff:

1. Are the names on the payroll checked
periodically against the active employee Yes
file of the personnel department?

2. Are formal procedures established for
changing names on the payroll, pay rates, Yes
and deductions?

3. Are the tasks of both payroll preparation
and payment of employees adequately
separated from the task of payroll bank No
account reconciliation?

4. Are the tasks of both timekeeping and
payment of employees adequately separated Yes
from the task of payroll preparation?

5. Is the payroll audited periodically by
internal auditors? Yes

6. Was the internal control over payroll
found to be satisfactory during the Yes
previous audit?

7. Are the duties of those preparing the

payroll rotated? Yes
8. In hiring new employees, is an inquiry

made as to his/her background and former Yes

employers?

Based on this internal control questionnaire, what is your
perception of the strength of this system in preventing and
detecting misstatements to the accounts?

Extremely Very Substantial Some Not Quite Adequate
Weak Weak Weakness Weakness Adequate to Strong

1 2 3 4 5 6

Note: A low number indicates a weak system of internal control, while a high number indicates a strong system of
internal control.
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Case 7%
You are auditing the internal controls of the payroll

system. Following is a portion of the internal control
questionnaire completed by an auditor on your staff:

1. Are the names on the payroll checked
periodically against the active employee Yes
file of the personnel department?

2. Are formal procedures established for
changing names on the payroll, pay rates, Yes
and deductions?

3. Are the tasks of both payroll preparation
and payment of employees adequately
separated from the task of payroll bank No
account reconciliation?

4. Are the tasks of both timekeeping and
payment of employees adequately separated Yes
from the task of payroll preparation?

5. Is the payroll audited periodically by
internal auditors? Yes

6. Was the internal control over payroll
found to be satisfactory during the Yes
previous audit?

7. Are the duties of those preparing the

payroll rotated? Yes
8. In hiring new employees, is an ingquiry

made as to his/her background and former Yas

employers?

Based on this internal control questionnaire, what is your
perception of the strength of this system in preventing and
detecting misstatements to the accounts?

Low
Moderate

High

Note: “Low" indicates a weak system of internal control, while "High" indicates a strong system of internal
control.
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Case 8

Following is a portion of a cash disbursement internal
control questionnaire completed by an auditor on your staff:

Internal Control Questionnaire

A. Are protective writing devices used to
inscribe amounts on checks? Yes

B. Are properly approved vouchers required
for check preparation? Yes

C. Are all check signers designated by the
Board of Directors? Yes

D. Are primary check signers independent of:

1. Purchasing and those requesting
expenditures? Yes

2. Persons approving vouchers? No

3. Persons processing and recording
cash disbursements? No

E. Is an independent second check signer
required who carefully scrutinizes the Yes
supporting documentation?

F. Does internal audit investigate payments
made to payees not on an independently Yes
approved payee listing?

Given the controls as represented above, assess the RISK
that cash disbursements could be materially misstated A8 A
RESULT OF checks being written and/or disbursed for improper
(unauthorized and/or invalid) purposes.

|
No Maximum
Risk Risk

Note: A low number (i.6., O or 10) indicates a belief that the risk of material misstatements is zero or low, while a
high number (i.e., 90 or 100) indicates a bslief that the risk of material misstatements is high or at 100 percent.
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Case 8%*

Following is a portion of a cash disbursement internal
control questionnaire completed by an auditor on your staff:

Internal Control Questionnaire

A. Are protective writing devices used to
inscribe amounts on checks? Yes

B. Are properly approved vouchers required
for check preparation? Yes

C. Are all check signers designated by the
Board of Directors? Yes

D. Are primary check signers independent of:

1. Purchasing and those requesting
expenditures? Yes

2. Persons approving vouchers? No

3. Persons processing and recording
cash disbursements? No

E. Is an independent second check signer
required who carefully scrutinizes the Yes
supporting documentation?

F. Does internal audit investigate payments
made to payees nct on an independently Yes
approved payee listing?

Given the controls as represented above, assess the RISK
that cash disbursements could be materially misstated A8 A
RESULT OF checks being written and/or disbursed for improper
(unauthorized and/or invalid) purposes.

Low
Moderate

High

Note: "Low" indicates a wesk system of internal control, while "High" indicates a strong system of internal
control.
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Case 9

A member of your staff performed Accounts Receivable
confirmations for the fiscal year ending June 30, 1992.
Based on preliminary estimates, you decided to examine a
random sample of 150 receivables from a population of 3,000
accounts. In this setting, the population error can be
estimated by multiplying the total sample error by 20 (i.e.,
3,000/150) .

Two "errors," identified by the confirmation process, will
be presented on the following pages. You may assume that
each "error" affects both the subsidiary ledger and the
general ledger. The follow-up procedures performed on each
"error" are also identified. These "errors" may be
indicative of control weaknesses and may imply the need for
additional testing.

In responding to the two cases that follow, I am primarily
interested in your views as to whether the "error"
identified in the sample should be projected to estimate the
population error. Based on your experience, you will be
asked to assess the validity of projecting each error to the
population by multiplying the error amount by 20.
Alternatively, you may decide that the error should be
"jsolated" and not projected. You should consider each case
independently and act as if each one was from a separate
audit.
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Case 9-A (Long)
The following error is discovered:

Account No. 8227 was overstated by $1,456.72 due
to a pricing error. The client apparently charged
the price for an item located just below the
correct item in the price book. The error was not
detected by the normal review of invoice accuracy.

If the error is projected to the population by multiplying
by 20, the estimated error (in conjunction with other sample
errors, and allowing for sampling risk) will exceed
tolerable error. If the error is "isolated" and not
projected, the estimated error (allowing for sampling risk)
will not exceed tolerable error.

Should the "error" be projected to the population?

Yes: No:
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Case 9-A (Short)

The following error is discovered:

Account No. 8227 was overstated by $1,456.72 due
to a pricing error. The client apparently charged
the price for an item located just below the
correct item in the price book. The error was not
detected by the normal review of invoice accuracy.

Should the "error" be projected to the population?

Yes: No:
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Case 9-B (Long)
The following error is discovered:

on their confirmation response, one customer noted
that the merchandise (totaling $1,215.87)
pertaining to this shipment had never been ordered
or received. A check of the shipping documents
indicates that the order was shipped by an
independent carrier. This carrier has not
responded to repeated requests for delivery
information as of the end of the field work.
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If the error is projected to the population by multiplying

by 20, the estimated error (in conjunction with other sample

errors, and allowing for sampling risk) will exceed
tolerable error. If the error is "isolated" and not

projected, the estimated error (allowing for sampling risk)

will not exceed tolerable error.

Should the "error" be projected to the population?

Yes: No:
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Case 9-B (Short)
The following error is discovered:

On their confirmation response, one customer noted
that the merchandise (totaling $1,215.87)
pertaining to this shipment had never been ordered
or received. A check of the shipping documents
indicates that the order was shipped by an
independent carrier. This carrier has not
responded to repeated requests for delivery
information as of the end of the field work.

Should the "error" be projected to the population?

Yes: No:
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Case 10

The company operates retail stores in approximately 600
different locations throughout the United States. Each
store has a standard operating manual which includes uniform
controls to be implemented. Some of these controls are the

following:

1. Cash registers are used to record sales, sales returns,
and exchanges. All cash refunds and exchanges require
supervisory approval.

2. Cash, personal checks, or major credit cards are
accepted for payment by normal retail customers
(individuals).

3. Subject to approval by the store manager, non-profit
organizations and private businesses may establish
credit (accounts receivable) for purchases made in the

store.

Controls of five stores are being evaluated (as a
representative sample) to determine if the prescribed
controls are in place and working properly. A recent
examination of store No. 14 (the first store to be visited
this year) uncovered the following:

1. The standard operating manual could not be located by
Store No. 14 management.

2. Based on further investigation, credit approvals for
non-profit organizations and private businesses were
made at Store No. 14 without adequate investigation
or documentation.

Based on your experience, which of the following options
would you perform?

a. Do not expand tests of credit approvals.

b. Expand tests of credit approvals at Store
No. 14, but not at other stores.

c. Expand tests of credit approvals to the other
four stores selected for examination this year.

d. Expand tests of credit approvals to an
additional sample of stores. (For example,
expand the number of stores to be examined from
5 to 10.)
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Case 11

The company operates retail stores in various states. You
performed a review of internal controls at several stores
during interim testing. At this time, you are planning the
year-end substantive tests of balances for the following
accounts: sales, cash, accounts receivable, inventories,

and fixed asset additions.

Preliminary analytical review procedures have identified the
following stores as potential audit sites for these
substantive tests. You have decided to audit one of these
stores and must now decide which store will be audited this

year.

The following table contains selected trial balance
information comparing the year just ended (1992) to the
prior year (1991):

Account Store A |Store B [Store C |[Store D |(Store E
Sales +15.6% +10.4% ~1.2% +21.7% -24.6%
Cash +9.8% +5.8% -21.4% +0.5% -19.7%
Accounts
Receivable +8.3% -1.3% ~-1.7% +26.4% +18.7%

Inventories +3.6% +1.7% -21.5% -22.5% +1.7%

Fixed
Assets +4.4% -1.2% +1.9% +2.2% -0.9%
Which store will you visit? Store
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Case 12

Various account titles or audit areas are listed below for a

small, wholesale retailer.

Based on your experience,

indicate the risk of material misstatement (1.e., Low,
Moderate, or High) within each of these accounts or audit
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areas:
BALANCE 8 HEET ITEMS
Financial
Statement Risk of Material
Amounts Misstatement

Cash $ 1,830,000 Low Moderate High

Accounts Receivable 2,627,000 Low Moderate High

Inventory 5,155,000 Low Moderate High

Property, Plant, & Equip. 4,573,000 Low Moderate High

Other Assets 205,000 Low Moderate High
$14,390,000

Current Part of L-T Debt $ 257,000 Low Moderate High

Accounts Payable 1,419,000 Low Moderate High

Accrued Liabilities 1,996,000 Low Moderate High

Long-Term Debt 3,115,000 Low Moderate High

Deferred Income Taxes 755,000 Low Moderate High

Common Stock 1,679,000 Low Moderate High

Retained Earnings 5,169,000 Low Moderate High
$14,390,000

INCOME S8TATEMENT ITEMS

Sales $22,425,000 Low Moderate High

Cost of Goods Sold 18,407,000 Low Moderate High

Selling and Admin. Exp. 2,096,000 Low Moderate High

Interest Expense 254,000 Low Moderate EKigh

Provision for Taxes 672,000 Low Moderate High
Net Income $ 996,000
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Please do not examine or answer the following questions

[Demographic Pages for Internal Auditors]

Part Two

until you have responded to the twelve cases presented on
the previous pages.

10.

11.

12.

13.
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Demographic Information

Please indicate the time
when you completed this exercise:

Age:

Certifications:
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Highest Degree Earned:

Year Earned:

Location:

Job Title (position):

Years in current position: years

Number of employees you supervise:

Years in internal auditing: years

Are you a member of the

Institute of Internal Auditors? Yes No

Have you ever worked in public accounting? Yes

If Yes, the number of years
worked in public accounting: : years

Years of business
experience outside of auditing: years

[Continued on next page]

No
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14. In what area(s) do you individually perform most of
your work?

Internal Audit Activity Percent of Time
Last 12 Internal
Months Audit Career

Financial Audits

Operational Audits

EDP (Computer) Audits

Compliance Audits

Other Audits ( )
100 % 100 %
15. How long has it been since
you performed or assisted
with a financial audit? months

16. How familiar are you with these types of audit

procedures?
Not Very Very
Familiar Familiar
a. Compliance Tests 1 2 3
b. Substantive Tests 1 2 3
c. Analytical Review Procedures 1 2 3

For each item below, circle the response which most nearly
captures your feelings.

17. How realistic were the cases you analyzed in Part One?

Not Somewhat Very
Realistic Realistic Realistic
1 2 3 4 5

18. How interesting were the cases you analyzed in Part

One?
Not Somewhat Very
.Interesting Interesting Interesting
1 2 3 4 5
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(Demographic Page for External Auditors]
Part Two

Please do not examine or answer the following questions
until you have responded to the twelve cases presented on
the previous pages.

Demographic Information

1. Please indicate the time
when you completed this exercise:

2. Age:

3. Certifications:

4. Highest Degree Earned:

5. Year Earned:

6. Location:

7. Job Title (position):

8. Years in current position: years
9. Years in public accounting: years

10. Are you a member of the American Institute
of Certified Public Accountants? Yes No

For each item below, circle the response which most nearly
captures your feelings.

11. How realistic were the cases you analyzed in Part One?

Not Somewhat Very
Realistic Realistic Realistic
1 2 3 4 5

12. How interesting were the cases you analyzed in Part

One?
Not Somewhat Very
Interesting Interesting Interesting
1 2 3 4 5
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Suggested Cover Letter for Internal Audit Departments

October 5, 1992

Dear Staff Member:

I enclose a brief survey for a research study which is being
conducted by Perry Moore, a Ph.D. student at the University
of Georgia. Mr. Moore is investigating various aspects of
auditor judgments and has requested our assistance in
gathering his data.

Firm Name supports Mr. Moore in this research, which is
designed to enable both him and us to better understand the
audit judgment process. You have been selected by the firm
to participate in this project. Please complete the
attached instrument at your earliest convenience (which
should take approximately 30 minutes).

Instructions for completing this instrument are attached.
Mr. Moore has asked me to emphasize the following
instructions:

Due to the nature of the exercise, you must work
alone. Please io not refer to any audit manuals,
textbooks, or cther aids as you complete the
cases.

A stamped envelope is enclosed for you to mail the completed
instrument back to Mr. Moore. Thank you for your assistance
in this matter.

Sincerely,

Internal Audit Director / Senior Manager
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Suggested Cover Letter for Public Accounting Firms

October 5, 1992

Dear Staff Member:

I enclose a brief survey for a research study which is being
conducted by Perry Moore, a Ph.D. student at the University
of Georgia. Mr. Moore is investigating various aspects of
auditor judgments and has requested our assistance in
gathering his data.

Firm Name supports Mr. Moore in this research, which is
designed to enable both him and us to better understand the
audit judgment process. You have been selected by the firm
to participate in this project. Please complete the
attached instrument at your earliest convenience (which
should take approximately 30 minutes).

Instructions for completing this instrument are attached.
Mr. Moore has asked me to emphasize the following
instructions:

Due to the nature of the exercise, you must work
alone. Please do not refer to any audit manuals,
textbooks, or other aids as you complete the
cases.

A stamped envelope is enclosed for you to mail the completed
instrument back to Mr. Moore. Thank you for your assistance
in this matter.

Sincerely,

Partner / Senior Manager
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